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(1) a corporation entitled to the benefits of section 931, by
reason of receiving a large percentage of its gross income from
sources within a possession of the United States; and

.(2) a corporation organized under the China Trade Act, 1922
(15 U.S.C., chapter 4), and entitled to the deduction provided -
in section 941.

L(d)] (¢) Cross REFERENCE.—

(1) For deductions of income, war profits, and excess profits taxes
paid to a foreign country or a possession of the United States, see
sections 164 and 275.

(2) For right of each partner to make election under this section, see
section 703 (b).

(3) For right of estate or trust to the credit for taxes imposed by
foreign countries and possessions of the United States under this
section, see section 642 (a) (2).

(4) For reduction of credit for failure of a United States person to fur-
nish certain information with respect to a foreign corporation controlled
by him, see section 6038.

L * » * * ] *
SEC. 906. NONRESIDENT ALIEN INDIVIDUALS AND FOREIGN COR-
PORATIONS.

(@) Arzowance or CrEpIT.—A nonresident alien individual or a
Jforeign corporation engaged in trade or business within the United States
during the tazable year (or during any preceding taxable year beginning
after December 31, 1965) shall be allowed a credit under section 901 for the
amount of any income, war profits, and excess profits taxes paid or accrued
during the tazable year (or deemed, under section 902, paid or accrued
during the tazable year) to any foreign country or possession of the United
States with respect to income effectively connected with the conduct of the
trade or business within the United States.

(b) Specrar RuLes.—

(1) For purposes of subsection (a) and for purposes of deter-
mining the deductions allowable under sections 873(a) and 882(c),
in determining the amount of any tax paid or accrued to any foreign
country or possession there shall not be taken into account any
amount of tax to the extent the tax so paid or accrued is imposed
with respect to income which would not be tazed by such foreign
couniry or possession but for the fact that—

(A) in the case of a monresident alien individual, such
individual s a citizen or resident of such foreign country or
possession, or

(B) in the case of a foreign corporation, such corporation.
was created or organized under the law of such foreign couniry
or possession or is domiciled for tax purposes in such country

~ or possession.

(2) For purposes of subsection (@), in applying section 904 the
taxpayer’s taxable income shall be treated as consisting only of the
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80 FOREIGN INVESTORS TAX ACT OF 1965

taxable income effectively connected with the taxpayer’s conduct of
. the trade or business within the United States.

(8) The credit allowed pursuant to subsection (a) shall not be
“allowed against any tax imposed by section 871(a) (relating to
wncome of nonresident alien indwidual not connected with United
States business) or 881 (relating to income of foreign corporations
not connected with United States business).

(4). For purposes of sections 902(a) and 78, a foreign corporation
_choosing the benefits of this subpart which receives dividends shall,
"unth respect to such dividends, be treated as a domestic corporation.

® o k- * * * *

Subpart D—Possessions of the United States

Sec. 931. Income from sources within possessions of the United
States.

Sec. 932. Citizens of possessions of the United States.

Sec. 933. Income from sources within Puerto Rico.

Sec. 934. Limitation on reduction in income tax liability incurred to
the Virgin Islands.

SEC. 931. INCOME FROM SOURCES WITHIN POSSESSIONS OF THE

UNITED STATES.

(2) GeENERAL RULE.—In the case of citizens of the United States or
domestic corporations, gross income means only gross income from
sources within the United States if the conditions of both paragraph
(1) and paragraph (2) are satisfied :

(1) TurEE-YEAR PERIOD.—If 80 percent or more of the gross
income of such citizen or domestic corporation (computed without
the benefit of this section) for the 3-year period immediately
preceding the close of the taxable year (or for such part of such
period immediately preceding the close of such taxable year as
may be applicable) was derived from sources within a possession
of the United States; and ‘

(2) TrRADE OR BUSINEss.—If—

(A) in the case of such corporation, 50 percent or more of
its gross income (computed without the benefit of this sec-
tion) for such period or such part thereof was derived from

“.the active conduct of a trade or business within & possess1on
of the United States; or

(B) in the case of such citizen, 50 percent or more of his
gross income (computed without the benefit of this section)
for such period or such part thereof was derived from the
active conduct of a trade or business within a possession
of the United States either on his own account or as an
employee or agent of another.

(b) AMOUNTS Recervep 1N Unitep Stares.—Notwithstanding
subsection (a), there shall be mcluded in gross income all amounts
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FOREIGN INVESTORS TAX ACT OF 1965 81

received by such citizens or corporations within the United States,
whether derived from sources within or without the United States.
(¢) DerintrioN.—For purposes of this section, the term ‘“possession
of the United States” does not include the Virgin Islands of the United
States, and such term when used with respect to citizens of the United
States does not include Puerto Rico.
[(d) DepucrioNs.—

[(1) Citizens of the United States entitled to the beneﬁts of
this section shall have the same deductions as are allowed by
section 873 in the case of a nonresident alien individual engaged

. in tradeé or business within the United States.

[(2) Domestic corporations entitled to the benefits of this
section shall have the same deductions as are allowed by section
882 (c) in the case of a foreign corporation engaged in trade or
business within the United States.}

(d) Depucrions.— .

(1) GeNERAL RULE. —Except as otherwzse provided in this sub-
section and subsection (e), in the case of persons entitled to the benefits
of this section the deductions shall be allowed only if and to the extent
that they are connected with income from sources within the United
States; and the proper apportionment and allocation of the deductions
with respect to sources of income within and without the United
States shall be determined as provided in part I, under regulations
prescribed by the Secretary or his delegate.

(2) Exceprions.—The following deductions shall be allowed
whether or not they are connected with income from sources within
the United States:

(A) The deduction, for losses not connected with the trade
or business if incurred in transactions entered into for profit,
allowed by section 165(c)(2), but only if the profit, if such
transaction had resulted in a profit, would be tazable under this
subtitle.

(B) The deduction, for losses of property not connected with
the trade or business if arising from certain casualties or theft, .
allowed by section 165(c)(3), but only if the loss is of property

" within the United States.

() The deduction for charitable contmb'umons and gifts
allowed by section 170.

(8) DEpUCTION DISALLOWED.—

For disallowance of standard deduction, see section 142(b) (2)

(e) DEpUCTION FOR PERSONAL EXxEMPTION.—A citizen of the United
States entitled to the benefits of this section shall be allowed a deduc-
tion for only one exemption under section 151.

(f) ALLowaNceE oF DEepucrions aNp CrepiTs.—Persons entitled
to the benefits of this section shall receive the benefit of the deductions
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82 FOREIGN INVESTORS TAX ACT OF 1965

and credits allowed to them in this subtitle only by filing or causing to
be filed with the Secretary or his delegate a true and accurate return
of their total income received from all sources in the United States,
in the manner prescribed in subtitle F, including therein all the infor-
mation which the Secretary or his delegate may deem necessary for the
calculation of such deductions and credits.

(g) ForeieN Tax CrepiT.—Persons entitled to the benefits of this
section shall not be allowed the credits against the tax for taxes of
foreign countries and possessions of the United States allowed by
section 901.

(b) InTERNEES.—In the case of a citizen of the United States
interned by the enemy while serving as an employee within a possessmn
of the United States—

(1) if such citizen was confined in any place not within a posses-
sion of the United States, such place of confinement shall, for
purposes of this section, be considered as within a possession of
the United States; and

(2) subsection (b) shall not apply to any compensation received
within the United States by such citizen attributable to the
period of time during which such citizen was interned by the
enemy.

(i) EmMpLoYEES OoF THE UNITED STATES.—For purposes of this sec-
tion, amounts paid for services performed by a citizen of the United
States as an employee of the United States or any agency thereof
shall be deemed to be derived from sources within the United States.
SEC. 932. CITIZENS OF POSSESSIONS OF THE UNITED STATES.

(2) GENERAL RuLE.—Any individual who is a citizen of any posses-
sion of the United States (but not otherwise a citizen of the United
States) and who is not a resident of the United States shall be subject
to taxation under this subtitle [only as to income derived from sources
within the United States, and in such case the tax shall be computed
and paid] in the same manner and subject to the same conditions as
in the case of [other persons who are taxable only as to income de-
rived from such sources] a nonresident alien individual. This section
shall have no application in the case of a citizen of Puerto Rico.

(b) Virein IsLanps.—Nothing in this section shall be construed to
alter or amend the Act entitled ‘““An Act making appropriations for
the naval service for the fiscal year ending June 30, 1922, and for
other purposes”, approved July 12, 1921 (48 U.S.C. 1397), relating
to the imposition of income taxes in the Virgin Islands of the United
States. -
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FOREIGN INVESTORS TAX ACT OF 1965 83

(¢ Guam.—

For applicability of Umted States income tax laws in Gnam, see sec-
tion 31 of the Act of August 1, 1950 (48 U.S.C. 1421i); for disposition of
the proceeds of such taxes, see section 30 of such Act (48 U.S.C. 1421h),

* ® * * * * s

Subpart F—Controlled Foreign Corporations

Sec. 951, Amounts included in gross income of United States
shareholders.
Sec. 952. Subpart F income defined. .
Sec. 953. Income from insurance of United States risks,
[ ] ] L & * * L J

SEC. 952. SUBPART F INCOME DEFINED.

¢a) In GeEnerAaL.—For purposes of this subpart, the term “subpart
F income” means, in the case of any controlled foreign corporat.lon,
the sum of— i

(1) the income derived from the insurance of United States
risks (as determined under section 953), and

(2) the foreign base company income (as determined under
section 954).

[(b) Excrusion orF UniTEp STATES INcOME.—Subpart F income
does not include any item includible in gross income under this
chapter (other than this subpart) as income derived from sources
within the United States of a foreign corporatlon engaged in trade or
business in the United States.]

(b) Excrusion or UNITED STATES INCOME.—I’n the case of a con~
trolled foreign corporation, subpart F income does not include any item of
. tncome effectively connected with the conduct by such corporation of a trade
or business within the United States unless such item i3 exempt from
tazation (or 18 subject to a reduced rate of tax) pursuant to a treaty obliga-
tion of the United States.

(¢) LimiratioNn.—For purposes of subsection (a), the subpart F
income of any controlled foreign corporation for any taxable year shall
not exceed the earnings and profits of such corporation for such year
reduced by the amount (if any) by which—

(1) an amount equal to—
(A) the sum of the deficits in earnings and profits for
prior taxable years beginning after December 31, 1962, plus
(B) the sum of the deficits in earnings and profits for
taxable years beginning after December 31, 1959, and before
January 1, 1963 (reduced by the sum of the earnings and
profits for such taxable years); exceeds
(2) an amount equal to the sum of the earnings and profits
for prior taxable years beginning after December 31, 1962, al-
located to other earnings and profits under section 959(c)(3).
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84 FOREIGN INVESTORS TAX ACT OF 1965

For purposes of the preceding sentence, any deficit in earnings and
profits for any prior taxable year shall be taken into account under
paragraph (1) for any taxable year only to the extent it has not been
taken into account under such paragraph for any preceding taxable
year to reduce earnings and profits of such preceding year.

(d) SeeciaL Rure 1n Case oF Inpirect OwNErsHIP.—For pur-
poses of subsection (c¢), if—

(1) a United States shareholder owns (within the meaning of
section 958(a)) stock of a foreign corporation, and by reason of
such ownership owns (within the meaning of such section) stock
of any other foreign corporation, and

(2) any of such foreign corporations has a deficit in earnings and
profits for the taxable year,

then the earnings and profits for the taxable year of each such forelgn
corporation which is a controlled foreign corporation shall, with
respect to such United States shareholder, be properly reduced to take
into account any deficit described in paragraph (2) in such manner
as the Secretary or his delegate shall prescribe by regulations.

SEC. 953. INCOME FROM INSURANCE OF UNITED STATES RISKS.
(a) GenErAL RurLe.—For purposes of section 952(a)(1), the term
“ncome derived from the insurance of United States risks” means '

that income which—

(1) is attributable to the reinsurance or the issuing of any
insurance or annuity contract—

(A) in connection with property in, or liability arising-6ut
of activity in, or in connection with the lives or health of -
residents of, the United States, or

— (B) in connection with risks not included in subparagraph

(A) as the result of any arrangement Whereby another cor-
poration receives a substantla.lly equal amount of premiums
or other consideration in respect to any reinsurance or the
issuing of any insurance or annuity contract in connection
with property in, or liability arising out of activity in, or in
connection with the lives or health of residents of, the
United States, and

-(2) would (subject to the modifications provided by paragraphs
(1), (2), and (3)of subsection (b)) be taxed under subchapter L
of this chapter’if such income were the income of a domestic
insurance corporation.

This section shall apply only in the case of a controlled foreign
corporation which receives, during any taxable year, premiums or
other consideration in respect of the reinsurance, and the issuing, of
insurance and annuity contracts described in paragraph (1) in excess
of 5 percent of the total of premiums and other consideration received
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FOREIGN INVESTORS TAX ACT OF 1965 85

during such taxable year in respect of all reinsurance and issuing of
insurance and annuity contracts. :
(b) SeeciaL Rures.—For purposes of subsection (a)—

(1) In the application of part I of subchapter L, life insurance
company taxable income is the gain from operations as defined
in section 809(b).

(2) A corporation which would, if it were a domestic insurance
corporation, be taxable under part II of subchapter L shall apply
subsection (a) as if it were taxable under part IIT of subchapter L.

(3) The following provisions of subchapter L shall not apply:

(A) Section 809(d)(4) (operations loss deduction).

(B) Section 809(d)(5) (certain nonparticipating contracts).

(C) Section 809(d)(6) (group life, accident, and health
insurance).

(D) Section 809(d)(10) (small business deduction).

(E) Section 817(b) (gain on property held on December
31, 1958, and certain substituted property acquired after
1958).

(F) Section [832(b) (5)] 832(c)(5) (certain capital losses) -

(4) The items referred to in—

(A) section 809(c)(1) (relating to gross amount of pre-
miums and other considerations),

(B) section 809(c)(2) (relating to net decrease in reserves),

(C) section 809(d)(2) (relating to net increase on reserves),
and

(D) section 832(b)(4) (relating to premiums earned on
insurance contracts),

shall be taken into account only to the extent they are in respect
of any reinsurance or the issuing of any insurance or annuity
contract described in subsection (a)(1).

(5) All items of income, expenses, losses, and deductions (other
than those taken into account under paragraph (4)) shall be
properly allocated or apportioned under regulations prescribed
by the Secretary or his delegate.

* * * Lox * * *
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86 FOREIGN INVESTORS TAX ACT OF 1965

Subchapter P—Capital Gains and Losses

L * * * * % *

PART IV—SPECIAL RULES FOR DETERMINING CAPITAL
GAINS AND LOSSES

* * * * * * L ]

SEC. 1248. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN
CERTAIN FOREIGN CORPORATIONS.

* & * * * * *

(d) ExcLusions From EarNiNgs aND Prorirs.—For purposes of
this section, the following amounts shall be excluded, with respect to
any United States person, from the earnings and profits of a foreign
corporation: ,

. . . . * . .

(4) UNITED STATES INCOME.—Any item includible in gross
income of the foreign corporation under this chapter—
(A) for any taxable year beginning before January 1, 1966,
as income derived from sources within the United States of a
foreign corporation engaged in trade or business [in] within
the United States, or
(B) for any taxable year beginning after December 31, 1965,
as income effectively connected with the conduct by such corpora-
tion of a trade or business within the United States.
This paragraph shall not apply with respect to any item which is
exempt from taxzation (or is subject to a reduced rate of tax)
pursuant to a treaty obligation of the United States.
* * * * * * *

SEC. 1249. GAIN FROM CERTAIN SALES OR EXCHANGES OF PATENTS
ETC., TO FOREIGN CORPORATIONS.

(2) GeneraL RurLe.—[Except as provided in subsection (c),
- gain] Gain from the sale or exchange after December 31, 1962, of a
patent, an invention, model, or design (whether or not patented),
a copyright, a secret formula or process, or any other similar property
right to any foreign corporation by any United States person (as
" defined in section 7701(a)(30)) which controls such foreign corpora-
tion shall, if such gain would (but for the provisions of this sub-
section) be gain from the sale or exchange of a capital asset or of
property described in section 1231, be considered as gain from the
sale or exchange of property which is neither a capital asset nor
- property described in section 1231.

(b) CoxtrOL.—For purposes of subsection (a), control means,
with respect to any foreign corporation, the ownership, directly or
indirectly, of stock possessing more than 50 percent of the total
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FOREIGN INVESTORS TAX ACT OF 1965 87

combined voting power of all classes of stock entitled to vote. For
purposes of this subsection, the rules for determining ownership of
stock prescribed by section 958 shall apply.

SEC. 1250. GAIN FROM DISPOSITIONS OF CERTAIN DEPRECIABLE

REALTY.
* * * * * * *
(d) Exceptions and Limitations.—
% * * * * * *

(3) CERTAIN TAX-FREE TRANSACTIONS.—If the basis of property
in the hands of a transferee is determined by reference to its basis
in the hands of the transferor by reason of the application of
section 332, 351, 361, 371(a), 374(a), 721, or 731, then the amount
of gain taken into account by the transferor under subsection
(a)(1) shall not exceed the amount of gain recognized to the trans-
feror on the transfer of such property (determined without re-
gard to this section). This paragraph shall not apply to—

(A) a disposition to an organization (other than a coopera-
tive described in section 521) which is exempt from [the]
tax imposed by this chapter, or

(B) a transfer of property by a nonresident alien individual,
a foreign estate or trust, or a foreign partnership, to a domestic
corporation in exchange for stock or securities in such corpora~

tion in a transaction to which section 351 applies.
* * * * %* * *

CHAPTER 3—WITHHOLDING OF TAX ON NON-
- RESIDENT ALIENS AND FOREIGN CORPORATIONS
AND TAX-FREE COVENANT BONDS

SuBcEAPTER A. Nonresident aliens and foreign corporations.
SuscEAPTER B. Tax-free covenant bonds.
SusceAPTER C. Application of withholding provisions.

Subchapter A——Nonfesident_Aliens and Foreign Corporations

Sec. 1441. Withholding of tax on nonresident aliens.
Sec. 1442, Withholding of tax on foreign corporations.
Sec. 1443. Foreign tax-exempt organizations.

SEC. 1441. WITHHOLDING OF TAX ON NONRESIDENT ALIENS.

(a) GENERAL RuLE.—Except as otherwise provided in subsection
(c), all persons, in whatever capacity acting (including lessees or
mortgagors of real or personal property, fiduciaries, employers, and
all officers and employees of the United States) having the control,
receipt, custody, disposal, or payment of any of the items of income
specified in subsection, (b) (to the extent that any of such items con-
stitutes gross income from sources within the United States), of any
nonresident alien individual, or of any partnership not engaged in
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88 FOREIGN INVESTORS TAX ACT OF 1965

trade or business within the United States and composed in whole or
in part of nonresident aliens, shall (except in the cases provided for
in section 1451 and except as otherwise provided in regulations pre-
scribed by the Secretary or his delegate under section 874) deduct
and withhold from such items a tax equal to 30 percent thereof,
except that in the case of any item of income specified in the second
sentence of subsection (b), the tax shall be equal to 14 percent of
such item.

(b) Incomr ITeEmMs.—The items of income referred to in subsection
(a) are interest [(except interest on deposits with persons carrying
on the banking business paid to persons not engaged in business in
the United States)], dividends, rent, salaries, wages, premiums,
annuities, compensations, remunerations, emoluments, or other fixed or
determinable annual or periodical gains, profits, and income, [and
amounts described in section 402(a)(2), section 403(a)(2), section
631 (b) and (c), and section 1235, which are considered to be gains
from the sale or exchange of capital assets.] and gains described in
section 402(a)(2), 403(a)(2), or 631 (b) or (¢), and gains on transfers
described in section 1235. The items of income referred to in sub-
section (a) from which tax shall be deducted and withheld at the rate
of 14 percent are—

(1) that portion of any scholarship or fellowship grant which
is received by a nonresident alien individual who is temporarily
present in the United States as a nonimmigrant under sub-
paragraph (F) or (J) of section 101(a)(15) of the Immigration
and Nationality Act, as amended, and which is not excluded
from gross income under section 117(a)(1), solely by reason
of section 117(b)(2)(B); and

(2) amounts described in subparagraphs (A), (B), (C), and
(D) of section 117(a)(2) which are received by any such non-
resident alien individual and which are incident to a scholarship
or fellowship grant to which section 117(a)(1) applies, but only
to the extent such amounts are includible in gross income.

(¢) ExcEPTIONS.—

[(1) DIviDENDS OF FOREIGN CORPORATIONS.—No deduction
or withholding under subsection (a) shall be required in the case
of dividends paid by a foreign corporation unless (A) such corpo-
ration is engaged in trade or business within the United States, and
(B) more than 85 percent of the gross income of such corporation
for the 3-year period ending with the close of its taxable year
preceding the declaration of such dividends (or for such part
of such period as the corporation has been in existence) was
derived from sources within the United States as determined
under part I of subchapter N of chapter 1.]
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FOREIGN INVESTORS TAX ACT OF 1965 89

(I) INCOME CONNECTED WITH UNITED STATES BUSINESS.—No
deduction or withholding under subsection (a) shall be required in
the case of any item of income (other than compensation for personal
services) which s effectively connected with the conduct of a trade or
business within the United States and on which a tazx is imposed
Jor the taxable year pursuant to section 871(b)(1).-

(2) OwNeEr UNKNOWN.—The Secretary or his delegate may
authorize the tax under subsection (a) to be deducted and
withheld from the interest upon any securities the owners of
which are not known to the withholding agent.

(3) BoNDs WITH EXTENDED MATURITY DATES.—The deduction
and withholding in the case of interest on bonds, mortgages, or
deeds of trust or other similar obligations of a corporation, within
subsections (a), (b), and (c) of section 1451 were it not for the
fact that the maturity date of such obligations has been ex-
tended on or after January 1, 1934, and the liability assumed by
the debtor exceeds 27% percent of the interest, shall not exceed
the rate of 27} percent per annum.

(4) CoMPENSATION OF CERTAIN ALIENS.—Under regulations
prescribed by the Secretary or his delegate, [there] compensation
Jor personal services may be exempted from deduction and with-
holding under subsection (a) [the compensation for personal
services of—

L(A) nonresident alien individuals who enter and leave
the United States at frequent intervals, and

L(B) a nonresident alien individual for the period he is
temporarily present in the United States as a nonimmigrant
under subparagraph (F) or (J) of section 101(a)(15) of the
Immigration and Nationality Act, as amended].

(5) SeeciaL 1TEMs.—In the case of [amounts described in
section 402(a)(2), section 403(a)(2), section 631 (b) and (c), and
section 1235, which are considered to be gains from the sale or
exchange of capital assets,] gains described in section 402(a)(2),
403(a)(2), or 631 (b) or (c), and gains on transfers described in
section 1236, the amount required to be deducted and withheld
shall, if the amount of such gain is not known to the withholding
agent, be such amount, not exceeding 30 percent of the [proceeds
from such sale or exchange] amount payable, as may be necessary
to assure that the tax deducted and withheld shall not be less
than 30 percent of such gain,
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90 FOREIGN INVESTORS TAX ACT OF 1965

(6) PEr DIEM OF CERTAIN ALIENS.—No deduction or with-
holding under subsection (a) shall be required in the case of
amounts of per diem for subsistence paid by the United States
Government (directly or by contract) to any nonresident alien
individual who is engaged in any program of training in the
United States under the Mutual Security Act of 1954, as amended.

(d) Ariex REesipeNnT oF Puerto Rico.—For purposes of this sec-
tion, the term “nonresident alien individual” includes an alien resident
of Puerto Rico.

SEC. 1442. WITHHOLDING OF TAX ON FOREIGN CORPORATIONS.

In the case of foreign corporations subject to taxation under this
subtitle [not engaged in trade or business within the United States],
there shall be deducted and withheld at the source in the same manner
and on the same items of income as is provided in section 1441 or
section 1451 a tax equal to 30 percent thereof; except that, in the
case of interest described in section 1451 (relating to tax-free covenant
bonds), the deduction and withholding shall be at the rate specified
therein. For purposes of the preceding sentence, the reference in section
1441(c)(1) to section 871(b)(1) shall be treated as referring to section
882(a). ’ ‘

Subchapter C—Application of Withholding Provisions

* * * * * * »
SEC. 1461. [RETURN AND PAYMENT OF] LIABILITY FOR WITHHELD
TAX.

Every person required to deduct and withhold any tax under this
chapter [shall, on or before March 15 of each year, make return thereof
and pay the tax to the officer designated in section 6151. Every such
person] is hereby made liable for such tax and is hereby indemnified
against the claims and demands of any person for the amount of any
payments made in accordance with the provisions of this chapter.

* * * * * * *

86

402



FOREIGN INVESTORS TAX ACT OF 1965 91

Subtitle B—Estate and Gift Taxes

* * * * - * *
CHAPTER 11—ESTATE TAX

* * * * * * *

Subchapter A—Estates of Citizens or Residents

* * * * * * *

PART I—TAX IMPOSED

Sec. 2001. Rate of tax.
Sec. 2002, Liability for payment.

SEC, 2001. RATE OF TAX,

A tax computed in accordance with the following table is hereby
imposed on the transfer of the taxable estate, determined as provided
in section 2051, of every decedent, citizen or resident of the United
States dying after the date of enactment of this title:

If the taxable estate is: The tax shall be:
Not over $5,000_ ________________ e 3% of the taxable estate.
Over $5,000 but not over $10,000..__>.-..  $150, plus 79 of excess over
‘ $5,000.
Over $10,000 but not over $20,000__...... . 8500, plus 119%, of excess over
’ Y $10,000.
Over $20,000 but not over $30,000........ $l,600, plus 14 9%, of excess over
. $20,000.
Over $30,000 but not over $40,000........ $3,000, plus 189, of excess over
$30,000.
Over $40,000 but not over $50,000__._..... $4,800, plus 229, of excess over
o $40,000.
Over $50,000 but not over $60,000........ $7,000, plus 259, of excess over
. $50,000.
Over $60,000 but not over $100,000___..._ $9,500, plus 289, of excess over
$60,000.
Over $100,000-but not over $250,000...__.  $20,700, plus 309, of excess over
: $100,000.
Over $250,000 but not over $500,000...... $65,700, plus 32 9, of excess over
$250,000.
Over $500,000 but not over $750,000.._... $145,700, plus 359, of excess
) i over $500,000.
Over $750,000 but not over $1,000,000-__.  $233,200, plus 379% of excess
) over $750,000.
Over $1,000,000 but not over $1,250,000... $325,700, plus 399% of excess over
$1,000,000.
Over $1,250,000 but not over $1,500,000... $423,200, plus 429, of excess over
e $1,250,000.
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If the taxable estate is: The tax shall be:
Over $1,500,000 but not over $2,000,000--- $528,200, plus 45% of excess over
$1,500,000.
Over $2,000,000 but not over $2,500,000--. $753,200, plus 499, of excess over
’ $2,000,000.
Over $2,500,000 but not over $3,000,000-_. $998,200, plus 53 % of excess over
$2,500,000.

Over $3,000,000 but not over $3,500,000._- $1,263,200, plus 569, of excess
over $3,000,000.

Over $3,500,000 but not over $4,000,000--- $1,543,200, plus 599% of excess
over $3,500,000.

Over $4,000,000 but not over $5,000,000-_. $1,838,200, plus 639, of excess
over $4,000,000.

Over $5,000,000 but not over $6,000,000___ $2,468,200, plus 679 of excess
over $5,000,000. '

Over $6,000,000 but not over $7,000,000-._- $3,138,200, plus 709 of excess
over $6,000,000.

Over $7,000,000 but not over $8,000,000-__ $3,838,200, plus 73% of excess
over $7,000,000.

Over $8,000,000 but not over $10,000,000-_ $4,568,200, plus 769, of excess
over $8,000,000.

Over $10,000,000_ _ - - e cce e eeeeeeeem $6,088,200, plus 77% of excess

: ) over $10,000,000.
SEC. 2002. LIABILITY FOR PAYMENT.

The tax imposed by this chapter shall be paid by the executor.
PART II—CREDITS AGAINST TAX

* . . * * * K

SEC. 2014. CREDIT FOR FOREIGN DEATH TAXES.

(a) In GEnERAL—The tax imposed by section 2001 shall be credited
with the amount of any estate, inheritance, legacy, or succession taxes
actually paid to any foreign country in respect of any property situated
within such foreign country and included in the gross estate (not
including any such taxes paid with respect to the estate of a person
other than the decedent). [If the decedent at the time of his death
was not a citizen of the United States, credit shall not be allowed
under this section unless the foreign country of which such decedent
was a citizen or subject, in imposing such taxes, allows a similar credit
in the case of a citizen of the United States resident in such country.]
The determination of the country within which property is situated
shall be made in accordance with the rules applicable under sub-
chapter B (sec. 2101 and following) in determining whether property
is situated within or without the United States.

(b) LimrtaTions oN Crepir.—The credit provided in this section
with respect to such taxes paid to any foreign country—

(1) shall not, with respect to any such tax, exceed an amount
which bears the same ratio to the amount of such tax actually
paid to such foreign country as the value of property which is—
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(A) situated within such foreign country,
(B) subjected to such tax, and
(C) included in the gross estate
bears to the value of all property subjected to such tax; and

(2) shall not, with respect to all such taxes, exceed an amount
which bears the same ratio to the tax imposed by section 2001
(after deducting from such tax the credits provided by sections
2011 and 2012) as the value of property which is—

(A) situated within such foreign country,

(B) subjected to the taxes of such foreign country, and

(C) included in the gross estate
bears to the value of the entire gross estate reduced by the aggre-
gate amount of the deductions allowed under sections 2055 and
2056.

(¢) VaLuAaTION OF PROPERTY.—

(1) The values referred to in the ratio stated in subsection (b) ¢))
are the values determined for purposes of the tax imposed by such
foreign country.

(2) The values referred to in the ratio stated in subsection (b)
(2) are the values determined under this chapter; but, in applying
such ratio, the value of any property described in subparagraphs
(A), (B), and (C) thereof shall be reduced by such amount as
will properly reflect, in accordance with regulations prescribed
by the Secretary or his delegate, the deductions allowed in respect
of such property under sections 2055 and 2056 (relating to
charitable and marital deductions).

(d) Proor or Crepit.—The credit provided in this section shall be
allowed only if the taxpayer establishes to the satisfaction of the
Secretary or his delegate— ~

(1) the amount of taxes actually paid to the foreign country,

(2) the amount and date of each payment thereof,

(3) the description and value of the property in respect of
which such taxes are imposed, and

(4) all other information necessary for the verification and
computation of the credit. N

(¢) Periop oF LimitatioN.—The credit provided in this section
shall be allowed only for such taxes as were actually paid and credit
therefor claimed within 4 years after the filing of the return required
by section 6018, except that—

(1) If a petition for redetermination of a deficiency has been
filed with the Tax Court within the time prescribed in séction
6213(a), then within such 4-year period or before the expiration
of 60 days after the decision of the Tax Court becomes final.

(2) If, under section 6161, an extension of time has been
granted for payment of the tax shown on the return, or of a
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deficiency, then within such 4-year period or béfore the date of
the expiration of the period of the extension.
Refund based on such credit may (despite the provisions of sections
6511 and 6512) be made if claim therefor is filed within the period
above provided. Any such refund shall be made without interest.

(f) ApprtioNaL LimitatioN 1N Cases Invonving A DEepucrion
UnpEer SEcTIoN 2053(d).—In any case where a deduction is allowed
under section 2053(d) for an estate, succession, legacy, or inheritance
tax imposed by and actually paid to any foreign country upon a
transfer by the decedent for public, charitable or religious uses
described in section 2055, the property described in subparagraphs
(A), (B), and (C) of paragraphs (1) and (2) of subsection (b) of this
section shall not include any property in respect of which such deduc-
tion is allowed under section 2053(d).

(g) PossessionN oF UNiTED STATES DEEMED A FoREIGN COUNTRY.—
For purposes of the the credits authorized by this section, each posses-
sion of the United States shall be deemed to be a foreign country.

(h) Simizar CrEDIT REQUIRED FOR CERTAIN ALIEN RESIDENTS.—
Whenever the President finds that—

(1) a foreign couniry, in imposing estate, inheritance, legacy, or
succession tazxes, does not allow to citizens of the United States resident
in such foreign country at the time of death a credit similar to the
credit allowed under subsection (a),

(2) such foreign country, when requested by the United States to
do so, has not acted to provide such a similar credit in the case of
citizens of the United States resident in such foreign country at
the time of death, and

(3) 1t is in the public interest to allow the credit under subsection
(@) n the case of citizens or subjects of such foreign country only if i
allows such a similar credit in the case of citizens of the United
States resident in such foreign country at the time of death,

the President shall proclaim that, in the case of citizens or subjects of such
foreign country dying while the proclamation remains in effect, the credit
under subsection (@) shall be allowed only if such foreign country allows
such a similar credit in the case of citizens of the United States resident in
such foreign country at the time of death.

* * * * * * I I
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Subchapter B—Estates of Nonresidents Not Citizens

Sec. 2101. Tax imposed.

Sec. 2102. Credits against tax.

Sec. 2103. Definition of gross estate,

Sec. 2104. Property within the United States.

Sec. 2105. Property without the United States.

Sec. 2106, Taxable estate.

Sec. 2107. Ezpatriation to avoid taz.

Sec. 8108. Application of pre-1966 estate tax provisions.

SEC. 2101. TAX IMPOSED.

[(a) In GENERAL.—A tax computed in accordance with the table
contained in section 2001 is hereby imposed on the transfer of the
taxable estate, determined as provided in section 2106, of every
decedent nonresident not a citizen of the United States dying after
the date of enactment of this title.J

(@) Rare or Tax.—Ezcept as provided in section 2107, a taz com-
puted in accordance with the following table is hereby imposed on the
transfer of the tazable estate, determined as provided in section 2106, of
every decedent nonresident not a citizen of the United States:

If the taxable estate is: The tax shall be:

Not over 100,000 - - - - oo 69, of the tazable estate.

Over $100,000 but not over $600,000.- - - . - - -~ $6,000, plus 109, of excess over
$100,000.

Over $500,000 but not over $1,000,000- - .- 845,000, plus 16%, of excess over
$500,000. ~ )

Over $1,000,000 but not over $2,000,000. ...  $120,000, plus 20% of excess over
$1,000,000.

Over $2,000,000. e ccceeamacccannna- - $320,000, plus £5%, of excess over
$2,000,000.

(b) PROPERTY Hewp BY ALIEN PropERTY CUSTODIAN.— :
For taxes in connection with property or interests transferred to or
vested in the Alien Property Custodian, see section 36 of the Trading with
the Enemy Act, as added by the Act of August 8, 1946 (60 Stat. 929; 50
U.S.C. App. 36).
SEC. 2102, CREDITS AGAINST TAX.

(@) In Generar.—The tax imposed by section 2101 shall be
credited with the amounts determined in accordance with sections
2011 to 2013, inclusive (relating to State death taxes, gift tax, and
tax on prior tra.nsfers), subject to the special lzmztatwn provided in sub-
section (b).

() Specrar Limirarion —The mazimum credit allowed under sec-
tion 2011 against the tax imposed by section 2101 for State death tazes
paid shall be an amount which bears the same ratio to the credit computed
as provided in section 2011(b) as the value of the property, as determined
Jor purposes of this chapter, upon which State death taxes were paid and
which is included in the gross estate under section 2103 bears to the value
of the total gross estate under section 2103. For purposes of this sub-
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section, the term “State death taxes’’ means the taxes described in section
2011 (a).
SEC. 2103. DEFINITION OF GROSS ESTATE.

For the purpose of the tax imposed by section 2101, the value of the
gross estate of every decedent nonresident not a citizen of the United
States shall be that part of his gross estate (determined as provided in
section 2031) which at the time of his death is situated in the United
States.

SEC. 2104. PROPERTY WITHIN THE UNITED STATES.

(a) Stock 1N CorproraTION.—For purposes of this subchapter
shares of stock owned and held by a nonresident not a citizen of the
United States shall be deemed property within the United States only
if issued by a domestic corporation.

(b) RevocasLe TrANSFERS AND TRANSFERS IN CONTEMPLATION
oF Deata.—For purposes of this subchapter, any property of which
the decedent has made a transfer, by trust or otherwise, within the
meaning of sections 2035 to. 2038, inclusive, shall be deemed to be
situated in the United States, if so situated either at the time of the
transfer or at the time of the decedent’s death.

() DeBr Osrigarions.—For purposes of this subchapter, debt
obligations of—

(1) a United States person, or
(2) the United States, a State or any political subdivision thereof,
or the District of Columbia,
owned by a nonresident not @ citizen of the Umted States shall be deemed
property within the United States.

SEC. 2105. PROPERTY WITHOUT THE UNITED STATES.

(a) ProceEps oF Lire INsuraNcE.—For purposes of this sub-
chapter, the amount receivable as insurance on the life of a nonresident
not a citizen of the United States shall not be deemed property within
the United States.

L[(b) Banx Dgrrosits.—For purposes of this subchapter, any
moneys deposited with any person carrying on the banking business,
by or for a nonresident not a citizen of the United States who was
not engaged in business in the United States at the time of his death
shall not be deemed property within the United States.]

(0) Deposirs v Cerrain Foreran Brawcmes—For purposes of
this subchapter, deposits in a foreign branch of a domestic corporation,
if such branch is engaged in the commercial banking business and if
such deposits are payable only in foreign currency, shall not be deemed
property within the United States.

(c) Works oF ARt oN LoaN ror ExnisitioN.—For purposes of
this subchapter, works of art owned by & nonresident not a citizen
.of the United States shall not be deemed property within the Umted
States if such works of art are—
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(1) imported into the United States solely for exhibition
purposes,

(2) loaned for such purposes, to a public gallery or museum,
no part of the net earnings of which inures to the benefit of any
private stockholder or individual, and

(3) at the time of the death of the owner, on exhibition, or
en route to or from exhibition, in such a public gallery or museum.

SEC. 2106. TAXABLE ESTATE. )

(a) DeriniTION OF TaxABLE EstaTeE.—For purposes of the tax
imposed by section 2101, the value of the taxable estate of every -
decedent nonresident not a citizen of the United States shall be de-
termined by deducting from the value of that part of his gross estate
which at the time of his death is situated in the United States—

(1) EXPENSES, LOSSES, INDEBTEDNESS, AND TAXES.—That pro-
portion of the deductions specified in sections 2053 and 2054
(other than the deductions described in the following sentence)
which the value of such part bears to the value of his entire gross
estate, wherever situated. Any deduction allowable under sec-
tion 2053 in the case of a claim against the estate which was
founded on a promise or agreement but was not contracted for
an adequate and full consideration in money or meney’s worth
shall be allowable under this paragraph to the extent that it
would be allowable as a deduction under paragraph (2) if such
promise or agreement constituted a bequest.

(2) TRANSFERS FOR PUBLIC, CHARITABLE, AND RELIGIOUS
USES.— .

(A) INn geENERAL.—The amount of all bequests, legacies,
devises, or transfers (including the interest which falls into
any such bequest, legacy, devise, or transfer as a result of
“an irrevocable disclaimer of a bequest, legacy, devise, trans-
fer, or power, if the disclaimer is made before the date pre-
scribed for the filing of the estate tax return)—

(1) to or for the use of the United States, any State,
Territory, any political subdivision thereof, or the Dis-
trict of Columbia, for exclusively public purposes;

(ii) to or for the use of any domestic corporation
organized and operated exclusively for religious, char-
itable, scientific, literary, or educational purposes,
including the encouragement of art and the prevention
of cruelty to children or animals, no part of the net
earnings of which inures to the benefit of any private
stockholder or individual, and no substantial part of
the activities of which is carrying on propaganda, or
otherwise attempting, to influence legislation; or
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(i) to a trustee or trustees, or a fraternal society,
order, or association operating under the lodge system,
but only if such contributions or gifts are to be used
within the United States by such trustee or trustees, or
by such fraternal society, order, or association, ex-
clusively for religious, charitable, scientific, literary, or
educational purposes, or for the prevention of cruelty to
children or animals, and no substantial part of the ac-
tivities of such trustee or trustees, or of such fraternal
society, order, or association, is carrying on propaganda,
or otherwise attempting, to influence legislation.

(B) PowErs oF APPOINTMENT.—Property includible in the
decedent’s gross estate under section 2041 (relating to powers
of appointment) received by a donee described in this
paragraph shall, for purposes of this paragraph, be considered
a bequest of such decedent.

(C) DEATH TAXES PAYABLE OUT OF BEQUESTS.—If the
tax imposed by section 2101, or any estate, succession,
legacy, or inheritance taxes, are, either by the terms of the
will, by the law of the jurisdiction under which the estate
is administered, or by the law of the jurisdiction imposing
the particular tax, payable in whole or in part out of the
bequests, legacies, or devises otherwise deductible under
this paragraph, then the amount deductible under this
paragraph shall be the amount of such bequests, legacies, or
devises reduced by the amount of such taxes.

(D) LimitaTioN oN DEDUCTION.—The amount of the
deduction under this paragraph for any transfer shall not
exceed the value of the transferred property required to be
included in the gross estate.

(E) DISALLOWANCE OF DEDUCTIONS IN CERTAIN CASES.—

For disallowance of certain charitable, etc., deductions otherwise
allowable under this paragraph [section], see sections 503 and 681.

(F) OTHER CROSS REFERENCES.—

(1) For option as to time for valuation for purpose of deduction
under this paragraph [section], see section 2032.

(2) For exemption of bequests to or for benefit of Library of
Congress, see section 5 of the Act of March 3, 1925, as amended

(56 Stat. 765; 2 U.S.C. 161).

(3) For construction of bequests for benefit of the library of
the Post Office Department as bequests to or for the use of the
United States, see section 2 of the Act of August 8. 1946 (60 Stat.
924; 5 U.S.C. 393).

(4) For exemption of bequests for benefit of Office of Naval
Records and Library, Navy Department, see section 2 of the Act
of March 4, 1937 (50 Stat. 25; 5 U.S.C. 4l9b)‘. :
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(5) For exemption of bequests to or for benefit of National Park
Service, see section 5 of the Act of July 10, 1935 (49 Stat. 478; 16
U.S.C. 19¢).

(6) For construction of devises or bequests accepted by the
Secretary of State under the Foreign Service Act of 1946 as devises
or bequests to or for the use of the United States, see section 1021
(e) of that Act (60 Stat. 1032; 22 U.S.C. 809).

(7) For construction of gifts or bequests of money accepted by
the Attorney General for credit to “Commissary Funds, Federal
Prisons’’ as gifts or bequests to or for the use of the United States,
see section 2 of the Act of May 15, 1952, 66 Stat. 73, as amended
by the Act of July 9, 1952, 66 Stat. 479 (31 U.S.C. 725s-4).

(8) For payment of tax on bequests of United States obligations
to the United States, see section 24 of the Second Liberty Bond
Act, as amended (59 Stat. 48, § 4; 31 U.S.C. 757e). )

(9) For construction of bequests for benefit of or use in con-
nection with the Naval Academy as bequests to or for the use of
the United States, see section 3 of the Act of March 31, 1944 (58
‘Stat. 135; 34 U.S.C. 1115b).

(10) For exemption of bequests for benefit of Naval Academy
Museum, see section 4 of the Act of March 26, 1938 (52 Stat. 119;
34 U.S.C. 1119).

(11) For exemption of bequests received by National Archives
Trust Fund Board, see section 7 of the National Archives Trust
Fund Board Act (55 Stat. 582; 44 U.S.C. 300gg).

(3) ExEmPTION.—

(A) GENERAL RULE. —An exemption of [$2,000] $30,000.

(B) RESIDENTS OF POSSESSIONS OF THE UNITED STATES.—
In the case of a decedent who is considered to be a ‘‘non-
resident not a citizen of the United States” under the pro-
visions of section 2209, the exemption shall be the greater
of (i) [$2,000] $30,000, or (ii) that proportion of the exemp-
tion authorized by section 2052 which the value of that part
of the decedent’s gross estate which at the time of his death
is situated in the United States bears to the value of his entire
gross estate wherever situated.

(b) CoNDITION OF ALLOWANCE oF DEpuctions.—No deduction
shall be allowed under paragraphs (1) and (2) of subsection (a) in the
case of a nonresident not a citizen of the United States unless the
executor includes in the return required to be filed under section 6018
the value at the time of his death of that part of the gross estate of
such nonresident not situated in the United States.

(¢) Unitep StaTES BonDps.—For purposes of section 2103, the
value of the gross estate (determined as provided in section 2031) of a
decedent who was not engaged in business in the United States at the
time of his death—

(1) shall not include obligations issued by the United States
before March 1, 1941; and

(2) shall mclude obhgatlons 1ssued by the United States on or
after March 1, 1941,
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SEC. 2107. EXPATRIATION TO AVOID TAX. :

(@) Rare oF Tax—A tax computed in accordance with the table con-
tained in section 2001 is kereby imposed on the transfer of the taxable
estate, determined as provided in section 2106, of every decedent mon~
resident not a citizen of the United States dying after the date of enactment
of this section, if after March 8, 1965, and within the 10-year period
ending with the date of death such decedent lost United States citizenship,
unless such loss did not have for one of its principal purposes the avoidance
of taxes under this subtitle or subtitle A. .

(b) Gross Esrare.—For purposes of the tax imposed by subsection
(@), the value of the gross estate of every decedent to whom subsection (a)
applies shall be determined as mrovided in section 2103, except that—

(1) if such decedent owned (within the meaning of section 958(a))
 at the time of his death 10 percent or more of the total combined voting
power of all classes of stock entitled to vote of a foreign corporation,
and
(2) if such decedent owned (within the meaning of section 958(a)),
or 18 considered to have owned (by applying the ownership rules of
section 958(b)), at the time of his death, more than 60 percent of the
total combined voting power of all classes of stock entitled to vote of
such foreign corporation,
then that proportion of the fair market value of the stock of such foreign
corporation owned (within the meaning of section 958(a)) by such decedent
at the time of his death, which the fair market value of any assets owned by
such foreign corporation and situated in the United States, at the time of
his death, bears to the total fair market value of all assets owned by such
foreign corporation at the time of his death, shall be included in the gross
estate of such decedent. For purposes of the preceding sentence, a
decedent shall be treated as ouning stock of a foreign corporation at the
tme of has death if, at the time of a transfer, by trust or otherwise, within
the meaning of sections 2036 to 2038, inclusive, he owned such stock.

(¢) Crepirs.—The tax imposed by subsection (a) shall be credited with
the amounts determined in accordance with sections 2011 to 2018, in-
clusive (relating to State death taxes, gift taz, and tax on prior transfers),
as modified by section 2102(b).

(d) Exceprion.ror Loss or Crrizensarp ror CErTAIN CAUSES.—
Subsection (a) shall not apply to the transfer of the estate of a decedent
whose loss of United States citizenship resulted from the application of
section 301(b), 360, or 355 of the Immigration and Nationality Act, as
amended (8 U.S.C. 1401(b), 1482, or 1487).

(¢) Burpex or Proor.—If the Secretary or his delegate establishes
that it is reasonable to believe that an individual’s loss of United States
citizenship would, but for this section, result in a substantial reduction
wn the estate, inheritance, legacy, and succession taxzes in respect of the
transfer of his estate, the burden of proving that such loss of citizenship
did mot have for one of its principal purposes the avoidance of taxes under
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this subtitle or subtitle A shall be on the executor of such individual’s
estate. '

SEC. 2108. APPLICATION OF PRE-1966 ESTATE TAX PROVISIONS.

- (a) Imposririon oF More Burpensomr Tax By Forereny CouNTRY —
Whenever the President finds that— ,

(1) under the laws of any foreign country, considering the tax
system of such foreign country, a more burdensome tax ts vmposed
by such foreign country on the transfer of estates of decedents who
were citizens of the United States and not residents of such foreign
couniry than the tax imposed by this subchapter on the transfer of
estates of decedents who were residents of such foreign country,

(2) such foreign couniry, when requested by the United States to
do so, has not acted to revise or reduce such tax so that i is no more
burdensome than the tax imposed by this subchapter on the transfer
of estates of decedents who were residents of such foreign country, and

(8) it is in the public interest to apply pre-1966 tax provisions in
accordance with this section to the transfer of estates of decedents who
were residents of such foreign country,

the President shall proclaim that the tax on the transfer of the estate of
every decedent who was a resident of such foreign country at the time of
his death shall, in the case of decedents dying after the date of such
proclamation, be determined under this subchapter without regard to
amendments made to sections 2101 (relating to tax imposed), 2102 (re-
lating to credits against tax), and 6018 (relating to estate tax returns)
on or after the date of enactment of this section.

(0 Azreviarion oF More Burpensome Tax.—Whenever the Presi-
dent finds that the laws of any foreign country with respect to which the
President has made -a proclamation under subsection (a) have been
modified so that the tax on the transfer of estates of decedents who were
citizens of the United States and not residents of such foreign country is
no longer more burdensome than the tax imposed by this subchapter on
the transfer of estates of decedents who were residents of such foreign
country, he shall proclaim that the tax on the transfer of the estate of every
decedent who was a resident of such foreign country at the time of his
death shall, in the case of decedents dying after the date of such procla-
mation, be determined under this subchapter without regard to sub-
section (a). '

(¢) Norrricarion or Coneress REeQuirep.—No proclamation shall
be issued by the President pursuant to this section unless, at least 30
- days prior to such proclamation, he has notified the Senate and the House
of Representatives of his intention to issue such proclamation.

(d) ImpLEMENTATION BY REGULATIONS.—The Secretary or his dele-
gate shall prescribe such regulations as may be necessary or appropriate
to implement this section.

* B * * * * *

97
413



102

SEC.

FOREIGN INVESTORS TAX ACT OF 1965

- CHAPTER 12—GIFT TAX

Subchapter A. Determination of tax lmblhty
Subchapter B. Transfers..
Subchapter C. Deductions.

Subchapter A—Determination of Tax Liability

Sec. 2501. Imposition of tax,

Sec. 2502. Rate of tax.,

Sec. 2503. Taxable gifts.

Sec. 2504. Taxable gifts for preceding years.

2501. IMPOSITION OF TAX.

(a) TaxaBre TRANSFERS.—

(1) GenErAL RULE.—For the calendar year 1955 and each
calendar year thereafter a tax, computed as provided in section
2502, is hereby imposed on the transfer of property by gift during
such calendar year by any individual, resident or nonresident
[except transfers].

(2) TRANFERS OF INTANGIBLE PROPERTY.—Kxcept as provided
in paragravh (3), paragraph (1) shall not apply to the transfer -of
intangible property by a nonresident not a citizen of the United
States [who was not engaged in business in the United States
during such calendar year].

(8) Exceprions.—Paragraph (2) shall not apply in v the case of
a donor who at any time after March 8, 1965, and within the 10-year
period ending with the date of transfer lost United States citizenship
unless—

. (A) such donor’s loss of United Stales citizenship resulted
from the application of section 301(b), 350, or 3565 of the
Immigration and Nationality Act, as amended (8 U.S.C.
1401(b), 1482, or 1487), or

(B) such loss did not have for one of its principal purposes
the avoidance of taxes under this subtitle or subtitle A.

(4) Burpen or proor.—If the Secretary or his delegate estab-
lishes that it is reasonable to believe that an individual’s loss of
United States citizenship would, but for paragraph (3), result in a
substantial reduction for the calendar year in the taxes on the transfer
of property by gift, the burden of proving that such loss of citizenship
did not have for one of its principal purposes the avoidance of taxes
under this subtitle or subtitle A shall be on such individual.

(b) CerraIN RESIDENTS OF PossEssions ConNsIDERED CITIZENS OF

THE
and

UniTep StATES.—A donor who is a citizen of the United States
a resident of a possession thereof shall, for purposes of the tax

imposed by this chapter, be considered a ‘citizen”” of the United
States within the meaning of that term wherever used in this title
unless he acquired his United States citizenship solely by reason of
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(1) his being a citizen of such possession of the United States, or (2)
his birth or residence within such possession of the United States.

(¢) CerTaiN REsipENTS OF PossessioNs ConsiDERED NONRESI-
pENTS NoT Crrizens oF THE UNITED STATES.—A donor who is a
citizen of the United States and a resident of a possession thereof shall,
for purposes of the tax imposed by this chapter, be considered a
“nonresident not a citizen of the United States’” within the meaning
of that term wherever used in this title, but only if such donor acquired
his United States citizenship solely by reason of (1) his being a citizen
of such possession of the United States, or (2) his birth or residence
within such possession of the United States.

(d) Cross REFERENCES.—

(1) For increase in basis of property acquired by gift for gift tax paid,
see section 1015(d).

(2) For exclusion of transfers of property outside the United States
by a nonresident who is not a citizen of the United States, see section

2511(a).
* * * * * * *
Subchapter B—Transfers
%* * %* * * * L]

SEC. 2511. TRANSFERS IN GENERAL. .

(a) Scope.—Subject to the limitations contained in this chapter,.
the tax imposed by section 2501 shall apply whether the transfer is-
in trust or otherwise, whether the gift is direct or indirect, and whether
the property is real or personal, tangible or intangible; but in the case:
of a nonresident not a citizen of the United States, shall apply to a.
transfer only if the property is situated within the United States.

L(b) Stock v CorroraTION.—Shares of stock owned and held by
a nonresident not a citizen of the United States shall be deemed
property within the United States only if issued by a domestic cor-
poration.]

(b) InTanaIBLE PROPERTY.—For purposes of this chapter, in the case
of a nonresident not a citizen of the United States who is excepted from
the application of section 2501(a)(2)—

(1) shares of stock issued by a domestic corporation, and
(2) debt obligations of—
(4) a United States person, or
(B) the United States, a State or any political subdivision
thereof, or the District of Columbia, which are owned by such
nonresident shall be deemed to be property situated within the
United States.
. . . » . . B
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CHAPTER 24—COLLECTION OF INCOME TAX AT
SOURCE ON WAGES

Sec. 3401. Definitions.

Sec. 3402. Income tax collected at source.

Sec. 3403. Liability for tax.

Sec. 3404. Return and payment by governmental employer.

SEC. 3401. DEFINITIONS.

(a) WacEs.—For purposes of this chapter, the term “wages”
means all remuneration (other than fees paid to a public official)
for services performed by an employee for his employer, including the
cash value of all remuneration paid in any medium other than cash;
except that such term shall not include remuneration paid—

(1) for active service as a member of the Armed Forces of the
United States performed in a month for which such member is
entitled to the benefits of section 112; or

(2) for agricultural labor (as deﬁned in section 3121(g)), or

() for domestic service in a private home, local college club,
or local chapter of a college fraternity or sorority; or

(4) for service not in the course of the employer’s trade or
business performed in any calendar quarter by an employee,
unless the cash remuneration paid for such service is $50 or more
and such service was performed by an individual who is regularly
employed by such employer to perform such service. For
purposes of this paragraph, an individual shall be deemed to
be regularly employed by an employer during a calendar quarter

_ only if—

(A) on each of some 24 days during such quarter such
individual performs for such employer for some portion of
the day service not-in the course of the employer’s trade or
business; or

(B) such individual was regularly employed (as deter-
mined under subparagraph (A)) by such employer in the
performance of such service during the preceding calendar
quarter; or '

(5) for services by a citizen or resident of the United States
for a foreign government or an international organization; or

[(6) for services performed by a nonresident alien individual,
other than—

L(A) a resident of a contiguous country who enters and
leaves the United States at frequent intervals; or

L(@B) a resident of Puerto Rico if such services are per-
formed as an employee of the United States or any agency
thereof; or
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[(C) an individual who is temporarily present in the
United States as a nonimmigrant under subparagraph (F)
or (J) of section 101(a)(15) of the Immigration and Nation-
- ality Act, as amended, if such remuneration is exempt,
under section 1441(c)(4)(B), from deduction and with-
holding under section 1441(a), and is not exempt from
taxation under section 872(b)(3); or] ‘
L(7)] (6) for such services, performed by a nonresident alien
‘individual [who is a resident of a contiguous country and who
-enters and leaves the United States at frequent intervals], as
may be designated by regulations prescribed by the Secretary or
‘his delegate; or

(8)(A) for services for an employer (other than the United
‘States or any agency thereof)—

(i) performed by a citizen of the United States if, at the
time of the payment of such remuneration, it is reasonable
to believe that such remuneration will be excluded from
gross income under section 911; or

(ii) performed in a foreign country or in a possession of
the United States by such a citizen if, at the time of the
payment of such remuneration, the employer is required
by the law of any foreign country or possession of the United
States to withhold income tax upon such remuneration; or

(B) for services for an employer (other than the United States
or any agency thereof) performed by a citizen of the United
States within a possession of the United States (other than
Puerto Rico), if it is reasonable to believe that at least 80 percent
of the remuneration to be paid to the employee by such employer
during the calendar year will be for such services; or

(C) for services for an employer (other than the United States
or any agency thereof) performed by a citizen of the United
States within Puerto Rico, if it is reasonable to believe that
during the entire calendar year the employee will be a bona fide
resident of Puerto Rico; or
[ J L J * * * * L ]
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Subtitle F—Procedure and Administration

. * o * * * *
' CHAPTER 61—INFORMATION AND RETURNS
[ * * * * * *
Subchapter A—Returns and Records
® L ] * * = L] v *
PART II—TAX RETURNS OR STATEMENTS
'3 . * * * * .
- Subpart B—Income Tax Returns
¢ * * * * * L d
SEC. 6015. DECLARATION OF ESTIMATED INCOME TAX BY INDI-
VIDUALS.

(a) ReQuireMENT oF DrcrArATION.—[Every] Euxcept as other-
wise provided in subsection (i), every individual [(other than a non-
resident alien with respect to whose wages, as defined in section
3401 (a), withholding under chapter 24 is not made applicable, but
including every alien individual who is a resident of Puerto Rico
during the entire taxable year)J shall make a declaration of his
estimated tax for the taxable year if—

(1) the gross income for the taxable year can reasonably be
expected to exceed—
(A) $5,000, in the case of—
‘() a single individual other than a head of a house-
hold (as defined in section 1(b)(2)) or a surviving
spouse (as defined in section 2(b));
(i) a married individual not entitled under subsection
(b) to file a joint declaration with his spouse; or
(iii) a married individual entitled under subsection
(b) to file a joint declaration with his spouse, but only
if the aggregate gross income of such individual and
his spouse for the taxable year can reasonably be ex-
pected to exceed $10,000; or
(B) $10,000, in the case of—
(i) a head of a household (as defined in section
1(b)(2)); or
(ii) a surviving spouse (as deﬁned in section 2(b)); or
(2) the gross income can reasonably be expected to include
more than $200 from sources other than. wages (as defined in -
section 3401 (a)).
Notwithstanding the provisions of this subsection, no declaration is
required if the estimated tax (as defined in subsection (¢)) can reason-
ably be expected to be less than $40.
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(b) JoinT DECLARATION BY HUsBAND AND WiFE.—In the case of a
husband and wife, a single declaration under this section may be made
by them jointly, in which case the liability with respect to the estimated
tax shall be joint and several. No joint declaration may be made if
either the husband or the wife is a nonresident alien, if they are sepa-
rated under a decree of divorce or of separate meaintenance, or if
they have different taxable years. If a joint declaration is made but
a joint return is not made for the taxable year, the estimated tax for
such year may be treated as the estimated tax of either the husband or
the wife, or may be divided between them. v

(c) EsTimaTeEp Tax.—For purposes of this title, in the case of an
individual, the term ‘‘estimated tax’’ means the amount which the
individual estimates as the amount of the income tax imposed by
chapter 1 for the taxable year, minus the amount which the individual
estimates as the sum of any credits against tax provided by part IV
of subchapter A of chapter 1.

(d) Contents oF DrcrLaraTioN.—The declaration shall contain
such pertinent information as the Secretary or his delegate may by
forms or regulations prescribe.

(¢) AMENDMENT OF D=ECLARATION.—An individual may make
amendments of a declaration filed during the taxable year under
regulations prescribed by the Secretary or his delegate.

(f) ReETURN As DEcLArRATION OR AMENDMENT.—If on or before
January 31 (or February 15, in the case of an individual referred to in
section 6073(b), relating to income from farming or fishing) of the
succeeding taxable year the taxpayer files a return, for the taxable
year for which the declaration is required, and pays in full the amount
computed on the return as payable, then, under regulations prescribed
by the Secretary or his delegate—

(1) if the declaration is not required to be filed during the
taxable year, but is required to be filed on or before January 15
such return shall be considered as such declaration; and

(2) if the tax shown on the return (reduced by the sum of the
credits against tax provided by part IV of subchapter A of chapter
1) is greater than the estimated tax shown in a declaration
previously made, or in the last amendment thereof, such return
shall be considered as the amendment of the declaration per-
mitted by subsection (e) to be filed on or before January 15.

In the application of this subsection in the case of a taxable year
beginning on any date other than January 1, there shall be substituted,
for the 15th or last day of the months specified in this subsection, the
15th or last day of the months which correspond thereto.

(2) SEORT TaAxXABLE YEARS.—An individual with a taxable year
of less than 12 months shall make a declaration in accordance with
regulations prescribed by the Secretary or his delegate.
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(h) Estares anp TrusTts.—The provisions of this section shall not
apply to an estate or trust.

(¢) Nownresipent Ariexy INpivipvars.—No. declaration shall be
required to be made under this section by a nonresident alien individual
unless— . '

(1) withholding wunder chapter 24 is made applicable to the
wages, as defined in section 3401 (a), of such individual,

(2) such individual has income which is effectively commected
with the conduct of a trade or business within the United States, or

(3) such individual is a resident of Puerto Rico during the entire
taxzable year.

L@ (5 ArppricapiLity.—This section shall be applicable only
with respect to taxable years beginning after December 31, 1954;
and sections 58, 59, and 60 of the Internal Revenue Code of 1939
shall continue in force with respect to taxable years beginning before
January 1, 1955. '

* * * * * . * *

SEC. 6018. ESTATE TAX RETURNS.

(2) RETURNS BY EXECUTOR.—

(1) Crmizens or RESIDENTS.—In all cases where the gross
estate at the death of a citizen or resident exceeds $60,000, the
executor shall make a return with respect to the estate tax im-
posed by subtitle B.

(2) NONRESIDENTS NOT CITIZENS OF THE UNITED STATES.—In
the case of the estate of every nonresident not a citizen of the
United States if that part of the gross estate which is situated in
the United States exceeds [$2,000] $30,000, the executor shall
make a return with respect to the estate tax imposed by sub-
title B.

(b) RETURNs BY BENEFICIARIES.—If the executor is unable to
make a complete return as to any part of the gross estate of the
decedent, he shall include in his return a description of such part and
the name of every person holding a legal or beneficial interest therein.
Upon notice from the Secretary or his delegate such person shall in
like manner make a return as to such part of the gross estate.

. . . . . . .
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CHAPTER 79—DEFINITIONS

* * %* * * * *

SEC. 7701. DEFINITIONS. :
(a) When used in this title, where not otherwise distinctly expressed
or manifestly incompatible with the intent thereof—
* * * * * * *

(31) ForEIGN ESTATE OR TRUST.—The terms ‘foreign estate’
and “foreign trust” mean an estate or trust, as the case may
be, the income of [which from] which, from sources without the
[ United States is] United States which s not effectively connected
with the conduct of a trade or business within the United States,
48 not includible in gross income under subtitle A.

* * * * * * *
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WRITTEN STATEMENTS ON H.R. 11297, FOREIGN INVESTORS
TAX ACT OF 1965

Avvminum Co. OF AMERICA,

- Pittsburgh, Pa., February 14, 1966.
Hon. WiLur D. MiLvs,
Chairman, House Ways and Means Committee,

House Office Building, Washingion, D.C.

Dear CHARMAN Mivis: It is my understanding that your com-
mittee intends to consider in executive session on %Vednesday, Feb-
ruary 16, 1966, H.R. 11297 entitled “Foreign Investors Tax Act of
1965.” We are most alarmed by what seems to be a fundamental
cha.nfe in U.S. concepts applicable to taxation of foreign corporations
and foreign-earned income.

Under current law, a foreign corporation is subject to U.S. tax
only where the corporation derives income from sources within the
United States. The derivation of such income has heretofore been
determined under the generally precise source rules in sections 861
through 863 of the Internal Revenue Code.

As now written, H.R. 11297 would radically depart from these
established jurisdictional concepts and subject foreign corporations
to U.S. tax on income which is “effectively connected” with the
conduct of a trade or business within the United States. The
question of when a foreign corporation “is engaged in business within
the United States” is itself not easily answered. The subject bill
would inject greater vagueness and uncertainty into this area of
international business planning by adopting, as a jurisdictional prin-
ci})le of taxation, an entirely new, undefined and untested concept
of “effective connection.” .

‘We are deeply concerned that such a radical change in the inter-
national aspects of our tax system is being considered. Accordixllfly,
we strongly urge that this proposed language be deleted from H.R.
11297 or alternatively that further study be made of the feasibility
?,lnd practicality of such a test, including the scheduling of public

earings. .
Please let me know if I can be of any assistance to you in this
matter.
Sincerely,
E. A. VavueHN,
Vice President and Consroller.
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THE AMERICAN BANKERS ASSOCIATION,
New York,N.Y ., February 15,1966.
Hon. Weur D. M1LLs, ‘
Chairman, House W ays and Means Committee,
Longworth House Office Building, W ashington, D.C.

Drar Mr. MiLs: The American Bankers Association, on behalf of
its member banks, is seriously concerned with certain provisions con-
tained in H.R. 11297, a bill to amend the Internal Revenue Code of
1954 to provide equitable tax treatment for foreign investment in
the United States, which is pending before your committee.

Section 2 of the bill would amend the Internal Revenue Code of
1954 and make interest on bank deposits received by a nonresident alien
individual or a foreign corporation, if such interest is not effectively
connected with the conduct of a trade or business within the United
States, subject to U.S. income taxes for amounts paid or credited after
December 381, 1970. Section 8(d) of the bill also amends the Internal
Revenue Code of 1954 to treat bank deposits of nonresident aliens
who are not engaged in business in the United States as property within
the United States and thereby subject to U.S. estate taxes.

In our opinion, these changes in the present law which makes inter-
est on U.S. bank deposits foreign source income when paid to persons
not engaged in business in the United States, and which treats bank
deposits of nonresident aliens not engaged in business in the United
States as property without the United States for purposes of comput-
ing the estate taxes of such aliens, would adversely affect the ability
of U.S. commercial banks to support international trade and would
causlg deterioration in the U.S. &lance of payments and in our gold
stock. '

The overall purposes of H.R. 11297, as stated by the Committee on
Ways and Means In its summary of the principal provisions of the
bill, are “to modernize the present U.S. tax treatment of foreigners
and to encourage foreign investment in the United States—thereby
beneficially affecting the U.S. balance of payments—by removing tax
barriers to such investment.” These objectives are hig%ly commeénda-
ble. However, the provisions of the bill referred to above, as relates
to commercial banking, would be self-defeating; since, in our view,
they would cause an outflow of funds from the United States.

posits of private foreigners, which run into several billions of
dollars, have given American banks resources for lending in support
of international trade and development. Since bank %iabilitles to
foreigners are greater than bank claims upon foreigners, it is clear
that such deposits have further provided a means of financing the U.S.
balance-of-payments deficit. Data of the Department of Commerce
show increases in short-term dollar holdings of 11.:1'ivate foreigmers
(mostly deposits) since 1958 have helped finance the U.S. balance of
payments on an avera.%e of $800 million a year. Repayment of these
obligations would involve shifts into official dollar holdings that would
be eligible for conversion into gold. A movement of this gold out of
the United States would impose unwantet pressures internationally
on our country.

The importance of retaining foreign bank deposits in this country
from the standpoint of our balance of payments was considered an
im%(irtant factor by the Banking and Currency Committee in its report
on H.R. 5806, 89th Congress, 1st session (Rept. 336), a bill to continue
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the authority of domestic banks to pay interest on time deposits of
foreign governments at rates differing from those applicable to domes-
tic depositors. The committee, in recommending passage of HL.R. 5306,
stated that “the object of the bill is to extend existing provisions of
law designed to encourage foreign governments and monetary author-
ities to maintain dollar accounts in this country rather than convert
these dollar accounts directly into gold or to transfer the funds to
other financial centers, whereupon they could be acquired by official
institutions of other countries and be converted into gold.”

inging our international payments into balance is difficult, par-
ticularly in light of the present magnitude of U.S. Government com-
mitments in support of world peace and development. As an emer-
gency expedient, American businessmen and bankers have been en-
Iisted in a voluntary program of restraints on U.S. capital outflow to
eliminate the deficits. This effort should not be undermined by intro-
ducing penalties on foreign deposits with American banks. We should
recall that the purpose of tax legislation in this area at this time is to
create a more attractive climate for foreign investments in the United
States. Even the threat of the contemplated action is harmful, affect-
?%l;foreigners’ decisions to open or maintain accounts with American

anks. '

Beyond balance-of-payments considerations, sharp reductions in
dollar deposits from abroad would frustrate U.S. monetary policy.
Deposits from foreigners exceed loans to foreigners. A significant
Rortion of this margin is used for loans and investments in the United
States. Thus, if deposits from foreigners are sharply curtailed, the
domestic credit market would be placed under pressure. Although
monetary authorities could, over time, alleviate this situation by add-
ing to domestic bank reserves, sharp losses of foreign deposits would
at best be disruptive to the domestic financial system. Sharp deposit
losses would have a comparable impact on the international financial
system.

yIt is recognized that the bill provides that the amendments made

by it are not to apply where application would be contrary to any
treaty obligation of the United States and that there is a 5-year period
before the income tax would be effective on bank deposits. Never-
theless, legislation of this character is apt to have an unwholesome
immediate effect on investor psychology.and we can look to a prompt
outflow of funds seeking investment out{ets in other countries.

In conclusion, the foregoing mentioned amendments of the 1954
code, as proposed by H.R. 11297—

Would impair the ability of American banks to hold and to
attract foreign demand and time balances.

Would have an adverse impact on the U.S. balance of payments
and gold stock.

Would inject an unsettling element in domestic and world fin-
ancial markets as deposits from foreigners were reduced.

Would discriminate against American businessmen and banks
in their effort to obtain a fair share of international markets.

‘Would cast further doubt on the future value of the U.S. dollar.

We strongly urge that these provisions of H.R. 11297, as relates to
commercial banks, be deleted, in the interests of the United States
and international economies.

Very truly yours,
ArcHiE K. Davis, President.
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AwmEerroaN Cyanamio Co.,
February 16,1966.
Hon. Witsur D. Miris,
Chairman, Committee on Ways and Means,
House Office Building:

With reference to H.R. 11297 which you introduced to remove tax
barriers to foreign investment in the United States, we are concerned
that its provisions may adversely affect foreign subsidiaries of U.S.
corporations. Certain new and indefinite provisions have been incor-
porated in H.R. 11297 which were not present in its predecessor bill,
H.R. 5916. In order to clarify the effect of this bill, particularly
as it may apply tax to U.S. corporate interests, we urge that hearings
be held on H.R. 11297 and request your support in this connection.

R. C. Prums.

-AmericaN Instrrure oF CerTIFIED PUBLIC ACCOUNTANTS,
Los Angeles, Calif., J anuary 12, 1966.
Hon. Wirsor D. MiLLs,

Chairman, Ways and Means Committee,
Longworth House Office Building, W ashington, D.C.

Dear MR. Miris: On September 28 you introduced H.R. 11297 to
replace H.R. 5916 regarding foreign investment in the United States.

e institute’s committee on Federal taxation has reviewed H.R.
11297 and submits for your committee’s consideration the enclosed
comments and recommendations on the bill. Our comments on H.R.
5916 were submitted to you on June 24, 1965.

There are a number of major differences between H.R. 11297 and
H.R. 5916. As discussed in detail in our statement, we believe that
four of these changes would tend to work against the bill’s primary
purpose that is, the removal of tax barriers to foreign investment in
the United States. Moreover, these changes constitute such a major
revision of the U.S. tax laws that we believe additional public hear-
ings should be scheduled before your committee acts on H.R. 11297.

Under separate cover we are sending 40 additional copies of our
comments to Mr. Leo H. Irwin, chief counsel.

Sincerely :
’ Doxarp T. Burns,

General Chairman, Committee on Federal T axation.

COMMENTS AND RECOMMENDATIONS OF COMMITTEE ON FEDERAL
TAxXATION

GENERAL COMMENTS

H.R. 11297 is a modified version of an earlier bill, H.R. 5916. This
committee finds that four modifications would tend to work against
the bill’s primary purpose, the removal of tax barriers to foreign invest-
ment in the United States. Further, these modifications constitute
such a major revision of U.S. tax laws that additional public hearings
would seem to be appropriate. The study which this committee has
been able to devote to these changes suggests that they may have unin-
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tended and serious tax effects. The changes may also bring other ad-
verse economic effects, particularly on the U.S. balance of payments.

The questionable changes which are proposed in H.R. 11297 are as
follows:

(1) The introduction of an entirely new concept, that non-
resident aliens and foreign corporations engaged in trade or busi-
ness in the United States would be taxed on worldwide income
“effectively connected” therewith. Current law taxes such per-
sons on their U.S. source income only.

(2) After 1970, interest on U.S. bank deposits would be sub-
ject to U.S. tax although paid to persons not engaged in business
here. '

(8) U.S. bank deposits would be included in the gross estate of
nonresident alien decedents even though not engaged in business
in the United States.

(4) The bill imposes higher estate tax rates on nonresident alien
decedents than those proposed in H.R. 5916.

The committee is aware of the need to evaluate other than balance-
of-payments considerations in the preparation of such legislation, but
the specific factors which led to the adoption of these changes have not
been made clear. That the need for the changes is not immediately
obvious is demonstrated by the fact that they were not proposed until
Vexéy. recently, although the kind of changes desirable with regard to
U.S. taxation of foreign persons has been under continuous study
since the formation of the Fowler task force in October 1963.

The changes cited above are discussed in some detail in items 1, 6, 9,
and 10 of the attached “specific comments and recommendations.” "It
1s believed that the discussion makes clear the need for public hearings
before the Committee on Ways and Means decides to recommend these
major tax changes to the House of Representatives.

SPECIFIC COMMENTS AND RECOMMENDATIONS

Bill section 2: Proposed code section 861(a) (1) (A) and (D) ; 861(c)

(Z) Interest on U.S. bank deposits (p. 4, lines 9-14; p. 5, lines 1-18;
. 6, lines 3-6) —The effect of the proposed amendments would be to
subject interest on U.S. bank deposits and similar amounts to with-
holding of tax at source with respect to payments after December 31,
1970. There are two obvious reasons for questioning the proposed
change:

g (1) This exemption, which has been in force since 1921, has been
considered desirable to encourage the use of U.S. banks by foreign
persons for deposits and financial transactions.

(2) The nexus for such taxation of income from U.S. bank
deposits is so slender as to raise doubts as to the rationale for the
change.

While %he effect of this change would be delayed for several years,
it is not considered desirable because it creates another complication
regarding investment in the United States. Such complications are
believed to act as a current psychological deterrent to U.S. investment
by nonresident aliens, even though the financial deterrent of U.S. with-
holding tax will not occur until 1971.
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Another questionable change is the provision that the interest on
deposits with foreign banking branches of U.S. corporations will be
viewed as income from sources without the United States provided the
deposit is in a foreign currency. After 1970 this provision will tend
to force the deposit of the vast amounts of “Kurodollars” to be
deposited with foreign banks in order to avoid U.S. taxation of the
interest income.

Bill section 3: Proposed code section 871(a) _

(2) Subject of the tax on non-resident alien individuals (p. 13, line
15; p. 14, line 4).—In proposed section 871(a), the words “gross
income” should replace the words “amount received.” In regulations
section 1.871-7(b) (1) there is the following clarification: “For the
purposes of section 871(a) (1) ‘amount received’ means ‘gross income.” ”

Bill section 8: Proposed code section 871(a)

(3) Page 13, lines 17-19.—This proposed subsection describes the
kinds of income not connected with a U.S. business which shall be
subject to tax at the rate of 30 percent. It repeats the enumeration
of the types of income presently described in section 871(a) (1), in-
cluding the words “salaries,” “wages,” “compensations,” “remunera-
tions,” and “emoluments.” Under proposed section 864(b) the per-
formance of personal services within the United States will constitute
engaging in a trade or business within the United States except under
certain limited circumstances. Remunerations for such personal serv-
ices, therefore, would be taxed at graduated rates under proposed
section 871(b) as income effectively connected with the conduct of a
trade or business within the United States. Accordingly, proposed
section 871(a) should be revised to exclude the terms cited above which
are descriptive of payments for personal services. '

Bill section 3: Proposed. code section 871 (a) (2)

(4) Conforming the phraseology applicable to gains and losses
(p. 14, lines 15 and 16) —The phrase used in lines 15 and 16, page 14,
in reference to the word “losses” is: “allocable to sources within the
United States.” It would seem preferable to continue to use the phrase
i“derived from sources within the United States” as it is used in line 13
with reference to the word “gains.”

Bill section 3: Proposed code section 871 (a) (2)

(5) Determination of capital gains of aliens present in the United
States 183 days or more—It is assumed that the intent of the bill is
to subject nonresident aliens who are present in the United States for
183 days or more during a year to a 30-percent rate of tax. This
provision places such an alien in a disadvantageous position in com-
parison with a domestic investor, because under the provisions of lines
9994, page 14, and lines 1-2, page 15, the alternative tax and capital
loss carryover provisions are not to be allowed. This seems contrary
to the intent of the bill. We recommend that the.rate of tax be 25
percent and that consideration be given to allowing the deduction of
capital loss carryovers.

Bill section 3: Proposed code sections 871(b) and 882

(6) Income “effectively connected” with a U.S. trade or business
(p. 15, lines 1420, and p. 32, lines 8-14).—It is proposed that non-

.
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resident aliens and foreign corporations engaged in trade or business
within the United States would be subject to regular rates of tax on
worldwide income “effectively connected” with such trade or busi-
ness. This is the most surprising change in the bill, as compared
with H.R. 5916, because it represents a real innovation in U.S.
taxation of foreign persons. Heretofore foreign corporations and
nonresident alien individuals engaged in trade or business here have
been subject to U.S. income tax only on U.S.-source income.

It has been said that the adoption of the “effectively connected”
concept is in accord with the. OECD model income tax convention
and with our new treaty approach as evidenced by the recent protocol
with Germany. Our study of these documents and of the reports of
the Department of State and of the staff of the Joint Committee on
Internal Revenue Taxation on.the German protocol has disclosed no
indication that foreign source.income would be taxed. Article I1T
of the convention with Germany as amended, dealing with the
taxation of the industrial or commercial profits of an enterprise, does
not even use the term “effectively connected” and article XV, dealing
with the avoidance of double taxation, limits the allowable tax
credits and/or exclusions from taxable income to income having its
source in the other country.

We believe that enactment of H.R. 11297 could lead to serious prob-
lems of double taxation, particularly with regard to foreign sub-
sidiaries of U.S. corporations. If such a foreign subsidiary were -
subjected to U.S. taxes under this principle, double taxation would
result when the U.S. parent corporation receives dividends from the
subsidiary since no credit is permitted for U.S. income taxes paid by
a foreign corporation.

It is recognized that a motivating factor in this proposal to tax
foreign persons engaged in trade or business in the United States on
their worldwide income is concern that otherwise tax avoidance may
be permitted. We do not believe that major tax avoidance does
result under the existing provisions for taxation of such foreign
persons. The Treasury has various ways of dealing with efforts to
avoid U.S. income taxes, such as section 482, arrangements under
various income tax treaties, and its ability to challenge such devices
as the mere arrangement of title passage outside the United States
for tax avoidance purposes.

The majority of our existing tax treaties contain provisions which
limit the imposition of tax to income from sources within the taxing
country. These include Australia, Austria, Denmark, Finland,
Greece, Honduras, Ireland, Italy, Japan, Luxembourg, the Nether-
lands, New Zealand, Norway, Switzerland, and the United Kingdom.
Since H.R. 11297 provides that the changes which it would make in
U.S. tax law would not contravene any existing treaties, the treaties
with the above-named countries would require amendment before the
foreign source income of their corporations could be taxed by the
United States.

The foreign tax credit proposed under new section 906 would
not be allowed for taxes paid to a country solely by reason of the
foreign person being domiciled there for tax purposes. This could
result in double taxation where the country of domicile imposes .
limitations on allowable credits for foreign taxes which are similar to
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the U.S. rules. In such a case, where the U.S. taxes income which
is derived from a third country, the country of domicile would not
permit a foreign tax credit for the U.S. taxes paid on income derived
from the third country.

Consideration should be given to defining more precisely the
criteria given for the term “effectively connected” in section 864 (c)
(p- 12, Iines 10-23). Otherwise, it is likely to discourage U.S. port-
folio investment by foreign persons engaged in trade or business
here, because in many cases they could not be sure of obtaining
the generally lower rates of tax on investment income.

For the foregoing reasons we believe that it would be preferable to
provide that a foreign corporation or a nonresident alien individual
engaged in trade or business in the United States be taxed only on
its U.S.-source income effectively connected with the U.S. trade or
business.

‘We strongly urge that, if the Congress feels impelled to abandon the
long-existing source of income rules in favor of this new and untried
“effectively connected” concept. the committee reports should indicate
clearly that the exercise by a U.S. corporation of management func-
tions for a foreign subsidiary will not be considered to be the engage-
ment in a trade or business within the United States by such forei
subsidiary. We also urge that code section 245 be amended to sub-
stitute the term “10 percent” wherever the term “50 percent” presently
isused. This would permit a fractionalized dividends received credit
in the majority of cases and would ameliorate, although not eliminate,
the double taxation problems which we have described heretofore.

Bill section },: Proposed code section 882(c) (2)
(7) Softening of provision disallowing all deductions for failure to
le a return (p. 33, line 21 through p. 34, line 8) —The disallowance of
all deductions and most credits for failure to file a return under pro-
posed section 882 (c) (2), is an unusually harsh provision. Even though
this provision is a part of the present law, the purposes of the bill would
seem to indicate that the provision should be softened.

Bill section 6: Proposed code sections 901(c) and 2014(h)

(8) CQonsistency in provisions requiring 30-day notice prior to Presi-
dential proclamation (p. 63, line 17, and p. 54, line 19; cf. p. 48, line 3
and p. 63, line 25).—To be consistent with proposed sections 896 and
2108, proposed sections 901 (c) and 2014(h) should require a 30-day
notice to Congress before a proclamation is made by the President.

Bill section 8: Proposed code section 2101 (a)

(9) Rate of estate tax on nonresident alien decedents (p. 56, lines 21—
23 and p. 57, lines 1-2) —The Fowler Task Force Report contained a
recommendation to “eliminate U.S. estate taxes on all intangible per-
sonal property of nonresident alien decedents.” We believe this rec-
ommendation should be followed. As pointed out in the report:

“Under existing U.S. tax law, a foreigner willing to go through the
expense and trouble of establishing a personal holding company, in-
corporated abroad, and assuring himself that this personal holding
company does not run afoul of the U.S. penalty taxes or undistributed
persor’l’al holding company income, can already legally avoid estate
taxes.
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The possibility of using such a holding company would be made
even easier due to a provision in the bill which would exempt from
the personal holding company tax a foreign corporation if all of its
stock is owned by foreigners.

Sophisticated investors may take advantage of this means of
escaping estate tax; others will reject the complications and addi-
tional costs. It would seem preferable to enable both types of in-
vestors to acquire U.S. securities without concern for a substantial
U.S. estate tax.

Bill section 8: Proposed code section 2105(b)

(10) Inclusion of bank deposits in the gross estate (p. 58, lines
16-24) —The bill would remove the existing exemption from the gross
estate for U.S. bank deposits owned by a nonresident alien decedent
who was not engaged in business in the United States at the time of
his death. This provision should be eliminated from the bill since,
if enacted, it is likely to have an immediately adverse effect on the
U.S. balance of payments.

The exclusion of bank deposits from the gross estate would also
result from the adoption of the recommendation in item 9 above.
In any event, as far as bank deposits are concerned, the proposed
inclusion in the gross estate is clearly in the wrong direction.

THE AssocraTioN oF THE BAr oF TaE CiTY OF NEW YORK,
CoMMrrTEE ON TAXATION,

New York, January 19, 1966.
Hon. WiLsur D. Mir1s. ] ’
Chairman, Ways and Means Committee of the House of Representa-

tives, New House Office Building, Washington, D.C.

Drar Mr. MiLrs: This committes has in preparation a report con-
cerning H.R. 11297, the Foreign Investors Tax Act of 1965, which
is critical of certain provisions of the bill. We hope to file the report
with your committee within the next 10 days. We would appreciate
notice of any hearings to be held on the bill.

Respectfully yours,
Lavurence F. Casey, Chairman.

CommEeNnTs oN H.R. 11297—Foreren InvesTors Tax Act oF 1965

Set forth below are the comments of the Committee on Taxation
(l){ggl}ze Association of the Bar of the City of New York on H.R.

According to the Ways and Means Committee’s summary, a prin-
cipal purpose of the bill is to encourage foreign investment in the
United States—thereby beneficially affecting the U.S. balance of
payments—by removing tax barriers to such investment. The com-
mittee believes that certain changes made under the bill will have
precisely the contrary effect. For instance, the elimination of the
income and estate tax exemptions relating to U.S. bank deposits must
lead to withdrawals of substantial existing deposits from, and dis-
courage potential deposits in, this country.
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One further aspect of the bill may well serve to discourage invest-
ment in the United States. Under present law, it is possible to give
fairly definite advice to a foreign corporation or partnership wishing
to establish a branch in this country as to what part of its income will
be treated as income from sources within the United States and sub-
ject to tax here. H.R. 11297 would abandon the use of these clearly
defined “source” rules and instead subject to U.S. tax all income that
is “effectively connected” with a U.S. branch operation. The “ef-
fectively connected” concept is vague and ill defined. To the extent
that the bill substitutes an unclear standard of taxability for a clear
one, making it more difficult for a foreign investor to determine
what U.S. tax he will pay, it will, in the committee’s opinion, serve
to discourage investment in the United States.

Our detailed comments are submitted under six principal headings,
as follows:

SOURCE OF INCOME
Section 2(a). Interest

The general effect of this provision is to extend the present exclu-
sion of Interest on bank deposits from U.S.-source income to interest
paid by savings and loan associations and to interest paid on amounts
held by an insurance company under an agreement to pay interest
thereon. However, with one minor exception described below, the
present exclusion of bank deposit interest from U.S.-source income
as well as the proposed extension will terminate on December 31,
1970. Thus, all such interest paid or credited after December 31,
1970, will be subjected to a 30-percent withholding rate (or to any
lower treaty withholding rate). It is believed that such change, even
though deferred to 1970, will tend to discourage new deposits of
substantial sums with U.S. banks, as well as encouraging the with-
drawal of substantial deposits presently held by foreigners.

Section 2(a) of the bill adds a new subparagraph to the code ex-
cluding from “U.S. source income” interest paid on foreign currency
deposits in foreign branches of U.S. banks, a change which is neces-
sary because of the proposed termination of the present exclusion of
bank interest from U.S. source income. This provision is desirable
but should be extended to cover all interest paid by foreign branches
of U.S. banks. If interest on dollar deposits in foreign branches of
U.S. banks is subject to U.S. withholding taxes, such branches will
be noncompetitive with local foreign banks. The resulting reduction
in their earnings may tend to worsen the U.S. balance of payments.
Should the above restriction induce the incorporation of their foreign
branches by U.S. banks, the balance of payments may be further
worsened by the accumulation of their earnings free of U.S. tax in
such incorporated branches.

Section 2(b). Dividends from foreign corporations

This section modifies present code section 861(a) (2) (B) to provide
that dividends from a foreign corporation are to be considered income
from U.S. sources only if 80 percent of the corporation’s gross income
for the preceding 3-year period consisted of income effectively con-
nected with the conduct of a trade or business within the United
States. This change represents a marked liberalization of the present
requirements for exclusion of dividends of foreign corporations from
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U.S. source income and the committee questions the necessity there-
for. Presumably the change is designed to eliminate the so-called
second dividend tax, particularly with respect to investment income.
However, where a foreign corporation is carrying on activities here
which are effectively connected with a U.S. trade or business, there
would seem to be no reason why the withholding tax should not apply.
Accordingly, it is suggested that the present requirement be retained,
or more appropriately, reduced below 50 percent.

In any event, in the interest of clarity, the word “total” should be
added before the words “gross income” where they first appear in the
subparagraph and the words “from all sources” should be added after
the words “gross income.” Since under the bill provisions (sec. 4(b))

. amending section 882(b), the “gross income” of a foreign corporation
would be limited to income from sources within the United States
plus “effectively connected” income, section 861(a)(2)(B), as pro-
posed, would produce an unintended result.

Section 2(c). Personal services

This provision desirably broadens the present exclusion from U.S.
source income of the earnings of employees of (i) foreign corporations
or (ii) foreign branches of U.S. corporations who earn less than $3,000
and are present here for less than 90 days, the exclusion being extended
to employees of foreign offices of U.S. partnerships or individuals. No
change has been made in the basic $3,000 exclusionary test. Since this
figure has been part of the code at least since 1939 (and apparently has
its genesis in sec. 201(c) of the Revenue Act of 1917), and since wage
levels have increased materially in that period, consideration might be
given to increasing this amount.

The exclusion presently applies to employees of foreign corpora-
tions, etc., where the employer is not engaged in trade or business in
the United States if the employee is employed by a foreign office of
the foreign employer. There would seem to be no basis for putting
employees of a foreign branch of a foreign employer engaged in trade
or business here in a worse position than that of employees of a forei
branch of a U.S. corporation. Section 861(a) (3) (C) (i) of the code
and proposed section 864(b) (1) (A) should be amended to extend this
exclusion to employees of a foreign branch of a foreign employer
engaged in business in the United States.

Section 2(d): Definition of “trade or business within the United
States”

Proposed code section 864(b) (2) (A) would provide that trading
in stocks or securities through a resident broker custodian or other
agent having discretionary authority would not constitute the carrying
on of a trade or business within the United States. This is a desirable
amendment which should aid in effectuating the purposes of the bill.
The Treasury Department release of March 8, 1965, accompanying
H.R. 5916, stated that no legislative change is necessary to provide
that the volume of transactions is not material in determining whether
an investor is engaged in trade or business in the United States since
this is the rule under existing law. It is not believed that existing law
in this regard is as clear as the Treasury release would indicate and
it is therefore suggested that a specific clause be inserted in the pro-
posed section 864 (b) (2) affirmatively stating that the volume of secu-
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rities or commodities transactions is not material in the determination
of whether an investor is engaged in trade or business within the
United States.

Income “effectively connected” with a U.S. trade or business

The bill actually utilizes the “effectively connected” concept for two
purposes. First, the concept is used to determine whether dividends,
interest, royalties, and other ordinarily “passive” types of income which
are admittedly subject to U.S. tax are part of the income of a U.S.
trade or business and properly subject to full rates of U.S. income
tax or subject only to normally lower withholding tax rates. This use
of the “etfectively connected” concept parallels its use in the recent
protocol to the United States-German Income Tax Convention and
in the OECD Draft Double Taxation Convention. To this extent the
use of the concept is proper and desirable, even recognizing the areas
of question which unger ie its interpretation. However, the bill then
uses the “effectively connected” concept in a way in which it is not
used in U.S. tax conventions or in the OECD draft. It is this second
use of the concept which the committee believes represents a serious
and undesirable departure from present law.

Under present law if a foreign corporation or nonresident alien is
engaged in trade or business in the United States, then U.S. tax is im-
posed on the industrial and commercial income * of that trade or busi-
ness to the extent that it is “from sources within the United States”
(IRC secs. 872(a), 882(b)). The code and regulations contain fairly

recise definitions of what is and is not income from sources within the
%nited States and the case and other authority is now sufficiently clear
so that definite answers can be given to the bulk of source of income
_questions arising in connection with industrial and commercial income.
owever, the bill would discard all of these established and well-un-
derstood rules and would treat as income of the foreign person’s U.S.
trade or business all income “effectively connected” with that trade or
business without reference to its “source.”

Proposed section 864 (c) would provide a series of fairly amorphous
“factors” which are to be “taken into account” in determining whether
income is “effectively connected” with a U.S. trade or business. These
“factors” provide no answers to the following everyday questions that
will necessarily arise in applying the “effectively connected” concept.
If goods are processed here and then shipped to a foreign country
where they are sold through stores, with the geneﬁt of extensive adver-
tising, what part of the profit on sale is “effectively connected” with
the trade or business carried on in the United States? What portion
of the income from a sale of goods is effectively connected with the .
U.S. trade or business if goods are processed both here and abroad and
then sold abroad? Suppose that the foreign corporation holds forei
patents, without which goods manufactured here could not be sold
abroad. Does this affect the amount of income “effectively connected”
with the U.S. trade or business? Suppose that a foreign corporation
managed in this country operates oilfields throughout the world.
What portion of its income is “effectively connected” with its U.S.
trade or business?

1The code does not use the term “industrial or commercial income.” The term as used
here provides a convenient description of the types of income which will be affected by this
change in present law.
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There would seem to be only two alternative solutions in each of the
foregoing cases. Either the entire income from the entire industrial
and commercial income producing activity here and abroad is subject
to U.S. tax or only part is so subject. If it is intended to subject all
of such income to tax, this certainly represents a drastic and question-
able change in our tax system. If only part of the income from the
entire profitmaking activity is subject to U.S. tax then “source” rules
will have to be provided and the bill simply becomes a vehicle for the
rewriting of the source of income rules; amf if this is what is intended,
the rules should be set forth specifically in the bill and should not be
left to committee reports or “guidelines.” :

The committee believes that this second and novel use of the “effec-
tively connected” conoeﬁt should not be adopted. Well-defined
¥rinciples provided by the present source rules should be retained

or gurposes of determining what part of the industrial or commercial
profits of a foreign person engaged in trade or business in the United
States are to be taxed by the United States. This can be done by
adding the words “from sources within the United States” after the
words “gross income” in proposed section 882(b)(2) and after the
words “gross income” the second time that they appear in proposed
section 872(a) (2). Similar changes would be required in other pro-
visions of the bill where the “effectively connected” phrasing appears.

Adoption of the “effectively connected” concept will mean the
imposition of U.S. taxes on income of foreign corporations not pres-
ently subject thereto; and as this occurs, the risk of double taxation
of the same income will increase notwithstanding the foreign tax
credit and extension thereof proposed in section 6 of the bill. This
Erovision would allow to foreign taxpayers engaged in trade or

usiness in the United States a credit not presently allowed for foreign
taxes imﬁosed upon income “effectively connected” with the U.S.
trade or business. The credit would not be allowed with respect to
taxes which would not be imposed by the foreign jurisdiction but for
the fact that the taxpayer was a citizen or resident of such country or
was incorporated in that country. The committee believes that it
will be extremely difficult in many cases for taxpayers to demonstrate
that a particular tax would not have been assessed but for the fact of
the taxpayer’s citizenship, residence, or incorporation in the foreign
jurisdiction. ' «
Nonresident aliens

Section 8 would establish new rules for the application of the in-
come tax to nonresident aliens.

1. The committee believes that the following substantive changes are
sound and are appropriately carried out by the proposed bill.

(a) Nonresident aliens. would be taxed separately on:income
effectively connected with a U.S. trade or business and income
not so connected. Under the proposed bill, income not effectively
connected with U.S. trade or business will be taxed at a 30-per-
cent rate (or at a lower treaty rate, if applicable), and income
which is effectively connected with a U.S. trade or business will
be taxed at the regular graduated rate applicable to individuals.
Under present law, the graduated rates apply only if nonresident
aliens are engaged in trade or business in the United States or if
their income exceeds $21,200.

435



124 FOREIGN INVESTORS TAX ACT OF 1965

(5) A nonresident alien is not to be subject to U.S. tax on
capital gains unless he is here for more than 183 days during the
year or unless such gains are effectively connected with a U.S.
business. : .

(¢) Every nonresident alien, irrespective of whether he is en-
gaged in business here, may elect to treat certain real property and
mineral income as connected with a business in order to obtain
deductions (such as depreciation and depletion) attributable to
such income.

2. A major change proposed by the bill is that, in determining the
taxation of a nonresident alien engaged in business here, an alien is
to be taxed on his taxable income which is effectively connected with
the trade or business conducted in the United States. While precise
rules are not spelled out, it appears that the concept is intended to
be broader than the present concept of gross income from U.S. sources.
For the reasons stated in the discussion of section 2 of the bill, it is
believed that this change is inadvisable.

3. The withholding rules are amended to eliminate withholding on
any item of income %other than compensation for personal services)
which is effectively connected with conduct of a trade or business in
the United States. It is believed that withholding should continue to
be governed by the source of income rules, as these provide a much
more objective and practicable standard for a withholding agent. At
least, withholding should continue to be required with respect to divi-
dends and interest. Under the proposed changes, there would be too
great an incentive for persons to file false information with the with-
holding agent.

4. The definition of periodic income from U.S. sources (income
subject to 30 percent tax) would be expanded to include income from
the sale or liquidation of a collapsible corporation (sec. 341) and from
original issue discount (sec. 1232). The committee believes that this
extension of the definition of “periodic income” is inadvisable. The
change would not result in any appreciable increase in tax collec-
tions, since the tax could easily be avoided by selling outside of the
United States. Since it is sometimes difficult to know whether or not
section 341 or section 1232 is applicable in the first instance, this expan-
sion would tend to increase the uncertainty of taxation of nonresident
aliens, which the proposed bill is supposedly designed to reduce.

5. Asnoted above, a nonresident alien may elect to treat income from
certain real property as connected with a business in order to obtain
the benefit of deductions attributable to such income. This election
is equally applicable to a foreign corporation and the following com-
ments are pertinent both to the election available to a nonresident
alien individual and the election available to a foreign corporation.

The committee recommends that the election be extended to include
personal property “associated” with the real property involved. For
example, if a nonresident makes the election with regard to a hotel
subject to a net lease, such election would also relate to all personal
property in the hotel subject to the lease, so that the nonresident would
not have one rule applying to the hotel lease and another rule applying
to the lease of the personalty associated with the hotel. Also, it is not
clear whether the election would extend to interest from mortgages on
real property. Under the various tax conventions mortgage interest,
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more often than not, is specifically excluded from the concept of
“income from real property.” It is therefore recommended that pro-
posed section 871(d) (A) be amended to make it clear that interest
from mortgages on real property is not “income from real é)rope‘rty.”
A similar change should be made in proposed section 882(d).

Proposed sections 873 (a) and 882(c) (1) (A), in providing for the
allowance of deductions and credits in respect of U.S. income, limit
the deductions. to circumstances in which they are “effectively con-
nected with the conduct of a trade or business within the United
States.” It is recommended that these proposed sections be changed
by inserting “attributable to income which is” immediately preceding
the phrase quoted in the preceding sentence, so that it is clear when
an election is made to treat real property income as income connected
with a U.S. business that such election effectively permits the non-
resident to obtain the offsetting deductions, the purpose of the election
in the first instance.

Finally, the committee questions whether the election under sections
871(d) and 882(d) should extend to gains described in present code
section 631 (b) or (¢). Since such gains are also defined as periodic
income, it would appear that a nonresident individual or corporation
would always make the election in order to obtain a lower effective

tax rate and possible use of such deductions against other business
Income.

Foreign corporations

Under section 4, a foreign corporation engaged in trade or business
in the United States, like a nonresident alien similarly so engaged,
would be taxed as if it were a resident on its taxable income which is
effectively connected with the trade or business conducted here.
Again, it appears that the concept, of “effectively connected with the
trade or business” is intended to be broader than the present concept
of gross income from U.S. sources. For the reasons stated in the

discussion of section 2 of the bill, it is believed that this change is
inadvisable.

Section 4(a). Taw on income not connected with U.S. business

The title suggested for proposed code section 881, “Income of For-
eign Corporations Not Connected With U.S. Business,” fails to indi-
cate, as it should, that a tax is imposed by that section. Accordingly,
it is recommended that the section’s title be amended by the addition
of “Tax on” at the beginning thereof.

Proposed section 881(a) (1), reflecting changes made in proposed
section 861(a) (1) (A), would eliminate from the category of non-
taxable interest, interest on deposits with persons carrying on the
banking business. For the reasons stated in the discussion of section
2(a) of the bill, it is believed that this change is inconsistent with
éhe purpose of the bill to encourage foreigners to invest in the United

tates.

Proposed section 881(a) also would expand the definition of peri-
odic income from U.S. sources (income subject to 80 percent tax) to
include income from the sale or liquidation of a collapsible corpora-
tion (sec. 341) and from original issue discount (sec. 1232). For
reasons stated in the discussion of section 3 of the bill, it is believed

this extension of the definition of “periodic income” is inadvisable.
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Section 4(b). Tax on income connected with U.S. business

It is recommended that the title to proposed section 882 be changed
by adding at the beginning thereof the words “Tax on.” It is
recommended that subsection (a) of proposed section 882 be changed
to read as follows:

“(a) Imposition of tax—A foreign corporation engaged in trade
or business within the United States during the taxable year (or
during any preceding taxable year beginning after December 31,
1965) shall be taxable as provided in section 11 or 1201(a) on its
taxable income determined on the basis of its gross income as described
in subsection (b) (2).”

The caption, “Imposition of Tax,” would be consistent with the
caption to proposed section 881(a) and the intended limitation of
taxable income can be accomplished without a separate paragraph.

Proposed section 882(c) (1) (A), in providing for allowance of
deductions and credits in respect of U.S. business income, limits the
deductions to circumstances in which they are “effectively connected
with the conduct of a trade or business within the United States.”
For reasons already given in respect of the similar provision affectin
nonresident alien individuals in section 3 of the bill, it is recommend
that the proposed section 882(c) (1) (A) be changed by inserti
“gttributable to income” immediately preceding the phrase quotxelg
in the preceding sentence.

Proposed section 882(d) (1) (A) permits a foreign corporation to
treat gains described in present code section 631 (b) or (c) as income
connected with a U.S. business. For reasons stated in the discussion
of section 8, in respect of the similar election granted to nonresident
aliens, it is believed that this election in respect of section 631 (b) or
(c) income is not desirable. .

Proposed section 882(e) would seem to prohibit a direct filing of
a return by a foreign corporation in the circumstances there described.
Tt is réecommended that, in order to assure that the foreign corpora-
tion may itself file the return, the words “unless such return is made
by such foreign corporation” be added at the end of the sentence.

The withholding rules are amended to eliminate withholding on
any item of income (other than compensation for personal services)
which is effectively connected with the conduct of a trade or business
in the United States. As stated in respect of section 8 of the bill it
is believed that withholding should continue to be governed by the
source of income rules. A :

* Section 4(b)(8) of the bill, containing proposed changes in the
table of sections for subpart B of part II of subchapter N of chapter
1, should be changed to reflect the above-recommended changes in
the titles to sections 881 and 882. Thus, the words “Tax on” should
be inserted at the beginning of the titles given for sections 881 and
882. '
Section 4(d). Dwidends received from certain foreign corporations

Tt is recommended that the amendment of section 245(a) of the
code, as proposed in section 4(d) (1) of the bill, be changed by adding
~ “total” before “gross income.” Compare present code section 542(c)
(7)(A). The addition of “total” would seem to negate any argu-
ment that the various statutory exclusions applicable to gross income
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of foreign corporations, see, for example, present code section 883,
should be taken into account in determining gross income for this
purpose. .
Section 4(f). Corporations subject to personal holding company tax
The proposed section 542(c) would change the present rule for
excluding certain foreign corporations from classification as a per-
sonal holding company. Under the proposed rule indirect owner-
ship by nonresident alien individuals through foreign estates, for-
eign trusts, foreign partnerships as well as through other foreign
corporations would be taken into account. It is unclear why attribu-
tion through partnerships is limited to foreign partnerships. It is
recommended that the word “foreign” immediately preceding “part-
nerships” be deleted.

Section 4(g). Foreign corporations carrying on insurance business in
" the Unated States

It is recommended that the title to proposed section 842 be changed
by adding at the beginning thereof the words “Tax on.” A cor-
responding change would be required in paragraph (2) of section 4(g)
of the bill, which would amend the table of sections for part IV of
subchapter L of chapter 1 of the code.

Estate and gift taves v

- The task force recommended the elimination of the Federal estate
tax on intangible property of nonresident alien decedents. It is wide-
ly believed that the estate tax is a significant deterrent to foreign
investment in U.S. securities. Nonetheless, the Treasury decision
in presenting H.R. 5916 to retain an estate tax with relatively large
exemption ($30,000) and with relatively low rates (a maximum of
15 percent and only 5 percent on the first taxable $100,000) was prob-
ably warranted. The committee takes no position regarding the de-
sirability, from the standpoint of encouraging U.S. investments, of
the proposed maximum 25 percent rate instead of the 15 percent maxi-
mum rate proposed in H.R. 5916. '

Section 8(b) would provide a new technical limitation on the
credit for State death taxes. Though arguments can be made as to
4 limitation keyed to the kind of limitation that a domiciliary of the
United States might have, in the context of a bill designed to reas-
sure foreigners with respect to the low impact of death duties in this
country, the introduction of any such limitation seems undesirable.
In addition, the limitation may operate somewhat unevenly depend-
ing upon how many intangible assets the decedent had which were
not assignable to any State of the United States.

Section 8(c) would amend section 2104 to make it clear that where
a debt obligation of a U.S. obligor is owned by a nonresident alien,
the obligation shall be treated as property within the United States
no matter where it is located. However, it should also be made clear
that a foreign obligation physically located in the United States will
not be treated as property within the United States, a result which
would be only a logical extension of the proposal with respect to U.S.
obligations. The same comment can be made respecting section 9(b)
which would amend section 2511(b) to set forth similar situs rules
in the gift tax area.
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Expatriation

Sections 3 (e), 8(f),and 9(a) contain alternative provisions designed
to penalize for income, estate, and gift tax purposes certain persons
who surrender their U.S. citizenship for the purpose of reducing their
U.S. taxes. The Task Force on Promoting Increased Foreign Invest-
ments did not recommend such penalties and it may be questioned
whether, on the one hand, the position of nonresident aliens is so
greatly improved by the bill that U.S. citizens not otherwise prompted
to expatriate themselves for tax reasons will now be induced to do so
or, on the other hand, whether the penalties themselves are severe
enough to prevent significant tax advantage from being gained for

‘such surrender—as to justify adding these complexities and uncer-
tainties to an already overburdened code. How, for example, can the
Commissioner, with any semblance of uniformity of treatment, proceed
to establish that “it is reasonable to believe” that an expatriate would
have gained, but for proposed section 877, a “substantial” reduction
of taxes on “probable income” for the year? In the case of estate tax
on expatriates, would the “substantial” reduction in taxes be computed
by reference to assets owned at expatriation or those owned at death,
possibly 10 years later? Enforcement of such a provision can hardly
be uniform; and lack of uniformity is further suggested in the excep-
tion provided for cases of dual citizenship. Moreover, it seems ques-
tionable whether, from a national policy standpoint, the United States
should undertake such measures against persons willing to surrender
their citizenship. . ;

Section 3(e). Expatriation to avoid tax .

It is recommended that the title of proposed section 877 be changed
to “Tax on Certain Expatriates.” Compare titles of other sections in
part IT of subchapter N of chapter 1, particularly sections 871,881, and
882.

The clause starting with “if the tax” in the last two lines of sub-
section (a) of section 877 should be changed to read as follows: “if
the tax for the taxable year computed pursuant to such subsection ex-
ceeds the tax for the taxable year computed without regard to this
section.”

In making computations to determine the applicability of an alter-
native tax it would not seem appropriate to speak of a “tax imposed.”
See, e.g., section 1341 (a) of the code.

In the second line of subsection (c¢) (1) of proposed section 877,
“debt obligations” (in the title and text) should be changed to “evi-
dences of indebtedness,” in order to conform to the terminology used
in other areas of the code, e.g., sections 164 and 1232.

Section 8(f). Special methods of computing estate tax

It is recommended that the title of section 2107 be changed to “Tax
on Estates of Certain Expatriates.”
Section 9(b). Giift tax transfers

In subsection (b)(2) of section 2511 “debt obligations” should be
changed to read “evidences of indebtedness”.
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BAKER, McKenzie & HI1GHTOWER,
ATTORNEYS AT LAW,
Washington, D.C., February 11,1966.

Re H.R. 11297—“Effectively connected” and certain partnerships.

Dr. Lavrence N. WooDWORTH, :
Chief of Staff,Joint Committee on Internal Revenue T axation,
Washington,D.C. o

Drar Dr. Woopworta: This is to call your attention to a possible
unintended repeal of a basic partnership rule by the “effectively con-
nected” income concept proposed by H.R. 11297.

-The problem involves U.S. partnerships with branch offices in
various foreign countries. A number of large accounting and law
partnerships exemplify the situation. The partners in many of the
foreign offices of these partnerships are nonresident aliens. As you
know, under the provisions of section 704(a) and section 702(a) (8),
and the regulations thereunder, the partners by the terms of their
partnership agreement can provide that the distributive share of the
nonresident alien partners 1s to be derived from the income earned
in their respective foreign countries. The effect of such provision,
of course, is to establish that such partnership income does not have
its source in the United States and accordingly is not subject to taxa-
tion by the United States. This well-settled rule of partnership law
is in accord with the basic objectives of subchapter K.

In its present form, in the absence of a committee report explana-
tion, it is possible to construe the definition of “effectively connected”
income contained in proposed section 864(c) in H.R. 11297 as abro-
gating the foregoing rule of subchapter K. The problem is created
by the following language of proposed section 864 (c) :

“For purposes of this title, factors to be taken into account to
determine whether gains, profits, and income or loss shall be
treated as ‘effectively connected’ with the conduct of a trade or
business in the United States by a non-resident alien individual
or foreign corporation include whether— :

* * * * * * *

(2) the gains, profits, and income or loss are accounted for

through such trade or business * * *”
~ I am aware that at least one partnership maintains a centralized
system of bookkeeping whereby the income and expenditures of its
various foreign branches are recorded and the overall operation of
the firm coordinated. The broad language of the statute, ie.,
whether income is “accounted for through such trade or business,”
could conceivably result in subjecting the foreign source income of
the nonresident alien partners of such partnership to Federal income
taxation. Clearly, such a result does not appear to be the objective
of H.R. 11297. And, of course, the statute merely lists a number of
factors which are to be taken into account and does not state that the
existence of one or all of these factors necessarily leads to the con-
clusion that the income has been effectively connected with a U.S.
trade or business. Nevertheless, there is sufficient basis in the statute
to warrant serious concern on the part of partners who might be af-
fected by such a possible construction of the law. It is the purpose
of this letter to urge that the committee make it clear either in the
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statute or in its report that subchapter K rules above outlined are in no
Waiy affected by H.R. 11297. '
shall, of course, be glad to expand on this matter or supply you
with any additional information you may like to have.
Thank you in advance for your consideration of this matter.
Sincerely yours,
Micuaer, Waris, Jr., Esq.

Baxkers’ AssocraTIoN FOrR ForereN TRADE,
Chicago, Ill., February 8,1966.
Hon. WiLeur D. M1rLs,

Chairman, House Ways and Means Committee,
House Office Building, Washington, D.C.

Dear Mr. Miis: The board of directors of the Bankers’ Associa-
tion for Foreign Trade has asked me to record with you our most
serious reservations regarding certain portions of the proposed For-
eign Investors Tax Act, H.R. 11297, the stated purpose of which is to
encourage foreign investments in the United States.

We recognize and applaud those provisions in the bill which will
encourage overseas investment in our country. However, we are par-
ticularly concerned with the effect of section 861 (effective after De-
cember 31, 1970) which would treat as taxable income interest paid
by U.S. banks and their overseas branches on deposits of nonresident
alien individuals or foreign corporations, and section 2105 (effective
upon enactment) which would treat as part of the taxable estates of
nonresident alien individuals dollar deposits with American banks
and their foreign branches.

‘We submit that it is untimely to propose additional taxes on foreign
dollar deposits when we so urgently need these funds to support loans
which finance our domestic and international trade and particularly
at a time when we should be encouraging overseas holders of dollars
tc& continue to invest them here to support our balance-of-payments
efforts.

The American banking system must compete with foreign banks
throughout the world for U.S. dollar deposits. Increased tax burdens
on such deposits will only encourage overseas holders of dollar bal-
ances to transfer them to foreign banks overseas or to convert them
to other currencies to eventually become a drain on our gold reserves.

Even though the proposed tax in section 861 will not become effec-
tive until 1971, its enactment would have an unsettling interim effect
on the international money markets and we see no worthy purpose to
be served by passing legislation now which attempts to anticipate
conditions 5 years hence.

The effectiveness of American banks to compete with foreign banks
for dollar deposits can only be impaired by the imposition of new
taxes now and the prospects of increased taxes in the future. The un-
favorable impact on the U.S. balance of payments and the adverse
effect on money markets both in the United States and abroad are not
warranted by the modest revenue these taxes would produce.

We strongly urge that sections 861 and 2105 be eliminated from
H.R. 11297.

Respectfully yours,
G. E. KemEL, President.
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Cuicago, IrL.,
December 23, 1965.
Hon. WiLur D. MiLLs,
Ways and Means Committee,
House of Representatives,
Washington, D.C. :

Dear Mr. Miris: I am advised that H.R. 11297 provides that for-
eign corporations be taxed in the United States on their worldwide
income in any way “effectively connected” with the conduct of a trade
or business in the United States. As the chairman of your committee
for some years, I am virtually certain that you are aware that the dis-
crimination and identification of various species and sources of income
have for about 45 years rested on the little words “derived from sources
within the United States” and “derived from sources without the
United States”: These phrases have undergone the refinement and the
gloss of scores of Treasury rulings and court cases, and have come to
have such significance and meaning as to give some certainty and
definition to the law. In fact,there are few phrases in the code which
are by this time better known, more lucid in their present interpreta-
tion and more of a stabilizing force for the proper respecting and
understnading of the law applicable.

The words “effectively connected” have no meaning in tax history,
either by analogy or precedent: They inject novelty, uncertainty and
ambiguity into an area otherwise orderly and sound. Asa student and
worker in the foreign tax-foreign operations field for some 15 years, I
respectfully urge that this new bill be considered at very great length
before permitting the eradication of those other sections of the law
which have served so well for decades'to accurately identify the sources
of virtually all forms of income. T realize that the argument will be
made that the superaddition of the words “effectively connected” do
not destroy the meaning of the old source tests: I submit to you that
the source tests have already been established effectively and respon-
sibly, and that instead of adding to their existing vigor, the new words
destroy their meaning. '

Yours sincerely,
: Axprew W. Brainerp, Esq.

B ——

BristoL-Myzrrs Co.,
New York, N.Y., February 15, 1966.
Re H.R. 11297, Foreign Investor’s Tax Act of 1965.
Hon. Witeur D. Miuis, ’
House of Representatives,
Washington, D.C.

Sir: H.R. 11297 introduces a new concept into the Internal Revenue
Code; namely, that foreign corporations engaged in trade or business
in the United States would be taxed on worldwide income “effectively
connected” therewith. Heretofore foreign corporations engaged in
trade or business in the United States have been subject to U.S. income
tax only on U.S. source income.

Because the term “effectively connected” is a brandnew term having
vast implications to companies such as ours with worldwide foreign

443



132 FOREIGN INVESTORS TAX ACT OF 1965

gpﬁarations, we earnestly request that you hold public hearings on this
11l : ,
Very truly yours, .
. Avcustus W. KELLEY,
Vice President and Tax Counsel.

Curysrer Core.,
February 23,1966.
Subject: H.R. 11297—The Foreign Investor’s Tax Act.
Hon. WiLsur D. Mivis,

Chairman, House Ways and Means Committee,
Washington, D.C.

Dzrar ConeressMaN MiLts : Several of the provisions of H.R. 11297
have come to our attention, which provisions, after careful study,
we respectfully request be amended as follows: '

L. That section 8(c) be amended by adding at the end thereof the
following new subsection : »

“(3) For purposes of this section, the term ‘debt obligation’ shall
not include the debt obligation of a United States person, as defined
in section 4920(a)(4), which derives less than 20 percent of the
gross income from sources outside the United States for the 3-year
period immediately preceding the close of its taxable year or for such
part of such period as may be applicable.”

This amendment would facilitate the obtaining of funds abroad
by U.S. businesses for their overseas capital requirements.

II. That the following language of proposed sections 881 and 882
“effectively connected with the conduct of a trade or business within
the United States” be deleted and that the present language in such
sections be restored.

The proposed new language, “effectively connected,” is too vague
and uncertain and would compound the uncertainty and confusion
already caused by section 482. The present rules are precise and per-
mit taxpayers to know the source of their income. In competitive
business dealings, it is important for companies to know what coun-
tries are going to tax their income.

Your consideration of the above recommendations will be deeply
appreciated.

Yours very truly,
Brian T. O’KzErE,
Manager, Tax Department.

————

Crarx Equrement Co.,
Buchanan, Mich., February 21, 1966.
Re House bill 11297.

Hon. Wieur D. Miris,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C.

My Dear Mr. Miuis: It is our opinion that this bill, at is is written
today, will create some very serious problems for American industry
if it is allowed to become law. We object to the bill not only for tax
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reasons, as it might affect our company, but also because we do not

believe that it will have the desired beneficial effect on the balance of

gayments or make investment in the United States more appealing to
oreign investors. : :

The language of House bill H.R. 11297 is so vague that it is difficult
to determine what it means and what it will accomplish. Yet, at the
same time the language is so broad in application, that a reasonable
interpretation of it indicates that the “effectively connected” prin-
ciple could result in inequitable taxation of foreign income earned
outside the United States by foreign manufacturing subsidiaries of
U.S. corporations. In other words, double taxation of income could
easily result from the provisions of this bill.

We respectfully request that public hearings be held so that the true
significance and possible impact af the provisions of H.R. 11297 will
become clear to you before you formally act on the administration’s
request that the bill be passed by Congress.

Sincerely yours,
R. F. SumerweLL, Tax Manager.

CoNTINENTAL ILLINOIS NATIONAL BANK
& TrusTt Co. or CHICAGO,
OrFicE oF CHAIRMAN OF THE BOARD,
Chicago, [1.,January 19, 1966.
Hon. WiLsur D. MiLis,
House of Representatives,
Washington, D.C.

‘Dear MRr. M1murs: The Foreign Investors Tax Act of 1965 (H.R.
11297) which has recently been referred to the Committee on Ways and
Means contains a number of desirable provisions designed to promote
foreign investment in the United States by removing tax barriers. It
is regrettable that the bill also proposes changes in the present U.S.
income tax treatment of deposits of nonresident aliens in U.S. banks
and in their branches abroad. These deposit provisions would have a
serious adverse effect on the ability of American banks to attract and -
maintain deposits from foreign sources and would result in a large
outflow of funds from the United States. I am sure you will agree
that this would not be in furtherance of our national objective to im-
prove the U.S. balance-of-payments position, which is the primary
aim of the proposed legislation.

Those sections of the new bill imposing a withholding tax on the
interest earned by foreigners.om deposits in U.S. banks would in-
evitably cause a large outflow of funds from the United States. Our
experience shoWws that foreigners are very much aware of U.S. taxes
and deposits would simply be transferred to Canadian, European, and
other foreign banks in order to avoid the withholding tax. Thus, no
additional tax revenue would be provided by the legislation. In fact,
the proposal would probably result in a revenue loss to the Government
since U.S. banks would have less available deposit funds from foreign
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sources and therefore would generate less profit subject to U.S. tax.
Although the provisions would not take effect until 1971, there would
- without doubt be an earlier withdrawal of deposits.

One provision of the bill exempts foreign currency deposits in
branches abroad but subjects U.S. dollar deposits to the tax. This
provision would result in the complete disappearance from TU.S.
branches of dollar deposits and a large outflow of dollars from the
United States to Europe. Dollar deposits maintained by non-U.S.
residents in U.S. branches abroad represent extremely large sums,
reaching into the hundreds of millions of dollars. In the case of our
bank, more than half of the dollar deposits maintained in our London
branches in the year 1965 were held by the branches in an interbranch
account with our head office. No doubt, a similar situation exists in
other U.S. banks. The balance of the dollar deposits of our branches,
those not transferred to the United States, are used for financing in
Europe or for activities of our branches in the United Kingdom. In
the event the dollar deposits of our London branches were transferred
to other banks, we would be forced to transfer substantial sums
abroad to maintain our branch operations.

We recognize that the proposed legislation is not designed to apply
a withholding tax to all deposits from abroad. Time deposits from
foreign official institutions would continue to be exempted and de-
mand deposits (which do not earn interest) would not seem to be
affected. However, there is a strong interrelationship between the
various types of foreign deposit accounts and our foreign financing
activities. The disappearance of interest-bearing U.S. dollar deposits
from private sources would substantially reduce the funds we lend
abroad. As a consequence demand deposits related to foreign fi-
nancing would be reduced, as would time deposits from official institu-
tions which are frequently held with us as compensating balances'in
connection with foreign loans. About 95 percent of our dollar de-
posits in London comes from commercial banks; these would be di-
rectly subject to the withholding tax. About the same percentage of
our foreign time deposits in the United States comes from official
institutions; while these would continue to be exempted, the indirect
result would be a reduction in official time deposits.

It is surprising that a bill which was designed to improve the U.S.
balance of payments should contain new withholding tax provisions °
which would make it unattractive for foreigners to maintain interest-
bearing dollar deposits with U.S. banks and would thus inevitably
have an adverse effect on our balance of payments. H.R. 11297 would
remove the withholding tax exemption on deposits of nonresident
aliens, which has been part of the law since 1921 and which we under-
stand was designed to encourage foreigners to transact financing busi-
ness through U.S. banks. I feel sure that you will agree that the bill
should be modified to exclude its present provisions for applying a
new withholding tax on the interest earned by foreigners on deposits
with U.S. banks.

Sincerely,
Davmp M. KENNEDY.
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CouperT Bros.,
ATrorNEYS AND COUNSELORS AT Law,
New York,N.Y., February 14, 1966.
Mr. WiLor D. Miris,
Chairman, Committee on Ways and Means,
House of Representatives,
Washington, D.C.

Dear Mr. MirLs : We have noted with interest the proposed changes
to the Internal Revenue Code as set forth in H.R. 11297 (Foreign
Investors Tax Act of 1965). :

In view of the far-reaching changes proposed in this act, which in-
clude the introduction of certain new and undefined concepts, it is
respectfully submitted that your committee schedule hearings before
the act is approved and sent to the House of Representatives.

The dimension of the changes and unforeseen effects of the “effec-
tively connected” concept are so great as to make hearings on the sub-
ject an absolute necessity. It is my understanding that the Committee
on Foreign Tax Problems of the Tax Section of the American Bar
Association is preparing comments on the act which are in the process
of completion. I 'am sure that these comments as well as other public
comments that can be considered at open hearings will be of great
interest to your committee and, accordingly, hearings should be
scheduled. ) -

Respectfully yours, - ,
E. A. Dominianni, Esq.

" Davis, PoLk, WaArDWELL, SUNDERLAND & KienpL,
, A New York,N.Y., February 24, 1966.
Hon. WiLsur D. Miris,

Chairman, Committee on W ays and Means, :
House of Representatives, Washington, D.C. '
DEear Sir: This letter comments on two aspects of H.R. 11297 now
before your committee. It is respectfully submitted that those provi-
sions of the bill dealing with gain from the sale of collapsible corpora-
tion stock, original issue discount and interest paid by foreign
branches of domestic banks should be reexamined in the light of the
technical and policy questions which they raise. _

I

Technical and Policy Problems Suggested by Proposal To Tax Gain
From the Sale of Stock in Collapsible Corporations and Original
Issue Discount on the Same Basis as Investment Income

There is no published explanation of the proposal to amend section
871(a) (1) to provide a new subparagraph (C) and amend section
881(a) to provide a new paragraph (3) taxing section 341 gains and
section 1232 gains realized by nonresident aliens and foreign corpora-
tions as if they were investment income. The application of these
provisions to the two classes of income require separate considera-
tion, for the classes of income themselves present different problems.
Presumably, both categories of income have been equated with those
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items of pseudo capital gain already taxed to nonresident alien

individuals and foreign corporations as investment income would be.

However, lumping these two classes of income with investment 1n-

come produces technical problems which the bill does not resolve.

Moreover, this treatment appears to overlook policy problems which
“are interlocked with the technical problems. :

TECHNICAL PROBLEMS OF ENFORCEMENT

The bill would amend section 1441(b) to revise the definition of
items subject to withholding, but would not require withholding out
of section 341 or section 1932 gains which would be taxed by the
amended sections 871 and 881. Therefore, as the bill stands, there
seems little prospect that the law taxing these gains would be enforced
effectively. At the same time, it must be conceded that to require
withholding from section 1232 gains would be cumbersome and to
require withholding from section 341 gains would not only be burden-
some, but could result in serious and unjustified penalties on domestic
taxpayers. '

Withholding from section 1232 gains would be mechanically diffi-
cult in even the simplest case, since the section 1232 gains realized by
various taxpayers who sell bonds of a single series on the same day
will vary according to their holding periods. More important, sec-
tion 1232 applies only when a creditor has, overall, realized a gain
from a sale of a debt instrument pr upon its retirement. Accordingly,
a withholding agent would be unable to compute the section 1232
gain of a seller (or holder at maturity) even if he knew the creditor’s
holding period and the total original issue discount inherent in the
debt instrument at its inception. The withholding agent would have
to know the taxpayer’s basis as well.

To apply the rules of section 1441(c) (5) to withholding on section
1232 gains would be an extremely harsh remedy, completely incon-

_sistent with the basic purpose of the bill. A modified version of the
rule of section 1441 (c) (5) could be drawn to require that 30 percent of
all the original issue discount inherent in a ggbt instrument (not 30
percent of the proceeds from its sale or retirement) be withheld unless
the creditor provided the withholding agent with the data concerning
his holding period and basis required to make the necessary com-
putations. :

Even a withholding tax based on the principle of section 1441(c) (5)
could be avoided readily in most cases by foreign holder A selling a
U.S. debt instrument originally issued at a discount to foreign holder
B outside the United States. B would thereby be placed in a position
in which he could present the instrument for payment or sell it in a
U.S. market, with a full disclosure of all facts relevant to his owner-
ship but avoid withholding almost completely because the section
1232 gain allocable to his ownership would be minute. There would
seem to be no practical method of guarding against this. In particu-
lar, full withholding levied against the last foreign holder, leaving
him to recoup against his assignors and his assignors’ predecessors
would often produce more tax than would be due from a series of
domestic holders all taxable at 30 percent, since some of the remote
holders may have been people who have realized overall losses from
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their investments and who would, therefore, never have been subject
to section 1232 tax had they been residents. Most important, the
excessively harsh results of such a system to unwary foreigners who
were ultimate holders of a discount instrument would certainly drive
away foreign investments in U.S. securities. .

The mechanical complexities involved in withholding from section
341 gains would be much greater when account is taken of the endless
intricacies of section 341(d) and section 341(e). It seems clear that
a withholding requirement would present problems of administration
infinitely more complex than those which can be anticipated from
withholding on those pseudo capital gains which are presently sub-
ject to section 1441.

Beyond the mechanical complexities it would produce, the applica-
tion of a withholding rule to section 341 gains would, inevitably, in-
~ volve disputes as to the basic applicability of the taxing section. Pre-
sumably, a withholding agent could avoid these by withholding 30
percent of the proceeds of a sale transaction as if section 1441(c) (5)
were applicable even if it were not specifically made so. However, if
a withholding requirement were introduced, it would be inevitable that
some Americans who purchased stock from foreign sellers would
realize only after the event, and to their sorrow, that they had bought
stock in a collapsible corporation from a foreigner and had become
personally liable for a withholding tax. When this occurred, it would
almost certainly occur under circumstances in which the foreign seller
would be unavailable and the American purchaser would find it im-
possible to marshal evidence to defend against the applicability of .
the tax and impossible to recoup withholding tax from the person
to whom it was in truth chargeable. Although a rule applying with-
holding to section 1232 gains would certainly not produce as many dis-
putes over the basic applicability of the law as a requirement to with-
hold from section 841 gains would, there are substantial areas in which
there is doubt whether original issue discount is inherent in a debt
instrument (for example, if a debt instrument is given in payment
for property purchased).

For all the above reasons, it seems both impractical and inequitable
to extend section 1441 to require Americans to withhold on section 341
or section 1232 gains taxable to.foreigners under the proposed amend-
ments to sections 871 and 881. Thus, while the proposed extensions
of sections 871 and 881 cannot be enforced effectively in their present
form, it also seems unlikely that they could be enforced practically
through withholding. It seems fundamentally wrong to enact any
statute taxing foreigners if it can be anticipated that the statute can-
not be thoroughly and equitably enforced.

TECHNICAL AND POLICY PROBLEMS SUGGESTED BY THE SOURCE RULES

The application of the source rules of the code suggests technical
problems involved in an attempt to tax gains in the sale of collapsi-
ble corporation stock and original issue discount as investment in-

1 Were a withholding tax imposed on the lines suggested, some of the prior holders might
be U.S. citizens or residents not subject to withholding who had long since paid the tax
allocable to those portions of the original issue discount inherent in the instrument which
were realized by them at the termination of their holding periods.
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come. A consideration of these technical problems suggests funda-
mental policy questions about the proposed statutory amendments.

It seems clear that gain from the sale of a collapsible stock has its
source at the place where the stock is sold. Accordingly, the pro-

osed amendments to sections 871 and 881 could easily be avoided by a

owledgeable foreigner simply by selling his collapsible stock abroad.
Thus, in so far as they apply to section 341 gains, the amendments
would do little more than create a trap for the unwary. ‘

Tt is interesting to note that section 341 is not drawn with reference

to U.S. individual income tax on the shareholders of the collapsible
corporation. (Compare section 341(b) (1) with section 532 (a) drawn
to achieve a fundamentally similar purpose.) Taking the statute liter-
ally, there seems no bar to regarding a foreign corporation as collap-
sible even though it has had no contact whatever with the United
States until the day its sole shareholder brings the certificate rep-
resenting its stock into this country to sell it to an American purchaser.
Tf that conclusion is correct, the bill would tax a Frenchman who
sold the stock of a French corporation operating in France to an Amer-
ican at a closing in the United States if the French corporation met"
the collapsible tests. As a bare minimum, the bill should be revised
to make it clear that. this cannot occur. )
" The basic statutory pattern of section 341 perhaps implies that gain
from collapsible stock should be considered to have as its source the
place which would have been the source of the collapsible corpora-
tion’s gain had it realized its income at the corporate level. Such a
_ highly specialized source rule would certainly require extensive amend-
ments of sections 861 et seq. based on assumptions about where unreal-
ized gain would have been realized had it been realized. It is difficult
to imagine that even the most elaborate provisions would function
well in their application to any collapsible corporation other than one
which was almost: solely a real estate corporation.

The bill treats section 341 gains and section 1232 gains as if they
presented identical technical problems in the context of the bill. As
noted above, they would produce somewhat different problems were
an attempt made to enforce the tax by withholding. The technical
differences between the classes of income becomes even clearer when
source of income problems are considered.

It seems clear that original issue discount taxable under section
1232 has a hermaphroditic character for income tax purposes. It is
not subject to withholding because it is néither interest nor fixed or
determinable annual or periodical income. Nonetheless, its functional
equivalence to interest has required that discount income arising from
a debt instrument be treated as income from the same source as stated
interest paid or accrued on the same debt instrument. See appendix
A. Accordingly, it seems clear that the amendments to sections 871
and 881 would tax only those original issue discounts realized on the
obligations of debtors whose stated interest payments would have a
U.S. source. Ibid. Although the conclusion from the authorities .
seems clear, the proposed amendments to sections 871 and 881 should
not be enacted unless an explicit source rule for original issue discounts
ismade a part of the bill.
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GENERAL COMMENT

If the United States lack general jurisdiction over a person realiz-
ing income from U.S. sources, it simfly cannot make a seamless web
of the tax law applicable to him unless it adopts withholding rules
so harsh and impractical that they will cripple ordinary business
transactions and drive bona fide foreign investors away from the
United States. Upon analysis, it seems that section 841 and section
1232 (particularly the former) cannot apply fairly and effectively to
foreigners over whom we do not have personal jurisdiction. Under
these circumstances, it seems preferable to admit the deficiency and
devote administrative and legislative effort to other problems which
are more pressing than the closing of theoretical gaps which these
provisions of the code may present.

II

Policy Problem Suggested by Proposed Amendment of the Source
Rule for Interest Paid by Foreign Branches of Domestic Banks

The events of the last 6 months have demonstrated that the existing
source rule for commercial bank interest puts U.S. banks operating
abroad through branches at a disadvantage in comparison with for-
eign banks and those U.S. banks which operate through foreign sub-
sidiaries rather than branches. U.S. corporations attempting to com-
ply with the President’s balance-of-payments objectives have raised
extensive funds by long-term borrowings in European capital markets
on the bonds of their financing subsidiaries so that the financing of
their offshore operating subsidiaries may be accomplished without a
dollar drain. Pending their ultimate use, the proceeds of these so-
called Eurodollar bonds have been placed on short-term interest-bear-
ing deposit. The financing subsidiaries which are the issuers of Euro-
dollar bonds must, as a practical matter, limit their income to foreign
source income.? Accordingly, Eurodollar bond proceeds have been
placed with foreign banks or the foreign affiliates of U.S. banks,
depriving the foreign branches of U.S. banks of substantial business
which they could have attracted under other source rules.

The proposed new section 861 (a) (1) (D) would amend the interest
source rules so that interest paid on foreign currency deposits by a
foreign branch of a U.S. bank would be foreign source income, How-
ever, this would not substantially ameliorate the practical disadvan-
tage imposed upon foreign branches of U.S. banks by the present
source rule, since the principal completitive area in which the existing
rules create a disadvantage is one in which dollar deposits are in-
volved. It is submitted that the last clause of the proposed section
861(a) (1) (D) should be deleted and it should provide that any in-
terest paid by a foreign branch of a U.S. corporation will be regarded
as foreign source income so long as the foreign branch itself is en-
gaged in a commercial banking business and the interest paid is on
an obligation incurred in the course of that business by that branch.

Very truly yours, ,
Jorx P. CarroLy, Jr., Egq.

2 These financing subsidiaries would be required to withhold U.S. tax on their interest
BCeT861 (a) (1. Baroenn Hoestors have boen wiling: to s1y ncome from forelgn sources.
only on the condition that these financing subsidiaries indemnify the investors for with-

holding from them. Accordingly, withholding liabilities would be borne not by the Euro-
pean Investors but by the financing subsidiaries.
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. APPENDIX A
Source oF ORIGINAL Issue DiscounTt INcoME

Under sections 861(a) (1) (B) and 862(a) (1) of the Internal Reve-
nue Code, the source of “interest” received from a domestic corpora-
tion may be either domestic or foreign. Interest paid by a domestic
corporation constitutes income from sources without the United
States if the corporation which paid it derived less than 20 percent
of its gross income from United Iétates sources during the three year
period ending with the taxable year in which the interest was paid,
or the lesser period since it was incorporated. Otherwise, interest
paid by a domestic corporation constitutes income from sources within
the United States. The purpose of this memorandum is to demon-
strate that the source of original issue discount income is determined
in the same manner as “interest”. :

1. UNDER CASE LAW AND RULINGS ORIGINAL ISSUE DISCOUNT
HAS BEEN EQUATED WITH INTEREST

Where a debt instrument provides for a fixed return upon the
money loaned payable at regular intervals by the borrower, those
payments are customarily referred to as “interest”. Where some or
all of the return is provided instead by a lesser amount of money
being loaned than the principal amount payable at maturity, the
difference between principal and the amount loaned constitutes “origi-
nal issue discount”.* Original issue discount thus performs the same
lf\}n(ition as stated interest by providing the lender a fixed return upon
his loan. '

The functional equivalence of interest and original issue discount
for income tax purposes is inherent in the definitions of “interest” -
that have been employed for income tax purposes. For example, the
Supreme Court has characterized “interest” as: ¢k * * the amount
which one has contracted to pay for the use of borrowed money” and
as: “* * * compensation for the use or forbearance of money.” 0old
Colony Railroad Company v. Commissioner, 284 U.S. 552, 560 (1932) 5
Depuiy v. du Pont, 308 U.S. 488,498 (1940).

riginal issue discount clearly fulfills the function of “interest”
as so defined.

Similarly, § 1.543-1(b) (2) of the Income Tax Regulations, describ-
ing personal holding company income, provides that: o

%The term ‘interest’ means any amounts, includible in gross income,
received for the use of money loaned”. ‘

See also Regulations § 1.856-2(c) (2) (ii), respecting real estate in-
vestment trusts, providing that “interest” includes “only the amount
which constitutes lawful interest for the loan or forbearance of
money.”

Because original issue discount performs the same economic func-
tion as interest, it has consistently been held that absent a compelling
reason (not present here) for differentiating between the two forms
of income, earned original issue discount is governed by the same rules

1The term “original issue discount” as used in this memorandum is employed in the
sense mentioned, except where the context indicates that the section 1232 (b) (1) definition
is intended. The principal difference in the two definitions is that section 1232(b) (1)
excludes discount of less than 14 % a year. :
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as interest for income tax purposes. The precedents directly in point
are reviewed under the following topic. Authorities equating original
issue discount income with interest under other sections of the Code
are then discussed. Finally, reference will be made to legislation
which demonstrates a Congressional intent that earned original is-
sue discount and interest be treated in the same manner.

A. Authorities as to the Source of Original Issue Discount Income
: Hold That the Source is the Same as for Interest

The question of the source of original issue discount income was
considered by the Service in I1.T. 2330, VI-1 C.B. 76. Under section
233 of the Revenue Act of 1926, as under section 882 (b) of the Internal
Revenue Code, foreign corporations were subject to tax only upon
domestic source income. Section 217(a) (1) of the 1926 Act, like sec-
tion 861(a) (1) (B) of the Code, provided that “interest” from domes-
tic corporations deriving 20 percent or more of their gross income
from United States sources constituted United States source income.
The question posed was whether this latter section was determinative
of the source of income received by a foreign corporation which had
purchased, and held to maturity, bankers acceptances issued at a dis-
count by United States corporations which derived at least 20 percent
of their gross income from this country.

LT. 2330 held that irrespective of where payment was made at ma-
turity, the source of income was to be determined in the same manner
as interest and that therefore the taxpayer had received United States
source income subject to tax. In equating the source rules for original
issue discount income and interest, it was stated that:

“* * * Tt is believed that the gain derived upon the receipt of the
principal at maturity of an interest-bearing obligation which was pur-
chased at a discount should be regarded as having the same source as
interest; that is, that the source of income depends upon the status of -
the obligor. * * *” VI-1 C.B. at page 77.

Prior to I.T. 2330 the Service had concluded that for withholding
tax purposes appreciation upon bankers acceptances did not constitute
“interest” or other “fixed or determinable annual or periodical in-
come” under the sections corresponding to sections 1441 and 1442
of the Code, requiring withholding upon such types of United States
source income paid to nonresident aliens and foreign corporations not
in business here. 0.1024, 2 C.B. 189; I.T. 1398, 1-2, C. B. 149. These
rulings would appear to have been based largely upon the practical
consideration that since the amount of original issue discount income
cannot be determined unless the purchase price of the obligation is
known, a contrary conclusion would have resulted in withholding
agents often being unable to compute the tax to be withheld.

Under section 231(a) of the Revenue Act of 1936, United States
source income of foreign corporations not in business in the United
States was, for the first time, subject to tax only if it was of a type
that was also subject to withholding, that is, “fixed or determinable
annual or periodical gains, profits, and income.” This limitation is
now embodied in section 881(a) of the Code.2. As a consequence, even
though under I.T. 2330 the source of income from bankers acceptances

2 A like limitation applies to United States source income of nonresident alien indi-
wéid&mgs Sx;(v{tAengaged in trade or business in this country. 1936 Revenue Act, § 211(a) ;
ode . . . -
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issued by United States corporations at a discount, is domestic, it no
longer is taxable to foreign corporations not engaged in trade or
business in this country. ‘

Tt is clear, however, that the characterization of original issue dis-
count income for this purpose does not carry over to the source rules.
This conclusion, follows not only from I.T. 2330—which was promul-
gated after 0.1024 and L.T. 1398—but from the fact that LT. 1398
had itself spelled out that the source rule was different than the with-
holding rule. I1.T.1398 held in part, that:

«k * * where an agent in this country of a foreign bank, a corpora-
tion not having an office or place of business in the United States,
purchases in this country bank acceptances at a certain rate of dis-
count, and sells such acceptances for a price greater than the price
for which purchased, the amount of gain received as the result of the
transaction represents income from sources within the United States
but not such income as is subject to withholding. * * *” 1-2 C.B. 149.

See also O.D. 890, 4 C.B. 114, holding that gain realized by a foreign
corporation or nonresident alien not in business in the United States
upon the retirement of bonds of a foreign government or foreign cor-
portions, regardless of whether payable at maturity abroad or in the
United States “is in neither case derived from sources within the
United States and, therefore, is not taxable.”

Only a single court decision has been found dealing with the source
of earned original issue discount, Helvering v. Stewn, 115 F. 2d 468
(4th Cir. 1940), aff’g 40 B.T.A. 848 (1939), nonacg. 1940-1 C.B. 8,
and the decision also accords with the source rules followed in the
above rulings. Taxpayers in Stein were members of a German bank-
ing firm which dealt In negotiable instruments issued by the firm’s
customers in Germany. A transaction began by the firm acquiring a
draft drawn by a customer for an amount less than face; that is, the
firm acquired the paper at a “discount”. It then transmitted the
draft to New York where a United States bank “accepted” it by
agreeing to pay the face amount. Immediately after “acceptance”
the taxpayers’ firm sold the paper either to the accepting bank or to
a third party for an amount greater than it had paid for the draft
but still less than face. :

The “discount” on the sale after acceptance reflected the accepting
bank’s credit, since it had become the principal obligor. The firm had
secured this credit through agreeing to pay the bank a fee for accept-
ing the draft and by agreeing to repurchase all drafts presented to
the bank at face two days before maturity.

The Commissioner argued that the members of the banking firm
realized income from United States sources under the source of income
rules governing the purchase and sale of property, since the firm had
“purchased” drafts outside the United States and resold them in the
United States. The Board held that the income was not taxable be-
cause the acquisition was not a “purchase.” 40 B.T.A. at pp. 853,
855. The Court of Appeals decision made this same mechanical point.
115 F. 2d at pp. 471,472.

However, the Court of Appeals went further and pointed out that
the essence of the entire transaction was that the taxpayers’ firm
had advanced funds to its customers in Germany at a rate exceeding
the costs of the firm’s financing those advances in the United States.
Accordingly, \
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“* * * The profit of the taxpayers was realized by virtue of the
fact that they lent the money in Germany to their local customers
at a much higher rate of interest than the taxpayers were compelled
to pay to the New York Bank.” 115 F.2d at page 472.

The Court of Appeals decision in Stein stands for the same proposi-
tion as I.T. 2330. That is, that since original discount income is the
functional equivalent of interest, the source of earned original issue
discount is whatever would have been the source of stated interest

- were such interest paid by the obligor. :

B. Authorities in Other Areas Treat Original Issue Discount Income
the Same as Interest

1. Gain attributable to original issue discount constitutes ordinary
income and not capital gain

The alternative to treating earned original issue discount as interest
is to view the income as gain from the sale or exchange of property.
If so viewed, sections 861(a) (1) and 862(a) (1) of the Code, dealing
with the source of interest income, would not apply and source would
be determined under the source rules pertaining to the sale of personal
property. See Code Section 861(a)(6) and Rgs. § 861-7(a).

In United States v. Midland-Ross Corp., 381 U.S. 54 (1965) and
Dizon v. United States 381 U.S. 68 (1965) the Supreme Court con-
sidered in a different context this same question of whether original
issue discount income should be taxed as interest or as gain from the
sale of property. Both cases involved taxpayers who had purchased
non-interest-bearing promissory notes from the issuers at prices below
the face amounts of the notes and had sold the notes at a profit in a year
prior to enactment of the provisions of section 1232 of the 1954 Code
taxing earned original issue discount as ordinary income. The tax-
payers claimed capital gains treatment under section 117(a) of the
Internal Revenue Code of 1939, corresponding to section 1222 of the
1954 Code, which provided in part, that gain from the “sale or ex-
change of a capital asset” held for more than six months constitutes
long-term capital gain.

The Court denied capital gains treatment in both instances, resting
its opinion primarily upon the functional identity of original issue
discount income and interest. It reasoned:

“Farned original issue discount serves the same function as stated
interest, concededly ordinary income and not a capital asset; it is
simply ‘compensation for the use or forbearance of money.’ Deputy
v. Du Pont, 308 U.S. 488, 498; cf. Lubin v. Commissioner, 335 F. 2d
209 (C.A.2d Cir.) * * * The $6 earned on a one-year note for $106
1ssued for $100 is precisely like the $6 earned on a one-year loan of
$100 at 6% stated interest. The application of general principles
would indicate, therefore, that earned original issue discount, like
stated interest, should be taxed under § 22(a) as ordinary income.” 2
United States v. Midland-Ross Corp., 381 U.S. at pp. 57-58.

31In view of the decisions in Midland-Ross and Dizon, it may be desirable for the Service
Egrgconsider Oi}). 534, 2 C.B. 103. 0O.D. 534 held that (1) the collection at maturity by

gn corporations.and nonresident alien individuals of British Treasury bills purchased
by them in the United States at a discount constitutes income from sources outside the
United States, whether collected in a foreign country or from a British paying agent in the
P-nited States, whereas (2) profit upon sale of the same bills in the United gétates consti-
utes United States source income. It is believed that the latter holding can be reconciled
with Midland-Ross and Dizon only insofar as the profit is assumed to arise from apprecia-

tion of the securities due to a change in market conditions and cannot be reconciled insofar
as the profit is attributable to the approach of the maturity date of the bills.
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This reasoning is equally applicable to the question of the source
of original issue discount income and, it is submitted, requires that
the source of such income, like interest, be determined by the status
of the payer.

2. Earned original issue discount upon State and local obligations
constitutes tax-free interest

Section 103(a) of the Code exempts “interest” on state and local
obligations from income tax. Where a state or municipality issues its
bonds at a discount, the question arises whether a taxpayer who has
purchased the bonds may treat as exempt under section 103(a) that
portion of his gain upon sale or redemption of the bond as is attribut-
able to the period he held it. :

The Service has long answered this question affirmatively. G.C.M.
10452, XI-1 C.B. 18; L.T. 2629, XI-1 C.B. 20; G.C.M. 21890, 1940-1
C.B. 85; Rev. Rul. 60-210, 1960-1 C.B. 38. As stated in Rev. Rul. 60-
210, the ruling position of the Service has been that :

“x * * discount at which bonds and similar obligations were issued
constitutes compensation (where noninterest-bearing), or additional
compensation (where interest-bearing), which the obligor had con-
tracted to pay for the use of the money loaned and, hence, was equiva-
lent to interest for Federal income tax purposes. * * *” 1960-1 C.B.
at page 39, emphasis in the original.

The approach of the Service, exemplified in the quoted passage from
Rev. Rul. 60-210, coincides with the rationale of the Midland-Ross and
Dixon decisions. As suggested under the preceding heading, the same
considerations apply with equal force in determining the source of
original issue discount income.

3. Where a corporation sells its bonds it may amortize original issue
discount and deduct the amount amortized over the life of the
bonds in the same manner as annual interest

Section 1.61-12(¢) (3) of the Income Tax Regulations provides, in
pertinent part, that:

“If bonds are issued by a corporation at a discount, the net amount
of such discount is deductible and should be prorated or amortized
over the life of the bonds. * * *”

This Regulation is another example of the general rule that original
issue discount is to be treated as interest for income tax purposes. As
explained by the Supreme Court in a case allowing deduction of
amortization of bond discount and of related commissions incurred in
marketing the bonds:

“Both commissions and discount, as the Government concedes, are
factors in arriving at the actual amount of interest paid for the use
of capital procured by a bond issue. The difference between the
capital realized by the issue and par value, which is to be paid at
maturity, must be added to the aggregate coupon payments in order
to arrive at the total interest paid. * * *” Helvering v. Union Pacific
Railroad Company,293 U.S. 282,286 (1934).

4. Original issue discount income is treated as interest for personal
holding company purposes

Under Section 543 (a) (1) of the Code, “personal holding company

income” includes “interest”. As noted earlier in this memorandum,
the Regulations under Section 543 provide that:
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“The term ‘interest’ means any amounts, includible in gross income
received for the use of money loaned. * * *”. Regs. § 1.543-1(b) (2).

In Mayflower Investment Company v. Commissioner, 239 F. 2d 624
(5th Cir. 1956), afirming 24 T.C. 729 (1955), the Court held that the
difference between an amount loaned by the taxpayer and the greater
amount payable to it upon maturity of the note constituted “interest”
for this purpose. As a consequence, the taxpayer was held to be a
personal holding company and was subject to personal holding com-
pany tax. : . . )

In construing the word “interest” as extending to the income 1n
question, the Court relied upon Section 29.503-2 of Regulations 111
under the 1939 Code, containing the language above quoted from the
present Regulations § 1.543-1(b) (2), and upon the Supreme Court’s
definition in Deputy v. du Pont, 308 U.S. 488, 498 (1940), supra, that
“interest” is “compensation for the use or forbearance of money”.

C. Congress Has Manifested an Intent That Earned Original Issue
" Discount Should be Treated as Interest

Evidence that Congress considers gain from obligations issued at
a discount to be governed by the source rules for interest is furnished
by section 861(a) (1) (C) of the Code. Section 861(a)(1) provides
that “interest” upon domestic obligations constitutes income from
sources within the United States, with certain exceptions, of which the
last is: “(C) income derived by a foreign central%ank of issue from
bankers’ acceptances.” '

The assumption of Congress in enacting section 119(a) (1) (C) of
the Rvenue Act of 1928, which was the statutory predecessor of the
present rule, appears to have been that without special legislation, the
acceptances of United States bankers would produce United States
source income in all cases. H.R. Rep. No. 2, 70th Cong., 1st Sess. 21
(1927) ; S. Rep. No. 960, 70th Cong., 1st Sess. 29 (1928). At the time
of that enactment foreign central banks could not rely upon the
rulings holding that such income was not “fixed or determinable an-
nual or periodical gains, profits and income” since, until the Revenue
Act of 1936, the failure of United States source income to fit that de-
scription only relieved the withholding agent from the obligation to
withhold-and did not provide an exemption to the ultimate recipient.
See I.T. 1898, 1-2 C.B. 149, supra.

More recently Congress has demonstrated on various occasions that
except where, as in section 861(a) (1) (C), it has provided otherwise,
it considers that original issue discount income is to be treated the same
as interest for income tax purposes. A prominent example of the
congressional design that the two forms of income be equated is pro-
vided in section 1232 of the 1954 Code. .

Subsections (a)(2) and (b) of Section 1232 were enacted in the
Revenue Code of 1954 to provide rules governing the taxation of
amounts received on the sale, exchange or retirement of post-1964 ob-
ligations issued at a discount. Section 117(f) of the 1939 Code had
provided that amounts received upon retirement of bonds were to be
considered as “received in exchange” for the bonds. With Section
117(f) as the starting point, it was logical to include the new pro-
visions among those relating to capital gains and losses, and to state
the general rule and the exceptions thereto in terms of gain from the
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sale or exchange of property. The Committee Reports indicate clear-
ly that original issue discount was viewed as interest income; the
phrase “gain from the sale or exchange of property which is not a
capital asset” employed in section 1232(a) (2) to describe the treat-
ment of income to which the new provisions applied was intended to
assure that earned discount would be reported as ordinary income and
not as capital gain. H. Rep. No. 1337, 83d Cong., 2d Sess. 83, A277
(1954) ; S. Rep. No. 1622, 83d Cong., 2d Sess. 112 (1954).

For example, the Senate Finance Committee stated that :

“In these cases, that part of the amount received on a sale or ex-
change which may represent a partial recovery of discount on original
issue is @ form of interest income and in fact is deductible as an in-
terest payment by the issuing corporation.” S. Rep. No. 1622 at page
112, emphasis supplied ; see also Hp Rept. No. 1337 at page 83, embody-
ing the italicized language. N

Section 1232(a) (2) (B) (i), which excepts discount upon tax exempt
obligations from the ordinary income treatment provided by Section
1232, further demonstrates that Congress viewed original issue dis-
count as a form of interest.

Section 483 of the Code also illustrates that Congress views original
issue discount and interest.income as virtually identical for tax pur-
poses. This section, enacted in 1964, requires, under certain circum-
stances, that the difference between the present value of an obliga-
tion and the face amount thereof (an amount analogous to original
issue discount) be reported as interest income when installment paper
received in exchange for property bears an unrealistically low interest
rate, or no interest at all. H. Rep. No. 749, 88th Cong. 1st Sess. 73,
A84 (1963); S. Rep. No. 830, 88th Cong. 2d. Sess. 101-102 (1964).

Section 483 classifies the imputed discount factor as interest, where-
as Section 1232 prescribes that original issue discount is to be taxed
as “gain from the sale or exchange of property which is not a capital
asset”. The difference in terminology is due to the difference between
the factors which led to enactment of the respective sections, and not
to a distinction in the nature of the income. The confused history of
Section 117(f) of the 1939 Code, which had been enacted to ensure
that retirement of a bond would be treated as a sale or exchange, but
which had been interpreted by some courts to mean that original issue
discount was a capital asset, prompted Congress to enact subsections
1232(2a) (2) and (b) in 1954. Litigation in which the Internal Rev-
enue Service sought unsuccessfully to impute interest when a contract
did not call for it led to the enactment of Section 483. See Kingsford
Company, 41 T.C. 646, 659 (1964), and cases cited therein. Al-
though Section 483 was intended to halt “manipulation of the capital
gains provisions,” it was more appropriate to couch the section in
terms of interest than in the language of the capital gains and loss
sections because it— - : '

(1) Applied to buyers as well as sellers,

(2) Included transactions resulting in a loss as well as those
producing gain, and

(3) Included detailed standards for the determination of un-
stated interest. : : '

¢ Statement by Secretary of Treasury, submitted to House Ways and Means Committee
on February 6, 1963, CCH Report 12, vol. 50, pp. 89-90; Part I, Hearings, February 6, 7,
and 8, 1963, at pp. 152-156.
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Another recently enacted Code section also has an important bear-
ing upon the proper characterization of original issue discount. Sec-
tion 904 (f) was added to the Code by section 10 of the Revenue Act
of 1962 to prevent taxpayers whose foreign tax credits exceeded the
allowable limitation under section 904 (prior to its amendment) from
increasing the creditable amount by investing in foreign debt obliga-
tions. S. Report No. 1881, 87th Cong. 2d Sess., 1962-3 C.B. 707, 778
(1962). An underlying purpose of the section was to remove “an
artificial inducement to the movement of U.S. capital abroad”. 1962-3
C.B.atpage778. : '

Section 904 (f) requiresthat in determining the limitation on credit
a taxpayer compute separately, and without respect to the overall
limitation, the amount of limitation on “interest income”, as described
in section 904(f) (2), and on all other income. “Interest” is not
defined in the statute or committee reports, nor have proposed regu-
lations under section 904 (f) been promulgated.

Section 904(f) could be easily flouted if the Service were to con-
clude that the source of original issue discount were to be determined
under rules respecting gain from the sale of property rather than the
rules respecting interest. A taxpayer with excess foreign tax credits
would then be free to increase its allowable foreign tax credit by pur-
chasing indebtednesses issued by foreign corporations at a discount
and either holding the obligations to maturity or selling them abroad
before maturity. Assuming the gain was not taxed, or was only

- lightly taxed, by the foreign country, taxpayers in this manner would
be able to increase their foreign tax credits allowable under section
904 notwithstanding enactment of section 904 (f).5

For the reasons stated above, it seems clear that the source of origi-
nal issue discount income in any case is the same as the source of stated
interest paid by the obligor on the discount instrument under the
rules of section 861(a) (1) (B) and 862(a) (1) of the Internal Revenue
Code.

Dawson, GrirriN, PickENs & RmbELL,
. Washington, D.C., February 11, 1966.

MEMORANDUM

To: Hon. WiLsur D. Miris, Chairman, ' :

Committee on Ways and Means, U.S. House of Representatives.
From: James W. RmpeLL. ‘
Re Europe—Dollar companies and section 904 (f).

.Many U.S. corporations are confronted with the necessity for for-
eign expansion and have been unable to do so because of the balance-
of-payments problem. Several U.S. taxpayers have obtained the

5If earned original issue discount were not treated as interest for source of income
purposes, taxpayers might also be able to increase their section 904 limitation b; purchasing
obligations of domestic obligors at a discount and selling the obligations abroad before
maturity. Whether they would be successful would depend upon whether the courst chose
to follow such decisions as Commissioner v. Phillips, 275 F. 2d 33 (4th Cir. 1960, rev'g, 30
T.C. 866 (1958), and Arnfeld v. Commissioner, 163 F. Supp. 865 (Court of Claims 1958),
cert. den. 359 U.S. 943, holding that sales of endowment policies shortly before maturity
Produced ordinary income, or followed the line of cases typified by Barber-Green Americas,
ne., 35 T.C. 365 (1960), acq. 1961-2 C.B. 4, 1964-2 C.B. 4, which refused to apply a ‘“‘tax
avoidance” exception to the rule that sales income is realized in the country where title to
the property sold passes. See Regs. § 1.861-7(a). It would seem likely that where the
discount obligations were sold abroad well before their maturity date.” the latter cases
would control and the gain would constitute foreign source income.
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required funds by borrowing U.S. dollars in foreign countries. This
type of financing is intended solely to assist in improving the balance-
of-payments position of the United States in compliance with the

voluntary cooperation program instituted by the President. '

It should be noted that this procedure is considerably more expen-
sive than direct borrowing in the United States. This allegedly high
money cost is the basis of a derivative action instituted by a_stock-
holder of Standard Oil of Indiana (see Wall Street Journal, Feb. 8,
1966).

The preponderance of the companies obtaining funds in this man-
ner have formed a new domestic corporation to issue the bonds and
loan the proceeds to foreign affiliates. It is, of course, possible that
withholding taxes will be imposed by various foreign countries with
respect to interest paid to the financing subsidiary by the debtor for-
eign affiliates. The ultimate cost of these taxes to the domestic parent
and the affiliated group will depend largely upon the extent to which
they may be claimed as foreign tax credit under IRC sections 901
et seq.

It ?s possible that there may be a loss of foreign tax credit in re-
spect to amounts withheld on interest payments (as described above)
by reason of-the additional limitations imposed by section 904(f).
This provision limits the foreign tax credit otherwise available in the
case of certain interest income. It requires the segregation of such
interest from all other foreign income in applying the general code
limitations on the use of foreign tax credits and restricts the tax-
payer to the use of the “per country limitation” in respect thereof.

The following is an illustration of the loss of foreign tax credit
which may result under section 904 (f).

Interest received by domestic finance company from for-

eign affiliate (say, 6 percent of 5,000,000) _____________ $300, 000
Amount withheld at source (say, 30 percent of $300,000)__ 90, 000
Expense attributable to interest income under “per country

limitation” (say, 414 percent.of $5,000,000) - _____ 225, 000
Net income derived from foreign country________________ 75,000
Limitation for purposes of U.S. tax (48 percent of

$75,000) - e 36, 000
Unused foreign tax credit—-___ —_—— —- - 54,000

Thus, in the above example, the amount withheld at source is im-
posed on gross income, while the per conutry limitation is based upon
net income. _

Section 904 (f) does not apply to interest received from a corpora-
tion in which the taxpayer owns directly at least 10 percent of the vot-
ing stock. Therefore, it is conceivable that the impact of section
904 (f) could be avoided simply by contributing to the capital of the
domestic finance company 10 percent of the capital stock of all for-
~ eign subsidiaries from which interest income would be received. This,
however, is a most undesirable alternative inasmuch as it produces a
complicated and unwieldy corporate structure. :

It should be noted also that the contribution route may not be avail-
able in the case of second-tier foreign subsidiaries. Furthermore,
section 367 poses a problem in such a corporate reorganization.

Rather than go to the extreme of altering the corporate structure
by means of capital contributions, as described above, the same result
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could be obtained if section 904(f) (1) (C) could be amended to read
as follows: ,

“(C) Received from a corporation in which the taxpayer owns or,
if the tampayer is a member of an affiliated group (as defined in sec-
tion 1504 (a), except that section 1504(b) (3) shall not apply) if an-
other member of the affiliated group owns at least 10 percent of the
-voting stock * * *” [Ttalic denotes additional language to be inserted
in the statute.] : :

In essence, it appears to me that borrowing U.S. dollars in foreign
markets is occasioned solely by the desire to comply with the Presi-
dent’s voluntary program. It appears to be highly inequitable that
a substantial detriment such as loss of foreign tax credit should be
a direct consequence of such compliance. Moreover, the creation of a
completely unwieldy corporate structure should not be necessitated in
order to avoid such loss of foreign tax credit.

I shall be pleased to furnish any additional information you may
require.

James W. RippELL.

Fmsrt Nationar City BANE,

. New York, N.Y., December 27, 1965.
Hon. Witsur Miris,

Chairman, House Ways and Means Committee,

House of Representatives, Washington, D.C.

Dear Mr. CuarmaN : In late 1963, I served on a Presidential Task
Force chaired by Henry Fowler, then Under Secretary of the Treasury,
to examine ways and means of promoting increased foreign invest-
ment in the securities of U.S. private companies and increased foreign
financing for U.S. business operating abroad. One of the areas where
we made several recommendations was in the field of taxation. These
recommendations for changes in taxation of foreign investors were
intended to remove elements in our tax structure which complicate
investment in this country without generating material tax revenues.
Our proposals were conceived to simplify the tax laws and reporting
requirements applicable to foreign investors; in part, to reduce taxa-
tion of foreign investors and also to make evident to the world that we
welcome foreign investment. A review of the tax laws involving for-
eign investment in this country was high on our list of priorities for
encouraging foreigners to make investments in our country.

The latest result of our efforts in this field is the present Foreign
Investors Tax Act of 1965 (H.R. 11297), which is now pending with
the House Ways and Means Committee. The current version of this
bill proposes changes which, in my opinion, are regressive and not
in harmony with our recommendations, to wit: (1) to increase estate
tax rates for nonresident alien decedents over the rates originally
recommended, and (2) the introduction of income and estate taxation
on interest earned by foreigners on their deposits in U.S. banks. We
are particularly concerned with the portion of the bill which proposes a
withholding tax after December 31, 1970, on interest income from de-
posits of nonresident foreigners with our bank or branches of our
bank in the United States or abroad. We have received a number of
letters from our foreign branches overseas which point out very
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strongly that should such a law be enacted, our foreign branches would
suffer considerable loss of dollar and foreign currency deposits as non-
resident foreigners holding these deposits would merely walk across
the street and put their money with Canadian, British, or European
banks not doing business here and thereby avoid the tax. Deposits
of such foreigners with our head office and domestic branches would
likewise be shifted to foreign banks not subject to U.S. jurisdiction.
This would have a drastic effect on our balance of payments and,
certainly, this was not the intention of our committee. It is also
evident that there would be no gain in revenue but probably a loss of
tax payable by U.S. banks on the income they would generate on such
deposits if the present interest-bearing deposits seek areas outside of
the United States, where such tax would not apply.

"We do not see any benefit from the proposeg changes in this bill,
while on the other hand the undesirable effects are substantial. We
are, naturally, very much concerned with the adverse effects this bill
in 1ts present form would have on our deposit base both here and
abroad, but just as important is the drastic effect it would have on our
balance-of-payments position should it be enacted. '

Sincerely, '
Warter B. WrisToN,
Executive Vice President.

" House oF REPRESENTATIVES,
Washington, D.C., January 13, 1966.
Hon. WiLsur D. MiLLs, .
Chairman of Ways and Means,
House of Representatives,
Washington, D.C.

Dear Mr. CaarrMaN: This letter concerns H.R. 5916 and H.R.
11297 in the Foreign Investors Tax Act. -

It is my understanding that H.R. 11297 supersedes entirely H.R.
5916 on which hearings have already been held. It is also my under-
standing that additional public hearings have not been scheduled for
H.R. 11297. This bill would have a serious impact on the economy
of my district and all of south Texas because of our many ties with
Mexico and other Latin American areas. It seems to me that a num-
ber of recent changes in the law have already hurt commerce and trade
with Mexico, and it is my strong conviction that if this trend is not
reversed, irreparable damage can result.

I would hope that any public hearings will be held on the new bill
H.R. 11297, so that persons interested, including myself, would have
a chance to express themselves on the contemplated changes in the tax
laws with respect to foreign investment in the United States. As you
know, the banking industry has already made a significant contribu-
tion on a voluntary basis in our balance-of-trade problem.

Sincerely yours, '
Henry B. GoNzaLEz,
Member of Congress.
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NorTaH MassareQua, Long Isranp, N.Y.,
February 21, 1966.
Hon. Witsur D. Miwis, A
_House of Representatives,
Washington, D.C.

Dear CongressMan Minis: Your committee now has H.R. 11297
under consideration. Originally a tax bill was recommended by the
Fowler committee to reform U.S. taxation in order to stimulate
foreign investment in the United States. In its present form, HL.R.
11297 would reduce U.S. exports by taxing foreign purchasing entities
in the United States, make it more difficult for U.S. firms to earn
income on their direct foreign investments, tend to reduce foreign.
investment in the United States, and in general, worsen the U.S.
balance-of-payments problem.

H.R. 11297 introduces a radical concept of nexus in attributing and
taxing the global income of a foreign corporation “effectively con-
nected with” the conduct of a trade or business in the United States.
The traditional source-of-income rules would give way to nebulous
and vague guidelines such as whether the business activities in the
U.S. are a “material factor” in generating any income of the foreign
corporation. Thus, a stigma would be placed on foreign subsidiaries
owned by a U.S. corporation which has an international division to
provide certain managerial services. Under current law, and current
practice, the U.S. corporation would charge its subsidiaries for this
service or face a reallocation under section 482 of the Internal Revenue
Code. This new bill would in fact attempt to attribute “income” of
the foreign subsidiary to the United States, which subsidiary in fact
conducts no real business in the United States, merely due to the
general “overseeing function” of the U.S. parent who is interested in
its foreign investment. These same nebulous guidelines could also
encompass income of a foreign corporation who purchases in the
United States for resale abroad. Under current rules the sales destina-
tion is the primary source of income. It is difficult to understand
how the United States could tax a foreign corporation which merely
purchases goods in this country and it is even more difficult to under-
stand how such a bill would help our balance of payments by dis-
couraging foreign purchasers.

It is our opinion that this new doctrine will contravene the tradi-
tional rules of “permanent establishment” in U.S. double-tax treaties
and impose almost insurmountable problems in international tax
planning. '

If the stated purpose of the bill, “to modernize the present U.S. tax
treatment of foreigners and to encourage foreign investment in the
United States” is to be accomplished, its application should be limited
to corporations which are majority owned by foreigners.

We respectfully urge that hearings on this bill be held by the
House Ways and Means Committee so that the business community
can comment on the inequity of its provisions.

Thank you for your consideration. .

' CHARLES GREENBERG.
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Husacurx, KerLy, MiLLER, RaucH & Kirey,
: ' ATTORNEYS AT LAW,
Chicago, INl., December 3, 1965.
Re Section 8 of H.R. 11297. :

Hon. Wirsor D. MiLis,

Chairman, Ways and Means Committee,
House of Representatives,

Washington, D.C. :

Dear Mr. Mirs: It is clear that the estate tax proposals in section
8 of H.R. 11297 would not improve our balance-of-payments deficit
or defend our gold reserves. On the contrary, enactment of these pro-
posals would have the opposite effect.

The key recommendation of the President’s task force was com-
_ plete elimination of U.S. estate taxes on all intangible personal prop-
erty of nonresident alien decedents. The task force pointed out that
the annual estate tax revenue loss would be negligible. - HLR. 11297
effectively rejects this task force recommendation.

TIn the first place, the task force recognized that the United States
could not expect to attract substantial foreign investment in securities
so long as our estate tax rates are appreciably higher than those im-
posed by other countries. Even the 5- 10- 15-percent rate schedule
proposed in H.R. 5916 would be higher than the corresponding rate
schedules of Switzerland, France, Germany, and the Netherlands—the
‘most prosperous countries in continental Europe. It is inconceivable,
therefore, that citizens of those countries would be encouraged to in-
vest here by reason of the even higher 5- to 25-percent rate proposed
by H.R. 11297.

In the second place, section 8 of H.R. 11297 proposes to greatly en-
large the traditional estate tax base applicable to nonresident alien
decedents. This would be extremely unwise and would go flatly con-
trary to the stated objectives of the bill. Requiring the inclusion of
corporate bonds and bank deposits in the estate tax base will not only
fail to attract foreign invesment but will drive existing foreign invest-
ment away. Enormous foreign cash and bond balances have built up
here under existing law. If sections 8(c) and 8(d) are enacted, these
balances will be withdrawn by the simple expedients of writing a check
or tax-free sales.

In the third place, the task force recommendations to the private
sector of our economy have been adopted to a most encouraging degree.
Tnactment of section 8 of HLR. 11297 would represent a total failure
by the Government to support the U.S. financial community in its
renewed effort to attract foreign investment.

. Mr. Mills, I urge your committee to reject section 8 of H.R. 11297
and to adopt instead the task force recommendation to eliminate the
estate tax on intangible personal property. The job of reducing our
halance-of-payments deficit and reversing our gold drain must be ac-
complished. Tt deserves positive and direct action by the Congress.
Section 8 of H.R. 11297 obviously is not the answer.

Sincerely yours,
Georce W. Ravcn.
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Husacuek, KeLny, MiLer, Ravce & Kmey,

‘ : ArTorNEYS AT Law,
Chicago, Ill., February 14,1966.
Re Section 8 of H.R. 11297. '
Hon. Wirsur D. MiLis,
Chairman, Committee on Ways and Means,
House of Representatives,

Washington, D.C.

Dear ConerEssMaN MivLs: The stated purposes of H.R. 11297 are
to modernize the present U.S. tax treatment of foreigners and to en-
courage foreign investment in the United States. Section 8 of that
bill, which revises the U.S. estate taxation of nonresident alien de-
cedents, obviously fails to achieve these purposes. In fact, enactment
of this section 8 would have a decidedly adverse effect on our balance-
of-payments position. I

The President’s task force flatly stated that the present U.S. estate
tax situation constitutes one of the major deterrents to foreign invest-
ment in this country and recommended complete elimination of the
tax on intangible personalty owned by nonresident alien decedents.
Section 8 of H.R. 11297 proposes new estate tax rates on nonresident
alien decedents ranging up to 25 percent and at the same time broad-
ens the present estate tax base by requiring the inclusion of U.S. cor-
porate bonds (located outside the United States) and bank deposits,
which are exempted under present law. This proposal is absurd. It
completely ignores the task force recommendation and reality. For-
eigners will not be encouraged to invest more money here. Far from
it. They will simply liquidate their present U.S. bond investments
and bank accounts and take the proceeds abroad to escape the U.S.
tax. The result would be an immediate gold drain in the hundreds
of millions of dollars. Furthermore, section 8 could have a disastrous
effect on the present efforts of U.S. corporations to obtain foreign
financing. For example, in 1965, U.S. corporations placed abroad a
total of $339 million in Eurodollar bonds and are already placing an
additional $190 million so far this year. By subjecting these bonds
to possible U.S. estate tax, section 8 could seriously impair their
- market and force U.S. corporations to finance their foreign operations
with U.S. dollars. : : '

If the Congress really means business about wanting to improve our
disastrous balance-of-payments situation, the task force estate tax pro-
posal should be adopted. As a possibly acceptable alternative, estate
tax rates no higher than the 5-10-15 percent scale which you proposed
in H.R. 5916 should be adopted and the present estate tax exemption
of bank accounts and bonds should be retained. I have attached a
substitute version of section 8 of H.R. 11297 which reflects this out-
side alternative. I urge you to recommend to your committee that .
either the task force proposal or this substitute for section 8 be adopted.

Respectfully yours,
Georee W. Raucs.
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SEC. 8. ESTATES OF NONRESIDENTS NOT CITIZENS.

(a) Rare or Tax.—Subsection () of section 2101 (relating to tax
imposed in case of estates of nonresidents not citizens) is amended to
read as follows: _

“(a) Rare or Tax.—Except as provided in section 2107, a tax com-
puted in accordance with the following table is hereby imposed on the
transfer of the taxable estate, determined as provided in section 2106,
of every decedent nonresident not a citizen of the United States:

“Tf the taxable estate is: The tax shall be:
Not over $100,000_ -~ 5 percent of the taxable
) estate.
Over $100,000 but not over $5,000, plus 10 percent of
$750,000 ~ excess over $100,000.
Over $;7 (50X, —— $70,000, plus 15 percent of

excess over $750,000.”

(b) Creprrs Acamnst Tax—Section 2102 (relating to credits al-
lowed against estate tax) is amended to read as follows: .

“SEC. 2102. CREDITS AGAINST TAX.

“(a) In GeneraL—The tax imposed by section 2101 shall be
credited with the amounts determined in accordance with sections
2011 to 2013, inclusive (relating to State death taxes, gift tax, and tax
on prior transfers), subject to the special limitation provided in sub-
section (b). : : :

“(b) SercraL Limrratron.—The maximum credit allowed under
section 2011 against the tax imposed by section 2101 for State death
taxes paid shall be an amount which bears the same ratio to the
credit computed as provided in section 2011(b) as the value of the
property, as determied for purposes of this chapter, upon which State
death taxes were paid and which is included in the gross estate under
section 2103, bears to the value of the total gross estate under section
2103. For purposes of this subsection, the term ‘State death taxes’
means the taxes described in section 2011(a).”

¢) DeriNiTioN OF TAxABLE EstaTe.—Paragraph (3) of section
2106(a) (relating to deduction of exemption from gross estate) is
amended to read as follows: ‘
“(3) ExXEMPTION.—
' “(A) GeNeran RULE—An exemption of $30,000.
“(B) RESIDENTS OF POSSESSIONS OF THE UNITED
sTATES.—In the case of a decedent who is considered
to be a ‘nonresident not a citizen of the United States’
under the provisions of section 2209, the exemption
shall be the greater of (i) $30,000, or (ii) that pro-
portion of the exemption authorized by section 2052
which the value of that part of the decedent’s gross
estate which at the time of his death is situated in
the United States bears to the value of his entire gross
: estate wherever situated.”

(d) Sercrar. MerHODS oF CompuTiNG Tax.—Subchapter B of chap-
ter 11 (relating to estates of nonresidents not citizens) is amended
by adding at the end thereof the following new sections:
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“SEC. 2107. EXPATRIATION TO AVOID TAX.

“(a) Rare or Tax.—A tax computed in accordance with the table
contained in section 2001 is hereby imposed on the transfer of the
taxable estate, determined as provided in section 2106, of every dece-
dent nonresident not a citizen of the United States dying after the
date of enactment of this section, if after March 8, 1965, and within
the 10-year period ending with the date of death such decedent lost
United States citizenship, unless such loss did not have for one of
its principal purposes the avoidance of taxes under this subtitle or
subtitle A.

“(b) Gross Esrate.—For purposes of the tax imposed by subsec-
tion (a), the value of the gross estate of every decedent to whom
subsection (a) applies shall be determined as provided in section
2103, except that—

“(1) if such decedent owned (within the meaning of section 958
(a)) at the time of his death 10 percent or more of the total
combined voting power of all classes of stock entitled to vote
of a foreign corporation, and
“(2) if such decedent owned (within the meaning of section
958(a)), or is considered to have owned (by ap lying the owner-
ship rules of section 958(b)), at the time of his death, more
than 50 percent of the total combined voting power of all classes
of stock entitled to vote of such foreign corporation,
then that proportion of the fair market value of the stock of such
_foreign corporation owned (within the meaning of section 958(a))
by such decedent at the time of his death, which the fair market value
of any assets owned by such foreign corporation and situated in the
United States, at the time of his death, bears to the total fair market
value of all assets owned by such foreign corporation at the time of
his death, shall be included in the gross estate of such decedent. For
purposes of the preceding sentence, a decedent shall be treated as
owning stock of a foreign corporation at the time of his death if,
at the time of a transfer, by trust or otherwise, within the meaning
of sections 2035 to 2038, inclusive, he owned such stock.

“(c) Creprrs.—The tax imposed by subsection (a) shall be credited -
with the amounts determined in accordance with sections 2011 to
2013, inclusive (relating to State death taxes, gift tax, and tax on
prior transfers), as modified by section 2102 (b).

“(d) ExceprioN ror Loss or CIrizENsHTP For CERTAIN CAUSES.—-
Subsection (a) shall not apply to the transfer of the estate of a
decedent whose loss of United States citizenship resulted from the
application of section 801(b), 350, or 355 of the Immigration and
Nationality Act, as amended (8 U.S.C. 1401 (b), 1482, or 1487).

“(e) BurpeN or Proor.—If the Secretary or his delegate estab-
lishes that it is reasonable to believe that an individual’s loss of
United States citizenship would, but for this section, result in a sub-
stantial reduction in the estate, inheritance, legacy, and succession
taxes in respect of the transfer of his estate, the burden of proving
that such loss of citizenship did not have for one of its principal
purposes the avoidance of taxes under this subtitle or subtitle A shall
be on the executor of such individual’s estate.
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“SEC. 2108. APPLICATION OF PRE-1966 ESTATE TAX PRO-
VISIONS.

“(a) IsreosrrioN oF More BurbENsoME Tax BY ForeieN COUNTRY.—
Whenever the President finds that— v

“(1) under the laws of any foreign country, considering the
tax system of such foreign country, a more burdensome tax is
imposed by such foreign country on the transfer of estates of
decedents who were citizens of the United States and not residents
of such foreign country than the tax imposed by this subchapter
on the transfer of estates of decedents who were residents of such
foreign country, '

“(2) such foreign country, when requested by the United States
to do so, has not acted to revise or reduce such tax so that it is no
more burdensome than the tax imposed by this subchapter on the
transfer of estates of decedents who were residents of such for-
eign country, and

“(3) it isin the public interest to apply pre-1966 tax provisions
in accordance with this section to the transfer of estates of dece-
dents who were residents of such foreign country,

the President shall proclaim that the tax on the transfer of the estate
of every decedent who was a resident of such foreign country at the
time of his death shall, in the case of decedents dying after the date
of such proclamation, be determined under this subc%lapter without
regard to amendments made to sections 2101 (relating to tax imposed),
. 2102 (relating to credits against tax), and 6018 (relating to estate
tax returns) on or after the date of enactment of this section.

“(b) ArreviaTion or More BurpENsoME Tax.—Whenever the Presi-
ident finds that the laws of any foreign country with respect to which
the President had made a proclamation under subsection (a) have
been modified so that the tax on the transfer of estates of decedents
who were citizens of the United States and not residents of such
foreign country is no longer more burdensome than the tax imposed
by this subchapter on the transfer of estates of decedents who were
residents of such foreign country, he shall proclaim that the tax on
the transfer of the estate of every decedent who was a resident of
such foreign country at the time of his death shall, in the case of
decedents dying after the date of such proclamation, be determined
under this subchapter without regard to subsection (a).

“(¢) NorrrrcaTion or Concress REQuirED.—No proclamation shall
be issued by the President. pursuant to this section unless, at least 30
days prior to such proclamation, he has notified the Senate and the
House of Representatives of his intention to issue such proclamation.

“(d) ImpLeMENTATION BY REGULATIONS.—The Secretary or his dele-
gate shall prescribe such regulations as may be necessary or appro-
priate to implement this section.” ‘

(e) Esrate Tax Rerurns.—Paragraph (2; -of section 6018(a)
(relating to estates of nonresidents not citizens) is amended by strik-
ing out “$2,000” and inserting in lieu thereof “$30,000”.

(f) Crericar. AmenpmeNT.—The table of sections for subchapter
B of chapter 11 (relating to estates of nonresidents not citizens) is
amended by adding at the end thereof the following:

“Sec. 2107. Expatriation to avoid tax.
“Sec. 2108. Application of pre-1966 estate tax provisions.”
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(g) Errecrive Dare.—The amendments made by this section shall
a};l)ply with respect to estates of decedents dying after the date of
t

e enactment of this Act.

InstrTUTE ON U.S. TaxaTION OF FoREIGN INCOME, INC.,
New York,N.Y., February 18,1966.
Re H.R. 11297.

Hon. Lreo H. Irwin, ~
Chief Counsel, Committee on Ways and Means,
House of Representatives, Washington, D.C.

Drar Mr. Irwin: The position of this institute can be very briefly
stated with respect to H.R. 11297. We have no opposition to its prompt
passage, provided that it is limited to its announced purpose, to com-
ply with the express wish of President Johnson :

“* % * to modernize the present U.S. tax treatment of foreigners
and to encourage foreign investment in the United States—thereby
beneficially affecting the U.S. balance-of-payments—by removing
tax barriers to such investment.”

In order to avoid harmful effects which otherwise would result to
U.S. corporations engaged in foreign trade and to the U.S. balance-
of-payments, it is essential that the “effectively connected” provisions
of H.R. 11297 (e.g., proposed amended Internal Revenue Code sec.
882) be limited so as to be applicable only to foreign corporations con-
trolled by foreigners (i.e., by persons other than U.S. persons).

If the title and statement of the purpose of HL.R. 11297 fairly state
its purpose, there is no reason why its application should not be limited
to foreign investors and foreign investments in the United States.

That 1s all we ask—and we earnestly request the opportunity to
bring out the facts in open hearings on these new provisions of H.R.
11297,

We recognize that it would be impossible to correct what are be-
Lieved to be technical flaws in H.R. 11297 and still effect its prompt
passage as desired by the administration. However, we feel that it
is worth while to point out a few of these flaws:

1. H.R. 11297 would do away with the exemption otherwise
-allowable under the Export Trade Corporation provisions of
Internal Revenue Code section 970 (proposed new sec. 952(b)).

2. The proposed new section 906(a) apparently would allow
a foreign subsidiary corporation credit for foreign taxes paid
and deemed paid by it with respect to U.S. income subject to
tax under the “effectively connected” provisions and also ‘would
allow its U.S. parent credit for the same foreign income taxes
deemed paid by it (the U.S. corporation) with respect to divi-
dends received from such foreign subsidiary.

3. There is no indication tﬁ:t, if the worldwide income of a
foreign subsidiary were connected with its U.S. activities, the
amount subject to tax under the proposed section 882 would be
limited to the portion properly all.laocable to such U.S. activities.

4. APparently, no consideration has been given to the effect
of the “effectively connected” provisions (e.g., proposed sec. 882
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and sec. 952(b)) upon the “minimum distribution” provisions of
section 963.

Time and space do not permit further enumeration of technical
flaws in this bill. :

The substantive objection is that in attempting to afford U.S. tax
incentives to foreign investors, it would impose various unjustifiable
penalties on foreign corporations owned and controled by U.S.
persons. '

You are respectfully requested to distribute copies of this state-
ment to members of the Ways and Means Committee and to include
this statement in the committee print.

Thanking you in advance gor your attention to this request, I
remain, '

Sincerely yours,
Paur D. SecuErs, President.

InstrruTE oN U.S. TaxaTioN or ForeieN Incoms, Inc.,,
New York,N.Y.,February 19,1966.
Re H.R. 11297.

Hon. Leo H. IrwiN,
Chief Counsel, Committee on Ways and Means, House of Representa-
tives, Washington, D.C.

Dear Mr. Irwin: Please add to our letter dated yesterday (Febru-
ary 18) our suggestion for wording to accomplish the recommended
changes in the provisions of H.R. 11297 so as not to penalize foreign
corporations owned by U.S. persons.

In lieu of the amendment of IRC section 882(b) proposed in sec-
tion 4(b) of H.R. 11297, we suggest the following:

“(b) Gross INCOME.—

“(1) ForereN OwNED CorPorATIONS.—In the case of a foreign cor-
poration controlled (through the ownership, direct or indirect, of
more than 50 percent of its voting stock) by persons who are not
U.S. persons (as defined in sec. 957) gross income includes only—

“(A) gross income which is derived from sources within the
United States and which is not effectively connected with the
conduct of a trade or business within the United States, and

“(B) gross income which is effectively connected with the con-
duct of a trade or business within the United States, to the
extent attributable to such activities.

«“(2) Orrer ForeieN CorroraTIONS.—In the case of all other foreign
corporations, gross income includes only gross income from sources
within the United States.”

This wording would :

(1) Limit the application of the proposed new “effectively con-
nected” provisions to those persons whom HL.R. 11297 is intended to
benefit, foreign investors, without adding new burdens of U.S.
taxes on U.S. manufacturers and other U.S. corporations having for-
eign subsidiaries engaged in foreign trade, and

(2) Limit the impact of the proposed “effectively connected” provi-

. .

sians so as to tax foreign-owned and controlled foreign corporations
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on only so much of their foreign income as is attributable to their
activities in the United States.

Both of these results would be more in harmony with the stated
purposes of H.R. 11297 than would the consequences of the section
882(b) proposed in H.R. 11297 (as introduced).

The change we propose herein would eliminate the need for the
amendment of IRC section 952(b), now proposed in H.R. 11297, and
thus would avoid the nullification, in many instances, of the benefits
intended to be afforded by section 970 to “Export Trade Corpora-
tions,” and avoid many other complications under “subpart F.”

In addition to the serious defects in H.R. 11297 enumerated in our
February 18 letter, we point out that, under H.R. 11297 as intro-
duced, “effectively connected” income would, in some cases, be taxed
twice, at full U.S. corporation rates; first to the foreign corporation
and then, when distributed as a dividend, to its U.S. parent corpora-
%}ion, without allowing any credit or other relief from this unbearable

urden.

To continue to point out defects in H.R. 11297 when applied to U.S.-
owned and controlled corporations would only distract attention from
the one essential issue—the vital need to exclude such U.S.-owned
corporations . from the application of these novel “effectively con-
nected” provisions. _

‘We will greatly appreciate your cooperation in transmitting our
suggestions to the chairman and members of the Committee on Ways
and Means and including in the committee print our two letters sub-
mittin,%;.hese suggestions.

ery truly yours,
PauL D. SEGHERS,
’ President.

InTERNATIONAL Economic Poricy AssocraTion,
Washington, D.C., February 9, 1966.
Hon. Wizsur D. MiLis,
Chairman, House Ways and Means Commi
Washington, D.C.

Dear ConcressMan Minis: The attention of the International Eco-
nomic Policy Association, representing some of the major American
industrial corporations with substantial investments abroad, has been
callgd to the provisions of H.R. 11297, introduced by you last Sep-
tember.

While this bill generally incorporates the provisions of H.R. 5916,
the so-called Fowler bill, designed to encourage foreign investment
in the United States, H.R. 11297 goes far beyond the original Fowler
bill in incorporating substantial changes in the basic rules for de-
termining the income of foreign corporations doing business in the
United States. Since original enactment in 1918, such corporations
have been taxed only on their income from clearly defined U.S. sources.
Under the proposed provisions of H.R. 11297, such corporations may
be subject to U.S. income tax on income that is “effectively connected”
with the United States even though such income is, admittedly, fromr
non-U.S. sources.

ttee,
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_ Tt is not the purpose of this letter to question the advisability or
inadvisability of such a fundamental change in U.S. tax law. How-
ever, the association is firmly convinced that a change having such a
profound impact on historical U.S. tax principles is one that should
require the most thorough consideration by your committee. We
sincerely believe that the constitutional obligation imposed on the
House of Representatives to propose revenue fegisla,tion requires full
public exploration of all basic changes in U.S. tax provisions and we
must, in honesty, state that we feel that it would be remiss for Con-
gress to make such far-reaching changes without affording an oppor-
tunity for full public hearings.

‘We know that your committee is fully aware of the proposed legis-
lation but we doubt whether all U.S. taxpayers affected by it are fully
cognizant of the substantive changes proposed in this bill. ~Although
comments on H.R. 5916 were requested, public hearings have never
been held. Accordingly, we respectfully request that your committee
hold public hearings on H.R. 11297. If such hearings are held, we
wish to assure you that the IEPA will endeavor to present constructive
views on the proposed legislation and on any modifications to this
legislation that we feel are desirable.

Sincerely yours, - "
N. R. DanteLian, President.

STATEMENT BY INTERNATIONAL TELEPHONE & TELEGRAPH ON

H.R. 11297

H.R. 11297, more commonly known as the Fowler bill, is a bill
designed to encourage foreign investment in the United States. It
has received a broad spectrum of public support for these objectives.
However, as introduced by Chairman Mills last September the bill
contains a significant change in basic U.S. tax policy, a change that
has not had the benefit of full public discussion or understanding.

Since the earliest days of income taxation in this country, going
back to the Revenue Acts of 1916 and 1918, a foreign corporation
engaged in trade or business within the United States has been taxed
only-on its income from clearly defined sources within the United
States. However section IV of H.R. 11297 changes this long-estab-
lished pattern of taxation by amending section 882 of the Internal
Revenue Code to subject a foreign corporation engaged in trade or
business within the United States to taxation on its income which
is “effectively connected” with the conduct of such trade or business.

Under this proposed fundamental change in U.S. tax law, the tra-
ditional source rules now contained in sections 861 through 864 of
the code are no longer to determine the scope of U.S. taxation of
foreign corporations engaged in trade or business in the United
States. From a position of relative certainty permitting business
judgment and actlon, foreign corporations which wish to engage in
trade or business within the United States will have to act at their
peril, with exposure to U.S. income tax being limited only by the

_vague general concept “effectively connected income.”
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No greater criticism of this vague concept can be found, it is sub-
mitted, then the inability of the draftsman of HLR. 11297 to define
the term “effectively connected income.” Section IT of H.R. 11297
amending section 864 of the code relating to definitions under the
source of income rules seeks to define the term “effectively connected
income, etc.,” but the proposed definition does not even purport to be
a definition; it merely lists three factors which are to be “taken into
account” in determining whether income is “effectively connected”
with the conduct of a trade or business. These factors are:

(1) Whether the income is derived from assets used in, or held
for use in, the conduct of such trade or business; (2) whether
income is accounted for through such trade or business; or (3)
whether activities of trade or business were a material factor
in the realization of the income.

These three factors are merely three additional elements of uncer-
tainty added to the basic uncertainty of “effectively connected income.”

Uncertainty added to uncertainty is a far cry from operating under
the relatively certain source rules now contained in the code, rules
which have been amplified by years of experience, Treasury regula-
tions and rulings, and court decisions. The underlying purpose be-
hind H.R. 11297 is to encourage foreign investment in the United
States. The almost certain broadening of a foreign corporation’s in-
come subject to U.S. tax liability under H.R. 11297 will lead to no such
encouragement. On the contrary, it will lead to foreign corporations
withdrawing from the United States to the further impairment of our
balance-of-payments position. This is not a purpose consistent with
the committee studies that led to the introduction of H.R. 11297.

Taxpayers concerned about the impact of this almost hidden change
incorporated in H.R. 11297 have received informal assurance from
Treasury officials that the bill, if enacted, will be administered sym-
pathetically but the function of the Internal Revenue Service is to
protect the revenue of the United States and statements of intended
“sympathetic administration” by Treasury officials today cannot and
will not prevent the Internal Revenue Service from the most possible
restrictive enforcement tomorrow. The “effectively connected income”
approach sought by the Treasury Department will lead to taxation
measured not by rule of law but by administrator’s fiat. It is sub-
mitted that no such approach should be enacted.

The Manuracrurers Lire Insurance Co.,
Toronto, Canada, January 19, 1966.

Re H.R. 11297, Foreign Investors Tax Act of 1965. :
Dr. Laurence N. WoobpworTH,
Chief of Staf,
J oint Commiittee on Internal Revenue T axation,
Washington, D.C. . :

DEear Dr. WoopworTH : Enclosed are three copies of the memoran-
- dum which it was arranged we should prepare following our meeting
with you and your associates in Washington on December 16 last.
The points discussed are features of the above bill which present spe-
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.cial problems for Canadian life insurance companies doing business
in the United States, and are an elaboration of the questions con-
sidered in regard to them at the meeting. The points in question relate
to (@) income effectively connected and income not effectively con-
nected, () settlement of proposed section 881 tax, and (¢) adjustment
of proposed section 881 tax for any overlapping due to the operation
of the minimum surplus provision of section 819.
_ May Isay again how much we appreciated the opportunity of meet-
ing with you and your associates. The meeting was most helpful and
we believe the memorandum will serve to recapitulate our comments.
This letter and memorandum are written on behalf of the 13 Cana-
dian life insurance companies doing business in the United States.
Sincerely,
(S) E. C. RoBINsoN,
Associate Secretary.
(Per favor of Mr. Kenneth L. Kimble, vice president and general
counsel, Life Insurance Association of America, Washington, D.C.)

Memorandum to: Dr. Laurence N. VVoodv?orth, Chief of Staff, Joint
Committee on Internal Revenue Taxation.

H.R. 1129 7—FOREIGN INVESTORS TAX ACT OF 1965

This memorandum relates to our discussion with you and your as-
sociates, Messrs. Vie Willett and Carl Nordberg, in Washington on
December 16, respecting features of the above bill affecting the income
tax procedure of foreign life insurance companies doing business in
the United States. For ready reference, we give below the names,
apart from yourselves, of those who joined in the meeting:

LIIXR Kenneth L. Kimble, vice president and general counsel,
Mr. William B. Harman, Jr., associate general counsel, ALC.
L.l}Ir. A. E. Loadman, vice president and actuary, the Great-West

ife.

Mr. H. E. Harland, associate actuary, the Great-West Life.
L‘I%Ir. T. B. Morrison, actuarial vice president, the Manufacturers

ife. :

Mr. E. C. Robinson, associate secretary, the Manufacturers Life.

Mr. L. J. Brown, associate actuary, the Sun Life.

It was arranged that, in the memorandum, we should review our
comments on the following three points—

(a) Income effectively connected and income not effectively
connected.

(5) Settlement of proposed section 881 tax.

(¢) Adjustment of proposed section 881 tax for any overlap-
ping due to the operation of the minimum surplus provision of
section 819. '

(@) Income “effectively connected” and “income not effectively con-
nected”

A foreign life insurance company which qualifies as a life insurance
company under section 801 of the code, is, in accordance with the pro-
visions of section 819 (a), taxable on its U.S. business in the same man-
ner as a domestic life insurance company.
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H.R. 11297 would amend the code by deleting section 819(a) and
in its place would provide a new tax procedure for such companies
involving a new nomenclature for defining taxable income.

Under section 842 of the new bill, a qualifying foreign life insur-
ance company would be taxed on “income effectively connected with
the conduct of any trade or business within the United States” at
regular corporate tax rates. In addition, under new section 881, in-
come, as there defined, from sources within the United States not
effectively connected would be taxed at the 30 percent statutory with-
holding rate or lower treaty rates. Under the new procedure, the tax-
able income of such companies is to be classified under one or other of
the foregoing categories of income, and it therefore becomes essential
that there should be clear guidelines for such classification of taxable
income.

Evidently, new section 842 replaces existing section 819(a). There-
fore, based on the intent indicated in paragraph 22 of the committee
print, we conclude that the expression “income effectively connected,
etc.” In new section 842 has the same connotation as “United States
business” in section 819(a) in relation to a qualifying foreign life
insurance company doing business in the United States.

It has been recognized that the authoritative source of information
respecting the U.S. business of a foreign life insurance company is
the annual statement of its U.S. business which such company is re-
quired to prepare on the form prescribed by the National Association
of Insurance Commissioners. This statement includes, among other
- relevant data, the income, disbursements, reserves, etc., in respect to
policies issued to persons resident in the United States at the time of
issue, even though some of these policyholders may subsequently be-
come residents outside the United States. It also includes, under the
heading of “Assets,” in addition to policy assets, the statutory de-
posits and trusteed assets required to match U.S. policy liabilities.
The investment income from all such assets is, of course, also reported
in the statement.

Because of the need for classification of taxable income under the
proposed new tax procedure, we urge that either the law or the regu-

ations should expressly provide that income effectively connected with
the conduct of any trade or business within the United States, in the
case of a foreign life insurance company, will be basically that re-
ported in the annual statement of the U.S. business of such company
on the NAIC form.

The need for a special provision of this kind for our companies, be-
yond the definition in new section 864(c), arises on two counts in
particular— -

(a) Foreign life insurance companies seem to be the only
foreign corporations of any kind whose taxable income is subject
to a special adjustment, as under existing 819(b), and for this
reason the definition of our effectively connected income should
not necessarily follow the usual rules;

(&) Our companies, along with life insurance companies gen-
erally, are to be distinguished from most other types of corpo-
‘rations in regard to their major function as investors in securi-
ties of substantial funds. Because of this, our companies have
income from extensive investments in the United States. The
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major portion of such investment income would arise from invest-
ments in the United States in connection with U.S. business. How-
ever, our companies have additional investments in the United
States held in relation to liabilities arising from non-U.S. busi-
ness. The income from these investments is not connected with
U.S. business.

State insurance laws require foreign life insurance companies
to maintain assets on deposit with approved trustees or State of-
ficials in the United States sufficient, at market value, to cover
liabilities to U.S. l[))glicyholde.ars and creditors. Only such de-
posited assets can be identified, by the company or others con-
cerned, as being effectively connected with U.S. business. Fur-
thermore, the operation of the minimum surplus requirement of
section 819(b) insures, for income tax purposes, the adequacy of
the amount of such deposited assets. Such assets are, of course,
those reported in the aforementioned annual statement. We feel
it is imperative, therefore, that there be a clear provision identify-
ing income effectively connected as that reported in the annual
statement of U.S. business. It seems only reasonable to us that
such definite guidelines should be spelled out either in the law
or regulations.

With income effectively connected clearly defined, as suggested in
the foregoing, income from sources within the United States from in-
vestments in the United States not included in the annual statement
of U.S. business, would fall automatically to be classified as income
not connected and be taxable as provided in proposed section 881.
With respect to this income not connected, our position taxwise would
be the same as in the case of a foreign corporation not engaged in trade
or business in the United States in receipt of similar income from
sources within the United States. :

(0) Settlement of proposed section 881 tax

Under proposed section 1442, the tax imposed by new section 881
would be collected by deduction and withholding at the source. Our
companies will be in receipt of investment income as defined in new
section 881, from sources within the United States arising from both
deposited and nondeposited assets. The income from the former being
effectively connected will not be subject to withholding. With respect
to the latter, the income being not connected would normally be sub-
ject to withholding of tax at the source. Because of this situation, we
foresee problems with respect to the application of withholding of tax
at the source, and particularly so since not infrequently some issues of
bonds and shares might be partly deposited and partly not deposited.
Because of the volume involved, it would be complicated and costly for
our companies to keep the payers of interest and dividends advised as
to when withholding applied and when it did not.

To avoid these difficulties, we suggest that in the case of our com-
panies and for others where a comparable problem existed, provision
be made for settlement of the tax annually rather than by withhold-
ing. This could be done by means of a return filed annually in which
such investment income as defined in new section 881 would be
reported. ‘

This could possibly be done by a provision in the statute, under
which the Secretary of the Treasury would be given authority to vary
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the withholding requirements of section 1442 where,'in his judgment,
circumstances warranted it. v C

A similar situation exists with respect to U.S. life insurance com-
panies subject to withholding tax in Canada. Under the authority of
section 109(4) of the Canadian Income Tax Act, regulations (800
804) were made in 1953 whereby the withholding provisions were
made inapplicable in the case of such companies and requiring them
to file an annual return and make an annual settlement of the tax.

Annual settlement in this way of the tax payable under new sec-
tion 881 would, we feel, also provide a simple and convenient means
for making any adjustments found necessary by reason of any over-
lap, due to the operation of the minimum surplus requirement of sec-
tion 819 (a), of tax payable under new section 842.

(¢) Adjustment of proposed section 881 tax for any overlapping due
to the operation of the minimum surplus provision of section 819

Overlapping of tax may occur when tax payable under new sec-
tion 842 involves an adjustment by reason of the operation of the
minimum surplus requirement of section 819, in the case of a com-
pany subject to tax on income not effectively connected under
proposed section 881. To avoid double taxation where any such
overlapping occurs, we suggest that provision be made for an ad-
justment in taxes payable under proposed section 881.

For the purposes of such an adjustment, provision might be made
for reducing the tax payable under proposed section 881, in the ratio
which the amount of the adjustment resulting from the operation of
the minimum surplus provision of section 819 bears to the amount of
income, including any tax exempt income, as defined in proposed sec-
tion 881 provided that the said ratio should never exceed unity and
provided further that the reduction in tax should not exceed the
additional tax payable under section 842, by reason of the operation
of the section 819 adjustment.

In the previous paragraph, the first proviso would insure that the
reduction in tax would never exceed the tax payable under new sec-
tion 881, and the second proviso would preclude any reduction in tax
in excess of the additional tax incurred under new section 842 by
reason of the operation of the minimum surplus provision of section
819.

TaE Manvracrurers Lire Insurance Co.,
Toronto, Canada, January 27, 1966.

Re H.R. 11297, Foreign Investors Tax Act of 1965.

Dr. Lavrexce N. WoobworTH,
Chief of Stajf, Joint Committee on Internal Revenue Taxation,
Washington, D.C. . ‘

Dear Dr. Woopworrs : With my letter of January 19, I sent you a
memorandum dealing with some provisions of this bill which
gresent special problems for Canadian life insurance companies

oing business in the United States.

As a supplement to that memorandum, we have prepared draft
revisions of a few sections of the bill which would give effect to the
suggestions made in the memorandum. This draft has been pre-
pared in the hope that it may be of some assistance to you if the bill
is to be revised for this purpose. :
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Three copies of our draft are attached, and include the following
material: '

Section 819(a) —A new subsection suggested to define the effec-
tively connected income to be taxed under part 1 of subchapter L.
To avoid interpretative and administrative difficulties in future, as
previously expressed, if at all possible it would be most desirable to
include some provision on this point in the proposed bill. If this is
not possible, we would hope that some provisions substantially as
suggested would be included in the committee report and regulations.

Section 819(b) (3).—A new subparagraph dealing with the reduc-
tion of section 881 tax for the overlap referred to in our memoran-
dum. Presumably, any provision on this point should be included
in the bill itself, inasmuch as the 819 (b) (1) adjustment was included
in full detail in the 1959 act.

Section 819(b) (1) and (2) and section 819(c¢).—Minor changes
intended only to make the language conform more closely to that
used in the other sections of our draft.

Section 1}42.—A new subsection (b) is suggested to permit ex-
emption from withholding.

Section 842 and section 894 —Included as possibly suggesting some
clarification of the intent of the sections of the proposed bill.

Please be assured that we very much appreciate the cooperation
you have extended to us. If further information or discussion
would be helpful to you in any way, we would be glad to have the
opportunity to send you a further memorandum or to meet with
you again.

Sincerely,
(S) E.C. Roeinson,
Associate Secretary.

Per favor of Mr. Kenneth L. Kimble, vice president and general
counsel, Life Insurance Association of America, Washington, D.C.

SECTION 819. FOREIGN LIFE INSURANCE COMPANIES

(a) Carrying oN Unirep StaTes INsurRaNceE Business.—In the
case of any foreign corporation carrying on a life insurance business
within the United States, if with respect to its trade or business
conducted within the United States it would qualify as a life insur-
ance company under section 801,

(1) all computations entering into the determination of its in-
come effectively connected with its conduct of its trade or business
within the United States and the determination of the tax pay-
able thereon under this part shall be made, except as otherwise
provided in this part, on the basis of the income, disbursements,
assets, liabilities, and surplus reported in the annual statement
for the taxable year of the United States business of such com-
pany in the form prescribed by the National Association of In-
surance Commissioners, and

(2) the acquisition and holding for investment purposes only
of stocks, bonds, mortgages, or other securities, land or other
property, which are not reported in such annual statement, and
the collection of investment income therefrom and the sale and
reinvestment of the proceeds thereof, shall not constitute the
conduct of a trade or business. :
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(b) ApsustmMENT WHERE SURPLUS ON UNITED STATES INSURANCE
Business Is Less THAN SpeCIFIED MINIMUM.—

(1) I~ GeneraL—In the case of any foreign corporation de-
scribed in subsection (a), if the minimum figure determined
under paragraph (2) exceeds the surplus on its United States
insurance business, then— _

(A) the amount of the policy and other contract liability
requirements (determined under section 805 without regard
to this subsection), and

(B) the amount of the required interest (determined un-
der section 809(a) (2) without regard to this subsection),

shall each be reduced by an amount, hereinafter referred to as

the amount of the adjustment, determined by multiplying such

?X()x;ss by the current earnings rate (as defined in section 805 (b)

2)).
(2) Derinrrions.—For purposes of paragraph (1)—

' (A) The minimum figure is the amount determined by
multiplying the taxpayer’s total insurance liabilities on
United States insurance business by—

(i) in the case of a taxable year beginning before
January 1, 1959, 9 percent, and

(ii) 1n the case of a taxable year beginning after De-
cember 31, 1958, a percentage for such year to be de-
termined and proclaimed by the Secretary or his del-
egate.

The percentage determined and proclaimed by the Secretary or

his delegate under clause (ii) shall be based on such data with

respect to domestic life insurance companies for the preceding
taxable year as the Secretary or his delegate considers repre-

sentative. Such percentage shall be computed on the basis of a

ratio the numerator of which is the excess of the assets over the

total insurance liabilities, and the denominator of which is the
total insurance liabilities,

(B) The surplus on United States insurance business is the
excess of the assets reported for such taxpayer’s United States
insurance business over the total insurance liabilities on such
business.

For purposes of this paragraph and subsection (c), the term “total
insurance liabilities” means the sum of the total reserves (as defined
in section 801(c)) plus (to the extent not included in total reserves)
the items referred to in paragraphs (8), (4),and (5) of section 810(c).

(8) Repuction or Section 881 Tax.—In the case of any for-
eign ((_iorporation described in subsection (a), there shall be deter-
mined—

(A) the amount of the income, prior to exemption of tax-
exempt interest, which without regard to this paragraph or to
such exemption would be subject to tax under section 881, and

(B) theamount of the adjustment referred to in paragraph
(1) or the amount referred to in subparagraph (A) of this
paragraph, whichever is the lesser, and

(C) the excess, if any, of the amount of tax payable under
this part over the amount which would be payable if such
tax were computed without regard to the minimum surplus
adjustment provided in paragraph (1).
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The amount of tax determined without regard to this paragraph
under section 881 (after giving effect to allowable exclusions and
exemptions and to any treaty obligation of the United States)
shall be reduced by an amount which is the same proportion of
such tax as the amount referred to in subparagraph (B) is of the
amount referred to in subparagraph (A), but the amount of such
reduction shall not be greater than the amount of the excess re-
ferred to in subparagraph (C).
(¢) DISTRIBUTION TO SHAREHOLDERS.—

(1) In eeNeraL—In applying sections 802(b)(3) and 815,
with respect to a foreign corporation described in subsection (a),
the amount of the distributions to shareholders shall be deter-
mined by multiplying the total amount of the distributions to
shareholders (within the meaning of section 815) of the foreign
corporation by whichever of the following percentages is selected
by the taxpayer for the taxable year:

(A) the percentage which the minimum figure for the
taxable year (determined under subsection (b%izQ) (A)) is
of the excess of the assets of the company over the total
insurance liabilities; or

(B) the percentage which the total insurance liabilities
on United States insurance business for the taxable year is of
the company’s total insurance liabilities.

(2) DISTRIBUTIONS PURSUANT TO CERTAIN MUTUALIZATIONS.—In
applying section 815 (e) with respect to a foreign corporation de-
scribed 1n subsection (a)—

(A) the paid-in capital and paid-in surplus referred to in
section 815 (e) (1) (A) of such foreign corporation is the por-
tion of such capital and surplus determined by multiplying
such capital and surplus by the percentage selected for the
taxable year under paragraph (1) ; and

(B) the excess referred to in section 815(e)(2)(A) (i
(without the adjustment provided by section 815 (e) (2) (B) ;
is whichever of the following is the greater:

(i) the minimum figure for 1958 determined under sub-
section (b) (2) (A), or
(ii) the surplus described in subsection (b)(2)(B)
- (determined as of December 31, 1958).

SUGGESTED REVISION OF SECTION 842

SEC. 842. FOREIGN CORPORATIONS CARRYING ON
INSURANCE BUSINESS.

If a foreign corporation carrying on an insurance business within
the United States would qualify with respect to its trade or business
'conducted within the United States under part I, IT or III of this
subchapter for the taxable year if it were a domestic corporation, it
shall be taxable under such part (and not under section 882) on its
income effectively connected with its conduct of any trade or business
within the United States. With respect. to the remainder of its in-
come which-is from sources within the United States, such a foreign
corporation shall be taxable as provided in section 881.

(Explanation: FLR. 11297, as introduced, includes a wording
in sectlon 842 that seems to assume that the qualification test can
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be made solely on the basis of income. Since the qualification
tests actually depend on other elements of the operation, for ex-
ample, reserves, we have suggested a wording that may be more
satisfactory. We have also included in brackets the words “and
not under section 882”, to underline the intent of section 842.
We do not think the above draft alters the intent of section 842
in any way.) _

SEC. 894. INCOME AFFECTED BY TREATY.

(a) Income Exemer Unper Treary.—Income of any kind, to the
extent required by any treaty obligation of the United States, shall not
be included in gross income and shall be exempt from taxation under
this subtitle.

(b) PerMANENT EsTABLISHMENT IN UNITED STATES.—FoOr purposes
of applying, with respect to income which is not effectively connected
with the conduct of a trade or business within the United States, any
exemption from, or reduction of any tax provided by any treaty to
which the United States is a party, a nonresident alien individual
or a foreign corporation shall be deemed not to have a permanent
establishment in the United States at any time during the taxable
year. This subsection shall not apply in respect of the tax computed
under section 877 (b).

(Explanation: In line 5 of subsection (b) above the word “a”
has been added before “foreign corporation” to remove any pos-
sible misinterpreation of the existing wording to mean nonresi-
dent foreign corporation. This is in accordance with our under-
standing of the intent of section 894.)

SEC. 1442. WITHHOLDING OF TAX ON FOREIGN
CORPORATIONS

(a) In the case of foreign corporations subject to taxation under
this subtitle there shall be deducted and withheld at the source in the
same manner and on the same items of income as is provided in
section 1441 or section 1451 a tax equal to 30 percent thereof; except
that, in the case of interest described in section 1451 (relating to
tax-free covenant bonds), the deduction and withholding shall be
at the rate specified therein. For purposes of the preceding sentence,
the reference in section 1441(c) (1) to section 871(b) (1% shall be
treated as referring to section 842 or 882(a) as the case may be.

(b) Under regulations prescribed by the Secretary or his delegate,
any items of income payable to a foreign life insurance company
taxable under part 1 of subchapter L may be exempted from deduc-
tion and withholding under subsection (a).

Manvuracruring CHEMISTS’ AssoctaTioN, INC.
Washington, D.C., February 23, 1966.
Hox~. Wirsur D. MiLLs, :

Chairman, Ways and Means Committee, House of Repiesentatz‘ves,
Washington, D.C.

DEar Mr. CHATRMAN: This letter is Being sent to you on behalf of
the Manufacturing Chemists’ Association (MCA), a nonprofit trade
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association including 192 U.S. member companies, large and small,
which together account for more than 90 percent of the country’s
productive capacity for chemicals.

Qur association has reviewed H.R. 11297, the Foreign Investors
Tax Act of 1965, introduced by you last year. We understand the
purpose of this bill is to remove tax barriers to investment in the
United States by foreigners and thereby contribute to an improvement
in our balance of payments.

Although the predecessor bill, H.R. 5916, was the subject of public
hearings before your committee in 1965, that bill did not contain the
new concept which would be incorporated in section 882 of the Internal
Revenue Code that foreign corporations engaged in trade or business
in the United States would be taxed on all of their income which is
“effectively connected” with the conduct of such trade or business.
‘We are seriously concerned with this new concept in that it represents
a very significant change from the past basis upon which foreign
corpgmtions engaged in trade or business in the United States were
taxed. ’

We believe that it would be quite helpful to your committee and
taxpayers alike if public hearings were held on this new provision in
H.R. 11297, and we would like to respectfully request that this be done.

Sincerely,
G. H. DeCKER, President.

P

MoreanN Guaranty Trust Co. or NEw YORK,
New York, N.Y.,J anuary 31,1966.
Hon. Witsur Miiis,
Chairman, H ouse Ways and Means Commitiee,
House of Representatiwes, Washington, D.C.

Drear Mr. Mirs: I understand that your committee is holding hear-
ings currently concerning H.R. 11297, the so-called Foreign Investors
Tax Act. There are some parts of this'bill as presently written which
we believe would be detrimental to the U.S. balance of payments, if
passed. I enclose a memorandum which outlines the reasons we think
1t would have this effect.

I understand that Mr. Thornton D. Strecker, deputy comptroller of
this bank, outlined verbally our thoughts to Mr. L. M. Woodworth of
your staff last week, but if we can supply any further information we
would be pleased to do so.

Sincerely
’ TaoMAs S. GATES,
Chairman of the Board.

Memoranpun: Posrrion or Morean GuaranTy Trust Co. or New
York ox Prorosgp H.R. 11297, Tae Foreiey Investors Tax Aot

oF 1965

There are three proposals in the above bill which in our view will
have a serious adverse effect on the U.S. balance of payments: ‘
(1) Proposed imposition of income tax (and withholding
thereof) on interest received by nonresident aliens, foreign cor-
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rations, and banks other than foreign central banks, not doing-
Egsiness i the United States, on U.S. dollar deposits in the
domestic offices or foreign offices of U.S. banks; )

(2) Proposed estate tax on U.S. dollar deposits of nonresident
aliens not doing business in the United States at the time of death
where such deposits are held in the domestic offices or foreign
offices of U.S. banks;

(3) The pr.oposed’ change to subject to Federal estate tax bonds
issued by the U.S. government, political subdivisions thereof, and
U.S. corporations when owned by nonresident aliens not doin
business in the United States even where these bonds were locate
outside the United States at time of death.

The proposed change mentioned in (1) above seems to us of major
importance. Based on published statistics of the Federal Reserve
System and the U.S. Treasury as of September 30, 1965, foreign indi-
viduals, foreign corporations, and foreign commercial banks held over
$2 billion in time deposits in the domestic offices of U.S. banks. It
is hard to believe that a very large part of these deposits would not
be quickly withdrawn if made subject to income tax on a withholding
basis. It is true that perhaps part of these funds will continue to be
held by their owners in doﬁars with foreign banks in such leading
Euro-currency markets as London and that the dollars will then be
carried as current dollar deposits with U.S. correspondents of these
foreign banks. However, we believe that there would be an increased.
tendency on the part of the owners of such dollars to swap or convert
them to other currencies. Both of these actions would probably have
the effect of changing unofficial claims on the United States to official
claims by central banks and thereby pose a threat to the U.S. gold
Teserve.

We know of no available nationwide statistics giving deposits in
foreign branches of U.S. banks. However, the Bank of England re-
ports that at the end of September 1965 American banks held deposits
from non-United Kingdom depositors equivalent to $2.7 billion; we
believe it reasonable to assume that about $1.5 billion of these deposits
were interest-bearing dollar deposits from foreign individual and cor-
porate, including bank (other than central bank), sources. We would
also estimate that there was another $0.5 billion of such interest-bear-
ing dollar deposits in foreign branches of U.S. banks outside of the
United Kingdom. A good proportion of these funds is presently re-
deposited by the foreign branches of the U.S. banks with their head
offices. Another large percentage of these funds is loaned by these for-
eign branches to U.S. corporations to enable the latter to finance their
businesses abroad without hurting the U.S. balance of payments. Im-
position of an income tax on these deposits we feel would mean that
they would quickly disappear from the branches of the U.S. banks
going to foreign banks operating into the Euro-currency markets.
Again some of these funds would be held as current dollar deposits
by these foreign banks with their correspondents in the United States,
but there would be a tendency to swap or to sell outright these funds
for foreign currencies, changing their status to an official claim against
the United States. The foreign banks would not be as likely to
channel as freat a proportion of their funds to help financing of sub-
sidiaries of U.S. corporations abroad as would American branch
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banks. We believe also that the pro£osed tax would have the effect of
relegating the foreign branches of the U.S. banks to minor factors in
the %Euro—currency markets thereby reducing their foreign earnings
which are a credit to the balance of payments and a source of U.S.
income tax revenue.

The proposed estate tax mentioned under (2) above would be put
into effect immediately and would, we believe, force withdrawal of a
very large proportion of the foreign individual deposit accounts in
U.S. banks, both those held in their domestic offices and those in their
foreign branches. We know of no source which gives the amount of
the deposits of foreign individuals but we think they are a sizable part
of the $2 billion estimate given above as a total of deposits in the
domestic offices of U.S. banks of foreign individuals, corporations, and
banks (other than central banks) not doing business In the United
States. They are probably a smaller percentage of the $2 billion total
of such deposits held by foreign branches of U.S. banks. In the past
these deposits of foreign individuals have been held by the U.S.
banks both in the United States and abroad because of the stability
of the U.S. dollar and of the banks which have their capital in this
currency. This factor has been enough to overcome certain advan-
tages offffered by foreign banks often including a higher interest rate
for U.S. dollar deposits. However, we believe that an estate tax on
these deposits would quickly force foreign depositors to other deposi-
tories for their funds. Estate administration in the United States
is difficult and expensive for nonresident aliens. The simplicity under
present law of transfer of bank deposits through the means of a joint |
account without the necessity of filing tax returns is important to their
heirs. Inclusion of bank deposits in the taxable estate would add
administrative complications as an additional deterent to alien bank
deposits in the United States.

oint (3) above requires no extensive comment. A provision to in-
ciude additional intangibles in the taxable estate of nonresident alien
certainly has no place 1n a bill designed to aid the U.S. balance of pay-
ments by encouraging investment in the United States.

For the foregoing reasons it is a certainty, if this bill is passed as
written, that U.S. banks will not only fail to attract further cash de-
posits from nonresident alien individuals and foreign corporations
not doing business in the United States, but is an equal certainty that
American banks will lose a substantial portion of their present de-

osits from these customers. Obviously loss of all or part of $4 bil-
Eon deposits in U.S. banks will have a major effect on the U.S. balance
of payments. Although in lesser amounts the same effect would be
roduced as regards to individual accounts as a result of the proposed
immediate imposition of the estate tax, regardless of whether or not
the payment of income tax on interest earned is deferred until 1971.
e bill likewise contains administrative problems for the nonresi-
dent alien, the Internal Revenue Service and withholding agents.
Section 8 (h) of the above bill amends section 1461 of the Internal Rev-
enue Code by eliminating the provision in that section for the filing
of withholding tax returns and the payment of tax by March 15 of
each succeeding year. The gresumptlon is that quarterly returns ac-
comganied by the payment of tax will be required. This will represent
a substantial increase in the amount of work involved in handling tax

484



FOREIGN INVESTORS TAX ACT OF 1965 173

withholding returns and payments to the Internal Revenue Service.
Instead of one annual return, a withholding agent will presumably be
faced with the prospect of preparing and filing withholding returns
four times each year.

It should also be noted that with respect to nonresident alien trust
beneficiaries, withholding is initially accomplished on the basis of re-
mittances made to them. ~Since principal account deductions enter into
the computation of “distributable net income” the total amount of tax-
able income from U.S. sources is not known until after the close of
the taxable year. In most cases there will be an excess withheld which,
under present procedures, is refunded to the beneficiary before the tax
is paid to the Internal Revenue Service on March 15. If the full
amount of tax is to be paid currently, the beneficiaries will be required
to file U.S. income tax returns and claims for refund to obtain the excess
amounts withheld. Accordingly, both nonresident alien taxpayers
and the Internal Revenue Service will be put to additional labor and
expense. :

Furthermore, tax treaties that are negotiated and finalized within
a given year often provide that the new rates are retroactive to the
Ereceding January 1. Regulations have usually authorized with-

olding agents to refund any excess withholding. If the tax had
already been paid to the Internal Revenue Service, any adjustments
would have to be made by the Service after application by the non-
resident alien. :

Having stated our principal objections to H.R. 11297 as introduced,
we should add one favorable comment coupled with a recommendation
for further improvement. The bill introduces a long-needed change
in the source of income rules by including as foreign source income
interest paid on deposits in foreign branches of American banks,
regardless of the nationality or business connection with the United
States of the recipient. However, the change is limited to deposits
payable in foreign currency; interest on dollar deposits remains sub-
ject to the same source rules as deposits in the United States.

It is recommended that the treatment as foreign source income of
interest paid by foreign branches of American banks be extended to
include interest paid on dollar deposits, as well as on foreign currency
deposits as proposed in H.R. 11297. Interest received from a fore::
bank is foreign source income, whether paid on foreign currency 7
dollar deposits. ~ Any provision of U.S. law which places a foreign
branch of an American bank at a disadvantage in competing for de-
posits with its foreign bank competitors is likely to result in a net loss
of revenue to the U.S. Treasury, and more important to U.S. balance-
of-payments considerations, will drive deposits from the U.S. banking
system into foreign banking systems where among other things, they
could become a claim on our gold, as noted above.

To summarize, it is our view that there are serious imperfections ‘n
H.R. 11297 if its purpose is to benefit the U.S. balance of payments.
We believe it would not only fail to encourage foreign investment in
the United States; it would actually deter such investment and increase
the likelihood of gold withdrawals. Accordingly, we strongly urge a
return to the basic recommendations of the Presidential task force
under the chairmanship of Secretary of the Treasury Fowler, then
Undersecretary of the Treasury, one of which was the elimination of
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U.S. estate taxes on all intangible personal property of nonresident
alien decedents. Those recommendations in our opinion were not only
soundly conceived but realistic as well in terms of the problem to be
solved. The proposal in H.R. 11297 to tax U.S. bank interest paid to
nonresident aliens and foreign corporations not doing business in the
United States (for the first time since the Revenue Act of 1921) is
completely contrary to the recommendations of the task force and
should be eliminated.

With respect to potential administrative problems created alike for
the Internal Revenue Service, withholding agents and aliens by elimi-
nation of annual reporting and payment of withheld taxes, and pre-
sumably the ultimate substitution of quarterly reports, these problems
probably have relatively little effect on balance of payments, and
opposition to this provision is obviously secondary in importance to
the other stated objections to H.R. 11297. However, the needless
introduction of new administrative problems has no relationship to
the stated purposes of the bill and should be eliminated.

On the other hand, treatment as foreign source income of interest
paid on foreign currency deposits in foreign branches of American
banks is a step in the right direction toward tax equality between
foreign banks and American branch banks in competing for deposits
abroad, and similar treatment for interest paid on dollar deposits
would be even more beneficial to the balance of payments in retaining
and attracting dollars to the American banking system.

‘Wavrer H. Pace,
Executive Vice President.

Moses & SINGER,
New York, N.Y., December 23, 1965.

Re Foreign Investors Tax Act of 1965 (HL.R. 11297).

Hon. WiLsur D. MiLs,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C.

Drar Cuarman Miiis: Reference is made to section 4 of the pro-
posed Foreign Investors Tax Act of 1965 (ELR. 11297) in which 1t is
proposed to amend paragraph (7) of section 542(c) of the Internal
Revenue Code of 1954, relating to corporations not subject to the per-
sonal holding company tax, as follows:

“(7) A foreign corporation, if all of its stock outstanding during
the last half of the taxable year is owned by nonresident alien indi-
viduals, whether directly or indirectly through foreign estates,
foreign trusts, foreign partnerships, or other foreign corporations;”.

Tt is submitted that the jurdisdiction in which a corporation is
incorporated should be irrelevant in an income tax system concerned
with substance and not with form. On a parity of reasoning with
that underlying the proposed amendment concerning the exemption
from the personal holding company tax of foreign corporations with
certain foreign sharehoners, a similar exemption provided for
domestic corporations with foreign shareholders and solely investment
income. If this were done, foreigners wishing to invest in American
stock and securities would be able to do so through the vehicle of a
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corporation incorporated under the laws of any of the States of the
United States as well as one incorporated in the Bahamas, Panama,
Switzerland, Lichtenstein, etc. The suggested technical amendment
would have no adverse effect on the U.S. Treasury, but would permit
foreigners wishing to invest in U.S. stock and securities to do so
through a U.S. corporation as well as a foreign entity, and, if they
chose a U.S. entity, 1t would give the United States a greater degree of
supervision over the activities of such investors and gain revenue for
the various States in which such corporations are incorporated.
Finally, and most important, it would subject such domestic corpora-
tions to the regular U.S. income tax, thereby gaining revenue for the
Treasury. :

I trust you and your committee will favorably consider the forego-
ing technical amendment. :

If you or your committee have any questions concerning the fore-
going, please feel free to contact the undersigned.

Yours very truly,
Burron JoEL AHRENS.

Narronar ForeieN Trape Counorr, Ine.,
New York,N.X ., February 4, 1966.

Re Foreign Investors Tax Actof 1965 (H.R.11297).

Hon. WiLsur D. MiLLs,
-Chairman, Committee on Ways and Means,
House of Representatives, Washingion, D.C.

Drar Mr. CaamruaN: You will recall my letter to you of January
14, 1966, and the accompanying memorandum concerning H.R. 11297.

In order to insure that there is no misunderstanding, I want to take
‘this opportunity to point out that our comments beginning on page 4
pertaining to interest paid to nonresident aliens and foreign corpora-
tions on U.S. bank deposits apply also to savings and loan associations
and amounts deposited with insurance companies. I have particular
reference to the last paragraph on page 5 and the first paragraph on
‘page 6.

Sincerely yours,
Rogert J. KELLIHER,
Chairman, Tax Committee.

Narronar Foreien Trape Counciw, INc.,
New York,N.X.,January 14, 1966.
Re Foreign Investors Tax Act of 1965 (H.R. 11297).
Hon. Wireur D. M1rLs,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C.

Drar Mr. CaatRMAN : When the Foreign Investors Tax Act of 1965,
H.R. 11297, was introduced, it was indicated that comments received
would be reviewed by the Ways and Means Committee before the bill
is reported to the House in the next session of Congress.
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The National Foreign Trade Council had commented on the earlier
bill in a letter to you dated July 7, 1965, indicating a general approval
of that bill as being in accord with the legislative recommendations of
the Fowler Task Force, which had been appointed to advise on ways
in which more U.S. securities could be sold abroad to help meet the
balance-of-payments problem. Three recommendations for changes
in H.R. 5916 were submitted to you at that time.

The National Foreign Trade Council has reviewed H.R. 11297 from
the standpoint of the stated policy of the report of the Fowler Task
Force. The present bill, like the earlier bill, would make important
changes in U.S. taxation of foreign investors in U.S. securities which
should help to encourage investments in the United States. However,
certain other changes made in the later bill would appear to be con-
trary to the general policies set forth in the report of the Fowler Task
Force. These changes areas follows:

1. The increases in the estate tax rates on nonresident individ-
uals, as compared with those in FL.R. 5916, and the inclusion in
the taxable estate of bank deposits owned by nonresident alien
individuals not engaged in trade or business in the United States,
tend to work contrary to the purpose of this legislation.

9. The taxation of interest on bank deposits received after 1970
by nonresident alien individuals and foreign corporations not en-
gaged in trade or business in the United States eliminates from
our law a longstanding inducement to the making of such invest-
ments in the United States.

3. The proposal to tax nonresident aliens and foreign corpora-
tions engaged in trade or business in the United States on income
from sources outside of the United States, if it is “effectively con-
nected” with the U.S. trade or business, is a radical extension of
the existing scope of our tax law. Its effect would be contrary to
the purposes of thisbill. It is a major change of policy which the
council believes is unwarranted and at least deserves careful and
separate consideration. It is in conflict with most treaties with
regard to the taxation of U.S. branches of foreign companies, a d
therefore would be inoperative in those cases. :

These matters are discussed in somewhat greater detail in the at-
tached memorandum.

The Fowler Task Force did not recommend the elimination of U.S.
withholding tax on dividends and interest paid to nonresident alien
individuals and foreign corporations, apparently because of the ex-
pected reduction of revenue and the possible adverse effect on the bar-
gaining power of the United States in treaty negotiations. However,
elimination of the tax would be a major incentive to foreign invest-
ment in the United States which might well justify the loss of revenue,
and the President’s power under proposed section 896 to reinstate
existing income tax provisions, would preserve the treaty bargaining
power. The National Foreign Trade Council therefore suggests that
your committee consider the elimination of tax on dividends and inter-
est paid to nonresident aliens and foreign corporations, if such interest
iSs not effectively connected with a trade or business in the United

tates. :

The National Foreign Trade Council believes that the foregoing
matters are sufficiently important that hearings should be held on this
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bill before it is submitted to the House of Representatives in the cur-
rent session of Congress. o
Sincerely yours,
. RoeerT J. KELLIHER,
Chairman, Tax Committee.

Ture Foreren Investors Tax Act or 1965

The Foreign Investors Tax Act of 1965, introduced shortly before
Congress adjourned, makes three changes which seem to the National
Foreign Trade Council to be contrary to the legislation’s original in-
tent. This bill, H.R. 11297, grew out of recommendations of the
Fowler Task Force for changes in taxation of foreign investors to
improve the U.S. balance of payments by stimulating foreign invest-
ment in the United States. An earlier version of the proposed legisla-
tion, H.R. 5916, was found to be generally in line with the original
recommendations. But the current version, H.R. 11297, proposes
changes which, by comparison with the earlier version of the bill or the
original recommendations of the Fowler Committee, must be viewed as
backward steps in three respects: increased estate tax rates for non-
resident alien decedents, and inclusion of certain intangible property
presently excluded from their estate tax base; introduction of a novel
concept with regard to taxation of nonresident aliens and foreign
corporations engaged in trade or business in the United States; and the
introduction of income taxation of interest on U.S. bank deposits
owned by nonresident aliens and foreign corporations not doing busi-
ness in the United States. ‘

RECOMMENDATIONS OF THE “FOWLER TASK FORCE”

The Presidential task force, appointed to study ways to improve the
U.S. balance of payments by stimulating foreign investment, produced
many recommendations, including several for changes in U.S. tax laws.
Among the tax recommendations were— ;

(1) “Eliminate U.S. estate taxes on all intangible personal
property of nonresident alien decedents.”

(2) “Provide that a nonresident alien individual engaged in
trade or business within the United States be taxed at regular
rates only on income connected with such trade or business.” This
change would give such persons the benefit of the generally lower
rates of U.S. taxation of investment income. (The graduated
rates on income over $19,000 were also to be eliminated.)

H.R. 5916

On March 8, 1965, H.R. 5916 was introduced. The National Forei
Trade Council concluded that the bill generally followed the Fowler
report recommendations, except that estate tax rates were reduced to
a maximum of 15 percent rather than eliminated. The estate tax ex-
emption was increased from $2,000 to $30,000.

In its comments on H.R. 5916, the National Foreign Trade Council
recommended that the most desirable change which might be made in
that bill would be to return to the original recommendation of the
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Fowler task force; namely, to “eliminate U.S. estate taxes on all in-
tangible personal property of nonresident alien decedents.”

Another recommendation made by the Council at that time was to-
make it clear that nonresident alien individuals who were not engaged
in trade or business within the United States should not be required to
file income tax returns provided, of course, that their tax had been
satisfied by withholding at source. It also recommended that foreign
security dealers should be encouraged to participate in the marketing
to foreigners of U.S. securities by modifying the definition of the term
“engaged in trade or business within the United States.” This would
permit these dealers to participate in such marketing without being
treated as engaged in trade or business in this country.

HR. 11297
U.S. estate tax

As compared with H.R. 5916, this bill would increase estate tax rates
on estates of nonresident aliens to a maximum of 25 percent, thus giv-
ing less incentive for foreign investment in the United States than was
given by H.R. 5916. ,

H.R. 11297 would include in the taxable estate of a nonresident
alien certain intangible personal property which is excluded from the
estate under present law. Such property includes (¢) bank deposits
of a nonresident alien not engaged in business in the United States, and
(b) debt obligations of a U.S. person (including a U.S. corporation),
the United States, a State or political subdivision of a State, or the
District of Columbia, even though such obligations are physically lo-
cated abroad. There is no doubt that these provisions will have an
adverse effect on foreign investment in the United States.

Interest paid to nonresident aliens and foreign corporations on U.S.
bank deposits

Since the Revenue Act of 1921, interest on deposits with persons
carrying on the banking business paid to persons not engaged in
trade or business within the United gtat% has been treated as foreign
source income and consequently not subject to U.S. income tax. In
considering the merits of this exclusion from taxable income, the
House Ways and Means Committee report (67th Cong., 1st sess.)
indicated that “the loss of revenue which would result if this deduc-
tion were allowed would be relatively small in amount, while the
exemption of such interest from taxation would be in keeping with
the action of other countries and would encourage nonresident alien
individuals and foreign corporations to transact financial business
through institutions located in the United States.” H.R. 11297
would completely change this long standing rule of law in that
interest paid on bank deposits to nonresident aliens and foreign
corporations after December 81, 1970, will become subject to ihcome
tax even though the recipient may not be doing business in the United
States. The technical change in source definitions made by the bill
affecting bank interest during the interim period 1966 through 1970
is not objectionable since it is not less favorable than existing law in
its treatment of U.S. bank interest paid to foreigners.

It is submitted that the factors prevailing in today’s economy
are even more compelling than in the 1920’s in requiring that interest
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aid on U.S. bank deposits to nonresident alien individuals and

oreign corporations not doing business in the United States continue
to be exempt from U.S. taxation. The U.S. balance-of-payments
problem would be made more acute if this interest were taxed since
1t seems reasonable to believe that a substantial part of the under-
lying deposits would be transferred to foreign banks. If this were
to happen there would be an increased likelihood of these dollars
shifting from private to public hands and then becoming a claim on
our gold. In addition, it is evident there would be no gain in U.S.
tax revenue but in fact a loss, since the shifting of these deposits to
foreign banks not subject to U.S. taxation would reduce taxable
income otherwise generated by U.S. banks on these deposits.

H.R. 11297 is intended to encourage foreign investment in the
United States by removing tax barriers to such investment, thereby
beneficially affecting the U.S. balance of payments. To quote Secre-
tary Fowler in his report to the President of the United States from
the Task Force on Promoting Increased Foreign Investment in U.S.
Corporate Securities and Increased Foreign Financing for U.S.
Corporations Operating Abroad, “The United States should, how-
ever, first attempt to attract foreign investment by attacking the
several areas of taxation that deter investment without generating
material revenues.” The proposed estate tax treatment of U.S. bank
deposits and the proposed income taxation of bank interest after 1970
are completely inconsistent with these purposes and will undoubtedly
lead to the withdrawal of funds presently employed in our economy..

The NFTC does not object to the proposed treatment of U.S. bank
interest paid to nonresident aliens and foreign corporations between
January 1, 1966, and December 81, 1970, which in effect continues the
exemption which has existed since 1921, and strongly recommends
that this treatment be continued in respect of such interest paid after
December 31, 1970.

Interest paid to monresident aliens and foreign corporations on
foreign currency deposits with foreign branches of U.S. banks

Under current law, interest on foreign currency deposits with

foreign branches of U.S. banks is exempt from U.S. income tax only
if the recipient is not doing business in the United States. The
proposed bill would categorize such interest as being from foreign
sources and thus exempt from U.S. tax if not effectively connected
with a U.S. trade or business.
. The NFTC agrees with the proposed treatment as foreign source
income of interest paid on foreign currency deposits with foreign
branches of U.S. banks, and strongly urges that interest paid by
such branches on U.S. dollar deposits should be accorded the same
treatment. Any provision of U.S. tax law which places a foreign
branch of a U.S. bank at a competitive disadvantage with a foreign
bank can only result ultimately in a loss to the U.S. Treasury and
will drive these dollar deposits outside of the U.S. banking system.
Transfer of dollar deposits from the U.S. banking system to foreign
banks makes them vulnerable to a demand for conversion into gold,
asnoted above.
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NEW TAX CONCEPT—“EFFECTIVELY CONNECTED”

One of the recommendations of the Fowler Committee was that
foreign investors who are engaged in trade or business in the United
States should nevertheless be entitled to have their U.S.-source-invest-
ment income taxed at the same rates as persons who were not so en-
gaged. In HL.R. 11297, there are provisions to segregate and sepa-
rately tax investment income and noninvestment income. However,
the bill also contains a provision under which the tax on nonresident
aliens and foreign corporations will be extended to sources outside
the United States if it 1s “effectively connected” with their U.S. trade
or business. )

The principle of taxing foreign corporations only on their U.S.-
source income is so fundamental in existing law that the proposed
change requires many collateral amendments of the code. While the
bill makes amendments to the provisions relating to foreign tax credits
and dividends-received deductions, these changes are so complex that
extended study would be required to determine whether these changes
are all that are necessary and to evaluate the importance of the cases
in which there may not be complete alleviation of double taxation as
a result of the changes.

The introduction of this concept could result in a radical change in
the paterns of U.S. taxation of foreign corporations owned by U.S.
corporations and individuals. The language which is contained in the
proposed revision of the bill could be interpreted to enable the im-
position of U.S. income taxes on foreign subsidiaries of U.S. corpora-
- tions which have relatively minor activities on the part of officers of
the foreign subsidiary or officers of the parent corporation on behalf
of the subsidiary. Such a change is undesirable and seems unnecessary
in light of the major review and overhaul of the taxation of such cor-
porations undertaken in the Revenue Act of 1962.

The introduction of such a novel concept as taxing foreign persons
on their income from sources without the United States seems inap-
propriate in this legislation because it is not connected with the pri-
mary purpose of the bill.

Approximately three-quarters of our income tax treaties provide
that where a foreign corporation has a permanent establishment in
the United States such permanent establishment is subject to tax only
on its U.S.-source income attributable to the permanent establishment.

The term “effectively connected” is not defined in the bill, but in-
stead, proposed section 864 (c) merely cites three factors which should
be taken into account in determining whether gains, profits, and in-
come or loss shall be treated as “effectively connected” with the con-
duct of a trade or business within the United States.

It is considered that the lack of a clear definition of “effectively
connected” would tend to discourage U.S. investment. Nonresident
aliens and foreign corporations in trade or business in the United
States could not be sure whether they would be entitled to the invest-
ment rate of U.S. taxation on their U.S. investment income or whether
their foreign source income would also become subject to U.S. tax.
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RECOMMENDATIONS

1. Asto estate taxation of nonresident aliens, it is recommended that
the initial suggestion of the Fowler task force with regard to the
elimination of U.S. estate taxes on intangible personal property of non-
resident aliens decedents be followed. . .

2. It is recommended that interest paid on deposits in foreign
branches of U.S. banks be treated as foreign source income. This
treatment is proposed in H.R. 11297 for foreign currency deposits; it
should be extended to include dollar deposits. o

3. As to income taxation of interest paid on bank deposits in the
United States to nonresident aliens and foreign corporations not doing
business in the United States, it is recommended that the treatment:
proposed in H.R. 11297 for the period 1966 through 1970, which in
~ effect continues the present exemption which has existed since 1921, be
continued after 1970.

4. As to the taxation of nonresident aliens and foreign corporations
engaged in trade or business in the United States, it is recommended
that such persons be taxed only on their U.S. source income. It is
~ further recommended that the term “effectively connected” be defined
so as to eliminate the problems discussed above.

5. Because of the importance of the above-described changes in the
U.S. tax law proposed by H.R. 11297, it is urged that hearings be held
by the Ways and Means Committee to consider the full implications -
of the proposals.

New Yorg CHAMBER oF COMMERCE,
New York,N.Y., January 11, 1966.

To the Members of the Committee on Finance and Currency and
Committee on Taxation, New Y ork Chamber of Commerce, New
York,N.Y.

GentLEMEN : Mr. Norris Johnson, chairman of the Committee on
Finance and Currency has drafted the attached memorandum on
H.R. 11297, pointing out certain discriminations against American
banks which are included in this bill. If enacted into law, these in-
equities would not only penalize American banks, but they would
have the direct opposite effect for which H.R. 11297 is intended to
produce—to alleviate the balance-of-payments deficit.

Mr. Johnson believes that a joint statement on H.R. 11297 by the
Committee on Finance and Currency and the Committee on Taxation
should be drafted to make known the chamber’s views on this bill.
Mr. Weston Vernon, Jr., chairman of the Committee on Taxation
concurs with this suggestion.

A statement will%)e drafted in the near future for submission to
members of both committees. In the meantime, if any committee
member wishes to express any opinion on the memorandum or the
bill itself, please contact me.

Sincerely yours,
Frank A. Braoy, Jr.,
Research Department.
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H.R. 11297—Proposed Foreign Investors Tax Act

The balance-of-payments problem requires corrective measures
along many fronts. One of these is to make it more attractive for
foreigners to hold U.S. dollar investments in the United States.
Toward this end, beginning in 1962, the Congress authorized exemp-
tion of foreign official time deposits from interest rate ceilings under
the Federal Reserve’s Regulation Q, the Treasury increased Treasury
bill offerings to help lift their yields, and the Federal Reserve suc-
cessively raised discount rates. On April 27, 1964, the Fowler Com-
mittee submitted to President Johnson a report, originally requested
by President Kennedy, on the subject of “Promoting Increased
Foreign Investment in U.S. Corporate Securities and Increased
Foreign Financing for U.S. Corporations Operating Abroad.” Pres-
ident Johnson’s balance-of-payments program dated February 10, -
1965, recommended new legislation to increase the incentives for
foreigners to invest in U.S. corporate securities. .

The proposed Foreign Investors Tax Act, H.R. 11297, has the
purpose of encouraging foreign investment in the United States by
removing tax barriers to such investment. A number of provisions
in the bill will contribute to that end. Some other provisions, losing
sight of the essential purpose, would make investments in the United
States less attractive and hence damage the balance of payments.
~ The bill would make subject to U.S. income taxation interest paid

to nonresident aliens* and make immediately subject to U.S. estate
taxation bank deposits of nonresident aliens when held in dollars
with American banks and their branches. These discriminations
against American banks, and against dollar deposits, are certainly un-
called for. There are many competitive foreign institutions eager
to take on the business of American banks and to shift funds into
foreign currencies or Eurodollars as required to relieve themselves
and their customers of U.S. tax liabilities. Foreign jurisdictions, like
the United Kingdom and Canada, which carry on an international
banking business, as a matter of course exempt from income taxation
interest on deposits paid to nonresident aliens.

It needs to be understood that the United States has financed past
balance-of-payments deficits by encouraging foreigners to place and
keep dollar deposits with U.S. banks. Apart from deposits of tax
exempt foreign official institutions, the amount involved is approxi- -
mately $10 billion. If private holders of dollars in New York moved
these dollars into foreign currencies, there would be an increase in
foreign official holdings of dollars convertible into gold. The result
might be the same if the dollars were moved into Eurodollar deposits
with foreign banks. All the other benefits of the legislation could
be quickly undone.

It is inappropriate to the role of the dollar as the world’s key
currency to remove existing exemptions from taxation of bank de-
posits of nonresident aliens. It is incredible that such a step should

e seriously considered at the present moment with effects of under-

1The latest available form of the bill would make this provision apply after Dec. 31,
1970, with exemptions in favor of foreign central banks of issue and otherwise as may be
provided in tax treaties.
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mining laborious other efforts to bring our international payments
into balance and stop the gold drain. We need to attract foreign
money, not drive it out. .
Norris O. JorNSON.
DrceMBER 29, 1965.

New York Crearing Housk,
New York, N.X.,January 19, 1966.
Hon. Wirsur D. Miris,
Chairman, Ways and Means Committee,
House of Representatives, Washington, D.C.

Dear MRr. Miuts: The member banks of the New York Clearing
House Association are disturbed by certain provisions of the bill now
before your committee described as the “Foreign Investors Tax Act
of 1965” (H.R. 11297).

I enclose 2 memorandum setting forth our views on this bill which
I hope will be helpful to you. Copies of the memorandum are also
being sent to the members of your committee and to its staff.

If the Clearing House can be of further assistance in this matter
please call on us.

Sincerely yours.
Georee CuaMPION, President.

MemoranpuM RevaTineg To H.R. 11297

This memorandum is submitted by the New York Clearing House

Association to emphasize the conflict between the Government’s over-
.riding policy of encouraging foreign investments in the United

States and the proposals of H.R. 11297 to end the exemption of
nonresident foreign individuals and foreign corporations not engaged
in business within the United States from U.S. income and estate
taxes on their bank deposits.

The exemption from U.S. income tax for U.S. bank deposit interest
received from nonresident foreign individuals or foreign corpora-
tions not engaged in business within the United States was first in-
serted into the Internal Revenue Code in 1921. The proponents of
the exemption were at that time deeply concerned that U.S. banks
were being prevented by reason of the U.S. tax on bank interest paid
to such persons from effectively competing with foreign banks for the
business of these foreign individuals and corporations. Since similar
taxes were not imposed by most countries whose banks were competing
with ours, Congress determined that the welfare of the United States
would best be served by eliminating our income tax on this category
of interest. These considerations are even more- urgent today.
The threat to our balance of payments if such interest becomes tax-
able now or in the near future points up the importance of main-
taining the present exemption. ‘

As introduced to the Ways and Means Committee of the House of
Representatives, H.R. 11297 would subject interest paid to nonresi-
dent foreign individuals and foreign corporations not engaged in
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business in the United States (hereafter collectively referred to as
“nonresident foreigners”) to a flat 80-percent tax, beginning on
January 1, 1971. Assuming U.S. bank interest rates of between 4
and 5 percent, the tax would reduce the net yield on invested prin-
cipal to nonresident foreigners by between 1 and 114 percent per

_ annum.

In proposing to repeal the estate tax exemption for U.S. bank
deposits held by nonresident foreign individuals, the bill, if enacted
in its present form, would provide an added reason for such persons
withdrawing their U.S. bank accounts.

It is clear that a decline of between 1 and 114 percent in the yield
on U.S. bank deposits would make most foreign investors look else-
where for higher interest rates. The interest equalization tax itself,
our prime weapon in the struggle to right our balance of payments, is
based on the principle that a 1-percent change in yield has a critical
effect on willingness to invest. In the words of President Kennedy,
the tax is designed to “increase by approximately 1 percent, the
interest cost to foreigners of obtaining capital in this country, and
thus help equalize interest rate patterns ?or longer term financing
in the United States and abroad.”

Transfers of capital presently deposited in U.S. banks by nonresi-
dent foreigners would be welcomed by many foreign countries where
bank interest rates are at least as high as in the United States and
where bank interest paid to nonresident foreign depositors is tax
exempt. Among the Western European countries offering these
benefits are the Netherlands, West Germany, Sweden, Denmark, Fin-
land, and Greece.

While there is no formal exemption from United Kingdom in-
come tax on interest derived by nonresidents from money xaeposited
in United Kingdom banks, United Kingdom law does not provide
for withholding income tax on such interest at source, and the Chan-
cellor of the Exchequer stated on March 9, 1965, that “it is not the
general practice of the Inland Revenue to raise assessments on such
interests.”

If past experience is a fair guide, it can be reasonably expected
that passage of HL.R. 11297 in its present.form will result in the
transfer to banks in other countries of a large percentage of the
deposits of nonresident foreigners in U.S. banks.

Any changes in the Internal Revenue Code which might lead to
this result would be destructive of the stated purpose of H.R. 11297
“to encourage foreign investment in the United States—thereby ben-
eficially affecting the U.S. balance of payments—by removing tax
barriers to such investments.” These changes would frustrate the
recommendation of the Task Force on Promoting Increased Foreign
Investment that foreign deposits be attracted to U.S. banks by raising
interest rates paid to foreigners. The changes would be inconsistent
with President Johnson’s personal apgeal to leading bankers and
businessmen at the White House on February 18, 1965, to repatriate
all liquid funds not urgently needed abroad. They would also be
inconsistent with the directives to private business, both banking and
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nonbanking, contained in the voluntary 1966 guidelines addressed by
the Board of Governors of the Federal Reserve System to financial
institutions, and with the letter of Secretary of Commerce Connor
to major industrial entergrises asking that they retain the maximum
possible amount of liquid funds in this country. ~ Finally, the proposed
changes would run counter to the purpose of the interest equalization
tax, which is to restrain capital outflow from the United States to
those very countries whose banks would probably benefit most from
% transfer of bank deposits of nonresident foreigners out of the United
tates.

Having expressed our concern on the adverse points in H.R. 11297,
we Wou1§ like to express agreement with the change in source rules
which would classify interest paid by foreign branches of American
banks on foreign currency deposits as foreign source income. We
would urge that this same treatment be iranted to interest paid on
dollar deposits in foreign branches of American banks. .

In view of the above, we urge the elimination from H.R. 11297 of
the proposed amendments to sections 861 and 2104 of the Internal
Revenue Code which would subject to income and estate taxation
bank deposits and interest thereon owned by nonresident foreign indi-
viduals and foreign corporations not engaged in business within the
United States.

The New York Clearing House Association: The Bank
of New York; the Chase Manhattan Bank (National
Association) ; First National City Bank; Chemical
Bank New York Trust Co.; Morgan Guaranty Trust
Co. of New York; Manufacturers Hanover Trust Co.;
Irving Trust Co.; Bankers Trust Co.; Marine Midland
Grace Trust Co. of New York; United States Trust
Co. of New York.

January 19, 1966.

New Yore County LAWYERS ASSOCIATION,
ComaarreE ON TAXATION,
New York,N.Y.,Janvary 18, 1966.
Hon. Wireur D. MiLis
Chairman, Ways and Means Committee, House of Representatives,
Washington, D.C.

Drar Mr. Mmrs: This committee has made a study of the Foreign
Investors Tax Act of 1965 (H.R. 11297) and wishes to file a memo-
randum objecting to certain provisions thereof. However, due to the
extreme pressure of work over the yearend, we have been unable to
complete the memorandum.

I should appreciate it if you would advise when hearings on the
bill will be held and the deadline for filing objections thereto. :

Very truly yours,

- Carter T. LoutraN, Chairman.
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New Yorg CounTy Lawyers AssociaTioNn ComMITTEE OF TAXATION

Report on H.R. 11297, The Foreign Investors Tax Act of 1965

Arthur M. Arnold Donald H. Kallman
Richard A. Challed Mason G. Kassel

James A. Cuddihy Jay O. Kramer, Secretary
Lawrence X, Cusack - Marvin Lyons A
Aaron M. Diamond Ambrose V. McCall, Jr.
Edward A. Fogel Ira J. Palestin

Maurice C. Greenbaum Ernest Rubenstein

Alex M. Hamburg J. Wesley Seward
Malcolm Johnson Jack Turret

Wallace S. Jones Marvin W. Weinstein

Carter T. Louthan, Chairman

A. GENERAL COMMENTS

1. Bank accounts and bonds

Since the Revenue Act of 1921, the interest on bank deposits has
been exempt from income tax and such deposits have been excluded
from the gross estate for estate tax purposes when received by, or
owned by, nonresident aliens not engaged in business in the United
_ States. Such provisions were adopted for the purpose of encouraging
nonresident aliens to open and maintain back deposits in the country.

Section 2(a) of the bill amends the present law to expand the cov-
erage of the present income tax exemption with respect to interest
on bank deposits, but then provides for the repeal of the exemption
as to interest paid or credited after December 31, 1970. The bill also
provides that interest on a deposit made by a nonresident alien with
the foreign branch of a U.S. bank will be exempt only if it is payable
in a foreign currency and is not effectively connected with a business
carried on in the United States. Section 8 of the bill provides that
after the date of enactment of the act, a dollar deposit made by a non-
resident alien with the foreign branch of a U.S. bank will be subject
to estate tax.

Under present law bonds issued by U.S. obligors are subject to
. estate tax when owned by nonresident aliens, only if the bond is phys-
ically located in the United States. Section 8 of the bill, which is ef-
fective immediately, will subject bonds to the estate tax irrespective
of their location, if issued by U.S. obligors.

A major purpose of the bill is stated to be the encouragement of
foreign Investment in the United States so as to help the U.S. balance
of payments. The 5-year delay in the repeal of the income tax exemp-
tion with respect to bank interest presumably was designed to encour-
age such deposits during the 5-year period. However, aliens are quite:
sensitive to estate tax liabilities and the possibility of incurring estate
tax on such deposits or on bonds of U.S. obligors undoubtedly will in-
duce many nonresident alien individuals to close out their bank de-
posits and to dispose of bonds of U.S. obligors immediately, despite:
the temporary continuance of the income tax exemption.

The failure to grant an estate tax exemption as to dollar deposits
with foreign branches of U.S. banks also will have an immediate:
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adverse effect on the U.S. balance of payments as well as on the profits
of the U.S. banks having such foreign branches. Very few nonresi-
dent alien individuals will leave dollar deposits with the foreign
branch of a U.S. bank and risk incurring estate tax liability, when
they can achieve equal security by opening a dollar account with a
Swiss bank which is prohibited by law from disclosing their interest
in the Swiss bank’s deposit with its U.S. correspondent.

Disallowing the interest exemption as to dollar deposits with
foreign branches of U.S. banks will put the branches at a competitive
disadvantage with foreign banks. Many U.S. corporations have
formed financing subsidiaries to borrow U.S. dollars abroad. Loans
are then made by the financing subsidiary to a subsidiary which wishes
to expand its operations. If such a subsidiary has more funds than
it currently needs, it will normally deposit them with the foreign
branch of a U.S. corporation. However, the tax disadvantage of do-
ing so, undoubtedly will cause such subsidiaries to temporarily invest
their excess dollars in some other manner. -This inability of the
foreign branch of a U.S. bank to compete for such funds inevitably
will have an adverse effect upon the bank’s ability to earn profits as
well as upon the U.S. balance of payments.

In view of the foregoing, we recommend that the proposed dis-
allowance of these exemptions and the change in the situs rule as-
to bonds not be enacted. On the other hand, we approve of the pro-
posed expansion of the income tax exemption but recommend that
the limitation as to foreign currency in the case of foreign branches
and the repeal of the exemptions after December 81,1970, not be
enacted.

2. Income effectively connected with the conduct of a trade or business

Under the present statute, a nonresident alien not engaged in trade
or business in the United States is subject to a flat rate of tax with-
held at the source from fixed or determinable annual or periodical in-
come from sources within the United States. If such income exceeds
$21,200 a return must be filed and a tax paid at graduated rates.

If a nonresident alien is engaged in trade or business in the United
States, the present statute requires a return to be filed to report the
income from sources within the United States and that the tax be
computed thereon in the same manner as is applicable to residents.

The determination of whether income is from sources within or
without the United States is made under statutory rules which have
been in effect for so long that their meaning is pretty well fixed.

Under the bill, the flat withholding tax will be applicable only if the
income is not effectively connected with the conduct of a trade or busi-
ness in the United States. The requirement that tax be paid at gradu-
ated rates if the income exceeds $21,200 is dropped. IE on the other
hand, the income is effectively connected with the conduct of a trade
or business in the United States, it will be subject to tax at graduated:
rates, even though under the normal source rules it would be deemed
to be from sources without the United States.

Thus the taxability of income and the method of taxing it is made
to depend upon whether the income is or is not effectively connected
with the conduct of a trade or business in the United States rather
than upon whether the taxpayer is engaged in trade or business in the
United States and the usual source rules.
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The term “effectively connected” had its genesis in the OECD model
treaty and has been used in the new United States-German Income
Tax Convention. The concept involves a term which is novel and has
no clear meaning in ordinary speech, nor does a resort to the diction-
ary produce a sensible meaning for the term. The statute does not
attempt to define the term, but section 2(c) sets out three factors
which are to be taken into account in determining whether gains,
profits and income, or loss are to be treated as effectively connected
with the conduct of a trade or business. However, only the factors
set forth in subdivisions (1) and (8) are similar to the factors men-
tioned in the Memorandum of Understanding with Respect to the
Protocol to the United States-German Income Tax Convention. The
factor mentioned in subdivision (2) of the statute but not in the
memorandum of understanding is whether the gains, profits or in-
come, or loss are accounted for through such trade or business.

The new factor added by the statute is an extremely loose concept
and seems likely to cause considerable adminstrative difficulty. If the
rule is applied literally, it is apt to be a trap for the unwary and a
facile means of evasion for the sophisticated. If the rule is to be ap-
plied on the basis of what the Service decides should have been ac-
counted for through such trade or business, great uncertainty will be
injected into the statute. Accounting is not an exact science and com-
petent accountants can disagree violently as to what is good account-
ing practice in a particular situation.

Except where uniform accounting rules are imposed upon taxpayers
by regulatory authorities, as for example in the case of insurance com-
panies, accounting rules should be omitted as a factor.

The first factor—whether assets are used in the conduct of the trade
or business—also may unduly favor taxpayers who are well advised
and penalize those who are not. If the cash requirements of a U.S.
branch of a foreign corporation fluctuate from time to time, it may
become desirable to make a temporary investment of the excess cash.

If an investment in U.S. bonds appeared desirable, the cash would
be remitted to the home office which would then invest it. Under
those circumstances, the interest would not appear to be effectively
connected with the U.S. business and thus would incur the withhold-
ing tax of 30 percent, or the rate might be reduced to 15 percent or
entirely eliminated by a treaty.

If an investment in U.S. stocks appeared desirable, the cash would
be left under the control of the branch, which would make and hold
the investment. Under those circumstances, the dividends would seem
to be effectively connected with the branch’s business. The dividends
received deduction allowable under those circumstances would reduce
the effective rate of tax to 7.2 percent.

In view of the genesis of the term “effectively connected” there is
another factor which deserves consideration. Austria, Belgium, Can-
ada, Denmark, England, France, the Federal Republic of Germany,
Greece, Iceland, Ireland, Italy, Luxembourg, the Netherlands, Nor-
way, Portugal, Spain, Sweden, Switzerland, and Turkey are members
of OECD. Presumably one or more or all of those countries may uti-
lize the term in treaties with other countries. If the concept is written

into the statute, it would seem desirable for the committee reports to
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make it clear that the administrative or judicial intérpretation placed
upon the term by the officials or courts of these other countries should
be ignored in determining the meaning of our statute. )

It seems questionable whether the uncertainties inherent in the
“effectively connected” concept should be injected into the law at this
time when every effort should be made to encourage foreign invest-
ment in the United States.

B. TECHNICAL PROBLEMS

1. Elections to treat real property income as effectively connected
with U.S. business

Under sections 3(d) and 4(d) nonresident alien individuals and for-
eign corporations are given an election to treat investment real prop-
erty as effectively connected with the conduct of a trade or business in
the United States so as to pay tax upon the net.income rather than
upon the gross. This provision is similar to provisions in many in-
come-tax conventions except that the election is irrevocable (unless
the Secretary consents to its revocation) whereas the treaties permit
the election to be made annually. .

It would appear desirable to grant the election annually or to at
least put some limit upon the applicability of the election. Otherwise
the election may continue to be binding for years after the disposition
of property which originally occasioned the election with unantici-
pated tax results flowing from an isolated sale of real property or the
receipt of natural resource royalties.

This situation also will make it necessary for those aliens who have
the right to make annual elections under treaties to be careful to
specify that their election is being made under the treaty rather than
under the statute.

2. Withholding
Under section 3(g) of the bill, withholding is required with respect

to fixed or determinable annual or periodical income (as well as cer-
* tain items which do not fit that description) from sources within the
United States, as determined under normal source rules, unless the
income is effectively connected with the conduct of a trade or business
in the United States.

In view of the uncertainty which inevitably will arise as to whether
certain items of income are effectively connected with the conduct of
a business in the United States, withholding agents will act at their
peril. If they reach the wrong answer as to whether the income is
effectively connected with the I%.S. business, they will be liable to the
United States for failing to withhold or to the alien payee for with-
holding when they should not have. Withholding agents should be
required to withhold only where the applicable rules are easily de-
terminable.

Similar considerations apply to the requirement that the tax be
withheld (unless the gain is effectively connected with the business)
from gains realized in “collapsible” transactions and upon the re-
demption of bonds issued at a discount. Foreigners will not be
encouraged to invest here if they are required to consider provisions
as complex as these nor should withholding agents (who receive no
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compensation for withholding) be required to act at their peril in
determining such a complex question. '

3. Insurance companies

Section 4 of the bill applies the same general rules to foreign insur-
ance companies as are applied to other foreign'corporations. The
income effectively connected with the insurance business carried on in
the United States is taxed in the same manner as that of domestic
insurance companies, while income not so connected is subject to the
{lat tax withheld at the source. '

The difference in the effective rate of tax upon dividends (7.2
or 30 percent) under the two rules, makes the determination of
whether dividend income is effectievly connected with the conduct
of the U.S. business, of extreme importance to foreign insurers doing
business here. In the event the “effectively connected” concept is
adopted, it would seem that the investment income should be deemed
to be effectively connected with the conduct of the U.S. insurance
business. If there is any doubt as to this the statute should be clarified.

Section 4(j)(2) amends section 953(b) (3) (F) of the code with
respect to insurance companies, by substituting 832(c) (5) for 832
(b) (5). This change has nothing to do with the changes being made
by the bill, but merely corrects an error in the present law. The erro-
neous reference 832(b)(5) had the effect of disallowing insurance
losses rather than capital losses as clearly intended. The correction
therefore should be made retroactively, rather than to limit it to tax-
able years beginning after December 31, 1965, as provided by sec-
tion 4 (k). :

——

NEw York STATE BAR ASSOCIATION,
Tax SecTION,
February 10, 1966.
Lro H. Irwin, Esq.,
Chief Counsel, Committee on Ways and Means,
House of Representatives, Washington, D.C.

Dear Str: Enclosed for the use of the chairman and members of
‘the House Ways and Means Committee and their staff are 20 copies
of a report on H.R. 11297 which was prepared by the Subcommittee
on Income Tax Problems of Nonresident Aliens, which is a subcom-
mittee of the Personal Income Tax Committee of the tax section of
the New York State Bar Association. We will forward 10 more copies
of this report to you as soon as they are available.

The enclosed report has been approved by the executive committee
of the tax section of the New York State Bar Association, but it has
not been submitted to the bar association as a whole or to the executive
committee of the bar association. Accordingly, the views expressed
should be regarded as the views of the persons preparing and reviewing
the report rather than the official position of the New York State Bar
Association.

We hope that the comments contained in this report will prove
useful.V .

ery truly yours,
g Taomas C. PLowpEN-WARDLAW,
Chairman.
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NEW YORK STATE BAR ASSOCIATION, TAX SECTION

Martin A. Roeder, chairman, Charles J. Block, Martin D. Ginsburg,
. Saul Duff Kronovet, James C. Plowden-Wardlaw, and David R.
Tillinghast, January 15, 1966

Rerorr oF SuBcoMMITTEE ON INcoME Tax PrROBLEMS OF NONRESIDENT
Armns Wit Reseecr To H.R. 11297

Bill section 2(a)(1)(4): IRC section 861(a) (1) (4) and (c¢)(2)—
Interest

- The purpose of this amendment is to extend the present exemption
of interest on depusits with persons carrying on the banking business
to amounts earned on accounts maintained with Federal or State
chartered savings and loan associations (such interest is often labeled
a “dividend” by the savings institution). This will end a great deal
of current confusion. Nonresident aliens are often surprised when a
withholding tax is deducted from interest earned on such accounts
due to the fact that the alien is technically a “shareholder” instead of
a creditor. '

The proposed amendment is limited to cases where the “amounts”
paid or credited are “deductible” by the association under section 591,
Le., where such amounts are withdrawable on demand, subject to
customary notice. This limitation will cause uncertainty since exist-
ing section 861(a) (1) (A) and proposed section 861(c) (1) (interest
on deposits with persons carrying on the banking business) contain
no such requirement. Further, reference to section 591 requires con-
sideration of section 265, which disallows interest paid to purchase or
carry tax-exempt bonds. Since savings and loan associations often
purchase municipal bonds, it is possible that, due to application of
section 265, a portion of the interest paid to depositors or account
holders will not be deductible under section 591.

‘This bill purports to encourage foreign investment in the United
‘States by removing tax barriers to such investment. In line with
this intent, it is suggested that reference to section 591 be deleted ; or in

. the alternative, the addition to the phrase “without regard to section
265” should be 1inserted after “section 591.” v

It is further suggested that this amendment be expanded so as to
«cover certificates of deposit, a form of investment which, in recent
years, has expanded enormously. While it is believed that present
section 861(a) (1) (A) (and proposed section 861(c) (1)) are appli-
cable to certificates of deposit, there is some uncertainty on the point
in banking circles, with the result that many banks are reluctant to sell
CD’s to nonresident aliens. CD’s are technically deposits . (reserve
requirements apply) and a clarification of the law is in order. :

Proposed section 861(c) (3) would further extend the exemption to
“amounts held by an insurance company under an agreement to pay
interest thereon.” While this amendment is probably intended to
«<over funds left with life insurance companies by beneficiaries, annui-
tants, and owners of matured policies, the proposed text literally would
include interest paid by any insurance company (life or casualty) to
its noteholders, bondholders, or other creditors. ~ A clarification of this
proposed subsection is necessary.
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Bill section 2(b) (1) : IRC section 861(a) (2) (B)—Dividends

This section states that dividends received from a foreign corpora-
tion will be deemed to be income from U.S. sources unless “less than
80 percent of the gross income of such foreign corporation for the 3-
year period ending with the close of its taxable year * * * was effec-
tively connected with the conduct of a trade or business within the
United States * * *.” If 80 percent or more of such gross income
was effectively connected with the conduct of a trade or business within
the United States, income is deemed to be from U.S. sources in the
ratio that the gross income which is effectively connected with the
conduct of a U.S. trade or business bears to total “gross income from
all sources.”

It is not clear whether the “gross income” of the foreign corporation
for purposes of applying the 80-percent test is intended to be its gross,
income from U.S. sources only or its gross income from all sources. In
this regard, reference should be made to proposed section 872(a) and
section 82(b), both of which define gross income as income from U.S.
sources or income which is effectively connected with the conduct of a
trade or business within the United States whatever the source. Ref-
erence should also be made to the formula portion of section 861 (a) (2)
(B) which expressly specifies “gross income from all sources” [italics
supplied] when foreign as well as domestic income is to be considered.
To avoid ambiguity, the point should be clarified. It is submitted that
the term “gross income” as used in the opening phrase of this section
should be followed by the phrase “from all sources.”

The policy considerations behind thzdproposed change are unclear.
The summary of the new bill furnished by the Committee on Ways
and Means refers to this provision as pertaining to the “second divi-
dend” tax. Although such a characterization might be correct under -
present law (where the foreign corporation receiving dividends from
sources within the United States may be subject to withholding tax
upon the distribution thereof as a second such dividend), it seems in-
apposite in the new bill where the withholding tax on the foreign
corporation applies only when 80 percent or more of the gross in-
come of such foreign corporation 1s effectively connected with the
conduct of a trade or business in the United States. Manifestly, such
type of income would include little or no dividend income—and it is
unlikely that any withholding tax would ever be a “second dividend”
tax. Since the policy of the new bill is to very sharply narrow the
number of cases in which the withholding tax in the case of a foreign
corporation is to apply, it is submitted that the concept should be ex-
cised from the statute completely (as is done, in effect, by several
treaties) and dividends from foreign corporations should never be
considered as being income from sources within the United States.!
Bill section2(d) (1) : IRC section 864(b) (1)—~Personal Services

This section excludes from the definition of trade or business within
the United States the performance of personal services by a nonresi-
dent alien under certain circumstances. The section, however, leaves
open the question of whether a nonresident alien working for a foreign
entity in the United States, although himself not deemed to be en-

1 David Tillinghast, Esq., 2 member of the subcommittee, expresses no views on this point.
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gaged in trade or business under section 864(b) (1), will, neverthe-
ess, cause his foreign employer to be deemed to be engaged in trade
or business in the United States. It is recommended that a decision
be made as to whether the foreign employer in such cases should be
deemed to be engaged in trade or business here and that the decision
be spelled out in the statute. .

The proposed section also raises the question of why a nonresident
alien working for a domestic entity with an office or place of business
abroad is treated differently from a nonresident alien working for a
domestic entity that has no office or place of business abroad. The
" determinative facts would appear to be that a nonresident alien is
employed by a U.S. entity, that the normal working location of the
nonresident alien is abroad, and that he is required to be present in
the United States only for limited periods of time. It would appear
that the 90-day-$3,000 rule is a sufficient test by itself.

Bill section 2(d) (1) : IRC section 864(b) (2)—Trading in securities

This proposed section provides that trading in stocks or securities
for the nonresident alien’s own account will generally not be deemed
a “tradeé or business in the United States.” However, a foreign in-
vestment company is denied this benefit “if its principal office is in
the United States.” Since many incorporation statutes provide that
the “principal office” of a corporation must be in the country of in-
corporation, it should be made clear that the phrase “principal office”
as used in the proposed bill is used to describe the actual activities of
the office rather than the statutory office. Perhaps the phrase should
be expanded to read, “if its main, principal or most important office
isin the United States.” ‘

Bill sections 2(d) (1),3(a) (1),3(®) (1), 4(b): IRC sections 864(c),
871(b), 872(a), 882(b)—LEfectively connected. income—Gross
income ’

The proposed bill does away with the “force of attraction” prin-
ciple (whereby the foreigner’s engaging in business in the United
States causes all of his U.S. source income to be taxed at normal rates)
which characterizes the present law. Under the new concept, the
foreigner (individual or corporate) will be subject to progressive
taxation on net income only with respect to his “taxable income
effectively connected with the conduct of his trade or business.” Thus,
the same foreigner may have various types of income—income from
passive investment and income effectively connected to a U.S. trade
or business—each subject to a different method of U.S. taxation.

This subcommittee feels that the new approach is sound in principle.
Since the bill provides no definition of “effectively connected” income,
other than to lay down guidelines (sec. 864(c)) as to the factors to be
considered in reaching a determination, it is to be expected that ad-
ministrative difficulties will ensue and that results, at least for a while,
. will be haphazard. No ready solution is available. '

The subcommittee, however, is of the opinion that the inclusion of
“effectively connected” income from sources outside the United States
is not justified. Source rules have, over the years, become well known
to the Internal Revenue Service and the public, and the increased reve-
nue from the attempt to enlarge the tax base by inclusion of “effec-
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tively connected” income from foreign sources would not, it is felt,
justify the proposed radical departure from the older rules. More-
over, the proposed extension does not fall within one of the stated
-objectives of the bill to encourage foreign investment in the United.
States.

Bill section 3(a) (1) : IRC section 871 (a) (1)—Periodic income

This section imposes. a flat 30-percent tax on periodic income’ of
nonresident aliens which is not effectively connected with the conduct
of a trade or business within the United States. The familiar enu-
meration of interest, dividends, rents, etc. is retained. Also retained
is the taxation of gains under section 1235 (gains from the sale or
exchange of patents). In addition, the 30-percent tax will now apply
to gain on the sale, exchange, or liquidation of stock of a collapsible
corporation (sec. 341) and to “interest” earned on bonds or other
original discount debt instruments issued after 4 specified date (sec.
1232). ’

T}Ze provisions of new proposed section 871(a) (2) (relating to.
capital gains) will not apply to section 1235 income. It therefore-
appears that capital losses cannot offset section 1235 gains. In ef-
fect, gains realized by nonresident alien inventors would be treated as.
ordinary investment income, subject to a 80-percent tax, without off-
set. The law thus discriminates against foreign inventors, as it denies
them the capital gain treatment accorded resident inventors, with
the anomalous result that a relief statute (sec. 1235) actually results:
in a detriment to a foreign inventor who might, but for section
1235, get capital gain treatment under sections 1221 et seq.. Con-
sideration should be given to allowing foreign inventors capital gain
treatment (often. resulting in no tax) to the extent that they would
qualify therefor without the benefit of section 1235.

Bill section 3(a) (1): IRC section 871(a) (2)—Capital gains

This section imposes a capital gains tax upon nonresident alien in-
dividuals who are present in the United States for 183 days or more-
during the taxable year at the flat rate of 30 percent. No capitak
gains tax is imposed upon foreign corporations except to the extent
that such gains are effectively connected with a U.S. trade or business..
Sections 881, 882. :

A question exists as to the proper tax treatment of sales made on
the installment basis. If a nonresident alien is present for the re-

uired period during the year of sale but is not present in the United

tates for the required period during the year of receipt of an install-
ment, it would appear that he is not subject to tax under sectiom:
871 (a) (2) in respect of such installment. '

It is to be noted that no provision is made in respect of the capital
gains of foreign estates or trusts. Since in many cases it is difficult to-
conceive of a “presence” in the United States of a foreign estate or
trust, except inventories, it would appear that such estates or trusts.
may often not be subject to U.S. tax on its capital gains. '

Although the subcommittee prefers not to comment on policy ques-
tions, the members of the subcommittee believe that the proposed
capital gains tax on nonresident aliens would not only be difficult to-
enforce but is in the nature of a “nuisance” tax rather than a revenue:
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measure. Little if any revenue can be derived from this source since
the tax can easily be avoided by (a) selling the asset abroad, (b)
forming foreign corporations for U.S. investments or, apparently, -
(c) setting uIl)rx foreign trusts for such investments. Under these cir-

cumstances, the proposed capital gains tax would be applicable in
most cases only to unsophisticated nonresident aliens as distinguished
from aliens who have the advice of tax counsel. For the foregoing
reasons, despite a possible justification of the capital gains tax on
theoretical .grounds, it is recommended that the capital gains tax on
nonresident aliens be completely eliminated except with respect to
capital gains effectively connected with the conduct of a trade or busi-
ness in the United States. ‘

Bill section 3(a) (1) : IRC section 871(d)—Real estate income

Proposed section 871(d) grants to the non-resident-alien individual
an election to have certain U.S.-source income from specitied interests
in real property, including gain from the sale of realty, treated as
“income which 1s effectively connected with the conduct of a trade or
business within the United States,” and thus as income taxed in the
manner provided in proposed section 871(b) which renders such
income taxable as provided in section 1 or section 1201 (b) of the code.

(@) Proposed section 871(d) does not make reference to loss
on the sale or exchange of realty, suggesting that only gain is to
be taken into account. The provision should be clarified.
Compare proposed section 873. :

(b) As a matter of basic policy, quaere why the election should
not be given with respect to all U.S. source income rather than
just realty income. : .

The comparable provision of prior H.R. 5916 was a proposed
section 871(f). In this subcommittee’s report on that section
there appeared criticisms in addition to the above comments. The
new provision of HL.R. 11297 eliminates those additional criticisms.

Bill section 3(b) (3) : IRC section 872(b) (4)—Savings bonds income
Proposed section 872 (b) (4) would exclude from U.S. source gross
income of certain non-resident-alien individuals “income” from series
E and series H bonds. The text of the provision correctly refers to
“income” on such bonds but the heading of proposed section 872(b) (4)
incorrectly refers to “interest” on bonds. As the reference to interest
is inappropriate in the case of series E bonds, it should be changed in
the heading to read “income”.
Bill section 3(e) (1) : IRC section 877—FEzpatriation.

The proposed amendment would, unless none of the principal pur-
poses of the expatriation was to avoid U.S. income, estate or gift tax,
subject expatriates to regular income taxes, for a period of 5 years
after expatriation, on their U.S.-source income, defined to include
* gains on all sales of property located in the United States and on sales
of stock and securities of U.S. corporations, plus their “effectively
connected” income even if from foreign sources.

It does not seem appropriate that a principal purpose to avoid
estate tax or gift tax should have the prescribed income tax effects. It
is suggested that references to subtitle B be eliminated from the open-
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ing sentence. Cf. Section 8(f) of the bill from which it is recom-
mended that references to subtitle A be deleted.

Section 10 of the bill provides that no amendment made thereby shall
supersede an existing treaty. Accordingly, an expatriate to a treaty
country would presumably still enjoy the benefits thereof (e.g.,
limitation of tax on dividends to 15 percent, on interest to 5 percent, -
etc.). Although it is true that, to some extent, our treaties provide
these benefits only to countries in which the domestic rates are them-
selves high, thus discouraging expatriation to them, this subcommittee
is of the view that once the policy to tax expatriates is adopted (as to
which this subcommittee expresses no view), section 10 of the bill
should be amended to provide that the new proposed section 877 over-
ride existing treaties (Cf. sec. 31 of the 1962 R.A.).

The proposed new treatment of capital gains realized by an ex-
%atriabe applies even to gains on assets acquired after expatriation.

his appears an undue extension of the proposal, and it is suggested
that the Secretary or his delegate be empowered to alleviate the effect
of the proposed amendment in cases where the property on which the
gains are realized was afteracquired. Per contra, the new proposal
probably does not reach gains on installment sales made during the
5-year period, but includible in income thereafter. = Consideration
should be given as to whether this situation should be covered.

The proposed section provides that if an expatriate’s “taxes on his
probable income” are shown to be substantially reduced, the burden
of proving that the expatriation did not have as one of its principal pur-
poses the avoidance of U.S. taxes shall be on the taxpayer. It is not
clear whether the “taxes on his probable income” means only the U.S.
taxes thereon or the entire tax burden thereon including the taxes of
the country of his expatriation. This should be clarified. Cf. section
963. . ' .

It seems clear that nothing in the proposed amendment changes
the status of the expatriate as a nonresident alien for definitional pur-
poses under the Internal Revenue Code. For example, the exl,)atria,be
should not be deemed to be a “United States citizen or resident” under
section 552(a) (2). It is recommended, however, that this be made
absolutely clear by appropriate committee report or otherwise in the
course of enactment.

Bill section 4(b) (1) : IRC section 882(c) (2)—Necessity to file return

This section permits deductions allowed “in ‘this subtitle” to a for-
eign corporation only if it files a true and accurate return of its total
income from U.S. sources. It isnoted that the section, as under present
law, applies to foreign corporations that are personal holding com-
panies and, because of the broad language, “in this subtitle,” operates
to disallow dividends-paid deductions unless a return is filed.

It is recommended that the section be revised so as to allow specif-
ically the dividends-paid deduction for personal holding company tax -
purposes whether or not a return has been filed and that the change
be made retroactive to-1954. In practice, foreign corporations that
are owned, essentially, by nonresident aliens and which believe that
their liability has been fully met by withholding at the source, may
fail to file U.S. income tax returns. In a number of instances, such
corporations may make dividend distributions to nonresident alien
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shareholders. If subsequent investigation or audit discloses that the
corporations in question were personal holding companies, especially
since only U.S. source income 1is considered, the corporations may be
placed in an impossible position. It is not believed that any useful
purpose is served by continuing the present rule, and it is suggested
that past inequities caused by this rule be corrected by making the
suggested change retroactive. _

Bill section 4(b) (1) : IRC section 882 (e)—Corporate return by agen

Proposed section 882 (e) does not differ from current law, but a clari-
fication in language may nevertheless be desirable. The provision
states that if a foreign corporation has an agent but not an office or
place of business in the United States, its tax return “shall be made by
the agents [emphasis supplied]. It would appear preferable to add at
the end of the sentence, immediately following the quoted phrase, “un-
less such return is made by the foreign corporation directly.”

Bill section . (k)—Effective dates

The amendments made by section 4 of the bill are applicable, gen-
erally, in respect of taxable years beginning after December 31, 1965.
As previously recommended in respect of proposed section 882(c) (2)
of the code, if the dividends paid deduction is allowed for personal
holding company tax purposes, whether or not a return is filed by a
foreign corporation, such change should be made retroactive to 1954.
Consideration should also be given as to whether the proposed revision
of section 542(c) (sec. 4(f) of the bill), exempting a foreign corpora-
tion from personal holding company status if all its stock during the
last half o¥ a taxable year is owned by nonresident-alien individuals,
should not also be made retroactive.

Dated January 15, 1966.

StaTeMENT oF (. Kerre FunsToN, PRESIDENT,
- New York Stock EXCHANGE

SUMMARY

The New York Stock Exchange enthusiastically supports the basic
goals of the proposed legislation—to increase incentives for foreigners
to invest in the United States. We regard the bill as a vital and neces-
sary step toward inducing foreigners to invest here. It accepts a con-
tention long held by the exchange regarding the need to unfetter
international securities transactions from overly rigid constraints. It
moves significantly toward the recommendations of the Presidential
Task Force on Promoting Foreign Investment and Increased Foreign
Financing headed by now Secretary of the Treasury Henry H.
Fowler. One of the stated objectives of that report was, “To hel
establish conditions under which restraining influences on capita
flows between the industrially advanced nations * * * can be re-
moved, diminished, or allowed to expire.” If U.S. taxation of for-
eign investors and other inhibiting factors are alleviated and our
private selling efforts are reinforced, given the favorable prospects
for the U.S. economy, it is not unreasonable to expect the savings
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accumulated in other industrial countries flowing here for investment
to be increased—to the benefit of our balance of payments.

Despite this general endorsement, we have serious reservations:
about a number of provisions in the bill which conflict with its overall
objective of stimulating foreign investment in the United States and
aiding our balance of payments. The exchange, therefore, suggests
the following deletions, amendments and additions to H.R. 11297 :

" 1. Delete the provisions which make bank deposits of foreigners:
subject to the estate tax, and which provide that whether or not they
are engaged in business here foreigners would be taxed on interest
they receive on U.S. bank deposits after 1970.

2. Eliminate the estate tax on nonresident aliens completely, instead
of providing only a rate reduction.

3. If estates continue to be taxed, retain the situs rule on bonds. In:
addition, exclude customers’ cash balances with brokers awaiting in-
vestment from property considered taxable for estate tax purposes.

4. Repeal or reduce the withholding tax levied on interest and divi-
-dents paid to foreigners. Asa minimum step, press for mutual reduc-
tions with other countries in the percentage withheld.

5. Eliminate or ease taxes and other restrictions imposed on foreign
pension trusts and similar institutional investors. .

6. The exchange specifically endorses the language in section 2 of
the bill referring to “Trading in Securities and Commodities,” as re--
vised from the original administration proposals.

H.R. 11297, the Foreign Investors Tax Act of 1966, accepts the-
philosophy and recommendations of the Presidential Task Force on
the Balance of Payments (the Fowler Committee), of which the ex-
change president was a member. It codifies steps long advocated by
representatives of the exchange community regarding international
financing. The task force recommendations were originally embodied
in H.R. 5916, submitted by the administration to the Congress for-
consideration in 1965. In its statement on H.R. 5916, the exchange
noted that, “Adoption of this legislation would do much to stimulate
the long-term flow of foreign capital to the United States, in part by
removing archaic restrictions on the flows. The securities industry
has long advocated removal of such restrictions. The exchange ap-
plauds the fact that the proposed legislation will enhance the free-
dom of movement in the international flow of capital funds.”

The legislation, appropriately cast, should aid our balance-of-pay
ments problem. As the late President Kennedy observed in his last
balance-of-payments message to the Congress, “Securities of U.S. prin-
vate firms could be and should be one of our bestselling exports.” This
proposed legislation, by removing some bothersome and complex re-
straints, should make American securities a good deal more salable to
foreign investors. o

Although supporting the basic philosophy of the bill, we wish to
bring to the attention of the Congress our serious reservations about
specific provisions of the current version of this proposal. We have
great concern that unless these provisions are modified, the legisla-
tion might well produce unfavorable rather than favorable reactions
in the financial markets of the world and on our balance of payments.

The changes from the original (H.R. 5916) version of the bill which
appear in H.R. 11297 tend to undercut a good deal of the legislation’s
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‘basic purpose of stimulating foreign investment in the United States.
Specifically, the provisions which make bank deposits of foreigners
subject to the estate tax, and which provide that foreigners, whether
or not they are engaged in business here, would, after 1970, be taxed
on the interest they receive on deposits in U.S. banks and savings
and loi'm associations, will surely lead to a sizable outflow of foreign
capital. v .

At the end of October 1965, total banking liabilities to foreigners
amounted to close to $30 billion. The Treasury estimates that per-
‘haps $5 billion of these deposits would be potentially subject to either
the estate tax or to annual taxation of interest income. It seems rea-
sonable to assume that part, perhaps the major part, of this $5 billion
would be withdrawn over a period of time from the U.S. banks in
response to these changes. :

onsequently, the exchange strongly urges that the proposed legis-
lation be revised to omit those sections which change the treatment
of bank deposits of foreigners. An impediment to the free flow of
international capital funds will thereby be avoided and our balance-of-
payments position will not be damaged.

Apart from these sections, the legislation as written can be ma-
terially strengthened in several other ways, as discussed below, and
moved closed to its objective, as outlined by the Fowler Committee, of
providing greater stimulus to foreign investment. In addition, the
effectiveness of a program to encourage foreign investment in U.S.
securities may be enhanced by adopting several measures not included
in the tax bill. :

Consequently, the exchange suggests the following adjustments and
additions: o

1. Elimination of estate tax on nmonresident aliens—Section 8 of
the bill proposes that estate tax rates be reduced to between 25 and 40
percent of present levels, thereby taxing nonresident aliens at about
the same rates as U.S. citizens who claim a marital deduction. We
recommend the complete elimination of estate taxes on nonresident
aliens. - This would provide a much greater stimulus to foreign invest-
ment in the United gtates than any rate reduction, and therefore be a
much greater help to our balance of payments.  First, many foreigners
are discouraged from investing here by the existing requirement that
they file estate tax returns. This deterrent would be removed if the
tax were eliminated. Second, since even the proposed tax rates are
higher than those now levied in many countries, investment by resi-
dents of those countries would still be discouraged.

The rates now in the bill are higher than the ones proposed by the
‘administration, and stop far short of the Fowler committee recom-
mendation to “eliminate U.S. estate taxes on all intangible personal
property of nonresident alien decedents.” Though the proposed rates
would be below those levied on resident estates in the United King-
- dom, Canada, and Italy, they would be higher than those imposed in
Switzerland, Germany, France, and the Netherlands. Thus, the legis-
lation favors the residents of some countries while discriminating
against those of others.

Elimination of the estate tax on nonresident aliens would result in
a very small revenue loss. The tax has produced revenues of between
$3 and $5 million annually in recent years, and would probably yield
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only about $1 million under the proposed legislation. An additional
revenue loss of $1 million would seem to be a very small price to pay
for the removal of a major deterrent to foreign investment. The
benefits of the change to our balance of payments would in itself be
ample compensation for the revenue loss.

9. Elimination of situs rule on bonds—If the rate schedule pro-
posed in the legislation is adopted, the exchange strongly urges that
the situs rule regarding bonds not be changed. A change in the situs
rule would have a decidedly adverse effect on the balance of payments.

Under President Johnson’s voluntary program to reduce capital
outflows, American companies are being urged to finance their over-
seas investments through local borrowing. Over $300 million worth
of bonds were floated in Europe in 1965 in response to the President’s
appeal. The proposed change in the situs rule could jeopardize this
program by placing an unnecessary block on the efforts of American
firms to finance their overseas expansion in foreign capital markets.
Foreign investors would clearly become reluctant to purchase bonds
of American companies if this exposed them to U.S. estate taxation.
Moreover, it would be extremely difficult administratively to enforce
this change in the law. Since bonds are generally issued in bearer
form, we known of no practical way of identifying their owneis for
tax collection purposes. '

3. Exemption of free credit balances from estate tawation—The
exchange also suggests, if foreigners remain subject to the estate tax,
that section 2105 of the Internal Revenue Code be amended so that
all funds awaiting investment not be considered property within the
United States for estate tax purposes.. This should apply not only to
deposits in banks and savings and loan associations, but also to free
credit balances with brokers.

4. Definition of “engaged in trade or business.”—The exchange
wishes specifically to endorse the language referring to “trading in
securities or commodities” under the revision of section 864 of the In-
ternal Revenue Code. The language pertaining to trading by dealers
in securities and commodities under the original administration pro-
posals was vague, and the risk of misinterpretation was great. The
tevised language in FL.R. 11297 clarifies the intent of the legislation.

5. Repeal of withholding on interest and dividend payments.—Con-
sideration should be given to unilateral repeal of the withholding tax
on interest and dividends paid to foreigners. A reduction in the per-
centage withheld would be a minimum step in this direction. The
withholding tax clearly deters investment by foreigners, and its repeal
“or reduction would appreciably stimulate foreign purchases of U.S.
securities. -

1f the potential revenue loss makes unilateral action undesirable
(the United States obtained perhaps $100 million from the withhold-
ing tax in 1965), the United States should press for mutual reductions
in the withholding tax with as many foreign countries as possible.
Since transactions in outstanding securities have generally produced
an inflow of funds to the United States, mutual reductions in the with-
holding rate could be expected to stimulate more foreign purchases of
U.S. securities than U.S. purchases of foreign securities—even con-
sidering the temporary adverse effect of the interest equalization tax.
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6. E'asing tawes on foreign pension trusts—Taxes and other restric-
tions imposed on foreign pension trusts and similar investors should
be eased. Domestic %ensmn funds enjoy a tax exemption on their
investment income. Foreign pension funds cannot obtain this ex-
emption without going through the difficult procedure of obtaining
approval from numerous agencies of the U.S. Government. As a Te-
sult, these investors are discoura%ed from investing here, especially if
they are exempt from taxes in their country of domicile.

Pension funds in some foreign countries have grown dramatically
in recent years. For example, the Joint Economic Committee study
of European capital markets indicates that pension funds in Great
Britain have been one of the fastest growing institutions in that
country’s financial structure, and had investments of $10 billion at
the end of 1962.* Further growth is fully expected. It seems reason-
able to assume, therefore, that by according foreign pension funds a
tax treatment similar to that enjoyed by domestic funds, a consider-
able capital flow into the United States might be stimulated. Further,
.one can be confident that the Treasury in its regulations can provide
the safeguards necessary to prevent any abuse of this legislation.

Consequently, taxes on the income of foreign pension funds and
similar institutional investors should be eliminated by law; alterna-
tively, these investors should be able to obtain tax exemption more
readily. As a minimum step, the United States should work toward
the mutual elimination of taxes on these types of investors.

The exchange, in endorsing the spirit of -this bill, believes that
-adoption of these changes, amendments, and additions would greatly
enhance its effectiveness and better achieve its objective of stimulat-
ing foreign investment and aiding our balance-of-payments position.

THE PROPRIETARY ASSOCIATION,
Washington, D.C., February 21, 1966.
Re H.R. 11297.
Hon. WiLsur D. M1LLs,
Chairman, House Ways and Means Committee,
U.S. House of Representatives, Washington, D.C.

Dear Mr. CEARMAN: The Proprietary Association respectfully
recommends that public hearings be held on H.R. 11297.

Although we recognize that public hearings were held last year on
H.R. 5916, the forerunner of H.R. 11297, substantive changes have
been made since that time which go beyond the original proposed
legislation. Because of these changes we believe that hearings on
the present bill (HLR. 11297) would be in the public interest.

Respectfully submitted.-

Howarp A. PreNTICE,
Ezecutive Vice President and Treasurer.

10.8. Cbngress, Joint Economic Committee, “A Description and Analysis of Certain
European Capital Markets,” 1964, p. 238.
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SauL S. SILVERMAN, -
Law OFFICES,
New York,N.XY., February 18, 1966.
Re H.R. 11297. ' ~
Hon. Wisur D. Mivrs,
Chairman, House Ways and Means Committee,
House of Representatives, Washington, D.C. _

Dear Sir: We have recently reviewed the report on H.R. 11297,
published by the House Ways and Means Committee. ) :

The report indicates that executive, administrative, technical, pur-
chasing, or other activities in the United States on behalf of or for
the benefit of a foreign corporation could result in the foreign cor-
poration being subjected to U.S. taxation on its income from sources
(f)utside of the United States if H.R. 11297 were enacted in its present

orm. :

It is our opinion that this new tax burden on foreign corporations
is arbitrary and discriminatory and we hereby make known our most
strong opposition and objection to this bill. “That is, if a foreign
corporation conducts its entire operating activity in a foreign country,
activity on behalf of the foreign corporation in the United States |
of the type outlined above should not subject it to U.S. taxation on
the foreign source income. This is clearly a tenuous connection to
tax liability.

Further, thus far no standards as to what constitutes activity on
behalf of a foreign corporation have been promulgated. If these
standards are as all encompassing as indicated by the report, then
U.S.-owned foreign corporations with foreign source income will ac-
quire a double tax nexus. This is in contrast with the stated purpose
of the bill, which is directed at the taxation of foreign corporations.
Tn order to harmonize with this purpose, the bill should provide that
it be applicable only to foreign corporations the stock of which is
majority owned by foreigners.

We respectfully request that you consider this viewpoint and that
you advise us as to the disposition of our request for public hearings
on H.R. 11297. :

Very truly yours, _
Saur S. SILVERMAN,
By Henry R. SILVERMAN.

Socoxy Mogrw Oir Co., Inc., :

. ‘ New York, N.X.,January 28, 1966.
Re Foreign Investors Tax Act. .
Hon. WiLeur D. M1v1s,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C. 7

Dear Mr. CHATRMAN : The purpose of this letter is to express con-
cern over certain provisions of the Foreign Investors Tax Act, H.R.
11297, and to suggest the desirability of public hearings on this bill.
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Concern over the precise terms of this bill arises from two causes,
‘one more narrowly related to the specific purpose of the legislation and
the other of potentially much wider consequence.

. Inthe first category, I refer to the inclusion in the bill of the follow-
ing features: _ »

1. Estate tax at rates up to 25 percent (as contrasted with 15
percent in H.R. 5916 and zero as recommended by the Fowler
task force) on intangible personal property of nonresident-alien
decedents. '

2. Inclusion of U.S. bank deposits owned by nonresident aliens
not engaged in trade or commerce in the United States in the
taxable estate of aliens dying after enactment of the bill.

3. Inclusion in the taxable estate of nonresident aliens of bonds
issued - by domestic corporations or governmental units in this
‘(éountry although held by the nonresident alien outside the United

tates.

4. The indicated intention after December 31, 1970, to tax in-
terest received by nonresident-alien individuals or foreign cor-
porations on U.S. bank deposits.

All of these changes have some tendency to discourage foreign in-
vestment in U.S. securities and none, I believe, will produce any
significant revenue. For this reason, as one who was a member of
the Fowler task force and as an officer of a corporation having a tre-
mendous interest in the U.S. balance of payments, I regret and respect-
tully counsel against these provisions.

Even more significant are the provisions of H.R. 11297 which would
include in the United States taxable income of nonresident aliens and
foreign corporations engaged in trade or business in the United States
their worldwide income provided that it is “effectively connected” with
the U.S. trade or business. This departure from source rules in the
taxation of foreigners is a major departure from long-existing tax
Jjurisprudence in this country. =~ - .

This statutory language and the proposed statement of criteria for
determining “effective connection” are so broadly drawn as to result
in great uncertainty: wide areas would have to be filled in part by
‘Treasury regulations and decisions and in part by the results OF litiga-

“tion. We understand from conferences with members of the Treasury
Department that this vagueness has been recognized but it is their view
that the report of your committee will solve the problem through a de-
tailed discussion of the applicability of the new provisions. It would
seem preferable that the relevant provisions of H.R. 11297 be strength-
ened and clarified to reduce the need for relying upon lengthy explana-
tions in your committee’s report.

We understand that certain relatively narrow tax situations moti-
vate the Treasury in this context; specifically, we have been advised
that the new provisions are aimed at nonresident alien individuals and
foreign corporations controlled abroad and are not aimed at the con-
trolled foreign subsidiaries of U.S. corporations. Your committes
took the leading role in formulating provisions in the Revenue Act of
1962 which deal with controlled foreign corporations as now defined
in section 957(a). It seems that it would be unnecessary and unwise
to subject such corporations both to the subpart F income provisions
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and to the uncertainty of the “effectively controlled” provisions. Clar-
ification could be most effectively accomplished by amending the pro-
posed wording of section 882 as now continued in H.R. 11297. One-
‘way in which this might be done would be to insert a provision such.
'as that contained in the attachment to this letter. If your committee
would be uncertain as to the advisability of this change, then we would
strongly re%lzest an opportunity for public hearings.

“We will be happy to discuss this matter with you at your conven-
ience, or to supply you with any additional information which you
may desire. :

‘We are enclosing sufficient copies of this letter so that you may dis--
tribute them to members of your committee should you so desire.
Very truly yours,
Georae F. Jamzs,
Senior Vice President.

Prorosep RevisioN oF SecTioN 882 As CONTAINED IN THE FOREIGN
Investors Tax Act -

Section 882 as contained in section 4(b) of the Foreign Investors.
Tax Act, H.R. 11297, should be modified by inserting a provision along
the following lines: '

“§d3 ConTroLLED ForerGN CorporaTions.—In the case of a con-
trolled foreign corporation as defined in section 957(a), gross income.
shall include only %‘oss income from sources within the United States.
Deductions allowable under subsection (c) of this section shall be-
allowed only to the extent connected with income from sources within.
the United States.” : _

The succeeding subsections would be renumbered (e) and (f)
accordingly.

JANUARY 25, 1966.

UpsorN INTERNATIONAL, INC.,
- Kalamazoo, Mich., February 11,1966.
Wisor D. Miuws, .
Chairman, House Ways and Means Committee,
House Office Building, Washington, D.C.:
" Qur company respectfully requests public hearings on H.R. 11297,.
* designed to encourage foreign investments in the United States. Sub-
stantial changes are incorporated in historical rules for determining-
income of foreign corporations doing business in the United States.
Hearings are specifically needed to clarify language “effectively-
- connected.”
R. M. BoupEMAN,
President..
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SECTION 12

PRESS RELEASE OF THE COMMITTEE ON WAYS AND

MEANS DATED FEBRUARY 24, 1966, ANNOUNCING

ONE-DAY PUBLIC HEARING ON NEW FEATURES OF

“FOREIGN INVESTORS TAX ACT OF 1965” (H.R. 11297)

WHICH WILL BE INTRODUCED AS A “CLEAN BILL”
ON MONDAY, FEBRUARY 28, 1966

(See Section 14 of this document, page 527)
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SECTION 13

H.R. 13103 AS INTRODUCED IN THE HOUSE OF
REPRESENTATIVES

(See Section 14 of this document, page 530)
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MONDAY, MARCH 7, 1966

House oF REPRESENTATIVES,
CoMmITTEE ON WAYS AND MEANS,
Washington, D.C.

The committee met at 10 a.m., pursuant to notice, in the committee
room, Longworth House Office Building, Hon. Wilbur D. Mills (chair-
man of the committee) presiding.

The Caamrman. The committee will please be in order. ,

The purpose of the hearing today is to receive comments from the
interested public on H.R. 13103, the Foreign Investors Tax Act of
1966.

This bill supersedes H.R. 11297 and HL.R. 5916. It will be recalled
that the committee conducted public hearings on the original bill,
H.R. 5916, and also received written comments on H.R. 11297.

Without objection a copy of the press release announcing these
hearings, along with a copy of the bill, H.R. 13103, will be made a part
of the record.

(The documents referred to follow :)

FEBRUARY 24, 1966.
CHAIRMAN WILBUR D. MiLLs, DEMOCRAT, OF ARKANSAS, COMMITTEE ON WAYS AND
MEANS, ANNOUNCES 1-DAY PusLic HEARING ON NEW FEATURES OF FOREIGN

INVEsTORS TAx Act oF 1965 (H.R. 11297) WHICH WILL BE INTRODUCED AS A
“CLEAN BILL” oN MoNDAY, FEBRUARY 28, 1966

SUBJECT AND DATE OF HEARING

Chairman Wilbur D. Mills, Democrat, of Arkansas, Committee on Ways and
Means, today announced the decision of the Committee on ‘Ways and Means to
conduct a public hearing on Monday, March 7, 1966, on the new features of a
revised version of H.R. 11297, the Foreign Investors Tax Act of 1965, which
is being drafted and which will be introduced by the chairman in the form of a
new bill on Monday, February 28, 1966. The printed text of such new bill will
be available on Tuesday morning, March 1, 1966.

Chairman Mills emphasized that the hearing would cover only the new fea-
tures of the new bill which he will introduce. These are generally described
below. It is mandatory that persons with a similar interest coordinate and
consolidate their testimony and designate one spokesman, as described more
fully below.

OUTOFF DATE FOR REQUESTS

The cutoff date for requests to be heard is 12 o’clock noon, Friday, March 4,
1966. Requests to be heard should be submitted to the chief counsel of the Com-
mittee on Ways and Means, Mr. Leo H. Irwin, room 1102, Longworth House Of-
fice Building, Washington, D.C., not later than noon Friday, March 4, 1966.

BACKGROUND

It will be recalled that on March 8, 1965, Chairman Mills, at the request of the
administration, introduced H.R. 5916, a bill to remove tax barriers to foreign
investment in the United States, to make certain technical amendments, and for

1
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other purposes, which was developed by the administration on the basis of the
recommendations of the so-called Fowler Task Force. The Committee on Ways
and Means conducted public hearings on this legislation on June 30 and July 1,
1965, and received testimony not only from Secretary of the Treasury Fowler,
but also from interested public witnesses who asked to be heard, as well as rep-
resentatives of the task force which developed the original recommendations.
In addition, numerous written statements were received by the committee .and
made a part of the published hearings on H.R. 5916. The printed hearings
were made available to the general public.

It will be further recalled that in July 1965, the Committee on Ways and
Means met for several days in executive session to consider the provisions of
H.R. 5916 in the light of the testimony which had been received from the
Treasury Department and from the interested public witnesses as well as the
written statements on the bill. At the conclusion of the executive consideration
of this subject, Chairman Mills, at the direction of the Committee on Ways and
Means, introduced a new bill on this subject, H.R. 11297, on September 28, 1965,
which succeeded H.R. 5916 and is known as the Foreign Investors Tax Act of
1965. Immediately following the introduction of H.R. 11297, a printed explana-
tion of its provisions was made available to the public. In this printed explana-
tion an invitation was issued to the general public to express their views on the
bill, as follows: “The bill was introduced by Chairman Wilbur D. Mills at the
instruction of the Committee on Ways and Means in order to make it available -
for the information of the general public. Comments Teceived will be reviewed
by the committee before the bill is reported to the House in the next session
of the Congress.” As a result of that announcement, numerous written com-
ments were received during the fall of 1965 and in the early weeks of the cur-
rent year. These comments were all consolidated and made available to the
members of the Committee on Ways and Means for their consideration.

The bill which Chairman Mills plans to introduce on Monday, February 28,
represents a further refinement of H.R. 11297, particularly with respect to the
concept of “effectively connected” income. It is only on the further refine-
ments of this proposed legislation that the Committe on Ways and Means will
receive testimony on Monday, March 7, 1966.

Chairman Mills emphasized that the committee is interested only in receiv-
ing comments on the further refinements of this legislation and is not inter-
ested in receiving a duplication of comments which have already been presented
to the committee in the public hearings on June 30 and July 1, 1965, and in the
written comments which have been made available to the committee during the
fall of 1965.and in the early weeks of the current year.

DIFFERENCES BETWEEN H.R. 11297 AND THE BILL TO BE INTRODUCED

The most significant respects in which the provisions of the revised bill dif-
fers from those contained in H.R. 11297 are:

The provision relating to interest paid on deposits with the foreign branch of
a U.S. bank has been amended so that such interest will not be treated as in-
come from sources within the United States regardless of whether the deposit is
in dollars or in a foreign currency. In addition, all such deposits held by non-
resident aliens will be exempt from estate tax. The effective date of the pro-
vision subjecting to tax interest paid to foreigners on deposits with U.S. banks
has been postponed to January 1, 1972.

The section in H.R. 11297 dealing with “affectively connected” income has
also been revised. While the new bill continues the segregation of U.S. invest-
ment income from U.S. business income which was provided for in H.R. 11297,
it substantially limits the foreign source income which may be treated as being
effectively connected to a TU.S. business. Under the provisions of the new
bill, foreign source income will only be treated as effectively connected with a
U.S. business if the foreigner conducts such business through an office or other
fixed place of business within the United States to which such income is at-
tributable and such income is of certain specified types. These types of income
are (1) royalties for the use of intangible property, which are derived in the
active conduct of a licensing business, (2) dividend, interest, and gains from
the sale of stock, securities or notes derived in the conduct of a banking,
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financing, or similar business or, in some cases, an investment company, and
(3) sales income attributable to the foreigner’s U.S. office, but, except in the
case of goods sold for use in the United ‘States, only if the foreigner does not
have an office outside the United States which participates materially in making
the sale.

Moreover, under no circumstances will foreign source income which is sub-
part ¥ income or which consists of dividends, interest or royalties paid by a
subsidiary or other affiliated foreign company be treated as effectively con-
nected with a U.S. business.

COORDINATION OF TESTIMONY

The chairman further stated that, due to the heavy schedule of the committee,
the hearing must be completed on March 7, 1966, and to that end it is mandatory
that all interested individuals and organizations with a similar interest coordi-
nate their testimony and designate one spokesman in order to conserve the time of
the committee, prevent repetition, and assure that all aspects of the matter will be
given appropriate attention within the time allocation.

The committee will be pleased to receive from any interested person a written
statement for inclusion in the printed record of the hearing in lieu of a personal
appearance. These statements will be given the same full consideration as though
the statements had been presented in person. In such cases, where statements
are submitted in lieu of a personal appearance, a minimum of three copies of
the statement should be submitted by the close of business Monday, March 7, 1966.

CONTENTS OF REQUESTS TO BE HEARD ,

In order to eliminate repetitious testimony and to properly schedule witnesses
and allocate time, it will be necessary for the requests to be heard to specify—
(1) The name, address, and capacity in which the witness will appear;
(2) The list of persons the witness represents or, in the case of an associ-
ation or other organization, their total membership and where possible a
membership list of the association or organization ; ’
(3) The amount of time the witness desires in which to present his direct
oral testimony ; :
(4) An indication of whether or not the witness is supporting or opposing
the changes in the bill ; and .
(5) A summary of the comments and recommendations which the witness
proposes to make.
WRITTEN STATEMENTS

In the case of those persons who are scheduled to appear and testify, it is re-
quested that 60 copies of their written statements be submitted at least 24 hours
in advance of their scheduled appearance. If it is desired an additional 60 copies
may be submitted for distribution to the press and the interested public on the
witness’ date of appearance. Persons submitting written statements in lieu of a
personal appearance may also, if they desire, submit an additional 60 copies of
their statements for distribution to the committee members and the interested
departmental and legislative staffs pending the printing of the public hearings,
which will include such statements along the oral testimony of those persons who
appear in person. An additional 60 copies may be submitted for the press and the
interested public if it is desired.

FORMAT OF ALL WRITTEN STATEMENTS

To more usefully serve their purpose, all written statements should begin with
4 summary of comments and recommendations and the detailed statements which
follow should contain subject headings conforming to the summary of comments
and recommendations.
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[H.R. 13103, 89th Cong., 1st sess. Introduced by Mr. Mills on
ngruary 28, 1966.]

A BILL To amend the Internal Revenue Code of 1954 to provide equitable tax treatment
for foreign investment in the United States

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled,

SECTION 1. SHORT TITLE, ETC.

(a) SHORT TITLE—This Act may be cited as the “Foreign Investors Tax Act
of 1966, :

(b) 'TABLE OF CONTENTS.—

SEc. 1. Short title, ete,
(a) Short title.
(b) Table of contents.
(c) Amendment of 1954 Code.
SEC. 2. Source of income.
(a) Interest.
(b) Dividends.
(¢) Personal services.
(d) Definitions.
(e) Effective dates.
SEC. 3. Nonresident alien individuals.
(a) Tax on nonresident alien individuals:
“SEc. 871. Tax on nonresident alien individuals.
“(a) Income not connected with United States business—30 percent tax.
“(b) Income connected with United States business—graduated rate of tax.
“(c)- Participants in certain exchange or training programs.
«“(d) Election to treat real property income as income connected with United
States business.
3 “(e) Cross references.”
(b) Gross income.
(¢) Deductions. -
(d) Allowance of deductions and credits.
(e) Expatriation to avoid tax:
“SEC. 877. Expatriation to avoid tax.
“(a) In general.
“(b) Alternative tax.
“(c) Special rules of source.
«(d) Bxception for loss of citizenship for certain causes.
“(e) Burden of proof.”
(f) Partial exclusion of dividends.
(g) Withholding of tax on nonresident aliens.
g ) Liability for withheld tax.
i) Declaration of estimated income tax by individuals.
(j) Gain from dispositions of certain depreciable realty,
(k) Collection of income tax at source on wages.
(1) Definition of foreign estate or trust.
(m) Conforming amendment.
(n) Effective dates.
SEc. 4. Foreign corporations.
(a). Tax on income not connected with United States business :
i“SEe. 881. Income of foreign corporations not connected with United States
business.
“(a) Imposition of tax.
“(b) Doubling of tax.” .
(b) Tax on income connected with United States business: A
igpe. 882, Income of foreign corporations connected with United States business.
‘“(a) Normal tax and surtax.
“(b) Gross income.
«“(¢) Allowance of deductions and credits.
«“(d) Election to treat real property income as income connected with United
States business.
‘“(e) Returns of tax by agent.
.._‘(f) Foreign corporations.”
) Withholding of tax on foreign corporations.
) Dividends received from certain foreign corporations.
) Unrelated business taxable income.
) Corporations subject to personal holding company tax. i
g) Amendments with respect to foreign corporations carrying on insurance busi-
ness in United States.
) Subpart F income.
)

(c
(d
(e
(f
(

h
gi) ain from certain sales or exchanges of stock in certain foreign corporations.
(J eclaration of estimated income tax by corporations.
(k) Technical amendments.
(1) Effective dates.
‘SEC. 5. Special tax provisions.
(a) Income affected by treaty. .
(b) Application of pre-1967 income tax provisions :
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“SEC. 896. Application of pre-1967 income tax provisions.
“(a) Imposition of more burdensome taxes by foreign country.
“(b) Alleviation of more burdensome taxes.
‘‘(c) Notification of Congress required.
‘“(d) Implementation by regulations.”
(c) Clerical amendments,
(d)_Effective date.
SEC. 6. Foreign tax credit. .
(a) Allowance of credit to certain nonresident aliens and foreign corporations.
(b) Alien residents of the United States or Puerto Rico.
* SEC. 7. Amendment to preserve existing law on deductions under section 931.
(a}. Deductions.
(b) Effective date.
8. Estates of nonresidents not citizens.
Rate of tax.
Credits against tax.
Property within the United States.
Property without the United States.
Definition of taxable estate.
‘Special methods of computing tax:
“SEC. 2107, Expatriation to avoid tax.
“(a) Rate of tax.
“(b) Gross estate.
“Ec) Credits,
‘“(d)- Exception for loss of citizenship for certain causes.
‘“(e) Burden of proof,
“SeC. 2108. Application of pre-1967 estate tax provisions.
“(a) Imposition of more burdensome tax by foreign country.
“(b) Alleviation of more burdensome tax.
“(c) Notification of Congress required.
“(d) Implementation by regulations.” -
(g) Estate tax returns.
(h) Clerical amendment.
(i) Effective date.
SEC. 9. Tax on gifts of nonresidents not citizens.
(a). Imposition of tax.
(b) Transfers in general.
(c) Effective date.
SEC. 10. Treaty obligations.

(c) AMENDMENT oF 1954 Cobe.—Except as otherwise expressly provided, when-
ever in this Act an amendment or repeal is expressed in terms of an amendment
to, or repeal of, a section or other provision, the reference is to a section or
other provision of the Internal Revenue Code of 1954.

SEC. 2. SOURCE OF INCOME.
(a) INTEREST.—
(1) (A) Subparagraph (A) of section 861(a) (1) (relating to interest
from sources within the United States) is amended to read as follows:
“(A) interest on amounts described in subsection (¢) received by
a nonresident alien individual or a foreign corporation, if such interest
is not effectively connected with the conduct of a trade or business
within the United States,”.

(B) Section 861 is amended by adding at the end thereof the following
new subsection :

“(e) INTEREST ON DEPoSITS, ETc.—For purposes of subsection (a) (1) (A),
the amounts described in this subsection are—

“(1) deposits with persons carrying on the banking business,

“(2) deposits or withdrawable accounts with savings institutions char-
tered and supervised as savings and loan or similar associations under
Federal or State law, but only to the extent that amounts paid or credited
on such deposits or accounts are deductible under section 591 in computing
the taxable income of such institutions, and

“(3) amounts held by an insurance company under an agreement to pay
interest thereon.

Effective with respect to amounts paid or credited after December 31, 1971,
subsection (a) (1) (A) and this subsection shall cease to apply.”

(2) Section 861(a) (1) is amended by striking out “and” at the end of
subparagraph (B), by striking out the period at the end of subparagraph
(C) and inserting in lieu thereof *, and”, and by adding at the end thereof
the following new subparagraph: -

“(D) interest on deposits with a foreign branch of a domestic cor-
poration, if such branch is engaged in the commercial banking business.”

(38) (A) Section 895 (relating to income derived by a foreign central
bank of issue from obligations of the United States) is amended—

SEc.
a
b
c
d

~ s

(
(
(
&
(f

~
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(i) by striking out “shall not be included” and inserting in lieu
thereof ¢, or from interest on deposits with persons carrying on the
banking business, shall not be included” ;

(ii) by striking out “such obligations” and inserting in lieu thereof
“such obligations or deposits”;

(iii) by adding at the end thereof the following new sentence: “For
purposes of the preceding-sentence, the Bank for International Settle-
ments shall be treated as a foreign central bank of issue with respect
to (iinterest on deposits with persons carrying on the banking business.” ;
an

(iv) by striking out the heading and inserting in lieu thereof the
following :

“SEC. 895. INCOME DERIVED BY A FOREIGN CENTRAL BANK OF ISSUE
FROM OBLIGATIONS OF THE UNITED STATES OR FROM
BANK DEPOSITS.”

(B) The table of sections for subpart C of part II of subchapter N of
chapter 1 is amended by striking out the item relating to section 895 and
inserting in lieu thereof the following:

“Sec. 895. Income derived by a foreign central bank of issue from obligations
of the United States or from bank deposits.”

(b) DIVIDENDS.—

(1) Section 861(a)(2){(B) (relating to dividends from sources within
the United States) is amended to read as follows:

(B) from a foreign corporation unless less than 80 percent of the
gross income from all sources of such foreign corporation for the
3-year period ending with the close of its taxable year preceding the
declaration of such dividends (or for such part of such period as the
corporation has been in existence) was effectively connected with the
conduct of a trade or business within the United States; but only in
an amount which bears the same ratio to such dividends as the gross
income of the corporation for such period which is effectively con-
nected with the conduct of a trade or business within the United States
bears to its gross income from all sources; but dividends from a for-
eign corporation shall, for the purposes of subpart A of part IIT (re-
lating to foreign tax credit), be treated as income from sources without
the United States to the extent (and only to the extent) exceeding the
amount which is 100/85ths of the amount of the deduction allowable
under section 245 in respect of such dividends, or”.

(2) Section 861(a)(2) is amended by adding after subparagraph (C)

the following :
“For purposes of subparagraph (B), the gross income of the foreign corpo-
ration for any period before the first taxable year beginning after December
81, 1966, which is effectively connected with the conduct of a trade or busi-
ness within the United States is an amount equal to the gross income for
such period from sources within the United States.”

(¢) PERsSONAL SERVICES.—Section 861(a) (8) (C) (ii) (relating to income from
personal services) is amended to read as follows:

“(ii) an individual who is a citizen or resident of the United States,
domestic partnership, or a domestic corporation, if such labor or serv-
ices are performed for an office or place of business maintained in a for-
eign country or in a possession of the United States by such individual,
partnership, or corporation.”

(d) DEerFINITIONS.—Section 864 (relating to definitions) is amended—

(1) by striking out “For purposes of this part,” and inserting in lieu
thereof

“(a) SALE, Brc.—For purposes of this part,”; and

(2) by adding at the end thereof the following new subsections : :

“(b) TRADE OrR BUSINESS WITHIN THE UNITED StaTES.—For purposes of this
part, part II, and chapter 3, the term ‘trade or business within the United States’
includes the performance of personal services within the United States at any
time within the taxable year, but does not include-—

(1) PERFORMANCE OF PERSONAL SERVICES FOR FOREIGN EMPLOYER.—The per-
formance of personal services—
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“(A) for a nonresident alien individual, foreign partnership, or for-
eign corporation, not engaged in trade or business within the United
States, or

“(B) for an office or place of business maintained in a foreign coun-
try or in a possession of the United States by an individual who is a
citizen or resident of the United States or by a domestic partnership
or a domestic corporation.

by a nonresident alien individual temporarily present in the United States
for a period or periods not exceeding a total of 90 days during the taxable
year and whose compensation for such services does not exceed in the

aggregate $3,000.
“(2) TRADING IN SECURITIES OR COMMODITIES.—

u(c)

“(A) STOCKS AND SECURITIES.— :

“(i) Except in the case of a dealer in stocks or securities, trad-
ing in stocks or securities for the taxpayer’s own account, whether
by the taxpayer or his employees or through a resident broker,
commission agent, custodian, or other agent, and whether or not
any such agent has discretionary authority to make decisions in
effecting the transactions. This clause shall not apply in the case
of a corporation (other than a corporation which is, or but for
section 542(c) (7) would be, a personal holding company) the prin-
cipal business of which is trading in stocks or securities for its own
account, if its principal office is in the United States.

“(ii) In the case of a person who is a dealer in stocks or securities,
trading in stocks or securities for his own account through a resi-
dent broker, commission agent, custodian, or other independent
agent.

“(B) COMMODITIES.—

“(1) Except in the case of a dealer in commodities, trading in
commodities for the taxpayer’s own account, whether by the tax-
payer or his employees or through a resident broker, commission
agent, custodian, or other agent, and whether or not any such agent
has discretionary authority to make decisions in effecting the
transactions.

“(ii) In the case of a person who is a dealer in commodities,
trading in commodities for his own account through a resident
broker, commission agent, custodian, or other independent agent.

“(iii) Clauses (i) and (ii) apply only if the commodities are of a
kind customarily dealt in on an organized commodity exchange and °
if the transaction is of a kind customarily consummated at such
place.

“(C) LiMIraTioN.—Subparagraphs (A) (ii) and (B) (ii) shall apply
only if, at no time during the taxable year, the taxpayer has an office or
place of business in the United States through which or by the direction
of which the transactions in stocks or securities, or in commodities, as
the case may be, are effected.

EFrFeCTIVELY CONNECTED INCOME, EtTCc.—

“(1) GENERAL RULE—For purposes of this title—

“(A) In the case of a nonresident alien individual or a foreign cor-
poration engaged in trade or business within the United States during
the taxable year, the rules set forth in paragraphs (2), (3), and (4)
shall apply in determining the income, gain, or loss which shall be
treated as effectively connected with the conduct of a trade or business
within the United States.

“(B) Except as provided in section 871(d) or section 882(d), in the
case of a nonresident alien individual or a foreign corporation not
engaged in trade or business within the United States during the tax-
able year, no income, gain, or loss shall be treated as effectively con-
nected with the conduct of a trade or business within the United States.

“(2) PERIGDICAL, ETC., INCOME FROM SOURCES WITHIN UNITED STATES—

FACTORS.—In determining whether income from sources within the United
States of the types described in seection 871(a) (1) or section 881(a), or
whether gain or loss from sources within the United States from the
sale or exchange of capital assets, is effectively connected with the conduct
of a trade or business within the United States, the factors taken into
account shall include whether—
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“(A) the income, gain, or loss is derived from assets used in or held
for use in the conduct of such trade or business, or

“(B) the activities of such trade or business were a material factor
in the realization of the income, gain, or loss.

In determining whether an asset is used in or held for use in the conduct
of such trade or business or whether the activities of such trade or business
were a material factor in realizing an item of income, gain, or loss, due
regard shall be given to whether or not such asset or such income, gain, or
loss was accounted for through such trade or business. In applying this
paragraph and paragraph (4), interest referred to in section 861(a) (1) (A)
shall be considered income from sources within the United States.

“(3) OTHER INCOME FROM SOURCES WITHIN UNITED STATES.—AIl income,
gain, or loss from sources within the United States (other than income,
gain, or loss to which paragraph (2) applies) shall be treated as effectively
connected with the conduct of a trade or business within the United States.

“(4) INCOME FROM SOURCES WITHOUT UNITED STATES.—

“(A) Except as provided in subparagraph (B), no income, gain, or
Joss from sources without the United States shall be treated as effec-
tively connected with the conduct of a trade or business within the
United States. .

“(B) Income, gain, or loss from sources without the United States
shall be treated as effectively connected with the conduct of a trade or
business within the United States by a nonresident alien individual or a
foreign corporation if such person has an office or other fixed place of
business within the United States to which such income, gain, or loss is
attributable and such income, gain, or loss—

“(i) consists of rents or royalties for the use of or for the privilege
of using intangible property described in section 862(a)(4) (in-
cluding any gain or loss realized on the sale of such property) de-
rived in the active conduct of such trade or business;

“(ii) consists of dividends or interest, or gain or loss from the
sale or exchange of stock or notes, bonds, or other evidences of in-
debtedness, and either is derived in the active conduct of a banking,
financing, or similar buisness within the United States or is re-
ceived by a corporation the principal business of which is trading in
stock or securities for its own account ; or .

“(iii) is derived from the sale (without the United States)
through such office or fixed place of business of personal property
deseribed in section 1221(1), except that this clause shall not apply
if the property is sold for use, consumption, or disposition outside
the United States and an office or other fixed place of business of the
taxpayer outside the United States participated materially in such
sale.

In the case of a sale described in clause (iii), the income which shall
be treated as attributable to the office or other fixed place of business
within the United States shall not exceed the income which would be
derived from sources within the United States if the sale were made in
the United States.

“(C) No income, gain, or loss from sources without the United States
shall be treated as effectively connected with the conduct of a trade
or business within the United States if it either—

“(i) consists of dividends, interest, or royalties paid by a foreign
corporation in which the taxpayer owns (within the meaning of sec-
tion 958(a) ), or is considered as owning (by applying the ownership
rules of section 958 (b)), more than 50 percent of the total combined
voting power of all classes of stock entitled to vote, or

“(ii) is subpart F income within the meaning of section 952(a).”

(e) EFrFECTIVE DATES.—

(1) The amendments made by subsections (a), (¢), and (d) shall apply
with respect to taxable years beginning after December 31, 1966.

(2) The amendments made by subsection (b) shall apply with respect to
amounts received after December 31, 1966.

SEC. 3. NONRESIDENT ALIEN INDIVIDUALS.

(a) Tax oN NONRESIDENT ALIEN INDIVIDUALS.—
(1) Section 871 (relating to tax on nonresident alien individuals) is
amended to read as follows:
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“SEC. 871. TAX ON NONRESIDENT ALIEN INDIVIDUALS.

“(a) INcoME Nor CONNECTED WITH UNITED STATES BUSINESS—30 PERCENT
TAx.—

“(1) INCOME OTHER THAN CAPITAL GAINS.—There is hereby imposed for
each taxable year a tax of 30 percent of the amount received from sources
within the United States by a nonresident alien individual as—

“(A) interest, dividends, rents, salaries, wages, premiums, annuities,
compensations, remunerations, emoluments, and other fixed or deter-
minable annual or periodical gains, profits, and income, .

(B) gains described in section 402(a) (2), 403(a) (3), or 631 (b)
or (e), and gains on transfers described in section 1235, and

“(C) amounts which under section 341, or under section 1232 (in
the case of bonds or other evidences of indebtedness issued after Sep-
tember 28, 1965), are treated as gains from the sale or exchange of
property which is not a capital asset,

but only to the extent the amount so received is not effectively connected
with the conduct of a trade or business within the United States.

““(2) CAPITAL GAINS OF ALIENS PRESENT IN THE UNITED STATES 183 DAYS
OR MORE.—In the case of a nonresident alien individual present in the United
States for a period or periods aggregating 183 days or more during the
taxable year, there is hereby imposed for such year a tax of 30 percent of
the amount by which his gains, derived from sources within the United
States, from the sale or exchange at any time during such year of capital
assets exceed his losses, allocable to sources within the United States, from
the sale or exchange at any time during such year of capital assets. For
purposes of this paragraph, gains and losses shall be taken into acecount
only if, and to the extent that, they would be recognized and taken into
account if such gains-and losses were effectively conneected with the con-
duct of a trade or business within the United States, except that such
gains and losses shall be determined without regard to section 1202 (relating
to deduction for capital gains) and such losses shall be determined without
the benefits of the capital loss carryover provided in section 1212. Any
gain or loss which is taken into account in determining the tax under
paragraph (1) or subsection (b) shall not be taken into account in de-
termining the tax under this paragraph. For purposes of the 183-day
requirement of this paragraph, a nonresident alien individual not engaged
in trade or business within the United States who has not established a
taxable year for any prior period shall be treated as having a taxable year
which is the calendar year. -

“(b) INcoME CONNECTED WITH UNITED STATES BUSINESS—GRADUATED RATE
OF TAx.—

“(1) IMPOSITION OF TAX.—A nonresident alien individual engaged in trade
or business within the United States during the taxable year shall be
taxable as provided in section 1 or 1201(b) on his taxable income which
is effectively conmnected with the conduct of a trade or business within the
United States. :

“(2) DETERMINATION OF TAXABLE INCOME—In determining taxable income
for purposes of paragraph (1), gross income includes only gross income
which is effectively connected with the conduct of a trade or business within
the United States.

“(c) PARTICIPANTS IN CERTAIN EXCHANGE OR TRAINING Pro¢raAMS.—For pur-
poses of this section, a nonresident alien individual who (without regard to
this subsection) is not engaged in trade or business within the United States
and who is temporarily present in the United States as a nonimmigrant under
subparagraph (F) or (J) of section 101(a) (15) of the Immigration and Na-
tionality Act, as amended (8 U.8.C. 1101(a) (15) (F) or (J)), shall be treated
as a nonresident alien individual engaged in trade or business within the
United States, and any income described in section 1441(b) (1) or (2) which
is received by such individual shall, to the extent derived from sources within
the United States, be treated as effectively conuected with the condnet of a
trade or business within the United States.

“(d) ELEcTION T0 TREAT REAL PROPERTY INCOME AS INCOME CONNECTED WITH
UNITED STATES BUSINESS.—

‘(1) IN GENERAL.—A nonresident alien individual who during the taxable
year derives any income—
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“(A) from real property located in the United States, or from any
interest in such real property, including (i) gains from the sale or ex-
change of real property or an interest therein, (ii) rents or royalties
from mines, wells, or other natural deposits, and (iii) gains described
in section 631 (b) or (c), and

“(B) which, but for this subsection, would not be treated as in-
come which is effectively connected with the conduct of a trade or
business within the United States,

may elect for such taxable year to treat all such income as income which
is effectively conmnected with the conduct of a trade or business within the
United States. In such case, such income shall be taxable as provided in
subsection (b) (1) whether or not such individual is engaged in trade or
. business within the United States diiring the taxable year. An election
under this paragraph for any taxable year shall remain in effect for all
subsequent taxable years, except that’ it may be revoked with the consent
of the Secretary or his delegate with respect to any taxable year.

“(2) BLECTION AFTER REVOCATION.—If an election has been made under
paragraph (1) and such election has been revoked, a new election may
not be made under such paragraph for any taxable year before the 5th tax-
able year which begins after the first taxable year for which such revocation
is effective, unless the Secretary or his delegate consents to such new election.

“(3) ForM AND TIME OF ELECTION AND REVOCATION.—AmN election under
paragraph (1), and any revocation of such an election, may be made only
in such manner and at such time as the Secretary or his delegate may by
regulations preseribe.

“(e) Cross REFERENCES.—

“(1) For tax treatment of certain amounts distributed by the United
States to nonresident alien individuals, see section 402(a) (4).

“(2) For taxation of nonresident alien individuals who are expatriate
United States citizens, see section 877,

“(3) For doubling of tax on citizens of certain foreign countries, see
section 891.

“(4) For reinstatement of pre-1967 income tax provisions in the case
of residents of certain foreign countries, see section 896.

“(5). For withholding of tax at source on nonresident alien individuals,
see section 1441.

“(6) For the requirement of making a declaration of estimated tax
by certain nonresident alien individuals, see section 6015(i).

«(7) For taxation of gains realized upon certain transfers to domestic
corporations, see section 1250(d)(3).”

-~ (2) Section 1 (relating to tax on individuals) is amended by redesignat-
ing subsection (d) as subsection (e), and by inserting after subsection (c)
the following new subsection:

“(d) NONRESIDENT ALIENS.—In the case of a mnon-resident alien individual
the tax imposed by subsection (a) shall apply only as provided by section 871
or 877.”

(b) Gross INCOME.—

(1) Subsection (a) of section 872 (relating to gross income of nonresident
alien individuals) is amended to read as follows:

“(a) GENERAL RULE—In the case of a nonresident alien individual, gross
income includes only—

“(1) gross income which is derived from sources within the United States
and which is not effectively connected with the conduct of a trade or busi-
ness within the United States, and

“(2) gross income which is effectively connected with the conduct of a
trade or business within the United States.” ' .

(2) Subparagraph (B) of section 872(b) (3) (relating to compensation
of participants in certain exchange or training programs) is amended by
striking out “by a domestic corporation” and inserting in lieu thereof _“by
a domestic corporation, a domestic partnership, or an individual who is a
citizen or resident of the United States”. . .

(3) Subsection (b) of section 872 (relating to exclus_lons from gross in-
come) is amended by adding at the end thereof the following new paragraph :

“(4) BOND INTEREST OF RESIDENTS OF THE RYUKYU ISLANDS OR THE TRUST
TERRITORY OF THE PACIFIC ISLANDS.—Income derived by a nonresident alien
individual from a series E or series H United States savings bond, if such
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individual acquired such bond while a resident of the Ryukyu Islands or the
Trust Territory of the Pacific Islands.”
(¢) DEDPUCTIONS.—
(1) Section 873 (relating to deductions allowed to nonresident alien indi-
viduals) is amended to read as follows: : ’ ’

“SEC. 873. DEDUCTIONS.

“(a) GENERAL RULE.—In the case of a nonresident alien individual, the deduc-
tions shall be allowed only for purposes of section 871(b) and (except as pro-
vided by subsection (b)) only if and to the extent that they are connected
with income which is effectively connected with the conduct of a trade or bus-
iness within the United States; and the proper apportionment and allocation of
the deductions for this purpose shall be determined as provided in regulations
prescribed by the Secretary or his delegate.

“(b) ExceprioNs.—The following deductions shall be allowed whether or
not they are connected with income which is effectively connected with the con-
duct of a trade or business within the United States:

“(1) LosseEs.—The deduction, for losses of property not connected with the
trade or business if arising from certain casualties or theft, allowed by
section 165(c) (3), but only if the loss is of property located within the
the United States.

“(2) CHARITABLE CONTRIBUTIONS.—The deduction for charitable contri-
butions and gifts allowed by section 170.

“(3) PersoNAL ExEMPTION.—The deduction for personal exemptions al-
lowed by section 151, except that in the case of a nonresident alien individual
who is not a resident of a contiguous country only one exemption shall be
allowed under section 151.

“(ec) Cross REFERENCES.—

“(1) For disallowance of standard deduction, see section 142(b)(1).
“(2) For rule that certain foreign taxes are not to be taken into
account in determining deduction or credit, see section 906(b)(1).”
(2) Section 154(3) (relating to cross references in respect of deductions
for personal exemptions) is amended to read as follows:

“(3) For exemptions of nonresident aliens, see section 873(b)(3).”
(d) ALLOWANCE OF DEDUCTIONS AND CREDITS.—Subsection (a) of section 874
(relating to filing of returns) is amended to read as follows: -
“(a) RETURN PREREQUISITE TO ALLOWANCE.—A nonresident alien individual
shall receive the benefit of the deductions and credits allowed to him in this sub-
title only by filing or causing to be filed with the Secretary or his delegate a
true and accurate return, in the manner prescribed in subtitle F (sec. 6001 and
following, relating to procedure and administration), including therein all the
information which the Secretary or his delegate may deem necessary for the
calculation of such deductions and credits. This subsection shall not be con-
strued to deny the credits provided by sections 31 and 32 for tax withheld at
source or the credit provided by section 39 for certain uses of gasoline and lubri-
cating oil.”
(e) ExpATRIATION ToO AvoIip TAX.—
(1) Subpart A of part II of subchapter N of chapter 1 (relating to non-
resident alien individuals) is amended by redesignating section 877 as section
878, and by inserting after section 876 the following new section:

“SEC. 877. EXPATRIATION TO AVOID TAX.

“(a) In GENERAL—Every nonresident alien individual who at any time after
March 8, 1965, and within the 5-year period immediately preceding the close of
the taxable year lost United States citizenship, unless such loss did not have for
one of its principal purposes the avoidance -of taxes under this subtitle or sub-
title B, shall be taxable for such taxable year in the manner provided in subsec-
tion (b) if the tax imposed pursuant to such subsection exceeds the tax which,
without regard to this section, is imposed pursuant to section 871.

“(b) ALTERNATIVE TAX.—A nonresident alien individual described in subsertion
(a) shall be taxable for the taxable year as provided in section 1 or section
1201 (b), except that—

“(1) the gross income shall include only the gross income described in
section 872(a) (as modified by subsection (c¢) of this section), and

“(2) the deductions shall be allowed if and to the extent that they are
connected with the gross income included under this section, except that the
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capital loss carryover provided by section 1212(b) shall not be allowed ; and
the proper allocation and apportionment of the deductions for this purpose
shall be determined as provided under regulations prescribed by the Secre-
tary or his delegate.
For purposes of paragraph (2), the deduction allowed by section 873 (b) -shall be.
allowed ; and the deduction (for losses not connected with the trade or business
if incurred in transactions entered into for profit) allowed by section 165 (c) (2)
shall be allowed, but only if the profit, if such transaction had resulted in a profit,
would be included in gross income under this section.

“(¢) SpecIAL RULEs oF SoURCE.—For purposes of subsection (b), the following
istems of gross income shall be treated as income from sources within the United

tates:

“(1) SALE OF PROPERTY.—Gains on the sale or exchange of property (other
than stock or debt obligations) located in the United States.

“(2) STOCK OR DEBT OBLIGATIONS.—Gains on the sale or exchange of stock
issued by a domestic corporation or debt obligations of United States per-
sons or of the United States, a State or political subdivision thereof, or the
District of Columbia. )

“(d) EXCEPTION FOR Lo0ss OF CITIZENSHIP FOR CERTAIN CAUsES.—Subsection (a)
shall not apply to- a nonresident alien individual whose loss of United States
citizenship resulted from the application of section 301(b), 350, or 355 of the
Immigration and Nationality Act, as amended (8 U.S.C. 1401(b), 1482, or 1487).

“(e) BURDEN oF Proor.—If the Secretary or his delegate establishes that it
is reasonable to believe that an individual's loss of United States citizenship
would, but for this section, result in a substantial reduction for the taxable
year in the taxes on his probable income for such year, the burden of proving
for such taxable year that such loss of citizenship did not have for one of its
principal purposes the avoidance of taxes under this subtitle or subtitle B shall be
on such individual.”

(2) The table of sections for subpart A of part II of subchapter N of
chapter 1 (relating to nonresident alien individuals) is amended by striking
out the item relating to section 877 and inserting in lieu thereof the
following: ’

“Sec. 877. Expatriation to avoid tax.’
“Sec. 878. Foreign educational, charitable, and certain other exempt or-
ganizations.”

(f) PARTIAL ExcLUSION oF D1viDENDs.—Subsection (d) of section 116 (relating
to certain nonresident aliens ineligible for exclusion) is amended to read as
follows:

“(d) CERTAIN NONRESIDENT ALIENS INELIGIBLE FOR EXCLUSION.—In the case of
a nonresident alien individual, subsection (a) shall apply only—

“(1) in determining the tax imposed for the taxable year pursuant
to section 871(b) (1) and only in respect of dividends which are effectively
connected with the conduct of a trade or business within the United States,
or

“(2) in determining the tax imposed for the taxable year pursuant to
section 877 (b).”

(g) WITHHOLDING OF TAX ON NONRESIDENT ALIENS.—Section 1441 (relating
to withholding of tax on nonresident aliens) is amended—

(1) by striking out “(except interest on deposits with persons carrying
on the banking business paid to persons not engaged in business in the
United States)” in subsection (b) ;

(2) by striking out “and amounts described in section 402(a)(2)” and
all that follows in the first sentence of subsection (b) and inserting in lieu
thereof “and gains described in section 402(a) (2), 403(a) (2), or 631(b) or
(¢), and gains on transfers described in section 1235.7;

(3) by striking out paragraph (1) of subsection (c) and inserting in lieu
thereof the following new paragraph :

“(1) INCOME CONNECTED WITH UNITED STATES BUSINESS.—No deduction or
withholding under subsection (a) shall be required in the case of any item
of income (other than compensation for personal services) which is effec-
tively connected with the conduct of a trade or business within the United
States and on which a tax is imposed for the taxable year pursuant to
section 871(b) (1).”;
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(4) by amending paragraph (4) of subsection (c) to read as follows :

“(4) COMPENSATION OF CERTAIN ALIENS.—Under regulations prescribed
by the Secretary or his delegate, compensation for personal services may be
exempted from deduction and withholding under subsection (a) 75 and

(5) by striking out “amounts described in section 402(a) (2), section
403(a) (2), section 631 (b) and (c), and section 1235, which are considered
to be gains from the sale or exchange of capital assets,” in paragraph (5) of
subsection (c¢) and inserting in lieu thereof “gains described in section 402
(2) (2),403(a) (2), or 631 (b) or (¢), and gains on transfers described in sec-
tion 1285,”, and by striking out “proceeds from such sale or exchange,” in
such paragraph and inserting in lieu thereof “amount payable,”.

(h) LIABILITY FOR WITHHELD Tax.—Section 1461 (relating to return and pay-
ment of withheld tax) is amended to read as follows:

“SEC. 1461. LIABILITY FOR WITHHELD TAX. )

“Every person required to deduct and withhold any tax under this chapter
is hereby made liable for such tax and is hereby indemnified against the claims
and demands of any person for the amount of any payments made in accordance
with the provisions of this chapter.”

(i) DECLARATION OF ESTIMATED INCcOME TAX BY INpIVIDUALS.—Section 6015
(relating to declaration of estimated income tax by individuals) is amended—

(1) by striking out that portion of subsection (a) which precedes para-
graph (1) and inserting in lieu thereof the following:

“(a) REQUIREMENT OF DECLARATION.—Except as otherwise provided in sub-
section (i), every individual shall make a declaration of his estimated tax for
the taxable year if—" ;

(2) by redesignating subsection (i) as subsection (j) ; and

) (3) by inserting after subsection (h) the following new subsection:

“(i) NONRESIDENT ALIEN INDIVIDUALS.—No declaration shall be required to be
required to be made under this section by a nonresident alien individual unless—

“(1) withholding under chapter 24 is made applicable to the wages, as
defined in section 3401 (a), of such individual,

“(2) such individual has income (other than compensation for personal )
services subject to deduction and withholding under section 1441) which
is effectively connected with the conduct of a trade or business within the
United States, or

“(3) such individual is a resident of Puerto Rico during the entire
taxable year.”

(j) GaIN FroM DiSPOSITIONS OF CERTAIN DEPRECIABLE REALTY.—The second
sentence of paragraph (3) of section 1250(d) (relating to certain tax-free trans-
actions) is amended to read as follows: “This paragraph shall not apply to—

“(A) a disposition to an organization (other than a cooperative described
in section 521) which is exempt from the tax imposed by this chapter, or

“(B) a transfer of property by a nonresident alien individual, a foreign
estate or trust, or a foreign partnership, to @ domestic corporation in ex-
change for stock or securities in such corporation in a transaction to which
section 351 applies.”

(k) COLLECTION OF INCOME TAX AT SOURCE ON WAGES.—Subsection (a) of sec-
tion 3401 (relating to definition of wages for purposes of collection of income
tax at source) is amended by striking out paragraphs (6) and (7) and inserting
in lieu thereof the following: )

“(6) for such services, performed by a nonresident alien individual, as
may be ’(,iesignated by regulations prescribed by the Secretary or his dele-
gate; or”.

(1) DEFINITION OF FOREIGN ESTATE or TRUST.—Section 7701(a) (31) (defining
foreign estate or trust) is amended by striking out “from sources without the
United States” and inserting in lieu thereof “, from sources without the United
States which is not effectively connected with the conduct of a trade or business
within the United States,”.

(m) CONFORMING AMENDMENT.—The first sentence of section 932(a) (relating
to citizens of possessions of the United States) is amended to read as follows:
“Any individual who is a citizen of any possession of the United States (but not
otherwise a citizen of the United States) and who is not a resident of the United
States shall be subject to taxation under this subtitle in the same manner and
subject to the same conditions as in the case of a nonresident alien individual.”
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(n) EFFECTIVE DATES.—

(1) The amendments made by this section (other than the amendments
made by subsections (h) and (k)) shall apply with respect to taxable years
beginning after December 31, 1966.

(2) The amendments made by subsection (h) shall apply with respect to
payments occurring after December 31, 1966.

(3) The amendments made by subsection (k) shall apply with respect
to remuneration paid after December 31, 1966.

SEC. 4. FOREIGN CORPORATIONS.

(a) Tax oN INcOME Nor CONNECTED WITH UNITED STATES BuUsINEsSs.—Sec-
tion 881 (relating to tax on foreign corporations not engaged in business in the
United States) is amended to read as follows:

“«SEC. 881. INCOME OF FOREIGN CORPORATIONS NOT CONNECTED
WITH UNITED STATES BUSINESS.

“(a) IMmposITION OF Tax.—There is hereby imposed for each taxable year a tax
of 80 percent of the amount received from sources within the United States by
a foreign corporation as— :

“(1) interest, dividends, rents, salaries, wages, premiums, annuities,
compensations, remunerations, emoluments, and other fixed or determinable
annual or periodical gains, profits, and income,

“(2) gains described in section 631 (b) or (c¢), and

“(8) amounts which under section 341, or under section 1232 (in the case
of bonds or other evidences of indebtedness issued after September 28, 1965),
are treated as gains from the sale or exchange of property which is not a
capital asset,

but only to the extent the amount so received is not effectively connected with
the conduct of a trade or business within the United States.

“(b) DoUBLING OF TAX.— :

“For doubling of tax on corporations of certain foreign countries, see
section 891.”

(b) Tax oN INcoME CONNECTED WITH UNITED STATES BUSINESS.—

(1) Section 882 (relating to tax on resident foreign corporations) is
amended to read as follows: '

“SEC. 882. INCOME OF FOREIGN CORPORATIONS CONNECTED WITH
UNITED STATES BUSINESS.

“(a) NORMAL TAX AND SURTAX.— :

“(1) IMPOSITION OF TAX.—A foreign corporation engaged in trade or busi-
ness within the United States during the taxable year shall be taxable as
provided in section 11 or 1201(a) on its taxable income which is effectively
connected with the conduct of a trade or business within the United States.

“(2) DETERMINATION OF TAXABLE INCOME.—In determining taxable income
for purposes of paragraph (1), gross income includes only gross income which
is effectively connected with the conduct of a trade or business within the
United States.

“(b) Gross INcoME—In the case of a foreign corporation, gross income in-
cludes only— .

‘(1) gross income which is derived from sources within the United States
and which is not effectively connected with the conduct of a trade or business:
within the United States, and

«“(2) gross income which is effectively connected with the conduct of a
trade or business within the United States.

“(c) ALLOWANCE OF DEDUCTIONS AND CREDITS.—

“(1) ALLOCATION OF DEDUCTIONS.—

“(A) GENERAL RULE.—In the case of a foreign corporation, the deduc-
tions shall be allowed only for purposes of subsection (a) and (except as:
provided by subparagraph (B)) only if and to the extent that they are
connected with income which is effectively connected with the conduct
of a trade or business within the United States; and the proper appor-
tionment and allocation of the deductions for this purpose shall be
determined as provided in regulations prescribed by the Secretary or
his delegate.

“(B) CHARITABLE CONTRIBUTIONS.—The deduction for charitable con-
tributions and gifts provided by section 170 shall be allowed whether or-
not connected with income which is effectively connected with the con~
duct of a trade or business within the United States.
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“(2) DEDUCTIONS AND CREDITS ALLOWED ONLY IF RETURN FILED.—A foreign
corporation shall receive the benefit of the deductions and credits allowed
to it in this subtitle only by filing or causing to be filed with the Secretary
or his delegate a true and accurate return, in the manner prescribed in sub-
title F, including therein all the information which the Secretary or his
delegate may deem necessary for the calculation of such deductions and
credits. This paragraph shall not be construed to deny the credit provided
by section 32 for tax withheld at source or the credit provided by section 39
for certain uses of gasoline and lubricating oil.

“(3) FoREIGN TAX CREDIT.—Except as provided by section 906, foreign
corporations shall not be allowed the credit against the tax for taxes of for-
eign countries and possessions of the United States allowed by section 901.

“(4) CROSS REFERENCE.— .

“For rule that certain foreign taxes are not to be taken into account
in determining deduction or credit, see section 906(b) (1).

“(d) ErectioN To TREAT REAL PROPERTY INCOME AS INCOME CONNECTED WITH
UNITED STATES BUSINESS.—

“(1) IN GENERAL.—A foreign corporation which during the taxable year
derives any income—

“(A) from real property located in the United States, or from any
interest in such real property, including (i) gains from the sale or ex-
change of real property or an interest therein, (ii) rents or royalties
from mines, wells, or other natural deposits, and (iii) gains described
in section 631 (b) or (¢), and

‘“(B) which, but for this subsection, would not be treated as income
effectively connected with the conduct of a trade or business within the
United States,

may elect for such taxable year to treat all such income as income which is
effectively connected with the conduct of a trade or business within the
United States. In such case, such income shall be taxable as provided in
subsection (a) (1) whether or not such corporation is engaged in trade or
business within the United States during the taxable year. An election
under this paragraph for any taxable year shall remain in effect for all
subsequent taxable years, except that it may be revoked with the consent
of the Secretary or his delegate with respect to any taxable year.

“(2) ELECTION AFTER REVOCATION, ETC.—Paragraphs (2) and (3) of sec-
tion 871 (d) shall apply in respect of elections under this subsection in the
same manner and to the same extent as they apply in respect of elections
under section 871 (d).

“(e) RETURNS OF Tax BY AGENT.—If any foreign corporation has no office or
place of business in the United States but has an agent in the United States,
the return required under section 6012 shall be made by the agent.”

(2) (A) Subsection (e) of section 11 (relating to exceptions from tax
on corporations) is amended by inserting “or” at the end of paragraph (2),
by striking out *, or” at the end of paragraph (3) and inserting a period in
lieu thereof, and by striking out paragraph (4).

(B) Section 11 (relating to tax on corporations) is amended by adding
at the end thereof the following new subsection :

“(f) ForereN CorPORATIONS.—In the case of a foreign corporation, the tax
imposed by subsection (a) shall apply only as provided by section 882.”

(3) The table of sections for subpart B of part II of subchapter N of
chapter 1 is amended by striking out the items relating to sections 881 and
882 and inserting in lieu thereof the following :

“Sec. 881. In%omp of foreign corporations not connected with United States
“Sec. 882. Inchfll;l eﬁ% foreign corporations connected with United States
business.”

(¢) WiTHHOLDING OF TAx ON FOREIGN CORPORATIONS.—Section 1442 (relating
to withholding of tax on foreign corporations) is amended to read as follows:

“SEC. 1442. WITHHOLDING OF TAX ON FOREIGN CORPORATIONS.

‘“(a) GENERAL RULE.—In the case of foreign corporations subject to taxation
under this subtitle, there shall be deducted and withheld at the source in the
same manner and on the same items of income as is provided in section 1441
or section 1451 a tax equal to 30 percent thereof; except that, in the case of
interest described in section 1451 (relating to tax-free covenant bonds), the
deduction and withholding shall be at the rate specified therein. For purposes of
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the preceding sentence, the reference in section 1441 (c) (1) to section 871(b) (1)
shall be treated as referring to section 842 or section 882(a), as the case may be.

“(b) BExXEMPTION.—Subject to such terms and conditions as may be provided
by regulations prescribed by the Secretary or his delegate, subsection (a) shall
not apply in the case of a foreign corporation engaged in trade or business
within the United States if the Secretary or his delegate determines that the
requirements of subsection (a) imposes an undue administrative burden and
that the collection of the tax imposed by section 881 on such corporation will not
be jeopardized by the exemption.” :

(d) DivipENDS RECEIVED FROM CERTAIN FOREIGN CORPORATIONS.—Subsection
(a) of section 245 (relating to the allowance of a deduction in respect of dividends
received from a foreign corporation) is amended—

(1) by striking out “and has derived 50 percent or more of its gross
income from sources within the United States,” in that portion of sub-
section (a) which precedes paragraph (1) and by inserting in lieu thereof
“and if 50 percent or more of the gross income of such corporation from all
sources for such period is effectively connected with the conduct of a trade
or business within the United States,” ;

(2) by striking out “from sources within the United States” in paragraph
(1) ‘and inserting in lieu thereof “which is effectively connected with the
conduct of a trade or business within the United States”;

(8) by striking out “from sources within the United States” in paragraph
(2) and inserting in lieu thereof “, which is effectively connected with the
conduct of a trade or business within the United States,”; and

(4) by adding after paragraph (2) the following new sentence:

“For purposes of this subsection, the gross income of the foreign corporation for
any period before the first taxable year beginning after December 31, 1966, which
is effectively connected with the conduct of a trade or business within the United
States is an amount equal to the gross income for such mperiod from sources
within the United States.”

(e) UNRELATED BuUsINESS TaxaBLE INcoME.—The last sentence of section
512(a) (relating to definition) is amended to read as follows: “In the case of an
organization described in section 511 which is a foreign organization, the un-
related business taxable income shall be its unrelated business taxable income
which is effectively connected with the conduct of a trade or business within the
United States.” :

(f) CORPORATIONS SUBJECT TO PERSONAL HOLDING COMPANY Tax.—Paragraph
(7) of section 542(c) (relating to corporations not subject to the personal hold-
ing company tax) is amended to read as follows:

“(7) a foreign corporation, if all of its stock outstanding during the last
half of the taxable year is owned by nonresident alien individuals, whether
directly or indirectly through foreign estates, foreign trusts, foreign partner-
ships, or other foreign corporations;”.

(2) AMENDMENTS WITH RESPECT T0 FOREIGN CORPORATIONS CARRYING ON IN-
SURANCE BUSINESS IN UNITED STATES.— )

(1) Section 842 (relating to computation of gross income) is amended
to read as follows:

“SEC. 842. FOREIGN CORPORATIONS CARRYING ON INSURANCE BUSI-

NESS.

«If g foreign corporation carrying on an insurance business within the United
States would qualify under part I, II, or III of this subchapter for the taxable
year if (without regard to income not effectively connected with the conduct
of any trade or business within the United States) it were a domestic corpora-
tion, such corporation shall be taxable under such part on its income effectively
connected with its conduct of any trade or business within the United States.
With respect to the remainder of its income, which is from sources within the
United States, such a foreign corporation shall be taxable as provided in section

881.”

(2) The table of sections for part IV of subchapter L of chapter 1 is
amended by striking out the item relating to section 842 and inserting in
lieu thereof the following:

“Sec, 842. Foreign corporations carrying on insurance business.”

(3) Section 819 (relating to foreign life insurance companies) is

amended—
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(A) by striking out subsections (a) and (d) and by redesignating
subsections (b) and (c) as subsections (a) and (b),

(B) by striking out “In the case of any company described in sub-
section (a),” in subsection (a) (1) (as redesignated by subparagraph
(A)) and inserting in lieu thereof “In the case of any foreign corpora-
tion taxable under this part,”,

(C) by striking out “subsection (c¢)” in the last sentence of subsec-
tion (a) (2) (as redesignated by subparagraph (A)) and inserting in
lieu thereof “subsection (b)”,

(D) by adding at the end of subsection (a) (as redesignated by
subparagraph (A)) the following new paragraph:

“(8) REDUCTION OF SECTION 881 TAX.—In the case of any foreign corpora-
tion taxable under this part, there shall be determined— :

“(A) the amount which would be subject to tax under section 881
if the amount taxable under such section were determined without
regard to sections 103 and 894, and

“(B) the amount of the reduction provided by paragraph (1).

The tax under section 881 (determined without regard to this paragraph)
shall be reduced (but not below zero) by an amount which is the same pro-
portion of such tax as the amount referred to in subparagraph (B) is of the
amount referred to in subparagraph (A); but such reduction in-tax shall
not exceed the increase in tax under this part by reason of the reduction
provided by paragraph (1).”,

(E) by striking out “for purposes of subsection (a)” each place it
appears in subsection (b) (as redesignated by subparagraph (A)) and
inserting in lieu thereof “with respect to a foreign corporation”,

(F') by striking out “foreign life insurance company” each place it
appears in such subsection (b) and inserting in lieu thereof “foreign
corporation”,

(G) by striking out “subsection (b) (2) (A)” each place it appears in
?uch subsection (b) and inserting in lieu thereof “subsection (a)(2)

A)",

(H) by striking out “subsection (b) (2) (B)” in paragraph (2)(B) (ii)

- of such subsection (b) and inserting in lieu thereof “subsection (a) (2)

(B)”, and
(I) by adding at the end thereof the following new subsection :
“(c) Cross REFERENCE.—

“For taxation of foreign corporations carrying on life insurance busi-
ness within the United States, see section 842.”

(4) Section 821 (relating to tax on mutual insurance companies to which
part II applies) is amended—

(A) by striking out subsection (e) and by redesignating subsections
(f) and (g) as subsections (e) and (f), and

(B) by adding at the end of subsection (f) (as redesignated by sub-
paragraph (A)) the following :

“(3) For taxation of foreign corporations carrying on an insur-
ance business within the United States, see section 842.”

(5) Section 822 (relating to determination of taxable investment income)
is amended by striking out subsection (e) and by redesignating subsection
(f) as subsection (e).

(6) Section 831 (relating to tax on certain other insurance companies) is
amended—

(A) by striking out subsection (b) and by redesignating subsection
(e) as subsection (b), and

(B) by amending subsection (d) to read as follows:

“(¢) Cross REFERENCES.— i
“(1) For alternative tax in case of capital gains, see section 1201(a).
“(2) For taxation of foreign corporations carrying on an insurance
business within the United States, see section 842.”

(7) Section 832 (relating to insurance company taxable income) is
amended by striking out subsection (d) and by redesignating subsection (e)
as subsection (d).

(8) The second sentence of section 841 (relating to credit for foreign
taxes) is amended by striking out “sentence,” and inserting in lieu thereof
“sentence (and for purposes of applying section 906 with respect to a foreign
corporation subject to tax under this subchapter),”.
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(h) SuspArT F INCOME.—Section 952(b) (relating to exclusion of United
States income) is amended to read as follows :

“(b) ExcLusIioN oF UNITED STATES INcoME.—In the case of a controlled foreign
~corporation, subpart F income does not include any item of income from sources
"within the United States which is effectively connected with the conduct by such
~corporation of a trade or business within the United States unless such item is
exempt from taxation (or is subject to a reduced rate of tax) pursuant to a treaty
obligation of the United States.” .

(i) GAIN FroM CERTAIN SALES OR EXCHANGES OF STOCK IN CERTAIN FOREIGN
CorpPORATIONS.—Paragraph (4) of section 1248 (d) (relating to exclusions from
earnings and profits) is amended to read as follows:

“(4) UNITED STATES INCOME.—Any item includible in gross of the foreign
corporation under this chapter—

“(A) for any taxable year beginning before January 1, 1967, as income
derived from sources within the United States of a foreign corporation
engaged in trade or business within the United States, or

“(B) for any taxable year beginning after December 31, 1966, as
income effectively connected with the conduct by such corporation of a
trade or business within the United States.

This paragraph shall not apply with respect to any item which is exempt
from taxation (or is subject to a reduced rate of tax) pursuant to a treaty
obligation of the United States.”

(j) DECLARATION OF ESTIMATED INCOME TAX BY CORPORATIONS.—Section 6016
(relating to declarations of estimated income tax by corporations) is amended
by redesignating subsection (f) as subsection (g) and by inserting after subsec-
tion (e) the following new subsection:

“(f) CERTAIN FOREIGN CORPORATIONS.—For purposes of this section and section
6655, in the case of a foreign corporation subject to taxation under section 11 or
1201(a), or under subchapter L of chapter 1, the tax imposed by section 881
shall be treated as a tax imposed by section 11.”

(k) TECHNICAL AMENDMENTS.—

(1) Section 884 is amended to read as follows:

“SEC. 884. CROSS REFERENCES.

“(1) For special provisions relating to unrelated business income of
foreign educational, charitable, and certain other exempt organizations,
see section 512(a).

“(2) For special provisions relating to foreign corporations carrying
on an insurance business within the United States, see section 842.

“(3) For rules applicable in determining whether any foreign corpora-
tion is engaged in trade or business within the United States, see sec-
tion 864(b).

“(4) For reinstatement of pre-1967 income tax provisions in the case
of corporations of certain foreign countries, see section 896.

“(5) For allowance of credit against the tax in case of a foreign
corporation having income effectively connected with the conduct of a
trade or business within the United States, see section 906.

“(6) For withholding at source of tax on income of foreign corpora-
tions, see section 1442,

(2) Section 953(b) (3) (F') is amended by striking out “832(b) (5)” and
inserting in lieu thereof “832(c) (5)”.

(3) Section 1249(a) is amended by striking out “Except as provided in
subsection (c), gain” and inserting in lieu thereof “Gain”.

(1) ErrecTivE DAaTEs.—The amendments made by this section (other than sub-
section (i)) shall apply with respect to taxable years beginning after December
81, 1966. The amendment made by subsection (i) shall apply with respect to
sales or exchanges occurring after December 31, 1966.

SEC. 5. SPECIAL TAX PROVISIONS.

(a) INCOME AFFECTED BY TrREATY.—Section 894 (relating to income exempt
under treaties) is-amended to read as follows:
“SEC. 894. INCOME AFFECTED BY TREATY.

“(a) INcoME Exempr UNpDER TREATY.—Income of any kind, to the extent re-

quired by any treaty obligation of the United States, shall not be included in
gross income and shall be exempt from taxation under this subtitle.
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“(b) PERMANENT ESTABLISHMENT IN UNITED STATES.—For purposes of apply-
ing any exemption from, or reduction of, any tax provided by any treaty to which
the United States is a party with respect to income which is not effectively
connected with the conduct of a trade or business within the United States, a
nonresident alien individual or a foreign corporation shall be deemed not to have
a permanent establishment in the United States at any time during the taxable
year. This subsection shall not apply in respect of the tax computed under
section 877(b).” .

(b) APPLICATION OF PRE-1967 INcOME TAX Provisions.—Subpart C of part II
of subchapter N of chapter 1 (relating to miscellaneous provisions applicable to
nonresident aliens and foreign corporations) is amended by adding at the end
thereof the following new section :

“SEC. 896. APPLICATION OF PRE-1967 INCOME TAX PROVISIONS.

‘“(a) IMPOSITION OF MORE BURDENSOME TAXES BY FOREIGN COUNTRY.—When-
ever the President finds that—

“(1) under the laws of any foreign country, considering the tax system
of such foreign country, citizens of the United States not residents of such
foreign country or domestic corporations are being subjected to more burden-
some taxes, on any item of income received by such citizens or corporations
from sources within such foreign country, than taxes imposed by the provi-
sions of this subtitle on similar income derived from sources within the
United States by residents or corporations of such foreign country.

‘“(2) such foreign country, when requested by the United States to do so,
has not acted to revise or reduce such taxes so that they are no more burden-
some than taxes imposed by the provisions of this subtitle on similar income
derived from sources within the United States by residents or corporations of
such foreign country, and

“(8) it is in the public interest to apply pre-1967 tax provisions in accord-
ance with the provisions of this section to residents or corporations of such
foreign country, .

the President shall proclaim that the tax on such similar income derived from
.sources within the United States by residents or corporations of such foreign
country shall, for taxable years beginning after such proclamation, be deter-
mined under this subtitle without regard to amendments made to this subchapter
and chapter 3 on or after the date of enactment of this section.

“(b) ALLEVIATION OF MORE BURDENSOME TAXES.—Whenever the President finds
that the laws of any foreign country with respect to which the President has made
a proclamation under subsection (a) have been modified so that citizens of the
United States not residents of such foreign country or domestic corporations are
no longer subject to more burdensome taxes on such item of income derived by
such citizens or corporations from sources within such foreign country, he shall
proclaim that the tax on such similar income derived from sources within the
United States by residents or corporations of such foreign country shall, for
any taxable year beginning after such proclamation, be determined under this
subtitle without regard to subsection (a).

““(c) NOTIFICATION OF CONGRESS REQUIRED.—No proclamation shall be issued
by the President pursuant to this section unless, at least 30 days prior to such
proclamation, he has notified the Senate and the House of Representatives of his
intention to issue such proclamation.

“(d) IMPLEMENTATION BY REGULATIONS.—The Secretary or his delegate shall
prescrilz’e such regulations as he deems necessary or appropriate to implement this
section.

(c) CreEricAL AMENDMENTS.—The table of sections for subpart C of part II
of subchapter N of chapter 1 is amended—

(1) by striking out the item relating to section 894 and inserting in lieu
thereof

‘“Sec. 894. Income affected by treaty.”;

(2) by adding at the end of such table the following :

“Sec. 896. Application of pre-1967 income tax provisions.”

.(d) ErFrEcTIVE DATE—The amendments made by this section shall apply with
respect to taxable years beginning after December 31, 1966.

SEC. 6. FOREIGN TAX CREDIT. '’
(a) ALLOWANCE OF CREDIT TO CERTAIN NONRESIDENT ALIENS AND FOREIGN
CORPORATIONS.—
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(1) Subpart A of part III of subchapter N of chapter 1 (relating. to
foreign tax credit) is amended by adding at the end thereof the following
new section:

“SEC. 906. NONRESIDENT ALIEN INDIVIDUALS AND FOREIGN CORPO;
RATIONS. R :
“(a) ALLOWANCE OF CREDIT.—A nonresident alien individual or a foreign
corporation engaged in trade or business within the United States during the
taxable year shall be allowed a credit under section 901 for the amount of any
income, war profits, and excess profits taxes paid or accrued during the taxable
year (or deemed, under section 902, paid or accrued during the taxable year)
to any foreign country or possession of the United States with respect to income
effectively connected with the conduct of a trade or business within the United
States.
“(b) SpPECIAL RULES.— )

“(1) For purposes of subsection (a) and for purposes of determining the
deductions allowable under sections 873(a) and 882(c), in determining the
amount of any tax paid or accrued to any foreign country or possession there
shall not be taken into account any amount of tax to the extent the tax so
paid or accrued is imposed with respect to income which would not be taxed
by such foreign country or possession but for the fact that—

“(A) in the case of a nonresident alien individual, such individual
is a citizen or resident of such foreign country or possession, or

“(B) in the case of a foreign corporation, such corporation was
created or organized under the law of such foreign country or possession
or is domiciled for tax purposes in such country or possession.

“(2) For purposes of subsection (a), in applying section 904 the tax-
payer’s taxable income shall be treated as consisting only of the taxable
income effectively connected with the taxpayer’s conduct of a trade or busi-
ness within the United States.

“(8) The credit allowed pursuant to subsection (a) shall not be allowed
against any tax imposed by section 871(a) (relating to income of non-
resident alien individual not connected with United States business) or
881 (relating to income of foreign corporations not connected with United
States business).

“(4) For purposes of sections 902(a) and 78, a foreign corporation choos-
ing the benefits of this subpart which receives dividends shall, with respect
to such dividends, be treated as a domestic corporation.”

(2) The table of sections for such subpart A is amended by adding at the
end thereof the following :

“Sec. 906. Nonresident alien individuals and foreign corporations.”

(8) Section 874(c) is amended by striking out

“(e) ForeEieN Tax CREDIT NoT ALLOWED.—A nonresident” and inserting in

lieu thereof the following:

“(e) ForeieN Tax CrepiT.—Except as provided in section 906, a nonresident”.

(4) Subsection (b) of section 901 (relating to amount allowed) is amended
by redesignating paragraph (4) as paragraph (5), and by inserting after
paragraph (3) the following new paragraph:

“(4) NONRESIDENT ALIEN INDIVIDUALS AND FOREIGN CORPORATIONS.—In the
case of any nonresident alien individual not described in section 876 and
in the case of any foreign corporation, the amount determined pursuant
to section 906 ; and”.

(5) Paragraph (5) (as redesignated) of section 901(b) is amended by
striking out “or (3),” and inserting in lieu thereof “(3), or (4),”.

t (6) The amendments made by this subsection shall apply with respect
to taxable years beginning after December 31, 1966. In applying section
904 of the Internal Revenue Code of 1954 with respect to section 906 of
such Code, no amount may be carried from or to any taxable year beginning
before January 1, 1967, and no such year shall be taken into account.

(b) ALIEN RESIDENTS OF THE UNITED STATES OR PUERTO RICO.—

(1) Paragraph (3) of section 901(b) (relating to amount of foreign tax
credit allowed in case of alien resident of the United States or Puerto
Rico) is amended by striking out “, if the foreign country of which such
alien resident is a citizen or subject, in imposing such taxes, allows a similar
credit to citizens of the United States residing in such country”.

546



FOREIGN INVESTORS TAX ACT OF 1966 21

' (2) Section 901 is amended by redesignating subsections (c¢) and (d)
as subsections (d) and (e), and by inserting'after subsection (b) the
following new subsection : ) o

“(c) SIMILAR CREDIT REQUIRED FOR CERTAIN ATLIEN RESIDENTS.—Whenever the
President finds that— < - ‘

’ “(1) a foreign country, in imposing income, war .profits, and excess
profits taxes, does not allow to citizens ‘of the United States residing in such
foreign country a credit for any such taxes paid or accrued to the United
States or-any foreign country, as the case may be, similar to the credit
allowed under subsection (b) (3), : :

“(2) such foreign country, when requested by the United States to do
s0, has not acted to provide such a similar credit to citizens of the United
States residing in such foreign country, and"

“(8) it is in the public interest to allow the credit under subsection
(b) (3) to citizens or subjects of such foreign country only if it allows
such a similar credit to citizens of the United States residing in such foreign

C‘(mn’tl'y, )
the President shall proclaim that, for taxable years beginning while the procla-
mation remains in effect, the credit under subsection (b)(3) shall be allowed
to citizens or subjects of such foreign country only if such foreign country,
in imposing income, war profits, and excess profits taxes, allows to citizens of
the United States residing in such foreign country such a similar credit.”

(3) Section 2014 (relating to credit for foreign death taxes) is amended
by striking out the second sentence of subsection (a), and by adding at
the end of such section the following new subsection : i

“(h) SIMILAR CREDIT REQUIRED FOR CERTAIN ALIEN RESIDENTS.—Whenever the
President finds that—

“(1) a foreign country, in imposing estate, inheritance, legacy, or suc-
cession taxes, does not allow to citizens of the United States resident in
such foreign country at the time of death a credit similar to the credit
allowed under subsection (a),

“(2) such foreign country, when requested by the United States to do
so, has not acted to provide such a similar credit in the case of citizens
of the United States resident in such foreign country at the time of death,
and

“(8) it is in the public interest to allow the credit under subsection (a)
in the case of citizens or subjects of such foreign country only if it allows
such a similar credit in the case of citizens of the United States resident
in such foreign country at the time of death,

the President shall proclaim that, in the case of citizens or subjects of such
foreign country dying while the proclamation remains in effect, the credit un-
der subsection (a) shall be allowed only if such foreign country allows such
a similar credit in the case of citizens of the United States resident in such
foreign country at the time of death.”

(4) The amendments made by this subsection (other than paragraph (3))
shall apply with respect to taxable years beginning after December 31,
1966. The amendment made by paragraph (3) shall apply with respect to
estates of decedents dying after the-date of the enactment of this Act.

SEC. 7. AMENDMENT TO PRESERVE EXISTING LAW ON DEDUCTIONS
UNDER SECTION 931.

(a) Depucrrons.—Subsection (d) of section 931 (relating to deductions) is
amended to read as follows:
“(d) DEDUCTIONS.—

“(1) GENERAL RULE.—Except as otherwise provided in this subsection
and subsection (e), in the case of persons entitled to the benefits of this
section the deductions shall be allowed only if and to the extent that they
are connected with income from sources within the United States; and the
proper apportionment and allocation of the deductions with respect to
sources of income within and without the United States shall be determined
as provided in part I, under regulations prescribed by the Secretary or his
delegate. :

“(2) ExceprioNs.—The following deductions shall be allowed whether
or not they are connected with income from sources within the United
States: - :
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“(A) The deduction, for losses not connected with the trade or busi-
ness if incurred in transactions entered into for profit, allowed by sec-
tion 165(¢) (2), but only if the profit, if such transaction had resulted
in a profit, would be taxable under this subtitle.

“(B) The deduction, for losses of property not .connected with the
trade or business if arising from certain casualties or theft, allowed
by section 165(c) (3), but only if the loss is of property within the
United States.

“(C) The deduction for charitable contnbutmns and gifts allowed by
section 170.

“(8) DEDUCTION DISALLOWED.—
“For disallowance of standard deduction, see sectxon 142(b)(2) >
(b) ErrecTIVE DATE—The amendment made by this section shall apply with
respect to taxable years beginning after December 31, 1966.

SEC. 8. ESTATES OF NONRESIDENTS NOT CITIZENS.

(a) RATE oF Tax.—Subsection (a) of section 2101 (relating to tax imposed
in case of estates of nonresidents not cmzens) is amended to read as follows:

“(a) RATE oF Tax.—Except as prov1ded in section 2107, a tax computed in
accordance with the followmg table is hereby imposed on the transfer of the
taxable estate, determined as provided in section 2106, of every decedent non-
resident not a citizen of the United States:

“If the taxable estate is: The tax shall be:
Not over $100,000 5% of the taxable estate.
Over $100,000 but not over $500,000__ $5,000, plus 10% of excess over $100,000.
Over $500,000 but not over $1,000,000- $45,000, plus 15% of excess over

$500,000
Over $1,000,000 but not over
$2,000,000 ~.  $120,000, plus 209 of excess over
,000,000.
Over $2,000,000. $320,000, plus 259 of excess over
,000,000.”

(b) CrEDITS AGAINST Tax.—Section 2102 (relating to credits allowed against
estate tax) is amended to read as follows:

“SEC. 2102. CREDITS AGAINST TAX.

“(a) IN GENERAL.—The tax imposed by section 2101 shall be credited with the
amount which bears the same ratio to the credit computed as provided in section
to State death taxes, gift tax, and tax on prior transfers), subject to the special
limitation provided in subsection (b).

“(b) SPECIAL LIMITATION.—The maximum credit allowed under section 2011
against the tax imposed by section 2101 for State death taxes paid shall be an
amount which bears the same ratio to the credit computed as provided in section
2011(b) as the value of the property, as determined for purposes of this chapter,
upon which State death taxes were paid and which is included in the gross estate
under section 2103 bears to the value of the total gross estate under section 2103.
For purposes of this subsection, the term ‘State death taxes’ means the taxes
described in section 2011 (a).”

(c) PrOPERTY WITHIN THE UNITED STATES.—Section 2104 (relating to property,
within the United States) is amended by adding at the end thereof the following
new subsection :

“(c) DEeBT OBLIGATIONS.—For purposes of this subchapter, debt obligations of—

“(1) . a United States person, or

“(2) the United States, a State or any political subdivision thereof, or

the District of Columbia,

owned by a nonresident not a citizen of the United States shall be deemed prop-
erty within the United States. This subsection shall not apply to a debt obli-
gation of a domestic corporation if any interest on such obligation, were such
interest received by the decedent at the time of his death, would be treated
under section 862(a) (1) as income from sources without the United States.”

(d) PROPERTY WITHOUT THE UNITED STATES.—Subsection (b) of section 2105
relating to bank deposits) is amended to read as follows:

“(b) DeposiTs IN CERTAIN FomeieN BRANCHES.—For purposes of this sub-
chapter, deposits with a foreign branch of a domestic corporation, if such
branch is engaged in the commercial banking business, shall not be deemed
property within the United States.” .
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(e) DEFINITION OF TAXABLE EsTATE—Paragraph (8) of section 2106(a) (re-
lating to deduction of exemption from gross estate) is amended to read as
follows: .

“(3) EXEMPTION.—

“(A) GENERAL RULE.—An exemption of $30,000.

“(B) RESIDENTS OF POSSESSIONS OF THE UNITED STATES.—In the case
of a decedent who is considered to be a ‘nonresident not a citizen of the
United States’ under the provisions of section 2209, the exemption shall
be the greater of (i) $30,000, or (ii) that proportion of the exemption
authorized by section 2052 which the value of that part of the decedent’s
gross estate which at the time of his death is situated in the United
States bears to the value of his entire gross estate wherever situated.”

(f) SpeEciaL METHODS OF COMPUTING TAx.—Subchapter B of chapter 11 (re-
lating to estates of nonresidents not citizens) is amended by adding at the end
thereof the following new sections:

“SEC. 2107. EXPATRIATION TO AVOID TAX. - .-

“(a) RATE oF TAax.—A tax computed in accordance with the table contained in
section 2001 is hereby imposed on the transfer of the taxable estate, determined
as provided in section 2106, of every decedent nonresident not a citizen of the
United States dying after the date of enactment of this section, if after March 8,
1965, and within the 10-year period ending with the date of death such decedent
lost United States citizenship, unless such loss did not have for one of its princi-
pal purposes the avoidance of taxes under this subtitle or subtitle A.

“(b) Gross EsTATE.—For purposes of the tax imposed by subsection (a), the
value of the gross estate of every decedent to whom subsection (a) applies shail
be determined as provided in section 2103, except that—

“(1) if such decedent owned (w1th1n the meaning of section 958(a)) at
the time of his death 10 percent or more of the total combined voting power
of all classes of stock entitled to vote of a foreign corporation, and

“(2) if such decedent owned (within the meaning of section 958(a)), or

- is considered to have owned (by applying the ownership rules of section
958(b) ), at the time of his death, more than 50 percent of the total combined
voting power of all classes of stock entitled to vote of such foreign
corporation,

then that proportion of the fair market value of the stock of such foreign
corporation owned (within the meaning of section 958(a)) by such decedent at
the time of his death, which the fair market value of any assets owned by such
foreign corporation and situated in the United States, at the time of his death,
bears to the total fair market value of all assets owned by such foreign corpora-
tion at the time of his death, shall be included in the gross estate of such decedent.
For purposes of the preceding sentence, a decedent shall be treated as owning
stock of a foreign corporation at the time of his death if, at the time of a transfer,
by trust or otherwise, within the meaning of sections 2035 to 2038, inclusive, he
owned such stock.

“(c) -CrepiTs.—The tax imposed by subsection (a) shall be credited wit ™~ *h:e
amounts determined in accordance with section 2102.

“(d) ExCEPTION FOR Loss OF CITIZENSHIP FOR CERTAIN CAUSES.—Sub»&.tion
(a) shall not apply to the transfer of the estate of a decedent whose loss of United
States citizenship resulted from the application of section 301(b), 350, or 355 of
the Immigration and Nationality Act, as amended (8 U.S.C. 1401(b), 1482, or
1487).

‘“(e) BURDEN oF Proor.—If the Secretary or his delegate establishes that it is
reasonable to believe that an individual’s loss of United States citizenship would,
but for this section, result in a substantial reduction in the estate, inheritance,
legacy, and succession taxes in respect of the transfer of his estate, the burden
of proving that such loss of citizenship did not have for one of its principal
purposes the avoidance of taxes under this subtitle or subtitle A shall be on the
executor of such individual’s estate.

“SEC. 2168. APPLICATION OF PRE-1967 ESTATE TAX PROVISIONS.

“(a) IMPOSITION OF MORE BURDENSOME TAX BY FOREIGN COUNTRY.—Whenever
the President finds that—

“(1) under the laws of any foreign country, considering the tax system
of such foreign country, a more burdensome tax is imposed by such foreign
country on the transfer of estates of decedents who were citizens of the
United States and not residents of such foreign country than the tax imposed
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by this subchapter on the transfer of estates of:decedents who were residents
of such foreign country, .

“(2) such foreign country, when requested by the United States to do so,
has not acted to revise or reduce such tax so that it is no more burdensome
than the tax imposed by this subchapter on the transfer of estates of de-
cedents who were residents of such foreign country, and

“(8) it is in the public interest to apply pre-1967 tax provisions in accord-
ance with this section to the transfer of estates of decedents who were resi-
dents of such foreign-country, . :

the President shall proclaim that the tax on the transfer of the estate of every
decedent who was a resident of such foreign country at the time of his death
shall, in the case of decedents dying after the date of such proclamation, be deter-
mined under this subchapter without regard to amendments made to sections 2101
(relating to tax imposed), 2102 (relating to credits against tax, and 6018 (relating
to estate tax returns) on or after the date of enactment of this section.

“(b)_ ALLEVIATION OF MORE BURDENSOME Tax.—Whenever the President finds
that the 1aWs of any foreign country with respect to which the President has made
a proclamation under subsection (a) have been modified so that the tax on the
transfer of estates of decedents who were citizens of the United States and not
residents of such foreign country is no longer more burdensome than the tax im-
posed by this subchapter on the transfer of estates of decedents who were resi-
dents of such foreign country, he shall proclaim that the tax on the transfer of
the estate of every decedent who was a resident of such foreign country at the
time of his death shall, in the case of decedents dying after the date of such
proclamation, be determined under this subchapter without regard to subsec-
tion (a). '

“(¢) NOTIFICATION OF CONGRESS REQUIRED.—No proclamation shall be issued by
the President pursuant to this section unless, at least 30 days prior to such proc-
lamation, he has notified the Senate and the House of Representatives of his
intention to issue such proclamation.

“(d) IMPLEMENTATION BY REGULATIONS.—The Secretary or his delegate shall
prescribe such regulations as may be necessary or appropriate to implement this
section.” .

(g) BstaTE TAx RETURNS.—Paragraph (2) of section 6018(a) (relating to
estates of nonresidents not citizens) is amended by striking out “$2,000” and
inserting in lieu thereof “$30,000”.

(h) CrericAL AMENDMENT.—The table of sections for subchapter B of chapter
11 (relating to estates of nonresidents not citizens) is amended by adding at th
end thereof the following: :

“See. 2107. Bxpatriation to avoid tax.
“Sec. 2108. Application of pre-1967 estate tax provisions.”

(i) ErrECTIVE DATE—The amendments made by this section shall apply with
respect to estates of decedents dying after the date of the enactment of this Act.

SEC. 9. TAX ON GIFTS OF NONRESIDENTS NOT CITIZENS.

(a) ImposITION OF Tax.—Subsection (a) of section 2501 (relating to general
rule for imposition of tax) is amended to read as follows:

“(a) TAXABLE TRANSFERS.—

“(1) GENERAL RULE—For the calendar year 1955 and each calendar year
thereafter a tax, computed as provided in section 2502, is hereby imposed
on the transfer of property by gift during such calendar year by any in-
dividual, resident or nonresident.

“(2) TRANSFERS OF INTANGIRLE PROPERTY.—Except as provided in para-
graph (8), paragraph (1) shall not apply to the transfer of intangible prop-
erty by a nonresident not a citizen of the United States. '

“(3) ExceprioNs.—Paragraph (2) shall not apply in the case of a donor
who at any time after March 8, 1965, and within the 10-year period ending
with the date of transfer lost United States citizenship unless—

“(A) such donor’s loss of United States citizenship resulted from the
application of section 301(b), 350, or 355 of the Immigration and Na-
tionality Act, as amended (8 U.S.C. 1401(b), 1482, or 1487), or

“(B) such loss did not have for one of its principal purposes the
avoidance of taxes under this subtitie or subtitle A.

“(4) BURDEN OF PROOF.—If the Secretary or his delegate establishes that
it is reasonable to believe that an individual’s loss of United States citizen-

_ship would, but for paragraph ( 3), result in a substantial reduction for ihe
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calendar year in the taxes on the transfer of property by gift, the burden of

" proving that such loss of citizenship did not have for one of its principal
purposes the avoidance of taxes under this subtitle or subtitle A shall be
on such individual.”

(b) TRANSFERS IN GENERAL—Subsection (b) of section 2511 (relating to situs
rule for stock in a corporation) is amended to read as follows:

“(b) INTANGIBLE PROPERTY.—For purposes of this chapter, in the case of a
nonresident not a citizen of the United States who is excepted from the appli-
cation of section 2501 (a) (2)—

“(1) shares of stock issued by a domestic corporation, and
“(2) debt obligations of—
“(A) a United States person, or
“(B) the United States, a State or any political subdivision thereof,
or the District of Columbia,
which are owned by such nonresident shall be deemed to be property situated
within the United States.”

(¢) EFrrFECTIVE DATE.—The amendments made by this section shall apply with

respect to the calendar year 1967 and all calendar years thereafter. .
SEC. 10. TREATY OBLIGATIONS.

No amendment made by this Act shall apply in any case where its application
would be contrary to any treaty obligation of the United States. For purposes
of the preceding sentence, the extension of a benefit provided by any amendment
made by this Act shall not be deemed to be contrary to a treaty obligation of the
United States.

The Cmamman. Our first witness this morning is Mr. Paul D. .
Seghers, president of the Institute on U.S. Taxation of Foreign
Income. . ]

Mr. Seghers, you have been before the committee on occasions in
the past. We are always glad to have you with us. For purposes of
this record we would appreciate your again identifying yourself.

STATEMENT OF PAUL D. SEGHERS, PRESIDENT, INSTITUTE ON U.S.
TAXATION OF FOREIGN INCOME :

Mr. Seeuers. Thank you, Mr. Chairman.

My name is Paul D. Seghers, an attorney of New York City. I am
here to represent the Institute on U.S. Taxation of Foreign Income,
Inc., of which I am president.

The committee indicated that today it would have limited time to
consider the views regarding the new provisions of H.R. 13103 and
for this reason I prepared a short oral statement to go right to the

oint.
P First, we wish to compliment this committee on its decision to scrap
H.R. 11297 and to substitute H.R. 13103, which has eliminated most
of the evils of the former.

We thank the committee for holding this public hearing and for
giving us this opportunity to present our views.

H.R. 138103 is very substantially less open to criticism than its
predecessor. However, it still retains some of the features that raised
the storm of protest that lead to the substitution of the present bill.
‘We oppose these features of the present bill because—

1. It would worsen our balance of payments.

2. It would drive jobs out of this country.

3. Tt would lead to tax retaliation by other countries.

4. It would further penalize exports of U.S. products.

5. It would add to the complexity and uncertainty of the tax law
by substitution of radically new and untried theories. '
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‘We believe these are sound reasons why this committee should not
approve this bill in its present form. Our written statement sets forth
our recommendations which may be thus summarized :

If you decide to retain the “effectively connected” concept for the
benefit of foreign investors, then we recommend that you limit its
application to them and do not impose it on U.S.-owned corporations.

‘We believe that before making any such radical changes in long-
established principles of taxation and in the rules created in the 1962
Revenue Act, which already penalizes exports, there should be made
available to the public:

1. A statement of the reasons for including in this bill the burden-
some provisions which are in conflict with its stated purpose.

9. A statement of the revenue effect of these provisions.

3. Adequate time and opportunity to consider the effect of these
. provisions and the reasons advanced for them and to be heard.

Our views have been stated as briefly as possible so as to allow time
to answer questions if any of the members of this committee who are
present do not agree with the conclusions I have stated.

Off the record, Mr. Mills.

(Off the record discussion.)

Mr. Secaers. 1. This institute heartily agrees with the oft-stated
purpose of this bill—to afford tax incentives for investment in the
United States by foreigners.

2. Our objection is to this bill being made a vehicle to impose further
U.S. tax burdens on U.S. foreign trade, especially U.S. manufacturers
exporting their products for sale through foreign subsidiaries.

3. Despite the substantial improvements in the language of the latest
bill concerning foreign income “effectively connected” with business
activities in the United States, we must continue to insist that that
theory is wrong in principle and objectionable. '

4. To avoid further handicapping U.S. concerns engaged in for-
eign trade, it is essential, if the latest proposed “effectively connected”
language is retained, to provide that these new provisions are not ap- -
plicable to foreign corporations majority controlled by U.S. persons.
We make no alternative recommendations for improving these very
complicated and troublesome provisions, as the one change we recom-
mend will be sufficient to eliminate the danger, which still exists, of
harm to U.S. business engaged in foreign trade from the “effectively
connected” provisions, even 1n their present form.

5. The proposed radically new provisions for disallowance of credit
for foreign income taxes would, in certain circumstances, result in
severe and unjustifiable hardship through double taxation, even if
tlll)e “effectively connected” provisions were limited as recommended
above.

6. We are convineed that the principal objectives of this bill could
be achieved by the use of very much simpler and more direct language,
and doubt if the provisions of H.R. 18108 regarding U.S. income and
activities of foreign-owned foreign corporations, however expressed,
would go far toward accomplishing the desired purpose.

1. The objective of H.R. 18103 is heartily approved : This institute
heartily approves of the oft-repeated objective of H.R. 13103 (and
its predecessors, HL.R. 5916 and H.R. 11297)—“to increase foreign in-
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vestment in the United States,” as expressed in the Treasury Depart-
‘ment’s March 8, 1965, statement.

This purpose was again stated in the report on H.R. 11297 published
by this committee for the use of its members, as follows:

1o modernize the present U.S. tax treatment of foreigners and to encourage for-
ign investment in the United States * * * by removing tax barriers to such
‘investment.

2. Objection to use of H.R. 13103 to burden our foreign trade: H.R.
11297 would have constituted a further oppressive burden on U.S.
foreign trade. While H.R. 13103 goes far to avoid this evil, it still
presents a threat to all U.S.-owned subsidiaries engaged in foreign
trade, especially in the case of U.S. manufacturers exporting and sell-
ing their products abroad through such subsidiaries.

%uch added burden is in no wise consistent with the purpose of
affording incentives for foreign investment in the United States, nor
with efforts to encourage export of U.S.-manufactured products.

‘We make no comments or recommendation herein refarding the pos-
sibly adverse effects of H.R. 13103 on foreign-owned foreign corpora-
tions. We are concerned here only with adverse effects on U.S. busi-
ness and the U.S. economy. -

Comments regarding specific ways in which this bill would impose
added burdens on U.S. businesses engaged in foreign trade are given
in statements filed with your committee by other organizations, includ-
ing the American Bar Association’s Section of Taxation and the Amer-
ican Institute of Certified Public Accountants’ Committee on Federal
Taxation.

Attention also is directed to study entitled : “Sleepers in New Foreign
‘Tax Bill; Drastic Changes Require Immediate Planning,” published
in the February 1966 issue of the Journal of Taxation.

See also the attached reprint of article: “New Tax Threat for U.S.
Exporters” in March 7 issue of Dun & Bradstreet’s “Business Abroad,”
reprint of which is submitted herewith.

3. The radical new “effectively connected” theory is wrong in prin-
ciple: The feature of H.R. 11297 which led to a storm of protest was
the proposal to subject foreign corporations to U.S. tax on income
earned by them outside the United States by applying new “effectively
connected” theory. That theory seems to be that every foreign cor-
poration should pay U.S. tax on income it earns anywhere in the world
outside the United States, if such income is “effectively connected”
with business activities in the United States.

The expression (even with its “clarification”) is so vague that it
would cause endless uncertainty, confusion, and disputes. This is one
point on which all who have examined this bill and its predecessor
agree. We believe that no amount of “legislative history” could ade-
quately cure this defect.

Although H.R. 13103 has substantially modified the application of
this “effectively connected” theory, it still pervades the bill, the phrase
being repeated scores of times throughout the first 62 of its 74 pages.
The exact meaning of this phrase defies definition.

4. Recommendation limitation of application of the “effectively
connected” theory to exclude U.S. controlled corporations: If the
purpose of this bill is to afford U.S. tax incentives to foreign invest-
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ment in this country, the radical new “effectively connected” theory
should not be applicable to U.S. owned and controlled corporations.

As far as U.S. controlled corporations are concerned, this could be
accomplished by substituting rfg)r the presently proposed new IRC
section 882(b) the following:

SEC. 882. INCOME OF FOREIGN CORPORATIONS CONNECTED WITH
UNITED STATES BUSINESS.
* * * * * * *

(b) Gross INCOME.—

1. In the case of a foreign corporation 50 percent or more of the stock of
which is owned, directly or indirectly, by United States persons (as defined in
section 957(d)), gross incomes includes only gross income from sources within
the United States and,

2. In the case of all other foreign corporations, gross income also shall include
gross income from sources without the United States which is effectively con-
nected with the conduct of a trade or business within the United States.

‘We express no opinion as to the effect of this provision upon foreign
investor-owned foreign corporations, other than to state that it would
take away from them no benefits which they would be able to obtain
under the present provisions of H.R. 13103.

Another, simpler method to accomplish exactly the same purpose,
with fewer changes in wording of cross-references, would be to reword
the proposed new section 864(c) (4) (C) (page 16 of the bill as intro-
duced) as follows:

(C) No income, gain, or loss from sources without the United States shall
be treated as effectively connected with the conduct of a trade or business within
the United States if it is derived by a foreign corporation, more than 50 percent
owned, directly or indirectly, by U.S. persons.

5. Proposed disallowance of credit for uncertain foreign income
taxes: H.R. 18103 would disallow credit (or deduction) for uncertain
foreign income taxes imposed on a foreign corporation if—

(1) Such taxes were imposed by reason of its place of orga-
nization or domicile, or

(2) Such taxes were incurred as a result of steps taken for tax-
saving reasons.

It would seem that a mere statement of these tests would be sufficient
to condemn them.

The first test would penalize the payment of foreign taxes imposed
by a foreign government on the same basis as the United States has
always claimed jurisdiction to tax corporations in this country.

The second test is purely subjective and would subject a foreign
corporation to double taxation on the basis of what it might other-
wise have done, rather what it did.

Others will present to this committee more specific comments and
recommendations regarding this proposed provision, which would
be in addition to all existing restrictions and limitations on the amount
allowable as a foreign tax credit.

Our question is this: In what way would this provision for the dis-
allowance of credit for uncertain foreign income taxes, operate as an
incentive for foreign investment in the United States?

6. Desirability of simplification of language and concepts: Doubt
as to attractiveness to foreign investors of proposed income tax provi-
sions: We believe that the stated objectives of this bill could be
attained more satisfactorily by the use of much simpler language and
well-recognized principles.
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If it is desired to make radical changes in the half-century old
principle of source of income, adequate time should be allowed for
that operation. H.R. 18103 provides that it is not to go into effect
until 1967.

We doubt that, on balance, the income tax provisions of FLR.
13103 will afford much incentive to foreign investors.

It is beyond the scope of this statement to labor further these points.
It isclear that no U.S. businessman relishes the need for a legal opinion
as to the possible tax consequences of every shipment of goods to a
subsidiary.

I thank you, Mr. Chairman.

The Cuamrman. Thank you, Mr. Seghers, for coming to the com-
mittee and giving us the benefit of your thinking on this matter.

Mr. Watts.

Mr. Warrs. I have questions that I have been requested to ask you
and that I am interested in, too.

It is your opinion that this legislation would hurt the U.S. balance
of payments? :

Mr. SecuERs. Yes, it is my opinion because I feel that it will hurt
us in three ways. It will hurt your exports in two ways. It will also
hurt employment, all of which will affect our balance of payments.

First, as to the effect on exports of foreign-owned foreign corpora-
tions, because that is the simplest and most direct effect of this. There
are corporations in this country that are branches of European cor-
porations that operate here to sell goods in the United States, Canada,
and Latin America.

Those offices employ substantial staffs. They employ freight han-
dlers, customhouse brokers, and others. If they are to be penalized
where they make sales of goods in Latin America they will find some
other way to make those sales and cut down their staff in this country.

Instead of directing Latin American sales from here they will direct
them from some other point where there will not be such a penalty.
New York is probably the most convenient, most efficient place, but
it isn’t the only place that sales could be directed from. That is one
example of interfering with employment.

Now, that would also represent a reduction in exports of U.S. prod-
ucts because such a company that is selling here European products,
if they are selling to Latin America you would find that they would
also be selling U.S. products because the sales effort used to sell their
own European products can also be used efficiently to sell other prod-
ucts in related lines. :

It would hurt exports in the case of U.S. exporters because where
in effect this law says, “Well, if we don’t get you under subpart (f),
then we will get you under this provision.” I can give an example.
H.R. 11297 would have been very easy to demolish. This will only
hit the unusual case, but there are unusual cases, and it is the fact that
you possibly could be hit here or there that will have a bad psycho-
logical effect.

It looks as if the Treasury wants to penalize exports rather than
to help them. The case where they could be hit is an unusual situa-
tion, but again it is not unheard of.

A foreign subsidiary of a U.S. manufacturer maintains an office
here to purchase and ship goods from this country to the country
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where it is incorporated and where it makes its sales. That income is
not subpart (f) income because it is selling within the country of in-
corporation, but an inquiry comes to the U.S. parent from an adj oin-
ing foreign country and the U.S. parent turns it over to the local
office of the foreign subsidiary.

They are handling purchasing and they are handling shipments.

Tt is very easy to add the sale to this other country. They make this
shipment to the other country. This would be subpart (f).
" If the gross income exceeded 30 percent of the total gross income
of the foreign subsidiary, but we will assume it doesn’t exceed 30 per-
cent, it is incidental. Thirty percent is a rather substantial part of
their total gross income. There is a gross profit.

Under existing law that income would not be subject to U.S. tax
until brought home. Under this law it might very well be subject
immediately to U.S. tax, and when any income of a foreign corpora-
tion is subject to U.S. tax it is certain to be subject twice to the same
U.S. tax on the same income because when the foreign corporation
pays a dividend to its U.S. parent company, that dividend will be sub-
ject to U.S. tax again.

The income has been subject to U.S. tax in the hands of the foreign
corporation and there is no relief from that situation, such as the for-
eign tax credit, because a U.S. corporation doesn’t get credit for a
U.S. tax paid by a foreign subsidiary.

Those are briefly three ways, and above all is the psychological
effect that has prevented many small manufacturers in the last 4
years, 5 years, from going into export.

More and more small Middle West manufacturers were going into
export and when the 1962 act came and it seemed that the Treasury was
determined to penalize exports, they decided they just didn’t want to
get into the complexities that are involved in subpart (f) and all that -
that means.

That is a long answer to a question, but I think it is an essential point
in the whole picture.

Mr. Warrs. I appreciate that. I think you have covered two of my
questions. Ihaveanother one.

Why do you think this legislation would be likely to cause retaliation
by other countries?

Mr. SeeuERs. Because it would be taxing foreign entities over which
we theoretically don’t have jurisdiction on income earned by those
entities outside the United States and they would say if we can do
that they will do the same thing. They will tax U.S. corporations on
income not earned within their borders.

Mr. Warts. Are you saying, if I follow you, because these people
outside the United States merely have a sales office here, that we
would be imposing a tax on their operation ?

Mr. SecrEers. If the goods were sold here it would be U.S. income,
and we don’t need this bill. If it admitted these foreign incomes but it
is administered out of New York it would be taxable.

Mr. Warts. Another question.

In what way would legitimate export activities—and I think you
have already answered this—of a U.S. manufacturer be burdened by
this “effectively connected” concept ?
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Mr. SecuERs. I feel that I have fully covered that in my previous
answer. I didn’t know that you were going to ask that question, but I
do believe I fully covered this.

Mr. Warrs. That is all I have, Mr. Chairman.

The CaaTRMAN. Any further questions of Mr. Seghers? )

If not, Mr. Seghers, we thank you, sir, for coming to the committee
this morning with your views.

Mr. SecrErs. I thank you very sincerely for the opportunity and I
think you have done a magnificient job with this H.R. 13103. T still
don’t like the concept in it, but it certainly has eliminated most of the

~evils of the earlier one.

The CaARMAN. Thank you, sir.

Mr. SeeaErs. Thank you. A

The CratrmaN. That completes the hearing this morning and with-
out objection the committee will adjourn.

(Whereupon, at 10:27 a.m. the committee adjourned.)

MATERIAL RECEIVED FOR THE RECORD

(The material which follows includes statements which were
submitted for the record in lieu of a personal app“earance.)

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
New York, N.Y., March 7, 1966.
Hon. WiLBUR D. M1LLS,
Chairman, House Ways and Means Committee, Longworth House Office Building,
Washington, D.C.

DEAR CONGRESSMAN MiLLs : On February 24 you issued a release affording in-
terested persons the opportunity to submit comments on the new features of H.R.
13103 prior to the close of business Monday, March 7.

Enclosed for your committee’s consideration are the comments developed on
H.R. 13103 by the subcommittee on taxation of foreign source income of the
institute’s committee on Federal taxation. Because of the pressure of time this
document has not been considered by the entire committee on Federal taxation,
as is our usual practice.

‘We appreciate this opportunity to present our views.

Very truly yours,
DonNALD T. BURNS,
General Chairman, Committee on Federal Tazation.

COMMENTS AND RECOMMENDATIONS REGARDING H.R. 13103

On January 12, 1966, the institute’s committee on Federal taxation submitted
a statement of comments and recommendations regarding H.R. 11297, the pre-
decessor of subject bill. That statement recommended certain changes in H.R.
11297 which are not reflected in H.R. 18103. We believe that our earlier recom-
mendations are still valid, particularly as they relate to (1) the taxation of
foreign source income under the “effectively connected” concept; and (2) the
income and estate taxation of deposits in U.S. banks.

We are mindful and appreciative of the fact that H.R. 13103 contains sig-
nificant modifications of H.R. 11297 in both of these areas. However, the pro-
posed new code section 864 (c) (4) (C) (ii) illustrates the complexity inherent in
any departure from the traditional source of income rules. This subsection pro-
vides that no income, gain, or loss from sources without the United States shall
be treated as effectively connected with the conduct of a trade or business within
the United States if it “is subpart F income within the meaning of section 952
(a).” We can think of three examples of apparent ambiguities or inconsistencies
in this statutory language :

EXAMPLE 1

Section 954(b) (4) of the code provides that foreign base company income
(and hence supt. F income) “does not include any item of income * * * if it is
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established * * * that the * * * organization of the controlled foreign corpora-
tion * * * does not have the effect of substantial reduction of * * * taxes.”
Query. Does the fact that under section 954(b) (4) the income is not
subpart F income mean that the exclusion provided by proposed section
854 (c) (4) (O) (ii) does not apply? If so, a company may be taxed under
H.R. 13103 on income that is excluded from taxation under the subpart F
provisions of the code.
EXAMPLE 2

Under section 954(b) (3) no part of gross income shall be considered as
foreign base company income (and hence subpt. I income) if it is less than 30
percent of the gross income of the corporation.

Query. Does this mean that if a corporation avails itself of the 30-70
rules for exclusion of income from taxation under subpart F that the
excluded income may therefore be taxable under H.R. 13103 under the
same reasoning as in example 1?

EXAMPLE 3

As indicated in previous examples, the proposed bill excludes from effectively
connected income, foreign source income which is subpart F income of a con-
trolled foreign corporation. However, in order to be a controlled foreign
corporation, it is necessary only that “U.S. shareholders” own more than 50
percent of the stock. Such U.S. shareholders report only their pro rata share of
subpart F income.

Query. Would not the exclusion of the entire subpart F income result
in failure to subject to tax as much as 49 percent of the effectively connected
income; i.e., the 49 percent which is applicable to foreign holders? And
would not that portion remain permanently free from U.S. taxation?

We believe that any departure from the traditional source of income rules
will create problems and inequities disproportionate to the abuse situations for
which a remedy is sought.

CoupERT BrOS.,
ATTORNEYS AND COUNSELORS AT LAW,’
New York, N.Y., March 4, 1966.
Hon. WILBUR D. MILLS,
Chairman, Committee on Ways and Means, House of Representatives, Washing-
ton, D.C.
(Attention : Leo Irwin, Esq., Chief Clerk).

DeAR MR. M1LLS: We have noted with interest the proposed changes to the
Internal Revenue Code as set forth in H.R. 13103 (Foreign Investors Tax Act
of 1965) which substitutes for the earlier proposed H.R. 11297.

Although we are gratified that your committee will schedule a hearing on the
proposed act on March 7, 1966, we were, at the same time, dismayed by the
searcity of time for study of the act before the 1-day hearing. Because of the
complexity involved in the proposed changes to the Internal Revenue Code, and
the fact that further hearings cannot be held due to the heavy schedule of the
committee announced in your press release dated February 24, 1966, it is vigor-
ously urged that the proposed act be retained in committee and not submitted
to the House in its present form. To us it seems imperative that the proposed
act must be thoroughly analyzed and studied, and numerous technical mistakes,
hereinafter described, corrected before it can be acted upon.

H.R. 13103 is an unsuccessful attempt to contain or define the concept “effec-
tively connected” introduced in H.R. 11297. It is unsuccessful because it
attempts to contain the unknown by use of the unclear. For example, the
amendment proposed to section 864 by section 2(d), at page 12, commencing at
line 15 of the bill, presents mere general language which will not afford a tax-
payer any reasonable certainty. At page 13, line 20, use of a “material factor”
concept will not be helpful. Again at page 14, line 2, a mere bookkeeping entry
apparently aids in determining whether income is “effectively connected” with
a trade or business in the United States, provided one can evaluate qualitatively
exactly what “due regard” may mean. Further, on page 14, the sentence com-
mencing on line 3 of the bill apparently changes the source rules set forth in
section 861(a) (1) (A) with respect to interest. Under the source section, such
interest is treated as income not from sources within the United States. Under
the bill this last sentence apparently changes this rule for the purposes of apply-
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ing the paragraph which sets the rules for determining effective connection
with the United States. Paragraph (4) of the amended section 864 (c) creates
an apparent contradiction to section 864 (b) (2) dealing with the determination
of whether or not a foreign corporation is engaged in trade or ‘business in- the
United States. Under section 864(b) (2), a foreign corporation which is or
would be a personal holding company, the principal business of which is trading
in stocks and securities and which has its principal office in the United States,
is not determined to be engaged in the conduct of a trade or business in the
United States. However, section 864(c) (4) (B) (ii) apparently is in direct
conflict with the former provision since it provides that income, gain or loss,
from sources without the United States shall be treated as “effectively con-
nected with the conduct of a trade or business within the United States,” where
the foreign corporation has an office within the United States and the principal
business of the corporation is trading in stock or securities for its own account.
This seems to be an obvious, unintentional result. Surely the committee cannot
intend to catch foreign source income with this provision.

Furthermore, in section 864(c) (4) (B) (iii) the bill attempts to exclude a
sale outside the United States by a foreign corporation from the concept of
“effectively connected,” only if the taxpayer can establish that a fixed place of
business outside of the United States “participated materially” in the sale. No
adequate definition of “material participation” is supplied.

Generally, the “effectively connected” concept is so uncertain that it could
easily catch within its purview foreign source income of foreign corporations
which are subsidiaries of U.S. companies.

Many years of litigation, Internal Revenue Service rulings, and usage and
study have given the traditional source rules some relative certainty. We re-
spectfully urge that the “effectively connected” concept be abandoned in its
entirety and that any changes in the law be made through and by use of the
traditional source rules as a basic and overriding concept.

Respectfully submitted.

COUDERT BROTHERS.

INTERNATIONAL EcoNoMIC PoLICY ASSOCIATION,
Washington, D.C., March 4, 1966.
Hon. WiLBUR D. MILLs, .
Chairman, Ways and Means Committee,
House of Representatives, Washington, D.C.

DEAR MR. CHAIRMAN : I wish to express the association’s appreciation for your
scheduling of a hearing on Monday, March 7, on H.R. 13103, the Foreign In-
vestors’ Tax Act of 1966, in response to the requests in which IEPA Jjoined.

Our membership feels that the revisions made to limit the application of the
concept of income, whether or not from-sourcés from within the United States,,
“effectively connected” with the conduct of a trade or business within the United
States, represent a substantial improvement over the corresponding provisions
in H.R. 11297.

This “effectively connected” concept, as you know, is a novel one in that it
provides for U.S. taxation of income which heretofore has been considered income
from sources without the United States and not taxable by the United States.
Our tax experts have feeling of uneasiness about the introduction of such a new
concept without knowing where it will lead and how it will be interpreted. They
feel, therefore, that it would be helpful and enlightening if the committee’s report.
on H.R. 13103 would explain the tax philosophy and the specific purpose under-
lying the introduction of this novel concept into the law, and illustrate with
examples the types of situations to which it is specifically applicable.

Sincerely yours, .
N. R. DANIELIAN, President.

MACHINERY & ALLIED PRODUCTS INSTITUTE,
Washington, D.C., March 8, 1966.

Hon. WiLBUR D. MILLs,
Chairman, Committee on Ways and Means, House of Representatives,
Washington, D.C.

DEAR MR. CHAIRMAN : The Machinery & Allied Products Institute is gratified
by your announcement of a 1-day public hearing on Monday, March 7, on the
proposed changes to H.R. 11297, the Foreign Investors Tax Act, as included in
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H.R. 13103, a new and revised version of the earlier bill. It is our understanding
that the hearing will be confined to a consideration of the new features of the
proposed legislation. These include, of course, the revision of the “effectively
connected” concept of taxing foreign source income devised during the com-
mittee’s consideration of the original version of this legislation. H.R. 5916, as |
to which public hearings were held in the summer of 1965. Since the “effec-
tively connected” concept was not included in H.R. 5916, the hearings last summer
did not cover this subject. Accordingly, in its telegram of February 23, MAPI
recommended further hearings addressed to this new concept.

Having considered the pertinent provisions relating to “effectively connected”—
the language beginning at line 20, page 14, of H.R. 13103—the institute acknowl-
edges that they appear to represent a considerable improvement over the corre-
sponding provisions of H.R. 11297.

Despite this improvement, we are opposed to what appears to us to be the
underlying philosophy of the “effectively connected” concept to permit the
imposition of U.S. taxation on income earned by a foreign corporation from
foreign sources. We think that such taxation by the United States is unsound
as a matter of both theory and practical application. For many years, this coun-
try has followed the fundamental principle of restricting U.S. taxation on income
of foreign corporations to that earned from U.8. sources. We recognize that this
principle has been violated by the enactment of subpart I of the Internal Reve-
nue Code—the so-called tax haven provisions -of the Revenue Act of 1962. How-
ever. even in that instance, adherence to at least the theory was followed because
the U.S. tax is imposed not under the foreign corporation directly but on its
American parent.

It may be that the Treasury feels that certain income earned by foreign cor-
porations should rightly be considered to be attributable to activities in the
United States. If this is the case, the problem should be addressed squarely by
proposed amendments to those sections of the code relating to source-of-income
determination. Thus, this committee, the Senate Finance Committee, and the
Congress as a whole, after appropriate deliberation and public hearings, would
be afforded an opportunity to consider this problem directly and to approve or
disapprove such proposals on their merits. That course of action seems to u- the
way to cope with the problem—if, indeed, there is a problem—as opposed to what
is being proposed here—a limited nonrecognition of the foreign source character
of the income on the ground that it is “effectively connected” with the United
States. The indirect approach suggested by Treasury—in connection with a bill
the principal purpose of which is to encourage foreign investment in the United
States—is, we submit, clearly not the best way to deal with this point.

Nevertheless, we deeply appreciate the committee’s efforts to improve these
provisions and its willingness to get public reaction on this subject by scheduling
next Monday’s hearings, despite a heavy committee work schedule.

Respectfully,
CHARLES W. STEWART,
President.

MANUFACTURING CHEMISTS' ASSOCIATION, INC.,
Washington, D.C., March 7, 1966.
Hon. WiLBUR D. MILLS,
Chairman, Committee on Ways and Means, Longworth House Office Building,
Washington, D.C.

DEAR MR. CHAIRMAN : Reference is made to the press release of February 24,
announcing the decision of your committee to conduct a public hearing on Monday, -
March 7, 1966, on the new features of the revised version of H.R. 11297. On
February 28, you introduced H.R. 13103, the printed text of the revised version.
This letter embodies the views of the Manufacturing Chemists’ Association on
these new features for inclusion in the printed record of the hearing.

This association wishes to commend the action of your committee in sub-
stantially revising and narrowing the coverage of the provisions which set forth
the new concept of taxing foreign corporations on income which is “effectively
connected’’ with the conduct of their trades or businesses in the United States.
In particular, we are relieved that all income which is “subpart I' income” within
the meaning of section 952(a) is specifically excluded. As indicated in our
letter of February 23, we were seriously concerned with the broad implications
of the new concept in H.R. 11297.
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Although the new provisions are much narrower in scope, this association
continues to be opposed to the “new features” contained in H.R. 13103 which
embody the concept of “effectively connected.” This policy of taxing foreign
corporations engaged in trade or business more extensively in the future than has
been the case for past years is inconsistent with the broad objectives of the
Fowler task force which were to remove tax barriers to foreign investment.

‘With this knowledge as to the broad purpose of the administration in this
area, U.S. corporate taxpayers find it hard to understand why a new and novel
concept has been adopted in connection with this project which would impose
upon U.S.-controlled foreign corporations additional areas of taxable income
despite a thorough consideration of this entire subject just a short time ago in
1961 and 1962. The language in H.R. 13103 setting forth the conditions under
which income is to be treated as “effectively connected” with the conduct of a
trade or business is new and complicated. The net effect of it is to override, in
the particular situations covered, the old established principle of taxing foreign
corporations engaged in business in the United States only on their U.S. income
determined under the traditional source rules.

We believe that this new concept should be deleted from the bill because it
is impossible at this time to determine its significance and, also, because it is
not necessary to the purposes for which this bill was initiated by the Treasury.

Sincerely.
G. H. DECKER, President.

NATIONAL ASSOCIATION OF MANUFACTURERS,
New York, N.Y., March 4, 1966.
Hon. WILBUR D. MILLS,
Chairman, Committee on Ways and Means,
House of Representatives,
Washington, D.C.

MY DEAR MR. CHAIRMAN : Our subcommittee has met this morning to consider
the revisions of H.R. 11297 which are now incorporated in H.R. 13103. These
were explained in your release of February 24. We think the new bill is a great
improvement over the former, and we applaud the quick reaction of the Ways
and Means Committee to the concern which business spokesmen have expressed.

As you know, our concern is focused largely on the “effectively connected
income” test. The revision excludes subpart F income. We urge that this ex-
clusion be expanded to encompass all foreign source income of controlled foreign
corporations.

One reason suggested for objecting to this approach has been that two foreign
corporations doing business in the same manner might appear to be taxed dif-
ferently; that is, one that is completely foreign owned and one which has the
appropriate U.S. “persons” as shareholders. But since such corporations are
already effectively taxed differently, this would not be a valid objection.

Other objections to this approach include areas which properly can be and are
controlled by the application of section 482.

These comments are addressed only to the refinements in this legislation as
you requested. Our statement would not be complete, however, without observ-
ing that unless this new concept of “effectively connected income” is carefully
drawn and applied, it invites a host of questions and uncertainties in the appli-
cation of existing U.S. source rules. Our understanding is that it is not the
intention that H.R. 13103 would change these rules, and perhaps a clear state-
ment to this effect in the report of the Ways and Means Committee would prevent
any subsequent misconstruction. These rules are of long standing, and are gen-
erally understood. Any proposal which would change them should be subjected
to the most careful public consideration before enactment.

We respectfully ask that this letter be made a part of the record of your
committee’s hearings.

‘Sincerely,
Do~xALDp H. GLEASON,
Chairman, Subcommittee on International Tazation,
NAM Taxation Committee.
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NATIONAL ForeIGN TrabE ‘CoUNciL, INC.,
New York, N.Y., March 7, 1966.
Hon. WiLsur D. MiILLS,
Chairman, Committee on Ways and Means,
House of Representatives,
Washington, D.C.

DeArR MR. CHAIRMAN : The National Foreign Trade Council has reviewed the
Foreign Investors Tax Act of 1966 (H.R. 13103, 89th Cong., 2d sess.) and, in
response to your request, welcomes the opportunity to submit comments concern-
ing it.

You will recall our letter of January 14, 1966, pointed out that certain changes
in H.R. 11297, as compared with H.R. 5916, appeared to be contrary to the general
policies set forth in the report of the Fowler task force. A copy of this letter
is enclosed, which we request be given further consideration and be made a part
of the record of H.R. 13103.

In accordance with your specific request, the following comments are confined
to the further changes made by H.R. 13103.

The council understands that the committee report will contain examples fur-
ther clarifying the types of income to be subject to tax under this bill and is
pleased to note that the «effectively connected” concept has been substantially
narrowed. However, the exceptions provided in the proposed section 864(c)
(4) may not be adequate to protect legitimate foreign subsidiaries of U.S.
corporations from immediate taxation under this law solely as a result of the
activities in the United States of the controlling shareholder.

The exception provided in section 864(c) (4) (C) (i) for dividends, interest,
and royalties requires the taxpayer to hold a stockownership of more than 50
percent to qualify. It is believed a 10-percent requirement would be more
consonant with the realities of present day foreign investment in view of the
fact that many foreign countries do not permit a 50-percent foreign ownership and
such a high percentage of foreign ownership would discourage participation by
local investors in necessary industries. Furthermore, the suggested 10-percent
stockownership requirement would be consistent with the stockownership require-
ment for qualified investments in less developed countries.

Another exception from the rules which would treat certain foreign source-
income as ‘‘effectively connected”. is contained in section 864(c) (4) (C) (ii),
which excludes subpart F income. The difficulty here is that there are many
exclusions and exceptions to the definition of subpart F income such as:

(1) Dividends, interest, and gains from qualified investments in less
developed countries.

(2) Income which would otherwise be subpart F income but which con-
stitutes less than 30 percent of the corporation’s gross income.

(3) Income of a corporation not created or organized to reduce taxes.

(4) Royalty income derived in the active conduct of a trade or business
which is received from unrelated persons.

The council believes the bill should not extend U.S. income tax to the types
of income of a controlled foreign corporation which were carefully considered
by the Congress in 1962 and were specifically excluded from the application of
subpart F. The exception for subpart F income under section 864 (c) (4) should
be modified to provide that, for the purposes of that exception, the exclusions
from foreign base company income contained in section 954 should not apply.

In view of the policy favoring less developed country corporations contained
in subpart F, it is submitted that income received by a less developed country
corporation, from the manufacture of personal property abroad and its sale
abroad, or from the purchase of personal property from unrelated persons and
its sale abroad to unrelated persons should not be considered income subject to
the provisions of section 864 (c) (4) (B) (iii).

Tt would appear that the exclusion of all jncome of controlled foreign cor-
porations would be appropriate since Congress has carefully prescribed just
what income of such controlled foreign corporations should be currently taxed.
This should not be a precedent for other countries to discriminate against U.S.
persons operating in their countries. The provisions regarding controlled foreign
corporations operate only to impose additional U.S. income taxes on earnings
of U.S. controlled companies.

The National Foreign Trade Council supports the treatment of interest paid
on foreign currency and U.S. dollar deposits in foreign branches of U.S. banks
as foreign source income as proposed under H.R. 13103, and the elimination
of such deposits from the U.S. estate tax base of nonresident aliens. These
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provisions would tend to place foreign branches of U.S. banks on a competitive
basis with- foreign banks. .

‘H.R. 13103 indicates that, after December 31, 1971, interest on deposits in
domestic offices of U.S. banks, in certain savings and loan associations and in
insurance companies, paid to nonresident dliens and foreign corporations will be
subject to U.S. income tax whether or not “effectively connected” with a trade
or business in the United States. The council believes that the proposed taxa-
tion of the interest which is not “effectively connected” with the U.S. trade
or business will have an immediate as well as long-range adverse effect on
the U.S. balance of payments. The existence of this date in the law will create
a psychological barrier to foreign deposits in U.S. banks and will induce a
withdrawal of foreign funds from such financial institutions even before the
effective date of the tax. Accordingly, the council recommends that this date
be deleted from the bill.

Sincerely yours,
ROBERT J. KELLIHER,
Chairman, NFTC Tax Committee.

NATIONAL FOREIGN TRADE CoUNCIL, INC.,
New York, N.Y., January 14, 1966.

Re Foreign Investors Tax Act of 1965, H.R. 11297.

Hon. WiLBUR D. MILLS, )

Chairman, Committee on Ways and Means,

House of Representatives,

Washington, D.C. s

DEAR MRr. CHAIRMAN: When the Foreign Investors Tax Act of 1963, H.R.
11297, was introduced, it was indicated that comments received would be re-
viewed by the Ways and Means Committee before the bill is reported to the
House in the next session of Congress.

The National Foreign Trade Council had commented on the earlier bill in a
letter to you dated July 7, 1965, indicating a general approval of that bill as
being in accord with the legislative recommendations of the Fowler task force,
which had been appointed to advise on ways in which more U.S. securities could
be sold abroad to help meet the balance-of-payments problem. Three recom-
mendations for changes in H.R. 5916 were submitted to you at that time.

The National Foreign Trade Council has reviewed H.R. 11297 from the stand-
point of the stated policy of the report of the Fowler task force. The present
bill, like the earlier bill, would make important changes in U.S. taxation of
foreign investors in U.S. securities which should help to encourage investments
in the United States. However, certain other changes made in the later bill
would appear to be contrary to the general policies set forth in the report of the
Fowler task force. These changes are as follows :

1. The increases in the estate tax rates on nonresident individuals, as
compared with those in H.R. 5916, and the inclusion in the taxable estate
of bank deposits owned by nonresident alien individuals not engaged in
trade or business in the United States, tend to work contrary to the pur-
pose of this legislation.

2. The taxation of interest on bank deposits received after 1970 by non-
resident alien individuals and foreign corporations not engaged in trade or
business in the United States eliminates from our law a longstanding induce-
ment to the making of such investments in the United States.

3. The proposal to tax nonresident aliens and foreign corporations en-
gaged in trade or business in the United States on income from sources
outside of the United States, if it is “effectively connected’ with the U.S.
trade or business, is a radical extension of the existing scope of our tax law.
Its effect would be contrary to the purposes of this bill. It is a major
change of policy which the council believes is unwarranted and at least
deserves careful and separate consideration. It is in conflict with most
treaties with regard to the taxation of U.S. branches of foreign companies,
and therefore would be inoperative in those cases.

These matters are discussed in somewhat greater detail in the attached
memorandum.

The Fowler task force did not recommend the elimination of U.S. withholding
tax on dividends and interest paid to nonresident alien individuals and foreign
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corporations, apparently because of the expected reduction of revenue and the
possible adverse effect on the bargaining power of the United States in treaty
negotiations. However, elimination of the tax would be a major incentive to
foreign investment in the United States which might well justify the loss of
revenue, and the President’s power under proposed section 896 to reinstate exist-
ing income tax provisions, would preserve the treaty bargaining power. The
National Foreign Trade Council therefore suggests that your committee con-
sider the elimination of tax on dividends and interest paid to nonresident aliens
and foreign corporations, if such interest is not effectively connected with a trade
or business in the United States.

The National Foreign Trade Council believes that the foregoing matters are
sufficiently important that hearings should be held on this bill before it is sub-
mitted to the House of Representatives in the current session of Congress.

Sincerely yours,
RoBERT J. KELLIHER,
Chairman, Taxz Committee.

TaE ForeiGN INVESTORS TAx AcT oF 1965

The Foreign Investors Tax Act of 1965, introduced shortly before Congress
adjourned, makes three changes which seem to the National Foreign Trade
Council to be contrary to the legislation’s original intent. This bill, H.R. 11297,
grew out of recommendations of the “Fowler task force” for changes in taxation
of foreign investors to improve the U.S. balance of payments by stimulating
foreign investment in the United States. An earlier version of the proposed
legislation, H.R. 5916, wos found to be generally in line with the origimal recom-
mendations. But the current version, H.R. 11297, proposed changes which, by
comparison with the earlier version of the bill or the original recommendations
of the Fowler committee, must be viewed as backward steps in three respects:
increased estate taxe rates for nonresident alien decedents, and inclusion of
certain intangible property presently excluded from their estate tax base; in-
troduction of a novel concept with regard to taxation of nonresident aliens and
foreign corporations engaged in trade or business in the United States; and the
introduction of income taxation of interest on U.S. bank deposits owned by
nonresident aliens and foreign corporations not doing business in the United
States.

Recommendations of the Fowler task force

The Presidential task force, appointed to study ways to improve the U.S.
balance of payments by stimulating foreign investment, produced many rec-
ommendations, including several for changes in U.S. tax laws. Among the
tax recommendations were—

(1) “Eliminate U.S. estate taxes on all intangible personal property of
nonresident alien decendents.”

(2) “Provide that a nonresident alien individual engaged in trade or
business within the United States be taxed at regular rates only on income
connected with such trade or business.” This change would give such per-
sons the benefit of the generally lower rates of U.S. taxation of investment
income. (The graduate rates on income over $19,000 were also to
be eliminated.)

H.R. 5918

On March 8, 1965, H.R. 5916 was introduced. The National Foreign Trade
Council concluded that the bill generally followed the Fowler report recom-

mendations, except that estate tax rates were reduced to a maximum of 15

percent rather than eliminated. The estate tax exemption was increased from
$2,000 to $30,000.

In its comments on H.R. 5916, the National Foreign Trade Council recommended
that the most desirable change which might be made in that bill would be
to return to the original recommendation of the Fowler task force; namely, to
eliminate U.S. estate taxes on all intangible personal property of nonresident
alien decedents.

Another recommendation made by the Council at that time was to make it
clear that nonresident alien individuals who were not engaged in trade or busi-
pess within the United States should not be required to file income tax returns
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provided, of course, that their tax had been satisfied by withholding at source.
It also recommended that foreign security dealers should be encouraged to
participate in the marketing to foreigners of U.S. securities by modifying the
definition of the term ‘“engaged in trade or business within the United States.”
This would permit these dealers to participate in such marketing without
being treated as engaged in trade or business in this country.

H.R. 11297
U.S. estate tax

As compared with H.R. 5916, this bill would increase estate tax rates on
estates of nonresident aliens to a maximum of 25 percent, thus giving less
iﬁlcentive for foreign investment in the United States than was given by

.R. 5916.

H.R. 11297 would include in the taxable estate of a nonresident alien certain
intangible personal property which is excluded from the estate under present
law. Such property includes (a) bank deposits of a nonresident alien not
engaged in business in the United States, and (b) debt obligations of a U.S.
person (including a U.S. corporation), the United States, a State or political
subdivision of a State, or the District of Columbia, even though such obligations
are physically located abroad. There is no doubt that these provisions will
have an adverse effect on foreign investment in the United States.

Interest paid to nonresident aliens and foreign corporations on U.S. bank deposits

Since the Revenue Act of 1921, interest on deposits with persons carrying on
the banking business paid to persons not engaged in trade or business within
the United States has been treated as foreign source income and consequently
not subject to U.S. income tax. In considering the merits of this exclusion
from taxable income, the House Ways and Means Committee report (67th
Cong., 1st sess.) indicated that “the loss of revenue which would result if
this deduction were allowed would be relatively small in amount, while the
exemption of such interest from taxation would be in keeping with the action
of other countries and would encourage nonresident alien individuals and
foreign corporations to transact financial business through institutions located
in the United States.” H.R. 11297 would completely change this longstanding
rule of law in that interest paid on bank deposits to nonresident aliens and
foreign corporations after December 31, 1970, will become subject to income
tax even though the recipient may not be doing business in the United States.
The technical change in source definitions made by the bill affecting bank
interest during the interim period 1966 through 1970 is not objectionable since
it is not less favorable than existing law in its treatment of U.S. bank interest
paid to foreigners.

It is submitted that the factors prevailing in today’s economy are even more
compelling than in the 1920’s in requiring that interest paid on U.S. bank
deposits to nonresident alien individuals and foreign corporations not doing
business in the United States continue to be exempt from U.S. taxation. The
U.S. balance-of-payments problem would be made more acute if this interest
were taxXed since it seems reasonable to believe that a substantial part of the
underlying deposits would be transferred to foreign banks. If this were to
happen there would be an increased likelihood of these dollars shifting from
private to public hands and then becoming a claim on our gold. In addition,
it is evident there would be no gain in U.S. tax revenue but in fact a loss, since
the shifting of these deposits to foreign banks not subject to U.S. taxation would
reduce taxable income otherwise generated by U.S. banks on these deposits.

H.R. 11297 is intended to encourage foreign investment in the United States
by removing tax barriers to such investment, thereby beneficially affecting the
U.S. balance of payments. To quote Secretary Fowler in his report to the
President of the United States from the task force on promoting increased foreign
investment in U.S. corporate securities and increased foreign financing for U.S.
corporations operating abroad, “The United States should, however, first attempt
to attract foreign investment by attacking the several areas of taxation that
deter investment without generating material revenues.” The proposed estate
tax treatment of U.S. bank deposits and the proposed income taxation of bank
interest after 1970 are completely inconsistent with these purposes and will
undoubtedly lead to the withdrawal of funds presently employed in our economy.

The NFTC does not object to the propcsed treatment of U.S. bank interest.
paid to nonresident aliens and foreign coirporations between January 1, 1966,
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and December 31, 1970, which in effect continues the exemption which has existed
since 1921, and strongly recommends that this treatment be continued in respect
of such interest paid after December 31, 1970.

Interest paid to nonresident aliens and foreign corporations on foreign currency
deposits with foreign branches of U.S. banks

Under current law, interest on foreign currency deposits with foreign branches
of U.S. banks is exempt from U.S. income tax only if the recipient is not doing
business in the United States. The proposed bill would categorize such interest
as being from foreign sources and thus exempt from U.S. tax if not effectively
connected with a U.S. trade or business. .

The NFTC agrees with the proposed treatment as foreign source income of
interest paid on foreign current deposits with foreign branches of U.S. banks,
and strongly urges that interest paid by such branches on U.S. dollar deposits
should be accorded the same treatment. Any provision of U.S. tax law which
places a foreign branch of a U.S. bank at a competitive disadvantage with a
foreign bank can only result ultimately in a loss to the U.S. Treasury and will
drive these dollar deposits outside of the U.S. banking system. Transfer of
dollar deposits from the U.S. banking system to foreign banks makes them
vulnerable to a demand for conversion into gold, as noted above.

New tax concept—*‘Effectively connected”’

One of the recommendations of the Fowler committee was that foreign in-
vestors who are engaged in trade or business in the United States should never-
theless be entitled to have their U.S. source investment income taxed at the
same rates as persons who were not so engaged. In H.R. 11297, there are pro-
visions to segregate and separately tax investment income and noninvestment
income. However, the bill also contains a provision under which the tax on
nonresident aliens and foreign corporations will be extended to sources outside
the United States if it is “effectively connected” with their U.S. trade or
business.

The principle of taxing foreign corporations only on their U.S.-source income
is so fundamental in existing law that the proposed change requires many col-
lateral amendments of the code. While the bill makes amendments to the
provisions relating to foreign tax credits and dividends-received deductions, these
changes are so complex that extended study would be required to determine
whether these changes are all that are necessary and to evaluate the importance
of the cases in which there may not be complete alleviation of double taxation
as a result of the changes.

The introduction of this concept could result in a radical change in the patterns
of U.S. taxation of foreign corporations owned by U.S. corporations and indi-
viduals. The language which is contained in the proposed revision of the bill
could be interpreted to enable the imposition of U.S. income taxes on foreign
subsidiaries of U.S. corporations which have relatively minor activities on the
part of officers of the foreign subsidiary or officers of the parent corporation on
behalf of the subsidiary. Such a change is undesirable and seems unnecessary
in light of the major review and overhaul of the taxation of such corporations
undertaken in the Revenue Act of 1962.

The introduction of such a novel concept as taxing foreign persons on their
income from sources without the United States seems inappropriate in this legis-
lation because it is not connected with the primary purpose of the bill.

Approximately three-quarters of our income tax treaties provide that where
a foreign corporation has a permanent establishment in the United States such
permanent establishment is subject to tax only on its U.S. source income attribut-
able to the permanent establishment. .

The term “effectively connected” is not defined in the bill, but instead, proposed
section 864 (c) merely cites three factors which should be taken into account in
determining whether gains, profits and income, or loss shall be treated as
“effectively connected” with the conduct of a trade or business within the United
States. : )

It is considered that the lack of a clear definition of “effectively connected”
would tend to discourage U.S. investment. Nonresident aliens and foreign cor-
porations in trade or business in the United States could not be sure whether
they would be entitled to the investment rate of U.S. taxation on their U.S.
investment income or whether their foreign source income would also become
subject to U.S. tax.
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RECOMMENDATIONS

1. As to estate taxation of nonresident aliems, it is recommended that the
initial suggestion of the Fowler task force with regard to elimination of U.S.
gslt{ite Elaxes on intangible personal property of nonresident alien decedents be
ollowed. R

2. It is recommended that interest paid on deposits in foreign branches of U.S.
banks be treated as foreign source income. This treatment is proposed in H.R.
31297 . tfor foreign currency deposits; it should be extended to include dollar

eposits. :

3. As to income taxation of interest paid on bank deposits in the United States
to nonresident aliens and foreign corporations not doing business in the United
States, it is recommended that the treatment proposed in H.R. 11297 for the
period 1966 through 1970, which in effect continues the present exemption which
has existed since 1921, be continued after 1970.

4. As to the taxation of nonresident aliens and foreign corporations engaged
in trade or business in the United States, it is recommended that such persons
be taxed only on their U.S. source income. It is further recommended that the
term “effectively connected” be defined so as to eliminate the problems discussed
above.

5. Because of the importance of the above described changes in the U.S. tax
law proposed by H.R. 11297, it is urged that hearings be held by the Ways and
Means Committee to consider the full implications of the proposals.

STATEMENT OF NEW YORK COUNTY LAWYERS ASSOCIATION, SPECIAL SUBCOMMITTEE
oF THE COMMITTEE ON TAXATION, JAY O. KRAMER; WALLACE 8. JONES; AND
CARTER T. LOUTHAN, CHAIRMAN

REPORT OF H.R. 18103, THE FOREIGN INVESTORS TAX ACT OF 1966

(Due to the shortness of available time this report was not considered by the
committee on taxation)

Summary of Report on H.R. 13103

H.R. 13103 removes our prior objections to the estate tax treatment of bank
accounts and the income and estate tax treatment of dollar deposits with foreign
branches of U.S. banks.

H.R. 13103 does not meet our objections to the estate tax treatment of bonds
issued by U.S. persons. The situs rules for estate and gift tax purposes should
be consistent.

The provisions of H.R. 13103 with respect to income effectively connected with
the conduct of a business in the United States by a nonresident alien are pref-
erable to those of H.R. 11297, but do not meet our objection that the tests are
so vague that the resultant uncertainty will discourage foreign investments in
the United States. It is arbitrary and unfair to require that all income from
sources within the United States, other than that subject to tax at the flat rate,
be deemed to be effectively connected with the conduct of a business in the
United States.

A technical amendment is necessary in section 2(d) of H.R. 13103, relating to
the exclusion of dividends and interest from foreign subsidiaries from income
effectively connected wih the conduct of a business in the United States.

1. Bank accounts and bonds

The present estate tax law provides that deposits with persons engaged in the
banking business are not includible in the taxable gross estate of a nonresident
alien not engaged in business in the United States. Under present law, bonds
issued by U.S. persons are includible in the taxable gross estate of nonresident
aliens only if the bond itself is physically located in the United States on the
taxable date.

Section 8 of H.R. 11297 would have repealed this estate tax exemption as to
deposits and would have provided that bonds issued by U.S. persons should be
includible in the taxable estate of nonresident alien decedents even though not
physically located in the United States on the taxable date.
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Qur prior report on H.R. 11297 objected to these proposals on the ground
that they probably would induce nonresident aliens to withdraw their deposits
and to dispose of bonds issued by U.S. persons. :

Section 8 of H.R. 13103 relieves, for the time being, the problem as to deposits
Dby continuing their exemption through December 31, 1971. :

Section 8(c) of H.R. 13103 ameliorates to some extent the rule with respect to
bonds issued by U.S. corporations. However, exemption is granted as to such
‘bonds only if the obligor derived less than 20 percent of its gross income from
‘sources within the United States for the 3-year period ending with the close of
its taxable year ending prior to the nonresident alien’s death. This exemption
will apply to only a small fraction of the bonds now held by nonresident aliens.
In view of the sensitivity of nonresident aliens to estate tax, it seems probable
that a substantial portion of the U.S. bonds owned by them will be liquidated.
We again question whether such a provision is desirable at this time when we
are seeking to improve our balance of payments.

Sections 8(¢) and 9(b), respectively setting forth the situs rules as to debt obli-
gations for estate and gift tax purposes, are not the same. As a matter of con-
sistency we recommend that the same situs rules be incorporated in both sections.

2. Dollar deposits with foreign branches of U.S. banks

The amendments made by sections 2 and 8 of H.R. 13103 will exempt nonresi-
«dent aliens from income tax on interest on dollar deposits made by nonresident
aliens with a foreign branch of a domestic bank and also will exempt such de-
posits from estate tax. These amendments meet the objections made in our
prior report on H.R. 11297.

3. Income effectively connected with the conduct of a trade or business

Although section 2(d) of H.R. 18103 revises considerably the statutory provi-
sions with respect to the effectively connected concept, there still is no definition
of the term and the inherent vagueness which we criticized in our prior report,
still persists.

Section 864 (c) (2), as added by section 2(d) of H.R. 13103, eliminates, as an
independent factor in determining whether income is effectively connected with
the conduct of a business in the United States, the question of how the item

- is accounted for. However, the manner in which the item is accounted for still
is to be considered in determining the applicability of the two statutory fac-
tors. This is preferable to the prior approach, but it still appears to be sub-
ject to the same basic objection we raised in our report on H.R. 11297, viz that
it may trap the unsophisticated and be subject to manipulation by the
sophisticated. .

Section 864(c) (2), as added by section 2(d) of H.R. 13103, requires that a
determination be made as to whether the fixed or determinable annual or peri-
odical income subject to the 30 percent flat rate of tax is, or is not, effectively
connected with the conduct of a trade or business.

On the other hand, section 864(c) (3), as added by section 2(d) of H.R. 13103,
requires that all other income from sources within the United States be deemed
to be effectively connected with the conduct of any trade or business carried on
by the nonresident alien taxpayer. That this broadside approach does not pro-
duce fair results in all cases is shown by the following examples:

Assume in each case that the nonresident alien taxpayer is a partner in a
firm engaged in manufacturing in the United States.

1. The taxpayer purchased a life insurance policy upon the life of X, and on
X’s death collected the insurance proceeds. Section 101(a) (2) is applicable
and the gain is taxable. Such income has no connection whatsoever with the
manufacturing business, but under section 864(c) (3) is deemed to be effectively
connected with such business so as to be subject to tax at graduated rates.

2. The taxpayer owned a painting which cost him $50,000 and is now worth
$200,000. He ships the painting from the United States to Europe and insures
it for $200,000. The ship sinks, the painting is lost and the taxpayer collects
the full insurance. Under Revenue Ruling 60-278, 1960-2 C.B. 214, the result-
ing profit is deemed to be from sources within the United States. Although the
profit has no connection with the business, it is deemed to be effectively con-
nected with it and is subject to tax at graduated rates.

3. The nonresident alien taxpayer formerly resided in the United States, and
while here purchased a home. The property is subject to a $75,000 mortgage.
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‘The taxpayer got into financial difficulties and negotiated a settlement under
which he paid off the mortgage at 50 cents on the dollar. The income arising
from this transaction, although having no business connection, is deemed to be
effectively connected with the business so as to be subject to tax at graduated
Tates.

Since it is arbitrary and contrary to fact to treat income arising in transac-
tions such as these as being effectively connected with the business carried on
‘by the taxpayer, it is assumed that Congress would not desire to so classify it.
‘It is recommended that section 864(c) (3), as added by section 2(d) of H.R.
13103, be amended by striking out the period at the end and adding a comma
and the following: “unless the taxpayer affirmatively establishes to the con-
‘trary by the preponderance of the evidence.”

Section 864(c) (4) as added by section 2(d) of H.R. 13103 relates to the tax-
ation of income from sources without the United States if it is effectively con-
nected with the conduct of a business in the United States. We believe the
Tlimitation placed upon the effectively connected concept by this provision will
‘be helpful in avoiding some of the problems which otherwise would arise.

Section 864 (c) (4) (C) provides that no income or loss from sources without
the United States shall be treated as effectively connected with the conduect
-of a business in the United States if it consists either—

(i) Of dividends, interest, or royalties paid by a foreign corporation in
which the taxpayer owns or is deemed to own under section 958(a) or
958 (b), more than 50 percent of the total voting power; or

(ii) Is subpart F income.

The provisions of section 864(c) (4) (C) (i) appear to have been taken from
section 957(a) of the Code for the purpose of incorporating the operating rules
-of sections 958(a) and 958(b). However, section 958(a) is applicable only
for the purpose of subpart F and section 958 (b) is applicable only for the purpose
of certain specified sections of subpart F, all of which relate to the taxation of
U.S. shareholders.

In order to secure the desired result, it seems necessary to amend section
864(c) (4) (C) (i) to insert immediately after the word “taxpayer” (line 15,
. 16), the following: “(considered for this purpose as a U.S. shareholder)”.

THE PROPRIETARY ASSOCIATION,
Washington, D.C., March 2, 1966.
Re H.R. 11297.
Hon. WiLBUR D. MILLs,
Chairman, House Ways and Means Committee,
House of Representatives, Washington, D.C.

DeAR MR. CHAIRMAN : On February 21, 1966, this association submitted a letter
Tequesting that public hearings be held on H.R. 11297. In recognition of the
protests of this association and similar groups, revisions to the bill were pub-
lished on March 1, 1966, and hearings on these revisions are scheduled for
March 7, 1966.

While the association considers the amending of this bill and the holding of
"public hearings to be a favorable step toward the elimination of the problems
which we envisioned, we are nevertheless concerned with some of the novel
concepts still retained in the bill as revised. Unfortunately, we are unable to
submit a detailed statement or make proper testimony in this regard because
of the limited time available to canvass our association members and develop
specific comments on these revised sections. -

The tax committee of our association advises that the major concerns of
the members of our Association will be relieved if section 882(c) (4) (C) is
amended to read as follows:

“No income, gain, or loss from sources without the United States shall be
treated as effectively connected with the conduct of a trade or business within
the United States if it is derived by a foreign corporation which is more than
50-percent owned, directly or indirectly, by U.S. persons.”

Very truly yours,
ARTHUR J. KIRIACON,
Chairman, Tax Committee.
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RooT, BARRETT, COHEN, KNAPP & SMITH,
: New York,N.Y., March 4, 1966.
Re H.R. 13103.
Leo H. IrwiIN, Esq.,
Chief Counsel, Committee on Ways and Means,
House of Representatives, Washington, D.C.

DEAR SIR: An announcement by the chairman of the Committee on Ways and
Means, dated February 24, 1966, stated that a public hearing would be held on
Monday, March 7, 1966, on the new features of a revised version of H.R. 11297,
which have since been introduced in the form of a new bill; HR. 13103. In
accordance with the suggestion contained in the announcement with respect to
submission of written statements, this letter is being submitted by the under-
signed, as a member of the New York bar, in lieu of a personal appearance.

I wish to draw your attention to what appears to be a technical drafting prob-
lem with respect to the possible retroactive application—which may have been
unintended—of section 2(d) of H.R. 13103, dealing with the definition of those
cases in which income from sources without the United States shall be treated
as being “effectively connected with the conduct of a trade or business within
the United States.” :

Under the new proposed section 864 (¢) (4) (B) (iii) (at p. 15 of the committee
print, lines 18-24, and p. 16, lines 1-2) income derived by a foreign corporation
from sources without the United States would be subject to tax if the foreign
corporation has an office within the United States to which such income is at-
tributable and such income is derived from one of three listed categories. The
third category is income derived from sales of inventory which were made with-
out the United States but through the U.S. office, with the exception of sales for
use outside the United States in which an office outside the United States par-
ticipated materially.

This new test for sales made outside the United States constitutes a sharp
departure from existing law, under which a foreign corporation is not taxed on
income from the sale of goods without the United States, whether or not such
sale was handled through an office or fixed place of business within the United
States.

Of particular concern is the possibility that the new test could have retro-
active application. Under section 2(e) of the bill, these new provisions are ef-
fective with respect to taxable years beginning after December 31, 1966. How-
ever, if a long-term contract of sale were concluded by the U.S. office of a foreign
corporation prior to the effective date of the act, and foreign source income from
shipments made pursuant to that preexisting long-term contract is then received
or accrued in taxable years after the effective date of the act, the new subsection
might impose a tax on the foreign source income merely because a U.S. office was
originally used to make the contract.

It should be noted that long term contracts of sale are frequently employed
in international trade, particularly in regard to bulk shipments of oil, minerals,
and the like. With respect to these, the possible retroactive application of sec-
tion 2(e) could have serious adverse effects if the foreign corporation utilized
a U.S. office for handling foreign sales, at a time when such utilization was
wholly permissible under the law then in effect.

Since it appears likely that such retroactive application of the new test is
not intended, it is suggested that the language of the new proposed section
864(c) (4) (B) (iii) (supra) be changed by adding the italicized language:

“(iii) is derived from the sale (without the United States) through such
office or fixed place of business, after December 31, 1966, of personal property
described in section 1221(1), except that this clause shall not apply if the
property is sold for use, consumption, or disposition outside the United States
and either an office or other fixed place of business of the taxpayer outside
the United States participated materially in such sale or the agreement pursuant
to which such sale was made was executed prior to March 1, 1966.”

Sincerely yours, -
Davip SIMON.
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SocoNny MosiL Oir Co., INc,
New York, N.Y., March 4, 1966.
Re Foreign Investors Tax Act.
Hon WiLBUR D. MILLs,
Chairman, Committee on Ways and Means, House of Representatives,
Washington, D.C.

DeArR MR. CHAIRMAN : On January 28, 1966, I wrote to you to express con-
cern over certain provisions of the Foreign Investors Tax Act, H.R.11297. I have
since had the chance to review the refinements in this proposal which are
contained in the new bill, H.R. 13103. In accordance with your request, I will
confine my comments here to those refinements.

The changes which were made with regard to the “effectively connected”
principle represent a substantial improvement since it is now applicable to
foreign source income only in those situations which are set out in the new bill.
The exemption of subpart F income from the foreign source income taxable
under this principle is likewise a substantial improvement, largely obviating the
risk of unintended taxation of the foreign subsidiaries of U.S. corporations under
H.R. 13103. It would be still better if the exemption provided that the sub-
part F income exclusions and exceptions contained in section 954 should not
apply for purpose of determining the foreign source income exempt from the
“effectively connected principle”. Since Congress intended these subpart F
exclusions and -exceptions to be of benefit to the taxpayer, it would be well
to be sure that they would not operate under this new bill to impose additional
taxes.

While the criteria for income which is ‘“effectively connected” are still some-
what unclear, this is no longer so important because the scope of the “effectively
connected” principle has been reduced. However, in order to attract the maxi-
mum investment by foreign persons engaged in trade or business here, your
committee reports should endeavor to make clear under what circumstances
U.S. investments by such persons will not be considered to be “effectively con-
nected”’. Otherwise, uncertainty may prevent such persons from making the
kind of U.S. investments which the Fowler task force was so anxious to
encourage.

Some improvement has been made in the provisions relating to taxation of
bank deposits. I personally still feel that the further amendments recommended
in my letter to you would also tend toward improving the U.S. balance of pay-
ments. However, I realize that you must balance various considerations in
determining how far you should go in attempting to encourage or retain invest-
ment by foreign persons in the United States. The cooperation of your com-
mittee and staff, and of Treasury staff, in meeting taxpayers’ major objections to
H.R. 11297 is greatly appreciated.

Respectfully yours,
GEORGE F. JAMES,
Senior Vice Presidcnt.

MARCH 3, 1966.

Re IForeign Investors Tax Act of 1966, H.R. 13103.

Hon. WiLBUR D. MILLS,

Chairman, Committee on Ways and Means,
House of Representatives,

Washington, D.C.

DEAR MR. CHAIRMAN : The undersigned, who appeared at the public hearings
on H.R. 5916, are gratified that section 2(a) (1) (B) of the present bill gives
life insurance companies the same exemption as that granted to banks and
savings and loan associations on interest payments made on funds held on
deposit under a contract to pay interest. For the reasons we have already stated
to your committee, we believe that the extension of the interest exemption to
life insurance companies can only further the avowed purposes of the bill.

We must record, however, our strong opposition to the provision of section
2(a) (1) (B) of the present bill which would cut off all such interest exemptions
on December 31, 1971. We believe that all of the reasons previously advanced
in support of the interest exemption argue for its indefinite continuance. The
effect upon the maintenance here and the future inflow of such foreign deposits.
position by forcing the withdrawal from this country of deposits held by non-
resident aliens and foreign corporations not doing business here, and effectively
preventing future deposits from such sources. In this connection we fully en-
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dorse and support the able statement of the National Foreign Trade Council,.
Inc,, in its letters to you of January 14, 1966, and February 4, 1966.

We believe that even incorporating in the code at this time notice of an:
automatic cutoff of the exemption in 1971 will have an immediately discouraging
effect upon the maintenance here and the future inflow of such foreign deposits..
Such a provision now also seems quite unnecessary, since Congress can end
the exemption at any time in the future when it considers that our national
economic circumstances make it desirable to do so. We respectfully suggest:
that that time has not come and is unlikely to come in the foreseeable future..

Sincerely yours,
THE UNITED STATES LIFE INSURANCE Co.
IN THE CITY OF NEW YORK,
By SAUL LESSER,
Associate General Counsel..
AMERICAN LiFeE INsuraNnce Co.,
By GorpON B. TWEEDY.
Chairman of the Board..
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SECTION 15

PRESS RELEASE OF THE COMMITTEE ON WAYS AND
MEANS DATED MARCH 17, 1966, ANNOUNCING THAT
THE COMMITTEE ORDERED FAVORABLY REPORTED
TO THE HOUSE, WITH AMENDMENTS, H.R. 13103, THE
“FOREIGN INVESTORS TAX ACT OF 1966”
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COMMITTEE ON WAYS AND MEANS
FOR IMMEDIATE RELEASE U, S, HOUSE OF REPRESENTATIVES
MARCH 17, 1966 1102 LONGWORTH HOUSE OFFICE BLDG,

Chairman Wilbur D, Mills (D., Ark.), Committee on Ways and
Means, today announced that the Committee has ordered favorably
reported to the House, with amendments, H, R, 13103, the 'Foreign
Investors Tax Act of 1966",

A brief summary of the amendments in the bill as it will be
reported is set forth below:

1., Foreign Life Insurance Companies,--The definition of
income effectively connected with the life insurance business of
a foreign life insurance company was extended to include income
from sources without the United States which is attributable to
its U, S, business, This, in effect, continues the treatment
which applies under the present regulations,

2, Effective Date of Foreign Source Sales Income,--Sales
income from sources without the United States pursuant to binding
contracts entered into on or before February 24, 1966, are not
to be subject to the "effectively connected" rules to the extent
of the negotiations occurring under such a contract before this
date,

3. Foreign Tax Credit Limitation for Interest Income,-~The
provisions of the Code (sec, 904(f)), which require the use of
the 'per country' limitation, separately, in certain cases in-
volving interest income, were modified, An exception in present
law is provided for interest income received from a corporation
in which the taxpayer owns at least 10 percent of the voting
stock, This was extended by the Committee's action to interest
recelved from a foreign corporation of the same affiliated group
provided the taxpayer was formed and availed of for purposes of
(1) borrowing abroad in the public market; and (2) using these
funds to finance the foreign operation of related corporatioms.

4, Foreign Community Property Income of U, S, Citizen,=~
Under present law, U, S, citizens who reside abroad in a foreign
country which has community property laws have been held to be
subject to U, S, tax on one-half of the marital community income,
As a result, where a U, S, citizen is a spouse of a foreigner
and resides in a community property country, half of the income
earned by the foreigner or derived from property of the foreigner
is considered to be income of the U, S. spouse and subject to
U, S, tax, The Committee amendment, in effect, permits taxpayers
in such cases to elect out of -the opsration of the community
property laws of foreign countries,

Leglslative language implementing these amendments will not
be avallable until the bill has been reported to the House., The
Conmittee report will be filed in due course,

-0 -
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SECTION 16

BILL AS REPORTED BY THE COMMITTEE ON
WAYS AND MEANS
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Unior Calendar No.63 1
22 H, R, 13103

[Report No. 1450]

IN THE HOUSE OF REPRESENTATIVES

FeBruUarY 28,1966

Mr. Mmis introduced the following bill; which was referred to the Com-
mittee on Ways and Means

APpriL 26,1966

Reported with amendments, committed to the Committee of the Whole House
on the State of the Union, and ordered to be printed

[Omit the part struck through and insert the part printed in italic]

A BILL

To amend the Internal Revenue Code of 1954 to provide
equitable tax treatment for foreign investment in the United
States.

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

(a) SmorT TrTLE.—This Act may be cited as the “For-

1 T U R S

eign Investors Tax Act of 1966”.
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(b) TaBLE OF CONTENTS.—

Sec. 1. Short title, ete.
(a) Short title.
(b) Table of contents.
(¢) Amendment of 1954 Code.
SEc. 2. Source of income.
(a) Interest.
(b) Dividends.
(¢) Personal services.
(d) Definitions.
(e) Effective dates.
Sec. 8. Nonresident alien individuals.
(a) Tax on nonresident alien individuals:
“Sgc. 871. Tax on nonresident alien individuals.
“(a) Income not connected with United States business—30
percent tax.
“(b) Income connected with United States business—gradu-
ated rate of tax.
“(c) Participants in certain exchange or training programs.
“(d) Election to treat real property income as income con-
nected with United States business.
“(e) Cross references.”
(b) Gross income.
" (¢) Deductions.
(d) Allowance of deductions and credits.
(e) Expatriation to avoid tax:
“Sgc. 877. Expatriation to avoid tax.
“(a) In general.
“(b) Alternative tax.
“(c) Special rules of source.
“(d) Exception for loss of citizenship for certain causes.
“(e) Burden of proof.”
(f) Partial exclusion of dividends.
(g) Withholding of tax on nonresident aliens.
(h) Liability for withheld tax.
(i) Declaration of estimated income tax by individuals.
(j) Gain from dispositions of certain depreciable realty.
(k) Collection of income tax at source on wages.
(1) Definition of foreign estate or trust.
(m) Conforming amendment.
(n) Effective dates.
Skc. 4. Foreign corporations.
(a) Tax on income not connected with United States business:
“Sgc. 881. Income of foreign corporations not connected with
United States business.
“(a) Imposition of tax.
“(b) Doubling of tax.”
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Skc. 4. Foreign corporations—Continued
(b) Tax on income connected with United States business:
“Skc. 882. Income of foreign corporations connected with United
States business.
“(a) Normal tax and surtax.
“(b) Gross income.
“(c) Allowance of deductions and credits.
“(d) Election to treat real property income as income con-
nected with United States business.
“(e) Returns of tax by agent.
“(f) Foreign corporations.”
(¢) Withholding of tax on foreign corporations.
(d) Dividends received from certain foreign corporations.
(e) Unrelated business taxable income.
(f) Corporations subject to personal holding company tax.
(g) Amendments with respect to foreign corporations carrying on in-
surance business in United States.
(h) Subpart F income.
(i) Gain from certain sales or exchanges of stock in certain foreign
corporations.
(7) Declaration of estimated income tax by corporations.
(k) Technical amendments.
(1) Effective dates.
Sec. 5. Special tax provisions.
(a) Income affected by treaty.
(b) Application of pre-1967 income tax provisions:
“Sec. 896. Application of pre-1967 income tax provisions.
“(a) Imposition of more burdensome taxes by foreign coun-
try.
“(b) Alleviation of more burdensome taxes.
“(c) Notification of Congress required.
“(d) Implementation by regulations.”
(¢) Clerical amendments.
(d) Effective date.
Skoc. 6. Foreign tax credit.
(a) Allowance of credit to certain nonresident aliens and foreign cor-
porations.
(b) Alien residents of the United States or Puerto Rico.
Sec. 7. Amendment to preserve existing law on deductions under section
931.
(a) Deductions.
(b) Effective date.
Sec. 8. Estates of nonresidents not citizens.
(a) Rate of tax.
(b) Credits against tax.
(c) Property within the United States.
(d) Property without the United States.
(e) Definition of taxable estate.
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Skc. 8. Estates of nonresidents not citizens—Continued
(f) Special methods of computing tax:
“Sgc. 2107. Expatriation to avoid tax.
“(a) Rate of tax.
“(b) Gross estate.
“(c) Credits.
“(d) Exception for loss of citizenship for certain causes.
“(e) Burden of proof.
“Sgc. 2108. Application of pre-1967 estate tax provisons.
“(a) Imposition of more burdensome tax by foreign country.
“(b) Alleviation of more burdensome tax.
“(c) Notification of Congress required.
“(d) Implementation by regulations.”
(g) Estate tax returns.
(h) Clerical amendment.
(i) Effective date.
Sec. 9. Tax on gifts of nonresidents not citizens.
(a) Imposition of tax.
(b) Transfers in general.
(c) Effective date.
Skc. 10. Treaty obligations.

(¢) AmexpMENT OF 1954 CopE.—Except as other-
wise expressly provided, whenever in this Act an amend-
ment or repeal is expressed in terms of an amendment to,
or repeal of, a section or other provision, the reference is to a
section or other provision of the Internal Revenue Code of
1954.

SEC. 2. SOURCE OF INCOME.

(a) INTEREST.—

(1) (A) Subparagraph (A) of section 861 (a) (1)
(relating to interest from sources within the United
States) is amended to read as follows:

“(A) interest on amounts described in sub-
section (c) received by a nonresident alien indi-

vidual or a foreign corporation, if such interest is
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1 not effectively connected with the conduct of a
2 trade or business within the United States,”.

3 ' (B) Section 861 is amended by adding at the end
4 thereof the following new subsection:

5 “(c¢) INTEREST ON DEPOSITS, ETc.—Ior purposes of
6 subsection (a) (1) (A), the amounts described in this sub-
7 section are—

8 “(1) deposits with persons ca-frying on the bank-
9 ing business,

10 “(2) deposits or withdrawable accounts with sav-
11 ings institutions chartered and supervised as savings
12 and loan or similar associations under Federal or State
13 law, but only to the extent that amounts pa‘id' or credited
14 on such deposits or accounts are deductible under section
15 591 in computing the taxable income of such institu-
16 tions, and
17 “(8) amounts held by an insurance company under
18 an agreement to pay interest thereon.

19 Effective with respect to amounts paid or credited after
20 December 31, 1971, subsection (a) (1) (A) and this sub-
21 section shall cease to apply.”

22 (2) Section 861 (a) (1) is amended by striking out
23 “and” at the end of subparagraph (B), by striking out
24 the period at the end of subparagraph (C) and inserting

583
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in lieu thereof ““, and”, and by adding at the end thereof
the following new subparagraph:

“(D) interest on deposits with a foreign branch
of a domestic corporation, if snch branch is engaged
in the commercial hanking business.”

(3) (A) Section 895 (relating to income derived
by a foreign central bank of issue from obligations of
the United States) is amended—

(1) by striking out “‘shall not be included” and
inserting in lieu thereof “, or from interest on de-
posits with persons carrying on the hanking busi-
ness, shall not be included”;

(ii) by striking out “such obligations” and in-
serting in lieu thereof “such obligations or deposits”;

(iif) by adding at the end thereof the following
new sentence: “Tor purposes of the preceding sen-
tence, the Bank for International Settlements shall
be treated as a foreign central bank of issue with
respect to interest on deposits with persons carrying

on the banking business.”; and
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(iv) by striking out the heading and inserting

in lieu thereof the following:
“SEC. 895. INCOME DERIVED BY A FOREIGN CENTRAL
BANK OF ISSUE FROM OBLIGATIONS OF THE
UNITED STATES OR FROM BANK DEPOSITS.”
(B) The table of sections for subpart C of part II
of subchapter N of chapter 1 is amended by striking out
the item relating to section 895 and inserting in lien

thereof the following:

“Sec. 895, Income derived by a foreign central bank of issue
from obligations of the United States or from
bank deposits.™

(b) DIvIDENDS.—

(1) Section 861 (a) (2) (B) (i'elating to dividends
from sources within the United Staites) is amended fo
read as follows:

“(B) from a foreign corporation unless less
than 80 percent of the gross income from all sources
of such foreign corporation fér the 3-year period
ending with the close of its taxable year preceding

the declaration of such dividends (or for such part
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of such period as the corporation has heen in exist-
ence) was effectively connected with the conduct of
a trade or business within the United States; but
only in an amount which hears the same ratio to
such dividends as the gross income of the corpora-
tion for such period which is effectively connected
with the conduct of a trade or business within the
United States bears to its gross income from all
sources; but dividends from a foreign corporation
shall, for purposes of subpart A of part IIT (relating
to foreign tax credit), be treated as income from
sources without the United States to the extent (and
only to the extent) excceding the amount which is
100/85ths of the amount of the deduction allowable
under section 245 in respect of such dividends, or”.
(2) Section 861 (a) (2) is amended by adding
after subparagraph (C) the following:
“For purposes of subparagraph (B), the gross income
of the foreign corporation for any period before the first
taxable year beginning after December 31, 1966, which
is effectively connected with the conduct of a trade or
business within the United States is an amount equal
to the gross income for such period from sources within
the United States.”

(¢) PERSONAL SERVICES.—Section 861 (a) (3) (O)
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(i) (relating to income from personal services) is amended
to read as follows:

“(i) an individual who is a citizen or
resident of the United States, a domestic part-
nership, or a domestic corporation, if such
labor or services are performed for an office
or place of business maintained in a foreign‘
country or in a possession of the United States
by such individual, partnership, or corpora-
tion.”

(d) DeriNiTIONS.—Section 864 (relating to defini-
tions) is amended—

(1) by striking out “For purposes of this part,”
and inserting in lieu thereof

“(a) SALE, Erc.—For purposes of this part,”; and

(2) by adding at the end thereof the following
new subsections:

“(b) TraDE OrR BusiNESs WItHIN THE UNITED
SraTes.—For purposes of this part, part IT, and chapter 3,
the term ‘trade or business within the United States’ in-
cludes the performance of personal services within the United
States at any time within the taxable year, but does not in-
clude—

“(1) PERFORMANCE OF PERSONAL SERVICES FOR
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| FOREIGN EMPLOYER.—The performance of personal
services—
“(A) for a nonresident alien individual, foreign
partnership, or foreign corporation, not engaged in
trade or business within the United States, or
“(B) for an office or place of business main-
tained in a foreign country or in a possession of the
United States by an individual who is a citizen or
resident of the United States or by a domestic
partnership or a domestic corporation,
by a nonresident alien individual temporarily present in
the United States for a period or periods not exceeding
a total of 90 days during the taxable year and whose
compensation for such services does not exceed in the
aggregate $3,000.

“‘(2) TRADING IN SECURITIES OR COMMODITIES.—

“(A) STOCKS AND SECURITIES.—

“(i) Except in the case of a dealer in
stocks or securities, trading in stocks or secu-
rities for the taxpayer’s own account, whether
by the taxpayer or his employees or through a
resident broker, commission agent, custodian,
or other agent, and whether or not any such
agent has discretionary authority to make de-

cisions in effecting the transactions. This clause
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shall not apply in the case of a corporation
(other than a corporation which is, or but for
section 542 (¢) (7) would be, a personal hold-
ing company) the principal business of which
is trading in stocks or securities for its own
account, if its principal office is in the United
States.

“(ii) In the case of a-person who is a
dealer in stocks or securities, trading in stocks
or securities for his own account through a
resident broker, commission agent, custodian,
or other independent agent.

“(B) CoMMODITIES.—

“(i) Except in the case of a dealer in com-
modities, trading in commodities for the tax-
payer’s own account, whether by the taxpayer
or his employees or through a resident broker,
commission agent, custodian, or other agent,
and whether or not any such agent has discre-
tionary authority to make decisions in effecting
the transactions.

“(ii) In the case of a person who is a
dealer in commodities, trading in commodities

for his own account through a resident broker.
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commission agent, custodian, or other independ-

ent agent.

“(iii) Clauses (i) and (ii) apply only if
the commodities are of a kind customarily dealt
in on an organized commodity exchange and if
the transaction is of a kind customarily con-
summated at such place.

“(C) LrimiTATiON.—Subparagraphs (A) (ii)
and (B) (ii) shall apply only if, at no time during
the taxable year, the taxpayer has an office or place
of business in the United States through which or
by the direction of which the transactions in stocks
or securities, or in commodities, as the case may

be, are effected.

“(c) ErreEcTIvELY CONNECTED INCOME, Erc.—

(1) GENERAL RULE.—For purposes of this title—

“(A) In the case of a nonresident alien indi-
vidual or a foreign corporation engaged in trade or
business within the United States during the taxable
year, the rules set forth in paragraphs (2), (3),
and (4) shall apply in determining the income,
gain, or loss which shall be treated as effectively con-
nected with the conduct of a trade or business within
the United States.

“(B) Except as provided in section 871 (d) or
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