FEDERAL RESERVE BOARD
WASHINGTON

John LicKee:

These are the communications
I mentioned to you last night. Vhen
you have finished with them, please

return to the Chairman.
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This has been resd by Mr. Davis, Mr. Szymczek
and ir, scKee, but has not been seen by iir,
Ransom und dr. Broderick, who are out of towm.

E.T.
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ADDRESS OFFICIAL COMMUNICATIONS TO
THE SECRETARY OF STATE
WASHINGTON, D. C.

DEPARTMENT OF STATE
WASHINGTON

August 5, 1937

Dear Marriner;

Thank you for sending me a copy of your memorandum
to the President. I shall bring it to the Secretary's
attention.

I can appreciate the reasons why the further inflow
of foreign capital, even of investment capital, is dis-
turbing to the Federal Ressrve System. The State Depart-
ment hopes the problem can be managed without abrupt or
such far-reaching action as to disturb all of our monetary
and economic relations with other countries. The sugges-
tion made of banking legislation to increase reserve
requirements for foreign deposite combined with a very
moderate increase in the withholding rate should, if
carried through, act gsomewhat to deter prospective move-
ments. Therefore I am sorry that the Board has decided

tmt
The Honorable

Marriner S. Eccles, Chairman,

Board of Governors of the Federal Reserve Systen,

Washington, D. C.
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that the best thing to do is to let the whole matter

rest — but this is a personal judgment. A graver situa-
tion would be presented if by any chance the conflict

in ﬁhe Far East should so disturb the situation in Europe
that the creditor countries of Europe should take over
the deposits and security holdings of their nationals and
use them to buy wer sSupplies. Germany and Italy have
already done that, and I imagine Japan ic moving along
the same road. The outcome of this would be that we
should actually be the owner of all the gold over here
instead of merely the warehouse keeper of a very large
pait of it. Under any such set of circumstances, I
suppose our only alternative would be the restriction

of the export of goods abroad or the increase of our
imports from abroad. We should not want to become the
real possessor of almost all the world's gold, for I

fear there would be a grave future risk of loss in value.

Sincerely yours,

dodoenk e
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August 2, 1957,

Desr Herbert:

I want o thank you for the memo-
randas you senl se outlining your case against
the tex program for dealing with the gold pro-
blems

I am enclosing & copy of & memo-
rancdum which weni directly to the President
after I hed gome over it with ¥ayne Taylor,
®ho hed no objections to it. Considering all
the circumstances, it scems to me that the
best thing to do iz to let the whole matter
go ovor until next Jenuary.

Sincerely yours,

Honorable Herbert Feis,
Department of State,
an. D. C.

enclosure

(/ _ET:Db
A
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July 51, 19%7.

Desr Weyne:

Attached is a copy of the memno-
randum for the President which I resd to you
over the telephone.

Sincersly yours,

Honorable Wayne Taylor,
Treasury Department,
"mm’ b, €,
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ADDRESS OFFICIAL COMMURNICATIONS TO
THE SECRETARY OF STATE
WASHINGTON, D. C.

DEPARTMENT OF STATE
WASHINGTON

July 31, 1937.

Dear Marriner:

The more I turn over the subject-matter of
our discussions in regard to the taxation of non-
resident aliens, the more importance the subject
seems to acquire. Therefore I felt that I wanted
to make my views of record, and I take the liberty
of sending you herewith copies of two memoranda I
am giving Wayne Taylor this morning.

With best regards,

Sincerely yours,

theordoerd eis

The Honorable
Merriner S. Eccles, Chairman,
Board of Governors of the
Federal Reserve System,

Washington, D. C.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



July 31, 1937.

A substantial increase in the present withholding tax
on the investuents of non-resident aliens would fall most
directly on the investments of the people of those countries
with whom we have been developing the most close relation-
suips in the economic and monetary sphere, =2nd with whom
we are most closely cooperative - e.g., Great Britain,
Canada, France, “witzerland, Holland and Belgium. It would
affect the interests of many thousands of investors in
these countries whose individual holdings are small and of

. an investiment cnaracter.

Consecuently

(1) It might well affect adversely the future of the

tripartite monetary agreement. This is not only because
of the potential complaints by those affected, not only
because such action would be taken “s a sign of the inten-
tion to pursue 2n unnecessarily drastic policy, but also
vecause it would be deemed as new interference with ordi-
nary capital movements. In short, it would weaken the
sense on the part of other countries of obligation toward
the tripartite agreement.

(2) It might adversely affect the atteupts to extend

the
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the trade agreements program - particularly current nego-
tiations with the United Kingdom,

(3) It would be used to Justify action on the part of
other countries to levy unjustly heavy taxation agsinst
American investauents abrosd which totaled many billions.

The position of thies investment in many couniries le already
much Jjeopardized,

(4) It would make much less or completely end the
possibllities of getting cooperation with the tressuries
of other countries in dealing with the problem of tax

evasion, both by Americans and by non-presldent allens.

On the other hand, drastic aotlon, affecting adversely
flaportant and desirable Aserican interests, is not now nege
egsary to cope with the problems of torcign-dqpocitc and
essentially speculstive foreign operations in thic gountry,
Such orobleme can be handled by more direct means, which
have tnosag;ugggganor avolding highly undegirable collateral
effectn, It is not necessary to make reasonably effective
banking legisliation incressing reserve reculremente on
forelgn deposite,

A very small increase in the withholding rete would
indicate the concern of the Aserlcan Covernment., The 10

percent rate (which 1e in sddition to other American taxes
applied st the source) I believe alresdy corresponds %o
an incone of substantiel 2ize,

Welghing these considerations, only ametion of a very
moderate charscter would be justified; and smetion of another

character
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character might, through its direct and indirect effects,

greatly impair tine whole effort of international economic

and monetary cooperation in wnich we have been engaged.
Lastly, the line of policy indicated by our dis-

cussions with the Canadians would appear to offer a much

more satisfactory zolution in sll respects.

LA HF: LWW
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July 31, 1937.

The position in regard to the tax treaty with Canada

ie as follows:
The tax treaty with Canada would lower the with=-

aelding rate from the present 10 percent to 5 percent.

The Canadian Government has now assured us officially
that immediately upon the passage of the treaty it would be
willing to enter into continuous discussion with the Ameri-
can Government designed %o work out the revision and sup-
plementation of the treaty along the followiug lines:

(a) The fullest po=sible cooperation between the two
treasuries designed to check evasion, not only by non-
resident aliens, but by Americans using private holding
companies, etc., on a reciprocal basis.

(b) The revision of the rate whereby the low rate would
be retained for the many thousande of Canadian investors
who receive a small sum from American investors, and the
application of the same tax schedules to the larger Canadian
income receivers as thnough they were Americans - this to

be made effective through ‘reasury cooperation.

The benefits of such an arrangement would be many;
(1) Public opinion would be favorable. The thousands
of small investors would pay a =uitable rate, wiuile if they
were
Digitized for FRASER
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were taxed very heavily they would have & =ense of injus-
tice. On the other nand, the large invesiors would pay the
American scale.

(2) Government revenues would be increased by the
cneoking of evasion.

(3) A basis will be created by which we could treat
with ofher governments, thereby ending the risks of dis-
crimination and controversy in thie field.

The opportunity exists to work along the general lines
of the Canadian tax treaty to build up with other countries

a series of tax agreements winich would supplement the
tripartite monetary agreement and our trade program, and
at the same time probably produce more revenue.

The contrary course - an abrupt and substantial in-
crease in the withholding tax - would have opposite con-

seqguences.

“A: HF; LWW
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July 31, 1937.

In compliance with the request transmitted to me yesterday
by Secretary Melntyre I shall summarize briefly the situation
affecting the tax loophole legislation, the taxation of none
resident aliens and the “companion" legislation which would
grant to the Federal Reserve Board power to increase reserve
requirements on deposit balances maintained in this country by
non-resident aliens,

I shall also summarize the positions of the Treasury
Department, the Secretary of State and the Federal Reserve Beard,

The hearings of the Joint Committee on Tax Avoidance have
been concluded except for a final meeting to be held on Tuesday,
August 3rd, at 93130 A, M, At this meeting the Committee's Report
will be approved and the only unfinished business, namely, the
changes to be recommended in the tax treatment of none-resident
aliens, will be agreed upon., The Committee has been informed by
representatives of the Treasury that the changes to be recommended
by the Treasury at this Session will be sisple and that the rate
of withholding and other provisions will neither represent too

http://fraser.stlouisfed.org/
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great a variance from the existing 107 withholding rate for
individuals nor from the provisions of the Canadian tax treaty,
in particular the 57 withholding rate for individuals, Semate
action on the Canadian tax treaty has been withheld pending an
exaxination of the tax evoidance situatiomn. The Tresswry believes
that the exchange of information and the close ccoparation between
the tax suthorities of the countries envisaged by the Canadian
Treaty iteelf and the suggested supplemental working agreements
offer a useful method of dealing with alien capital which comes to
this country in order to hide from the tax suthorities, and that
when, 054 sinilar restpuessl aXVERgImEte S be Sagetisted with
other countries the movemsnt of fugitive cspital of this character
to this country will be discouraged. The Treasury belisves that
avary effort should be made to obtain ratification of the Canadisn
Tax Treaty at this Session.

The Treasury is comfident that a reasomsbly sstisfactery
though limited task loophole bill can be passed at thds Session,
but that there is little chance for basic revision of the legisla-
tion dealing with the taxation of noneresident aliens, In fact an
exhaustive study of this subject by the Joint Commitiee on Tax
ivoldance or the full ¥ays and Msans and Semate Pimance Committce
might well militate against the success of the demestic tax loophole
leglislation,

The Treasury believes that it should be pessible to cbtain
ratification of the Canadian Tax Tmty,/;niad.wuu increase in the
withholding rate for individuals from 107 to 15%.

http://fraser.stlouisfed.org/
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The Treasury is also prepared to recommend to the Joint
Committee an increase in the rate of tax on non-resident foreign
corporations on fixed and determinable income from United States
cources from the present rate of 10 per cent on dividends and
15 per cent on interest, rents, royalties, ammuities, compensation,
etc,, to a flat rate of 22} per cent. These taxes are collected
by withholding at the source, This rate would be the same as
the normal tax rate under existing law en income from United
States sources of foreign corporations carrying on a trade or
buginess or having an office or place of business in this
country., In order to prevent attempts by foreign corporations
to qualify as resident corporations and thereby cbtain the
benefit of the 85 per cent credit for inter-corporate dividends
merely by establishing an office in this coumtry, it will be
necessary to include in the above recommendation an amendment
to limit the classification of resident foreign corporations to
those actually engaged in trade or business here,

The Treasury is also prepared to suggest the elimination
of the provision of existing law which exempts from taxation
interest paid on foreign bank deposits.

Federal Reserve Bank of St. Louis



While the Treasury does not feel that these proposals deal
with the situation sdequately, it is prepared to recommend them
to the Joint Committee wi th the reservation that more comprehensive
treatment will be embodied in the general tax revisions which will
be presented to the next Session. The present proposals obviously
do not differentiate between large and small alien holders of
smerican investments, nor do they take into consideration the
existing exemption of non-resident aliens from capital geins taxes,
but they will doubtless serve as a significant gesture to non-
resident aliens, indieating that this ocountry is not a permanent
happy hunting ground for itinerant international speculators.

I shall not attempt to discuss the details of the proposed
"companion® legislation which would grant to the Federal Reserve
Board power to increase reserve requirsments on deposit balances
maintained in thie country by non-resident aliens. The Treasury
believes that this legislation is desirable in itself and represents
a definite forward step in the international as well as the domestie
oredit and monetary fields. It believes that the prineiple of treating
foreign balances on what might be deseribed as a segregated basis
should be established as soon as possible.

While the Treasury clearly recognizes the relationship between
foreign balances and foreign invesiments, it is prepared to recommend

the banking legislation on its own merits whenever the opportunity is

offered.
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On June 24, 1937, the Federal Reserve Board adopted the
following confidential resclutioms

In view of the fact that the gold inflow in recent months
has been exceptionally large and may continue, and in view of the
further fact that the inactive gold account of the Treasury is now
in excess of a billion dollars and the public debt has increased
accordingly, the Board feels that the situation impels it to favor
legislation granting the Board additional power to absorb excess
reserves resulting from additions to the stock of gold by increas-
ing reserve requirements on deposit balances maintained in this
country by non-resident aliens,

The Board is of the cpinion that the injurious effects
upon the domestic economy that would result from an unchecked ine
flow of gold would be such that the Board and the Treasury should
seek a solution of the aspeets of the problem which affect the
domestic situation.

The Board fully realiszes, however, the difficulty of
accomplishing the desired ends and considers it essential if the
Board is to employ effectively this additional power that:

(a) The Treasury maintain in its inactive
ggd account approximately the present amount;

(b) Effective tax legislation be enacted
to discourage foreign investment in American
securities either through the inflow of new

capital or through the use of balances already
in this country.

Federal Reserve Bank of St. Louis
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Chairman Eccles and the Federal Reserve Board have
reviewed all the factors involved in the existing tax situation
and the possibilities for comprehensive legislation at this
Session. Chairmen Becles while not opposing the tax recommendations
which the Treasury is prepared to make, believes that they will not
be of a character to meet the requirements of the Board as ocutlined
in the final paragraph of the confidential resolution and there-
fore he is opposed to the introduction of the proposed "companion®
banking legislation at this Session., Chairman Eccles feels that
the relation between the tax treatment of alien investors amd
the treatment of foreign balances is so close that it is undesirable
to alter the treatment of foreign balances if comprehensive and
effective tax legislation cannot be enacted simultaneously.

The position of the Secretary of State is as follows:

A substantial increase in the present withhelding tax en
the investments of noneresident aliens would fall most directly
on the investments of the people of those countries with whom we
have been developing the most close relationships in the economic
and monetary sphere, and with whom we are most closely cooperative -
©.8ey Great Britain, Canada, France, Switserland, Holland and Belgium.
It would affect the interests of many thousands of investors in these
countries whose individual holdings are small and of an investment
character,

Consequently

(1) It might well affect adversely the future of the
tripartite monetary agreement. This is not only because of the
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potential complaints by those affected, not only because such
action would be taken as a2 sign of the intention to pursue an
unnecessarily drastic policy, but also because it would be deemed
ag new interference with ordinary capital movements., In short,
it would weaken the sense on the part of other countries of
obligation toward the tripertite agreement.

(2) It might adversely affect the attempts to extend the
trade agreements program - particularly current negotiations with
the United Kingdom,.

(3) It would be used to justify action on the part of
other countries to levy unjustly heavy taxation against Amesrican
investments abroad which totaled many billions, The positiom of
this investment in many countries is already much jeopardiszed.

{(4) It would make much less or completely end the
possibilities of gelting cooperation with the treasuries of
other countries in dealing with the problem of tax evasion, both
by Americans and by noneresident aliens,

On the other hand, drastic action, affecting adversely
important and desirable American interests, is not now necessary
t0 cope with the problems of foreign deposits and essentially
speculative foreign operaticns in this country, Such problems
can be handled by more direct means, which have the advantage of
avoiding highly undesirable collateral effects. Such action is
not necessary to make reasonably sffective banking legislation
increesing reserve requirements on foreign deposits,

http://fraser.stlouisfed.org/
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4 very small increase in the withholding rate would in-
dicate the concern of the American Government, The 10 percent
rate (which is in addition to other American taxes applied at the
source) I believe already corresponds to an income of substantial
size.

Weighing these considerations, only action of a very
noderate character would be justified; and action of another
character might, through its direct and indirect effects, greatly
impair the whole effort of international economic and monetary
cooperation in which we have been engaged.

The position in regard to the tax treaty with Canada is as
follows:

The tax treaty with Canada would lower the withholding rate
from the present 10 percent to 5 percemt,

The Canadian Covernment has now assured us officially that
immediately upon the passage of the treaty it would be willing to
enter into continwous discussion with the American Covernment
designed to work out the revision and supplementation of the treaty
along the following lines: !

{(a) The fullest possible cooperation between the two
treasuries designed to check evasion, not only by non-resident
aliens, but by Americans using private holding companies, etec.,
on a8 reciprocal basis,

(b) The revision of the rate wheréby the low rate would
be retained for the many thousands of Canadian investars who
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receive a small sum from American investmentsand the applicatien
of the same tax schedules to the larger Canadian income receivers
28 though they were Americans - this to be made effective through
Treasury cooperstion.

The bemelits ¢f such an arrangement would be many:

(1) Public opinion would be favorable, The thousands of
suall investors would pay a suitable rate, while if they were
taxed very heavily they would have & sense of injustice. Un the
other hand, the large investors would pey the American scale.

(2) Government revenues would be increased by the checking
of evasion,

{(3) A basis will be created by which we could treat with
other governmsnts, thereby ending the risks of discrimination and
controversy in this field.

The cpportunity existe to work aleng the general lines of
the Canadian tax treaty to build up with other countries a series
of tax agresments which would supplement the tripartite monstary
agreement and our trade program, and at the same time probably
produce more revenue.

The cantrary course - an abrupt and substantial increase in
the withholding tax - would have opposite consequences.

Faithfully yours, :
(imad) Wamnr 0 tayloy

%
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