TRADE ACT OF 1970

REPORT

OF THE

COMMITTEE ON WAYS AND MEANS
HOUSE OF REPRESENTATIVES

TO ACCOMPANY

H.R. 18970

TO AMEND THE TARIFF AND TRADE LAWS OF
THE UNITED STATES, AND FOR OTHER PURPOSES

W

AUGUST 21, 1970.~Orderd to be printed

U.S. GOVERNMENT PRINTING OFFICEK

#-2%0 0 WASHIDIGTON : 1970




CONTENTS

Page
], Purposes e em e cmcccemcmmm—mm———————— 1
I1. Summary and general statement:
A. Amendments to Trade Agreement authority under title I of
the Trade Expansion Act of 19682 .. . oo ... 2
B. Tariff adjustment and adjustment assistance.____.__._____. 3
C. Quotas on certain textile and footwear articles. ... .._._. 4
D. Other tariff and trade provisions. - - e oo momccciaaaa 5
E. Domestic International Sales Corporations. . ... _._.__._.. 7
IT1. Reasons for the bill. L .. e rvccmcccccan
IV. General deseription of the bill (including spoclﬁc legislative intent):
A, Formofthe bill ... o o imreme e 20
B. Trade agreement authority . .o aoo... 21
C. Other Presidential authority o .o oo eeaeeas 22
D. Tariff adjustment nnd adjustment assistance.........._... 24
E. Quotas on textiles and footwear. . .o 35
F. Antidumping and counterveiling duty provisions..._....... 14
G. Tariff Commission. ..o oo e caancciacceccacccac—a- 49
H. U.S. contribution to the GAT T s s e e 51
I. American sclling price system of valuation..__ .. ... ... o1
J. Miscellaneous amendments. oo oo e aaenaaa 52
K. Domestic International Sales Corporations. ... ... .._.._ 58
' L. Other trade matters. ..o oo eeceeeccmcaam—aa 91
V. Technical explanation of bill. ... .o 95
Chaunges in oxisting law made by the bill, as reported... ... ... 116
Dissenting views of Hon. Al Ullman, Hon. Charles A. Vanik, Hon. James
C. Corman, Hon. William J. Green, Hon. Sam Gibbons, "Hon. Barber
B. Conable, Jr., and Hon. Jerry L. Pettis_ ... ... ..., taeaa 166
Separate dms(-ntmg views of | Ton. Charles A. VaniK. ooooeemmiae e 167
Scparate dissenting views of Hon, James C. Corman and Hon. Sam
Gibbons_ . g i¢8
Additional dissenting views of Hon. James C. Corman and Hon. Sam
iibbons on the DISC export proposal. .. ... .. ... 180
Scparate dissenting views of lion Barber B. Conable, Jr.,, and Hon.
Jorry L. Pottis. .. o e e iecmasemsaimeeccecneameam——. 185



9187 CONGRFSS HOUSE OF REPRESENTATIVES RePORT
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TRADE ACT OF 1970

AvucusT 21, 1970.—Ordered to be printed

Mr. Mivws, from the Committee on Ways and Means,
submitted the following

REPORT

[To accompany H.R. 18970)

The Committee on Ways and Means, to whom was referred the
bill (H.R. 18970) to amend the tariff and trade laws of the United
States, and for other purposes, having considered the same, report
favorably thercon without amendment and recommend that the bill

do pass.
I. PURPOSES

The general purposes of H.R. 18970 are:

(1) to oxtomy tha authority of the President to enter into foreien
trade agreements through June 30, 1973, and to authorize the President
to proclaim, subject to certain conditions and limitations, such modi-
fication or continuance of any existing duty or other import restric-
tion or such additional import restrictions as he determines to be
required or appropriate to carry out such trade agreements. The Presi-
dent would be granted the authority to reduce rates of duty by 20
gercout or 2 percentage peitits below the level to which the United

tates was committed on July 1, 1967;

(2) to amend the tarifl adjustraent and adjustment assistance pro-
visions of the Trade Expansion Act of 1962 (TEA) in order to assure
that United States industries, firms, and workers whe may be seriously
injured or threatened with serious injury from increased imports may
be provided with tariff adjustment or other adjustment assistance
needed to remedy such injury;

(3) to provide for the imposition of temporary quantitative limita-
tions on imports of certamn textile and footwear articles and for
authority to negotiate international agreements or arrangements
with respect to such articles, in order to assure the nondisruptive
marketing of the imports of such articles into the United States;

1)
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_(4) to provide a deferral of United States tax for do.mestic corpora-
tions engaged in export sales in order to remove an income tax dis-
ud(\l'unt,agc to U.S. oxport sales of U.S. owned foreign subsidiaries;
an ‘

(5) to amend certain other provisions of the tariff and trade law in
order to meet immediate trade problems.

II. SUMMARY AND GENERAL STATEMENT

H.R. 18970 represents many months of effort by your committee to
bring to the House a trude proposal which will provide a sound
base for the continuation of a long-range trade expansion poucy and
will meet the immediate need of United States producing and con-
suming interests, and other economic interests both in domestic
markets and abroad. The bill incorporates in modified form the trade
proposals made by the President to the Congress on November 18,
1969, some clements of many other trade proposals regarding orderly
marketing of imports which had been referred to the committee, other
suggestions for changes in our trade and tariff laws made during the
course of the public hearings, and the domestic international sales
'(i‘orpor’ation proposal made to the committee by the Secretary of the

roasury.

Your)::ommittee devoted over one month to public hearings, receiv-
ing testimony from 377 witnesses representing all segments of the
United States cconomy. The printed record includes hundreds of
written communicaiions from interested persons and organizations
from all parts of the country. The public hearings were in addition to
similar hearings held by the committce in 1968. The extensive infor-
mation and the individual views were helpful to the committee in its
task of formulating the policies reflected in H.R. 18970.

Your committee met in executive sessions for over a month in
developing the bill. Your committee believes H.R. 18970 deals with
the basic 1ssues presented by the many trade proposals brought to the
committee’s attention both in terms of the long-run interests of this
country in economic cooperation and trade liberalization and the more
immediate needs of produci -consuming-interestsin-the Unifed

—States—

A. AMENDMENTS TO TRADE AGREEMENT AUTHORITY
UNDER TITLE I OF THE TRADE EXPANSION ACT OF 1962

The President’s trade agreements authority under the Trade
Expansion Act of 1962 terminated at the close of June 30, 1967. The
President has been without trade a&oement- authority since that time
and in his trade message to the Congress, November 18, 1969, re-
quested renewal of the trade agreement- authority, including new
authority to reduce duties.

TRADE AGREEMENT ACTHORITY

H.R. 18970 would extend the President's authority to enter into new
trade ents under the Trade Expansion Act of 1962 to July 1,
1973. The President is given new authority to reduce duties by 20 per-
cent, or 2 percentage points below the rates of duty which will exist
when the final stage of the Kennedy Round reduction is made effective
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on January 1, 1972. Should reductions in duty under the new authority
be agreed to prior to the final s of the Kennedy Round, the re-
maining stages of Kennedy Round reductions and the new reductions
agreed to are to be aggregated and made effective in at least iwo

stages.
OTHER PRESIDENTIAL AUTHOKITY

Concern has been expressed with the growth in barriers to trade
whick have developed despite the Kennedy Round of trade negetia-
tion. The bill amends section 252 of the Trade Expansion Act provid-
ing new authority and direction to the President ‘o act against import
restrictions or cther acts of formign countries which unjustifisbly or
unreasonably burden or discriminate against United States commerce.

The bill also amends the President’s authority to safeguard the
national security by providing that any adjustment of imports under
the national security authority shall not be accomplished by the impo-
sition or increase of any duty or of any fee or charge having the effect
of a duty. In addition, time Jimitations are im ugon the f‘)ir@ctor of
the Office of Emergency Preparedness in making determinations on
applications for action under the national security provision.

B. TARIFF ADJUSTMENT AND ADJUSTMENT ASSISTANCE

The need for making less rigid tha criteria for delaminiux‘xg serious
injury from increased imports 1s met in the bill both for tariff adjust-
ment for industries and adjustment assistance in the case of firms or
groups of workers, .

Tariff Adjustment.—As in present law, the criteria for determining
serious injury are the same for tariff adjustment for industries and for
adjustment assistance for firms and workers. Under the new provisions,
the Tariff Commission, in the case of tariff adjustment, or the Presi-
dent, in the case of adjustment assistance, is to determine whether
increased imports “contribute substantially” toward causing or threat-
ening serious injury. : o
iousTitjury is found, an additional determination is to be made
under a new provision. f the Coruission makes an affirmative injury
determination, those Commissioners finding injury are to mske an
additional determination uader the new provision. In eral, this
additional determirsiion will be in the affirmstive if the Commis-
sioners find that (1) the imported article substantially undersells the
domestic article, constitutes ah increasing share of domestic consump-
tion and was produced at unit labor costs substantinlly below those
of the domestic article; and that (2) either the import penetration of
the article in the T.S. market is above a specified minimum level and
is increasing at thore than a specified minimum rate, or the domestic
prodyction of the articlo, and the emplmlent or wages afforded by
such prodisiion, are declining to a specified degree. .

A majority of the Commissioners present and voting is to be required
for an effirmative injury determination and a majonty of those Cor-
missioners finding injury undee the criteris provided must determine
the véﬁ’: of import restriction required to remedy the injury.

1en the Commission finds and reports to the President an affirma-

tive injury determination, the President is required to take such
action as he deems necessary to prevent or remedy the injury so found
unless he determines that such action is not in: the nationel interest.
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In the case of an additional affirmative determination the Commis-
sion, as to injury, the President is required to impose the import
restrictions found by the Commission to be necessary to prevent or
remedy the injury unless he determines that such action would not
be in the national interest. As is presently provided, if the President
does not make effective the remedy determined by the Tariff Com-
mission, he must report to the Congress within 60 days of the receipt of
the Tariff Commission’s report and findings. In such case, the existing
yrovisions of law with respect to Congressional implementation of the
Pariff Commission finding as to the action necessary to prevent or
remedy the injury would continue to apply. .

Adjustment Assistance.—In addition to the amendment of the cni-
teria for determining serious injury from increased imports in the casé
of adjustment nssistance, the procedures fo- potitions by firms or
groups of workers is amended. Under the bill, petitions by firms or

roups of workers are to be made to the President rather than the
‘ariff Commission. The Tariff Commission will provide the President
with a factual roport to assist the President in making his detormina-
tion ns to oligibility of firms and groups of workers to apply for
ad;‘ustment- assistance.

I'he bill provides increased trade adjustment allowances payable
to adversely affected workers. Under existing law, the allowance is
65 percent of the worker’s average weekly wage or 65 percent of the
average weckly manufacturing wage, whichever is lower. The bill in-
crenses each ol theso percentages to 75 percent.

The bill provides that if the President does not provide tariff ad-
justment for an industry after an affirmative injury determination by
the ‘Tariff Commission, he is required to provide that the firms and
workers in that industry may request certification of eligibility for
adjustment assistance.

ction 352 of the Trade Expansion Act with regard to orderly
marketing agreements is amended to provide that the President may,
- at any time, negotiate such agrecements on articles subject to tanff
adjustment or upon which he has reccived an affirmative injury
dotermination. .

Now roview procedures on pending tariff adjustment action aré
provided. In any report by the Tanft Commission reviewing such
tariff adjustment actions, it must include information on steps taken
by firms in the industry to compete more effectively with imports.
In addition, in any review of fanff adjustment actions by the Tariff
Commission, as a result of which the President may determine to
oxtend, in whole or in part, or torminate such action, the Commission
will be required to determine whether the existing restrictions on
imiports are sufficient to prevent or remedy injury to the domestic
industry.

C. QUOTAS ON CERTAIN TEXTILE AND FOOTWEAR
ARTICLES

It is belicved that the tariff adjustment amendments described
above will be sufficient to deal with «:omd)etitive situations facing many
domestic producers in the economy. However, the effects of rapidly
increasing imports on two basic industries are such as to require
ex.raordinary measures. Title II of this bill deals with the extremely



5.\

serious threat to the toxtile and apparel indusiry snd the nonrubber
footwear industry.

Under Title I1, the total quantities of imports of certain toxtile and
footwear articles are to be limited by category and by country begin-
ning in the year 1971. For that yoar, imports are to be limited to the
annual average quantities imported during the three calendsr years
1967 through 1969. For the-years after 1971, the total quantity of
imports of each category of textile articles or footwear articles is to

_be limited to the quantity determined {or the foreign country for the
preceding year p.u3 an increase determined by the President. Any
such increase is to be limited to a percentage not over 5 percent of
the total quantity permitted to be entered in the immediately pre-
ceding yoar as the President determines to be consistent with the
purposes of the quota provisions.

he President is authorized to exempt from quotas imports of
articles: (1) which he determines are not disrupting the United States
market, (2) when lie determines that the national interest requires such
action, or (3) when he finds that the supply of such articles in the
domestic market is insufficient to meet demand at reasonable prices.

In addition, the President is authorized to negotiate agreements
under which imports of textiles and footwear would be controlled.
Imports covered by such agreements would also be exempt from
quantitative limitations as would imports of cotton textile articles
a8 a result of the existing Long Term Arrangements on Cotton Textiles.

Determinations with respect to the establishment of or change in

vantitative limitations or exemptions from such limitations, other
than determinations made by the President for national interest
reasons, would be subject to the rulemaking provisions of the Ad-
ministrative Procedure Act.

The quote limitations provided in the bill would terminate on-
July 1, 1978, unless the. g’mident finds that the extension of the
quantitative limitations for periods not to exceed 5 years would be
in the national interest.

D. OTHER TARIFF AND TRADE PROVISIONS

The magnitude and the nature of United States foreign trsde has
changed remarkably over the past decade. Although both imports and
exports separately account for about 4 percent of the gross national

roduct, the importance of export sales to and the impact of imports on

omestic producing interests have grown. Consistent with the changes
- in the tanff adjustment provisions in the Trrd2 Expansion Act, the
bill also amends other provisions of law aflecting the conditions of trade
insofar &5 imports are concerned. In particular the committee has
tightened the domestic procedures with respect to such internationai
trade practices as dumping and subsidization of exports. Greater
recognition as to the role of the Tariff Commission as an arm of the
Congrees is emphasized in amendments made to the Tariff Act of
1930. A provision making possible the elimination of the American
selling price system of valuation i¢ included in the bill. Provision is
also made for the solution of specific trade problems which cannot
be remedied under existing provasions of law.
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ANTIDUMPING AcCT oOF 1921

The Antidumping Act is amended to provide that the Secretary. of
the Treasury must take initial action within 4 months after the ques-
tion of dumping has been presented to him. Under the bill, this would
require the withholding of appraisement within that period should the
Secretary of the Treasury have reason to suspect that sales at less than
fair value are, or are likely to be, taking place. Should the Secretary of
the Treasury’s initial action involve a tentative negative determina-
tion, the Secretary would be authorized to withhold appraisement
within three months after the notice of negative determination has
been made. In addition, the Antidumping Act is amended to provide
criteria for a determination of dumping with regard to imports from
state-controlled economies. The amendment reflects existing Customs
practices, :
CouNTeRvAILING Duty PROVISION

The countervailing duty J()rovision is amended to require the Secre-
tary of the Treasury to make a determination within 12 months after
the question is presented to him as to whether a bounty or grant has
been bestowed on imports into the United States.

Under the bill, subsidized duty-free imports are also to be subject to,
the countervailing duty provisions but only if the Tariff Commission
should determine that such subsidized imports are injuring & domestic
indystry. The countervailing duty provision is also amended to provide
the Secrotary of the Treasury with discretionsry authority with
respsct to the imposition of a countervailing duty on an article subject
Yo quantitative limitation or subject to agreements under which the
volume of exports to_the United—States—is liftiited. Countervailin

-dutiés"would be imposed when the Secretary determines that suc
limitations are not an adequste substitute for a countervailing duty
with respect to the article in question.

Tarirs CoMMISSION

In view of the added investigative and statutory burden of the
Teriff Commission and in view of the amendments to the tariff adjust-
ment provisions requiring a majority of the Commissioners present and
voting to affirmatively determine injury or to make a remedy determi-
nation, which in some instances are binding on the President, the
number of Commissioners is raised to 7. Conforming to that change,
the terms of offices for proepective members are adjusted to a period
of 7 years. Section 330(d) of the Tariff Act of 1930 with r to
the status of evenly split decisions by the Commission of findings

respecting restrictions on imports would be repealed.
AMExIcAX Sxrruing Price Sysrzx or VALUATION

The administration pro to grant authority to the President to
eliminate the American Selling Price system of valuation pursuant to
agresments reached at tha end of the Kennedy Round of trade nego-
tistions represents a difficult decision involving the basic issue of
reciprocity in our trade relations with other countries. All of the issues
involvad in the sdministration proposal have beeis carefully weighed.
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Rsther than providing the authority requested in the form proposed
by the administration, the bill would suthorize the President to pro-
claim modifications of the Tarifl Schedules of the United States
required or apgropriabe to carry out any international ment (or
agreements) which relates primarily to the elimination of the American
Selling price method of customs valuation. Such authority is to be
exercised only if the President determines that the concessions that
would be granted with respect to products of the United States under
such agreement fully compensate for the concessions which would be
made by the Uniteg States under the agreement. Under the bill, the
proclamation would be subject to a Coxg;:ssional veto through the
adoption of a concurrent resolution. tain footwear presently
subject to American selling price valuation is excepted from action
under this authority.

MiscELLANEOUS TRADE PROVISIONS

The bill also would provide certain tariff-rate quota controls on
imports of glycine and related products and on mink furskins. In con-
nection with the action on mink furskins, tie bill would also repesl the
embargs on certain types of furskins, including mink furskins, from
the Soviet Unien. |

Other provisions of the bill would smend the Tanff Act by granu':ni;
the Secretary of Agriculture final responsibility for determining which
articles come within the import limitations iinposed under section 22
of the Agricultural Adjustment Act. -

Under _the.bill,—additiomal—invice “information will be required

“Trom foreign shippers for the purpose of statistical classification of
imports.
new provision of law would authorize the President to impose
a suspension of trade with & nation which permits the uncontrolled or
unregulated production of or trafficking in certain drugs in 2 josnner
to permit these drugs to fall into illicit commerce for ultimate disposi-
tion and use in this country. e - '

" E. DOMESTIC INTERNATIONAL SALES CORPORATIONS
(DISC)

Your committee believes that expansion of exports is an important,
national goal and that our g;evious strong surplus in export trade

* must be restored if we are to find s long-range answer to our perennisl
balance-of-payments problem. It further believes that the U.S.
income tax system and the tax provision of fommunmu with
respect to exports place U.S. export sales at a vantage and
as s result encourages the develcoment of foreign subsidianes and
the location of manufacturing plants and related jobs oversess. The
bill is designed to eliminate these undesirable results and to encourage
export operations through domestic plants employing domestic

To uchieve thess objsitives the bill provides for a new type of
domestic export sales cor}tonu'on known as & Domestic International
Sales Corporation or “DIXC.” A DISC’s qualified export profits are
not to be subject to fax until distributed to its shareholders, at which
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time they are considered as fully taxable foreign income eligibie for
& foreign tax credit racher than the intercorporate dividends received
d eduction. This type of tax treatment is comparable to the treatment
now accorded to export income by other countrios.

III. REASONS FOR THE BILL

It has been eight years since the Congress has had the opportunity
to fully review the foreign trade policy of the United States. The
Kennedy Round of trade negotiations made possible by the Trade
Expansion Act of 1962 was concluded an June 30, 1967, the date the
President’s trade agreemént authority under that Act expired. The
President has been without trade agreement authority since that
time.

The preponderance of the economic strength of the United States
in the early post-World War II period permitted this country to give
freely of its economic resources to assist other countries in the free
world in rebuilding and developing their war-torn economies. An
important part of the foreign economic policy of the United States
in that period was the leadership it was able to exert toward a liberal-
ized and oxpanded system of world commerce.

In: the mid-50's, as some of the countries in Europe were considering
moving toward economic integration, the United gtam took further
measures to liberalize trade in order that Japan might become a full
partner among the trading-nations-of-the~world"In the Tate 50’s and
early 60's, as some of the countries in Europe took major steps toward
econonic integration, Congress recognized the need to keep countries
locking outward in their trade relations by approving the Trade Ex-
pansion Act of 1962,

Whils successful in terms of completing agreement on significant
reductions in tarifls among many of the industrialized countries, the
Kennedy Round of trade negotiations had limited success in dealing
with the problems of barriers to trade other than tariffs. The remaining
task ol economic integration in Europe and the development of re-
gional trade blocks in other areas of the world blunted the thrust of the
Kennedy Round toward further progress in trade liberalization.

During the 1960's, there has been a tremendous growth in produc-
tive capacity abroad. What has come to be recognized as the economic
miracle in Japan has made that country the third largest industrial
nation in. the world. Not far behind in economic growth has been the
development in Europe and in particular West Germany. Indeed,
many of the development goals toward which the United States
strived in the carly post-World War II period are being realized.
While the economies of the developing countries have not kept pace
with the progress of the industrialized nations, many of these countries,
particularly in the Far East, have developed new and modern in-
dustries. These industries, usually involving mass production tech- -
niques imposed on a low-wage base; in some instances an extremely
low-wage base, have enabled some of the developing couniries to
assume a formidable competitive position in world msrkets, - -

At the same time a3 productive and therefore export capacities
abroad have been expanding, the United Ststes has continued: to
experience deficits in 1ts balance of payments.. In more recent. years,
due to a variety of factors, the balance of trade of the United States
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has also moved to & far less favorable position. One of the develop-
ments that has affected the efforts to improve the balancc-of-payments
osition, and has worked to ercde the traditional expert surplus of the
nited States has been tha pervasive influence of domestic inflation
experienced by tite United States, particularly since the mid-1960’s.

A major factor in the trends in U.S. exports and imports ever the
psst 5 years has been the long-term upward trend in prices, both at
the wholesale and at the retail level. Between 1980 and 1969, the
U:S. export prices in terms of unit values of manufactured exports
increased by 18 percent, a rate of increase grester then that experi-
enced by any other major industrialized country. In companson,
the unit value of manufactured exports from Japan experienzed an
overall decline during the decade.

Inflation in the United States has not caiy affected the competitive
position of U.S. exporters; it has incressed significantly the compati-
tive impact of imports on domestic producers. The combination of
increased productive capacity abroad and inflation in the United
States has resulted in greatly increased imports. The rate of incresse
in imports in some product aveas, if allowed to continue, would call .
for economic adjustments in the domestic ecomony which would be
as undesirable as they are unacceptable.

The Committee believes that the United Stetes economy and the
world economy ir general, have been well scrved by the leadership
_exerted by the United States in expanding world trade. The prepon-
deratice of the economic strength of the United States afforded this
country the opportunity to exert such leadership in the saiicipation
that other countries would follow. However, the kope that other
countries would move toward greater acci s to their own markets hea
been realized all too infrequently.

The stake that this country has in expanded world trade is, of coursz
still important. The interest of many other countries in expanded wo;jl(i
trade is even greater. The time has coms for other countries to realize
that the United States alone can not accept all of the surplus produc-
\ion stemming from increased productivity abroad. Other industrial-
ized countries must move much more rapidly to open their markets,
not only to competitive products of other industrialized countries, but
also to the axports of developing countries.

The United States remainx the most accessible market to the effort
of foreign producers. Despite-the claims of our trade partners, United
States-duties, subject to coniinued reductions under the trade agreo-
ments program, are &}, the lowest average level of any major indus-
trialized country. Aszide from the agriculturai ares, in which some
restrictions are nocessary as a corollary of domestic sgricultural

licy, the-United States quantitative restrictions on imports are few.

n some ceses, such as coffee and sugar, the quantitative restrictions
for the most part serve the interests of 3eveloping couetires in
contributing contributing to the stability of their export camnings.

_ This-is in contrast to many other countries which have moved niuch
niore slowly in opening their markets. Situations have already arisen
which make necessary extracrdinary measures by the United States
to protect its own preducers when foreign markets are closed. The
Meat Import Act of 1964 was-iade n primarily because other
markets 1n Europe became suddenly closod to the msjor beefl pro-
ducers in the South West Pacific. Restraints maintained by muny of
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the European countries on imports of textiles and apparel from coun-
tries in the Far East have added to the great increase in competitive
pressures which heve been borne by the United States textile industry
since the late 1950's.

Trade jolicy in tha national interest in the opinion of the com-
mittee requires continuing adjustments as economic cenditions change.
However, as expanding world trade calls for economic adjustments
in a nation’s economy, dynamic developments in the world economy
sometimes necessitate temporary mesnsires to avoid uneconomic and
unwarranted adjustments,

Since the end of the Kennedy Round. the United States has con-
tinued to adhere to the principles of expanded world trade. However,
it has become obvious t{mt the remedial provisions in domestic trade
law have not afforded domestic producers adequate opportunity to
adjust to competitive forces, particularly during an inflationary
period, For these reasons, the committee has provided measures
that will afford domestic preducers the time and opportunity to edjust
to new competitive siituations.

The changes made in the tariff adjustment and adjustment as-
sistance provisions better recognize the adjustment process which
must be followed if the United States is to continue an overall policy
of liberal trade. Inscfar as textiles and footwear are concerncd, the
committee believes thet the temporary measures for providing quan-
titative limitations on imports of thase articles are absolutely necessary
and fo ensure the viability of these basic industries, the existence of
the companies in those industries, and the liv=iihood of over 2% million
workers those industries represent.

"“he hearing record is replote with the serious inroads imports of
footwear and textiles have made in the domestic market. In the past
5 years tho ratio of imports of fecotwear to domestic consumption has
§ncxensed from 13 t- 26 percent and in the first 4 months of 1970,
un}mrts were acco’ .iting for one-third of the domestic e~nsumption
of footwear. Stated in different terms, in the past five 3<ars imports
of footwear more than doubled from 96 million pairs in 1965 to 202
million pairs in 1969. Imports thus far in 1970 were running at an
annual rate of 382 million, threo times the volume of imports in 1965.

Domesiic production of footwear declined from 642 million pairs
in 1968 to 581 million pairs in 1969. The annual rete of production
thus far in 1970 is about the same as for 1969.

The rapidity of and the magnitude of increases in imports of foot-
wear in recent years cannot be sustained if this country is to have a
viable footwear industry. Unless and until firm measures are taken to
arrest the sharp decline in the share of the domestic market available to
domestic producers, thero will continue to be a contraction in domestic
production.

Job losses have been experienced in this industry for a number of
- years, The workers in the industry, and the communities throughout
the Nation, who are dependent upon the shoe industry for their oco-
nomic support, can ill-afford to suffer further economic dislocation,
and what is worse the threat of ever greater loss of sales to imports.
The temporary measures provided in the bill to limit the volume of
injuricus imports, either through quotas or agreements is essential.
Such import restraint will remove a aerious threat and permit time to
zdjust. Moreover, the various programs recently proposed by the
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President for firms producing footwear and their employees can help
to revitalize the industry and hasten the removal of the extraordinary
relief provided in the bill.

The import problem of the textile industry has been a difficult trade
prodlem for a number of years. The potentials of exporting textiles and
apparel to the United States and the relative accessibility of this mar-
ket resulted in the international arrangement for trade n cotton tex-
tiles in the early 1860’s. As productive capacity developed abroad, the
shift from cotton textiles, exports of which were subject o restraint,
resuited in large annual increases in imports of muanmade fiber textiles.
Between 1965 imports of textiles of manmade fiber increased from 79
million pounds to 257 mil'ion pounds, over a threefold increase.
Imports of wearing apparel of manmade fiber inczeased from 3! million
fQlounds (raw-fiber equivalent) in 1965 to 144 million pounds (raw-

ber equivalent in 1969. The rate of iticrease in many product lines
has been much more rapid.

For example, imports of swoaters of manmade fibers in 1965 were
501,000 dozen. By 1969 imports of such sweaters had increased to
6,974,000 dozen.

Such increases, in imports, year after year, particularly if imports are
(giaining s greater and greater share of the domestic market can have

evastating impact on textile and apparel firms. The ability of foreign
producers to shift product lines and to produce at short notice, large
volumes of stylized merchandise at extremely low delivered cost, is
beginning to result in an increase in plant closing. Thus, as a result,
employment in both textile mills and apparel factories declined by
6?,000 in the first 6 months of 1970, the first such decline in 2 number
of years. .

Given the great growth in plant capacity abroad, and taking into
account plans for even greater production levels in a number of forei
countries the threat to the textile and apparel industry is extremely
serious.

The lack of success in gaining the cooperation of textile exporting
nations to restrain their exports of textiles ~f wool and of manmade
fiber at reaconable levels is a cause of great oncern to the committee.,
The problem of world trade in textiles is recognized by all concerned.
Unfortunateiy, the ease of access to the U.S. markets, compared with
the restraints on exports of textiles to other developed countries have

laced the burden of action on the United States. For example, the

nited States imports over one-hali of Japancse apparel exporis;
the European Community imports only & percent. The importance
of the textile and apparel industry and 1ts werkers to the economy of
this country is too great to permit further stalemato or further erosion
of the industry’s base. In this connection, it should be noted that the
industry is plaging a vital social roie as a growing employer of Negroes,
with over 14 percent of the total textile work force being Negro. a
higher perceniage than for manufacturing industry as a whole. The
threat of import increases in some product lines spreading to all prod-
uct lines makes industrywide action essentisl. Here, oo, it is hoped
that th:rﬁlcasures provided in the bill will prove to be needed only
temporarily.

TEZre hyas been a tendency in the past to administer the anti-
dumping act or countervailing duty provision as another facei of the
trade agreements program under which proposed actions by the
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United States are negotinble. These provisions of law need to be
enforeed if domestic producers are to be assured that they may
compete with imports on the same basis and subject to the rame
requirements which domestic producers must meet under provisions
of law covering business operations in this country. To this end, the
committee believes that many of the changes made both in the
trade agreement provisions and other domestic laws are necessary to
restorate confidence on the part of the United States business, that it
cnn expect effective action by the United States government in order
to protect its interests and the interests of the country as a whole in
carrying out the laws as intended by the Congress.

In all the measures the committee is coneerned with developments
that erode the productive base of our economy. It is necessary to face
iy frankly to the fact that unit wage-cost differentials can and do
bear more heavily on U.S. producers and their workers than ever
hefore due to the economic development abread in particular in-
dustries. As indicated above, the United States cannot accept increases
in imports that result in economic adjustments the costs of which are
grenter than the benefits derived from increased trade.

The committee believes that this bill meats the necessity of making
a long-run commitment to a liberal trade policy. By enactment of the
President’s trade agreement authority, the Congress and the Fresident
will speak with one voice as to the direction of United States trade
poliey. The committee has faced up to the very difficult issue of the
climination of American selling price and has provided the President
the authority to proclaim the climination of American sclling price
evaluation. He is to exercise such authority only if he finds that the
interest of the United States is reciprocally met by concessions granted
to the United States by other countries. In all of these measures, the
committee has attempted to provide the President flexibility to act in
the national interest in implementing a trade policy which is responsive
both to the productive needs of the United States economy and the
position of tllis country in world trade.

U'nited States Balance of Trade and Balance of Payments.

Balance of Payments.—In the 10-year period 1960 thro.gh 1969, our
balance of pnyments has been in deficit in all but 1 year on a liquidity
basis and in seven out of the 10 years on an official sett!einents basis.!

The deficits generally decreased somewhet in the period 1960 through
1966. For example, as 1s shown in table 1 over these years on a liquidity
b~sis, the deficit shrank from $3.9 billion to $1.4 billion, while on an
o .cial settlements basis, a $3.4 billion deficit was converted to a $266
million surplus. Since 1966, however, the balance of payments on a
liquidity basis has deteriorated markedly, and in 1969, the deficit on
this basis exceeded $7.2 billion. For the first half of 1970, the seasonally
adjusted deficit in the balance of payments, including receipts of
special drawing rights, was $2.8 billion on a liquidity basis and $4.6
biilion on an official settlements basis.

T The liquidity balznes refiects changes in U.8. reserves snd luanromlsn holdings (both official snd non-

ofMelal) of Hguid dollar Rabillties which mature in 1 year or lesx, The ofMficial settlements hasis refiects changes
in U 5. reserves and {n ferelgn afMeisl holdings of both liquid and noniiquid dollar labilities.
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Our balance-of-payments position would have deteriorated much
more rapidly in the past few years than it did were it not for the fact
fact that high domestic interest rates and & shortage of investment
funds in the United States attracted a high inflow of short-term
money from abroad. Foreign capital inflow in 1960, for example,
amounterd to $419 million. By 1966, these inflows had grown to aimost
$3 billion and by 1967 to $3.4 billion. In 1968 they reached the un-
precedented level of $9 billion. By 1969, they still amounted to
$4.1 billion. This influx of foreign funds, however, cannot be expected
to continue indefinitely. In fact, in 1970, there has already been some
reversal of this pattern and withdrawal of capital funds from this
country. This has contributed to the sizable deficit in our external
accounts in the early months of this year.

Balance of Trade.—Traditionally, a substantial merchandise trade
surplus. has been & bulwark in maintaining a viable balance-of-
payments position despite substantial deficits in travel, military, and
nonliquid capital accounts. In 1960, the balance-of-trade surplus was
$4.9 billion. A surplus near or above this level ($6.8 billion in 1964)
continued through 1965. In 1966 and 1967, kowever, our trade surplus
dwindled to $3.9 billion, and in 1968 and 1069 fell to between $600
and $700 million. In the first 6 months of 1970 the trade surplus
amounted to about $1.4 billion. While this constitutes an improve-
ment over the first 6 months of 1969 when the trade balance registered
a $125 million deficit, it is still far below the level of the surpluses
prevailing in the carly sixties.

Examination of the decline in the merchandise surplus discloses that
whila exports have increased moderately over the peried 1961-69,
they have not nearly kept pace with the rapid growth in imports.
This can be scen from table 2 which shows the percentage change in
merchandise exports, imports, and balance in the period 1961-69. The
most striking point shown in the table is the rapid increase in itaports
beginning in 1965. In that year they increased 15 porcent gver the
prior year and in 1968, they increased 23 percent over the prior year,
whicli resulted in & decline of nearly 84 percent in the balance. In 1969,
the rate of increase in imports slowed down apgreciably but still kept
pace with the increase in exports occurring in that year.

In 1970, based upon experience in the first half, imports are increas-
ing at a rate of somewhat over 9 percent while exports are increasing
by over 14 percent. This, however, in no small part is due to the
fact that the export level in 1969 was below what otherwise might
hava been expected becauge of the dock sirikes in that year. Moreover
as a share of world exports, U.S. exports in the first quarter showe
a continuation of the long term decline.

TABLE 2.—PERCENTAGE CHANGE IN MERCHANDISE EXPORTS, IMPORTS, AND BALANCE, 1%61-691

1961 1962 1963 1% INS 196 197 1%3 1%

a—
WM?'.. .................. 23 13 73 us 33 1Ll 44 A5 L6
m...--.....u».......... ~LS 1,7 4% %6 183 1&5 33 229 L&
.............. rermaeees 139 =184 WE XY -25 207 1.7 -1.3 1.2

1 From table 1, Peccontoge change from provieds yeur.

The continuing balance-of-payments deficit has been of major
concern to this committee, with regard to trade legislation and also
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with regard to other legislation with which the committec must deal
and in particular, tax legislation which affects the competitive position
of domestic producers, both in this market and abroad.

The committee is very much aware that the United States holds a
unique position in the field of international financial and monetary
policy. The responsibility that this country has in the world at large
makes it essential that it have flexibility with regard to its international
payments position.

Since: the end of World War 1I, many countries have found it
necessary to iesort to quantitative limitations on their imports, or
more recently import surcharges, as a means of dealing with par-
ticularly serious balance-of-payments difficulties. With one major ex-
ception, such trade restrictions imposed for balance-of-payments
reasons have been eliminated by the major trading countries.

Despite its persistent balance-of-payments difficulties, the United
States has chosen not to impose restrictions on imports as a mneans
of relievinf pressures stemming from the deficits in the international
bslance of payments. One of the reasons the United States has
chosen not to impose such restrictions despite a serious balance-of-
payments problem is the great degree of understanding and coopera-
tion that have been extended in the international monetary sphere
in treating with the balance-of-payments problems of other countries.
The trade problems faced by th United States at this time call for
the same degree of international understanding and cooperation.

Among those actions taken by the European Economic Community
which have affected U.S. trade interest is the border tax system and
the integration of the value added tax system among the member
countries. These adjustments have to some degree negated the con-
cessions granted tu their countries in the Kennedy Round. As a result
various proposels have been made aimed at offsatting or reducing
the impact of the border tax system. For the ressons set forth below
your committee determined that a tax deferral on export earnings
was more responsive to a number of needs of U.S. preducers with
regard to encouragement of expoits. One of the important benefits
which must be considered is the 2ncouragement given to retaining
plants and operation in their country which means that job oppor-
tunities are created for U.S. workers.

DoMEesTIC INTERNATIONAL SALES CORPORATION

1. Removal of Competitive Disadvantages in Our Taz Struclure.—
An examination of our tax structure discloses that we generall
treat U.S. companies engaged in export activities less favorably than
theea which manufacture abroad through the use of foreign subsidiary
corporations. Generally, U.S. companies engaged in export activities
(without the intervention of a forcign subsidiary) are taxed currently
on their foreign 2arnings at the full U.S. corporation income tax rate
(after the crediting of foreign income taxes) regardless of whether these
earnings are kept abroad or are repatriated. In contrast, U.S. com-
panies which produce and sell goods abroad through foreign subsidiaries
Zenerally can postpone payment of U.S. tax on these foreign earings
50 Ion%sas they are kept abroad. This is because the foreéfn earnings of
the subsidiary %‘ener are not subject to U.S. tax until such time as
they are brought back to the United Etates, generally as dividend
psyments to the parent corporation.
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The result of this structural difference in the tax treatment of
cxgorters through domestic corporations and those who use foreign
subsidiaries to produce abroad is twofold. First, it discriminates against
the exporter using the domestic corporation, since he must pay full
U.S. taxes on & current basis. Un the other hand, those who produce
abroad through the use of foreign subsidiaries generally aro required
to pay only the foreign taxes on their income on a current basis, These
foreign taxes vary substantially from country to country, but, on the
average, amount to about 38 percent, some 10 percentage points less
than the regular U.S. corporate income tax rate. Consequently, as &
practical matter, the postponement of U.S. tax on the carnings of
producers using foreign subsidiaries is of substantial importance, ziving
them a tax differential over the domestic exporter of as much as 10
percentage points, ‘

Second, the present tax structure encourages the reinvestment of
foreign earnings of foreign subsidiaries in plants or selling organiza-~
tions located abroad, since this enables the Karent corporation to

ostpone the payment of the U.S. tax which would result if the
orelizn earnings were remitted to the United States. Moreover, this
problem is increased by the fact that most foreign countries impose a
tax on dividends at the time they are paid by a foreign subsidiary to
the U.S. parent corporation. As a result, the foreign tax durden itself
is less if the funds are kept in the foreign country.

To remove the disadvantage imposed on U.S. exporters, ll%rour com-
mittee’s bill provides a system whereby U.S. tax will not be
imposed on them as long as they continue te use the income to expand
their export sales organization or invest their export income in pro-
duction facilities to t?xe extent the facilities are used to produce goods
in the United States for salo abroad. By postponing the U.S. tax on
oxport income used for these purposes, your committee’s bill removes
tho advantage of production through foreign subsidiaries and on-
courages the export through domestic corporations of products pro-
duced in the United States.

It is belioved that the changes made by this bill through post-
ponement of the U.S. tax as long as the income is used in export: sales
or production for export will encourage domestic companies to engage
in export activities and. also encourage those who, in any event, would
engago in sales abroad to locate their manufacturing plants in the
United States rather than in foreign countries.

2. Taz Advantages Provided by Other Countries To Export Trade.—
Other major trading nations encourage foreign trade by domestic
producers in one form or another. Where value added taxes or multi-
stage sales taxes are used to any appreciable extent, the practics is to
refund taxes paid by the exporter at the time of export and to impose
these taxes on importers. %hem indirect taxes represent a msjor
portion of the tax structure, this can represent a significant indure-
ment to exporis and a significent inhibition to imports from other
countries. Such taxes are generally used throughout the common
market area as well as in numerous other foreign ootutries.

In the case of income taxes as well, hewever, most of the msjor
trading nations have features in their tax laws which tend to encourage
exports. A number of foreign countries, for example, have the so-
called territorial concept of taxation under which they do not tax
foreign source income at all. The manufacturing company in one of
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these countries can form & worldwide sales company in a low tax
jurisdiction (like Liechtenstein or Panama) and pay virtually no tax
on the export sales income. In many of these cuses, the foreign govern-
ments involve? are relatively liberal in lLiow the profits are divided
between manufacturing and selling businesstes. In some cases, the
foreign countries allow the products to be transferred from the manu-
facturer to the sales corporation at cost. In other cases, a 50-50 split
of the profits between the sales and manufacturing corporations is
permitted.

Moreover, some of these foreign countries provide special deprecia-
tion allowances for assets used in export production. Japan, for exam-
ple, permits an export allowance of as much as 80 percent to be added
on top of an already liberal depreciation allowance where assets are
used 1n export production. A number of countries provide special
deductions for reserves involved in export market development costs.

Finally, some countries provide special export exemptions. Ireland,
for example, gives a total tax exemption with -espect to exporting,
while other countries such as Belgium and Italy provide tax holidays
which clearly favor companies engaged in extensive export activity.

In view of these widely preva%ent practices in foreign trading
countries, your committee concluded that the deferral of U.S. tax for
export companies was desirable so long as the usze of the income in
the export trade sales and production activities was continued. Your
committee also believes that the need to make U.S. exporters moro
competitiva with exporters from other countries justifies a clearer and
more liberal allocation rule in determining the transfer price from
domestic producers to export sales subsidiaries.

3. General Form of Tazx Relief Provided by Bill.—In order to en-
courage coxpozts, fll’omr committee has provided tax deferral for
export-related profits. The proposal takes the form of a deferral
from U.S. tax for profits so long as they are retained in a new
type of U.S. corporation known as a Domestic International Sales

orporation or a “DISC.” The requirements for qualification as a
DISC are that substantially all of the corporation’s gross receipis
and assets must be export related. When the profits of the DIS{ are
distributed to its sharcholders, they are taxable to them in full at that
time (without any intercorporate dividends reccived deduction but
treated as foreign source income). .

The bill provides certain tax advantages where n domestic corpo-
ration, which is either engaged in exporting or which hopes to enter
into exporting, sets up a new corporation, a DISC, to carry ¢n its
export sales (individuals may also be sharcholders of 2 DISC). Under
the bi!}, the parent corporation in this case is allowed to sell its export
products to the DISC at prices which permit the DISC to earn up
to Lye greater of 4 percent on sales or 50 percent of the combined
income from the manufacturing and selling of the exports (plus, in
either)m an amount equal to 10 percent of export promotion ex-
penses).

The payment of U.S. tax on the sales profits of the DISC is deferred
so long as the profits are invested by it in specified types of export

m&rty, The types of export property in which the profits of a

ISC may be invested include its export business—such as the
working capital, equipment and office facilities employed for the
business, etc. In addition and probably more significantly, a DISC’s
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profits may be loaned back to the parent manufacturing corporation
(or any other U.S. corporation whose products are exported) without
affecting the tax-deferred status of these profits (so long as the total
loans bear no larger relstionship to the borrower's total assets than the
borrower’s total export sales bear to his total sales). Foreign sub-
sidiaries cannot make loans to a U.S. corporation without giving rise
to U.S. tax since they are treated as meking taxable distributions in such
cases, although they may invest in foreign facilities or foreign assets.
The reason for deferring tax on the DISC’s income in the case of such
mvestment is that this represents an investment in the facilities which
give rise to the products that the DISC sells abroad in the same way
as reinvestmeni of profits in a plant abroad in the case of a foreign sub-
sidiary is a source of production of the products which the foreign
subsidiary sells abroad.

4. Impact on Ezport Sales.—The tax measure provided by this bill

can be expected to give rise to increased export sales in a number of
ways, While it is diéclzult. to predict the precise effects of the provision
the Treasury Department has estimated that overall the addition
exports generated by the proposal, when it is fully effective, will
increase by $114 to $114 billion a year on the average, and, as indicated
carlier, more optimistic assumptions would indicate an even more
substantial improvement. .
_ One way in which exports may be increased as a result of this bill
18 through the devotion of part of the deferred tax resulting from this
provision to lower export prices. While estimates as to the expansion
In export income vary somewhat in the case of the effect of price
reductions of this type, significant incresses in exports are expected s a
result of selective price reductions in markets which are responsive to
price differentials, . .

A second way in which exports may be increased is through in-
creased promotional efforts on the part of U.S. business. Your com-
mittee believes that thisis likely to be an even greater factorin increas-
ing exports than price decreases. By increasing the profitability of
exporting, it is believed that it will be possible to induce exporters to
take positive actions to build up their export markets. In the past,
because of the small size of the export sector as compared to the
domestic market, top management in many companies has not been
aware of, and has not given priority to, the develso(gment of export
markets. Your committee believes that the DISC proposal will
focus the attention of top management on this ares of increased profit-
ability. It is beliaved that this will induce management to direct more
of its attention toward product development, Promotion, finapcing,
delivery services, and similar activities for the foreign market. Your
committee s with Secretary Kennedy in his testimony befors this
committee when he said:

. « . companies would be encouraged to develop long-
range export strategies. Indeed, I believe this shift in taxa-
tion would help signal to industry that improved export
Eerformmoe is a national objective of high priority; it would

elp build the consciousness and attitudea toward eaports
that this country has been sorely lacking.

The possible magnitude of the effect of thisincreased attention to the
export market is difficult to evaluate, but tZtour committee balieves that
it will be substantial. Thisis evidenced by the testimony by many:efore
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your committee on this subject and by numerous statements sub-
mitted to the Treasury Department and to the committea to the effect
that the DISC proposal will provide a significant incentive for export
expansion and will substantially encourage export promotion efforts.
One domestic company which has made #a in-depth study in this
regard indicates that the DISC provision will probably enable it to
increase exports by $370 million over the next 10 years. The multi-
faceted impact of the DISC provision is suggested in this case by the
fact that this company believes the anticipated increase in the level of
its exports will come 1n part as a result of enabling it to cut prices on
some products, in part because it will provide additional funds for
more intensive selling and promotional efforts for other produccs and,
in part because a combination of factors will justify expansion of
manufacturing facilities in the United States for export jirposes for
still other products.

Another important effect of this bill will be to encourage plant lo-
cations in the United States rather than abroad. As stated by Secre-
tary Kennedy:

. our tax sysiem does tend to create an unneccessary
drag on exports and actually gives some incentive to manu-
facturing abroad rather than in the United States. .
Perhaps more important over timo, basic decisions on the lo-
cation of new investment {acilities at home or abroad would
be affected and companies would be encouraged to develop
long range export strategtes.

Although a 1 number of factors determine whcther a U.S.
company will produce from & plant overscas or export from a U.S.
plant, the DISC proposal will, in many cases, tip that balance toward
exporting from a IFSI plant. While, of course, there will be cases
where it still is more profitable to produce from plants located
abroad, the DISC proposal should be an important factor in shiftgxé
the balance back toward domestic production and export. The DIS
%roposal should represent an encouragement for plant location in the

nited States, not only becauss of the postponement of the U.S. tax
until such time as distributions are made by the DISC, but alse
because the DISC itself, by making loans te its parent without the
current payment of tax, can aid substantially in the expansion of
plant facilities in the United States to be used for production for
exporting.

5. Special Advantages for Small Business.—The bill contains features
esgecially designed to enable small business to take advantage of the
DISC proposal. Provision is made, for example, for small business to
set up DISC export corporations but to leave most of the selling
arrangements in these cases to brokers who make the sales for them on
a commission basis. This enables small companies to qualify under the
DISC proposal while stil} obtaining the advantages of economy of
size for their selling costz by arranﬁin the sales through a broker
handling the sales of many small DISC's on a consolidated basis.
In addition, the bill ensbles two or more small companies to set up &
comioply owned DISC to make their export sales or permits one
DISC ic sell to another and still qualify. The effect of these flexible
rulzs is to provide as many alternative ways as possible by which small
business may obtain the full advantage of the export incentives
provided by this bill. "

™~
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While "erger companies will share with smell- and medium-sized
comparies in the encouragement for exports provided by this pro-
vision, the stimulant in their case is likely to be less than that for the
smaller companies. Many of the larger companies have aiready
obtained the advantage of postponement of U.g. tax in the case of
their sales abroad through the use of foreign subsidiaries or other
arrangements. Thus, the tax deferral incentive is already available
in these cases and will not represent a further advantage for these
larger cempanies as a result of this bill.

. Revenue Effects.—The DISC proposal, under your committee’s
bill, results in tax ¢xemption (until distribution) of 50 percent of the
income of a DISC in 1971 and 75 percent of the income in 1972 and
1973. In 1974 the plan becomes fully effective. Because of this and
other factors, the estimates of the revenue loss involved in this pro-
posal gradually increase over a period of years. The Treasury Depart~-
ment and staff of the Joint Committee on Internal Revenue Taxation
}fmﬁfe estimated the revenue loss on a calendar year liability basis as
ollows:

[ln milfions of doltars}
Tnuur{ Joint Com-
Deparimen mittee staff
estimates
I21. ottt eeeemeeemme e aa e ememeamama e emaneemaemmm e emand T 160 135-180
{2 SN 400 270-355
1 450 370-495
14 72 T 630 720-955

Neither the Treasury Department nor the staff estimates take into
account any possible offsetting factors, such as an improvement in
gencral domestic economic conditions which might occur, for ex-
ample, as a result of a lessening of balance-of-payments problems.
Both sets of estimates increase over the period shown because it is
assumed that greater use will be made of the DISC proposal as it
becomes fully effective.? In later years, it is expected that taxes
collected on the payment of dividends by DISC’s to their parent
companies will represent an offsetting factor. The staff estimates
also gssume a 10 percent rate of growth in export trade over the
period.

IV. GENERAL DESCRIPTION OF BILL (INCLUDING
SPECIFIC LEGISLATIVE INTENT)

A. FORM OF THE BILL

The bill cah be generally divided into six major subjects:

1. The authority to enter into trade agreements and to proclaim
changes in the tariff treatment of articles in order to carry out any
such trade agreements; ,

2. The authority to adjust imports under,the national security
protlt;ision and other general provisions of the trade agreements
authonty;

3. The authority to aseist.those industries, firras and workers who
may be seriously injured by increased imports;

17The olafl estimates initially assume 30 pervent utilisation Incressing t6 95 pecpent utilization. The
Tresenry estimates assnma 28 pereenit Gillizaton. - o .
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4. The imposition of temporary quantitative limitations on imports
of certain textile and footwear articles and the authority to negotiate
international agreements with respect to such articles;

5. Other modifications of tariff and trade law; and

6. Deferral of United States income tax for a domestic corporation
engaged in export sales.

B. TRADE AGREEMENT AUTHORITY

1. Basic Avthority

The authority of the President to enter into trade agreenients with
foreign countries or instrumentalities thereof would be extended until
July 1, 1973. This authority expired on July 1, 1967, and would be
reinstated on the enactment of E-I.R. 18970. The President has been
without authority to enter into trade agreements for over three years
and your committees considers it essential for the conduct of our
foreign trade relations that this authority be reinstated. Your com-
mittee is informed that the renewal of this authority until July 1,
1973, will provide the necessury time for the development and presen-
tation to Congress of a long-range policy program which is under
study by a Presidential commission.

2. Authority to Modify Tariff and Other Import Resirictions

. The President is authorized to proclaim such modifications of “‘exist-
Ing” import restrictions as are required or appropriate to carry out any
new trade agreements. Under the bill he 1s authorized to reduce by
20 percent or by 2 percentage points, the raies of duty which wiii
exist when the final stage of the Kennedy Round reductions is to be
made effective on January 1, 1972. In providing this new authority,
the committee understands that it wiH be used primarily to offer
new tariff concessions to affected countries, when the President is
required under the tariff adjustment provisions or otherwise to pro-
claim increased import restrictions on an article covered by conces-
sions granted by the United States in trade agreements. The authority
would not be used for any new major tariff negotiations. The Fresident
would be able to use the authority in limited negotiations on one or
several products to resolve individual trade problems causing difficul-
ties for United States exporters. )

Use of the authority is subject to the termination and pre-negotia-
tion safeguard procedures already prescribed in the Trade Expansion
Act of 1962. In this regard, the committee considered amending the
existing pre-negotiation safeguard procedures with respect to the
participation in such procedures and in the actual negotiations by
representatives of domestic producers. Under sectiorr 241(b) of
the Trade Expansion Act of 1962, it was the intent of the Congress
that those participating in trade negotiations under delegation of the
President’s authority should make maximum use of the advice of
representatives of industry, agriculture, and labor during the course
of the negotiations. After reviewing the procedures used in the negoti-
ation of the Kennedy Round, the committee is of the opinion that
increased participation by advisers from industry, agriculture and
labor would be desirable. .

Your committee did not renew or extend any of the other authori-
ties to modify tariffs provided in sections 202, 211, 212, or 213 of the
Trade Expansion Act of 1962,
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3. Staging Requirements

‘This section of the bill is directed to the need to implement in two
stages, tariff reductions to be made pursuant to trade agreements.
The bill provides that the tariff concessions agreed to under this new
suthority shall be staged in at least two installments with one year
intervoning. It also provides that tariff reductions agieed to under
the new authority may be combined with any remaining stages of
eerlier proclamations made pursuant to the Kennedy Round of trade
negotiaticns, ' .

‘he committee agreed to this arrangement recognizing that Ken-
nedy Round tariff reductions will not be fully implemented until
January 1, 1972, In practical effect, the last stage of those concessicns
is the only one which might be pending at the time of negotiations and
implementation of new concessions which may be under the authority
of this bill. Further, the committee assumes that the President would
not stage eny new concession concurrently unless he had greviously
determined that this could be done without detriment to the United
Setgtes_industry producing the article or articles affected by the tariff
réduction.

C. OTHER PRESIDENTIAL AUTHORITY

1. Foreign Import Resiriciions und Discriminalory Acts

The bill would amend section 252 of the Tr~ ¢ Expansion Act of
1962 and provide new authority and direction to the President to
act egainst import restrictio s or other acts of foreign countries which
unjustifiably or unreasonab:y burden, or discriminate against United
States commerce. .

The bill would amend section 252(a) by removing the word ‘‘agri-
cultural” so that the President is divected to take such sction as he
deems necessary and sppropriate whon a foreign country unjustifiably
restricts “‘any"” United States product. Such action under existing
provisions of the law might include the imposition of duties or other
umport restrictions on products of the foreign country imported into
the United States.

The committes umended soction 252(b) of the Trade Expsnsion
Act to direct that the President shall take cortain actions whenever a
foreign country whose products benefit from United States trade
agreement concessions provides subsidies or other incentives to its
exported products to other foreign markets so that United States
sales of competitive products to those other markets are unfairly
affocted thereby. This amendment was recommended by the executive
branch and approved by the committee as necessary to protect
United States ssmmaercial interests.

In addition, the corunittes incressed the authority of the Prasident
under section 252(b) of the Trade Expansion Act by enabling him to
impose duties and other import restrictions whenever such a foreign
country is meaintaining non-tariff restrictions substantially burdening
United States commerce, engaging in discriminatory scts which un-
justifiably restriet United States commerce or providing such sub-
sidies or cther incentives for its exports. '

Section 252(c) is amended by directing and authorizing the Presi-
dent to take nction whenever a foreign country whose products benefit
from United States trade agreement concessions maintains unreason-
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able import restrictions which substantislly burden United States
commerce. The President is authorized and directed to impose duties
or other import restrictions on the products of such foreign country
in such instances as well as suspem;ing or withdrawing trade agree-
ment concessions or refraining from proclaiming benefits to carry
out trade agreements with such foreign countries.

Your committee determined that since subsections (a) and (b) of
section 252 are both directed toward foreign import restrictions and
discriminatory acts which are jliegal, that the scope of Presidentia!
authority to act to prevent the establishmen? or obtain the removal
of such foreign import restrictions ought to be the same in both sub-
sections. Consequently, a new subparagraph (U') to the latter subsee-
tion provides powers equal to that provideda in existing (a)(3).
Similarly it was deemed desirable that subsection {¢)(1) be amended
to give the President power to impose duties or other import restric-
tions against the unreasonable, though legal, foreign government
practices to which that subsection is directed. Finally your committee
decmed it desirable that the obligatory word “shall” used in both of
the two first subsections, with regard to the President’ action, shouvid
also be used in the third subsection in place of the existing “may,”
subject of course to his having “due regard for the international
obligations of the United States.”

These amendments provide important raw dirertion and authority
to the President to act to protect the interest of United States com-
merce in the face of unjustifiable import restrictions and other un-
reasonable import restrictions, including discriminatory acts which
substantially burden United States commerce or unfairly restrict or
affest market access for United States products. Your committee
feels that not only should the President respond to this additional
direction by the Congress to protect United States commercial
interests, it is also incumbent on such domestic producing interests
to use the provisions in section 252(d) to fully un(! accurately inform
the President when action is taken or contemplated by foreign coun-
tries in order that the President and these to whom he has delegated
this responsibility may act promptly and effectively.

It must be recognized that over the years, the United States has
granted increased market access to foreign produced goods in order
to gain greater access in foreign markets for goods produced in the
United States. It is incumbent on both the government and United”
States producing interests to cooperate in the maintenance of access
to foreign markets on a fair and reasonable basis for goods produced
in the gn'ted States.

2. National Securily Provision

The bill would amend section 232 of the Trade Expansion Act of -
1962, the “national security provision,” to provide that any adjust-
ment of imports under that section shall not be accomplished by the
imposition or increase of any duty, or of eny fee or charge having the
effect of a duty. The committee has reviewed the legislative history
of section 232 of the Trade Expansion Act and its predecessor provi-
sions in the trade agreements logislaion, and coneludes that the dele-
ﬁation of authority to the President to adjust imports should be

mited to the use of quantitative limitations. '

The amendment to section 232 is not intended in any way to fore-
close the President from adjusting imports to such levels as he deems
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necessary to prevent impairment to the national security. Nor does it
affect the flexibility of the President to modify import limitations
already imposed under section 232 to meet increased demands for
raw materials or other emergency requircments which may arise
from time to time.

The bill would also #mend section 232 with respect to the time
within which the Director of the Officc of Emergency Preparedness is
to make a determination with respect to applications for action under
the national security provision. The committee’s attention was called
to the delays that often ensue in reaching determinations inder this
section. It therefore has provided that a determination vn new appli-
cations shall be reached within one year after the date on which the
mvesu%atxon is requested. Determinations on active pending cases
are to be made within 60 days of the date of enactment of this Act.

D. TARIFF ADJUSTMENT AND ADJUSTMENT ASSISTANCE

General

Chapter 2 of title I of the bill would amend the provisions of title
I11 of the Tradoe Expansion Act of 1862 (TBA) relating to tariff adjust-
ment for industries, and adjustment assistance for firms and workers.
The primary purpose of the amendments is to liberalize the criteria
that must be met before such relief may be afforded. Chapter 2 would
also make certain other changes in related provisions of sections 311,
317, 323, 328, 351, and 352 o? title IIT of the TEA.

Since ths liberalizsticn of criteria and the investigative procedures
differ with respect to .ndustry relief as distinguished from firm or
worker relief, the two categories will be discussed separately.

Tariff Adjustment®

Sections 30%, 302, 351, and 352 of the TEA set forth the current
authority and procedurcs for an industry to obtain assistance in_the
fnrm of Yroclaimed increases in the duty or other import restrictions
applicable to articles on which concessions have been granted in trade
agreements. Provision is also made therein (section 302) for such
industry relief to be provided in combinatipn with adjustment
assistance to firms and workers, the terms of which are discussed in
the next section of this report relating to adjustment assistance.

The bill would not change the status of petitioners for tariff adjust~
ment. In other words, section 301(s)(1) would still permit petitions
to be filed with the Tariff Commission by any trade association, firm,
certified or recognized union, or other representative of indusu{ 50
long as petitioners authority is drawn from firms or groups of workers
embracing a substantial part of the industry involved.

Authority for Tariff Adjusiment

Section 111 of the bill wonld amend section 301(b) of the TEA in a
number of significant ways. viz.: (1) By liberalizing existing criteria
for tariff adjustment; (2) by adding an additional determination as
to the nature of the injury; (3) by including & definition of the term
“doméstic industry producing articles like or directly competitive
with the imported article”’; (4) by directing the Tariff Commission

: adjustment”, fncreass tnothar
rThetee “taritt t*, s used in the TEA, refers not only to tarif rite but 3bo tnnt
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also to investigate factors which in its judgment may be contributing
to increased imports of the article under investigation; (5) by changing
the voting re?‘uirements of the Commission in regard to its deter-
mihations with respect to tariff adjustment remedies; and (6) by
making the tariff adjustment ptoced'ures applicable to the products
of all countries.

Relazed criteria. The bill would sccomplish liberalization of present
tariff adjustment criteria basically by (a) eliminating the present
causal connection between increased imports and trade-agreement
concessions, and (b) by substituting for the prescnt concept of “the
major factor” (in existing paragraph (3)) the concept of section 7 of
the Trade Agreements Extension Act of 1901, as amended. In rein-
stating the criteria of former scction 7, amended section 301(b)(1)
would provide that—

* * * the Tariff Commission shall promptly make an inves-
tigation to determine whether an article is being imported
into the United States in such increased quantities, cither
actual or relative, as to contribute substantially (whether or
not such increased imports are the major factor or the
primary factor) mwarg causing or threatening to cause
serious injury to the domestic industry producing articles

like or directly competitive with the imported article.

It will be obsarved that under the relaxed criteria it is sufficien!. that
increased imports “contribute substantially (whether or not such in-
creased imports are the major factor or primary factor)” tows:d caus-
ing or threatening to cause serious injury. The parentheticsal language
was inserted to contrast the proposed criteria with the existing concopt
of “the major factor” and the concept of “the primary factor” pro-
posed by the Administration, and to show that these latter concepts
ware Rot in any sense controlling in the interpretation of the concept
adopted by the committee. The committee’s acceptance of the criteria
of section 7 of the 1951 Extension Act was also based upon the fact that
such criteria had previously been determined hy the President to be
compatible with our obligations under the GATT.

The term “like or directly competitive”, used in the bill to describe
the products of domestic producers that may be adversely affected
by imports, was used in the same context in section 7 of the 195!
Extension Act and in section 301 of the Trade Expansion Act. The
term was derived from tho escape-clause provisions in trade sagree-
ments, such as article XIX of the GATT. The words “like"” and
“directly competitive”, as used previously and in this bill, are not to
be regarded as synonymous or explanatory of each other, but rather
to distinguish between “like’ ariicles and articlas which, although not
“like”, are nevertheless ‘‘directly competitive™ In such context,
“like” articles aro those which are substantially identical in inherent
or intrinsic characteristizs (i.c., materials from which made, appear-
ance, quality, texture, etc.), and “directly competitive” erticies are
those which, although not substantially identical in their inherent
or intrinsic characteristics, aro substantially equivalent for commer-
cisl purposes, thai is, are adapted to the same uses and are essentiaily
interchsngeable therefor, . )

The elimination of the causal connection between increased imnports

trade-agreement concessions will result in the necessity for the
Commission to consider the impact of imports Irom all countries rather
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than from those entitled to the rates in rate column numbered 1 of the
TSUS. This matter will be discussed further below.

Additional delermination as to the nature of injury. If an affirmative
injury determination is made under section 301(b)(1), an additional
determination would have to be made under subsection (b)(5). The
additional determination as to injury would be as to whether either of
the conditions specified under (A) or (B) deseribad below, in combina-
tion with the conditions specified in (C) below, exist:

(A) Imports of the article under investigation constituted
more than 15 percent of apparent United States consumption of
the article in the first calendar year preceding the calenaar year
in which the investigation was instituted, the ratio of imports of
such article to consumption for such first preceding calendar year
increased absolutely by at least 3 percentage points over the
corresponding ratio for the second calendar year preceding the
calendar year in which the investigation was instituted, and the
ratio of mmports of such article to consumption for such first
preceding calendar year increased absolutely by at least 5 per-
centage points over the corresponding ratio for the third calendar

car preceding the calendar year in which the investigation was
instituted.

(B) As a result of increased imports (1) domestic production
of the like or dircctly competitive product is declining or is likely
te decline so as to substantially affect the ability of domestic
producers to continue to produce the like or directly competitive
product at a level of reasonable profit, and (2) production workers’
jobs, man-hours worked, or wages paid production workers in
the domestic production of the like or dircctly competitive
product are declining substantially or are likely to decline
substantially.

(C) (1) The imported article is offered for sale at prices which
are substantially below those prevailing for like or directly com-
gotmvo products of comparable quality produced in the United

tates and constitutes an increasing proportion of a%paront
domestic consumption, and (2) the unit labor costs attributable
to producing the imported article are substantially below those
attributablo to producing like or competitive articles in the
United States.
The Commission, in its determinations of the percentages of import
penetration under (A), will follow its usual methods, taking into
account conditions of competition, units of quantity, and values,
depending upon the circumstances of each case. Ordinarily, such
determinations are based on units of quantity, but may be based on
both units of quantity or value, or on value alone.

In determining whether the imported article is offered for sale at
prices which are substantially below the prices prevailing for a domestic
product for purposes of section 301(b) (g) (C), the committee believes
that the following principles should generally be observed. First, the
prices to be considered should be the wholesale prices of the domestic
and imported products to the same class of customer. Second, the
prices to be considered should be those resulting from arms-length
transactions. If cither the domestic or imported articles are sold only
(or nearly so) in non-arms-length situations, the Tariff Commission
should, to the extent practicable, construct a delivered wholesale price
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in the United States. A constructed price for an imported product, for
example, might be based on the dutiable value of the article plus all
expenses (including duties incurred in placing the article at an appro-
priate delivery pointin the United Stutes. Third, the price comparisons
should take into account any distinctive quality or characteristic which
significantly affects the price of cither the domestic or imported
produet, but not the other. For example, if the imported aidicle 1s of
lower price than the domestic article because of appearance, quality,
more limited range of uses, or other commercially recognized physical
characteristic, it is anticipated that allowances in price would be made
in determining whether t‘w imported article is offered for sale at prices
substantially below those prevailing for the doinestic article.

Definition of domestic industry. This definition of domestic industry,
which appeared in former section 7 of the 1951 Extension Act, is the
so-called segmentation concept. By virtue of this definition, the
domestic industry will include the operations of those establishments
in which the domestic article in question (i.c., the ariicle which is
“like,” or “directly competitive with,” the imporied article, as the
case may be) is produced. Where a corporate entity has several
establishments (e.g., divisions or plants) in some of which the domestic
article in question is not produced, the establishments in which the
domestic article is not produced vould not be included in the industry.
The concern of the Tariff Commission would be with the question of
serious injury to the productive resources (e.g., employees, physical
facilities, and capital) employed in the establishments in which the
article in question is produced. In the case of multiproduct establish-
ments in which productive resources are devoted to producing products
A, B, C, and D, of which oaly product A is suffering from import
competition, it is not necessary that the Commission find that the
resources engaged in the production of any one or more of the other
products have been injured. However, the Tariff Commission should
take into account other relevant factors including whether there has
been a transfer of productive resources from A to B, C, or D for
reasons other than the impact of imports. The extent to which the
products of o multiproduct establishment can be so separately con-
sidered is necossarily affectod by the accounting procadures that pre-
vail in a given case and the practicability of distinguishing or separat-
ing tho operations for cach product line. .

Faclors causing increased imports. Subsection (b)(6) will require the
Tariff Cominission, in the course of any proceeding initisted under
paragraph (1), to investigate any factors which may be contributing to
increased imports of the article under investigation. Such factors
would include the effect of tariff concessions, foreign wage rates, and
also possible dumping, subsidization, or other forms of unfair competi-
tion. If the Tariff Commission has reason to believe that increased
imports are attributable in part to circumstances which come within
the purview of the Antidumping Act, 1921, section 303 or 337 of the
Taniff Act of 1930, or other remedial provisions of law, it is directed
to promptly notify the appropriate agency and to take such other
action as it deems appropriate in connection therewith. There is no
intention in this amendment to transfer to the Tariff Commission
action responsibility for the implementation of statutory language
falling within the purview of other agencies.
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This provision is designed to assure that the United States will not
necdlessly- invoke the escape-clause [article XIX of the GATT] and
will not become involved in granting compensatory concessions or
inviting retalintion in situations where the appropriate remedy may
be action under one or more United States laws against unfair com-
petition for which action no compensation or retaliation is in order.

Commizsion voting requirements. In accordance with subsection (b)(4)
the remedy determination of a majority of the Commissioners voting
for the affirmative injury determination shall be treated as the remedy
determination of the Commission.

Tariff adjustment authorized for products of all countries. The elim-
ination from section 301(b)(1) of the language “as a result in major
part of concessions granted under trade agreements” would broaden
the President’s authority to proclaim increased import restrictions. At
present, such authority applies enly to products the subject of trade

cement concessions. TKe Tariff Commission, in making its report
ol investigations under section 301(b), will necessarily take into
account the various rate levels associated with the .so-caﬁed “prefer-
ential” and “M-F-N" rats treatments in rate column numbered 1
of the TSUS and with the generally higher rate treatment in column
numbered 2 applicable to the products of designated Communist
countries.

Presidential Action With Respect to Tariff Adjustment

The bill would amend section 351 of the TEA to provide that the
President shall, upon receipt of an affirmative injury determination,
proclaim such import restrictions as he determines to be necessary to
prevent or remedy serious injury, unless he determines that it would
not be in the national interest. ,

When the Tariff Commission makes an injury determination and
makes the aforementioned additional determination provided for in
section 301(b)(5), tho President is directed to implemont the remed
dotermination of the Commission unless he determines that suc
action would not be in the national interest.

The bill would make no change in the existing provisions for Con-
gressional review which applies to those cases where the President
does not carry out the remedy determination of the Commission.

Review of Adjustment Action

The revwiew procedures on outstanding tariff adjustment actions are
amended ¢o provido that the Tariff Commission, 1n its reports on con-
ditions in tho industry concerned with the tariff adjustment, will
include information on the steps taken by the firms in the industry
to compete more effectively with i;rngiorts. . )

The reporting requirements regarding such reviews of tariff adjust~
ment actions are also amended to provide that the Tariff Commission
will make findings similar to those in an original tariff adjustment
investigation if it should determine in an investigation reviewing an
outstanding turiff adjustment action that the existing restrictions on
imports are insufficient to prevent or remedy serious injury to the
domestic industry. Such ﬁndms would be in addition to that presently
required with regard to the effect of a reduction or elimination of a
tariff adjustment action.
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Orderly Marketing Agreements

Section 352 of the Trade Expansion Act is amended to provide that
the President may negotiate orderly marketing agrcements at any
time after an affirmative injury determination. Further, the amen(f-
ment provides that such agreements may replace in whole or in part
tariff adjustment actions. Under existing law, the negotiating suthority
under seciion 352 is to be used at the conclusion of the Tariff Com-
mission investigation and the agreements are to be a substitute for
tariff adjustment action.

Adjustment Assistance

Adjustment sssistance for firms and workers iojured by increased
imrports is made more readily available under this bill. Your committee
believes that the criteria for determination of eligibility of firms and
workers to apply for adjustment assistance contained in the Trade
Expansion Act of 1962 are too strict. The bill therefore liberalizes
thesa criteria. The bill also provides that the President, instead of the
’I;antf)f hCommlssx' ion, will make the substentive determinations of
eligibility. '

nder the bill, firms or workers may petition directly to the Presi-
dent rather than to the Tariff Commission as at present; also, firms and
workers may apply directly to the Secretaries of Commerce or Labor,
respectively, after Presidential action providing for such requests
following a Tariff Commission finding of injury to an entire industry.

The basic formula for the weekly trade readjustment sllowance
payable to an adversely affected worker is incroased in the bill to
75 percent of his average weekly wage or to 75 percent of the average
weekly manufacturing wage, whichever is less, reduced by 50 percent
of the amount of his remuneration for services performed during the
week. The existing provisions affording training and other reemploy-
ment assistance to adversely affected workers 1s expanded to include
supportive and other services provided for under any Federal law.

he changes in the bill wili serve to make adjustment assistance
more effective and more readily available to help individual firms or
groups of workers cope with the impact of increased import
competition,

Direct Petitions. The Trade Expsnsion Act of 1962 presently
provides that petitions for a determination of :l}ligbility to applg for
adjustment assistance may be filed with the Tariff Commission by or
or: behalf of a firm or group of workers. These are petitions for deter-
minations under section 301(c). H.R. 18970 amends this provision by
requiring that the -petitions be filed with the President rather than
the Tanff Commission. It in intended that a group of three or more
workers in a firm may quaslify as a petitioner for adjustment sseistance.

Your committee ?ieves that affectod workers have a responsi-
bility to endeavor to give prompt notice of difficulties by npply:exg
for assistance as soon as they become unemployed or are threate
with unemployment. Section 301(a)(2) of the Trade Expansion Act
has been amended to provide that petitions filed by or on behalf of a
group of workers shall apply cnly with respect to individuals who
are, or who have been wi one year befors the date of filing of such

tition, employed regularly in the firm involved. Individuals who
ﬁ:oame unemployed or underemployed after the date of the filing of

49-250 0—70—3
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the petition may be cligible to apply under any certification issued if
thgﬁ' are members of the group described therein.

he committee has amended the provisions of the existing Act with
respect to the criteria to be applied in a determination of eligibility
to apply for adjustment assistance by a firm or group of workers. It
has provided that the President shall determine whether an article
like or directly competitive with an article produced by the firm or an
appropriate subdivision thereof is being imported in such increased
quantities, either actual or relative, so as to contribute substantially
toward causing or threatening to cause serious injury to such firm or
subdivision or unemploymenti or underemployment of a significant
number or proportion of the workers of a firm or appropriate sub-
division thereog.)

This amendment eliminates the former causal link between the
increasad importg and a trade agreement concession. It also changes
the relationship between the increased imports and the injury or
unemployment from “the major factor’” to ‘‘contribute substantially
(whether or not such increased imports are the major factor or the
primary factor).”

It is intonded that in most cases unemployment or underemploy-
ment of a significant number or proportion of the workers shall be
found where the unemployment or underemployment, or both, in a
firm, or an appropriate subdivision thereof, is the equivalent of a total
unemployment ot five percent of the workers or 50 workers, whichever
is Jess. At the same time, there are many workers in plants employing
fower than 50 workers. Accordingly, there may be cases wgere as
few as threo workers in a firm, or an appropriate subdivision thereof,
would constitute a significant number or proportion of the workers.

It is intended that an *“appropriate subdivision’ of a firm shall be
that establishment in a multi-establishment firm which produces the
domestic article in question. Where the article is produced in a dis-
tinct part or section of an establishment (whether the firm has one or
more establishments), such part or section may be considered an
appropriate subdivision. In the Trade Expansion Act, this concept
was confined to groups of workers. This bill would extend the con-
ccgtc, to firms as well. ]

ction 301(c) of the Trade Expansion Act as amended by your
committee provides for reports from the Tariff Commission to assist
the President, in making determinations with respect to petitions filed
by firms or groups of workers. The President is to transmit promptly to
the Tariff Commission a copy of each petition filed with him by a firm
or group of workers and not later than five days thereafter to request
the Tanff Commission to conduct an investigation relating to questions
of fact relevant to the President’s determinations and to make a re-
m of the facts disclosed by such investigation. In his request, the
ident may specify the particular kinds of data which he deems
appropriate. This is not intended, however, to preclude the Tariff
mmission from making an investigation of, and including in its
report, such additional data as it considers relevant. Upon receipt of
tha President’s request, it is required that the T Commission
promptly initiate the investigation and promptly publish notice
thereof in the Federal Register. .

It is intended that the President, and not the Tanff Commission,
shall make the determinations under section 301 (c)(1) and {c){2)
with respect to firms and groups of workers. Accordingly, the Tariff
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Commission is not to include in its report conclusions, opinions, or
judgments which are tantamount to the determinations. Instead, it is
to present the facts and in a manner which will render the report useful
to the President. It is recognized that the Tariff Commission wiil have
to reach conclusions with respect to such subsidiary questions as what
constitutes the firm or an appropriate subdivision thereof, what

roduct is like or directly competitive, and what is the appropriate

ase period, in order to gather tha relevant facts. In any case, however,
the President has the final authority to make a decision with respect
to any element which enters into the determinations under section
" 301 (c)(1) and (c){2), and section 302 (c), (d), and (e).

In the course of eny such investigation, the Tariff Commission shall
hold a public hearing if requested by the petitioner or any other in-
terested person. However, such a request must be made not later
than 10 days after the date of the publication of its notice of the
investigation. It is understood that a public hearing may be held in
any case on the Tariff Commission’s own motion. The report of the
Tariff Commission of the facts disclosed by its investigation with
respect to a firm or group of workers is to be made at the earliest

racticable time, but not Yater than 60 days after the date on which
1t receives the request of the President. .

After receiving the Commission’s report, the President has & maxi-
mum of 30 days in which to make his determination as to whether the
firm or group of workers is cligible to agply for adjustment assistance.
However, within this period”he does have the authority to request
additional factual information from the Tariff Commission. The Com-
mission is then to furnish the additionel information in a supplemental
report within 25 days and the President is to make his final determina-
tion not later than 15 days after he receives such supplemental report
(section 302(c)).

The President is required to publish in the Federal Register a sum-
mary of each determination made with respect to a petition for
adjustment assistance filed by any firm or group of workers.

for transitional purposes, investigations relating to adjustment
assistance under existing section 301(c) in progress immediately before
the date of cnactment of H.R. 18970 arc to be continued as if the
investigation had been injtituted under the amended section 301(c)
and the petition treated as filed as of the date of enactment. Tanff
Commission determinations pending before the President on dato of
eggctment are also to be subject to the amended criteria and pro-
cedures. :

If the President makes an afirmative determination on a petition
for adjustment assistance with respect to any firm or group of workers,
he shall promptly certify that such firm or group of workers is eligible
to apply for adjustment assistance. This certification permits the firm
to apply to the éecretuy of Commerce and individual workers to apply
to the tary of Labor to seek the types and amounts of adjustment
assistance provided for in Chapters 2 and 3 respectively of Title I1I of
the Trade Expansion Act of 1982. Certifications of groups of workers

ify the workers’ firm or appropriate subdivision and, under section
302(d) of the Trade Expansion Act, the date on which the unemploy-
ment or waderemployment began or threatens to begin. .

Section 302(e) of the Trade Expansion Act provides that the Presi-
dent shall terminate the effect of any certification of aligibility of »
group of workers whenaver he determines that scparations from the
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firm or subdivision thereof are no longer attributable to the conditions
specified in section 301(c)(2) or section 302(b)(2). Such termination
applies only with respect to separations oceurring after the termination
date specified by the President.

H.R. 18070 specifically authorizes the President to delegate any
of his functions with regard to determinations and certifications »f
cligibility to apply for adjustment assistance. Authority to issue
rules and regulations related to these delegated functions is provided
for under section 401(2) of the Trade Expansion Act.

Presidential Action With Respect to Adjustment Assistance

Under the current law (Sec. 302(a)), whenever the Tariff Commis-
sion reports to the President a finding of serious injury or threat thereof
to an industry, the President may take any of several courses of
action. He may provide: (s) tariff adjustment on the imported
product involved In the investigation; or (b) that the firms in the
industry may request the Secretary of Commerce for certifications
of eligibility to apply for adjustment assistance; or (¢) that the workers
in the industry may request the Secretary of Labor for certifications
of eligibility to apply for adjustment assistance; or (d) he may take
any combination of such actions. No order of priority among these
various courses open to the President is established nor is there a
requirement that the President must take some action.

Cour committee is persuaded that provision for adjustment assist-
ance should not be continued as a discretionary alternative action for
the President in place of tariff adjustment action where the Tariff
Commission has made an affirmative injury and remedy determina-
tion after an industry investigation. Your committee has amended
section 302(a) to deal with Presidential actions after receiving a
Taritl Commission report containing an affirmative injury determina-
tion for an industry. If the President provides tariff adjustment for
an industry, he may also provide that its firms or workers (or both)
may request the Secretaries of Commerce and Labor, respectively, for
certifications of oligibility to apply for adjustment assistenco. If
the President does not provide tariff adjustment for the industry, he
shall provide that both firms and workers may request the respective
Secretaries for certifications. Notice must be published in the Federal
Register of each such action taken by the President. As amended,
section (302(a)) also requires that any request for such a certification
must be made to the Secretary concerned within the one-year period
(or such longer period as may be specified by the President) after the
date on which the notice is published.

There currently are, and may be, outstanding escape clause actions
with respeet to a fow industries under which the President has acted
to authorize firms and workers to request certifications of eligibility
to apply for adjustment assistance from the Secretary of Commerce
or the Secretary of Labor, It is the committee’s intention that the

rovisions of section 302(b) as amended should also apply to requests

rom individual firms or groups of workers in those few industries
which may be pending on date of enactment of this bill or submitted
thereafter.

Under section 302(a) a firm or group of workers is not automatically
certified as eligible to apply for adjustment assistance. Following
Presidentisl action upon request by a firm in the industry found to be
seriously injured or threatened with such injury, the Secretary of
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Commerce, in effect, must conclude whether the increased imports
found by the Tariff Commission to have caused or threatened serious
injury to the industry as a whole have also caused serious injury to the
individual firm in question. Similarly, upon request by a.group of
workers in a firm in such industry, the Secretary of Laber must con-
clude whether the increased imports have caused or threatened
unemployment or underemployment to a significant number or
proportion of the workers of the firm or an appropriate subdivision
thereof. In both situations, under existing provisions of 302(b), the
increased imports must have been the major factor in causing or
threatening to cause injury or unemployment. Your committee has
amended these provisions to conform to the liberalized criteria in
amended section 301(c).

This function given to the Secretaries of Commerce and Labor re-
fiects the intention that adjustment assistance is not to be extended
to a irw or group of workers which has not satisfied the conditions of
eligibility. Under this procedure, these firms and workers are not
required to wait upon a Tariffl Commission investigation. It is ex-
pected that the Secretaries of Commerce and Labor will continue to
make fall use of Tariff Commission information derived from its
investigation of the industry concerned.

The committee has added a requirement with respect to certifica-
tions made by the Secretary of Labor under section 302(b}. Such
certifications shall only apply with respect to individuals who are or
who have been employed regularly in the firm invelved within one
year before the date of the institution of the Tariff Commission inves-
tigation relating to the industry. This refers to industry investigations
instituted by the Commission whether by petition on behalf of the
industry or by request, resolution, or motion, as the case may be, as
grovided in section 301(b). It is not intended that these certifications

e limited to those individuals who are or who have been employed in
the firm involved within the one-year period antedating the institu-
tion of the Tarifl Commission investigation. Individuals who became
or will become unemployed or underempioyed (or threatened there-
with) after the date o? the institution of the investigation or after tho
date of the filing of the request with the Secrotary of Labor maty be
eligible to apply under the certification if they are members ot the
group described therein.

Assistance for Individual Workers. Your committee has made several
changes in the adjustment assistance program fcr workerr, directed st
helping adversely affected workers adjust te the loss of employment
and reenter the labor force as rapidly and efficiently as possible. When
the worker assistance provisions of the Trade Expansion Act were
enacted in 1962, the Congress recognized that the adversely affected
workers would frequently need retraining in & new skill. Section 326
of the Act, therefore, now expressly provides that workers are to be
afforded, where appropriate, testing, counseling, training, and place-
ment services available under any Federal law.

The provisions were cnacled at approximately the same time that
the Federal Government was launching the first Manpower training

rograms under the Manpower Development and Training Act.
ginm that time it has been demonstrated that workers frequently
need other services o prepare them effectively for full employment.
The Con recognized this by providing that workers enrolled in
various Manpower programs, such as under the Manpower Develop-
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ment and Training Act and the Economic Opportunity Act, could be
given what have come to be called “supportive services.” (See Man-
yower Development. and Training Act section 202 (j) and (k) and

conomiv Opportunity Act section 123(a)(6)).

Your committee’s bill would amend the second sentence of section
326(a) of the Trade Expansion Act by adding the phrase “supportive
and other services.” This phrase inciudes, to the extent provided in
Federal law, services such as work orientation, basic education,
communication skills, employment skills, minor heslth services, and
other services which are necessary to prepare a worker who is eligible
for assistance under the Act for full employment in accordance with
his capabilities and prospective employment opportunities. It is your
committee’s intention that the minor f)’ealth services furnished under
this section be limited to those which are necessary to correct a condi-
tion that would otherwisa prevent a worker from being able to accept
a fraining or employment opportunity.

Your committee also wis%es to make it clear that the language of
section 337 of the existing Trade Expansion Act authorizing appropria-
tions to the Secretary of Labor to enable him to carry out his functions
under the Act includes the authority to expend the funds appropriated
thereunder for all programs that are provided to adversely affected
workers under the Act, including training and supportive services, and
that use of the funds is not limited to payment of the financial allow-
ances to the eligible workers.

Your committee also considered the basic formula for the level of
weekly trade readjustment allowances as provided in section 323(a)—
65 percent of the worker’s average weekly wage or 65 percent of the
average weekly manufacturing wage, whichever is less, reduced by 5C
percent of the amount of his remuneration for services performed
during ths week.

Your committee believes that this level of benefits is now inadequate
and has increased it to a basic formula level of 75 percent of the
worker’s average weekly wage or 75 percent of the average weekly
manufacturing wage, whichever is less, reduced by 50 percent of the
amount of his remuneration for services performed during the week.
If this provision had been in effect in the summer of 1970, the maximum
payment would have been $98 per week.

his increase is based on the policy inherent in the Trade Expansion
Act of 1962 that readjustment allowances are intended-to do more for
edverscly affected workers than the compensation provided by un-
emplaymuent insurance. The level of benefits available under state
unemployment insurance has increased appreciably since 1962, and
some states now provide unemployment compensation higher than the
readjustment allowances established in the Trade Expansion Act of
1962. 'The President has also recommended that the States take
action Vo assure that unemployment insurance be increased to a
maximum representing not less than sixty-six and two-thirds percent
of the average weekly wage in covered employment. :

The increase in trade readjustment allowances recommended by
the committee will serve to maintain the general 1962 relationship
where such allowances were higher than unemgployment compensation.
Your committee believes that this relationship is appropriate in ~iew
of the fact that the finding that the unemployment was caused by
increased imports implies that a lower level of imports would have
resulted in full job maintenance. Worker assistance is, therefors, in
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the nature of adjustment to conditions resulting from actions taken
for the benefit of the nation as a whole.

The basic amended formula for the level of trade readjustment
allowances will apply for weeks of unemployment beginning on or
after the date of enactment of the bill. ghe amended formula will
thus also-apply to workers who became eligible through a certification
issued before enactment of H.R. 18970.

Your committee has maintained the standards of eligibility of the
individual to receive adjustment assistance benefits which were
established in the Trade Expansion Act of 1962. These standards are
stricter than those under State law for eligibility for unemployment
insurance or those under the Manpower Development and Training
Act. In order to be eligible for assisiance the individual! worker must
be & member of the group specified in the certification and musthave
been separated from adversely affected employment due to lack of
work. That is, he must have been separated E’om a firm or subdivision
for which a certification of worker eligibility has been issued. The
worker must also have had a substantial employment history: he
must have been gainfully employed (at weekly wage of $15 or more)
for at least half og the weeks o? the three years preceding his separation
from adversely affected empleyment and in the 52 wecks immediately
preceding his separation he must have had at least 26 weeks of em-
ployment in a firm or firms, the workers of which have been found
adversely affected by imports. Your committee believes that these
stricter standards of individual eligibility are justified by the scale of
trade adjustment assistance compared with that available under other
programs,

E. QUOTAS ON TEXTILES AND FOCOTWEAR

Title II provides temporary measures to restrict imports and avoid
the threat of serious injury to the textile and footwear industries and
further deterioration in the domestic market for textiles and apparel
and nonrubber footwear.

This is to be accomplished by—

(@) The establishment of annual quotas, based on imports durin;i
1967-69, by category and by foreign country of production for al
categories of textile articles and fsotwear articles which may be
imported during each calendar year beginning after December 31,
1970; .-

(b) Authorizing exemptions from such quotas when the President
determines that exemption will not disrupt the domestic market or
that exemption is in the national interest; and ) .

(¢) Authorizing negotiation of agreements with foretlfn. countries
which would result in the regulation of imports into the United States
of textile articles or footwear articles or both and would supersede
the statutory quotas for the articles covered by the agreements.

Within this general framework, title 1I authorizes increases!  aports
where the supply of articles subject to limitation is Inacuuqir.te to
meet domestic demand at reasonsble prices; provides for certain
exclusions with respect to noncommercial entries and to articles
already subject to international agreement; and ¢stablishes the appli-
cability of the rulemaking provisions of the Administrative Procedure
Act to various actions under titis II of the bill. Title II terminates at
the close of July 1, 1876, unless extended in whole or in part by the
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President following his determination that such extension is in the
national interest,

These provisions are designed to provide a mechanism for establish-
ing u reasonable and effective limitation on United States imports of
textile products and of non-rubber footwear products for the broad
purpose of remedying market disruption in those cases in which it now
exists, and of preventing the spread of market disruption to other
categories of articles. It i3 intended that, insofar as may be possible,
the limitation of these imports will be accomplished through the nego-
tintion of voluntary agreements provided for under section 202 and
that the quota_provisions of section 201 will.assist in the negotiation
of such agreéments as well as to provide protection for the domestic
market, and workers in cases where such agreements are not concluded.

The quota, exemption, and agreement provisions of title II are
inmndeg to assure that all textile articles and all footwear articles,
as defined, coms within the scope of such provisions and may, at an
point in time, be subject to quota or agreement if they are not at suc
time exempted.

A. Annual Quotas

Annual quotas are established by statute on the total quantity of
each categery of textile articles (({eﬁned in subsec. 206(1)), and of
footwear sarticles (defined in subsec. 206(2)}, produced in any
foreign country which may be imported during 1971 and in each sub-
sequent year. The limit for 1971 for each category of articles produced
in cach country is the average annual quantity of such articles from
such country which was imported during the years 1967, 1968 and
1989. .

1. Selection of Base Level

Textiles.—The average of imports from all countries of the principal
textile articles not at present subject to import limitation (or to volun-
tary export restraint to tie United States), i.e., principally wool and
man-made fiber textile articles, amounted to an annual average of
1,380 million square yards equivalent in the 1967-1969 base period
for man-mades, and 184.5 million square yards for wool textile
products. (These figures include tops, yarns, fabrics, apparel, and
made-up and miscellancous textile products.) In 1969, imports were
1,782.6 million square yards equivalent for man-mades and 191.1
million fer wool textiles. As of June 1976 imports are running at an
annual and all time record rate of 2.4 billion square yards for man-
made fiber {extiles. However, wool textile imports are expected to
total 150 million square yards,

At the same time, cotton textiia imports, which are subject to the
terms of the Long Term Arrangement %gegarding International Trade
ire Cotton Toxtiles, are continuing at a high rate. They are expected
to again reach more than 1.6 billion square yards in 1970. )

Apparel, the most labor intensive sector of the textile-apparel in-
dustry is oxperiencing a continuing sharp increase i imports. At present
rates, 1970 apparel imports will rise to 1.6 billion square yards equiva-
lent, of which more than 1 billion yards will be manufactured from
man-mado fibers, 500 million will be cotton apparel and 50 million will
be wool apparel. 4

The committee heard substantial testimony from industry and gov-
ernment witnesses about the damage these excessive imports are caus-
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ing to American firms and worke:s and the disruption that slready
has been caused in the domestic market for these goods. These imports
pose a threat te the future of a strong textile-apparel “industry’ in
the United States unless import growth is more closely brought into -
balance with growth in tlhc omestic market and in domestic
production.

Nonrubber Footwear—United States imports of footwear (non-
rubber) have aiso surged in recent years, from a 1961 leve! of 49 million
pairs to a 1969 level of 202 million pairs. Each recent year has seen a
sharp and substantial rise in these 1mports, from 133 million pairs in
1967, to 181 million in 1968 and to more than 200 million in 1969.
1970 imports are expected to exceed 260 million pairs, At the same
time, United States production is declining in a number of key lines
of products. The decline of employruent opportunities for Amorican
shoe workers, the closing of shoe facteries, and the serious damage
done to this industry were amply reported to the committee by
witnesses appearing in open session.

Accordingly, to relieve the market disruption and the dislocation to

and workers in these industries, and to restore to them the
possibilities for full and equitable participetion in future market
growth, the 1967—1969 average annual level base formuia has been
adopted as the base for the statutory quotas.

2. Growth in Base Level Quotas

The guantitics provided for under the bass level (1967-1969)
for:nula may be increesed ennually beginning January 1, 1972 by not
more than 5 percent vf the amount authorized for the preceding
celendar year if the President determines that &n increase is con-
sistent with the purposes of section 201 (section 201(b)(1) and (b)
(2)(A)). Any percentage increase granted for a category of articles
is to be the same for scuh category from all countries,

Section 201 also provides (subsection (b)(2)) that a yearly deter-
mination be made of the quotas which would apply for each categor
of articles from each country throughout the lifa of this title II,
notwithstanding that such limitations may not, in fact, be in effect as
a result of the operation of other provisions of this title (¢.g. the sxemp-
tion authority (sec. 201(d) or the agreements negotiated (sec. 202)).-
This requirement will assure that a continuing reference point is
meintained enabling the comparison of statutory guotas with nego-
tiated agreements and with actual trade which hes been permitted to
occur as a result of use of the exemption authority by the President.

Section 201(b)(3) provides that when & quota under this sec-
tion begins or resumes after a period in which the article produced
in a foreign country was exempted from quota as a result of a Presi-
dential decision, or an agreement under section 202, and the President
determines that imports of such article from such country during the
1967-69 period were insignificant, a mors recent base period shall be
used with respect to such article from such country if he finds that use
of such more recent base period is consistent with the purpese of this
section. In that event, the quota for such articles shall be an amount
equal to the average snnual imports of such article from such country
during the three calendar years preceding the yesrin which the quota
goes Into effect. Under this provision the President will have. flexi-
bility in & case in which » given country’s base pericd tride (ie.,
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U.S. imports from that country in the 1967-1969 period) was insig-
nificant and the article has been the subject of an exemption by the
President under section 201(d) or was exempted under un agreement
provided for in section 202 or 204(b).

Section 201(c) further provides for the spacing of ailowable annual
quotas over the course of a calendar year as appropriate to carry
out the purposes of section 201. Such spacing, taking seasonal factors
in trade and production into account, would enable the President to
avoid a heavy influx of quota goods in a short period of time at the
begineing of a year, an influx which could disrupt the domestic
market under some circumstances. Also, by requiring a re-opening of
8 divided annual quota, importers of smaller volumes of erticles
would be given several opportunities to participate in the entry of
available quota articles. Seetion 201(c)(2) provides for the pro-rata
adjustment of any annual quota which comes into effect after the
beginning of a calendar year as the result of the termination of an
exemplion or other actions authorized by title II. At such time, in
addition to the amounts actually entered during the calendar year up
to the date the quota resumes, an additional quantity equal to the
statutory quota adjusted pro rata according to the number of full
months remaining in the calendar year after the date of such quota
resumption is authorized to be imported.

B. Ezemption of Articles from Quatas

Title IT provides three mechanisms through which textile or foot
wear articles may be exempted from the quotas imposed under sub-
sections 201 (n), (b) and (e), in the absence of an international agree-
ment concluded under section 202 (or the arrangement or agreement
referred to in subsection 204(b)).

1. Non-Digruptive Imports

The President is authorized by section 201(d)(1) to exempt articies
produced in any foreign country if he determines that imports of
such article produced in such country are not contributing to, causing,
or threatening to ceuse market disruption in the United States. These
exemptions, which may be made for an initial one year period, and
which may be extended for additional periods not to exceed one year
each, and may be terminated by the I;resident at any time upon his
finding that the article in question is contributing ‘o, causing, or
threatening to cause market disruption in the United States.

In making the determinations under section 201(d)(1) and in making
similar determinations under other provisions of title I, the President
should consider market conditions in the United States for articles
similar to the imported articles in question, taking particular account
of the relevant market disruption standards set %orth in Annex C of
the Long Term Arrangement Regarding International Trade in
Cotton Textiles (the arrangement referred to in section 204(b)).
These market disruption standards are as follows: “these situations
(market disruption) generally contain the following elements in
combination:

(i) a sharp and substantial increase ox;ﬂpotential increase of
imports of particular prodiucts from particular sources;

(il) these products are cffered at prices which are substantially
below those prevailing for similar goods of comparable quality in
the market of the importing country;
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(iii) there is serious damage to domestic producers or threat
thereof; . . .”

In applying market standards under title IT, the President would
be expected to consider factors affecting the level of employment, in
the domaestic industry, including the number of hours worked per week.

In many instances it is the cumulative effect on the market of
articies produced in & number of countries which causes market dis-
ruption, although the committee recognizes that in some cases the
market for a particular article may be disrupted by imports from one
country alone.

The committee understands that disruptive conditions in the
market for any product cannot in all cases be precisely measured.
Thus, while the above quoted. conditions are generslly found in a cir-
cumstance of market disruption, it is not always the case and in other
situations different elements may be considered in determining the
state of tho domestic market for the articles concerned.

It was brought to the committee’s attention that certain articles of
athletic footwear imports are sclected by athletes because they
feel that the design of the shoes, including a close fit and light weight,
are particularly suited to their neceds as a professional or amateur
performer. The shoe is selected by the athlete for its suitability for the
particular athletic event involved, and the price is generally higher
than that charged for domestically produced athletic shoes of the same
type. It is expected that the Prosident would exercise his authority in

his kind of a situation.

2. The National Interest

Title II also provides that the President may cxempt articles from
the quotas when he determines that such action would be “in the
national interest’ (Sec. 201(d)(2)).

The committea intends that the President have freedom in this
regard and understands that he is not expected to indicate what par-
ticular reasons may have motivated his determination to act on the
basis of the national interest criteria.

3. Supply at Reasonable Prices

The President is also authorized to provide for additionel imports
in excess of established quotas or in addition to the limitations
provided in agreements whenever he finds that the total supply from
domestic and foreign sources, of textile articles or footwear articles
similar tp those subject to limitations under such quotas or agree-
ments will be inadequate to meet demands at reasonable prices. This
standard is set forth in Section 203.

C. Negotiation of Agreements

Section 202 provides an alternative to the statutory quota provision
of section 201. It authorizes the negotiation of voluntary agreements
with the countries exporting textile articles, footwear articles, or both.
These agreements would provide for the quantitative limitation by
category of the textile articles and/or the footwear articles which these
couniries may export to the United States during each year of the
agreement. Such agreements may be administered on the base of
either import controls by the United States or %gtgort controls by the
country conicerned or a combination thereof. Whenever such agree-
. ments are in effect, the articles which are included under them are
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exempted from the quota provision of section 201. Both multilateral
agreements and bilateral agreements und arrangements are provided
for under section 202 and the President is authorized to issue regula-
tions necessary to carry out such agreements.

Section 202(b) authorizes the President to issue regulations limiting
the quantity of articles which may be imFortcd from countries not
participating in a multilateral agreement whenever such an agreeraent.
1s in effect among countries, including the United States, accounting
for a significant part of world trade in the article concerned, and such
agreecment contemplates the establishment of limitations on trade in
such articles which are produced in countries which are not participat-
ing in such agreement. It is intended in this context that a “significant
part of world trade” would be in excess of 50 percent of such world
trade in. the article concerned. The regulations issued by the President
under section 202(b) may not provide for lesser quantities from such
countries than would be applicable if the quota provision of section
201 applied to such articles. :

A multilateral agreement or arrangement covering wool and/or man-
made fiber textile products or footwear products could be implemented
under this section with respect to imports from countries which did
not participate in such an arrangement. The authority provided in
section 202(b) is patterned after that provided under section 204 of
the Agricultural Ikct of 1956, as amended in 1962. Any agreement,
whether bilateral or multilateral, would be concluded under the
authority of section 202(a) ; section 202(b) authorizes only the issuance
of regulations governing imports from countries not participating in
multilateral agreements. Section 202(a) authorizes the issuance of
regulations covering imports of articles from countries participating
in bilateral or multilateral agreements concluded thereunder.

In determining which articles are exempted from quotas as a result
of the conclusion of an agreement under section 202, any article falling
under the purview of such agreement, whether or not a specific ceiling
or limitation has been established for such articls in that agreement,
is to be exempted from the quota provision provided that under the
agreement a mechanism is established whereby the entry of such
article into the United States can be limited. This applies with respect
to multilateral as well as bilateral agreements or arrangements. In
many U.S. bilateral agreements on cotton textiles, some articles aro
subject to specific limitation while others are subject to consultation
provisions. '&‘hcse latter articles (in a similarly structured agreement
})u:‘suant.to which limitation can be established) could be exempted

rom section 2C1 quotas.

Section 202(a) refers to agreements “regulating by category the
quantities of * * * articles * * * which may be exported to the I?xrxited
States or entered. * * *" Thus, the basic thrust of the agreement
must be to provide for a limitation of quantities of goods entering
the domestic market, recognizing, however, that not all categories
of goods from all countries are causing or threatening disruption of
the domestic market, and recognizing that the pattern of such disrup-
tive trade changes. In the case of a multilateral agreement imple-
mented under section 202(b), the regulation of imports will also apply
to articles from countries which are not party to such an agreement
when the agreement provides a basis upon which imports of such
articles from such countries can be controlled.
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The bill provides that negotiated agreements with foreign countries
will supersede the quotas that otherwise would be imposed. The
existing multilateral cotton textile agreement is specifically given this
samo troatment by the exclusion of articles sugjcct to it for such
time as the United States remains a party to that agreement.

The committee recognizes that sugstantial administrative discre-
tion is required in order to makoe possible a negotiation of voluntary
agreements among a number of supplying countries. For that reason,
the bill does not establish any limitation on the quantities of articles
that may be exempted from quotas by reason of their inclusion in a
bilateral or multilateral agreement. "IYhe direction to the President
in this respect is contained in Section 202 which requires that in
negotiation of agreements, the President take into account conditions
in the U.S. market, the need to avoid disruption of that market, and
such other factors as he deems appropriate 1n the national interest.

D. Adminisirative Provisions

Section 205 provides generally for the administration of title II.
It incorporates by reference the rulemaking provisions of the Adminis-
trative Procedure Act (which has been codified in title 5 of the United
States Code) with respect to all actions taken under certain specified
provisions. Actions brought under these rulemaking procedures con-
cern increases in the quotas, use of the more recent base guotes for
countries whose exports were insignificant during the 1967-1969 base,
exemptions and terminations of exemptions on the grounds of market
disruption or the lack thercof in accordance with section 201(d){1),
the issuance of regulations affecting trade of non-participating coun-
tries (sec. 202(b)), and increases in imports authorized under section
203. Also subject to such rulemaking provisions are the issuance of
regulations by the Secretary of Commerce, with respect to the exclu-
sion of certain non-commercial articles, the issuance of determinsa-
tions by the Secretary of Commerce that certain articles should be
included in the definmtion of textile articles under section 206 not-
withstanding that they have been classified elsewhere in the Tariff
Schedules, and the determination by the Secretary of Commerce of
the category systems for textile articles or footwear articles to be
established?or the purpose of the administration of title II. Applica-
tion of the rulemaking procedures to thesa actions is intended to
provide assurance of opportunity for public comment and notice of
actions intended to be taken as well as of those which have been
taken, and to provide for public hearings where that is deemed appro-
priate under the circumstances in accordance with that Act (sub-
chapter II of chapter 5 of title 5 USC). _

In addition, ty\e bill requires \that all quantitative limitations
established under title II whether by statute or by agreement, all
exemptions and terminations of éxemptions, and all rogulations issued
to carry out title I be published in the Federal R:%'ister. Furthenmore,
to assure an additional comprehensive source of information re(i]m_'dmg
the state of quota limitations, exemptions, and limitations established
under agreements, all of such information is to be included on 8
continuing basis as a part of the appendix to the Tariff Schedules of
the United States. This publication will also include actions taken
pursuant to the Long Term Cotton Textile Arrungement.

Your committee believes that the use of these rulemaking and
notice procedures will provide a sound basis for the development of
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an effective public information program regarding the operation of this
title II. The committee expects that public hearings will be held in
connection with the establishment of the administrative machinery
for the quota provisions of title II.

The committee gave careful consideration to the appropriate admin-
istration of quotas on textiles and footwear products. The committee
concluded that the President should be given full flexibility and lati-
tude to develop regulations providing for efficient and fair administra-
tion of the quotas, The committee expects that the President will,
consistent with efficient administration and to the extent practical,
use this authority to provide for administration of these provisions to
insure against incquitable sharing of imports by a relatively small
number of the larger importers. idditionally, if on the basis of the
experience with administoring these provisions, it is determined that
additional legislative authority is required to provide for an efficient
and fair administration, it is expected that legislative recommenda-
tions will be promptly made to the Congress.

FEzclusions

Section 204 excludes from the import restrictions established in
title IT certain articles which would be covered by the definitions but
which are imported under circumstances which the committee believes
should not be subject to quota limitations, The provisions referred to in
section 204(a) relate to such circumstances as the importation of
Kersonal belongings of persons who have lived overseas, articles

rought back to the United States by returning tourists, and similar
situations.

The Secrstary of Commerce is authorized to issue regulations pre-
scribing the circumstances under which srticles imported in non-
commercial quantities for non-commercial purposes may be entered
frea of quots restrictions (sec. 204(a)). In this regard care shall be
taken not to exclude from the quotas samples shipments of which
are in the nature of commercial sales. Your committee intends that
such rogulations may provide for quota free imports of samples
which are not for sale or for use other than as samples, and of other
articles imported in very small quantities for personal use. Section
204(b) excludes from title II all articles subject to the Long Term
Cotton Textiles Arrangement so long as the United States is a party
thereto. In addition, certain cordage which is subject to a quantita-
tive limitation in the bilateral agreement with the Philippines (the
Laurcl-Langley Agreeinent) is exempted for such time as that agree-
ment remains in effect.

Section 204(c) provides that section 22 of the Agricultural Adjust-
ment Act, as amended, is not affected by title II.

Definitions

Section 206 of the bill defines the terms “textile article’ and “foot-
wear articlo” by reference to the applicabloe provisions of the TSUS.

Except as indicated below, the term “‘textile article” is limited to
any article classified in schedule 3 of the TSUS, if such article is
wholly or in part of cotton, wool or other animal hair, human hair,
man-made fiber, or any combination or blend thereof, or cordage of
hard (leaf) fibers. Specifically excepted fromn the term, are: raw cotton,
cotton wastes and advanced wastes, and cotton processed but not
spun; raw wool or hair, wastes and advanced wastes of wool or hair;
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wastes and advanced wastes of man-made fiber; and scrap cordage and
rags. In addition to articles classified under schedule 3, the term in-
cludes certain headwear and gloves provided for in schedule 7, parts
1B and 1C of the TSUS, if wholly or in chief value of cotton, wool, or
man-made fiber.

In addition, the Secretary of Commerce is authorized to control
under title II of the bill an article which would have been classified
under one of the provisions of the Tariff Schedules referred to in
section 206(1) but for the inclusion of some substance or because of
précessing which caused it to be classified elsewhere, in a provision
of the Tariff Schedules designed to embrace nontextile articles. Your
committee intends that this provision be used to prevent or remedy

; the abuse of tha quotas or agreements by avoidance practices which,

' because of the requirements of Customs laws and interpretations,
result in the article being classified as other than a textile article,
even though it is fundamentally a textile article in use, purpose and
design. The committee understands that & possible current example
of such avoidance involves the inclusion of a small quantity of as-
bestos fiber in a fabric made in chief weight of reused or reprocessed
wool. It is claimed by importers that this wool should be classified
as an articie in chief value of asbestos under item 518.21 of the Tariff
Schedules. Such a classification, if sustained, would remove the
article from the specified coverage of title II as defined in section
206. In such a situation, if the Secretary of Commerce determined
that thv article is, in a practical commercial sense, a wool textile
fabric iused interchangeably with articles classified as such by the
Bureau of Customs, he could control the article under title II. Prior
to making this determination, the Secretary must receive tha advice
of the Secretary of the Treasury with regard to such tlassification.

Any article in¢luded in the definition, “textile article” which i
admitted under item 807.00 of the Tarff Schedules or under the
appendix to the Tarifl Schedules is also included. Thus, an article
which, if wholly manufactured in a foreign country of foreign malerials
would be under quota, but which has been manufactured or assembled
in part of American fabricated components and which is sdmitted
under item 807.00 is covered by title II. The committee understands
that cotton textile articles entered under item 807.00 are currently
subject to the LTA and to U.S. bilateral agreements thereunder.,

Also excluded by the definition of ““textile article’” are certain woven
fabrics for use only in the manufacture of portions of necktics “‘other
than the linings thereof”. In the latter csse the committee intends
that a firm requirement be enforced to assure that manufacturers

"using such articles imported outside of the quota provisions of this
bill do not divert such articles for a use different than that specified.

The term categery is defined as & group of textile articles or of
footwear articles as defined by the Secretary of Commerce using the
applicable 5- and 7-digit item numbers of the Tariff Schedules of the

nited States, Aunotatad. The committee pn_derst,amist l:hm; thl'xa
respect to textile articles, & category system is in use at the presen
time as the basis for the compilation 3‘ textile trade statistics by the
Department of Commerce. compaittes understands that this sye-
tem will ba éwopmed for public comment and that various changes in
it may be developed a8 a result thereof. It is recognized that the
development of such s category :ytam can affect trade lovels provided
for in this titls and it is intended by the committee that any changes
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in such a system will be carefully considered and that the public will
have an opportunity to comment on them prior to their adoption.
Under this definition, the Secretary of Commerce may revise the
category system adopted initially for purposes of title IT. The com-
mittee mtends, however, that such revisions should be made as infre-
quently as practicable in light of trade conditions, recognizing the
value of a continuing and consistent system. The committee notes
that the category system used b{\ the United States in its implementa-
tion of the Long Term Cotton Textile Arrangement has been revised
only once since its original promulgation in 1961.

'f‘lho term *“produced” is defined to mean produced or manufac-
tured, and as such incorporates the standard used in determining the
country of origin of an imported article for U.S. customs purposes.
Thus, 1n setting base levels, exemptions, or other controls “by coun-
try,” title II relies on the existing U.S. customs determinations of
country of origin of the articles in question.

Termination

Chapter 2 of title IT provides that the title will expire at the close
of July 1, 1976, unless the President extends it in whole or in part
prior to such time.

The President is authorized to make such an extension for additional
periods not to exceed more than 5 years at any one time if he deter-
mines that such extension is in the national interest. In making such
determination, tho President shall seck the advice of the Tariff Com-
mission and of the Secretary of Commerce and the Sacretary of Labor
in addition to such other advice as he may wish to seek. The President
is required to report to the Congress with respect to any action teken
by him uader this provision. Section 211(d) provides that arrange-
ments or agreoments included prior to the termination of title II shall
remain in effect beyond such terminetion date if their terms so pro-
vide, and that any regulations issued under section 202 in connection
with such agreements would similarly remain in effect.

F. ANTIDUMPING AND COUNTERVAILING
DUTY PROVISIONS

1. Antidumping Procedures

Section 301 of the bill would amend procedures under tho Aunti-
dumping Act to require the Secretary of the Treasury to decide, within
four months after a question of dumping is properly raised by or
presented to him, whether withholding of sppraisement of affocted
merchandise should be ordered. The significance of withholding of
appraisement is that, if there is later a finding of dumping, the assess-
ment of dumping duties is effective as of the date of withholding.

If the Secretary’s decision is affirmative, it will be published in the
Federal Register and the withholding of apprasisement made effective
to affected merchandise entered, or withdrawn from warchouse, for
consumption on or after the date of publication of that notice in the
Federal Register.

If the Secratary’s decision is negative, it too will be published in
tho Federal Register. A negative decision in this respeet will be
accomplished by a tentativo determination that the merchansdise
is not Kcing or likely to bo sold below its fair value. The bill provides-
that, within a penocg of up to three months after the tentalive negative
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determination is published. the Treasury Departinent may order the
withholding of appraisement if it has reason to believe or suspect that
sales below fair value are taking place. Alternatively, the Treasury
Department will publish a final negative determination of sales at less
than fair value. IYndor the Treasury’s present practice and that con-
templated in the future, interested persons are given an opportunity
to request an informal hearing on the merits «f a withholding of
appraisement or a tentative negative determination.

Your committee is informed that the Treasury regulations will be
amended to provido that the Commissioner of Customs will decide,
within 30 days after the information is first received, whether or not
a formal investigation regarding alleged dumping should be opened.
If he decides that a formal investigation should be opened, he will
publish a notice to that effect in the Federal Register. The date of
publication will constitute the date on which the question of dumping
15 raised or presenled and trigger the commencement of the four-
month period within which the Secretary must decide in the first
instance whether or not to order the withholding of appraisement.

The foregoing changes will impose specific time limitations on the
Treasury Department within which it must make a decision regarding
sales below fair value. This is in sharp contrast with present procedures
where such decisions sometimes take two years or even longer.

The committee recognizes that substantial Customs manpower
will be nceded to carry out the provisions of the Committee’s amend-
ments. Present preliminary estimates by Treasury call for about 40
more expert technicians, plus additional supporting personnel and
the funding required for necessary office space, equipment, allowsnces
for foreign and domestic trasel and simiiar incidental administrative
expenses. Moreover, extensive planning will be necessary to permit an
orderly implementation of these amendments. For these reasons, your
committee has determined that the amendimnents made by section
301(a) should not be effective until 180 days after the date of enact-
ment of the bill.

The committee feels that these new abbreviated procedures are
essential to protect effectively American industry }:‘om dumping.
Under the current Treasury procedures which make possible fong,
drawn-out dumping investigations, the affected U.S. industry may
be irreparably damaged before the dumping is halted. The commit4ae,
thereforo, considers it imperative that the time taken by the Treasury
in connection with its antidumping investigations be reduced.

At the same time the committee considers it important that pre-
cedures not be abbraviated to such a degree that would prevent the
Treasury Department from resching a sound and well-based decision.
Deadlines for furnishing information, and rebutting information
furnished, whether by erican producers, foreign manufscturers
or American i:]porters will in many instances create hardships, but
nevertheless will hava to be adhered to strictly. If the Treasury fails
to receive requested information within the prescribed time limits,
it will be compelled to act on the basis of the best information avail-
able to it. The committee recognizes this as a price that will have ta
be paid for the changes in antidumping investigation procedures
called for in the present bill. It is the cpinion of the committee that
the abbreviated procedures provided for in tha bill represent a
reasonsble compromise of the interests involved.

49-250 0—T0-——4
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Section 301(b) would adopt in the law the substance of the
existing Treasury Department practice, as reflected in section 153.3(b)
of the Treasury regulations (19 CFR 153.5(b)), under which de-
cisions regarding dumping are made with respect to merchandise
from State-controlled economy countries. From time to time, a case
arises in which the information indicates that the economy of the
country, from which the merchandise is exported, is controlled to an
extent inat determinations cennot be made in accordance with the
usual technical rules. Your committee's amendment would confirm the
Treasury practice under which the Secretary makes the necessary
dumping determinations with respect to state-controlled economy
countries based on prices at which such or similar merchandise of a
non-state-controlled economy (country is sold either for consumption
in its home market or to other countries, or based on the constructed
value of such or similar merchandise in & non-state-controlled economy
country.

2. Coundervailing Duly Procedures

Section 302 of the bill would amend section 303 of the Tariff Act of
1830 in a number of important respects. Section 303 is the statute
under which the Secretary of the Treasury determines whether im-
ported foreign articles receive a “‘bounty or grant.” The Secretary is
required to ascertsin and determine, or estirate the net amount of
any bounty or grant, and is required to declare the net amounts so
determined and order the imposition of countervailing duties.

Although the present statute is mandatory in termis, it docs not
compel the Secretary to act within any specified period of time. The
committee’s amendment to the existing law would impose on the
Secretary of the Treasury the responsibility to make his determina-
tions as to whether a bounty or grant exists within twelve months
after the question is presented to him.

Existing Treasury reguiations call for certain types of information
to be presented by a person who alleges that an imported article is
receiving 8 bounty or grant. The regulations provide that such com-
munications should include a full statement of the reasons for the
belief thet a bounty or grant is being paid or bestowed, a detailed
descripiizn or sample of the merchandise and all pertinent facts ob-
tainable as to any bounty or grant alleged to be paid or bestowed with
respect to the merchandise. The regulations go on to provide, among
other things, that the Commissioner of Customs will reviow the
information submitted, and if he determines that it is patently in
crror, he will 50 advise the person who submitted it and close the case;
otherwisa he will proceed with an investigation. .

The comumitice is advised by the Treasury Department that its
regulations will be amended to require the Commissioner of Customs
to dotermine, within 30 days after the information is first received,
whether the information submitted is adequate under the regulations
to cnable Customs to prooeed with the matter. The new regulations
will also provide that the person submitting the information will bs
advised in writing within the 30 days whether or not Customs will

roceed with the inquiry. If the information submitted is inadequate,
toms' advics g%l:e n furnishing it will include a statement of

the reasons why. The date of affirmative advice would be “the date
on which the question is presentad’ for purposes nf triggering the com-
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mencement of the 12-month period within which your committee’s
amendment would require the Secretary to act.

The 12-month limitation would be applicable only with respect to
questions presented on and after the éatc of enactment of the bill.
Any inquiries relating to the application of countervailing duties which
are already pending in the Treasury Department on the date of the
enactment of the bill will not be affected by the 12-month limitation
for action. However, the Treasury Department has agreed to make
all reasonable efforts to proceed with such inquiries as promptly as
possible.

The present statute is mandatory, in that the Secretary is required
to apply countervailing duties to dutiable merchandise which benefits
from a bounty or grant. Section 302(a) would extend the provisions
of the statute to non-dutiable items. However, in the case of non-
dutiable items, there will be an additional requirement of a determina-
tion by the Tariffl Commission that an industry in the United States is
being, or is likely to be, injured, or is prevented fiom being established,
as a result of the importations benefiting from the bounty or grant.
The Teriff Commission is required under the bill to make an injury
determination with respect to non-dutiable imperts within dnree
months after the initial determination by the Secretary of the Treasury
that a bounty or grant is being paid or bestowed. This language con-
ferring jurisdiction on the Tariff Commission was dc'ri\'etf verbatim
from the Antidumping Act, 1921, and is intended to have the same
meaning.

There is nn requirement in the existing statute that a U.S. industry
be injured as a result of imported foreign merchandise benefiting
from a bounty or grant before countervailing duties are to be imposed.
The committee determined that there should continue to be no such
requirement at this time with respect to dutiable imports.

he bill also provides for suspension of liquidation in the event the
Secretary of the Treasury determines a bounty or grant exists with
respect to non-dutiable imports. The suspension would take effect
wit‘l)xc respect to merchandise entered, or withdrawn from warchoise
for consumption, on or after the 30th day after publication in the
Federal Register of the Secretary’s determination of the existence of a
bounty or grant. The significance of this suspension is that if there
is later a determination of injury by the Turiff Commission, the sub-
sequent countervailing duty order, requiring the assessment of duties
equivalent to tbs amount of the bounty or grant, issued by the
Secretary of the Treasury following the Tariff Commission’s deter-
mination of injury, would be effective as of the date of suspension
of liquidation.

Section 302 of the bill also provides that all determinations by the
Secretary with respect to the existence of a bounty or grant and all
determinations by the Tariff Commission with respect to injury will
be published in the Federal Register. Under the current Treasury
practice, countervailing duty orders become effective 30 days after
publication in the Customs Bulletin. Accordingly, this new provision
will advance by two or three weeks the date orders become effective by
g:li}ging present printing lead time lags in publication of the Customs

tin.

As under existing practice countervailing duty orders issued by the
Secretary of the Treasury with respect to dutisble items will apply to
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items entered or withdrawn on or after the 30th day after publication
of the Secretary’s affirmative determination of the existence of a
bounty or grant. Such orders will so apply in the case of nondutiable
items if an affirmative determination is made with respect to such
items by the Tariff Commission under new section 303(b).

The committee amendment to the existing law would also add a new
subsection (d) to section 303 of the Tariff Act having the effect of
giving the Secretary of the Treasury some discretion in applying the
countervailing duty law to an article which is subject to quota restric-
tions or to an article whose exportation to the United States is limited
b?/ an arrangement or agreement entered by the ‘Government of the
United States. The bill provides that no countervailing duty shall be
imposed on such an article unless the Secretary determines, after
secking information and advice from such agencies as he may deem
appropriate, that such quantitative limitation is not an adequate
substitute for the imposition of the countervailing duty.

For purposes of the discretionary suthority under the new sub-
section (d), the Secretary of the Treasury will make his deiermina-
tions on an article-by-article basis, and not on the basis of overall
class. For oxample, i¥ dairy products as a class are subsidized by a
g{;u'ticular country but all products in such class are not subject to

.S. quota restrictions, the discretionary authority under subsection
(d) would be applicable only with respect to the dairy products
described in the {)I.S. quota provisions of part 3 of the appendix to
the TSUS. Thus, in the case of a quantitative limitation on a subsi-
dized article which applies only if the price of the article does not
exceed a stipulated value, the discretionary authority of the Secretary
would not be applicable to imports of such article in cases where the
price exceeds the stipulated va?x(x)e. ~

The committee recognizes that applicability of the countervailing
duty law on a mandatory basis to foreign articles benefiting from the
payment or bestowal of a bounty or grant by developing countries
may present a special problem requiring further consideration. It
plans to examine this question at a later date in connection with a
gencral review of problems affecting the developing countries.

Your commiittes’s amendmenta preserve the authority of the
Secretary to meet situations where the net amount of a bounty or

ant changes from time to time. As under present law the Secretary,

aving once determined that a bounty or grant exists and having
declared the net amount of the bounty or grant, will continue to be
authorized to order appropriate changes in the net amount, making
the changes cffective as the facts of the particular case dictate. For
example, under present law there is no requirement that changed
amounts of bounties or grants be made effective only after a 30-day
delay. To the coatrary, the changed net amount, whether an increase
or decrease, would become effective as of the time the change occcurred.

Similarly, in a situation where the Secratary-has determinad that
non-dutiable merchandise benefits from » bhounty or grany and the
Tariff Commission has made an affirmative determination of isjury in
the case, and countervailing duties are being assessed, if subsequently
the amount of the bounty, and therefore the: amount of the counter-
vailing duty changes, the Secretary s niot required to refer the matter
again to the Tarff Commission for a further mmjury determination.
Instead, the countervailing duties may be assessed and collected at the
new rate. ’



49

Your committee has determined that the effective date of the
provisions of the bill amending the countervailing duty proceduroes
should be the date of enactment of the bill.

G. TARIFF COMMISSION

The Tariff Commission, which was established in 1916, is a perma-
nent independent nonpartisan body whose principal function is to
yrovide technical and fact-finding assistance to the Congress and the

resident upon the basis of which trade policies may be determined.
The committee secks to strengthen the Comimission by amending
section 330 of the Tariff Act of 1930 to increase the number of Com-
missioners from six to seven and to change their terms from 6 yeuars to
7 years. This amendment and the smendments to the tarff adjust-
ment provision of the TEA would render unnecessary the “tie vete”
provisions in sectior. 330(d) which in practice have not proved en-
tirely satisfactory. In conformity with this change in the size of the Com-
mission, the bill also would provide that not more than four of the
Commissioners should be of the same political party, rather than three
as at present. It is not intended by this change to transform the Com-
mission into a partisan body. The committee emphasizes that the
Commission anrl) its staff must be selected on the basis of merit. in
this connection, the committee calls attention to the provision in
section 330(a) that—

No person shall be eligible for appointment us a commis-
sioner unless he is a citizen of the E'nited States and, in the
judgment of the President, is possessed of qualifications
requisite for developing expert lLiowledge of tariff problems
a}rlxd eﬁliciency in administering the provisions of Part 1I of
this title.

In addition, the committee finds that it is imperative that measures
be taken at once to strengthen the Commission not only in the interest
of assuring adequate staff and facilitics to handle its current work
load which is increasing considerably but also to prevent its inevitably
being overwhelmed by the additional responsibilities imposed upon it
by this bill. In this connection, the committee observes that, par-
ticularly during the past decade, the magnitude of U.S. foreign trade
has grown tremendously, and with it the complexity of trade problems,
both in terms of their scope and in_terms of their nature. Aiong with
this development, the overlapping of functions in the varivus agencics
dealing with trade and trade problems has increased. From testimony
received in the public hearings, from discussions in Executive session,
as well as from other evidence, it is manifestly clear to the commitiee
that, in making policy determinations respecting trade, the Congress
and the Executive are far too often severe&y handicapped by the lack

. s

of the requisite relevant background information.

As indicated, the Tariff Commission was created by the Congress,
for the very purpose of assisting the Congress and the Executive in
their determinations with respect to foreign trade policy. The broad
jurisdiction of the Commission in regard to the international trade of
the United States is shown by section 332(b), Tariff Act of 1930,
which provides—

The Commission shall have power to investigate the
tariffl relations between the United Statez and foreign
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countries, commercial treaties, preferential provisions, eco:
nomic alliances, the cffect of export bounties and preferen-
tial transportation rates, the volume of importations com-
pared with domestic production and consumption, and con-
ditions, causes, and effects relating to competition of foreign
industries with those of the United States, including dumping
and cost of production.

Due to budgetary restrictions over a period of years, the Commis-
sion is not adequately staffed or equipped to exercise even in a8 modest
way iig statutory investigative powers. The commitiee notes with
concern, for exumple, that, notwithstanding the fact that trade and
trade problems are at a historic high point with resulting increased
demands upon the Commission, its staff has been undergoing s sys-
tematic attrition by 28 percent since 1966 (from 278 to 200). Thi
staffing contrasts with an average of 315 in the five-year period 1931-35
when Imports under the Tariff Act of 1930 were at their lowest point.
The committee hus also been impressed with the inadequacy of the
grade structure for the Commission’s professivpal staff and the small
number (5) of supergrade positions allowed—none in GS-18. The
committee also has received observations from persons appearing
before the Commission that its hearing room and facilities for housing
its stafl are inadequate. The consequences of this strict budgetary
policy has been low staff morale, loss of staff by resignations and
transfers, and extreme difficulties in recruiting.

In the interests of establishing a career-t; Ye service for professional
employees of the Commission and to enable the Commission to be
com}petitive with other agencies in hiring its staff, the committee is
of the view that the Commission should be allocated a reasonable
number of super-grade positions and should be provided with sufficient
funds to the ond that the Commission will have adequate staff, grade,
structure, and facilitiés to carry out its assigned duties.

The enactment of the Trade Act of 1970 would add considerably
to the Commission’s work load. The relaxation of the criteria for
tariff adjustment and for adjustment assistance for firms and workers
will undoubtedly lead to numerous ;;etitions being filed for investi-
gations by the Turiff Commission. In tariff adjustment cases, the
additional determination which would be required by section 301(b)(5)
of the TEA greatly increases the Cemmission’s investigative work
load, and thé consequences thereof in regard %o Presidential action
increases the Commission’s responsibility. In addition, the bill imposes
increased investigative work and responsibility in connection with the
review of ontstanding tariff adjustment actions made by the President.
Moreover, additional work is expected from the tightening up of
Tressury’s procedures under the Antidumping Act, 1921, and the
new investigative responsibilities given to the Commission in connec-
tion with section 303 of the Tariff Act relating to counbervailuilﬁ
duties. The aforementioned changes and others made by the b
increasing the Commission’s work load involve investigative assign-
ments which must be performed within strict time deadlines.

The intellizgent formulation of trade policy by the executive and the
legislative branches is impossible without the development of the
factual data on which these policies are based. The Tariff Commission
is the \agency primarily charged with this responsibility, and with
staff expartise and continuity of personnel is ideslly suited to do so.
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Additionally, the Tariff Commission, through its hearing procedures,
adjudicates cases of utmost importance to the parties concerned as
well as the nation. Performance of these responsibilities in nccordance
with the highest professional standards is absolutely essential. The
committee therefore strongly emphacizes the need to provide the
Tariff Commission with the adequate staff and facilities to meet this
high standard.

H. UNITED STATES CONTRIBUTIONS TO THE GATT

Pursuant to the request by the administration, the bill would
provide a section in Title IT of the Trade Expansion Act which would
authorize the appropriations annually of SUC‘] sums as may be neces-
sary for the payment by the United States of its share of expenses of
the contracting parties to the General Agreement on Tariffs and
Trade. The U.S. contribution to the GATT in the past has been funds *
out of the International Conferences and Contingencies Appropriation
of the Department of State budget under general provisional authority
(see section 5 of Public Law 84-885, approved August 1, 1956).

In the case of most international organizations, funds for the
United States’ contribution are appropristed pursuant te a specifie

ermanent Congressional authorization provided for in the form of
cgislation or Senate advice and consent to ratification of a treaty or
convention. Since the GATT has the legal status of an executive agree-
ment entered into pursuant to existing logislation authorizing the
President to conclude trade agreements, specitic authorization for fund-
ing the assessed contribution of the United States has not been pro-
vided in the usua! manner. The committee believes that the requested
specific authorization of appropriations would be desirable rather than
funding the United States’ contributions to GATT out of the Interna-
tional Conferences and Contingencies Appropriation of the Depart-
ment of State. It has been made clear to the committee, however, that
this provision in no way changes the United States’ rights and obliga-
tions under the GA’I"lywhich is in the nature of an executive agree-
ment which the United States and other contracting parties are

applying only provisionally.

he committee in other provisions of the bill and in other parts
of this report has stressed the need for U.S. government representatives
to pursue actively the protection and enhancement of United States
commercial interests., In this regard, the committee intends that
the executive branch take such action as is necessary to assure that

obligations extended to the United States by perties to this agree-
ment be carried out.

I. AMERICAN SELLING PRICE SYSTEM OF VALUATION

The administration had proposed that the committee upiprovc the
elimination of the American selling price (ASP) system of customs
valuation in return for tariff and non-tariff concessions by other
countries, The products now subject to the ASP system are benzenoid
chemicals, canned clams, wool-knit gloves, and rubber-soled footwear.
The Administration proposal would have been effected by having the
Co authorize the President to proclaim such modifications of
the Tariff Schedules of the United States (TSUS) necessary to carry
out two agreements concluded as part of the Kennedy Round of
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tariff negotiations: (1) the multilateral Agreement Relating Princi-
pally to Chemicals, Supplementary to the Geneva (1967) Protocol to
the General Agreement on Tariffs and Trade; and, (2) bilateral
agreement with Japan relating to canned clams and wool-knit gloves.

Rubber-soled footwear was not included in any Kennedy Round
sgreement. Accordingly the Administration proposed that Congress
authorize the President to proclaim such changes in the TSUS as
might be necessary to carry out an agreement he might enter into
})rovidcd that the rates of duty to be substituted for the ASP rates
or rubber-soled footwear were not less than a specified minimum.

Your committee deemed it preferable to authorize the President
to proclaim the TSUS changes needed to climinate ASP as are re-
quired or necessery to carry out any agreement he may have nego-
tiated with one or more countries which relate primarily to ASP, if
he determines that the agreement is fully reciprocal as to benefits and
obligaticns. A proclamation or proclamations providing for the
climnation of ASP on chemicals, canned clams, and wool-knit gloves
must be submitted to each of the Houses of Congress and can only
take effect 60 calondar days later, provided that both Houses of
Congress do not adopt a concurrent resolution stating that Congress
disa{)proves of the agrecement.

This provision in the bill can only be used for the elimination of
ASP on chemicals, canned clams and wool-knit gloves. Elimination
of ASP on the remaining item, rubber-soled footwear, can only be
achieved by submitting for Congressional approval any ad referendum
agreement the President may negotiate.

I¢ is the clear intention of the committee that the President may
roclaim the 1967 agreements on chemicals, canned clams, and wool-

nit gloves if he determines that theg fully compensate for concessions
to be granted therounder by the U.S.

The converted rates of duty included in the original administra-
tion’s proposal with respect to the elimination of American selling

rice valuation on certain rubber-soled footwear were later deeme

y the administration, in the light ~f recent data, to be an inadequate
conversion of the rates of duty based on imports subject to American
selling prico valuation. Consistent with the authority to be granted to
the President in sections 331 and 332 of the bill, the committee be-
lieves that the administration should continue to seek a fully reciprocal
agreement with the foreign countries exporting rubber-soled footwear
to the United States. If such an arrangement can be reached it should
be forwarded to the Congress for its approval and provide for the the
{inal elimination of the American selling price from the U.S. customs
’W.

The committee recognized the desirability of maintaining a con-
tinuing surveillance for a period of 5 years of the results of the elimi-
nation of ASP as regards chemicals. It therefore provided that annual
detailed reports on the production and sales of synthetic organic
chemicals and imports thereof be provided by the Tariff Commission
to the President for this purpose. .

J. MISCELLANEOUS AMENDMENTS

1. Amendmenis to the Automotive Products Trade Act of 1965

Your committee has also amended the special agjustment assistance
provisions of section 302 of the Automotive Products Trade Act of
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1965. The time for filing petitions under these provisions expired
at the close of June 30, 1968. The amendment, n effect, restores,
without a specific termination date, the authority for filing petitions
by firms and groups of workers for a determination of cligibility to
apply for adjustment assistance. These determinations are related
to dislocations resulting from the operation of the U.S.-Canadian
Automotive Products Agreement.

Egecial assistance provisions were established in the Automotive
Products Trade Act because of the unique characteristics of the U.S -
Canadian Agreement. The Agreement required iimmedizte, elimina-
tion of duties on new vehicles and origins! equipment parts imported
into the United States. It was recognized that dislocations would
result not only from incressed imports but also from decreased
exports, and from shifts in production and supply sources both
within each country and between the two countries.

Since the Act was passed, two-way trade in automotive equipment
has increased markedly and steadily indicating that the process of
rationalization of the North American industry was of major magni-
tude. Adverse employment effects in the United States which may
have been attributable to development under the agreement in the
first years were largely masked by the general increase in employment
in.the U.S. automotive products in«fust-ry, although there were a
number of cases where assistance was provided to groups of workers
under the transitional adjustment assistance. The authonty to petition
for such assistance under the Act terminated on July 1, 1968. Problems
of worker dislocation may continue to arise. On the stzength of more
than four years of experience during the existence of the U.S.-Canadian
Agreement the committee believes that it would be prudent to provide
the means of responding to such dislocation.

Your committee has also changed the existing standard of ‘“the
primary factor’’ as the required causal link between dislocation and the
operation of the Agreement to conform to the more liberal standard
contained in the Trade Expansion Act as amended by H.R. 18070.
The committee has substituted ‘‘a substantial factor” in place of “the

rimary factor” in sections 302 (c), (d), and (g) of the Automotive

roducts Trade Act of 1965. This new standard will apply to all peti-
tions filed after the date of enactment of this Act inciudmg petitions
with respect to dislocations which began after June 30, 1968. Your
committee, however, included a requirement that petitions with
respect to dislocations which began after June 30, 1968, and before
July 1, 1970, must be filed on or gefore the §0th day after the date of
enactment of this Act.

U.S.-Canadian automotive agreement. The committee expects that
urgent attention will be given by our government to the attainment
of the Agreement’s objectives.

While our automotive exports to Canada have multiplied, imports
have grown even more rapidly, and our bilateral surplus in this sector
has disappeared. .

The committes has noted that no steps have been taken which will
assuro attainment of the objective of the Agreement of allowing
market {orces to determine the most economic pattern of investment,
production, and trade. For example, although the retail price differen-
tial between automobiles in the United States and Canada has been
reduced, prices remain higher in Canads. The failure to eliminate the
price differential is a consequence of the fact that under teyms of the
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agreement market forces have not yet becn allowed to operate freely.
In this regard, the committee notes with concern that five years after
the agreement was signed the Canadian duty remain virtually un-
changed and Canadian citizens still cannot import automobiles duty-
free ﬁ'um the United States, although there is no such restriction on
imports from Canada. This Canadian restriction and other conditions
frustrate the achievement of the free-trade objectives of the agreement.
They artificially permit the continuation of a price differential and in-
terfere with commercial decisions in an industry in which it has been
agreed that market forces would be allowed to operate, and conse-
quently narrow the overall market for automotive products.

Should there not be progress in attaining the agreement objectives,
rour cominittee believes that consideration should be given to the

resident’s exercising his suthority to terminate the agreement.

2. Certain Classifications by the Secretary of Agriculture

Section 342 provides that the Secretary of Agricuiture rather than
the Secretary of the Treasury shall have the final administrative
responsibility for determinations as to whether or not any article or
class of articles falls within one of the article descriptions under part 3
_of the Appendix to the Tariff Schedules which contain the import
restric t'ons proclaimed pursuant to. Section 22 of the Agricultural
Adjustment Act, as amended {7 U.S.C. 624).

Inder this provision the Bureau of Customs would admit articles
presented for entrg, or withdrawal from warehouse, for consumption
in accordance with general guidelines issued by the Department of
Agriculture as to the applicability of the particular Section 22 quota
restriction. It will thus not be necessary for the Department of
Agriculture to maintain personnel at each port to pass on the classi-
fication of cach article for purposes of Section 22 iraport restrictions.
If, howover, a question should arise regarding the admissibility of a
particular item or class of items, the i1ssue would be resolved adminis-
tratively by the Department of Agriculture pursuant to procedures
prescribed by the Secretary of Agriculture.

In making determinations as to whether an article presented for
entry is subject to the Section 22 import restrictions, the Secretary is
required to carry out the purposes for which the import restrictions
were prescribed and it is recogumd the determinations may differ from
thoso made by the Treasury Department for tariff ard other purposes.

. In no event will the authority conferred on the Secretary of Ag-
riculture by this ‘provision affect in any way the authority of the
Secrotary of the Treasury to classify merchandise for valuation, duty
assessment and other purposes.

3. Rales of duty on mink furskins; repeal of cmbargo on c2rtain furs

Section 343 of the bill establishes separate provisions under which
s tariff-rate quota system is imposed on fursions of mink whether or
not .
~ The mink growers have been adversely affected by imports of mink
furskins princinally from Scandinavia and Cenads. At the present
time, the demand for mink has declined and domestic production and
imports are declining. The number of domestic ranchers is- also
declining. One of the largest auction houses, that provided sub-
stantial assistance to mink ranchers, has recently gone out of business.
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The serions decline in the domestic industry is a cause for real con-
cern. The aggregate annual quota quantity is established at 4.6
million skins or picces of skins. This quota guantity, which ap-
proximates the annual average quantity of skins imported in the
calendar years 1967-69, c¢xceeds by approximately 1 million skins
the quantity imported in 1969. The bill is designed to assist domestie
producers in the cfforts to rebuild the market for mink.

Imports of mink furskins within the quota guantity will continue
to be dutiable at existing rates of duty exeept that such skins raw or
undressed the product of Communist countries will become dutiable
at the rate of 30% ad valorem. In determining the number of skins and
pieces of skins for quota purposes, cach of the individual picces
assembled into a plate, mat, lining, strip, cross, or similar form would
be counted. In each calendar year when the quota has been filled,
mink furskins would become dutiuble for the rest of that calendar year
at the rate of 25 percent ad valorem if imported from non-Communist
countries and at the rate of 40 percent if imported from Communist
countries. The bill would make the current rates of duty on certain
wearing apparel of mink in schedule 7, part 13, subpart B, of the
TSUS permanent rates of duty. Thus, the rates of duty on dressed
mink furskins (dyed and not dyed) and on wearing apparel of mink,
scheduled to be further reduced during the next two years under the
lKenlnedy Round trade agreement, would be frozen st their present
evels.

The bill would also repeal headnote 4 of subpart B of part 5 of
schedule 1 of the TSUS. ’I‘his headnote contains a provision, originally
enacted as section 11 of the Trade Agreements Extension Act of 1951,
under which ertnine, fox, kolinsky, marten, mink, muskrat, and
weasel furs and skins, dressed or undressed, the product of the USSR
or of Communist China, are prohibited importation into the United
States. Furskins, the product of Communist Ching, however, will
continue to be subject to the Foreign Asszets Control Regulations,
which currently prohibit importation.

4. Rate of duty on g lycine and certain related produets

Section 344 of the bill establishes separate provisions under which
a tariff-rate quota system would be imposed on aminoacetic acid
(g{ycine) and salts thereof and certain rnixtures of such acid or its
salts.

This provision is designed to give special relief to an industry which
is adversely affected by persistent dumping practices engaged in by
foreign competitors. By reason of such practices, imports increased
their penotration of the U.S. market from 25 to 70 percent during
the period 1964-07, inclusive. Two of the three domestic producers
have stopped production. The cessation of dumping by virtue of
action tagen under-the Antidumging Act, 1921, has provided no relief
for the damage already done Jo dumestic producers. .

Under the tariif-rate quota system, importers would still be allowed
to import at the existing level with no increase in the current rate of
duty. Imports in excess of this quantity, however, would be subject
to an additionsl duty of 25 cents per pound. It is expected that this
provision would allow domestic producers to recover from the dam
caused by the dumped imports because of the advantage it_would

ive them in producing to meet the iicreasing demand in the United
gtates for this product.
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The rates of duty on both the imports which are within the quota
and those which are over-quota would become permanerit statutory
rates. Thus, they would not be subject to further reductions under
the Kennedy Round trade agreement.

6. Invmice information

The committee is concerned about testimony received in Executive
session and other indications showing that the official data collected
and published with respect to U.S. imports, production, and exports
are not adequate to meet the current and expanding needs of U.S.
foreign tradé policy. Basic to the problem is the fact that the various
classification systems under which imports, production,-and exports are
collected are not generally concordant. 'I‘}wse trade data are collec-
ted and ‘publishoﬁ by a number of Federal agencies such as the
Bureau of the Census, Business and Defense Services Administration,
Bureau of International Commerce, Department of Agriculture,
Bureau of Mines, Fish and Wildlife Service, Bureau of Customs, and
the Tariff Commission.

The committee belicves that it is important that the aforemen-
tioned trade data be collected and published regularly on a current
basis and that they be accurate and 1n such detail as to be reasonably
compatible with their anticipated uses in trade analysis and policy
making. With a view to achieving this end, the committee urges eac
of the responsible government agencies to undertake .promptly a
review of its statistical programs and to institute at the earliest
practicable time, under tll:e coordination and guidance of the Office
of Management and Budget, methods specifically for the purpose
of establishing compatible classification systems for U.S. imports,
production,” and exports. It is recognized that the Bureau of the
Census, which has ]i)]rimary responsibxi' ity for collection and publication
of these statistics has for some years been issuing a report on U.S.
exports and imporis as related to output. This annual publication,
however, i3 far from complete because of lack of comparability of
import, production, and export data. Moreover, the publication is
not cusrent because of the lag in the availability of production data.

It is understood that methods of improving trade statistics can be
developed and implemented without new legislation, except with
respect to import statistics which are collected by the Bureau of
Customs and reported to the Bureau of the Census for compilation
and publication in accordancs with the 7-digit statistical import classi-
fications of the Tariff Schedules of the United States Annotated
(TSUSA). These 7-digit.classifications are established by the Depart-
ments of Commerce and Treasury and the Tariff Commission under
authority of saction 484(e) of the Tariff Act of 1930. ‘

The customs entry form and its supporting invoice, which are filed
by the importer or his broker with customs officers at the g)ott of
eiitry, are the basis for all import data collected at the time of entry.
Customs officers have traditionally rogarded their primary responsi-
bility as being the enforcement of customs laws and the protection of
the customs revenue. With the incressing workload and Yinﬁtfed staff,
the collection of trade data has become a secondary functipn. As a
result import statistics do not receive proper atteation from customs
officers, foreign axporters, im rs, and brokers, .

The committes believas that the enforcement of the statistical
requirements for imports, as sot forth in the statisticai headnotes and
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7-digit classifications of the TSUSA, is a primary responsibility of
customs officers and should be given attention by them accordingly.
Such enforcement would be facilitated by the enactment of section 345
of the bill which would amend section 481(a) of the Tariff Act of 1930
to require invoices to provide a product description which would
cnable customs officers to classify imports for statistical as well as for
duty purposes.

The committee recognizes that the provisions of H.R. 18970 will
have a significant impact upon the Bureau of Customs, and that sub-
stantial additional staffing in customs will be necessary to assure the
collection of accurate import trade data.

This new statistical requirement is in no way intended to be an
impediment to trade. Rather, it is intended to provide necessary in-
formation as to trade that is taking place, to the long run interest of
foreign exporting and domestic business, both importer and producer.

It 1s recognized that the information not previously required will
entail some burden on those in the trade, at least initially. In this
regard, the importer community can do much to mitigate the initial
burden by informing their suppliers abroad of the types of information
necessary for the purpose at K’md, i.c., information sufficient to classi-
fy products according to the 1sUSA.

6. Trade with foreign counlries permitling unconirolled production of
or trafficking in certain drugs

Under scction 346 the President would be authorized to impose an
embargo or suspension of trade with a nation which permits uncon-
trolled or unregulated production or trafficking in opium, heroin, or
other poppy derivatives in a manner to permit these drug items to
fall into 1llicit commerce for ultimate disposition and use in this
country.

The committee is greatly concerned that certain countries which
commercially produce poppies for pharmaceutical uses, have not
adequately controlled, regu{ated or otherwise policed surplus poppy
crops which eventually have fallen into illicit commerce in a derivative
form for ultimate disposition and use in the United States, ]

The language in this provision is designed te give the President
the authority to restrain trade with any aation which does not exhibit
a willingness to control illegal production or trafficking in opium or
heroin. The testimony of John E. Ingersoll, Director, Bureau of
Narcotics and Dangerous Drugs, Department of Justice, established
that the great preponderance of illicit heroin entering the U.S. results
from diversion of Turkish produced cpiuin and its processing nto
heroin in southern Europe and elsewhere in the Middle East. .

We are pleased that on its own initiative, Turkey has set in train
a series of actions aimed at minimizing, or eliminating, the harmful
effects of Turkish opium in the world. The committee has bzen advised
that by 1971 Turkey will have reduced to four (from 21 in 1967) the
number of provinces where farmers may grow opium poppies, and that
production will be limited to 8 more easily controlled area. The com-
mittee has also been advised that Turkey is making intensive efforts
to keep its opium out of illicit channels, that the amounts should be
substantially reduced this year, and that it is in the process of enacting
b??slation providing for better control. ] )

t is noted that the French Government is also coo?eum}g to
bring a halt to the illicit processing and merchandizing of heroin on
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French territory which eventually finds its way into the United States,
creating a drug-abuse problem which is controllable with this kind of
cooperation from abroad. The best place to control the critical drug
problem in the United States is at the source of supply.

K. DOMESTIC INTERNATIONAL SALES CORPORATIONS

1. AN OveEraLL ViEW

For the reasons discussed above, your committee’s bill provides a
system of tax deferral for a new type of U.S. corporation known as a

omestic International Sales Corporation, or a “DISC,” and its
sharcholders. Under this tax system, the profits of a DISC are not to
be taxed to the DISC but instead arc to be taxed to the shareholders
when distributed & thera. The bill provides a 3-year phase-in period
during which only a portion of a DISC's profits are relieved of current
taxation, in order to give assurance of adequate “start up” time for
those just beginning their export business. In the first year, 50 percent
of a DISC’s profits are not currently subject to taxation, amrin the
second and tgird years, 76 percent are not currently subject io taxa-
tion. In the fourth year and thereafter, 100 perceint of a DISC’s profits
are not currently subject to taxation.

The deferral of tax accorded to profits earned by DISC ends not
only when those profits are distributed to the DISC’s shareholders but
also when the DISC fails to continue qualifving as a DISC (in this
case the profits are taxed to the sharcholders as “deemed” distribu-
tions). For example, when a DISC's profits are distributed to a
corporate shnrohoider, the shareholder is treated in most respects as
if it wers the initial recipient of the profits; as a result, no intercor-

rate dividends received deduction is available for thes» profits, but
mmstead the profits are to be treated as foreign source income and the
share-holder is to be allowed to credit against its-tax liability on these
profits any income taxes paid to a foreign country (by the DISC if the
taxpayer 1s on the “per country’ limitation or by the DISC or on in-
come of the sharcholder from other foreign sources if it is on the
“overall limitation”).

To qualify as a DISC, at least 95 percent of a corporation’s gross °
receipts must arise from export sale or lease transactions and other
export-related investments or activities. In addition, at least 95 percent
of the corporation’s assets must be export related. Included in export-
related assets are “producer’s loans’ which are loans (subject to certain
restrictions) made to the U.S. parent producer {or any other U.S.
exporter) to the extent of the pro(i)ucer’s assets used for export business.
These loans by a DISC do not give rise to taxation of the DISC or the
parent on the amounts loaned.

Although generally the income of a DISC is not to be subject to
current taxation, each year & DISC is to be deemed to have distributed
to its sharcholders certain types of its income, thus, subjecting that
income to current taxation in the sharchoiders’ hands. The prinecipal
type of income falling in this category is the interest realized by the

iSC on its “producer’s loans.” i

Generally, prosent law requires sales between a parent corporation
and its subsidiary to be made on an arm’s length basis; that is, at the
price the parent company wounld have charged an unrelated third
party. Special pricing ruies in the bill permit.a DISC to earn a larger
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relative amount of the profits arising on <ales by the DISC of its
parent company’'s export products.

2. TREATMENT oF QUALIFYING CORPORATIONS

(@) Taration of a DISC (sec. 402 of the bill and sec. 471 of the code)

As a general rule, the bill provides that a DISC is not to be subjeet
to income taxes (or more specifically the taxes invosed by subtitle A).
During a 3-year transition period, however, a portion of a DIS("s
profits are to remain subject to the regular corporate income tax.

After the end of the transition period (i.c., in the case of tasable
years beginning after December 31, 1973), the profits of a DISC are
to be fully free of tax in the hands of the DISC (as discussed sub-
sequently, these profits will be subject to tax in the hands of the share-
holders when distributed or deemed'distributed). Both the determina-
tion of whether a corporation qualifies as a DISC and the tax
deferral provided by the bill apply on a year-by-vear basis. The
taxes forgone in the case of a DISC include not only the regular
corporate income tax, but also the minimum tax on tax preferences,
the accumulated earnings tax, and the tax on transfers to aveid tax.
Since a personal holding company cannot qualify as a DISC, the bill
does not relieve a corporation from this tax (sec. 541 of the code).

As indicated above, the bill delays the granting of full deferral
status to a DISC’s profits until after the expiration of a 3-yesr transi-
tion period. In the first year of the transition, a DISC is to pay a tax
cqual to one-half of the regular corporate income tax (or alternative
capital gains tax). During the second two years of the transition
period, a DISC is to be subject to 25 percent of the corporate income
taxes to which it otherwise would be subject. In other respects,
however, the rules generally applicable to DISC's are to spply during
the transition period. This means that during this period the profits
of a DISC may be determined under the special pricing rules, and
that during this period & DISC which otherwise would qualify us a
Western I{gc-mis;:here trade corporation or possessions’ corporation is
not to be allowed the special Western Hemispliere trade corporation
deduction or the special possessions’ corporation treatment. Similarly,
if a DISC is a member of a controlled group of corporations, it is not
to receive a surtax exemption in computing its taxable income during
tho transition period. A DISC which is a member of a controlled grou
of corporations claiming only one surtax exemption for the group wiil
not receive any portion of the surtax exemption. However, the portion
otherwise allocable to the DISC may be reallocated among the othsr
members of the controlled group.

Except as noted shove, a DYSC is to compute its taxable income
during the transition period and the tax it would owe in accordance
with the generally applicable rules. For example, if a DISC incurred
foreign income taxes «Yuring the phase-in period, it could credit those
taxes against the total taxes it otherwise would owe under the usual
foreign tax credit rules.!

(8) Requiremenis of a DISC (s¢c. 402 o the bill and sec. 992 of the code)
Definition of “DISC” and ‘‘former DISC” .—The bill provides thst
a corporation will qualify as a DISC for a taxable year if four require-

1 As discorss subeequently, tsus by a DISC which reduca its tax the tramei-
tion Jowever, can by, forcign g;“u m,,,{,mamnmm paid
foreign, tax credit rules) te offset their tax Mability on dividend by the DISC.
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ments are satisfied with respect o the taxable year: the gross receipts
test, the assets test, the capitalization requirement, and the election
requirement. A DISC, also, must be an incorporated entity (under the
laws of any State or the District of Columbia) and, thus, associations
otil)eln%se treated as corporations under the code may not qualify as
a DISC.

First, at least 95 percent of a corporation’s gross receipts (defined in
sec. 993(f)) for the taxable year must be composed of qualified export
receipts. As discussed subsequently, qualiﬁe(l export receipts inc\ude
receipts arising on the sale or lease of export products as well as receipts
from other specified export-related activities, In addition, where a
corporation seeking to qualify as a DISC sells products of a U.S.
manufacturer on a commission basis (rather than on & purchase and
resale basis), the amount of gross receipts arising on the commiission
sale 1s to be the gross receipts from the sale of the property which gave
rise to the commission. _

Second, at least 95 percent of the assets of a corporation at the close
of its taxable year must be qualified export assots. Qualified export
ussets arc to be taken into account at their adjusted basis and non-
}txaliﬁed assets arc to be teken into account at their fair market value.
This valuation rule insures that slmost all of a qualifying corpora-
tion’s assets are, in fact, export rzlated and limits the ability of a
corporation to hold nonqua{')x;i)ed assets which have a high market
value but a low basis.

Third, to qualify as a DISC, a corporation must have at least $2,500
of capital (on each day of the taxable year as measured by the par or
stated value of its outstanding stock). This test is designed to make
sure that a corporation may qualify as a DISC even though it has
reletively little capital. It is recognized that this rule constitutes a
relaxation of the general rulcs of corporate substance. The separate
incorporation of a DISC is required to make it possible to keep.a better
record of the export profits to which tax deferral is granted, but this
does not necessitate in all other respocts the separate relationships
which otherwise would exist between a parent corporatien and its
subsidiery. This, however, is not intended to lessen the general rules of
corporate substance required for other corporations in other contexts.

he capitalization requirement also precludes 8 DISC from ha

more than one class of stock. This requirement is included in view o
the complexity which would result under a deferral system of taxation
if the corporation were allowed to have more than one class of stock.
For example, if more than one class of stock were allowed where the
DISC's earnings must be deemed paid to its shareholders, it would be
necessary to include in the bill a special set of rules specifying how
the earnings would be allocated to each class of stock.

Fourth, to qualify as a DISC for any year, a corporation must have
elacted to be treated as & DISC,

The rules provided by the bill are to spply to a corporation and its
shareholders for any year in which it is & DISC and for any year in
which, although it is not a DISC for that year, there are potential tax
consequences arising from tha fact that it was a DISC for a prior year.
In the latter case the corporation is considered a “former DISC.” There
are two potential fax consequonces resulting from the fact that the
corporation was & DISC in a preceding taxable year: the corporation
may have undistributed amounts of tex deferred income which are to
be taxed to its shareholders or it may have undistributed amounts of



income which previously had been taxed to the sharcholders but not
actually distributed to them.

In addition, provision is made for a corporation which has not
indicated more than 30 days before the running of the statute of limi-
tations for the year that it is not a DISC and has filed a tax return
as if it were a DISC. In this case, if the Internal Revenue Service has
not issued a notice of deficiency based upon a determination that the
corporation was not a DISC, then the corporation (and its share-
holders with respect to distributions or deemed distributions from the
corporation) is to be treated as if it were a DISC for the year in
question.

Election to be treated as a DISC.—For a corporation to qualify
as & DISC under the election referred to above, it must make the
election during the 90-day period immediately prior to the beginning
of the taxable year. In addition, for the election to be valid, all of the
persons who are shareholders on the first day of the initial election
Kear must consent to the election. The requirement that the share-

olders consent to the election need not be satisfied on the first da
of the first taxable ycar for which the election is effective. It is antici-
pated the corporation will be given a reasonable period of time to
obtain these consents. However, if it fails to obtain all of these con-
sents within the time specified, except where the statute has run and
it has not been determined that the corporation was not a DISC
(sec. 992(A)(2)), the corporation will not be treated as a DISC.

Once made, an election continues in offect for subsequent ycars
whether or not the corporation actually qualifies as a DISC in a
given subsequent year, until such time as the election is either re-
voked or is terminated by reason of a continued failure over a 5-year
period of the corporation to qualify as a DISC. The purpose of this
provision is to make it unnecessary for a corporation to make & new
election each year to qualify as a DISC, If a corporation makes a
valid election to be treated as a DISC, the rules provided by the bill
apply to the corporation and to all persons who are shareholders of
the corporation at any time on and after the election becomes effective
(ie., Jﬁgt only the initial shareholders but their successors in interest
as well).

An election to be treated as a DISC may be revoked at any time
after the first year it is in effect. For a revocation fo be offective for a
given year, however, it must be made within the first 90 days of that
year. A revocation made after tho oxpiration of the 90-day period will
not take effect until the following year. The bill also provides for the
automatic termination of an election where the corporation does not
qualify ac & DISC for a period of five consecutive taxable years.

An election to be a DgeSC has continuing effect except where it is
discontinued or where the corporztion fails to qualify for & five-year
period, in order to prevent the termination of ths eléction inadvertently
through unintentional disqualification in one or more years. Hewvever,
even where 8 DISC election has besn terminated voluntarily or under
the five-year rule, the corporstion would be permitted te make a new
election in the future to be treated as a DISC if it so desires.

Distribution to meet qualification regquirements—The bill provides
two situstions under which a& corporation may distribute its non-
qualified receipts or assets aftsr the end of the taxable year, in order
to satisfy the 95-percent gross receipts and 95-percent assets tests for

49-250 0—70—5 ‘ '
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a year. The purpose of this is to prevent a corporation from failing to
qualify for DISC treatment in & year merely because of its inadvertent
failure to meet thie gross receipis or assets test.

The amount a corporation must distribute under both of the two
distribution rules set out below is the sum of (A) the portion of its
taxable income attributable to its nonqualified gross receipts (if it
fails to satisfy the gross receipts test) plus (B) the fair market value
of the nonqualified export agsets held by it on the last day of the
taxable year (if it fails to satisfy the assets test for the year). In
cither case the entire nonqualified amount must be distributed and
not merely an amount equal to the extent to which the corporation
failed to satisfy the test or tests in question. In determining the
portion of & corporation’s taxable income attributable to nonqualified
gross receipts, the entire amount of the gross income from nonqualified
receipts to which expenses aro not definitely allocable, such as divi-
dends, will be taken into account. On the other hand, where expenses
are properly allocable to income, the expenses are to be considered
as reducing the nonqualified gross income.

Also, under both rules a distribution will not cause a corporation to
aualify as & DISC unless it is a pro rata distribution to the shareholders
with respect to their stock and is specifically designated when made as
a distribution to meet qualification requirements. In other words, a
corporation which made a normal dividend distribution and which
subsequently discovered that it did not qualify as a DISC for the pre-
'ceding year is not to be permitted to redesignate the initial dividend
ii)lggzj ution as a distribution to ¢nable the corporstion to qualify as &

As subsequently discussed, distributions to meet qualification
reauirements will be fully taxable to the sharehoiders of the corpora-
tion. The dividends received deduction is not to be available with
respect to these distributions and, in addition, the distributions are to
be treated as U.S. source income (since they are not attributable to
qualified export receipts) and thus will not have foreign tax credit
consequences.

The first distribution rule is designed to apply in those cases where
a corporation comes relatively close to satisfying the fros.s receipts or
assots tost (and does not come under the second distribution rule
described below). This rule applies only if at least 70 percent of the
co%mmtion’s’ gross receipts for the year are qualified export receipts
and at least 70 percens of the assats held by the corporation on the
last day of each month of the year are qualified export assets. For this
gurpose qualified e:g)ort assets are taken into account at their adjusted

asis and nonqualified assets at their fair market value. Where these
conditions are satisfied a corporation will be treated as having satis-
fied the gross receipts and the assets test for the taxable year, if it
makes a distribution of the appropriate amount within 814 months
after the close of the taxable year. ) L.

The second distribution rule is designed to deal with the situation
where there is ressonable cause for & corporation’s failure to meet
the gross receipts or assets test. Where there is a reasonable.cause,
the required distribution may be made whether or not less than 70
percent of the corporation’s gross receipts or assets were qualified.

In addition, in this situation, the corporation is not required to make
the distribution within the 834 months after the end of the year, as
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(c) qu:lzi)tions and special rules (sec. 402 of the bill and sec. 993 of the
code
Qualified export receipls.—As previously discussed, for a corpora-
tion to qualify as a DI§C 95 percent of its gross receipts must consist
of receipts which are considered to be export related—i.e., qualified
export receipts. The bill specifies that the following are qualified
export receipts—

(1) Receipts from the sale of export property (as discussed
subsequently, this generally means property such as inventory
manufactured or produced in the United States) which is sold
for direct use, consumption or disposition outside the United
States or to an unrelated DISC for such a purpose. (Thus, a
sale of property to an American manufactirer for incorporation
in a product to be exported would not be considered for this
purpose as an export sale.)

(2) Receipts from the leasing (including subleasing) or rental
of export Kro erty for use by the lessee outside of the United -
States. (Whether leased property satisfies the usage test is to be
determined on a year-by-year basis. Thus, the receipts on a lease
of export property might qualify in some years and not in other

ears dopending on the lessce’s usage of the property in the years
involved.) However, a de minimis use of the property in the
United States is permissible. :

(3) Receipts from services rendered in connection with a quali-
fied expert sale, lease or rentel transaction if the services are
related and subsidiary to the basic export transaction. In general,
a secrvice is related to a sale, lease or rental if it iz of the type
customarily and usually furnished with that type of transaction
in the trade or business in which the transaction arose and the
contract to furnish these services is connected with the sale,
leaso or rental. A service is subsidiary if it is of less importsace
and value as compared to the sale or lease. (Transportailion
services or services related to the installation or maintenance of
export property would generally qualify as related and subsidiary
to the sale, etc.) 2

Si) Gains from the sale of qualified export assets (i.e., plant
and equipment used in the corporation’s sxport business but not
inventory). ,

(5) Dividends (and amounts considered as distributed under
subpart K) from a related foreign export corporation (generaslly
a forf)i gc selling subsidiary of the corporation seeking to qualify
8RS & ).

(6) Interest on obligations which are.qualified export assets,
such as accounts recoivable arising in connection with qualified
oxport sale, lease or rental transactions, and obligations issued or
insured by the Export-Import Bank. _

(7) Receipts from managemont services provided for other
DISC’s (in most cases a saries of small DISC’s) to aid those
DISC'’s in deriving qualified export receipts. (These would in-
clude the various mxmagltgxgl), staffing, and operational services

¥

necessary to operate 8 D

2 For example, 1 & corporetion seils a business niachine which ia axport and coutracts to sarvies
wm%.%h;mmgﬁ%@mﬁww nmm&i:ueormtbu
froa 1o S3rvioss are vt qualified xport teaipta $ince such secviced re Dot nmwlthrm‘




(8) Receipts from engineering or architectural services on
foreign construction projects which either are located abroad or
proposed for location abroad. These services would inciude design,
engineering and construction supervision. They would not in-
clude the provision of technical assistance or know-how or
services connected with the exploration for oil.?

To limit the application of the deferred tax treatment provided by
the bill to situations which in fact involve export transactions, receipts
from six types of transactions, not really export transactions, are
excluded from the category of qualified export receipts. These inciude,
first, receipts from the sale of agricultural products under the P.L. 480
program and, secend, receipts from direct or indirect sales or rentals
to the United States Government. An example of an indirect sale to
the United States Government resulting in a nonqualified receipt
would be a sale of products to a foreign wholesaler who it is known in
turn resells the products to the United States Army in the foreign
country.

A third category of excluded receipts are those arising from the sale
or rental of property for ultimate use in the United States. Generally,

roperty is to ke considered sold or rented for ultimate use in the

nited States either if it is sold (or otherwise transferred) to a related

erson who uses ur tesells the property (whether or not incorporated
intc other property) in the Unitccl! States or, in the case of a sale to
an unrelated person, if the sale is pursuant to an agreement or under-
standing that the property will be used in (or resold for use in) the
United States or iy a reasonable person would have known that the
%roperty would be used in (or resold for use in) the United States.

or example, if property were sold to a foreign wholesaler and it was
known in trade circles that the wholesaler, to an appreciable extent,
supplied the U.S. retail merket, the sale would not be a qualified
export sale. _

A fourth type of receipts which does not qualify are receipts from
aother member of the same controlled group of corporations as the
rec{i];}ient corporation where the corporation involved is itself a DISC.
A fifth type of transaction which does not qualify is the rental or
licensing of intangibles (other than films, tapes, or records for com-
mercial motion pictures, radio or television broadcasting or to provide
background music which d(ilgualify for use outside the United States).
A final category of nonqualified receipts is receipts arisin% from serv-
ices previded in connection with any sale, leaso or rental which itself is
excluded in any of the above descrzbed categories.

Qualified ezport assets.—As previously indicsted, 95 percent of a
corporation’s assets must be export related if the corperation wishes to
qualify as a DISC. The types of assets classified as qualified export
asasts are— ' .

(1) export property (i.e., inventory mesting certain tests
described below);

3 Exsmplos of services that qualily under this provision are asshitoctars] secvices i connection with the
2 or civil

of engineering services in convectior with the erection of & public project such as
m'ﬂm : dorived from these services are quajified ex reozipts whether or not they ars re«
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(2) facilities primarily for the sale, rental, storage, handling,
transportation, packaging, assembly or servicing of export
property,

(3) accounts receivable and evidences of indebtedness of the
corporation (or if the corporation acts as agent, the principal)
held by the corporation wf)ich arose in connection with qualified
export sale, lease or rental transactions (including related and
subsidiary services) by the corporation;

(4) money and temporary investments, such as bank deposits
needed for the working capital requirements of the cor;)oration;

(6) obl‘i:fations arising 1n connection with producer’s loans (as
defined below, generally loans of the DISC’s profits to its parent
company or other U.S. export manufacturer);

(6) stock or securities of a related foreign export corporation;

(7) obliﬁations issued, guaranteed or insured (including rein-
sirance) Xssthe Export-Import Bank or the Foreign Credit
Insurance Association (such as, interest participation certificates
and certificates of beneficial ownershipg) if the obligations are
acquired from the Bank or Association or from the person selling
the goods or services giving rise to the obligations;

(8) obligations of a domest:¢ corporation organized solely to
finance sales of export property under an agreement with the
ll‘;‘xmrt-hgport Bank, where the loans are guaranteed by that

ank; an

(8) amounts deposited in banks at the end of its taxable year
but which are in excess of the working capital needs of the corpora-
tion which are invested in qualified export assets within a specified

riod of time after the end of the taxable year.

Where a DISC performs assembly operations in connection with the
oxport property which it sells, the facilities used for this purpose are to
constitute qualified export assets if the operations represent assembly
opserations but not if they constitute manufacturing. Generelly, if the
property sold by the DISC is substantially transformed by it prior to
sale, the progerty is to be troated as having been manufactured by the
DISC. In addition, a DISC generally is to be considered as having
manufactured property which it cells, if the operations performed by
" the DISC in connection with that p.operty are substantial in nature
and are generally considered to constitute the manufacture, produc-
tion, or construction of property. Operations performed by a DISC
will be considered to be manufacturing if the value added to the pro-
duct sold by reason of the operations of the DISC accounts for 20
percent or more of the total cost of goods sold.

As indicated above, bank deposits of & DISC which are in excess of
its working capital needs are to be considered as qualified export assats
if the funds are invested in other qualified export assets within a
specified period of time. This provision is designed to allow a DISU
some flexability in its operations, for example, in the case where it
receives a repayment of & producer’s loan or & substantial income item
in the latter part of its taxable year and does not have sufficient. time
in which to convert the amount into a qualified export asset prior to
the end of the year. In such a case the excess cash on hand at the end
of the taxable year in the form of bank or similar deposits is to be
considered a qualified export asset as of that time, if the following test
is met: By the last day of the sixth, seventh, and eighth months after



the end of the year, the DISC has increased the amount of its other
types of quslified export assets to a level which is at least 95 percent
of the amount of the total assets it held on the last day of that year.
In other words, it is not required that there be a tracing of the excess
bank deposits intv specific qualified export assets. Rather, if by the
last days of the three months mentioned, the level of the DISC’s other
types of qualified assets has incrc. sed to the point where the DISC
would have satisfied the 95 percent assets test, if it had held those
assets on the last day of the taxable year in question, then the excess
bank deposits are to be considered as qualified export assets on the lsst
day of the year in question.

zport proﬁerty.——Generally the principal function of a DISC
will be the selling, leasing or renting of export property for use outside
the United States. The tﬁpe of property which 18 considered export
property is progrt.y which—

a) has been manufactured, produced, grown or extracted in
the United States by someone othor than a DISC;

(2) is held by the DISC primarily for sale, lease, or rental in the
ordinary course of business for use, consumption or disposition
outside the United States, or whick is held by the DISC for sale,
lease or rental to another DISC for such a purpose; and

(3) not more than 50 percent of the fair market value of which
is attributable to imported articles.

As discussed previously, 8 DISC msy perform assembly operations
in connection with the products which it sells. It may not, however,
engsge in manufscturing or construction activities with respect to
those products. If the activities performed by a DISC in connection
with tge products represent the manufacture of groperty, then the
?roducts will not be considered export gopert‘y and the gross receipts
rom the sale of the products will not be qualified recsipts. .

In determining whether property which is sold to sxnother DISC is
sold for direct use, consumption or disposition outside the United
States,: the fact that the purchasing DISC holds the property in
inventory prior to the time it sells it for use, etc., outside the United
States will not affect the charactérization of the property as export

roperty. ‘

P Ige determining whether-a product has a sufficient amount of U.S.
components so as to be eligible for classification as export property,
any foreign components imported info the United States and incor-
porated in the product are to b¢ taken into account at their fair
market value upon importation (i.e., at what would be their full
dutiable value in the absence of any special provisions in the tariff
laws which result in & lower dutiable value). For example, the fact
that imnarted foreign goods contain some U.S. components, which
reduces the value upon which duty is awsessed upon importaiion, is
riot to be taken into accoynt in datermining the amount of the value
‘which the img»rted property contributes to the property which is to
be exported. In other words, in these cases, even though. the imported
article has some U.S. content, it is to be treated as if it were 100
percent foreign content. o . )

It is contemp{l}swd that the customs invoice on the importation of

goods info the United States would be used in evid the value
- of the 'imported goods for i;mrposos of this test. When & U.S. manu-
facturer sold goods with foreign compenents to & DISC, it would
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furnish a certificate to the DISC regar.ding the amount of the foreign
content in the product which would bs based on the information on
the customs invoice forms.

Although the foreign content test generaily is to be applied on an
article-by-article basis, it would be permissible to apply the test on
& mass account basis where the goods taken into account for this
puwose are essentially identical. ¢

here a category of property is not in sufficient supplg to meet the
demands of the domestic economy, even though it would be considered
export gx‘;operty under the requirements discussed above, your com-
mittee believes it would be inappropriate to make the tax deferral
provided by the bill available. In such cases there is no reason to
encourage exports. In view of this, the bill provides the President with
authority to exclude from the cate%?ry of export property any property
which he determines is not in sufficient supply to meet the require-
ments of the domestic economy. If the President makes a determina-
tion of this nature by the issuance of an Executive Order, the property
involved will not be treated as export property during the period for
which the President determines and designates it to be in short supply.

The bill also contains Sud)ron'sion designed to prevent U.S. corpora-
tions from using a DISC to convert substantial amounts of what
otherwise would be manufacturing or operational, as distinct from
selling, income into tax deferred income. This could occur if property,
which otherwise would be used outside of the United States in the
parent’s operations, were soldslg the parent to a DISC subsidiary and
then rented back from the DISC, since this would permit taxable oper-
ational profits to be converted into tax-deferred rental income. To pre-
vent this result, the bill provides that any property leased to a corpora-
tion which is a member of the same group of controlled corporations as
the DISC is not to be considered export property in the hands of the
DISC, For this purpose, it does not matter whether the related
corporation leases the Yro rty directly from the DISC or indirectly
from a lessee of the DISC. In either case, the property is not to be
considered export property. . . :

Producer’s loans.—As indicated previously, a DISC is to be per-
mitted to loan its tax deferred %oﬁts back to its parent manu-
facturing company (or any other U.S. export manufact corpo-
ration), generally, as long as the cumulative amount loaned to any
one borrower does not exceed the amount of the borrower’s assets
considered as bemg related to its export sales, This in essence is the
same proportion of the borrower’s assets that its export sales are of
its total sales. These loans—termed ‘‘producer’s loans”’—are to con-
stitute qualified export assets of a.DISC and the interest arising on
the loans is to represent a qualified export receipt of a DISC.

For a loan of a DISC's tax deferred profits to constitute a pro-
ducer’s loan, the loan must be mads to a borrower who js eggaged in
the manufacturing, production, growing, or extraction of export
property in the United States aand at the time the loan is made it
must be designated as a producer’s loan. In addition, the loan must

A Where identical somponents ol domastic and forelgn source are used interchengeably, the Ymitation on
Soreign content §s 1o be anptied oa a substitution basis as in the sade =1 the rulet relating 1o drawback .s0-
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be evidenced by & note (or some other evidence of indebtedness) and
must have a stated maturity of not more than 15 years. If a loan
which qualifies as a8 producer’s loan is not collected by the DISC
when it matures or is extended at maturity for a period which does
not have a fixed time limit, the loan is to cease to qualify as a pro-
ducer’s loan at its original maturity.

To qualify as a producer’s loan, a loan must ba made out of the
DISC'’s tax deferred profits—its accumulated DISC income. A ioan
is to be considered as made out of accumulated DISC income if at
the beginning of the month in which the loan is made, the amount of
the loan, when added to the unpaid balance of all other producer’s
loans previously made by the DISC, does riot exceed the DISC'’s
accumulated DISC income.

As indicated above, a limitation is placed on the amount of a
DISC’s tax deferred profits which may be loaned to any one borrower,
which in general is the amount of the borrower's assets iceated as
export related. To the extent a loan exceeds the borrower’s limitation,
it is not to be considered & producer’s loan. Whether a loan of a
DISC’s tax deferred profits to a borrower is within the borrower's
limitation is to be tested at the time the loan is made by adding the
amount of the loan to the unpaid balance of all other producer’s ?oans
of the borrower outstending at that time and comparing this amount
to the borrower’s limitation.

The limitation imposed on the amount of loans which a borrower
may receive during a taxable year of the borrower is to be determined
by applying the percentage, which the borrower’s qualified export
receipts arising from its sale of export property during the three prior
taxable years 1s of its aggregate gross receipts from the sale of inven-
tory property during that period, to the total of the borrower’s assets
taken into account for this purpose. In no event, however, are the
receipts of a taxable year beginning before 1971 to be taken into
account in determining this percentage.

There are three categories of a borrower’s assets which are taken
into account in determining this limitation for & year: (1) the amount
of the borrower’s investment in plant, machinery, equipment and
supporting production facilities in the United States as of the begin-
ning of its taxable year (taken into account at its adjusted basis al
that time); (2) the amount of the borrower’s inventory at the b%n'
ning of the taxable year (taken into account in the manner in which
the borrower normally values its inventory); and (3) the aggregate
of the borrower’s research and experimental expenditures in_the
United States during all preceding years of the borrower which
began after 1970. .

If a loan of a DISC’s accumulated DISC income qualifies as s
producer’s loan under the requirements and limitations described
above at the time when the loin is initially made, it is to remain s
producer’s loan until its maturity. If at its maturity the borrower’s
limitation is sufficient to permit a new loan in the amount of the old
loan, then the old producer’s loan could be renewed for an additional
stated period of-up to 15 years and then would qushfﬁr ss & producer’s
loan for that period: The fact that a borrower’s sliowsble level of
producer’s loans decreases after the time it received a particular
producer’s loan does not affect the qualified status of that loan. On
~ the other hand, a loan which does not qualify as a producer’s loan
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at the time it is made does not subsequently become a producer’s
loan by reason of an increase in the borrower's limitation.

Where a borrower is & member of a controlled grou;)) of corporations,
the limitation may be determined at the borrower’s election by taking
into account the export sales and export-related assets of the group
onIS'u()Jx')pora.tions (other than any member of the group which is a

Related foreign export corporations.—To take account of the fact
that a DISC may find it helpful or even necessary in conducting
its exporting business to have certain types of foreign investments,
the bill provides that a DISC is to be permitted to own stock or
securities in three types of foreign corporations. In other words, stock
or securities of this type are to be qualified export assets and_ the
dividends or interest arising on the investment are to be qualified
export receipts.

he three types of foreign corporations in which a DISC may own
stock or securities are—

(1) a foreign internativial sales corporation (or FISC), which
in essence is a foreign selling arm of the DISC principally engaged
in marketing export property; .

(2) a property holding company, which in general is a
foresign company that holds title to real property used by the
DISC which the DISC cannot own directly because of the re-
quirements of the applicable foreign law; and

(3) an associated foreign corporation, which generally is a
foreign customer of the DISC in which it must invest as a means
of extending to the customer the export credit which is needed
to effect the export sale or sales.

For a foreign corporation to qualify as a FISC, more than 50 per-
cent of its voting power must be directly owned by the DISC and 95

rcent of its groes receipts and assets must be related to U.S. exports.
flor this purpose, the foreign corporation’s U.S. export-related receipts
consist only of its gross receipts from qualified export sale, lease, or
rental transactions and reiated and subsidiary services, and receipts
from the sale of other qualified export assets. The corporation’s
export-related assets consist only of its inventory of export property,
its facilities for the sale, lease, rental, assembly, etc., of export property,
its accounts receivable which arise by reason of qualiﬁe«ﬂxport sales,
leases, rontals, or related and subsidiary services, and its working
capital related to its export business and represented by money, ban
deposits, and other similar investments. .

‘A real property holding company is a foreign corporation in which a
DISC directly owns more than 50 g)ercent of the voting power and the
exclusive function of which is to hold resl property for the exclusive
use of the DISC. The real property may be used by the DISC under a
lease or other type of arrangement.

For a foreign corporation to qualify as an associated foreign corpo-
ration, the DISC's ownership of stock or securities in the forexg:n corpo-
ration must be reasonably in furtherance of transactions which pro-
duce qualified et receipts for the DISC (8s determined under
regulations prescribed by thé Secretary of the Treasury).? In addifion,
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for a foreign corporation to qualify as an associated foreign corporation,
the portion of its voting power which is owned either by the DiST or by
a controlled group of corporations which includes the DISC must be
less than 10 percent. In determining the amount of voting power in the
foreign corporation which is owned by the DISC or centrolled group
for i? purpose, the attribution rules of section 1563 (d) and (e} are
to apply.

Gross receipts.—The bill provides that the term gross receipts
means in the case of sales, leases or rentals of inventory, the total
receipts arising on the sale, lease or rental. In the case of other types
of transactions, gross receipts is to include only the 5 income
arising on the transaction. For example, in the cese c¢i n sale by a
DISC of an export-related asset (other than inventory), the gross
receipts arising on the sale would be the gain realized.

To make the treatment of sales (leases or rentals) which the DISC
makes on a commission basis comparable to the treatment of sales
(leases or rentals) by the DISC of property which it has purchased.
it is provided that in the case of & commission sale, the DISC’s gross
receipts are to be the gross receipts on the sale (lease or rental) of the
property to which the commission relates, rather than just the amount
of the commission. The time when the receipts on a commission sale
(lease or renial) arise is to be determined under the commission
arrangement and the accounting method otherwise empslﬂ'ed by the
DISC. For example, in the case of a deferred payment sale, if under
the DISC’'s accounting method it would be considered as having
received the entire commission in the year of sale, then the entire
amount of gross receipts to which the commission relates is to be con-
sidered @s received in that yeer, even though actual payment is not
made until subsequent years. On the other hand, if under the DISC’s
method of accounting, 1t would be considered as having received the
commission only as the payments for the property sold were received
in future years, then the gross receipts on the sale are to be considered
as received in each subsequent; year to the extent they relate to the
commission which the DISC is considered as receiving in that year.

United States defined—The bill provides that for purposes of the
new DISC provisions, the term United States is to include goases—
sions of the United States. In ¢ther words, for this purpose, the United
States includes Puerto Rico, American Samoa, Guam and the Virgin
Islands. As a result, property “exported” to U.S. posssssinns is not to
be considered as export property and a related foreign export corpora-
tion may not be organized in a possession. On the other hand, property
imported inte thie United States from a U.S. possession, whieh is sub-
sequently incorporated in property to be exported, is not te be
considered a foreiqn item in determining the foreign content of the
_property exported.

@ me?ﬁoiaynda(m‘ 402 of the bill and secc. 994 of the

Under the intercompany pricing rules of present iaw, a sale to &
related person generally must be made on an arm’s length basis (i.e.,
the price charged the related person musy be essentially the same as
that which would be charged an unrelated third person). As indicated
in s previous section of this report, your commiftee believes it is
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desirable to avoid the complexities of the present pricing rules in the
case of sales by a domestic parent corporation (or other entity con-
sidered relnted under section 482) to a DISC and also to provide
encouragement for the operation of DISC’s. In view of this, your
committee has provided two pricing rules which may be used in
determining the permissible profits—although in excess of profit under
arm’s length rules and regardless of the sales price actually charged—
which a DISC may earn on products which it purchases from a related
company and then resells for export. Of course, in any case where the
arm’s length pricing rule would ellow a greater allocation of profit to
the DISC than would the new rules, that rule will continue to be
ap%!icabie.

nder the first of the two new rules, & DISC may earn that portion
of the combined income arising on the sale by a DISC of export
property purchased from a related person which does not exceed
4 percent of the qualified export receipts from the sale, ;flus 10 percent
of the DISC’s ex[t)lortz promotion expenses attributable to the sale.
Income may not, however, be allocated to the DISC under this (or
the second) rule to the extent it would result in the related person
who sold the products to the DISC incurring a loss on the sale.?

Under the sccond pricing rule provided by the bill, a DISC ma
esin up to 50 percent of the combined taxable income of the DI
and the related person arising from the sale of the property, plus an
additional amount equal to 10 percent of the DISC’s export promo-
tion expenses attributable to the sale. For this rule, the combined
taxable income from the sale of the e:lport. property is to be determined
by deducting from the DISC’s qualified export receipts the related
person’s cost of goods sold determined on the same basis as the related
person uses in the case of sales to unrelated persons. Other expenses
attributable both to the DISC and the related person would be
aliocated between the sales of the DISC and the related person on
the basis of the net sales from each of these sources.®

Although both of the pricing rules provided by :“= bill gener.lly
are to be agplied on a product-by-product basis, the rules may be
applied on the basis of product lines.

Vhere a DISC is attempting to establish a market abroad, or
secking to maintain a market abroad, for exports, the Secretary of the
Treasury may prescribe by regulations special rules governing the
allocation of expenses incurred on the sale of the export x‘opert?r for
p of determining the combined taxable income of the related
person and the DISC. It is expected that in the appropriate cases
the regulations will allow, for purposes of applying the second pricing

T The oan be Wostrated by & DISC which sold export property it purchased
thwmhl and aw 4 x attributable to that sale of $10. In
this cae, thete tethe DIBC part ol thé com| taxsbls inconie arisiog with respeet
to the export propert mm«mmdnwpauwmam Thia profit element
ol g uwnd‘:nn of 310 indionte the of the to the DISC
inthis cane btﬂ(l.lghmnu.d and the $3of DIBC ). If the combined
13 S (e propecty and the apy “‘.2...""“’“«?..-" “'::?J.’ﬁ.??n%"‘w:tw‘“ s Dae DIEC wees oty

-omgum 10 the DIBC on the sale may exooed $4.



rule, the combined taxable income on the sale of export property to
reflect a profit equal to that which the DISC and a related party would
earn if they took into account only the marginal costs of producing
the property. The production expenses not considered marginal costs
in this case would, of course, be allocable to the production of the
reiated party which is not sold to the DISC.

These rules do not apply to sales to a DISC by a person who is
not a related Berson (within the meaning of sec. 482), nor do they apply
to sales by a DISC to another person. As a result, sales by a DISC to a
foreign person will be subject to the regular pricing rules (sec. 482).
This will insure that income is not diverted to foreign subsidiaries by
undérpricing on sales by a DISC to foreign affiliates.

The bill also provides that the Secretary of the Treasury may
prescribe by regulations intercompany pricing rules, consistent
with those provided by the bill, in the case of export transactions
where the DISC does not take title to the property, but instead,
acts as commission agent for the sale, or is a lessee of the property
which it then subleases to its customers.

As indicated above, a DISC under either of the pricing rules may
earn additional profit on the sale of export property purchased from
a related person equal to 10 percent gP the DISC export promotion
expenses attributable to the sale. This rule is designed to encoursge
the transfer of a greater amount of selling functions and activities to
DISC’s. Fo‘x:dpurposes of this rule, export promotion expenses include
a DISC’s ordinary and necessar% expenses peid or incurred to obtain
the qualified export receipts. These expenses include advertising,
salaries, rentals, sales commissions, warehousing and other selling
expenses. They do not, however, include income taxes or any expenses
which do not further the distribution or sale of export property
for use or cousumption abroad.

3. TREATMENT OF DISTRIBUTIONS TO SHAREHOLDERS

(@) Tazation of DISC income to shareholders (sec. 402 of the bill and
see. 995 of the code) :

This I%r(c})vision deals with the basic rules for taxing the shareholders
of a DISC. In general, it provides that shareholders are to be taxed
on the income of the DISC when it is actually distributed. There also
is income taxed to the shareholders even though not distributed:
these are referred to as “deemed distributions.” In addition, the
shareholders may be taxed on the DISC income when they sell the
stock of a DISC. ) —

There. are twe types of deemed distributions taxed to the share-
holders when the jncome is earned even though not distributed. The
first type of deemed distributions is income esrned by the DISC
but not classified as DISC income, since it does not arise from: sxport
activities. This is interest income derived from producer’s leaus, ana
certain gain realized by a DISC on property iransferred to it in &
transaction where gain was not recognized. Treating these types of
income #s deenied distributions has the effect of denying them tax
deferral ]trea};{ment———which is appropriate sinca the income is not

rtrelated. . ' '

The second type of deemed distxibution arises in situations where
a corporation no longer qualifies as a. DISC--because the corporation
terminstes its election or fails to meet the qualification requirements
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with respect to any year. In these cases, the DISC income on which
tax has previously been deferred is deemed distributed, generally in
equa] installmente over 10 years (or such shorter period of time as the
corporation was a DISC). The intent of this is to terminate tax deferral
when a corporation no Jonger qualifies a4 a8 DISC.

A third category of income is also taxed to the shareholders of
a DISC. This is income which arises when a shareholder disposes of
stock in a corporation with tax deferred DISC income. Under usual

"rules he would be treated as having a capital gain in such a case to
the extent the amount he receives exceeds his cost or other basis in
the stock. However, in this case, since the tax on the DISC income
has been deferred, the value of the stock at the time of sale refiects
this tax deferred income. To prevent this tax deferred income from
being converted into capital gain in these cases, the bill provides that
this gain is to be classified as ordinary income to the extent of the tax
deferred DISC income attributable to the stock. Similarly, where
stock in a corporation which is, or was, a DISC is disposed of in a
transaction in which the existence of the corporation is terminated,
gain is to be recognized (even though it woulmtherwise be tax free)
and the gain is to be ordinary income to the extent of the tax deferred
DISC income attributable to the stock.

General rule—The income of a DISC iz to be taxed to its
shareholders when it is actually distributed, deeméd distributed, or
in effect realized by a sharcholder through a transaction such as a
sale of his stock at a gain which reflects the accumulated income.

Deemed distributions in qualified years—Although the bill gen-
erally provides for the deferral of tax on the profits of & DISC until
an actual distribution is made, in the case of two types of income
received by a DISC, tax is impesed »urrently. The current taxation
is accomplished, however, not by taxing the income to the DISC
but rather by taxing it to the sharcholders of the DISC as if the
income had been distributed to them. These deemed distributions
for a year, however, are not to exceed the DISC's earnings and
profits for the year. When amounts which are deemed distributed
to & DISC’s shareholders are actually distributed to them, the actual
distributions are to be tax free. .

First, each shareholder of a DISC is deemed to receive an annnal
distribution equal to his pro rata share (based upon his ownership of
DISC stock) of the gross interest income received by the DISC on its
producer’s loans. : .

Second, a DISC’s shareholders are to be deemed to have received a
pro rata distribution upon the sale by the DISC of depreciable or
other property (other than inventory) which it received in a tax-
free transaction. The distribution in this case is equal to the amount
of the gain realized by the DISC, but only to the extent there would
have bean ordinary Income if the &raperty had been sold by the

rson who transferred it to the D at tho time of the transfer.

his rule basically is designed to prevent the transfer of depreciable
?ropert. te & DI%C in a transaction in which gair is not recognized
ollowed by the sale by the DISC of the property. In the absence
of this rale, the DISC would nnt bé taxed on the sale and the.de-

preciation recapturs effeci, (as provided for in sections 1245 and 1250),

which would give rise to ordinary income treatment if the sale had
boen made by the transferor, would be avoided. - : :
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This latter deemed distribution rule is to apply where property is
contributed to a DISC as a contribution to cepital and also in the case
of other nonrecognition exchanges.® In addition, if a transferor recog-
nizes any gain as the result of the transfer of property to a DISC
(due, for example, to the receipt of “boot” in a section 351 exchange),
that recognized gain is to be taken into consideration in determining
the amount of the deemed distribution resulting from the sale by the
DISC of the transferred property.!?

As indicated subsequently, deemed distributions in qualified years
(interest on producer’s loans and the ordinary income portion of the
gain on the sale of property transferred to a DISC in a nonrec:gni—
tion exchange) are not to be eligible for the dividends received deduc-
tion since the income will not have been taxed to the DISC. These
deemed distributions to a DISC’s shareholders are to be treaied as
received by the shareholders on the last day of the taxable year of the
DISC in which the income in question was derived (according to the
DISC’s method of accounting).

Deemed  distributions upon termination or disqualification.—The
deferral of tax on & DISC’s income provided by the bill cortinues as
long as the cogoration is a DISC. However, when the corporation
terminates its DISC election or fails to qualify as 2 DISC, the bill
provides that its accumulated DISC income (its earnings and profits
accumulated while it was a DISC) are to be deerned distributed pro
rata to its shareholders.

Following termination or disquaslification each shareholder is
deemed to receive a distribution equal to his pro rata share of the
DISC income of the corporation accumulated during the immediately
precéding consecutive years for which the corporation was a DISC.

Té avoid the taxation in one year of income accumulated over a
period of years, the bill provides that amounts deemed distributed
to the shareholders of a DISC which terminates its election or dis-
qualifiss are to bo treated as received in equal installments over a
10-year period beginning with the year following the year of termina~
tion or disquelification. If the number of consecutive years during
which the corporation qualified as & DISC immediately prior to the
termination or disquslification was Jess than 10, then the deemed dis-
tributionsare to be treated as received over thatsmallernumber of years.
Thes= deemend distributions are considered received by the sharcholders
on the last day of the corporation’s taxable-year in which they are
deemed made. For examplo, if & corporation qualifies as a DISC for
the taxable years 1972 through 1975, but disqualifies in 1976, its
shareholders are to treat their deemed distribution as received in
equal installments on the last day of the four taxable years of the
corporation beginning with the year 1977,

e, 8, aing ¢ ooat of $159,000
* ¥or example, sspume s U.8 Wmuk&dﬂs ° equipment a snoridm:!“ of

B Por exampls, if with ac sdjusted basls to the transferor of 980 and » faic market
valon ot $100 & Eoanetorred ton IOTRE o eobarns siock and “boot” 1 te Amout of $9, Lhe subesquant
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Deemed distributions upon termination or disqualification are to
continue and are to be included in income by the shareholders ¢ven
though the corporation subsequently requalifies as a DISC. For
example, if the corporation in the above illustration requalifies as a
DISC for the calendar year 1877, this is not to affect the deemed
distributions occurring as a result of the prior termination or dis-
qualification.

If during the period the DISC income is being deemed distributed,
an actual distribution of that DISC income is made, it is to first reduce
the last installment of the deemed distributions, and then the pre-
ceding installments in reverse order.!' If deemed distributions- are
being received for two or more disqualifications, an actual distribution
affects the deemed distribution resulting from the earlier disqualifi-
cation first. _

Deemed distributions resulting from disqualification or termination

are includible in a shareholder's income only while he continues to
hold stock in the corporation. In.other words, if the shareholder
disposes of his stock, the distributions after the disposition will be
deemed received by the shareholder’s successor in interest, rather
than the shareholder. As discussed subsequently, the disposition itseif
may result in the texation of the DISC income to the shareholder
and also render future deerned distributions to his successor in interest
nontaxable. '
" QGain on the disposition of DISC stock.—Your committee’s bill
provides that when stock in a DISC (or former DISC) is disposed of
in either of two types of transactions, the disposing sharehoider is to
be taxed on his share of the accumulated DISC income, generally to
the extent of the gain realized on the disposition. The amount attribut-
able to the DISC income is to be treated as ordinary income.

The first type of transaction covered by this provision is one in
which the shareholder disposes of his stock in & DISC (or former
DISC) where gain is recognized. The second type is a nonrecognition
ol gain transaction (such as a parent-subsidiary liquidation) in which
the DISC (or former DISC) ceases to exist as a separate ccerporate
entity. In these cases, the shareholder of the DISC, gy realizing gain
on the disposition of his stock in an amount which reflects the accumu-
lated DISC income is, in effect, in much the same position as if he
had actually received that income. : ‘ .

The first type of transaction—disposition of stock where gain is
recognized—includes, of course, the sale of stock of a DISC (or former
DIS%). In such a case, the gain realized by the seller is to be treated
as ordinary income to the extent of the corporation’s accumulated
DISC income attributable to the stock sold.r%‘hus, if a shareholder,
whose share of the corporation’s accumulated DISC income is $30,
solls his DISC stock, which has a basis of $50, for $100, $30 of the
realized gain of $50 is to be ireated as ordinary income. If the stock
had been sold for $70, the entire realized gain of $20 would be treated
as ordi income. In determining the accumulated DISC income
attributable to the stock disposed of, it is intended that the DISC
11 For example. asrume that as s resuit of the disq of & DISC in 1978 alter four years of

& ualifi-

TO70 0t 15800 11 the shacehorson osetvass 06 O09aotar aaibur dorio o] oob of BIE mg:-a%:gg’-
* m. ¢ m

malated during the eonsecut! e dlogoall ‘ ibution s
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income for the year of disposition, although determined at the close
of the DISC’s taxable year, is to be prorated over the yeer and only
that portion attributable to the period prior to the dispositionis to be
taken into account in determining the amount aitri%?ztable to the
shares disposed of.
Gifts during lifetime of DISC stock or transfers by reason of death
of DISC stock are not to result in ordinary income treatment to the
transferor since there is no gain realized on the disposition. On the
other hand, gain on the re&em tion of a shareholder’s stock by a
DISC (e.g., one that is in ecomplete termination of the sharebolder’s
interest or one that is substantially disproportionate) is to be treated
as ordinary income (rather than capital gain) to the estent of the
DISC income attributable to ths shares redeemed. Truvsactions which
preduce partial recognition, such as the transfer of DISC stock to a
corporation in exchange for stock and ‘boet,” also are within this
category. In this case, the gain recognized as a result of the receipt
of ‘“boot” is to be treated as ordinary invome to the extent of tfx)e
DISC income attributable to the transferred DISC stock.
Among the transactions within the second type which result in
ordinary income to the shareholders of a DISC are “A” or *“C”
reorganizations where the DISC ceases to exist as a separate entity.
Fcr example, if a corporation acquires the assets of a DISC in an
“A” or “CI’) ’ reorganization and the shareholde:s of the DISC exchange
their stock for stock of the acquiring corporation (with the DISC
ceasing to exist as a separate entity), the gain realized on the trans-
action by the DISC sharcholders 1s to be recognized and taxed ss
ordinary income (notwithstanding the nonrecognition treatment
otherwise accorded to these transactions) to the extent of the accumu-
lated DISC income attributable to their stock. The liquidation of a
DISC subsidiary is another example of a trensaction which falls
within the second type of transactions which results in ordinary
income treatment. Thus, if a pareut corporation liquidates its wholly
owned DISC (which would normally be entitled to nonrecognition
under section 332), gain is to be recognized aud treated as ordinary
income to the extent of the subsidiary’s accumulated DISC income.
A “B” reorganization, on the other hand, usually will not be within
the second category since the DISC usually will remain in existence.
Accordingly, the shareholders of a DISC who exchange their stock for
the stock of an -acquiring corporation in a ‘“B” reorganization wauld
be entitled to the generally applicable nronrecognition of gain treat-
ment. The acquiring corporation would step into the shoes of the for-
mer DISC shareholders and the DISC (‘Ifhe acquired corporation)
would mdintain its status as & DISC. -
* There are other types of corporate adjustments generally accorded
nonrecognition treatment in which the DISC will survive and thus
will not have orditiary income tax consgquences for the DISC share-
holders. For example, assume a DISC is “split-up” into two corporate
sntities, in a manner which would be treated as o tax-free recrganiza-
tion. Sinee the DISC survives (altheugh as two separate DISC’s), the
shareholders of the DISC who exchange their stock for stock in one of
_the two surviving corporations:(each of which will qualify as a DISC)
-will not, as-& result o?;he split-up, ba treated as having ordinary in-
wome by reason.of the DISC rw'ss, The accumitlated DISC income of

the DISC, and other attributez, will be allocated among the surviving
YL 49250 6708 .
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corporations in accordsnce with regulations promulgated by the
Treasury. In sddition, the bilt provides that a mere change in a
DISC's place of incorporstion ¢ chich would constitute a tax-free ‘‘F**
rcorganization) s not to be c.-sidered as terminating the DISC
oxistence and thux is not to {.sve “rdinary income tax consequences
for the DISC's shercholders. The vewly incorporated DISC would
amis into tho shoes of the DIS(, wedrporated in the other jurisdicition.

The ordinary income trescment provided by the bill on the dis-
position of atock m & DIZC is intended to apply only to the extent
that the recognived gaix is not, under another provision of the code,
treatod ax a dividend or as gain {rom the sale of an asset which is not a
capital asset, For example, assume thet a shareholder of a DISC
exchanges his stock in & "C" reorganization for stock of the acquiring
corporation snd receives “boot’’ which causes a portion of the share-
holder's gain to be (resated as a dividend (urider the “boot dividend”
ruls of section 356(s)(2)). The ordinary income treatment provided
by the bill is to apply to the shareholdor’s gain on the exchange of his
stock only to tho extent the gain renlived excoeds the amount treated
as a dividend under the “boot diriiend" rule,

(b) Special rules (sec. 407 of the Litl and xoc. 396 of the code)

A DISC carporation may have thrse aifferont kinds of earnings and
profits: tho €ax deforred income, callad Di¥(} incomo; income already
texod to ths sharcholders becauso of deewed distiibutions, called
spoviously taxod income; and, then earnings and profits taxable to

th the curporation and the sharcholders, called other earnings sand
profits, which woro oarned when the corporation was not in & DISC
status (at loast with respect to theso earnings). This section is largely
concernad with determining in the case of any particular distribution
which of those types of income is t6 be considered as being distributed
and how the distribution ia to be treated. ' '

Most actual distributions are considored as made first out of
pmvious!%thed incomo (to tho extent of that income), then out of
deferred DISC income (again, fo the extent of this income), and
finslly, out of other earnings and proiiis, Sinco the proviously taxeci
income hes already been taxed to the sharcholders in deemed dis-
tributions, it is considered as distributed befors the tax deferred
DISC income. While this priority apprars appropriate in the case
of moet actual distributions, it does not appear so in the case of
distributions nade to gualify for tho 85 percent gross reckipts or
asset tests. To permit theso qualifying distributions to be made out
of proviously texsd income would be inapprapriate, since these are
required because tho yeceipts or #ssets involved are xot export re-
iated. Thees distributions, therefcre, are first considered as made
out of tho delerred DISC income and, only after other earnings and
profits ure distributoed, as out of Previously taxed income. Rules also
are needed to dotermine which of thess types of oarnings and profits
ar¢ absorbed by losses. These, of course, may, or may not, arise in &
i*)ca,r in wkich a crporation is a DISC. When they arise in a non- -

ISC! year, under the regular rules they reduce other earnings and
profite. The hill, therefore, provides that losses are first to reduce
other earnings And profits, then DISC income, and only fin dy
incpme which 1ux¢ priviously been iaxed to the shureholders,

Thia section alsa contains a number of pther rules necessary to the

b

taxation of dizirilutions to shareholders. it provides, for example,
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that deemed distributions are to be taxed 1o shareholders, and for
an increase in the previously taxed income of the corporation to the
extent of these amounts taxed to the shareloldems. It provides, in
the case of deemed distributions of umounts initially considered zs
part & DISC income, for the decrease in DISC income to the extont
of the increase in the previously taxed income.

A second rule provides for the order in which distnbutions are to
be conisidered as made during the year. The first distributions made are
deemed distributions. Next in order of prierity are those made to
provide qualification for the gross receipta and ascis tests. This
maximizes the likelihood of thess being taxed to the sharehoider. Last
in order of priority are other sctual distributions.

A itird rule is necessary where ordinary income is taxed to a
sharcholder because of tho sale of stock (or in the case of & taxable
redemption of stock). As proviously indicated, an onlinary income
tax is im on tho sharcholder in such a case cornmensurate with
the portion of his gain ropresenting deferred DISC income at the
corporate levol. A rule is provided which, on an individual basis, in
effect, to the extent of the ordinary income taxed to the sharcholaer,
shifts DISC income to proviously taxed income so the successor in
interest of this stock will not bo taxed on this income again when it is
actually distributed by the corporation. In the case of the redemption
of stock, cesentially the ssmie rule spplics, except that becsuse the
payments are made by tho corporation thore is no need to transfer
an amount to previously taxed income.

A fourth rule provides for the ncceasn;{ changs in basis for stock
when a shareholder is taxed on a distribution which he does not
reccive and, subsequently, when he receives a distribution on which
he iz not taxed. In the first caso, the basis for his stock goes up, since
this is the equivalent of receiving the income and having contributed
it back to the corporation. In fhe second case, the basis of his stock
goes down, since this is the cquivalent of “a roturn of capital” from
the corporation which is not tated to the sharcholder. )

A fifth rule spells out the fact that earnings and profits consist of
three divisions: DISC income, which is all of the earninzs and profits
for the year in which a corporation is a DISC (escept intorest on
producer’s loans and certain gains arising from tax-free contributions
to the corporation); previously taxed income, which, ss its name
implies, represents the deemed distributions already taxed to the
shareholder; nnd, then, other earnings and profits which s nise in »
year or to the extent the Ichgontmn was treatsd as an ordinary
corporation rather than a DISC. , .

inally, a rule provides that where a nonreeident alien or foreign
corporation i2ceives a distribution from & DISC or has gain taxed as
ordinery income on the sele of stock; it is to bo taxed in the same
manner a5 if the individusl were a resident or domestic cosporation—
otherwise, the deferred income in such cases might escape tax entirely.
This is acconiplished by designating this income as “‘effectively con-
1slected” to the conduct of a trade or business within the United

tates. Ct '

Treatment of actual distributions—The bill provides that sctusi
distributions by a DISC (or former DISC) to shareholders ont of
earnings and profits are to be considerer as made, to the extent thereof,
first out of Yreviously taxed income, then out of accumulated DISC
income and finally cut of other earnings and profits of the corporation.
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The type of actual distribution referred to here does not include a
distribution made in order to qlgalsig as a DISC (sec. 982(c))."

Accordingly, to the extenit & DISC (or former DISC) has previously
taxed income as a resull of decmed distributions being taxed to
siinrcholders, actual distriliutions are first considered as being made
from this source (and, as subsequently indicated, to that extent are
to be excluded from the shareholder’s gross income ' and are to reduce
the basis of his DISC stock). Of course, amounts distributed out of
previously taxed income reduce the amount of previously taxed in-
come of the corporation.

To the extent a distribution to a DISC's (or former DISC’s)
sharcholders exceeds the [)revi.uusly taxed income, the distribution is
to be treated as out of the accumulated DISC income (and as sub-
sequently discussed, is not eligibla for the dividends received de-
duction, but is generally treated as foreign source income).

The priority rules provided by the bill assure that, in the case of
actual! distributions, shareholders of a DISC (or forraer DISC) will
be able to receive from the DISC amounts attributable to the deemed
distributions, on which they previously have been taxed, prior to re-
ceiving tsxable distributions. On the other hand, the rules insure
that the sharcholders must pay o tax on the DISC’s tax-deferred
Ancome before they may receive dividends from the other earnin
and profits of a corporation which are eligible for the dividends
roceived deduction.

Distributions to meet qualification requiremenis.—As previously
indicated, a corporation seeking to qualify as a DISC which has an
excess amount of nonguaiified gross receipts or nonqualified assets, is
nevertheless permitied to qualiy as a DISC if it makes a distribution
of the nonqualified amounts, Since these distributions are viewed as
consisting of nonqualified receipts or assats, it iz thought they should
be currently subject to taxation. As a result, it is necessary to provide
a different prionity rule for this type of distribution than that which
alpplias in the case of other types of actual distributiors to a DISC’s
sharcholders, .

To insure that these distributions are currently subject to taxation,
they are treuied as made, first out of accumulated DI%C income, then
out of other esrnings and profits, and finally out of previcusly taxed
income, to the extent of each of thess amounts,

Treatmint of lossex.—Tho bill provides that if a DISC (oi former
DISC) incurs & deficit in eaminﬁs and. profits as a result of s loss, the
deficit is to be ch first to the DISC’s other earnings and profits,
then to its accumulated DISC income, and finally to its previously
taxed income, to the extent of each of these types of earnings. Since
the DISC’s othar earnings and profits hara already borne tax at the
corporats lovel, the deficit is charged against those earnings and profits

n . . « .
oSS s e et ot dllins Y sl ) sl

{loweny, to the extent tha previousiy tuxed income would reduce the shareholdars hesls below sero,
capital galn {2 recogninst. , ’ ' i
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befcre it reduces the accumulated DISC income which has not yot
been subjected to tax.!

Because it is desired that cach period of qualification as a DISC be
treated segarately, and that the deemed distribution resulting from
a disqualification or termination not be diminished by a defizit in
earnings and profits occurring subsetéuent to the period of previous
qualification, the bill provides that a deficit occurring subsequent to a
period of qualification is not to be applied against the DISC income
which it has been determined is to be deemed distributed to the share-
holders as a result of disqualification or termination.!

Treatment of deemed disiributions.—Any deemed distribution to
shareholders of a DISC (or former DI is to be included in the
shareholders’ gross income as a dividend and increase the corporation’s
proviously taxed income. This treatment applies to deemed distribu-
tions during qualified years os well as deemed distributions occurring
upon the termination or disqualification of a DISC.

The amount of a deemed distribution made by a DISC’s shae-
holders, if it is a deemed distribution upon disqualitication or termina-
tion, also reduces accumulated DISC income. However, there is no
similar reduction in accumulated DISC income for amounts which
are deemed distributions during qualified years since these were
taxod currently and not initially included in accumulated DISC
income.

For example, assume an existing corporation (with tmrnin)gsa and
profits of $200) becomes a DISC effective for the year 1975. Assume
n that year, and the two following years, the corporation has DISC
}nﬁome (as of the end of the year) and deemed distributions as

ollows:

1975 9% wn
DISCIMCOME. « . .o ciceesonnsoscsnenessasssasesrencnsnmennnes $50 $10 e
Deomed distribytions (reswiting in previessty La%ed InCooM). cc..eccnacnsranaes 10 15 4

Assume further that during 1977 the DISC makes a cash distribution
to its shareholders ir the amount of $280. (As discussed below, the
bill provides that dcemed distributions sre considered to have been
.aade prior to any sctual distributions during the year.) Thus, for the
year 1977, the shareholders will be deemed to have raceived a distribuiion
of $20, which will be taxable as a dividend. Accordingly, as cf the end
of 1977, before taking the actual distribution into account, the DISC
has previously taxed income of $45 resulting from' the distributions

.
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deemed made by the corporation Curing the years in which it was a
DISC. Since the actual distribution of $280 made during 1977 is
considered to have been mede first from previously taxed income, the
shareholders will be entitled to exclude $45 of the distribution from
income, The remaining portion of the distribution ($235) is considered
to ((i:onsisﬁt of $200 of DISC income, and finally of $35 of other earnings
&£nd profits,

I’rlz?ority of distributions.—The bill provides that deemed distribu-
tions are considered to have beep made prior to actual distributions
made during the same taxable yoar. Insofar as actual distributions
are concerned, distributions to qualify the corgoration as a DISC are
considered to have besn made prior to any other actual distributions
made during the-seme taxable year.!* -

Subauﬂnnt effect of previous disposition of DISC stock.~—As discussed
above, the bill provides that a sharcholder who disposes of his stock
in & DISC (or former DISC) must, in certain instances, treat his gain
realized as ordinary income to the extent of the accumulated DISC
income attributable to the shares disposed of. Thus, to the extent of
the gain treated as ordinary income the shareholder is treated ss if
he had received an actual distribution of accumulated DISC income.
Since this ordinary income treatment arises only with respect to one
sharcholder, however, no adjustment is made at the corporate level
to the accumulated DISC income or previously taxed income of the
DISC. Adjustments at the corporate level reflect events affecting all
the sharcholders on a pro rata basis, rather than just one shareholder.

To provide appr?nate treatment in the situation where only one
shareholder is taxed on a portion of the corporation’s accumulated
DISC income by reason of a dispositics of his stock the bill provides
a special rule. Under this rule a subsequent holder of the stock is fo
have a special adjustment which, in effect, permits him to treat
the receipt of n subsequent actual distribution &er a deemed distribu-
tion cccurring as a result of the disqualification or termination of the
DISC} of accumulated DISC income as if the distribution were made
out of previously taxed income (and thus nontuxable) to the extent
gain on the previcus dispesitions of the stock was taxed as ordinary
income.” _ ’

- . N *
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This special adjustment rule continues to apply even though the
stock is again transferred to another perscu!® [t does not, however,
g)lply with respect to gain on an acquisition by a DISC or former

SC of its stock or, in the event of such an acquisition, to gain on a
transaction prior to the acquisition.

Since a redemption by a DISC of its stock is economically equivalent
to the acquisition of che DISC stock by the remaining DISC share-
holders, the bill provides in this case for a reduction in the corpora-
tion’s accumulated DISC income to the extent of the ordinary income
realized (as a result of sec. 995(c)) by the redeemed sharcholder upon
the redemption. If the redeemed shareholder was entitled to the special
adjustment rule, the corporation’s accumulated DISC income also is
to be reduced by the amcunt of the special adjustment, i.e., the
amount of the DISC income which the redeemed sharcholder rould
have received tax-free.'®

Adjustments to basis.—When a shareholder of a DISC (or forme!
DISO) is taxed on a deemed distribution of an amount which remsains
in the corporation, it is in essence as if there had been an actual distri-
bution of the amount to the shareholder followed by a contribution
by him of the amount to the corporation’s capital. In the latter case,
the basis of the shareholder’s stock in the corporstion would be in-
creased by the amount of the capital contribution. To provide the
same treatment in the case of deemed distributions, the bill provides
that the basis of a shareholder’s stock in the corporation i to be
increased by the amount taxed to him as a deemed distribution.

On the other hand, the tax-free receipt by a sharehelder of a DISC
or former DISC of an actual distribution out of previously taxed
income is the equivalent of a tax-free distribution of capital which
under normal rules would result in a reduction of the basis of his
stock. Accordingly, it is provided that the basis of the shareholder’s
stock in the DISC is to be reduced by the amount received by himn
tax free from previously taxed income (including amounts received
tax free pursuant to the-special adjustment ruie), If a distribution of
previously taxed income exceeds the basis of the shareholder’s stock,
1t is to be treated by him as {gain from the sale or exchange of pr(:;)erty.

Definitions of divisions of earnings and profits; treaiment of deemed
distributions.—The bill provides that the earnings and profits of a
DISC (or former DISC) are to be divis,ble into three separate cate-
gories.

The first division, DISC income, consists of those earnings and
profits on which tax has been deferred because of the corporation’s
classification as a DISC in the year the income was earned. Thus,
DISC income for a taxable Jear is the earnings and profits of 3 DISC

during that vear before reduction for any actual distributions made
during the yeer but after reduction for interest on producer’s loans and
;:(: f;qﬁ:."";nmgr"&ru&:w‘ nmxveém%ﬁwkup’{u‘?&s from the DISC which e t:uxkl w&a&cﬁgﬁ:{g
Ty ot e vl o 10 Pl 1reated g ovcnAey ioomoe 10 104 SCal

.W} qnln{

sellec upon the sale, $20, over the amaunt previonsly treated as I it were from seevioualy Laxest insome ($14).

mmn&aﬁgnmmw dhtribmwnbymemsé 1o the son of an anount 11p to 38 would D tresied s
roe

®» ¥or éxam 16, 2umo s DISC with $100 of secumulated DISC ineome redecme the stock of  sharshuider
:lbtge thﬁe &&de DISC mtm DISC tex-fres. In thicags

, e POCS thissngg,
tbum«l DIBC income of the corporsiion 15 to be reduead (o $45 (§100 minus $56) 48 8 resiait of the




84

the ordinary income portion of the gain on the sale cf property
previously transferred to a DISC in a nonrecognition exchange (sec.
905(b)(1)) which is deemed distributed currently to shareholders.
These latter amounts are omitted from DISC income, since they are
taxed currently to the shareholders of a DISC and, therefore, do not
represent enrnings of a DISC on which tax has been deferred. If a DISC,
because of its ownership of stock in a controlled foreign corporation,
must include any amounts in its gross income, as a result of the appli-
cation of subpart F, these amounts also are to be included in the DISC
income division of earnings and profits for the year included in the
DISC's taxable income.

In the phsse-in years, since the DISC itself is to be subject to a
partial tax liability, the corporation is not to include in the DISC
income division those earnings-ehd=profits on which the DISC itself
must pay tax. For example, assume that during the first year of its
DISC election & corporation had taxable income and earnings and
profits of $200,000. If this was a taxable year beginning in 1971, its
tax liability would be 506)ercent; of the tax liability which would be
imposed if it were not a DISC. (Its tax lisbility as a DISC, assuming
a 50-percent rate, would thus be one-half of $100,009, or $50,000.) In
computing the DISC income attributable to 1971, it would be neces-
sary, therefore, to allocate one-half of the corporation’s earnings and

rofits before tax to the DISC income division and the remaining half
reduced for the tax paid) to the division of “other earnings and
profits”. Accumilated DISC income is the aggregate of DISC in-
come for the current and all prior years reduced by actual distribu-
tions (to the extent these distributions are treated as made out of
DISC income) and deemed distributions aiiributuhle to disqualifica-
tion or termination of an election (sec. 985(b)(2)), .

The seconid division of a DISC's earnings and profits is previously
taxed income. The amounts in this division represent the total of the
amounts proviously taxed to shareholders as. deemed distributions
(under sec. 995(b)), including both. distributicns when the corporation
was and was not qualified as 8 DISC. Thus, if a shareholder is deemed
to have received a distribution as & result of the termination of a
DISC election, or the failure of the corporation tc qualifaflﬁas a DISC,
or if he received & deemed distribution related to a qualified year of
a DISC, the amount of any such deemed distribution s to increase
proviously taxed income and, ir. the case of 4 deemed distribution result-
ing from termination or disqualification, reduce accumulated DISC
1ncome. ‘

The third division of a DISC’s earnings-and profits, is referred fo as
“other a&rmngs and profits.” ‘Thiz hes reference to those earnings and
profits of & DISC which were sccumulated while the corporation was
no; taxed as & DISC (i.e., in a year prior to tho corporation’s elestion,
or subsequent to the election it it did not qualify for the year) and to
thosa earnings and profits which it earned during the phase-in period
to the extent they were taxed currently. These aré the “normsi”
esrnings and profits of a DISC which are the same as the earnings and
profits of an ordinary ¢orporation which never was a DISC. As a
result, these earninge and profits when distributed are eligible for the
dividends received deduction and are not treated as foreign source
income. : : I
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Effectively connected income.—The bill treats all actual and deemed
distributions and gains which are taxed as ordinary inceme, insofar as
shareholders of & DISC who are nonresident aliens or foreign corpora-
tions are concerned, as cffectively connected with the conduct of a
trade or business conducted through a permanent establishment by
the shareholder within the United States. The effect of this provision
is to place distrioutions from a DISC (both deemed and actual) and
gains on the disposition of DISC stock treated as ordinary income
(pursuant to soc. 995(c)) in the category of income which is subject,
to U.S. tax, when received by nonresident aliens and foreign corpora-
tions, on & net income basis and at the regular rate of tax.

(¢ Szﬁ:’t)ﬂ subchapter C rules (sec. 402 of the bill and sec. 997 of the
¢

_The amount distributed in the case of & distribution of property (as
distinet from money) to a corporate distributee usually is measured
by reference to the basis of the property distributed, rather than its
fair market value as is the case with distributions to individuals. In
addition, the ‘basis of propert-¥ received by a corporate distributeo
usually is the adjusted basis of property distributed in the hands of
the distributing corporation. (See secs. 301(b)(1)(B), and 301(d){2)).
However, since the distribution of property from a DISC, out of DISC
income or previously taxed income, is includable in the income of the
recipient in full (or, in the case of previously taxed income, has pre-
-viously been so included), without benefit of the dividends received
deduction, it is more appropriate to treat the distributions under the
same rules as apply to distributions to individuals. In this case, there
is not the possibility of two taxes as there usually is where the divi-
dends received deduction is not available and one corporation makes
a distribution to another corporation.

_ Consequently, the bill provides that the rules appli-able to distri-
butions to an individual are to apyly to distributions by a DISC to
- the extent they are out of DISC income or previously taxed income

(but not to the extent thefy are out of cuher earnings and profits where
there is the possibility of a double tax). Thus, the amount of these
distributions in property are to be measured bg' the fair market value
of tha property diricibuted and the basis of the property distdbuted -
in th> hands of thé corporate distributee is to be its fair markst value
at the time of the distribution. To the extnet that the distriliztion js
out of the otlier earnings and-profits of & DISC, the normal rules of
section 301 mito-f&pply.» :

The special rule described above, of course, has application to dis-
tributions by a former DISC to & corporate distributee, to the extent
the distribiutions are out of the corporation’s accumulsted DISC
income or previously taxed income.

4. MiscEiLANEOUS PROVISIONS ’
(a) Dividends rezeived deduction (sec. 403(a) of the bill and sec. 246(d)
f the code) . - , -

Generally, & corporation receiving a dividend from a2 demestic
corporation is-entitled fo-a deduction (usually equal to 85 percent of
the dividend) in eo;:&mﬁng its taxable incuome, This intergorporate
disidends received deductior: is designed to provent, for the most part,
s multiple taxation of eorporate earnings as they psss from one
coxporstion to snother. Sidce a DISC ix 3ot, however, subject to
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taxstion on its earnings and profits as  DISC, there is no reason to
vide for an intercorporate dividends received deduction for divi-
ends distributed to corporate sharsholders of a DISC.

As u result, the bill provides that the dividends received deduction
is not to be available to eo%ate distributees to the extent dividends
from a DISC (or former DISC) are out of accumulated DISC income,
or previously taxed income, or are a deemed distribution in a year in
which a corporation qualifies as a DISC (under sec. 895(b)(1)).

If, however, the dividend is made out of other earnings and profits,
a corporste distributee is to be entitled to a dividends received deduc-
tion 1n the samne manner and to the same extent as under the rules
lupplica.ble to a distribution from a regular corporatiocn under existing
BW.

(b) Foreign taz credit (sec. 403(b) of the bill and sec. 9501(d) of the code)

. The bill makes the foreign tax credit available to shareholders of a
DISC (or former DISC) for any foreign income taxes paid by the
corporation with respect to certain distributions (whether deemed or
actual), This is accomplished by providing that dividends from a
DISC (or former DISC) are to be.treated as dividends from a foreign
corporation to tae extent the dividends sro treated as from sources
without the United States. An amendment to the source rules (adding"
sec 861 (»)(2)(D) to the code), provides that dividends from a DIS
are to be considered to be from sources without the United States
to the extent attributable (as determined under regulations to be
prescribodz to (Baliﬁed export receipts (other than intersat from U.S.
sources) of the DISC. - ‘

By treating dividends from & DISC (or former DISC) ss from a
fox:ti&n corporation, to the extent the dividends are -attributable to
qualified rt receipts (other than United States source interest), a
corporete shareholder becomies entitled to the “deemed paid™ foreign
tax credit %ection 802 of the code) with respect to any foreign income
taxes paid by the DISC (or-former DISC). N -

The classification of dividends as from sources without. the Unitad
States (to the extent: attributable to qualified export receipts other
than United States source: interest), will zllow & shareholdéerof &
DISC to take such amounts into consideration in computing the
rhareholder’s applicable limitation on the foreign tax credit. Thus, a-
DISC sbareholder, slecting the overall limitation provided for by
section 904(a)(2), may treat dividends from & DISC, including deamed
distributions, made out of DISC income and attributable-to quslified
. export receipts (other than interest from U.S, sources), s from sources
without the United States in computing the numerator £ the fraction,
which imposes the-overall limitation on the foreign fax-credit. - -

(¢) Western Hemisphere Trade Corporatiing (sec. 403(2) of the bill and
a2p. 522 of the code) ' - ‘

Ths bill govidea that a corperation which is a-DISC for-s tavsble
year and which also would otherwise qualify as a Western Hemisphere
trads corporation for the year is not to be allowed the special Wssiern
Hemisphere trade corporation dedustion {(which ix equivalent to & 14
percentage point rate reduction) for that year. Morwover, this deduc-
tion is not to be available during tlie transition period for a corporation
eloot}x DISC treatment even though in the transition years 1t is aleo
partielly subject to the regular corporate tax. Denial of the deduction
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will insure that during this period a DISC does not receive the double
benefit of Western Hemisphere trade corporation treatment and DISC
treatment. The special deduction is available to & former DISC if it
otherwise qualifies for the deduotion. :

In addition, the bill also provides that s corporatior. may not
receive the special Western Hemisphere trade corporation treatment
for any year for which it owns stock in a DISC or former DISC. It
would be inappropriate to accord tax-deferred status to & DISC’s

rofits when earned by the DISC and, in addition, the special Western
emisphere trade corporation tax rates on those profits when they
are distributed by the DISC.

(d) Posscsszions’ corporations (sec. 403(d) of the bill and sec. 931(a) o
the code) f f

Under present law, a U.S. corporation is treated as a possessions’
corporation if most of its income is derived from a possession. A
possessions’ corporation is taxable by the United States only on
its U.S. source income. If a possessions’ corporation were aliowed
this special treatment for a taxable year in which it was a. share-
holder in a DISC or former DISC, the tax-deferred profiis of the
DISC or former DISC which were distributed or deemed distributed
to the possesaions’ corporation would be free of tax in the possessions’
corporation’s hands, since t;heY1 are not treated as U.S. sourcs income.
To prevent this result, the bill provides that the special possessions’
corporation treatment is not to be available to & corporation fer any
year in which it owns stock in a DISC or former DISC. The bill also
provides that the special treatment is not to be availabla to a corpors-
tion for any year in which it, itself, is a DISC.

()] W tax returns (sec. 408(e) of the bill and see. 1604(b) of

The bill provides that 8 DISC or former DISC may not be included
in a group of affiliated corporations electing to file a consolidated tsx
return. An affiliated group of corporations which files a consolidated
tax return, in effect, is allowed a 100 percent dividends received
deduction on dividends flowing from oneé member of the group to
another. The allowance of this treatment, like the allowance of the
general dividends received deduction, iz not compatible with the
principle that earnings of a DISC are not to be taxed in the hands
of the DISC but rather are to be taxed in the hands of its shareholders.
(9) Special rule with respect to DISC stock aﬁdredfromadecedmt

sec. 408(F) of the bill and sec. 1014(d) of )

In order to prevent the possibility of a DISC shareholder, who
receives stock of a DISC (or former DISC) from & decedent, from
eecapinﬁ taxation on the DISC income attributable to those shares
when they are disposed of by him, your committee has provided a
?fl;cedi?l basis rmla with rospect to such stock when scquired from a

ent. . .

An amendment fo the genoral basis rule relating to property
acquired from a decedent (sec. 1014) provides that the baris asciibed
stock of a DISC (or former DISC) sequired from a décedent is to be
the basis of the pro determined under the genersl rule in such
casos (fair market vaiue upon the applicable estate tax valustion date)
but reduced by the amount which would have been treated as '
income (under sec. 995(c)) lind the decadent lived and sold the D
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stock at its fair market value on the applicable estate tax valuation
date. Thus, the basis of DISC stock in the hands of an individual
acquiring such stock from a decedent is still to reflect chlggotenﬁal
taxation to such individual (as ordinary income) of the DISC income
attributable to the acquired shares. .

This rule can be illustrated by assuming that A, possessing DISC
stock with a basis of $60 in his hands, dies when the stock has a fair
merket value of $100. Assume further that A’s fiduciery elects the
date of death valuation for Fedaral estate tax purposes. If the DISC
income attributable to the inherited sharee is $30, the basis of such
stock to the le%tee (B) would be $70 (the fair market value at death
$100, reduced by the amount, $30, which would have bsen treated
as ordinary income i{ the stock had been soid by the decedent on the
date of death). Consequently