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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
taxable year, no income, gain, or loss shall be treated
as effectively connected with the conduct of a trade
or business within the United States.

“(2) PERIODICAL, ETC., INCOME FROM SOURCES
WITHIN UNITED STATES—FACTORS.—In determining
whether income from sources within the United States
of the types described in section 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—

“(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 in-
come, 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
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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
BY5 (B) and (C), no income, gain, or loss from
sources without the United States shall be treated
as eflectively counected with the conduct of a trade
or husiness within the United States.

“(B) Income, gain, or loss from sources with-
out 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
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1 has an office or other fixed place of business within
2 the United States to which such income, gain, or
3 loss is attributable and such income, gain, or loss—
4 “(i) consists of rents or royalties for the
5 use of or for the privilege of using intangible
6 property described in section 862 (a) (4) (in-
7 " cluding any gain or loss realized on the sale of
8 such property) derived in the active conduct
9 of such trade or business;
10 “(ii) consists of dividends or interest, or
1 gain or loss from the sale or exchange of stock
12 or notes, bonds, or other evidences of indebted-
13 ness, and either is derived in the active conduct
14 of a banking, financing, or similar business
15 within the United States or it received by a
16 corporation the principal business of which is
17 trading in stock or securities for its own account;
18 or
19 “(iil) is derived from the sale (without
20 the United States) through such office or fixed
21 place of business of personal property described
29 in section 1221 (1), except that this clause
23 shall not apply if the property is sold for use,
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consumption, or disposition outside the United

States and an office or other fixed place of busi-

ness 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) In the case of a foreign corporation tax-
able under part I of subchapter L, any income from
sources without the United States which is altrib-
utable to its United States business shall be treated
as effectively connected with the conduct of a trade
or business within the United States.

“4€} (D) No income, gain, or loss 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 if it either—

“(i) consists of dividends, interest, or
royalties paid by a foreign corporation in which

the taxpayer owns (within the meaning of
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section 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 I’ income within the mean-
ing of section 952 (a).”
(e) ErrECTIVE DATES.—
| (1) The amendments made by subsections (a),
(c), and (d) shall apply with respect to taxable years
beginning after December 31, 1966 ; except that in
applying section 8G4(c)(4)(B)(iii) of the Internal
Lievenue Code of 1954 (as added by subsection ( d))
with respect to a binding contract entered into on or
before February 24, 1966, activities in the United
States on or before su./ch date in negotiating or carrying
out such contract shall not be taken into account.
(2) The amendments made by subsection (b)
shall apply with respect to amounts received after De-

cember 3 1, 1966.

21 SEC. 3. NONRESIDENT ALIEN INDIVIDUALS.

22

(a) Tax oN NONRESIDENT ALIEN INDIVIDUALS.—
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1 (1) Section 871 (relating to tax on nonresident
2 alien individuals) is amended to read as follows:
3 «SEC. 871. TAX ON NONRESIDENT ALIEN INDIVIDUALS.
4 “(a) IncoME Nor CoNNECTED WITH UNITED STATES

5 BusiNESS—30 PERCENT TAX.—

6 “(1) INCOME OTHER THAN CAPITAL GAINS.—There
1 is hereby imposed for each taxable year a tax of 30 per-
8 cent of the amount received from sources within the
9 United States by a nonresident alien individual as—
10 “(A) interest, dividends, rents, salaries, wages,
11 premiums, annuities, compensations, remunerations,
12 emoluments, and other fixed or determinable an-
13 nual or periodical gains, profits, and income,
14 “(B) gains described in section 402 (a) (2),
15 403 (a) (2), or 631 (b) or (c), and gains on
16 transfers described in section 1235, and
17 “(C) amounts which under section 341, or
18 under section 1232 (in the case of bonds or other
19 evidences of indebtedness issued after September 28,
20 1965), are treated as gains from the sale or ex-
21 change of property which is not a capital asset,
22 but only to the extent the amount so received is not effec-
23 tively connected with the conduct of a trade or business
24 within the United States.
25 ‘“(2) CAPITAL GAINS OF ALIENS PRESENT IN TIE
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UNITED STATES 183 DAYS OR MORE.—In the case of a
nonresident alien individual present in the United S;ates
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 pur-

poses of this paragraph, gains and losses shall be taken
into account only if, and to the extent that, they would
be recognized and taken into account if such gains and
losses were effectively connected with the conduct 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 deter-
mining the tax under paragraph (1) or subsection (b)
shall not be taken into account in determining the tax
under this paragraph. For purposes of the 183-day re-
quirement of this paragraph, a nonresident alien individ-

ual not engaged in trade or business within the United
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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 table {axable year shall he tax-

| able as provided in section 1 or 1201 (h) on his taxable
income which is effectively conuccted with the conduet
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) ParriciPANTS IN CERTAIN EXCHANGE OR
TrAINING PROGRAMS.—For purposes of this section, a non-
resident alien individual who (without regard to this sub-
section) is not engaged in trade or business within the
United States and who is temporarily présent in the United
States as a nonimmigrant under subparagraph (F) or (J)

of section 101 (a) (15) of the Immigration and Nationality
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Act, as amended (8 U.S.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 connected
with the conduct of a trade or business within the United
States.
“(d) ErecrioN To TrREAT REAL PROPERTY INCOME
As Ixcome ConNEcTED WITH UNITED STATES BUSI-
NESS.—
“(1) IN GENERAL.—A nonresident alien individ-
ual who during the taxable year derives any income—
“(A) from real property lheld for the produc-
tion of income and located in the United States,
or from any interest in such real property, in-
cluding (1) gains from the sale or exchange of such
real property. or an-interest therein,. (i) 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 income which is effectively connected

71-297 O-67-pt. 1—39 599
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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 con-
duct 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
during the taxable ycar. An election under this para-
graph for any taxable year shall remain in cffect for
all subsequent taxable years, except that it may be re-
voked with the consent of the Secretary or his delegate
with respect to any taxable year.

“(2) ELECTION AFTER REVOCATION.—If an elec-
tion has been made under paragraph (1) and such elec-

tion has been revoked, a new election may not be made

under such paragraph for any taxable year before the

5th taxable 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 REVO-
CATION.—An 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 prescribe.
600
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“(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 provi-
sions 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 trans-
fers to domestic corporations, see section 1250(d)(3).”

Do

o

Ha

(2) Section 1 (relating to tax on individuals) is

amended by redesignating subsection (d) as subsection

=2} <t

-a

(e), and by inserting after subsection (c) the follow-

ing new subsection:

“(d) NONRESIDENT ALIENS.—In the case of a non-
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) GeENERAL RULE.—In the case of a nonresident
alien individual, gross income includes only—

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

“(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) (re-
lating to compensation of participants in. certain ex--
change or training programs) is amended by striking
out “by a domestic corporation” and inserting in lieu |
thereof “by a domestic corporation, a domestic partner-
ship, or an individual who is a citizen or resident of the
United States”.

(3) Subsection (b) of section 872 (relating to

exclusions from gross income) 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 TIIE
PACIFIC ISLANDS.—Income derived by a nonresident
alieﬁ individual from a series E or series H United States
savings bond, if such individual acquired such bond while
a resident of the Ryukyu Islands or the Trust Territory
of the Pacific Islands.”

~ (¢) DepucTIONS.—

(1) Section 873 (relating to deductions allowed to
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nonresident alien individuals) is amended to read as

follows:

“SEC. 873. DEDUCTIONS.

“(a) GENERAL RULE.—In the case of a nonresident
alien individual, the deductions shall be allowed only for
purposes of section 871 (b) and (except as provided by sub-
section (b)) only if and to the extent that they are con-
nected with income which is effectively connected with the
conduct of a trade or business within the United States; and
the proper apportionment and allocation of the deductions
for this purpose shall be determined as provided in regula-
tions 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 connécted with the conduct of a trade
or business within the United States:

“(1) Losses.—The deduction, for losses of prop-
erty 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 United States.

“(2) CHARITABLE cONTRIBUTIONS.—The deduc-
tion for charitable contributions and gifts allowed by

section 170.
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“(3) PersoNAL EXEMPTION.—The deduction for
personal exemptions allowed 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.

“(c) Cross REFERENCES.—

“(1) For disallowance of standard deduction, see sec-
tion 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) ArLowaNcE 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 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 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 Sllél deductions and credits. This sub-
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section shall not be construed 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
lubricating oil.”

(e) ExpAaTRIATION TO AVOID TAX.— v

(1) Subpart A of part IT of subchapter N of chap-

ter 1 (relating to nonresident 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 individ-
ual who at any time after March 8, 1965, and within the 5-
year period immediately prec‘eding the close of the taxable
vear 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 B, shall be taxable for such
taxable year in the manner provided in subsection (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 individ-
ual described in subsection (a) shall be taxable for the tax-
able year as provided in section 1 or section 1201 (b),

except that—
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“(1) the gross income shall include only the gross
income described in section 872 (a) (as modified by
subsection (¢) 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 capital loss
carryover provided by section 1212 (b) shall not be
allowed ; and the proper allocation and apportionment of
the deductions for this purpose shali be determined as
provided under regulations prescribed by the Secretary
or his delegate. |
For purposes of paragraph (2), the deductions 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 (¢) (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.

“(c) SprciaL Rures orF SourcE.—For purposes of
subsection (b), the following items of gross income shall
be treated as income from sources within the United States:

“(1) SALE OF PROPERTY.—(Gains on the sale or
exchange of property (other than stock or debt obliga-
tions) located in the United States.
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“ (2) STOCK OR DEBT OBLIGATIONS.—(Gains on the
sale or exchange of stock issued by a domestic corpora-
tion or debt obligations of United States persons or of
the United States, a State or political subdivision thereof,
or the District of Columbia.

“(d) ExcrprioN For Loss oF CrrizENsHTP FoR CER-
TAIN CAusEs.—Subsection (a) shall not apply to a non-
resident alien individual whose loss of United States citizen-
ship resulted from the application of section 301 (b), 350, or
355 of the Immigration and Nationality Act, as amended
(8 U.S.0. 1401 (b), 1482, or 1487). |

“(e) BurpeN oF Proor.—If the Secretary or his dele-
gate establishes that it is reasonable to believe that an indi-
vidual’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 citizen-
ship 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 IT
of subchapter N of chapter 1 (relating to nonresident

alien individuals) is amended by striking out the item
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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 organizations.”

(f) ParTiaL ExcoLuUsION OF DIVIDENDS.—Subsection
(d) of section 116 (relating to certain nonresident aliens in-
eligible for exclusion) is amended to read as follows:

‘“(d) CERTAIN NONRESIDENT ALIENS INELIGIBLE FOR
ExcrusioN.—In the case of a nonresident alien individual,
subsection (a) shall apply only—

“(1) in determining the tax imposed for the tax-
able 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 tax-
able year pursuant to section 877 (b) .”

(g) WireEHOLDING OF TaAx oON NONRESIDENT
ALIENS.—Section 1441 (relating to withholding of tax on
nonresident aliéns) 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 sec-
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tion 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 (c), and gains on transfers described m sec-
tion 1235.”;

(3) by striking out paragraph (1) of subsection
(¢) and inserting in lieu thereof the following new
paragraph:

“(1) INCOME CONNECTED WITH UNITED STATES
BUSINESS.—No deduction or withholding under subsec-
tion (a) shall be required in the case of any item of
income (other than compensation for personal services)
which is effectively 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).”;

(4) by amending paragraph (4) of subsection (c)
to read as follows: '

“(4) COMPENSATION OF CERTAIN ALIENS.—Un-
der regulations prescribed by the Secretary or his dele-
gate, compensation for personal services may be ex-
empted from deduction and withholding under subsection
(a).”; and

(5) by striking out “amounts described in section
402 (a) (2), section 403 (a) (2), section 631 (b) and
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(¢), and section 1235, which are considered to be gains

from the sale or exchange of capital assets,” in para-

graph (5) of subsection (c) and inserting in lieu there-

of “gains described in section 402 (a) (2), 403 (a) (2),

or 631 (b) or (c¢), and gains on transfers described in

“section 1235,”, and by striking out “proceeds from such
sale or exchange,” in such paragraph and inserting in
lieu thereof “amount payable,”.

(h) Liasruity ¥orR WITHHELD TAX.—Section 1461
(relating to return and payment 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 lialle 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) DecrAraTION OF IisTiMATED INcOME TAX BY
InpIvIDUALS.—Section 6015 (relating to declaration of esti-
mated income tax by individuals) is amended—

(1) by striking out that portion of subsection (a)
which precedes paragraph (1) and inserting in lieu
thereof the following:

“(a) REQUIREMENT OF DECLARATION.—Except as

otherwise provided in subsection (i), every individual shall
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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 follow-
‘ing new subsection :

“(i) NONRESIDENT ALIEN INDIVIDUALS.—No dec-
laration shall be required to be made under this section by a
nonresident alien individual unless—

“(1) withholding under chapter 24 is made appli-
cable to the wages, as defined in section 3401 (a), of
such individual,

“(2) such individual has income (other than com-
pensation for personal services subject to deduction and
withholding under section 1441) which is effectively
connected with the condu& 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) Gaiy From DispositioNs oF CERTAIN DEPRE-
CTABLE REALTY.—The second sentence of I;ara,graph (3)
of section 1250 (d) (relating to certain tax-free transactions)

is amended to read as follows: “This p@ragraph shall not

apply to—
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“(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 for-
cign partnership, to a domestic corporation in ex-
change for stock or securities in such corporation
in a transaction to which section 351 applies.” |

(k) CorrEcTION OF INCOME TAX AT SOURCE ON
WaGES.—Subsection (a) of section 3401 (relating to defini-
tion 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 designated by regulations
prescribed by the Secretary or his delegate; or”.

(1) DerFINITION OF FOREIGN ESTATE OR TRUST.—
Bection 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 Unite& States which is not effectively connected with
the conduct of a trade or business within the United States,”.

(m) CoxrorMIiNG AMENDMENT.—The first sentence
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of section 932 (a) (relating to citizens of possessions of the

United States) is amended to read as follows: “Any in-

1
2
3 dividual who is a citizen of any possession of the United
4 States (but not otherwise a citizen of the United States)
5

and who is not a resident of the United States shall be sub-

=]

ject to taxation under this subtitle in the same manner and

7 subject to the same conditions as in the case of a nonresident

8 alien individual.”

9 (n) EFFECTIVE DATES.—
10 (1) The amendments made by this section (other
11 than the amendments made by subsections (h) and
12 (k)) shall apply with respect to taxable years begin-
13 ning after December 31, 1966.
14 (2) The amendments made by subsection (h) shall
15 ‘apply with respect to payments occurring after Decem-
16 ber 31, 1966.
17 (3) The amendments made by subsection (k) shall
18 apply with respect to remuneration paid after December

19 31, 1966.
20 SEC. 4. FOREIGN CORPORATIONS.
21 (a) Tax ox INcoME Nor CONNECTED WiTH UNITED

22 SraTes BusiNess.—Section 881 (relating to tax on foreign
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corporations not engaged in business in the United States)
is amended to read as follows:
“SEC. 881. INCOME OF FOREIGN CORPORATIONS NOT CON-
NECTED WITH UNITED STATES BUSINESS.
“(a) IntposiTioN OF Tax.—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 foreign
corporation as—
“(1) interest, dividends, rents, salaries, wages, pre-
- miums, annuities, compensations, remunerations, emolu-
ments, 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 o received is not effee-
tively connected with the conduct of a trade or business
within the United States.

“(b) DouBriNGg OF TAX.—

“For doubling of tax on corperations of certain foreign
countries, see section 891.”
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(b) Tax ox I~xcoME ConNECTED WITH UNITED
STATES BUSINESS.—
(1) Section 882 (relating to tax on resident for-
_eign corporations) is amended to read as follows:
“SEC. 882. INCOME OF FOREIGN CORPbRATIONS CON-
NECTED WITH UNITED STATES BUSINESS.
“(a) NORMAL TAX AND SURTAX.—

“(1) IampoSITION OF TAX.—A foreign corporation
engaged in trade or business 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 busi-
ness 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 corpora-
tion, gross income includes only—

“(1) gross income which is derived from sources

within the United States and which is not effectively

615
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connected with the conduct of a trade or business with-
in the United States, and

“(2) gross income which is effectively connected
with the conduct of a trade or business within the
United States.
“(¢) ALLOWANCE OF DEDUCTIONS AND CREDITS.—

“(1) ALLOCATION OF DEDUCTIONS.—

“(A) GENERAL RULE.—In the case of a for-
eign corporation, the deductions 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
apportionment 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 de-
duction for charitable contributions and gifts pro-
vided by section 170 shall be allowed whether or
not connected with income which is effectively con-
nected with the conduct 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 subtitle F, including therein
all the information which the Secretary or his delegate
may deem necessary for the calculation of such dedue-
tions and credits. This paragraph shall not be construed
to deny the credit provided by section 32 for tax with-
held at source or the credit provided by section 39 for
certain uses of gasoline and lubricating oil.

“(8) ForEIGN TAX CREDIT.—Except as provided
by section 906, foreign corporations shall not be allowed
the credit against the tax for taxes of foreign 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 sec-
tion 906(b)(1).

“(d) EiectioN To TREAT REAL PROPERTY INCOME

20 AS Income ConNEcTED WitH UNITED STATES BUSI-

21

NESS.—
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“(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 exchange of

real property or an interest therein, (ii) rents or

royalties from mines, wells, or other natural de-

posits, and (iii) gains described in section 631 (b)

or (c), 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 con-
duct 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 husiness within the United States
during the taxable year. An election under this para-
graph for any taxable year shall remain i effect for all
subsequent taxable years, except that it may be revoked
with the consent of the Seccretary or his delegate with

respect to any taxable year.
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“(2) ELECTION AFTER REVOCATION, ETC.—Para-
graphs (2) and (3) :of section 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) RerurNs oF Tax BY AGENT.—If any foreign

7 corporation has no office or place of business in the United

8
9
10
11
12
13
14

15

1.6
17
18
19
20
21
22

23

- 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 in-
serting “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 cori)oratibns) is
amended by adding at the end thereof the following
new subsection:

“(f) Fore1cN CORPORATIONS.—In the case of a foreign

corporation, the tax imposéd by subsection (a) shall apply

only as provided by section 882.”

(8) The table of sections for subpart B of part IT

of subchapter N of chapter 1 is amended by striking out
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the items relating to sections 881 and 882 and inserting

in lieu thereof the following:

«Sec. 881. Income of foreign corporations not connected with
United States business.

“Sec. 882. Income of foreign corporations connected with
United States business.”

(¢) WirEHOLDING OF TAX ON FOREIGN CORPORA-
TIONS.—Section 1442 (relating to withholding of tax on
foreign corporations) is amendgd to read as follows:

“SEC. 1442. WITHHOLDING OF TAXV ON FOREIGN CORPO-
RATIONS.

“(a) GENERAL RULE.—In the case of foreign corpora-
tions 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 (relat-
ing to tax-free covendnt bonds), the deduction and with-
holding 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 section 882 (a), as the case may be.

“(b) ExEmPpTION.—Subject to such terms and condi-
tions as may be provided by regulations prescribe& by the
Secretary of 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 de-
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termines 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) Divipenps Recervep From GERTAIN ForeiaN
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 subsection (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” ;

(3) 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
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(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 effec-
tively 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.”

(e) UNRELATED BUSINESS TAXABLE INcOME.—The
last sentence of section 512 (a) (relating to definition) is
amended to read as follows: “In the case.of an organiza-
tion described in section 511 which is a foreign organiza-
tion, the unrelated business taxable income shall be its un-
related business taxable income which is eﬂectively connected
with the conduct of a trade or businesse within the United
States.” |

(f) CorPORATIONS SUBJECT TO PERSONAL HOLDING.
CovMpaNY TAx.—Paragraph (7) of section 542 (c) (re-.
lating to 'corporations not subject to the personal holding
company tax) is amended to read as follows:

“(7) a foreign corporation, if all of its stock out-
standing during the last half of the taxable year is owned

by nonresident alien individuals, whether directly or in-
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directly through foreign estates, foreign trusts, foreigL

partnerships, or other foreign corporations;”.

(g) AmeNpMENTS WITH REspEcT TO FOrREIGN COR-
PORATIONS CARRYING ON INSURANCE 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 INSUR-
ANCE BUSINESS.

“If a foreign corporation carrying on an insurance busi-
ness within the United States would qualify under part I,
II, or IIT of this subchapter for the taxable year if (without
regard to income ot effectively connected with the conduct
of auy trade or business within the United States) it were
a domestic corPomtion, 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 corpora-
tion 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 re-
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lating to section 842 and inserting in lieu thereof the

following:

“Sec. 842. Foreign corporations carrying on insurance busi-
ness.”

(3) Section 819 (relating to foreign life insurance

companies) is amended—

(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 ahy com-
pany described in subsection (a),” in subsection
(a) (1) (as redesignated by subparagraph (A))
and inserting in lien thcreof “In the case of any
foreign corporation taxable under this part,”,

(C) by striking out “subsection (c)” in the
last sentence of subsection (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 fol-
lowing new paragraph:

“(3) REDUCTION OF SECTION 881 TAX.—In the

case of any foreign corporation taxable under this part,

there shall be determined—

“(A) the amount which would be subject to
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tax under section 881 if the amount taxable under
such section were determined without regard to sze-
tions 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 helow
zero) 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
such reduction in tax shall not exceed the inerease in
tax under this part by reason of the reduction provided
by paragraph (1).”,
(E) by striking out “for purposes of subsec-
tion (a)” each place it appears in subsection (b)
(as redesignated by subparagraph (A)) and insert-
ing in lieu thereof “with respect to a foreign
corporation”,
(F) by striking out ‘forcign life insurance
company” each place it appears in such subsection
(b) and inserting in lieu thereof “foreign corpora-
tion”,
(G) by striking out “subsection (b) (2) (A)”

each place it appears in such subsection (b) and
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inserting in lieu thereof “subsection (a) (2) (A)7,
(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 business within the United States, see section
842

(4) Section 821 (relating to tax on mutual insur-
ance companies to which part IT applies) is amended—
| (A) by striking out subsection (e) and by
redesignating subsections (f) and (g) as sub-
sections (e) and (f), and
(B) by adding at the end of subsection (f)
(as redesignated by subparagraph (A)) the fol-
lowing:
“(3) For taxation of foreign corporations carrying on

an insurance business within the United States, see sec-
tion 842.”

(5) Section 822 (relating to determination of tax-
able investment income) is amended by striking out
subsection (e) and by redesignating subsection (f) as

subsection (e).
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(6) Section 831 (relating to tax on certain other
insurance companies) is amended— |
(A) by striking out subsection (b) and by re-
designating subsection (c) as subsection (b), and
(B) by amending subsection (d) to read as
follows:

“(c) Cross REFERENCES.—

“(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 sec-
tion 842.”

(7) Section 832 (relating to insurance cdmpany
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 sub-
chapter) ,”.

(h) SuBparr F INCOME.—Section 952 (b) (relating

19 to exclusion of United States income) is amended to read as

20 foIlows:

21

“(b) ExoLusioN oF UNiTEDp StaTES INCOME.—In
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the case of a controlled foreign corporation, subpart F in-
come 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 {rom
taxation (or is subject to a reduced rate of tax) pursnant
to a treaty obligation of the United States.”

(i) GArN FroM CERTAIN SALES OR EXCHANGES OF
Stock 1IN CERTAIN FOREIGN CORPORATIONS.—Paragraph
(4) of section 1248 (d) (relating to exclusions from carn-
ings and profits) is amended to read as follows:

“(4) UNITED STATES INCOME.—Any item in-
cludible in gross income of the foreign corporation under
this chapter—

“(A) for any taxable year beginning before

Jﬁnuary 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 81, 1966, as income effectively con-

nected with the conduct by such corporation of a

trade or business within the United States.

This paragraph shall not apply with respect to any

jtem which is exempt from taxation (or is subject to
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a reduced rate of tax) pursuant to a treaty obligation

of the United States.”
(j) Drcrararion or Esrimarep INcoME TAX BY
CorroraTIONs.—Section G016 (relating to declarations of

estimated income tax Dy corporations) is amended by redes-

.

ignating subsection (f) as subsection (g) and by inserting
after snbsection (¢) the following new subseetion

“(f) Cerraiy Foreiexy Corvorarions.—IFor pur-

poses of this section and section 6655, in the ease of a foreign
corporation subject to taxation under scetion 11 or 1201 (a),
or wnder subchapter L of chapter 1, the tax imposed by
section 881 shall he treated as a tax imposed by seetion 11.”
(k) TrcnuNicAL AMENDMENTS—
(1) Section 884 is amended to read as follows:

“SEC. 884. CROSS REFERENCES;

“(1) For special previsions relating to unrelated busi-
ness income of foreign educational, charitable, and cer-
tain other exempt organizations, see section 512(a).

“(2) For special provisions relating to foreign corpo-
rations carrying on an insurance business within the
United States, see section 842.

“(3) For rules applicable in determining whether any
foreign corporation is engaged in trade or business within
the United States, see section 864(b). .

“(4) For reinstatement of pre-1967 income tax provi-
sions in the case of corporations of certain foreign coun-
tries, see section 896.

“(5) For allowance of credit against the tax in case of
a foreign corporation having income effectively con-
nected with the conduct of a trade or business within the
United States, see saction 906.

“(6) For withholding at source of tax on income of for-
eign corporations, see section 1442.”
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(2) Section 953 (b) (3) (F) is amended by strik-
ing out “832(b) (5)” and inserting in lieu thereof
“832(c) (5)”.

(8) Section 1249 (a) is amended by striking out
“Except as provided in subsection (c), gain” and in-
serting in lieu thereof “Gain”.

(1) Errectivi Dares.—The amendments made by
this section (other than subsection (i)) shall apply with
respect to taxable years beginning after December 31, 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 TREATY.—Section 894 (re-
lating to income exempt under treaties) is amended to read
as follows:

“SEC. 894. INCOME AFFECTED BY TREATY.

“(a) Incomr Exempr UNDER TrREATY.—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.—For purposes of applying 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
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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
taxahle year. This subsection shall not apply in respect of
the tax computed under section 877 (b).”

(b) AprLicATION OF PRE-1967 INcOME TAX Provi-
stoNs.—Subpart C of part IT of subchapter N of chapter 1
(relating to miscellaneous provisions applicable to nonresi-
dent aliens and foreign corporations) is amended by adding
at the end thereof the following new section:

“SEC. 896. APPLICATION OF PRE-1967 INCOME TAX PRO-
VISIONS.

“(a) ImposiTiON OF MORE BURDENSOME TAXES BY

ForeieN CoUNTRY.—Whenever the President finds that—

“(1) under the laws of any foreign country, con-
sidering the tax system of such foreign country, citizens
of the United States not residents of such foreign coun-
try or domestic corporations are being subjected to more
burdensome taxes, on any item of income received by
such citizens or corporations from sources within such
foreign country, than taxes imposed by the pro;isions of
this subtitle on similar income derived from sources
within the United States by residents or corporations of

such foreign country,

631
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“(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 burdensome 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 accordance with the provisions of this
section to residents or corporations of such foreign
country, ‘
the President shall proclaim that the tax on such similar in-
come derived from sources within the United States by resi-
dents or corporations of such foreign country shall, for tax-
able years beginning after such proclamation, be determined
under this subtitle without regard to amendments made to
this subchapter and chapter 3 on or after the date of enact-
ment 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 proc-
lamation 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
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such citizens or corporations from sources within such foreign
country, he shall pi‘oclaim that the tax on such similar in-
come 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 subsec-
tion (a).

“(c) NorrricaTioN oF CoNGRESS REQUIRED.—No
proclamation shall be issued by the President pursuant to
this section unless, at least 30 days prior to such procla-
mation, he has notified the Senate and the House of Repre-
sentatives of his intention to issue such proclamation.

“(d) IMPLEMENTATION BY REGULATIONS.—The Sec-
retary or his delegate shall prescribe such regulations as he
deems necessary or appropriate to implement this section.”

(¢) CrericAL 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 therebf
“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.”
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1 (d) ErrFECTIVE DATE.—The amendments made by this
2 section (other than subsection (e)) shall apply with respect.
3 to taxable years beginning after December 31, 1966.
4 (¢) ErLecrions BY NONRESIDENT UNITED STATES
5 (rizens Wao Ari Svpigcr ro Forgiay (CoyalvNimy
6 Prorerty LAws.—
7 (1) Part 11 of subchapter N of chapter 1 (relat-
8 ing lo mcome from sources without the United States)
9 is amended by adding at the end thereof the following new
10 subpart:
11 “Subpart H—Income of Certain Nonresident United States

12 Citizens Subject to Foreign Community Property Laws

“Sec. 981. Llcctions as to treatment of income subject to
foreign community property laws.

13 “SEC. 981. ELECTION AS TO TREATMENT OF INCOME SUB-

14 JECT TO FOREIGN COMMUNITY PROPERTY

15 LAWS.

16 “(a) GENERAL RULE—In the case of any taxable year
17T beginning after December 31, 1966, if—

18 “(1) an individual s (A) a citizen of the United
19 States, (B) a bona fide resident of a foreign country
20 or countries during the entire taxable year, and (C)
21 married at the close of the taxable year to a spouse who is
22 a nonresident alien during the entire taxzable year, and
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“(2) such individual and lis spouse elect lo have
subsection (b) apply lo their community income under
Joreign community propérty luﬁw,

then subsection (b) shall apply to such income of such indi-
vidual and such spouse for the tavable year und for all sub-
sequent taxable years for which the requirements of paragraph
(1) are met, unless the Secretary or his delegate consents to
a termination of the election. ‘

“(b) TREATMENT OF CoMMUNITY INCOME.—For any
tazable year to which an clection made under subsection (a)
applies, the community income under foreign community
property laws of the husband and wife making the election
shall be treated as follows:

“(1) Earned income (within the meaning of the
first sentence of section 911(b)), other than trade or
business income and a partner's distributive share of
partnership income, shall be treated as the income of the
spouse who rendered the personal services.

“(2) Trade or business income, and a pariner’s
distributive share of partnership income, shall be treated
as provided in section 1402(a)(5).

“(8) Community income not described in para-

graph (1) or (2) which is derived from the separaie
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property (as determined under the applicable foreign
community property law) of one spousc shall be treated
as the income of such spouse.

“(4) All other such community income shall be
treated as provided in the applicable foreign community
property law.

“(c) ELECTION FOR PRE-1967 YEARS.—

“(1) ELecrioNn—If an indwidual meets the re-
quirements of subsection (a)(1) (A) and (C) for any
tazable year beginning before January 1, 1967, and if
such indwidual and the spouse referred to in subsection
(a)(1)(C) elect under this subsection, then paragraph
(2) of this subsection shall apply to their community in-
come under foreign community property laws for all
open taxable years beginning before January 1, 1967
(whether under this chapter, the corresponding provi-
sions of the Internal Revenue Code of 1939, or the cor-
responding provisions of prior revenue laws), for which
the requirements of subsection (a)(1)(4) and (C) are
met.

“(2) Errkcr oF ELECTION—~IFor any taxzable
year to which an election made under this subsection
applies, the community income under foreign community

property laws of the husband and wife making the
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election shall be treated as provided by subsection (b),
except that the other community income described in
paragraph (4) of subsection (b) shall be treated as the
income of the spouse who, for such taxable year, had
gross income under paragraphs (1), (2), and (3) of
subsection (b), plus separate gross income, greater than
that of the other spouse.

“(d) TiMe ror MakiNG ELECTIONS; PERIOD oOF

LIMITATIONS; ETC.—

“(1) TiMe.—An election under subsection (a) or
(¢) for a taxable year may be made at any time while
such year is still open, and shall be made in such man-
ner as the Secretary or his delegate shall by regulations
prescribe.

“(2) EXTENSION OF PERIOD FOR ASSESSING DE-
FICIENCIES AND MAKING REFUNDS.—I f any tazable
year to which an election under subsection (a) or (c)
applies is open at the time such election is made, the pe-
riod for assessing a deficiency against, and the period
for filing claim for credit or refund of any overpayment
by, the husband and wife for such taxable year, to the
extent such deficiency or overpayment is attributable to
such an election, shall not expire before 1 year after

the date of such election.
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“(3) ALIEN SPOUSE NEED NOT JOIN IN SUBSEC-
TION (¢) ELECTION IN CERTAIN CASES.—If the Secre-
tary or his delegate determines-—

“(A) that an eection under subsection (c)
would not affect the liability for Federal income
tax of the spouse referred to in subsection (a)(1)
(C) for any taxable year, or

“(B) that the effect on such liability for tax
cannot be ascertained and that to deny the election
to the citizen of the United States would be inequita-
ble and cause undue hardship,

such spouse shall not be required to join in such election,
and paragraph (2) of this subscction shall not apply
with respect to such spouse.

“(4) Inrerest.—To the extent that any overpay-
ment or deficiency for a taxable year is atiributuble to
an election made under this section, no z"n‘te'r(fst shall be
allowed or paid for any period before the day which is 1
year after the date of such election.

“(¢) DEFINITIONS AND SPECIAL RULES—For pur-

poses of this section—

“(1) DEpvcrions.—Deductions shall be treated in
a manner consistenl with the manner provided by this
section for the income to which they relate.

“(2) OPEN YEARS.—A tazable year of a cilizen
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of the United States and his spousc shall be treated as
‘open’ if the period for assessing a deficiency against
such citizen for such year hus not expired before the
date of the election under subsection (a) or (c), as the
case may be.

“(3) ELECTIONS IN CASE OF DECEDENTS—If a
husband o1 wife is deceased Iis election under this section
may be made by his caecutor, administrator, or other
person charged with his property.

“(4) DEaTH OF SPOUSE DURING TAXABLE
yEAR~In applying subsection («)(1)(C), and in de-
termining under subsection (c)(2) which spouse has the
greater income for a tavable year, if a husband or wife
dies the taxable year of the swreiving spouse shall be
treated as ending on the date of such death.”

(2) The table of subparts for such part 111 is
amended by adding at the end thereof the following:

“Subpart H. Income of certuin nonresident United States
citizens subject to forelgn community prop-
erty lows.”

(3) Section 911(d) (relating to earned income
from sources without the United States) is amended—

(A) by striking out “For administrative” and

inserting in liew thereof the following: “(1) For ad-

ministrative”; and
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(13) by adding al the end thercof the [ollowing:

“(2) For elections as to treatment of income subject to
foreign community property laws, see section 981.”

SEC. 6. FOREIGN TAX CREDIT.

(2) ALLOWANCE OF CREDIT TO CERTAIN NONRESI-
DENT ALIENS AND FOREIGN CORPORATIONS.—

(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 FOR-
EIGN CORPORATIONS.

“(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
husiness within the United States.

“(b) SpEcIAL RULES.-;

“(1) For purposes of subscction (a) and for pur-
poses of determining the deductioﬁs allowable under

sections 873 (a) and 882 (c), in determining the amount
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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 indi-
vidual, 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 taxpayer’s taxable income shall be
treated as consisting only of the taxable income effec-
tively connected with the taxpayer’s conduct of a trade
or business within the Unifcd States.

“(3) The credit allowed pursuant to subsection (a)
shall not be allowed against any‘ tax imposed by section
871 (a) (relating to i‘ncome of nonresident alien individ-
ual not connected with United Stafes business) or 881
(relating to income of foreign corporations not con-

nected with United States business) .
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“(4) For purposes of sections 902 (a) and 78, a
foreign corporation choosing the benefits of this sub-
part 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

S U B W b

amended by adding at the end thereof the following:

“Sec. 906. Nonresident alien individuals and foreign cor-
porations.”

7 (3) Section 874 (c) is amended by striking out
8 “(c) ForeieN Tax CrepiT NoT ALLOWED.—A non-

resident”” and inserting in lieu thereof the following:

Ne]

10 “(c) ForeieN TAx CrEDIT.—Except as provided in
11 section 906, a nonresident”.

12 (4) Subsection (b) of section 901 (relating to
13 amount allowed) is amended by redesignating para-
14 graph (4) as paragraph (5), and by inserting after
15 paragraph (3) the following new paragraph:

16 “(4) NONRESIDENT ALIEN INDIVIDUALS AND FOR-~
17 EIGN CORPORATIONS.—In the case of any nonresident
18 alien individual not described in section 876 and in the
19 case of any foreign corporation, the amount determined
20 pursuant to section 906; and”.

21 (5) Paragraph (5) (as redesignated) of section
22 901 (b) is amended by sfriking out “or (3),” and in-
23 serting in lieu thereof “(3), or (4),”.
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1 (6) The amendments made by this subsection shall
o apply with respect to taxable years beginning after
3 December 31, 1966. In applying section 904 of the
4 Internal Revenue Code of 1954 with respect to section
5 906 of such Code, no amount may be carried from or to
6 any taxable year beginning before January 1, 1967, and
7 no such year shall be taken into account.

8 (b) ArieNn RESIDENTS OF THE UNITED STATES OR

9 PuerTo Rico.—

10 (1) Paragraph (3) of section 901 (b) (relating
11 to amount of foreign tax credit allowed in case of alien
12 resident of the United States or Puerto Rico) is amended
13 by striking out “, if the foreign country of which such
14 . alien resident is a citizen or subject, in imposing such
15 taxes, allows a similar credit to citizens of the United
16 States residing in such country”.

17 (2) Section 901 is amended by redesignating sub-
18 sections (c) and (d) as subsections (d) and (e), and
19 by inserting after subsection (b) the following new
20 subsection:

21 “(c) SimiLAR CREDIT REQUIRED FOR CERTAIN ALIEN

22 RESIDENTS.—Whenever the President finds that—

-

2

=2

.
I

“(1) a foreign country, in imposing income, war

24 profits, and excess profits taxes, does not allow to

643



[V R \V}

6

66

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 so, 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

country,

the President shall proclaim that, for taxable years begin-
ning while the proclamation 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 sen-
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tence of subsection (a), and by adding at the end of
such section the following new subsection:

“(h) SimiLar CREDIT REQUIRED FOR CERTAIN ALIEN

4 REesiDENTS.—Whenever the President finds that—

5
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21
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“(1) a foreign country, in imposing estate, inherit-
ance, legacy, or succession taxes, does not allow to citi-
zens of the United States resident in such foreign coun-
try 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 sach 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 under subsection (a) shall be al-

lowed only if such foreign country allows such a similar
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credit in the cﬁse 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 (8) shall apply
with respect to estates of decedents dying after the date
of the enactment of this Act. |
(¢) Foreign Tax CREpiT IN CASE or CERTAIN

OVERSEAS OPERATIONS I'UNDING SUBSIDIARIES.—

(1) Section 904(f)(2) (relating to application of
limitations on foreign tax credit in case of certain inter-
est income) is amended—

- (4) by striking out “or” at the end of subpara-

graph (C),

(B) by striking out the period at the end of sub-
paragraph (D) and inserting in liew thereof *, or”,
and

(C) by adding at the end thereof the following
new subparagraph:

“(E) received by an overseas operations fund-
ing subsidiary on obligations of a related foreign

corporation.”
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1 (2) Section 904(f) is amended by adding al the
2 end thereof the following new paragraph:

3 “(5) DEFINITIONS FOR PURPOSES OF PARA-
4 GrAPH (1)(E).—For purposes of paragraph (1)
5 (E)— |

6 “(A4) the term ‘overseas operations funding sub-
7 sidiary’ means a domestic corporation which (i) is
8 a member of an affiliated group (within the mean-
9 wng of section 1504) and is not the common parent
10 corporation, and () was formed and is availed of
11 for the principal purpose of raising funds outside
12 the United States through public offerings to foreign
13 - persons and of using such funds to finance the opera-
14 tions in foreign countries of one or more related for-
15- eign corporations, and
16 “(B) a foreign corporation is, with respect to
17 an overseas operations funding subsidiary, a related
18 foreign corporation if the affiliated group of which
19 such subsidiary is a member owns 50 percent or
20 more of the voting stock of such foreign corporation
21 either directly or through ownership of the voting
22 stock of another foreign corporation.”

23 , (3) The amendments made by paragraphs (1) and

71-297 O-67-pt. 1—42
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(2) shall apply to interest received after December 31,

1965, in taxable years ending after such date.

SEC. 7. AMENDMENT TO PRESERVE EXISTING LAW ON

DEDUCTIONS UNDER SECTION 931.

(a) DepucTIONS.—Subsection (d) of section 931 (re-

lating to deductions) is amended to read as follows:

“(d) DepucTIONS.—

“(1) GENERAL RULE.—Except as otherwise pro-
vided 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 in-
come from sources within the United States:

“(A) The deduction, for lbsses not connected
with the trade or business if incurred in transactions

entered into for profit, allowed by section 165 (c)
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(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
(¢) (3), but only if the loss is of property within
the United States. ' ‘

“(C) The deduction for charitable contribu-
tions and gifts allowed by section 170.

“(3) DEDUCTION DISALLOWED.—

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

(b) ErrecTivE DATE.—The amendment made by this
section shall apply with respect to taxable years beginning
after Deéember 31, 1966.

SEC. 8. ESTATES OF NONRESIDENTS NOT CITIZENS.

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

“(a) Rate or Tax.—Except as provided in section
2107, a tax computed in accordance with the following table

is hereby imposed on the transfer of the taxable estate, de-
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termined 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- - oo $120,000, plus 20% of excess over
$1,000,000. v
Over $2,000,000_ . _______ $320,000, plus 25% of excess over
$2,000,000.”

(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 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 subsection (b).

“(b) SpeciAL LiMITATION.—The maximum credit
allowed under section 2011 against the tax impdsed by sec-
tion 2101 for State death taxes paid shall be an amount
which bears the same ratio to the credit computed as pro-
vided in section 2011 (b) as the value of the property, as

determined for purposes of this chapter, upon which State
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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’ méans the taxes described in
section 2011 (a).”

(c) ProrERTY WITHIN THE UNITED STATES.—Sec-
tion 2104 (relating to property within the United States) is
amended by adding at the end thereof the following new
subsection:

“(c) DEBT OBLIGATIONS.—For purposes of this sub-
chapter, 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 property within the United States. This
subsection shall not apply to a debt obligation of a domestic
corporation if any interest on su‘ch obligation, were such in-
terest received by the decedent at the time of his death,
would be treated under seetion 862{e}-{1} by reason of
section 861(a)(1){B) as income from sources without the
United States.”

(d) ProPERTY WITHOUT THE UNITED STATES.—Sub-
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“section (b) of section 2105 (relating to bank deposits) is

amended to read as follows:

“(b) DEposits IN CERTAIN FOREIGN BRANCHES.—
For purposes of this subchapter, 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.”

(e) 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) 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) Speciar MrrHODS OF COoMPUTING TAX.—Sub-
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chapter B of chapter 11 (relating to estates of nonresidents
not citizens) is amended by adding at the end thereof the fol-
lowing new sections:
“SEC. 2107. EXPATRIATION TO AVOID TAX.

“(a) RATE oF 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 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
principal 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 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 mean-
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ing 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 en-

titled to voté of such foreign corporation,
then that proportion of the fair market value of the stock of
such foreign corporation owned (within the meaning of sec-
tion 958 (d)) by such decedent at the time of his death,
which the fair market value of any assets owned by such for-
eign 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) OrepiTs.—The tax imposed by subsection (a)

shall be credited with the amounts determined in accordance

“with section 2102.

“(d) ExcepTION FOR LOSs oF CITIZENSHIP FOR CER-
TAIN CAUSES.—Subsection (a) shall not apply to the trans-
fer of the estate of a decedent whose loss of United States

citizenship resulted from the application of section 301 (b),
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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 dele-
gate establishes that it is reasonable to believe that an indi-
vidual’s loss of United States citizenship would, but for this
section, result in a substantial reduction in the estate, in-
heritance, 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. 2108. APPLICATION OF PRE-1967 ESTATE TAX PRO-
VISIONS.

“(a) ImposiTiON OF MORE BURDENSOME TAX BY

ForrieN CoOUNTRY.—Whenever the President finds that—

~“(1) under the laws of any foreign country, con-

sidering 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
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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 foreign country,

and

“(3) it is in the public interest to apply pre-1967

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 for-
eign 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 amend-
ments made to sections 2101 (relating to tax imposed),
2102 (relating to credits against tax), 2106 (relating to
tazable estate), and 6018 (relating to estate tax returns)
- on or after the date of enactment of this section.

“(b) ArrEVIATION OF MORE BURDENSOME TAX.—
Whenever the President finds that the laws of any foreign
country with respect to which the President has made a proc-
lamation 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
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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 sub-
section (a).

“(c) NorrricATION OF CONGRESS REQUIRED.—No
proclamation shall be issued by the President pursuant to
this section unless, at least 30 days prior to such proclama-
tion, he has notified the Senate and the House of Repre-
sentatives of his intention to issue such proclamation.

“(d) IMPLEMENTATION BY REGULATIONS.—The Sec-
retary or his delegate shall prescribe such regulations as may
be necessary yor appropriate to implement this section.”

(g) Estrate TAx RETURNS.—Paragraph (2) of sec-
tion 6018 (a) (relating to estates of nonresidents not citi-
zens) 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 nonresi-
dents not citizens) is amended by adding at the end thereof

the following:

“Sec. 2107. Expatriation to avoid tax.
“Sec. 2108, Application of pre-1967 estate tax provisions.”
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(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—DFor 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.

“(2) TRANSFERS OF INTANGIBLE PROPERTY.—
Except as provided in paragraph (8), paragraph (1)
shall not apply to the transfer of intangible property by
a nonresident not a citizen of the United States.

“(3) Exceprioxs.—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 citi-
zenship resulted from the application of section

301 (b), 350, or 355 of the Immigration and Na-
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tionality Act, as amended (8 U.S.C. 1401 (b),
1482, or 1487), or
“(B) such loss did not have for one of its prin-
cipal purposes the avoidance of taxes under this

subtitle 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 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 pur-
poses the avoidance of taxes under this subtitle or subtitle
A shall be on such individual.”

(b) TRANSFERS IN GENERAL.—Subsection (b) of sec-
tion 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 application of section
2501 (a) (2)—

“(1) shares of stock issued by a domestic corpora-
tion, and

“(2) debt obligations of—

“(A) a United States person, or
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“(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.”

(¢) ErFecTIVE 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 obliga-
tion of the United States. For purposes of the preceding
sentence, the extension of a benefit provided by any amend-
ment made by this Act shall not be deemed to be contrary
to a treaty obligation of the United States.
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89rH CONGRESS HOUSE OF REPRESENTATIVES ReporT
2d Session No. 1450

FOREIGN INVESTORS TAX ACT OF 1966

APRIL 26, 1966.—Committed to the Committee of the Whole House on the State
of the Union and ordered to be printed

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

REPORT

[To accompany H.R. 13103]

The Committee on Ways and Means, to whom was referred the bill
(H.R. 13103) to amend the Internal Revenue Code of 1954 to provide
equitable tax treatment for foreign investment in the United States,
having considered the same, report favorably thereon with amend-
ments and recommend that the bill as amended do pass.

The amendments appear in the reported bill in stricken-through type
and in italic type.

I. SUMMARY

The foreign investors tax bill of 1966, H.R. 13103, is designed to
provide more equitable tax treatment for foreign investment in the
United States. This is the first time the U.S. tax treatment of non-
resident aliens and foreign corporations has been systematically re-
vised in over 25 years. This legislation has been carefully studied and
reviewed by your committee. This legislation has been developed by
your committee from earlier proposals made to it by the Treasury
Department.

1
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2 FOREIGN INVESTORS TAX ACT OF 1966

It is anticipated that this bill will increase revenues by slightly over
$1 million on an annual basis. In addition, in the fiscal year 1967
th.eirl'g is expected to be, in that one year only, a revenue gain of $22.5
million. :

This bill is reported favorably by your committee, and its passage is
urged by the Treasury Department. - :

summary of the principal changes made by this bill, for the most
part presented in the order in which they appear, is as follows:

1. Interest on deposits in foreign branch banks of domestic corpora-
tions.—Interest on deposits with foreign branch banks of U.S. corpo-
rations is to be treated as foreign source income, and thus free of U.S.
income tax when paid to nonresident aliens and foreign corporations.

2. Source rules for bank deposit interest and similar income.—After
December 31, 1971, all interest on U.S. bank deposits (other than
those described in No. 1 above), whether or not effectively connected
with a U.S. business, is to be treated as U.S. source income (and sub-
ject to U.S. income tax) in the case of nonresident aliens and forei
corporations. Until then, this interest on bank deposits, interest paid
on accounts with mutual savings banks, domestic building and loan
associations, etc., and interest on amounts held by insurance companies
on deposit also are to be treated as foreign source income (unless
effectively connected with a U.S. business) and thereby free of U.S.
income tax. _

3. Rules for determining the source of dividends from foreign
corporations—The source rule with respect to dividends paid by
foreign corporations is amended to provide that dividends received
from a foreign corporation are to be considered as having a U.S.
source only if 80 percent of the corporation’s gross income for the
prior 3 years was effectively connected with the conduct of a trade or
business in the United States. v ‘

4. Compensation for personal services—The special source rule, pro-
viding that certain payments of compensation for services performed
in the United States by a nonresident alien are treated as foreign source
income (and therefore free of U.S. tax) if the services are performed
for a foreign office of a U.S. corporation, is extended to services per-
formed for a foreign office of a proprietor who is a-citizen or resident
of the United States or for the foreign office of a domestic partnership.

8. Trading in stocks or securities or in commodities—Except in the
case of dealers and certain investment companies, trading in stocks or
securities in the United States, for one’s own account, whether by a
foreign investor physically present in the United States, through an
employee located here, or through a resident agent (whether or not
the agent has discretionary authority) is not to constitute a trade
or business in the United States for income tax purposes. A parallel
ruleis provided for those trading in commodities.

6. Income effectively conmected with the conduct of a trade or busi-
ness in the United States—The benchmark to be used in determining
whether income is to be subject to a flat 30-percent rate or taxed sub-
stantially the same as income earned here by a U.S. citizen or domestic
corporation is whether or not the income is effectively connected with
a U.S. business. In the case of investment and other fixed or determi-
nable income and capital gains from U.S. sources the income is to be
treated as effectively connected with a U.S. business if the income is
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FOREIGN INVESTORS TAX ACT OF 1966 3

derived from assets used or held for use in the conduct of a U.S. busi-
ness or if the activities of the U.S. business were a material factor in
the realization of the income. All other types of U.S. source income
are to be considered to be effectively connected if there is a U.S. busi-
ness. Income from sources without the United States will not be
treated as effectively connected with a U.S. business unless the nonresi-
dent alien or foreign corporation has a fixed place of business in the
United States and the income is attributable to that place of busi-
ness. Moreover, in general only rents and royalties from licensing,
.income from banking and so forth, and sales income are to be taken
into account for this purpose and only to the extent the income is not
“subpart F” income or income derived from a foreign corporation 50-
percent owned by the nonresident alien or foreign corporation receiv-
ing the income.

7. Income tax on monresident alien individuals—The income of
nonresident aliens which is effectively connected with a U.S. business
is to be taxed at the regular graduated rates applicable to individuals
and all income not so connected is to be taxed at a flat 30-percent rate
(or lower applicable treaty rate). U.S. source capital gains of a non-
resident alien not engaged in business in the United States are to be
taxed only if the alien was in the United States for 183 days or more
during the year. Deductions are allowable only to the extent allocable
to income which is effectively connected to a U.S. business. Also, an
election is provided which allows an alien to treat income from real
property as U.S. business income in order to take deductions allocable
to it.

8. Expatriation to avoid income tax.—U.S. source income and the
effectively connected income of a citizen received for 5 years after
expatriation is, in most cases, to be taxed at the regular U.S. tax rates
if a principal purpose of the expatriation was the avoidance of U.S.
income, estate, or gift taxes.

9. Withheld taxes and declarations of estimated income tax.—The
Treasury Department is authorized to require payment of amounts
withheld from nonresident aliens and foreign corporations on a more
current basis, rather than the annual basis presently provided. It is
expected that quarterly payments will be required. Nonresident aliens
who receive income which 1s effectively connected with the conduct of a
U.S. business are to be required to file declarations of estimated tax.

10. Income tax on foreign corporations—The regular corporate in-
come tax is to apply to income of foreign corporations which is effec-
tively connected with a U.S. business. U.S. source income which is not
so connected is taxable at a flat 30-percent rate (or at a lower treaty
rate). Foreign corporations are given an election to treat real prop- -
ei'_ty income as business income similar to that afforded nonresident
aliens.

11. Foreign corporations carrying on insurance business in the
United States—A foreign corporation carrying on a life insurance
business within the United States is to be taxed under the present
special insurance company provisions on its income effectively con-
nected with a U.S. business. The remainder of the income of this
type of corporation from sources within the United States is to be
taxed in the same manner as income of other corporations which is not
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effectively connected ; that is, at a flat 30-percent rate. An adjustment
also is made to avoid double taxation which might result from the
interaction of the minimum surplus provision for life insurance com-
panies under present law and the new method of taxing foreign life
Insurance companies.

12. Application of pre-1967 income, estate and gift tax provisions.—
The President is authorize to reinstate the income, estate, or gift tax
provisions in effect prior to the enactment of this bill in the case of
foreigners upon a determination that the foreign country in which
they are residents or were incorporated is imposing more burdensome
taxes on U.S. citizens or domestic corporations on income from sources
within the foreign country than the U.S. tax on similar U.S. source
income of foreigners.

13. Foreign community property income.—A U.S. citizen who is
married to a nonresident alien, resident in a foreign country
with community property laws, is to have an election for post-1966
years to treat the community income of the husband and wife as
income of the person who earns it or, in the case of trade or business
income, as income of the husband unless the wife manages the business.
Income from separate property is to be treated as income of the person
owning the property. All other community income is to be governed
by the applicable foreign community property law. For open pre-
1967 years, an election may also be made and the rules set forth above
govern except that the other community income is to be treated as the
income of the person who had the greater income from the other
community income categories plus separate income.

14. Foreign tax credit—A foreign tax credit is to be allowed non-
resident aliens and foreign corporations with respect to foreign taxes
on foreign source income which is effectively connected to the conduct
of a U.S. business. However, the credit is not to include taxes paid to
the foreigner’s home country on grounds other than that the income
was derived from sources within that country.

15. Similar income tax credit requirement.—Under present law a
foreign tax credit is denied to citizens of a foreign country who are
resident in the United States if the foreign country does not allow
a similar credit to U.S. citizens who are resident in the foreign coun-
try. In the future the credit is to be denied only where the President
finds that this is in the public interest and the foreign country refuses
to grant U.S. citizens such a credit when requested to do so.

16. Owerseas operations funding subsidiaries—The separate appli-
cation of the limitation on the foreign tax credit for interest income
is not to apply to a domestic funding subsidiary which is formed and
availed of for the principal purpose of (1) raising funds outside the
United States through foreign public offerings, and (2) using these
funds to finance the foreign operations of related foreign corpora-
tions.

17. Estate tax rates, exemptions, and returns—A separate sched-
ule of estate tax rates is made applicable to estates of nonresident
aliens. The rates are graduated from 5 percent on the first $100,000
of a taxable estate to 25 percent on the portion which exceeds $2 mil-
lion. The exemption also is raised from $2,000 to $30,000. These
two measures are designed to accord approximately the same tax treat-
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FOREIGN INVESTORS TAX ACT OF 1966 5

ment in the case of the estate of a nonresident alien as is accorded
a_similar-sized estate of a citizen eligible for a marital deduction.
The filing requirement for returns for the estates of these nonresi-
dent aliens also is raised from $2,000 to $30,000.

18. Situs rule for bonds—For purposes of the tax imposed on the
estates of nonresident aliens, bonds of a U.S. person, the United States,
a State, or political subdivision owned by a nonresident not a citi-
zen of the United States, are to be considered property within the
United States and therefore subject to U.S. estate tax. This rule al-
ready applies in the case of other forms of debt obligations.

19. Situs rule for bank deposits—Bank deposits of nonresident
aliens are to be treated as property within the United States and there-
fore subject to U.S. estate tax.

20. Swtus rule for deposits in foreign branch banks—Deposits in
a foreign branch bank of a U.S. corporation are to be treated as prop-
erty without the United States and therefore not includible in a for-
eigner’s U.S. estate tax base.

21. Ezpatriation to avoid estate tax.—The estate of a nonresident
alien is to be taxed at the regular U.S. estate tax rates if, within 10
years of his death, the alien had expatriated from the United States
with a principal purpose of avoiding U.S. taxes.

23. Tax on gifts of nonresident aliens—Transfers of intangible
property by nonresident aliens are not to be subject to gift tax whether
or not they are engaged in business in the United States. However,
gifts of intangibles made by citizens who became expatriates within
10 years of mai{ing the gift are to be subject to gift tax if the avoidance
of income, estate or gift taxes was a principal purpose for their becom-
ing an expatriate. In the case of a person who expatriated for tax
avoidance reasons, debt obligations of a U.S. person, or of the United
States or a State or political subdivision are to be treated as having a
situs in the United States.

23. T'reaty obligations—Noamendment made by this bill is to apply
in any case where its application would be contrary to any treaty
obligation of the United States. However, the granting of a benefit
provided by an amendment made by this bill is not to be considered
to be contrary to a treaty obligation. Thus, even though a nonresident
alien or foreign corporation has a permanent establishment in the
United States, income which is not effectively connected with this busi-
ness is to be taxed at the applicable treaty rate rather than at the
regular individual or corporate rate.

II. PURPOSE AND BACKGROUND OF THE BILL

On October 2, 1963, the President appointed a task force on
“Promoting Increased Foreign Investment in U.S. Corporate Securi-
ties and Increased Foreign Financing for U.S. Corporations Operating
Abroad.” On April 27, 1964, a report of this task force was released.
Among the recommendations of the task force were a series of pro-
posals designed to modify the U.S. taxation of foreign invest-
ors. The Treasury Department studied the recommendations of the
task force and on March 8, 1965, submitted to the Congress proposed
tax legislation designed to increase foreign investment in the United
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6 FOREIGN INVESTORS TAX ACT OF 1966

States. At the request of the administration, Chairman Mills in-
troduced a bill on that date, H. R. 5916, designed to carry out the
recommendations of the Treasury Department. As stated by the
Treasury Department, the proposed legislation was a part of the
President’s program to improve the U.S. balance of payments. The
changes included in the proposed legislation were designed to stimu-
late ?oreign investment in the United States by modifying existing
tax rules which are not consistent with sound tax policy and act as
barriers to such investmerit.

On June 30 and July 1, 1965, your committee held public hearings on
H.R. 5916. Following these hearings, the committee considered the
bill at length in executive sessions. On the basis of these considera-
tions a new version of the bill, H.R. 11297, was introduced by Chair-
man Mills on September 28, 1965, at the instruction of your commit-
tee in order to make it available for the information of the general
public. Comments were requested on this revised version of the bill
for the committee’s consideration of the bill in 1966.

The committee, in its executive sessions in 1965, modified consider-
ably the objectives of the earlier bill. The bill as modified by your
committee sought, as its primary objective, the equitable tax treatment
by the United States of nonresident aliens and foreign corporations.
While, as stated above, the initial bill proposed by the Treasury De-
partment "vas designed primarily to stimulate investments by foreign- -
ers in the United States, your committee considered more generally the
tax provisions of present law affecting nonresident aliens and foreign
corporations. .

Your committee concluded in the course of its analysis that consid-
erable revision and modification of the tax treatment accorded these
persons were justified. Although the tax laws have been substantially
revised on several occasions in recent years, the tax treatment of non-
resident aliens and foreign corporations has not been appreciably
changed in over 25 years. .

Some of the revisions made in H.R. 11297 were a matter of concern to
taxpayers as indicated by the comments received by the committee
following the end of the first session of this Congress. As a result,
your committee reconsidered the bill in executive session, analyzing
these various comments and, on this basis, on February 28, 1966,
Chairman Mills introduced a further revised bill, H.R. 13103. Public
hearings were held on this bill on March 7, 1966. Following these
hearings, the bill was again considered in executive session and it is
favorably reported with amendments. :

The foreign investors tax bill, as reported here, contains a broad
revision of the present method of taxing income derived from the
United States by foreign individuals and corporations. The legisla-
tion is designed to increase the equity of the tax treatment accorded
foreign investment in the United States.

III. REVENUE ESTIMATES

It is expected that the bill, as presented here, will result in a revenue
gain at current income and investment levels of slightly over $1 million
a year. In addition, the provision in the bill calling for quarterly
payments of withheld taxes, instead of annual payments, is expected
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to increase collections in the fiscal year 1967 alone by $22.5 million.
“Table 1 shows the revenue gain or loss attributable to the various pro-
visions in the bill to the extent this can be quantified.

TABLE 1.—Estimated revenue changes resulting from the foreign investors tax bill

Revenue gain or loss (—)
Tax proposals
Gain Loss Net
A. Elimination of progressive taxation of U.S. source income
of nonresident alien individuals not engaged in trade or
business in the United States...._.._.____________ - —$748, 000 —$748, 000
B. Estate tax at top rate of 25 percent on intangibles and
tangibles with $30,000 exemption_ .. - —3, 000, 000 -3, 000, 000
Tax on excluded bank deposits...._..._____________ $300,000 |- _________ 300, 000
C. Taxation of foreign life insurance company income from
nontrusteed investments in the United States._._____.___ 3,000,000 |- _.__._.__ 3, 000, 000
D. Saving in interest cost to U.S. Government resulting from .
quarterly payment of withheld taxes_ . _._._._._____.__. 1,593,000 |- o_______ 1, 593, 000
E. Taxon capital gains. - —50, 000 ~50, 000
Total 4,893,000 | - —3, 798, 000 1, 095, 000

Nore.—Based on the most recently available withholding tax information, quarterly payment of with-
held taxes will result in a revenue gain of $22,500,000 in the fiscal year 1967. 'Taxes will be collected for
5 quarters in the fiscal year 1967. All 1966 withholding, estimated at $90,000,000, will be collected on March
15, 1967, plus tax of $22,500,000 for the 1st quarter of 1967 on April 15, 1967.

IV. GENERAL EXPLANATION
A. INCOME TAX SOURCE RULES -

1. Rules for determining source of certain interest payments (sec. 2(a)
(1) of the bill and secs. 861 (a) and (¢) of the code)

(@) Present law.—Present law provides that nonresident alien
individuals and foreign corporations are subject to U.S. tax only
on the income they derive from sources within the United States.
For purposes of determining whether the income is from within or
without the United States, the code specifically enumerates types of
income treated as income from sources within and as income from
sources without the United States.

One of the rules under present law provides that interest on deposits
paid to persons not engaged in trade or business in the United States
1s to be treated as income from sources without the United States if
the interest is paid by a bank. The Internal Revenue Service in inter-
preting this rule has held that, in addition to banks, the provision
applies to certain deposits with some types of State-chartered savings
and loan associations. However, the Service has not interpreted this
provision as extending to interest paid on deposits with all savings
and loan associations or all types of deposits. = Additionally, interest
on similar deposits with insurance companies has not been accorded
the benefits of this special rule.

(b) Reasons for provision—Your committee believes that it is
questionable whether interest income of this type, which is so clearly
derived from U.S. sources, should be treated as though derived from
sources without the United States and thereby escape U.S. taxation.
At the same time, however, your committee realizes that an immediate
alteration of the present source rule might have a substantial adverse
effect on our balance of payments. To meet these two quite different
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problems your committee’s bill repeals this special foreign-source rule
but also postpones the effective date of the repeal until after 1971. At
that time your committee will have an opportunity to reconsider the
balance-of-payments situation.

It also is the opinion of your committee that, as long as bank deposit

interest is to be treated as foreign source income, there is no justifica-
tion for denying similar treatment for interest paid by savings and
loan institutions generally as well as interest earned on the proceeds
of an insurance policy which are left on deposit with an insurance
company. These all represent interest income received on deposits
and, therefore, it is believed that the competing businesses should be
treated in the same manner for tax purposes.
- (¢) Explanation of provision—For the above reasons your commit-
tee has amended present law to provide that after December 31, 1971,
interest on deposits with U.S. banks paid to nonresident alien indivi-
duals or foreign corporations is to be treated as income from sources
within the United States. Therefore, until 1972 only interest which
is effectively connected with the conduct of a trade or business in the
United States will be subject to U.S. tax.* In addition, during the
intervening 5-year period your committee has extended the application
of the foreign source rule of present law to interest (or so-called
dividends) paid on deposits (or withdrawable accounts) with all
chartered and supervised savings and loan associations or similar
institutions, to the extent these amounts are deductible in computing
the taxable income of these institutions. Similar institutions for
this purpose include mutual savings banks, cooperative banks, and
domestic building and loan associations. Also, during this 5-year
period, this special foreign source rule is to be applicable to interest
on amounts held by insurance companies under an agreement to pay
interest. The amounts paid by insurance companies to which this
rule is extended include: (1) interest paid on policyholder dividends
left with the company to accumulate; (2) interest paid on prepaid
insurance premiums; (3) interest paid on proceeds og policies left on
deposit; and (4) interest paid on overcharges of premiums.

(d) Effective date—Except for the provision repealing the special
foreign source rule for certain interest as of December 31, 1971, these
amendments are effective with respect to taxable years beginning after
December 31, 1966.

2. Interest on deposits in foreign branch banks of domestic corpora-
tions (sec. 2(a) (2) of the bill, sec. 861(a) (1) (D) of the code)

(@) Present law.—Present law provides that interest paid to non-
resident alien individuals or foreign corporations on deposits with
foreign branch banks of U.S. corporations, although paid by the
foreign branch situated abroad, is treated as from sources within the
United States if the recipient of the interest is engaged in a trade or
business in the United States. This is true whether the deposits are
payable in dollars or in the currency of the foreign country where the
branch is located. .

(b) Reasons for provision—As a result of the rule described above
nonresident aliens and foreign corporations often are reluctant to

1The term “effectively connected” is explained subsequently in No. B-2 below under
sec, 2(d) of the bill. :
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deposit funds with foreign branch banks of U.S. corporations since, if
(for other reasons) they are considered to be engaged in a trade or
business in the United States, the interest paid on their deposits in
these foreign branches is subject to U.S. tax. Their reluctance is
increased by the fact that foreign persons engaged in business in
the United States can avoid U.S. tax on the interest their bank deposits
earn by keeping their funds in a bank chartered in their own country
or any other country other than the United States, rather than in the
foreign branch bank of a U.S. corporation. Asa result, foreign branch
banks of U.S. corporations are at a serious competitive disadvantage
with the banks chartered in the country where they are doing business.

(¢) Ewplanation of provision—To place forelgn branch banks of
U.S. corporations in a competitive position with the other banks in
the foreign countries where they are doing business, your committee’s
bill provides that the interest on deposits paid by these institutions is
to be treated as foreign source income. Thus, nonresident aliens and
foreign corporations will not be subject to U.S. tax on this type of
interest income:.

(d) Effective date—This amendment is effective with respect to
taxable years beginning after December 31, 1966.

3. Foreign central banks and the Bank for International Settlements
(sec. 2(a) (3) (A) of the bill and sec. 895 of the code)

(@) Present lawo.—Under present law interest received by a foreign
central bank of issue from obligations of the U.S. Government is ex-
empt from U.S. tax unless the obligations are used by the certral bank
in commercial transactions. In addition foreign central banks of
issue and the Bank for International Settlements are not subject to
tax on interest income from their U.S. bank deposits since bank-
deposit interest received by nonresident aliens and foreign corpora-
tions not engaged in a trade or business within the United States is
deemed to be from sources without the United States.

The central banks of issue are generally the custodians of the bank-
ing reserves of their countries and usually carry on most of the mone-
tary functions of their countries in much the same way as our Federal
Reserve Board. The Bank for International Settlements is an inter-
national organization, in practice, used primarily to aid European cen-
tral banks of issue in their international financial operations, to
promote cooperation among these central banks and to act as trustee
in regard to certain international financial settlements. At present,
all the central banks of Europe, except that of the Soviet Union, be-
long to the Bank for International Settlements and over 90 percent
of the Bank’s deposits are owned by these central banks.

(b) Reasons for provision—By reason of the present exemption of
bank-deposit interest paid and the exemption of interest income on
their holdings of U.S. Government bonds, foreign central banks of
issue in the past have been effectively exempt from practically all U.S.
tax. Presumably this was done on the grounds that these foreign cen-
tral banks of issue, through their monetary activities, were for the
most part carrying on essential governmental activities for their
foreign governments. However, with the termination in 1971 (as
provided elsewhere in this bill) of the foreign source rule for bank-
deposit interest, the United States would begin taxing bank-deposit
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interest income of these foreign central banks. Your committee be-
lieves that in the case of these foreign central banks of issue this
income should continue to be exempt from U.S. tax because of the
pature of the activities these banks perform for their governments. -

Your committee also concluded that the Bank for International
Settlements is, in effect, acting as an agent for a group of foreign cen-
tral banks of issue and therefore it is also appropriate to extend the
exemption for bank-deposit interest to deposits of this bank.

(¢) Explanation of provision—In view of the considerations set
forth above, the bill amends the code to exempt from U.S. tax interest
received by foreign central banks of issue and the Bank for Interna-
tional Settlements from U.S. bank deposits unless the deposits are
held in connection with commercial transactions of these banks. A fter
1971, this will distinguish their tax treatment for interest on bank
deposits from that accorded other foreign persons. )

(@) Effective date—These amendments are effective with respect
to taxable years beginning after December 31, 1966.

4. Rules for determining the source of dividends from foreign cor-
porations (sec. 2(b) of the bill and sec. 861(a) (2) (B) and (O)
of the code)

(a) Present law.—Present law provides that all or a portion of divi-
dends paid by a foreign corporation to nonresident aliens or foreign
corporations 1s considered to be from U.S. sources and therefore sub-
ject to U.S. tax, but only if 50 percent or more of the income of the
foreign corporation making the distribution is derived from sources
within the United States during the preceding 3-year period. This
tax applies where the foreign corporation paying the dividend has
itself usually already paid a U.S. tax on this same income when it
received the income. The tax involved, therefore, is a second tax on
the dividend distribution from the foreign corporation. The portion
of the dividend treated as being from U.S. sources, where the 50-
percent test referred to above is met, is the same proportion of the
dividend which the gross income of the foreign corporation during
the immediately prior 3-year period, from U.S. sources, is of its gross
income from all sources for that period. '

(0) Reasons for provision.—Your committee’s bill restricts the like-
lihood of this tax being imposed. This tax on the dividends of foreign
corporations has given rise to little in revenue in the past. On the
other hand, elimination of the tax provision would give an unfair
advantage to foreign corporations substantially all of whose business
is conducted in the United States. Consequently, your committee’s
bill restricts the scope of this tax by modifying the applicable rule of
present law in two respects. Under the amended provision, the tax
will only apply if the foreign corporation is engaged in trade or busi-
ness within the United States and even in the case of a corporation so
engaged, it will only apply if 80 percent (rather than 50 percent) of
its income is effectively connected ? to the conduct of such business.

The increase in the percentage requirement from 50 to 80 percent
gives assurance that the second tax on this dividend income, which is

ifficult to collect from nonresident aliens and foreign corporations,
will be imposed only where U.S. operations account for the bulk of the
income being paid out. The limitation to income which is effectively

2The term “effectively connected” is explained in No. B-2 below under sec. 2(d) of

the bill.
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connected with the conduct of a U.S. trade or business is in accord with
the general concept, explained subsequently, of treating U.S. source
investment income essentially the same with respect to foreign corpora-
tions whether or not they have a trade or business in the United States.
As is explained further subsequently, different treatment with respect
to this irivestment income does not appear appropriate merely on the
grounds of the presence or absence in the United States of an unasso-
ciated trade or business of the foreign corporation.

(¢) Explanation of provision—To achieve the objectives set forth
above your committee’s bill amends the source rule with respect to
dividends paid by foreign corporations to provide that no portion of
a dividend received from & foreign corporation is to be considered
to be from U.S. sources unless 80 percent or more of the corporation’s
gross income for the 3-year period preceding the year in which the
dividend is declared, was effectively connected with the conduct of a
trade or business in the United States. Thus, the effect of the inter-
action of these two rules is to decrease the portion of the dividends
likely to remain subject to U.S. tax: this reduction occurs first because
only income which 1s effectively connected to a U.S. trade or business
is taken into account and, second, because, even with respect to such
income, only if in the last 3-year period it accounted for 80 percent
or more of the corporation’s gross income.

The bill also contains a transitional rule providing that, in applying
the new 80-percent test, all income derived from sources within the
United States, and not merely that effectively connected to a trade or
business in the United States, is to be taken into account for determi-
nations made with respect to periods beginning before the effective
date of these new provisions. Thus, any gross income of the foreign-
corporation from U.S. sources, for any period before the first taxable
year beginning after December 31, 1966, is treated as effectively con-
nected income in applying this test."

(d) Effective date.——’Ighese amendments are effective with respect to
dividends received after December 31, 1966.

6. Compensation for personal services (secs. 2 (¢) and (&) of the bill
and secs. 861 (a) é’) (0) (4%) and 864(b) (1) of the code)

(a) Present law.—Present law provides that payments of com-
pensation for services performed in the United States generally are
treated as U.S. source income. An exception to this rule is provided
for compensation received by a nonresident alien where certain condi-
tions are met. Thus, payments for personal services received by a
nonresident alien are treated as foreign source income if (1) he was
temporarily present in the United States for not over 90 days during
the year; (2) the compensation does not exceed $3,000; and (3) the
services are performed for a foreign employer not engaged in a trade
or business in the United States or for a domestic corporation if the
services are performed for an office or place of business it maintains
in a foreign country or U.S. possession. Also, present law provides
that the rendering of personal services in the cases described above
is not to constitute engaging in a trade or business in the United States.

(6) Reasons for provision—Your committee’s attention was called
to the fact that temporary personal services of the type described above
on occasion may be rendered not only for a domestic corporation hav-
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ing an office or place of business abroad but also for a U.S. citizen, resi-
dent or for a domestic partnership where the citizen, resident or part-
nership has an office abroad. Your committee believes that the
performance of temporary services in the United States subject to the
same conditions as described above should be exempt from tax where
the business abroad is that of a U.S. citizen, resident or partnership,
just as it is in the case of a domestic corporation.

(¢) Ezplanation of provision—For the reasons given above, your
committee’s bill amends the source rule of present law relating to
personal service income to provide that income from services per-
formed by a nonresident alien temporarily present in the United
States for not over 90 days in a year, 1f not in excess of $3,000, is to be
treated as foreign source income (and not subject to U.S..tax) not
only in cases where the employer is a foreign person or a domestic
corporation but also where the employer is a U.S. citizen or resident
or a domestic partnership. Similar changes are also made in the defi-
nition of a “trade or business within the United States” to provide
that this term does not include personal services performed for em-
ployers who are U.S. citizens or residents or for domestic partner-
ships where the conditions set forth above are met.

d) Effective date—These amendments are applicable with re-
spect to taxable years beginning after December 81, 1966.

B. DEFINITIONS USED IN DETERMINING TAXABLE STATUS OF INCOME

1. Trading n stocks or securities or in commodities (sec. 2(d) of the
bill and sec. 864(b) (2) of the code)

(a) Present law.—Present law specifically excludes from the ac-
tivities which constitute engaging in a trade or business within the
United States the trading activities conducted by a nonresident alien
in stocks, securities, or commodities in the United States through a
resident broker, commission agent, or custodian.

This rule also applies with respect to foreign corporations. How-
ever, a question has arisen whether a nonresident alien or foreign cor-
poration is to be treated as carrying on a trade or business within
the United States if the foreign person grants discretionary authority
to a U.S. broker or other agent to carry out transactions in the United
States with respect to his stocks, securities, or commodities. Under
present law, the granting of this discretionary authority may prevent
a nonresident alien or foreign corporation from qualifying for this
exemption, with the result that income arising from these trans-
actions and all other U.S. source income is subject to U.S. tax at the
regular individual or corporate rates (based on a determination that
ssuch a;:tivities constitute carrying on a trade or business in the United

tates).

(8) Reasons for provision—The granting of discretionary author-
ity to a U.S. broker or agent is thought by many foreign investors to
be a desirable protective device in the event they are not in a position
to give buy or sell orders at any time and, in any event, such an ar-
rangement is frequently the most convenient method of effecting stock,
security, or commodity transactions. Moreover, the mere grant
of this discretionary authority to a U.S. broker or agent would not
appear to be significant enough to warrant treating the foreign per-
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son acting on his own account as engaging in a trade or business
here. Moreover, individuals who trade in U.S. stocks and commodi-
ties are not treated as thereby being engaged in the business of buying
and selling stocks and commodities, whether or not the volume of their
activity is lar%e. Also, the confusion regarding the status of a foreign
investor who has granted discretionary authority to a U.S. agent may
have acted to deter some foreign investment in the United States.

(¢) Ewzplanation of provision—For the above reasons your com-
mittee has amended present law to specifically provide that, except in
the case of a dealer, the trading in stocks, securities, or commodities
in the United States, for one’s own account, whether by a foreign per-
son physically present in the United States, through an employee lo-
cated here, or through a resident broker, commission agent, custodian,
or other agent—whether or not that agent has discretionary au-
thority—does not constitute a trade or business in the United States.
Although this treatment generally applies to foreign corporations as
well as individuals, it generally does not apply in the case of a foreign
investment corporation if it has its principal office here.

It is not intended that as a result. of this provision a foreign invest-
ment company (other than a corporation which is, or but for section
542(c) (7) would be, a personal holding company) is to be permitted
to locate its general business activities in the United States and avoid
taxation at the regular corporate rates on its income and gains effec-
tively connected with its business in this country. However, a foreign
investment company conducting its general business activities in a for-
eign country (i.e., having its principal office there) can conduct trad-
ing activities in the United States through an agent with discretionary
authority, without this giving rise to its being considered as conducting
a trade or business in the United States. ' :

‘Whether a corporation’s principal office is in the United States is to
be determined by comparing the activities (other than trading in se-
curities) which the corporation conducts from an office located in the
United States with the activities it conducts from offices located out-
side the United States. For example, a corporation which carries on
most of its stock and securities transactions through an agent with
discretionary authority in the United States but maintains a general
business office outside the United States in which its management is
located and from which it communicates with its shareholders and the
general public, solicits sales of its own stock, and maintains its cor-
porate records and books of account, would not be considered as having
1ts principal office in the United States.

Although, under this provision, a dealer is specifically excluded
from those who may grant discretionary authority and not be deemed
to be conducting a business in the United States, he may trade in
securities or commodities, for his own account, through a U.S. agent
without being considered to be conducting a business in the United
States. However, this rule does not apply if at any time during the
year he has an office or place of business in the United States through
which, or by the direction of which, transactions in stocks, securities,
or commodities are effected.

Even though this provision does not free some dealers in stocks,
securities, or commodities, and investment companies from the possi-
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bility that they may be considered as engaged in a trade or business
in the United States, this does not mean that all such dealers or invest-
ment companies are so engaged. Whether a dealer or investment
company is conducting a trade or business in the United States remains
a question of fact to be determined under the rules under present law.
(d) Effective date.—These amendments apply with respect to tax-
able years beginning after December 31, 1966.

2. Income effectively connected with the conduct of a trade or business
ﬁz‘no‘zth)e United States (sec. 2(d) of the bill and sec. 864(c) of the
code

(@) Present law.—Under present law nonresident aliens and foreign
. corporations are generally taxable at the regular individual or corpo-
rate rates on all their U.S. source income if they are engaged in trade
or business in the United States and are taxable at a gat 30-percent
rate (or lower treaty rate) on all fixed or determinable income if not so
engaged. This difference in treatment applies whether or not there
is any relationship between the different types of income (business and
investment) from the United States.

(b) Reasons for provision—Under the rule described above, one
foreigner may be taxed on investment income at the regular individual
or corporate rates while another, with an identical portfolio invest-
ment, is taxed on his investment income at the flat 30-percent (or -
lower treaty) rate. The difference in treatment arises from the
fact that one is engaged in business in the United States and the
other is not, even though the investment portfolio of the former is
wholly unrelated to his U.S. business. Your committee believes it is
neither equitable nor logical for this substantial difference in tax treat-
ment of investment income to depend on the presence or absence
of an unrelated business. In addition, the Presidential Task Force on
Promoting Increased Foreign Investment in U.S. Corporate Securi-
ties has pointed out that the present scheme deters foreign business-
men operating in the United States from investing in the United
States, and also deters foreigners already investing in the United
States from commencing a trade or business here. ,

The present scheme for taxing foreigners engaged in business in
the United States also is defective in another respect. The interplay
betweeh the tax rules of certain foreign countries and the United
States has in some cases permitted the use of the United States as a
tax haven. The tax avoidance in such a case can be illustrated by a
foreign corporation which is organized in a country which does not
tax its domestic corporations on income derived from the conduct of a
business outside the country. If such a corporation desires to sell
products in countries, other than the United States or the country
of its incorporation, it can, in many instances, avoid all or most taxa-
tion on the income from these sales by establishing a sales office in
United States. The income from the sales in such cases is not taxed
by the United States because (under the title passage rule) it is not
derived from sources within the United States. The income may not
be taxed by countries where the products are sold because the corpora-
tion does not have a permanent establishment there, and the income is
not taxed by the country of incorporation because the business is not
conducted there. Similar tax avoidance may be practiced in the case
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of rents and royalties from a licensing business and income from
banking, financing, or investment company business. Your commit-
tee believes that foreign corporations carrying on substantial activities
in the United States, in such cases, should not be able to cast their trans-
actions in such a form as to avoid both all U.S. tax and most foreign
taxes. Also, it is believed that foreign corporations should pay a U.S.
tax on the income generated from U.S. business activities. )

To meet both types of problems described above your committee’s
bill provides for the taxation of nonresident aliens and foreign cor-
porations at the regular. U.S. graduated individual rates or corporate
rates on their income which is effectively connected with the conduct
~ of a trade or business within the United States. This effectively
connected rule applies to all their income from sources in the United
States and to three limited categories of foreign source income. The
U.S. source income of nonresigent aliens and foreign corporations
which is not effectively connected with the conduct of a trade or busi-
ness in the United States is taxed at a flat 80-percent rate (or reduced
treaty rate). _ j

(c) Ewxplanation of provision.—As a general rule, the bill provides
that income of a nonresident alien or foreign corporation will be sub-
iect to the flat 30-percent (or lower treaty) rate if it is not effectively
connected with the conduct of a trade or business within the United
States. The regular individual or corporate rates apply to income
which is effectively connected to the conduct of a U.S. trade or
business. However, the foreigner may elect to treat real property
income as if it were income effectively connected with a U.S. business.
This is to permit the deductions attributable to this real property
income to be deducted from it. The application of the effectively
connected concept to different types of income is set forth below.

(1) Income from U.S. sources treated as “effectively connected.”—
In determining whether periodical income such as interest, dividends,
rents, wages, and capital gains is effectively connected with the con-
duct of a trade or business within the United States two principal fac-
tors are to be taken into account. First, is the income derived from
assets used or held for use in the conduct of the trade or business in the
United States? Thus, for example, are the assets being held for
future, or remittant, use in the business? In this regard, particular
attention will be given to the relationship between the asset and the
needs of the business. Second, were the activities of the trade or
business a material factor in the realization of the income? Thus, in
the case of this second factor, is there an immediate relationship be-
tween the income in question and the U.S. business activities of the
foreign corporation? ~Also to be taken into account in weighing the
relationship of the investment income to the trade or business, but
not to be a controlling factor by itself, is whether or not the assets or in-
come are accounted for through the U.S. trade or business.

All other income from sources within the United States (that is,
other than the periodical income and capital gains described above)
is to be treated as “effectively connected” with the conduct of any trade
or business within the United States.

(2) Income from sources without the United States—Income from
sources without the United States is not to be treated as “effectively
connected” with the conduct of a trade or business within the United
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States unless the nonresident alien or foreign corporation has a fixed
place of business in the United States and the income, gain or loss is
attributable to that place of business. Also, this provision applies to
only three types of income from sources without the United States. A
foreign corporation which to a minimal extent, or occasionally, uses
the U.S. office of a related corporation will not thereby be treated as
having a fixed place of business here. Moreover, the fact that top
management decisions are made in the United States will not of itself
mean that the foreign corporation has an office or fixed place of busi-
ness here. For example, a foreign sales corporation which is a wholly
owned subsidiary of a domestic corporation will not be considered to
have a U.S. office because of the presence here of the officers of its
domestic parent who are generally responsible only for its policy
decisions, provided the foreign sales corporation has a managing
director that conducts its day-to-day business from a foreign office.
This person may or may not be an officer of the U.S. corporation.
Also, in such a case, the managing director could regularly confer
with the officers of the domestic parent and if necessary occasionally
visit the U.S. offices of the domestic parent and, during such visits,
temporarily conduct the business of the foreign subsidiary out of the
domestic parent’s office without thereby establishing a U.S. office.

As indicated above, this provision applies only to three specific types
of income from without the United States and in no event applies with
respect to income which is “subpart ¥” income or to dividend, interest
or royalty income derived from a foreign corporation more than 50
percent owned by a nonresident alien or foreign corporation receiving
the income. The three types of income with respect to which this pro-
vision applies are:

(1) Rents and royalties derived from the active conduct of a
licensing business;

(ii) Dividends, interest, or gain from stock or bond or debt
obligations derived in the active conduct of a banking, financing
or similar business ; and

(iii) Certain sales income attributable to a U.S. sales office.

_The sales income referred to above is not to be considered as “effec-
tively connected” to a U.S. trade or business if the property is sold for
use outside the United States and an office of the foreign person out-
side the United States contributes materially to the sale. Thusin this
case foreign source sales income will be attributed to the U.S. trade or
business only when the U.S. office is the primary place of the activity
giving rise to the income. In the case of foreign source income where
the products are destined for the United States, the income will be
treated as effectively connected with a U.S. business to the extent the
sales activity is carried on by the U.S. office.

The amount of income attributable to the U.S. sales office is not to
be more than would have been attributable to it if the sale had been
made in this country. This gives assurance, for example, that- the
sales income attributable to a U.S. business will not include income
properly attributable to manufacturing or any other activities (apart
from sales) occurring outside the United States. ’

In the case of a foreign corporation having a life insurance busi-
ness in the United States, the bill provides that income from sources
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without the United States will be treated as effectively connected with
the conduct of the business within the United States if the income
is attributable to its U.S. life insurance business. This rule merely
continues the treatment which applies under existing regulations
which provide that income of a foreign corporation from its U.S. life
Insurance business is subject to tax whether the income is from sources
within or without the United States.

(&) Effective date—This amendment applies with respect to tax-
able years beginning after December 31, 1966. For purposes of de-
termining whether fforeign source sales Income from a binding con-
tract, entered into on or before February 24, 1966, is attributable to a
U.S. office, all the activities in the United States on or before that date,
which were related to the negotiation or effectuation of the binding
contract are not to be taken into account. As a result in many cases
the sales income from foreign sources under binding contracts entered
into before February 25, 1966, will not come within the ambit of this
provision. :
C. TAXATION OF NONRESIDENT ALIENS

1. Income tax on nonresident alien individuals (sec. 3(a) of the bill
and sec. 871 of the code) :

(@) Present law.—Present law provides different tax treatment for
nonresident alien individuals according .to whether they are, or are
not, engaged in a trade or business in the United States. Also, those
not engaged in a trade or business in the United States are provided
different treatment according to whether their income is under or
over $21,200. .

Nonresident alien individuals not engaged in trade or business in
the United States whose annual U.S. source income of the types
specified below is $21,200 or less are taxed at a flat rate of 30 percent -
(or lower applicable treaty rate), on certain specified items of U.S.
source income. This tax is in lieu of the regular U.S. graduated rates
applicable to individuals. The items of income included are interest,
dividends, rents, salaries, wages, and other fixed or determinable annual
or periodical gains, profits, and income. Also specifically included in
the income taxable at the flat 30-percent rate are certain amounts
otherwise treated in the same manner as capital gains; namely, lump-
sum distributions from exempt employees’ trusts (sec. 402(a)(2));
amounts paid to beneficiaries under qualified annuity plans (sec.
403(a) (2)) ; timber, coal, and iron ore royalties (sec. 631 (b) and
(¢)) ; and amounts received on transfers of patent rights (sec. 1235).

Nonresident alien individuals not engaged in trade or business in
the United States but with an annual I%S. source income of the types
indicated above, of more than $21,200, are taxed under present law
(in the absence of an applicable treaty provision) at whichever of the
following produces the higher total tax: the regular U.S. rates appli-
cable to individuals, or the flat 30-percent rate. In computing the
tax at the regular graduated rates, such a nonresident alien is allowed
deductions to the extent they are properly allocable to the income
on which he is taxable.

Nonresident aliens not engaged in a trade or business in the United
States—whether their income is over or under $21,200—are subject to
tax on regular capital gains only if one of two conditions exists. They
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are taxed on the gain, if they are physically present in the United
States at the time the capital gain is realized. They also are taxed on
the gain, whether or not present when it is realized, if they are present
in the United States for a period or periods totaling 90 days or more
during the year. These capital gains are taxed at the flat 30-percent
rate, if the individual’s income from U.S. sources is $21,200 or less. If
his income from U.S. sources exceeds this amount the regular capital
gains tax rate will apply if the regular individual income tax rates (in-
cluding the capital gains tax) on all the taxpayer’s U.S. source income
results in a higher tax than the flat 30-percent tax.

Nonresident alien individuals engaged in trade or business in the
United States are taxable at the regular U.S. graduated (and capital
gains) rates on their income derived from sources within the United
States. In computing the tax, an alien in this category is allowed
deductions to the extent attributable to his U.S. source income.

(b) Reasons for provision—Your committee believes that the pres-
ent tax treatment of nonresident aliens is unnecessarily complicated
and also raises arbitrary distinctions based upon the size of the individ-
ual’s income and whether or not the individual has a trade or business
in the United States which may be wholly unrelated to the specific
income in question. Your committee has retained the rule of present
law which provides that U.S. trade or business income of nonresident
aliens is subject to the regular individual income tax rates. However,
other income is to be subject to the regular rates only if it is effectively
connected with the U.S. trade or business. U.S.-source fixed or deter-
minable income of nonresident aliens which is not so connected is to be
subject to a flat 30-percent rate (or lower applicable treaty rate). This
removes the arbitrary rule of present law which would vary the treat-
ment of investment income, for example, depending upon whether the
individual has an unrelated trade or business in the United States.

The flat 30-percent rate of tax in the case of certain nonresident
aliens has been applied under present law, and is continued under the
bill, because the United States does not have jurisdiction over all of
such an individual’s income. These taxpayers are not allowed the de-
ductions that are available to U.S. citizens and the 30-percent rate is
considered an appropriate effective rate in such cases. In addition, it
has been found in practice that only a very small amount of tax has
been collected as a result of imposing the graduated rates. It is also
thought that applying the uniform flat rate with respect to income not
effectively connected with a trade or business in the United States
would tend to encourage investment here by foreigners. To the extent
this occurs, there will, of course, be an improvement in our balance of
payments.

In the case of capital gain, it was the opinion of vour committee
that the present rule that taxes a nonresident alien if present in the
United States when the gain is realized is an arbitrary rule which
constitutes only a trap for the unwary. Also, it was the committee’s
view that the exclusion for nonresident aliens not present in the United
States for 90 days during a year should be extended to a period of 183
days. The 183-day period more closely parallels the general rule
applied by most of the industrialized countries of the world.

(¢) Ewxplanation of provision—For the reasons indicated above the
bill substantially revises the income tax treatment of nonresident alien
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individuals, dividing their income, for tax purposes, into two basic
groups according to whether or not the income is effectively connected
with a U.S. trade or business. :

(1) Income not effectively connected with the conduct of a U.S.
business—Income of a nonresident alien individual which is fixed or
determinable (substantially the same categories referred to under pres-
ent law) and which is not effectively connected with the conduct of a
trade or business in the United States is to be taxed at a flat 30-percent
rate (or lower applicable treaty rate).

Generally, the fixed or determinable income referred to here, as under
present law, includes such income as interest, dividends, rents, salaries,
annuities, and certain income accorded capital gain treatment. In
addition, however, your committee has added two items not included
in the list contained in present law and has slightly modified the lan-
guage of present law so as to clarify this provision as it relates to cer-
tain amounts received from pensions or annuity plans, certain timber,
iron ore, and coal royalties, and gains on certain transfers of patent
rights. The two new items added to the list are (1) gains with re-
spect to the sale of stock of a collapsible corporation and (2) amounts
received on retirement or exchange of bonds and other evidences of
indebtedness issued after September 28, 1965, which are treated as
gains from the sale of property which is not a capital asset. Under
present law income of nonresident aliens of these two types may en-
tirely avoid U.S. tax. Your committee believes that it is appropriate
that this income be taxed in the case of nonresident alien individuals
where it is derived from U.S. sources. In the case of original issue
discount received on the retirement or sale or exchange of bonds the
income is to be considered as having the same source as interest paid
by the corporation issuing the bonds. As a result, if the corporation
with respect to whose bonds the original issue discount arises is a
domestic corporation which in the prior 8 years derives 80 percent or
more of its income from foreign sources, then the original issue dis-
count (interest) at the time of the retirement or sale or exchange of
the bonds also will be considered as foreign source income.

In the case of a nonresident alien’s net U.S. source capital gains
(other than those specifically included in the list as taxable at the
30-percent rate) which are not effectively connected with the conduct
of a trade or business within the United States, your committee’s bill
Erovides that no U.S. tax is to be imposed unless the nonresident alien

as been present in the United States for at least 183 days during the
taxable year. Present law provides a 90-day test. For purposes of
applying the 183-day test an alien will be treated as being on a calendar
year basis unless he has previously established a different taxable year.
The requirement of present law which taxes capital gains when the
alien is physically present in the United States at the time of realiza-
tion is dropped entirely.
. (2) Income effectively conmected with the conduct of U.S. busi-

ness.—Income of a nonresident alien individual that is effectively
connected with the conduct of a trade or business in the United States,
under your committee’s bill is taxable at the regular U.S. graduated
rates applicable to individuals. Thus, this income will be taxed the
same as under existing law although the category itself is more limited

685



20 FOREIGN INVESTORS TAX ACT OF 1966

since it only applies to income which is effectively connected to a U.S.
trade or business instead of including all U.S. source income of an alien
with such a trade or business. For purposes of determining whether
or not income is effectively connected with the conduct of a trade or
business in the United States, the rules discussed above in connection
witli the definition of effectively connected income (No. 2, pt. B, above)
app.y.

(8) Miscellancous types of income receiving special treatment.—
Under present law certain types of income are provided special treat-
g‘leint. The bill revises and extends these categories as indicated

elow.

(i) Participants in exchange programs—Your committee’s bill
retains the rule in present law which treats nonresident aliens tem-
porarily in the United States as part of a cultural exchange or train-
g program as engaged in a trade or business in the United States
even though they are actually not so engaged. The provision is modi-
fied to provide in such cases that this type of income is effectively
connected to a U.S. trade or business. The effect of treating these
categories of income as effectively connected to a U.S. trade or business
(or under present law as derived from a U.S. trade or business) is to
impose the regular U.S. income tax on these aliens on the taxable por-

‘tion of their scholarship or fellowship grants and certain other
amounts incident to these grants. In this computation one exemption
(except in the case of contiguous countries) and the deductions allo-
cable to this income are allowed. In the absence of this special pro-
vision, these aliens would be taxed on these grants (and amounts
incident thereto) at the flat 80 percent rate. In most cases the 30
percent tax would substantially exceed the regular tax on this income.
" The types of income referred to under present law as scholarship or
fellowship grants received by a nonresident alien individual tem-
porarily present in the United States as a nonimmigrant (under sub-
par. (F) or (J) of sec. 101(a) (15) of the Immigration and National-
ity Act) or received by a citizen or resident, are, subject to a dollar
limitation, exempt from U.S. tax. '

Present law (sec. 872(b) (8)) also excludes from gross income com-
pensation paid by a foreign employer to a nonresident alien for the
period he 1s temporarily present in the United States as a nonimmi-
grant for the purposes of participating in a cultural or training pro-
gram. Under present law this is available where the “foreign
employer” is a foreign person or a domestic corporation having an
office in a foreign country or U.S. possession. The bill extends this to
also cover a domestic partnership or a U.S. citizen or resident with
such a foreign office.

(ii) Zncome from real property—Under present law, it is not clear
as to what situations or arrangements for the ownership by a non-
resident alien of real property located in the United States will cause
the nonresident alien to be considered as engaging in a trade or busi-
ness within this country. This, of course, is important since the ques-
tion of whether or not the alien is engaging in a trade or business in
the United States determines whether his U.S. source capital gains
are subject to U.S. tax and whether his other U.S. source income is
taxable at the regular individual income rates, with allocable deduc-
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tions, or at the flat 30-percent rate on the gross amount. Taxing
income on real property at a flat 80-percent rate without the allowance
of allocable deductions—which in the case of this type of income may
be relatively large—may result in quite heavy tax burdens on this
type of income. Your committee believes that the law in this area
should be clarified and doubts whether the disallowance of deductions
in such cases is appropriate. Moreover, the disallowance of deduc-
tiorlls in such cases would tend to discourage foreign investment in U.S.
realty.

Th); bill deals with the problem described above by providing that
nonresident aliens deriving income from real property held for the
production of income and located in this country, or from an interest
in this type of real property located in this country, may elect to treat
all the income as effectively connected to the conduct of a U.S. trade
or business. This permits the nonresident alien to utilize the deduc-
tions attributable to this real estate income with the result that he is
taxed on only his net income from these sources. '

The election is applicable with respect to gains from the sale or
exchange of real property held for the production of income (or an
interest therein) and rents or royalties from mines, wells, or other
natural deposits, as well as certain timber, iron ore, and coal royalties.
The election is not applicable to income not specifically covered by
these provisions, such as distributions by real estate investment trusts.
If the election is made, it applies to all of the alien’s income from this
of U.S. real property for the taxable year which is not otherwise “ef-
fectively connected” with the conduct of a trade or business in this
country. The election applies for all subsequent taxable years until
revoked and can be revoked only with the consent of the Secretary of
the Treasury or his delegate. :

If the election is revoked, a new election may not be made for 4
years unless the Secretary of the Treasury or his delegate consents
" to an earlier reelection.

(iii) Bond interest of residents of the Ryukyu Islands, etc—At the
present time the Ryukyu Islands (including Okinawa) are governed
by the United States and large numbers of the individuals of these
islands are in the employ of the U.S. Military Establishment. As
such, their savings have frequently been invested in series E or H
U.S. savings bonds. Interest income on U.S. savings bonds is, of
course, U.S. source income. As a result, under present law the resi- -
dents of the Ryukyu Islands, as well as the Trust Territory of the
Pacific Islands, are subject to a flat 30-percent tax on the income from
these bonds. Since investment in U.S. savings bonds in their case is
merely a convenient way for these individuals to save a portion of their
income, it is difficult for them to see why a tax should be imposed any
more than would be true if they were to invest their income, in the
islands, in some other type of investment. Because of this, your com-
mittee’s bill excludes from gross income subject to U.S. tax, income
derived by nonresident aliens from U.S. savings bonds (series E or H)
if the alien at the time of acquiring the bongs was a resident of the
Ryukyu Islands or the Trust Territory of the Pacific Islands.

(d) Effective date—These amendments apply with respect to tax-
able years beginning after December 81, 1966. ‘
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2. Deductions (sec. 3(c¢) of the bill and sec. 873 of the code)

(@) Present law.—In the case of a nonresident alien individual,
present law generally allows deductions to the extent they are prop-
erly allocable to income from sources within the United States but
only if the alien’s U.S. income is subject to the regular income tax.
However, where the regular income tax applies, the deduction of losses
is allowed even though they are not connected with a U.S. trade or
business if they are incurred in transactions entered into for profit
provided that the transaction, had it resulted in a profit, would have
been subject to U.S. tax. Also allowed are property losses not con-
nected with a trade or business arising from certain casualties or
thefts if the loss is of property located within the United States.

(6) Lzplanation of provision.—Your committee’s bill amends pres-
ent law generally to limit the allowance of deductions in case of a
nonresident alien individual to deductions allocable to income which is
effectively connected with the conduct of a trade or business in the .
United States. The allowance of deductions is limited in this manner,
since it is only effectively connected income which under the bill is
subject to the regular income tax.

In addition, the bill deletes the provision relating to the deduction
of losses not connected with a trade or business but incurred in trans-
actions entered into for profit since the criteria for the allowance of -
deductions under your committee’s bill is whether or not they are
effectively connected with the conduct of a trade or business in the
United States. However, the casualty loss deduction is to be available
even if the property which gives rise to the loss is not effectively con-
nected with the conduct of a trade or business in the United States
1f the property is located in this country. Also, the charitable contri-
bution deduction is available even though not related to the trade or
business.

(e) Effective date—~—These amendments apply with respect to tax-
able years beginning after December 31, 1966.

3. Expatriation to avoid tax (sec. 3(e) of the bill and new sec. 877
of the code)

(a) Present law.—The U.S. individual income tax applies to U.S.
citizens, U.S. residents, and to nonresident aliens, but in this latter
case, generally only with respect to income derived from sources within
the United States. Under present law, if an individual who has been
a U.S. citizen gives up this citizenship and becomes a nonresident, no
tax is then imposed with respect to income he derives from sources
without the United States. Moreover, under present law the regular
graduated rates applicable to a citizen apply in the case of an expa-
triate, only if he is engaged in a trade or business in the United States
or his income exceeds $21,200.

(b) Reasons for the provision.—Your committee’s bill by the elimi-
nation of progressive taxation with respect to the income of nonresi-
dent aliens which is not effectively connected with the conduct of
a trade or business within the United States (as well as the reduction
of the estate tax rates—described subsequently—applicable to the
estates of nonresident aliens) may encourage some individuals to sur-
render their U.S. citizenship and move abroad. As indicated above,
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by doing so an expatriate would avoid the graduated tax rates on his
U}.,S. investment income (and in certain cases, avoid some estate taxes).

(¢) Explanation of provision—For the reasons stated above, the
bill adds a new section to the code which, in general, taxes both effec-
tively connected income and any other U.S. source income of an ex-
patriate at regular income tax rates, if he lost his citizenship within
five years of the taxable year in question (and after March 8, 1965)
and 1f one of the principal purposes of the expatriation was the avoid-
ance of U.S. income, estate, or gift taxes. This treatment is not to
apply if it results in a smaller U.S. income tax than would otherwise
be imposed.

In addition to imposing this tax on both the expatriate’s U.S. source
income not effectively connected with the conduct of a U.S. trade or
business and his income that is “effectively connected” regardless of its
source, the new section contains special source rules to be used in deter-
mining his U.S. source income. These rules provide that gains from
the sale or exchange of property (other than stock or debt obligations)
located in the United States, and gains on the sale or exchange of stock
of a domestic corporation or debt obligations of U.S. persons or of the
United States, a State or political subdivision, or the District of Co-
lumbia are to be treated as income from sources within the United
States regardless of where the sale or exchange occurs or title is trans-
ferred. Deductions are to be allowed only to the extent they are prop-
erly allocable to the gross income of the expatriate, determined under
the above described provisions (except that the capital loss carryover
provision is not to apply).

The new section contains a special rule with respect to the burden
of proving the existence or nonexistence of U.S. tax avoidance as one
of the principal purposes of the expatriation. Under this provision,
the Secretary of the Treasury or his delegate must establish that it is
reasonable to believe that the expatriate’s loss of U.S. citizenship
would (but for the application of these special provisions) result in a
substantial reduction in the taxes based on the expatriate’s probable
income for the taxable year.

If this is established, then the expatriate must carry the burden of
proving that the loss of citizenship did not have, for one of its prin-
cipal purposes, the avoidance of Il)'.T.S. income, estate, or gift taxes.
However, the new section excepts persons whose loss of citizenship
occurs under circumstances where it is unlikely that tax avoidance was
a principal purpose. For example, this provision does not appl
where the person acquired dual citizenship at birth and loses his U.S}i
citizenship by residing, for a certain period, in the foreign country
of which he is also a citizen by birth.

(@) Effective date—This amendment applies for taxable years be-
ginning after December 31, 1966.

4. Partial exclusion of dividends from gross income (sec. 3(f) of the
bill and sec. 116 (d) of the code) )

Present law allows nonresident aliens the $100 dividends received
exclusion only if the individual is taxable on U.S. source dividends at
the regular graduated rates applicable to individuals. Your commit-
tee’s bill amends this provision, effective for taxable years beginning
after December 31, 1966, to conform to the effectively connected in-
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come concept by limiting the availability of the exclusion to dividends
which are effectively connected with the conduct of a trade or busi-
ness in the United States. The exclusion is also allowed in the case of
an expatriate subject to tax (under new section 877).

5. Withholding of tax on nonresident alien individuals (secs.3(g) and
(%) of the bill and secs. 1441 and 3401 of the code)

(a) Present law.—Present law generally requires the withholding
of tax in the case of a nonresident alien on U.S. source fixed or deter-
minable income (of the types previously described). The withhold-
ing is at a 30-percent rate (except in the case of certain treaty rates)
and applies whether or not the flat 30-percent tax applies to the indi-
vidual.® Thus it applies not only in the case of a nonresident alien
with a gross income of $21,200 or less who is not engaged in a trade
or business in the United States but also in the case of a nonresident
alien with a larger gross income and also to one who is engaged in a
trade or business in the United States.

(b) Reason for provision—Your committee believes that withhold-
ing at the 80-percent rate should only be required in the case of income
which is taxed at that rate. Therefore, income which is effectively
connected to the conduct of a U.S. trade or business should not be
subject to this withholding tax at a 30-percent rate. This is partic-
ularly important in the case of compensation paid a nonresident alien.
Unlike domestic wage withholding, this 80-percent withholding does
not, in most cases, take into account the personal exemptions to which
the worker would be entitled if he were a U.S. citizen. Also, since
the regular graduated rates on small incomes are less than 30 percent,
this rate may result in substantial overwithholding in many cases
where regular income tax rates apply. Although an alien may obtain
a refund of the excess withholding when he files his return at the end
of the year, overwithholding in these circumstances can create a sub-
stantial hardship for the alien.

(¢) Ewxplanation of provisions—To meet the problem outlined
above, the bill adds a new provision to the existing nonresident alien
withholding provisions. Under the new provision, withholding is not
required on payments to nonresident alien individuals with respect
to any item of income (other than compensation for services) which
is effectively connected with the conduct of a trade or business with-
in the United States. Additionally, no withholding is required in the
case of amounts received on retirement or exchange of bonds issued
after December 28, 1965, which are treated as gains from the sale of
property which is not a capital asset or to gains with respect to the
sale of stock of a collapsible corporation.

In the case of salary and wage income, the bill also correlates the
30-percent-withholding rate applicable to nonresident aliens with the
domestic graduated withholding rates. Thus, the bill amends present
law to provide that the Secretary of the Treasury or his delegate may,
by regulations, exempt compensation for services performed by non-
resident aliens from the 80-percent withholding. Also, to permit
withholding at the domestic graduated withholding rates where an

3For a limited category of scholarship and fellowship income and related income the
withholding rate is 14 percent. .
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exemption is granted from the 80-percent-withholding provision, the
bill amends the domestic wage withholding provisions to, in effect,
permit the Secretary of the Treasury or his delegate to require with-
holding under those provisions.

The gbill also makes amendments of a technical nature to conform
the language of the withholding provisions to the language used in
the taxing provisions.

(d) Effective date—The amendment relating to the 30-percent
withholding rule applies with respect to taxable years beginning after -
December 31, 1966. © The amendment relating to domestic wage with-
holding applies with respect to remuneration paid after December 31,
1966

6. Withheld taxes and declarations of estimated income tax (secs. 3 (h)
and (2) of the bill and secs. 1461 and 6015 of the code)

Under present law, persons who are required to withhold on amounts
paid to nonresident aliens and foreign corporations are required to
file a return and remit the taxes withheld during any calendar year
by March 15 of the following year. This procedure is unusual since
all other withheld taxes, such as the employees’ social security taxes
and domestic wage withholding, are required to be remitted (to-
gether with the return) at least quarterly. As a result of the delay
in the remittance of these 30-percent-withholding taxes, the withhold-
ing agents are given the use of these revenues for periods of time
which are, in some case, more than one year.

Your committee sees no reason for not requiring the remittance of
these tax revenues at a time period approximating that applicable
in the case of domestic withholding. Therefore, your committee’s bill
amends present law to provide the Treasury Department with the
authority to require more current remittance of the taxes withheld on
nonresident, aliens. This amendment is effective with respect to pay-
ments made after December 31, 1966. ' o '

Your committee’s bill also amends the provisions of present law
which require individuals to file declarations of estimated tax. The
amendment continues present law which includes nonresident aliens
within the category of individuals required to file these declarations.
However, the application of this provision to nonresident aliens is
limited to those who receive income which is effectively connected
with the conduct of a trade or business within the United States.

These amendments are effective with respect to taxable years begin-
ning after December 31, 1966. ' ’

7. Gain from disposition of certain depreciable realty (sec.3(j) of the
bill and sec. 1250(&) of the code)

(a) Present law —Present law provides, in general, for the taxa-
“tion of the gain on the sale or other disposition of depreciable real
property as ordinary income rather than as capital gain, to the extent
the gain is attributable to the allowance of £epreciation deductions
in excess of those that would have been allowed had the property been
depreciated under the straight line method. This applies, however,
only in the first 10 years during which a property is held and then to
a lesser extent as the holding approaches the end of the 10-year period.
This is commonly known as the real property recapture rule. =~
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This rule is limited in the case of certain tax-free transfers so the
amount taxed (recaptured) asordinary income does not exceed the gain
recognized on the transfer (generally the amount of the “boot”).
Among the transfers to which glis limitation applies are certain trans-
fers to a corporation in exchange for its stock or securities.

() Reason for provision.—Under present law a foreigner may
defeat the recapture provision by forming a domestic corporation and
tranferring the real estate with “excess depreciation” to the corpora-
tion solely in exchange for its stock. Thereafter, a nonresident alien
can sell the stock outside the United States and thereby escape all U.S.
tax liability on the sale. No U.S. tax applies in this case since the
income from the sale of the stocks (outside the United States) is con-
sidered to be from sources outside the United States. Also, since ail
that was received in the earlier exchange of the real estate was stock,
no tax applies on that transaction.

(¢) Ewxplanation of provision—To prevent the tax avoidance re-
ferred to above the bill amends present law to provide that the re-
capture provision is to apply to a transfer of depreciated real estate by
a foreigner to a domestic corporation in a tax free exchange for stock
or securities in the domestic corporation. ‘

(d) Effective date—This amendment applies for taxable years be-
ginning after December 31, 1966.

8. Definition of foreign estate or trust (sec. 3(1) of the bill and sec.
7701(a) (31) of the code)

Present law defines the terms “foreign trust” and “foreign estate”
to mean a trust or estate, whose income from sources without the United
States is not included in gross income for U.S. income tax purposes.
The bill amends this definition to conform it to the effectively con-
nected concept. Asamended, the terms mean an estate or trust whose
income from sources without the United States, which is not effec-
tively connected with the conduct of a trade or business within the
United States, is not included in gross income for U.S. income tax
purposes. This amendment applies for taxable years beginning after
December 31,1966.

9. Citizens of possessions of the United States (sec. 3(m) of the bill
and sec. 952 (a) of the code)

Under present law, individuals who are citizens of possessions but
not otherwise citizens of the U.S. are taxed as nonresident aliens on
their U.S. source income. This provision is amended, effective for
taxable years beginning after December 31, 1966, to conform to the
changes made to the taxation of nonresident aliens generally.

D. TAXATION OF FOREIGN CORPORATIONS

1. Income tax on foreign corporations (secs. 4 (a) and (b) of the bill
and secs. 881 and 882 of the code)

(@) Present law.—Present law taxes foreign corporations not en-
gaged in a trade or business in the United States at a flat rate of 30
percent on fixed or determinable income from sources within the
United States. These items are (with a few exceptions) the same as
those presently taxed at the 30-percent rate to nonresident alien indi-
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viduals not engaged in a trade or business in the United States. They
are interest, dividends, rents, salaries, wages, premiums, annuities,
compensations, remunerations, emoluments, or other fixed or deter-
minable annual or periodical gains, profits, and income (including cer-
tain timber, coal, and iron ore royalties).

The U.S. source income of a foreign corporation engaged in business
~ in the United States is taxed, under present law, at the regular cor-
porate rates. In computing the tax, deductions generally are allowed
to the extent that they are properly allocable to the U.S. source income
if a true and accurate return is filed by the corporation.

(b) Reasons for provision.—Your committee’s bill, both in the case
of nonresident aliens and in the case of foreign corporations, provides
a consistent pattern of taxation. Nonresident aliens and foreign cor-
porations will be taxed at the regular income tax rates in the case of
Income which is effectively connected with a U.S. trade or business.
In the case of nonresident alien individuals and foreign corporations,
with U.S. source fixed or determined income which is not effectively
connected with a U.S. trade or business, a flat 30-percent rate is
applied. The reasons for differentiating the tax treatment on this
basis have already been explained to a substantial extent in connection
with the definition of effectively connected (No. B-2, above) and in
connection with the explanation of the taxation of nonresident aliens
(No. C-1, above). :

In the case of foreign corporations, this new classification of in-
come—that effeetively connected—probably represents less of a degar—
ture from the present tax treatment than in the case of nonresident
alien individuals. One of the principal changes resulting from this
new classification in the case of foreign corporations is that investment
income which is not related to a trade or business carried on in the
United States will be taxed at the flat 30-percent rate (or lower treaty
rate) rather than at the regular corporate rate. This does away with
the arbitrary distinction which exists under present law which makes
the type of tax, a flat 30 percent or regular rate, turn on the presence
or absence of a trade or business in the United States which may be
wholly unrelated to the investment income. .

Under the bill all U.S. source investment income (fixed or deter-
minable) of foreign corporations not effectively connected with a
trade or business in the United States will be taxed at a flat rate,
However, all investment income effectively connected with a TU.S.
trade or business will be taxed in the same manner as other income of
that trade or business, and in the same manner as similar income of a
domestic corporation. v :

As indicated in connection with the definition of effectively con-
nected the new rule for the taxation for foreign corporations will
also prevent the use of the United States as a “tax haven” in the case
of limited categories of foreign source income. However, these limited
types of income do not, in any event, include “subpart F income” or,
generally, income received from a foreign subsidiary.

This new rule for the taxation for foreign corporations should
also tend to encourage foreign investment in the United States and
thus is likely to have a favorable effect on the U.S. balance of
payments.
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(¢) Explanation of provision.—The bill substantially revises the
income tax treatment of foreign corporations. Under the bill the in-
come of a foreign corporation is divid%d into two classifications.

(1) Income not effectively connected.—Fixed or determinable in-
come of a foreign corporation from sources within the United States
which is not effectively connected with the conduct of a trade or busi-
ness within the United States, under your committee’s bill, is taxable
at a flat 30-percent rate (or lower treaty rate). The types of fixed or
determinable income specified are the same as under present law with
the same two additions provided in the case of nonresident aliens:
(1) gains with respect to the sale of stock of a collapsible corpora-
tion, treated as ordinary income and (2) amounts of original issue
discount, which are treated as ordinary income received on retirement
or sale or exchange of bonds or other evidences of indebtedness issued
after September 28, 1965. As indicated in the case of the taxation of
~ nonresident aliens, the source of this original issue discount is to be
determined by the same rules as those applicable to interest income.
As a result, if the corporation with respect to whose bonds the original
issue discount arises is a domestic corporation which in the prior 3
years derives 80 percent or more of its income from foreign sources,
then the original issue discount (interest), at the time of the retirement
or sale or exchange of the bonds also will be considered as foreign
source income.

Your committee has also clarified the language of present law
which includes certain timber, coal, and iron ore royalties in the 30-
percent list. , ‘

(2) Income effectively connected.—Income of a foreign corporation
which is effectively connected with the conduct of a trade or business
within the United States is taxable, under the bill, at the regula.r cor-
porate income tax rates. In determining “taxable income” for this
purpose, gross income includes only gross income that is “effectively
(éonnec-ted” with the conduct of the trade or business within the United

tates. :

(8) Income from real property—Under present law (as explained
with Tespect to nonresident alien individuals) it is not clear as to what
situations or arrangements for the ownership by a foreign corporation
of real property located in the United States will cause the foreign
corporation to be considered as engaging in a trade or business within
the United States. This is important to know because if a foreign
corporation not engaged in a trade or business in the United States
receives rents from U.S. real property, this rental income is taxable
at the flat 30-percent rate (or applicable treaty rate) on the gross
amount of such rents, without the allowance of any deductions attribut-
able to the rental income. Consequently, the tax liability generated by
this rental income may exceed the net rental income the corporation
receives. Your committee believes that the law in this area should be
clarified and doubts whether it is appropriate to tax the gross amount
of this type of income. '

Since the provisions of this amendment parallel the amendment pro-
vided in the case of real estate income of nonresident alien individuals,
the explanation is not repeated here (see No. C-1(c) (8) (i1)).

(4) Deductions—Under the bill, deductions are allowed in comput-
ing the tax imposed at the regular corporate rates only to the extent
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that they are properly attributable to income which is effectively con-
nected with the conduct of a trade or business within the United
States. Charitable contributions, however, are allowed whether or
not attributable to income which is effectively connected. As under
present law, deductions are permitted only if a true and accurate 1n-
"come tax return is filed. o
(d) Effective date—These amendments apply with respect to tax-
able years beginning after December 31, 1966. ’

2. Withholding of taw on foreign corporations (sec. 4(c) of the bill
and sec. 1,42 of the code)

Under present law, the fixed or determinable U.S. source income ofa
foreign corporation not engaged in trade or business in the United
States, like that of a nonresident alien not engaged in a trade or busi-
ness in the United States, is subject to a withholding tax of 30 per-
cent. However, foreign corporations engaged in trade or business in
the United States are not subject to the withholding tax.

The bill amends the withholding provisions of present law to con-
form to the effectively connected concept in the bill. Thus, under
the bill a withholding tax at the 30-percent rate will apply in the case
of a foreign corporation to items of fixed or determinable U.S. source
income which are not effectively connected with the conduct of a
trade or business in the United States. The bill provides that this 30
%ercent withholding provision is not applied if the Secretary of the

reasury determines that the withholding requirements impose an
undue administrative burden and that the collection of the tax will
not be jeopardized by an exemption.

This latter point was added by your committee after its attention
was called to the administrative difficulty foreign insurance companies
would have in keeping dividend payors informed as to which invest-
ments are effectively connected with their U.S. business and which are
“not. In cases like this, if the Treasury concludes that revenue will -
not be jeopardized (or delayed) by foregoing withholding, your com-
mittee concluded it would be desirable to do so. This amendment is
applicable to taxable years beginning after December 31, 1966.

3. Deduction for dividends received from foreign corporations (sec.
4(d) of the bill and sec. 245(a) of the code)

(@) Present law.—In general, present law allows an 85 percent
dividend-received deduction for dividends received from domestic cor-
porations. In order for this deduction to be available in the case of
dividends from a foreign corporation, it must be engaged in a trade
or business in the United States for an uninterrupted period of at least
8 years and 50 percent of its gross income must be from U.S. sources
during that period. Where these conditions exist, an 85 percent divi-
dend-received deduction is available for the same proportion of the
dividend as the corporation’s gross income, which is from U.S. sources,
is of its total gross income. ‘ :

() Ewzplanation of the provision.—Your committee’s bill conforms
the dividends-received deduction to the effectively connected con-
cept appearing elsewhere in the bill. Under the bill 50 percent or
more of the foreign corporation’s gross income for the uninterrupted
period must be from income effectively connected with the conduct
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of a trade or business within the United States for the deduction tc be
available. Also, the deduction is limited to 85 percent of the same
proportion of the dividend as its gross income, which is effectively
connected with a U.S. trade or business, is of the corporation’s total
gross income from all sources. )

 The bill also contains a transitienal rule which makes it unnecessary
to apply the effectively connected income concept when any of the
years which are taken into. account for the 50-percent test is a pre-1967
year. This rule provides that, for purposes of computing this deduc-
tion, all of a foreign corporation’s U.S. source income, for any period,
before the first taxable year beginning after December 31, 1966, is to be
considered.to be effectively connected income.
* (e) Effective date.—These amendments apply for taxable years be-
ginning after December 31, 1966.

4. Unrelated business taxable income of certain foreign charitable
organizations (sec. 4(e) of the bill and sec. 512(a) of the code)
Under present law the unrelated business taxable income of forei%u
charities is subject to tax if it is derived from sources within the
United States. ‘ '
The bill conforms this provision to the effectively connected con-
cept by providing that the unrelated business taxable income of a for-
eign charity is to be subject to tax only if it is effectively connected
with the conduct of a trade or. business in the United States.
This amendment applies for taxable years beginning after Decem-
ber 31, 1966.

5. Corporations subject to personal holding company taw (sec. 4(f) o
thg)bill and sec. 542 (c) of the code) 7 pary ( () of

(@), Present law.—Under present law any foreign corporation with
U.S. investment income, whether or not doing business here, may be
taxed as a personal holding company unless all its outstanding stock
is owned (directly or indirectly) by nonresident alien individuals and
its U.S. source gross income is less than 50 percent of its total gross in-
come for that year. If taxable asa personal holding company the for-
eign corporation is subject to a special 70 percent tax on its undis-
tributed U.S. source personal holding company income in addition to
the flat rate 30 percent tax (or ossib%y the regular corporate tax).

(b) Reason for provision.—The primary reason for applying the
U.S. personal holding company tax to foreign corporations owned by
nonresident aliens has been to prevent the avoidance of the graduated
rates of U.S. tax applicable to certain nonresident alien individuals by
utilizing foreign holding companies as the recipients of their U.S.
source investment income. Generally the graduated rates presently

-apply when a nonresident alien’s U.S. gross income exceeds $21,200 or
when he is engaged in a trade or business here. However, under your
committee’s bill nonresident aliens are not to be subject to the gradu-
ated rates of tax unless their income is effectively connected with a
trade or business here. In view of this the retention of the personal
holding company tax would appear to serve no purpose in those cases
where all of the shareholders are nonresident aliens. ,

(¢) Ewplanation of provision.—The bill deletes the provision in
present law excluding from the personal holding company definition
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cnly those foreign corporations where two tests are met ; namely, where
their U.S. source gross income is less than 50 percent of their total
gross income and all of their stock is held directly or indirectly by non-
resident aliens. In place of this the bill substitutes a broader exemp-
tion which applies to any foreign corporation all of whose outstanding
stock during the last half of its taxable year is owned by nonresident
alien individuals (directly or indirectly through foreign estates, trusts,
partnerships or other foreign corporations). ) E

(@) E'ffective date—This amendment applies with respect to tax-
able years beginning after December 31, 1966. '

6. Foreign corporations carrying on insurance business in the United
States (sec. 4(g) of the bill and secs. 819, 821, 822, 831, 839, 841,
and 842 of the code) :

(@) Present law.—Present law taxes a foreign life insurance com-
pany carrying on a life insurance business in the United States on all
its income attributable to that business in substantially the same man-
ner as a domestic life insurance company.* Foreign insurance com-
panies carrying on life insurance businesses in the United States gen-
erally have interpreted this as providing they were not taxable on U.S.
source income which is not income of the U.S. life insurance business
of the company. '

As is indicated above, with respect to their life insurance company
business, foreign life insurance companies are taxed, under present law,
in substantially the same manner as domestic life insurance companies.
However, a special rule is provided where the surplus of a foreign life
insurance company held in the United States is less than a specified
minimum figure. This figure is expressed as the same percent of the
foreign life insurance company’s liabilities on U.S. business as the
average surplus of domestic corporations is of their total liabilities.
The Secretary of the Treasury determines this ratio each year. If the
foreign insurance company’s surplus held in the United States is less
than this proportion of the taxpayer’s total insurance liabilities on
U.S. business, then the policy and other contract liability requirements,
and the required interest for computing gain from operations, are re-

“duced by this deficiency multiplied by the rate of earnings on invest-
ments. This provision is designed to prevent foreign insurance com- -
panies doing business in the United States from avoiding tax that they
would otherwise have to ¥ay to the United States merely by not hold-
ing a sufficient amount of surplus attributable to the U.S. business.

(0) Reason for, and explanation of provisions—Your committee
believes that foreign insurance companies—life insurance companies
and other insurance companies, including both mutual and stock com-
panies—should, in general, be taxed on their investment income in the
same manner as other foreign corporations. For this reason, the bill
provides that a foreign corporation carrying on an insurance business
within the United States is to be taxable in the same manner as domestic
companies carrying on a similar business with respect to its income
which is effectively connected with the conduct of a trade or business

¢ A foreign life insurance compan} that is not carrying on a life insurance business in
Elexgegzﬁiyted States is taxable under the provisionsyappllcable to foreign corporations
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within the United States. The remainder of the U.S. source income
of this type of a corporation is to be taxed in the same manner as in-
come of other foreign corporations which is not effectively connected
toa U.S. trade or business; that is, at a flat 30 percent (or lower treaty)
rate. The determination of whether a foreign insurance company
qualifies for the special domestic insurance treatment is to be made by
considering only the income of the corporation which is effectively
connected with the conduct of its insurance business carried on in the
United States. In making this change your committee intends no .
inferences as to the requirements of existing law with respect to invest-
ment income of foreign insurance companies.

For purposes of determining whether or not income of a foreign
life insurance company is effectively connected with the conduct of
its U.S. life insurance business, the annual statement of its U.S. busi-
ness on the form approved by the National Association of Insurance
Commissioners will usually be followed. It is noted that all the in-
come effectively* connected with the foreign life insurance com-
pany’s U.S. life insurance business, from whatever source derived,
comes within the ambit of this provision. This is a continuation of
present law which subjects to U.S. tax all the income attributable to
the U.S. life insurance business from whatever source derived.

In the case of insurance companies other than life—both mutual
and stock—present law provides that if these companies have income
from U.S. sources but are not engaged in an insurance business here,
they are taxed in the same manner as other foreign corporations.
‘Where mutual insurance companies (other than life or marine) are
carrying on an insurance company business in the United States, they
are taxable on their income derived from sources within the United
States in the same manner as similar domestic mutual companies.
Stock casualty, fire, flood, and so forth, insurance companies carrying
on an insurance business in the United States, also are taxed in the same
manner as domestic stock insurance companies with respect to the
portion of their taxable income from sources within the United States.

It has been pointed out to your committee that the special rule in
present law referred to above with respect to foreign life insurance
companies—where these companies hold a lower ratio of surplus for
- their U.S. business than that held by the average domestic com-
panies—may lead to what in effect is a double tax. This results
from the interaction of this provision with the effectively connected
rule. Thus for example, a company may find its deductions reduced
(because of the minimum surplus requirement) while, at the same time,
it is taxed at a flat 30 percent (or lower treaty rate) on investment in-
come in this country not effectively connected with the U.S. business
which, in effect, also includes the income subject to the minimum sur-
plus adjustment.

To meet the problem referred to above, your committee has added a
paragraph to the provision described above which has the effect of
reducing the income subject to the flat 30-percent tax (or lower treaty
rate) by the amount by which the deductions under this special pro-
vision are reduced as the result of the application of the Secretary’s
ratio. This is accomplished by allowing a credit against the 30-
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percent tax (or lower treaty rate) for the tax levied on the hypotheti-
cal income attributed to the U.S. life insurance company business.

(¢) Effective date—These amendments apply with respect to tax-
able years beginning after December 31, 1966. .

7. Subpart ¥ income (sec. 4 (k) of the bill and sec. 952(b) of the code)

(a) Present law—Under present law certain portions of the undis-
tributed income of a controlled foreign corporation are taxed cur-
rently to its U.S. shareholders having a 10 percent or greater votin
- interest. This undistributed income so taxed is termed “subpart

income.” In determining “subpart F income,” there is excluded in-
come of a foreign corporation from U.S. sources which already is taxed
by the United States because the corporation is engaged in trade or
business in the United States. Present law is interpreted in the income
tax regulations as not excluding from “subpart F” income, income
exempt from U.S. tax, or subject to a reduced rate of tax, in accord-
ance with a treaty.

Your committee’s bill modifies existing law to conform this provi-
sion with the effectively connected concept and, to clarify the language
of existing law with respect to income affected by treaties.

(6) Ewmplanation of provision.—Y our committee’s bill amends pres-
ent law to provide that in determining “subpart F income” there is to
be excluded only those items of income effectively connected with
the conduct by the foreign corporation of a trade or business within
the United States. It also makes it clear that “subpart F” income in-

_cludes items exempt from U.S. tax or subject to a reduced rate pur-
suant to a treaty. :

(¢) Effective date—~—This amendment applies with respect to tax-
able years beginning after December 31, 1966.

8. Gain from certain sales or exchanges of stock in certain foreign
corporations (sec. 4(%) of the bill and sec. 1248(d) of the code)
(@) Present law.—Present law treats the gain realized by a 10-
percent U.S. shareholder from the sale or exchange of stock of certain
foreign corporations as a dividend, to the extent the post-1962 earnings
and profits of the corporation are attributable to the shares being sold
orexchanged. In determining the earnings and profitsto be taken into
account in determining this gain, present law excludes U.S. source
income of a foreign corporation engaged in a U.S. trade or business.
Consistent with the interpretation of similar language applicable to
the determination of “subpart F income” explained above, these earn-
ings and profits have been construed by the regulations as including
income exempt from U.S. tax or subject to a reduced rate by treaty.
(b) Explanation of provision.—Your committee’s amendment pro-
vides that for years beginning on or after January 1, 1967, the earn-
ings and profits of the foreign corporation (for purposes of sec.
1248) is not to include income effectively connected with the conduct
of a trade or business within the United States. In addition, the.
amendment makes it clear that the exclusion does not apply to income
which is exempt from tax, or subject to a reduced rate, pursuant to a
treaty.
(¢) Effective date—This amendment applies.to sales or exchanges
occuring after December 31, 1966. '
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E. MISCELLANEOUS INCOME TAX PROVISIONS, ETC. -

1. lncogu; affected by treaty (sec. 5(a) of the bill and sec. 894 of the
code

(a)_Present law.—Existing income tax treaties generally provide
that the exemptions from tax, or the reduction in rates, provided for
in its provisions apply only to persons who do not have a permanent
‘establishment in the United States. The “permanent establishment”
concept of the treaties serves a similar purpose as the “engaged in a
trade or business in the United States” concept of U.S. tax law. The
effect of such a provision in a treaty, therefore, is to deny the benefits
of a treaty exemption or reduced rate to a nonresident alien individual,
or a foreign corporation, engaged in a trade or businéss in the United
States through a permanent establishment.

(b) Explanation of provision—Under the tax treatment provided
for such persons by your committee’s bill, the “engaged in trade or
business in the United States” criteria is no longer the sole determi-
nant of the method of taxing particular items of a nonresident alien
individual’s, or a foreign corporation’s U.S. source income. Your
committee’s bill seeks to tax all such persons alike on their noneffec-
tively connected U.S. source income whether or not they also are
engaged in a trade or business in the United States. This result would
not be achieved under treaty provisions if some aliens or foreign cor-
gorations, because of having a permanent establishment in the United

tates, are denied the benefits of treaty rates or exemptions.

Your committee’s bill adds to the code a new subsection providin
that for purposes of applying any exemption from, or any reduce
rate of, tax granted by a 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 foreign corporation shall be deemed not to have a
permanent establishment in the United States at any time during the
taxable year. In other words, with respect to investment income not
effectively connected to'a trade or business, a nonresident alien or for-
eign corporation will be taxed at the lower treaty rate if one is pro-
vi%ll;d. This provision does not apply in computing the special tax
applicable to U.S. citizens who became expatriates with a primary
purpose of avoiding tax. :

(¢) E'ffective date—This new provision is effective for taxable
years beginning after December 31, 1966.

2. Application of pre-1967 income tam provisions (sec. 5(b) of the bill
and new sec. 896 of the code) :

Unilaterally revising the statutory pattern of taxation of nonresi-
dent aliens and foreign corporations and granting favorable tax treat-
ment to such persons may have the effect of making it more difficult to
negotiate satisfactory tax treaties. At the same time, your committee
believes that a systematic modernization of the U.S. income tax treat-
ment of nonresident aliens and foreign corporations requires a mod-
ernization of the basic statutory provisions.

To prevent a deterioration in our position in negotiating treaties
while at the same time modernizing these statutory provisions, your
committee has added a provision to the tax laws which generally
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grants to the President the authority to apply the income tax law
without regard to the amendments which this or later acts make to
the provisions relating to the taxation of foreigners (including corpo-
rations) in the case of any country which imposes more burdensome
taxes on U.S. citizens and corporations than the United States does
on nonresident aliens and foreign corporations.
~ The new section gives special authority to the President where he
finds that— :
(1) under the laws of any foreign country, citizens of the Unit-
ed States (not residents of the foreign country) or U.S. corpora-
tions are being subject to more burdensome taxes on any item of
income from sources within the foreign country, than those im-
Sosed by the United States on similar U.S. source income of resi-
ents or corporations of the foreign country;
(2) when asked so to do the foreign country has not acted
to revise or reduce its taxes to eliminate this condition; and
(3) it is in the public interest to reimpose the pre-1967 income
tax provisions. ,
‘Where tﬁese conditions exist, the President may proclaim that the tax
on similar income derived from U.S. sources by residents or corpora-
tions of the foreign country for taxable years beginning after the
proclamation is to be determined by disregarding the amendments to
the income tax law, as it relates to nonresident aliens and foreign cor-
porations, made by this bill or by subsequent acts.

If after such a proclamation, the foreign country modifies the
offending provisions of its tax law so that the President finds they
are no longer more burdensome, he may proclaim that the U.S. tax
on similar items of income derived from U.S. sources by residents or
corporations of the foreign country, for taxable years beginning after
such proclamation, is to be determined by taking into account the
amendments made to the income tax provisions of the code relating
to nonresident aliens and foreign corporations by this bill and later
acts. Before the President makes a proclamation under this new pro-
vision, he is to give the Congress 30 days notice of his intention so to do.

(¢) Effective date—This provision is effective for taxable years
beginning after December 31, 1966. :

3. Foreign community property income (sec. 5(e) of the bill and new
sec. 981 of the codegl '

(a) - Present law.—The general income tax provisions provide, in ef-
fect, that the worldwide income of a U.S. citizen is subject to tax from
whatever source derived. In a recent case,’ it was held that an Ameri-
can citizen who acquired residence in a foreign country with com-
munity property laws, and who married a nonresident alien, had a
sufficient interest in one-half of the marital partnership income—even
though earned by the husband foreigner—to render her subject to
U.S. taxation on that income. )

(b) Reasons for provision.—Your committee believes that it is un-
desirable to require a T1.S. citizen to pay U.S. tax on income earned
by a spouse who is a foreigner merely because of the attribution of
one-half of the income to the U.S. citizen through the community

s Katrushka J. Parsons v. Commissioner, 43 T.C. 331 (1964).
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property laws of the foreign country of residence. Although the tax
is levied on the spouse who is a U.S. citizen, it is regarde:l by most
foreigners as a U.S. tax on the income from the labor and property of
the foreigner spouse. In practice it appears that the revenue re-
ceived from the application of this rule is limited because of the likeli-
hood that persons subject to it are unaware of its existence. However,
when a case is discovered, the tax liabilities are likely to be large
because returns have not been filed.

An additional factor considered by your committee was that com-
munity property laws of foreign countries frequently make no dif-
ference 1n the source of taxable income since they often require joint
returns by husbands and wives. Moreover, in many such countries it
appears doubtful whether a U.S. wife under the law of that country
could legally compel her foreigner husband to pay over to her amounts
necessary to remit her U.S. tax liability on her community property
income. :

For the reasons given above, the bill provides a U.S. spouse with an
election which would substantially negate the operation of the com-
munity property laws of the foreign country of residence.

(¢) Ewxplanation of provisions—The bill provides elections to U.S.
citizens who are, during the periods involved, married to nonresident
aliens. If an election 1s made for post-1966 years, the community in-
come of husband and wife are to be treated as follows:

(1) Earned income (sec. 911(b)) is to be treated as income of
the spouse who rendered the personal services.

(2) Trade or business income is to be treated as income of the
husband unless the wife exercises substantially all the manage-
ment and control over the business. Also, a partner’s distributive
share of income is to be wholly attributed to him (same as self-
“employment rules under section 1402(a) (5)).

(3) Other cominunity income which is derived from separate
property of one spouse is to be treated as income of that spouse.
‘What is “separate property” for this purpose is to be determined
under the applicable foreign community property law.

(4) All other community income is to be treated as provided in
applicable foreign community property law. :

Due to the uncertainty in the tax treatment of this type of commu-
nity property income in prior years, the election provided for pre-
1967 years, to an even greater extent, ignores community property laws
of the foreign countries. For pre-1967 years the treatment of income
of the types set forth in categories (1), (2), and (8) above is to be the
same as described above, but the income described in category (4) -
above is to be treated as income of the spouse who, for the year in-
volved, had the greater amount of income described in (1), (2), and
(3) plus separate income. Thus, category (4) income is attributed to
the marital partner whose earnings or property were most likely to
have given rise to this income.

For purposes of this provision, the treatment of deductions is to be
compatible with that accorded the income to which the deductions are
attributable. In other words deductions are to follow the income they
generate. )

This provision provides qualified taxpayers with two elections, one
for pre-1967 years and one for future years. Either election can be
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made for any year, at any time, so long as the year is still open. How-
ever, these elections are binding—if the election is exercised for any
post-1967 year the treatment provided by this provision applies not
only to the year of election but also to all years subsequent which are
open and, if made for pre-1967 years, this provision applies for all
open years prior to that date. It should be noted that either election
can be made separately. '

Generally, the election must be made by both spouses. However,
, with respect to the pre-1967 election, the foreigner spouse need not
join if the Secretary of the Treasury determines that (1) an election
would not affect the U.S. tax liability of the foreign spouse for any
taxable year, or (2) that the foreign spouse’s U.S. tax liability for pre-
1967 years cannot be ascertained and that to deny the election to the
U.S. citizen would be inequitable and cause undue hardship. If either
election is made, a period of 1 year is provided with respect to all open
years for the making of assessments and the claiming: of refunds.
However, this 1-year period applies only if the deficiency or refund is
attributable to the election. Also, no interest is due on a deficiency or
refund resulting from the election for any period up to 1 year after the
filing of the election. ' :

4. Foreign tax credit (sec. 6(a) of the bill and secs. 874, 901, and
new sec. 906 of the code) ’

(@) Present low.—Present law allows a credit against U.S. income
tax for foreign income, war profits, and excess profits taxes. How-
ever, this credit it denied to nonresident aliens and foreign corpora-
tions since under present law they are only taxable on their income
from U.S. sources. This is consistent with the generally accepted
concept that the country of the source has precedence in the taxing
of income and that it should be the country of residence or citizenship
which allows the credit to prevent double taxation. .

(0) Reasons for provision.—As a result of the rule provided else-
where in this bill nonresident aliens and foreign corporations, in cer-
tain types of cases, are taxable on foreign source income which is ef-
fectively connected with the conduct of a trade or business within the
United States (see item B-2 above). In these cases the country of
the source of the income may also impose a tax on this same income.
Consistent with the general rule that taxes imposed by the country of
source take precedence, your committee’s bill provides that in any of
these cases where the United States is taxing foreign source income of a
nonresident alien or a foreign corporation, a foreign tax credit is to
be available with respect to any income, war profits, and excess profits
taxes also imposed on this same income by the country in which the
income was earned.

(¢) Ewplanation of provision—For the reasons indicated above the
bill adds a new section to the code (sec. 906) to allow a foreign tax
credit to nonresident aliens and foreign corporations with respect to
foreign source income which is subject to tax in the United States be-
cause it is effectively connected with the conduct of a trade or business
in the United States. However, this foreign tax credit for nonresident
aliens and foreign corporations is not to be available for taxes imposed
by a country solely on the basis that it has jurisdiction to tax the in-
dividual on his or its worldwide income because he is a citizen or resi-
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dent of that country or a corporation because it is created, incorporated
or domiciled in that country. Precedence appropriately should not
be given for such taxes because they are'not imposed by the country
which is the source of the income. In addition, these taxes, sometimes
called residual taxes, are not to be deductible, whether or not the in-
dividual or corporation elects to take the foreign tax credit. The term
“domiciled” for this purpose is intended to include any basis used by
a foreign country for ascertaining jurisdiction (other than the source
of the income) to tax a corporation on its worldwide income, such as
the location of management and control of the corporation within the
country. ‘ i

The credit is allowed under the existing foreign tax credit provision
and is subject to the existing “per-country” or “overall” limitations.
The “per-country” limitation restricts the credit to the proportion of
the U.S. tax which the taxpayer’s taxable income from sources within
the particular country bears to his entire taxable income for the year.
Similarly the “overall” limitation restricts the credit to the proportion
of the U.S. tax which the taxpayer’s taxable income, from sources
without the United States, bears to his entire taxable income for the
year. In determining the credit allowable to a nonresident alien indi-
vidual or a foreign corporation under these limitations, the individ-
ual’s or corporation’s taxable income is to include only the taxable
income effectively connected with the taxpayer’s conduct of a trade or
business within the United States. Moreover, the credit is not allow-
able against U.S. taxes imposed at the flat 30-percent rate on income
not effectively connected with the conduct of a trade or business in the
United States. :

Under some circumstances, present law treats a portion of the for-
eign taxes paid by certain foreign subsidiaries of a domestic corpora-
tion as having been paid by the domestic corporation for purposes of
computing its foreign tax credit. Your committee’s bill accords this
same treatment to foreign corporations, but its application is limited
to income effectively connected with the conduct of a trade or business
within the United States. .

(d) Effective date—These amendments apply for taxable years be-
ginning after December 31, 1966. In applying the foreign tax credit
carryback and carryover provisions of present law to nonresident
aliens and foreign corporations no amount may be carried to or from
a taxable year beginning before January 1,1967:

&. Similar credit regm’renwnt (sec. 6(B) (2) and (3) of the bill and
secs. 901 (c) and 2014(b) of the code) \

(@) Present law—Under present law, the foreign tax credit for in-
come, etc., or death taxes are allowable to an alien who is a resident
of the United States (or Puerto Rico) only if the foreign country of
which the alien is a citizen or subject, in imposing its income, etc., or
death taxes, allows a similar credit to citizens of the United States
residing in such country. ‘

(8) Reason for provision—It has been called to the attention of
your committee that present law acts to deny the credit to alien resi-
dents of the United States who are citizens of countries which may be
following foreign policies which are adverse to the United States.
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Such countries may be unconcerned as to our tax treatment of refugees
from their country who become residents of the United States.  The
fact that the United States may deny a credit to refugees from their
country, in fact, might encourage them not to provide a foreign tax
credit or exemption in their laws for any residents of their country who
may be U.S. citizens. Your committee believes that the denial of the
credit to such persons under these circumstances is unjustified and,
therefore, has amended present law so as to allow these persons the
foreign tax credit unless the President finds that so doing is not in
the public interest. : . .

(¢) Ewzplanation of provision—The bill modifies the provision of
present law which in all cases denies a credit for citizens of a foreign
country if it does not provide reciprocity for U.S. citizens residing
there. Under the bill the President is given some discretion as to the
disallowance of the credits in such cases. The bill provides that the
President is to deny a foreign tax credit to residents who are sub-
. jects of a foreign country if he finds: (1) That a foreign country, in

Imposing income, war profits, and excess profits taxes or death taxes
does not allow U.S. citizens residing in that country a credit for any
taxes paid or accrued to the United States or any foreign country,
similar to the foreign tax credit allowed by the United States to sub-
jects of that foreign country residing in the United States, (2) that
the foreign country, when requested to do so, has not acted to provide
a similar credit to U.S. citizens residing in that foreign country, and
(3) that it isin the public interest to allow the U.S. foreign tax credit to
citizens or subjects of the foreign country who reside in the United
States only if the foreign country allows such a similar credit to citi-
zens of the United States residing in the foreign country.

The disallowance of the credit in any such case is to apply for tax-
able years beginning while a Presidential proclamation denying the
credit is in effect. :

6. Overseas operations funding subsidiaries (sec. 6(c) of the bill
and sec. 904 (f) of the code) o
(@) Present law.—Generally, under present law the limitation on
- the allowable foreign tax credit, must be computed separately for all
Interest income and on a “per-country” basis. The exceptions to this
general rule are for: v ,

(1) Interest derived from any transactions directly related
to the active conduct of a trade or business in a foreign country or
U.S. possession;

. (2) Interest derived in the conduct of a banking, financing, or
similar business (such as an insurance company business) ;

(8) Interest received from a corporation in which the tax-
payer owns at least 10 percent of the voting stock ; and

.(4) Interest received on obligations acquired as the result of
disposition of a trade or business actively conducted by a taxpayer
in a foreign country or as a result of a disposition of stock or obli-
gations of a corporation in which the taxpayer owns at least 10
percent of the voting stock.

This provision was added to the code by the Revenue Act of 1962
so as to foreclose the transfer outside the United States (primarily
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to Canada) of short-term funds, such as bank deposits, in order to
make it possible to use foreign tax credits, which otherwise could not
be used; to reduce the U.S. tax on a domestic corporations’ worldwide
income. . Interest income previously could be used in this manner
because typically the foreign tax on such income was below the reg-
ular corporate tax which would apply to interest income received
by a domestic corporation. Thus, if the overall limitation were used
there was foreign income which was available against which could be
applied excess foreign tax credits. R
b) Reasons for provision.—U.S. corporations, in cooperating with
the President’s voluntary program to aid our balance of payments by
limiting the outflow of capital investment funds, have been requested to
obtain a portion of their funds necessary to finance their for-
eign operations from the foreign capital markets rather than from
sources within the United States. In this manner, the flow of dollars
abroad has been curtailed and our balance-of-payments position aided.
Some corporations have established subsidiaries in this country for the
specific purpose of handling these foreign funding transactions. How-
ever, the use of such a subsidiary to finance these foreign operations
may result in the special separate interest income limitation (de-
scribed above) being applied, for purposes of computing the foreign
tax credit, with respect to interest income the subsidiary derives from
loaning funds to the related companies. :
As indicated previously an exception is provided in those cases
where the U.S. taxpayer receiving the interest directly owns 10 per-
cent of the foreign subsidiary paying the interest. However, where
the U.S. parent establishes a wholly owned domestic subsidiary to
borrow the foreign funds to finance the operation of its foreign sub-
sidiary this exception of present law may not apply. This is because
the funding subsidiary does not directly own a 10-percent interest in
the foreign operating subsidiary. This s true even where the domestic
funding subsidiary is a wholly owned subsidiary of a corporation
which, In turn, owns more than 50 percent of the foreign operating
subsidiary to whom the funds are loaned. In these circumstances your
committee does not see why the limitation on the foreign tax credit
should not apply in the same manner whether the foreign financing is
done through the parent or a domestic subsidiary of the parent. Ad-
ditionally, the application of the regular limitations, rather than the
separate limitation on interest, in the case of these funding subsidiaries
is particularly important now in view of their favorable impact on the
balance of payments and the fact that they represent compliance with
the administration’s voluntary program for restraint on foreign in-
vestments. However, your committee did not wish this provision to
be used to reduce U.S. taxes in transactions wheie debt obligations are
not offered publicly, but instead to only a few large foreign investors.
(¢c) Explanation of provision—This amendment provides that the
limitation on the allowable foreign tax credit applicable to interest
income is not to apply to a domestic funding subsidiary which was
formed and availed of for the principal purpose of (1) raising funds
outside the United States through foreign public offerings and (2)
using these funds to finance the foreign operations of related foreign
corporations.
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For purposes of this provision the domestic funding subsidiary
must be a member of the same affiliated group (meeting the 80 percent
ownership tests of sec. 1504) as another domestic corporation and this -
affiliated group must own 50 percent or more of the voting stock of the
foreign borrowing corporation either directly or through ownership
of the stock of one other foreign corporation. This latter requirement,
in effect, means that the borrowing subsidiary may be either a first or
second tier foreign subsidiary. ' ‘
. (@) E'ffective date—The amendments made by this provision apply
to interest received after December 81, 1965, and in taxable years end-
ing after that date. : -

7. Amendment to preserve existing law on deductions under section
931 (sec. 7 of the bill and sec. 931(d) of the code)

Under present law, U.S. citizens or domestic corporations earning
income in possessions of the United States generally are taxable only
on their U.S. source income (plus anmiounts received in the United
States) if they meet certain requirements.® In general, these require-
ments are that the citizen or corporation derive 80 percent of its gross-
income from sources within such a possession and 50 percent of its
gross income from the active conduct of a trade or business within
such a possession (both of these tests being applied with respect to
income received in the prior 3 years). ‘

A U.S. citizen or domestic corporation who qualifies for this treat-
ment may exclude from his U.S. tax base gross income from sources
without the United States (in the same way as norresident aliens and
foreign corporations not engaged in trade or business within the United
States). The deductions allowed a U.S. person who qualifies for this
exclusion are those which are allowable under present law to nonresi-
dent aliens and foreign corporations engaged in trade or business in
the United States. In general, these deductions are: (1) Those con--
nected with U.S. source income, (2) those allocated or apportioned.
under regulations with respect to deductions related to income which.
is partially from within and without the United States, (8) losses-
not connected with the trade or business but incurred in transactions:
entered into for profit (if the profit, had the transaction resulted in-
a profit, would have been taxable by the United States), (4) casualty-
losses (if the loss is of property within the United States), and (5)
charitable contribution deductions. : h

Your committee’s bill does. not echange the tax treatment of income
qualifying for the exclusion relating to income from U.S. possessions
but because it allows deductions to nonresident aliens and foreign
corporations engaged in a trade or business in the United States only
where the deductions are allocable to income effectively connected with
this trade or business, it is now necessary in this provision to specify
the deductions which may be taken. Your committee’s bill therefore
makes applicable to U.S. citizens and domestic corporations engaged
in trade or business in possessions, who qualify for the special tax
treatment under existing law, the provisions of present law which
allow deductions to nonresident aliens or foreign corporations engaged
in trade or business in the United States. -

¢ Possession for purposes of this provision does not include the Virgin Islands or, in the
case of U.8. citizens does not include/Puerto Rico. gl "
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~ This amendment is effective for taxable years beginning after De-

cember 31, 1966.
: F. ESTATE TAX PROVISIONS

1. Estate tax rates (sec. 8(a) of the bill and sec. 2101 (a) of the code)

(@) Present law.—The estate of a nonresident alien is taxed only
on the transfer of property situated or deemed to be situated in the
United States at the time of his death. While the tax rates are the
same as for citizens and residents of the United States, the deductions,
credits, and exemptions are different: No marital deduction is al-
lowed with respect to the estate of a nonresident alien; the specific
exemption in determining the taxable estate is $2,000 instead of the
$60,000 a,é)plicable in the case of U.S. citizens; no credit is allowed for
- foreign death taxes paid; and expenses, losses, etc., are generally
limited to the same proportion of these expenses which the alien’s
gross estate situated within the United States is of his entire gross
estate. .

(b) Reason for provision—The fact that a marital deduction of up
to. 50 percent of the adjusted gross estate is not allowed in the case of
the estate tax liability of a nonresident alien, in effect nearly doubles
the size of the taxable estate of many aliens over that of similarly situ-
ated citizens. The $2,000 exemption, instead of the $60,000 exemption
applying to citizens, also leads to a higher estate tax base. This, of
course, means that the estate of a nonresident alien is likely to pay
heavier taxes on its U.S. assets than would be true in the case of the
estate of a U.S. citizen of similar size. Your committee believes that
this is not appropriate. In addition it has been suggested to your com-
mittee that the high U.S. estate tax on the U.S. assets of a nonresident
alien tends to discourage foreign persons from investing in the United
States. Any increase in foreign investment in this country which may
be brought about by this change will, of course, have a favorable effect
on this country’s balance of payments. '

In view of the considerations set forth above, your committee be-
lieves that the taxation of the U.S. estates of nonresident aliens
should b» reduced to more closely equate with the taxation of the
estates of U.S. citizens. The bill therefore establishes a new schedule
of graduated estate tax rates applicable to nonresident aliens which
will impose a tax on the U.S. estates of these persons in an amount
which is generally equivalent to the tax imposed on an estate of similar
value of a U.S. citizen with the maximum marital deduction. (Asis
explained subsequently the bill also increases the specific exemption
available with respect o estates of nonresident aliens). ,

(¢) Explanation of provision—The new schedule of rates appli-
cable to estates of nonresidents not citizens is as follows: .

If the taxable estateis: The tax shall be:

Not over $100,000 , 5 percent of the taxable estate.

Over $100,000 but not over $500,000_—_- $5g)00, O%Ius 10 percent of excess over
100,000. . :

Over $500,000 but not over $1,000,000___ $4g'0(?(?b(§)1us 15 percent of excess over
N 500,000.

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

Over $2,000,000 $3202000: plﬁs 25 percent of excess over

2,000,
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Table 2 shows a comparison of the effective rates for estates of
nonresident aliens proviged by this new schedule with the effective
rates under present law for nonresident aliens and U.S. citizens with
and without a marital deduction. It will be noted that the effective
rates resulting from the new schedule closely approximate those appli-
cable in the case of the estate of a citizen with a marital deduction.

TABLE 2.—Hffective rates of U.8. taw on U.S. estates of nonresident aliens under
- present law and under the bill and on U.S. citizens under present law

Eflective rate of tax

U.S. gross estate ! Present Tax treatment U.S. citizen
. treatment of of nonresident
nonresident alien provided
alien by bill 2 With marital | Without marital
deduction deduction

2.9

7.7
12.5 2.0
17.3 3.0 3.0
25.8 7.4 8.0 22.1
28.8 10.1 11.1 26.7
43.0 17.8 -16.9 42.3
83.3 20.6 21.2 52.8

! For purposes of these computations it i3 assumed 10 percent of gross estate is deducted foi funeral and
other expenses both in the case of U.8. citizens and nonresident aliens.
2Takes into account the increase in the exemption from $2,000 to $30,000.

2. Limitation on oredit for State death taes (sec. 8(b) of the bill
and, sec. 2102 of the code)

(a)_ Present law.—Under present law, the estate of a nonresident
alien is allowed a credit against its U.S. estate tax for death taxes it
pays to any of the States of the United States. The only death tax
some of the States impose is a so-called pickup tax, that is, a tax
equal to the maximum credit for State death taxes allowable against
the Federal estate tax. Other States impose a pickup tax in addition
to their regular death taxes. ,

(bBZ Reasons for provision—The credit for State death taxes in
the Federal statute 1s based on the taxes actually paid to any State.
At the same time the so-called pickup taxes® are designed to impose
a sufficiently heavy tax on property within their jurisdiction to absorb
any Federal tax with respect to which credit may be obtained. A
problem arises from the interrelationship of these Federal and State
rules where property, such as stocks, has a situs in the United States
but for State death tax purposes is not considered to have a situs in
any particular State—since the nonresident alien has no residence in
any State. In such cases the effect of a State pickup tax may be to
impose a disproportionately heavy State death tax on what may be the
minor portion of the nonresident alien decedent’s gross estate located
there, in order to absorb the full Federal credit which may be avail-
able with respect to property, such as stocks, which have a U.S. situs

8In addition to State pickup taxes, the problem here described may also arise where the

State death tax with respect to the property located within its Jjurisdiction is heavier than
the Federal estate tax with respect to such property.
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but no situs in any particular State. Since the credit for death taxes
was intended to be available with respect to death taxes, imposed at
a level up to the Federal credit level, by States on property within
their jurisdiction, it seems inappropriate to allow a credit for a State
death tax at a rate above the Federal rate on the property merely on
the grounds that there is other property subject to the Federal tax
outside the jurisdiction of the State. -

(¢) Ezplanation of provision.—Your committee has amended pres-
ent law to provide that the maximum credit for State death taxes
allowable against the Federal estate tax imposed on estates of non-
residents not citizens is to be an amount which bears the same ratio
to the credit (computed without regard to this limitation) as the
value of the property upon which the State death taxes are paid (and
which is includible in the gross estate) bears to the total gross estate
for Federal tax purposes.

(d) Effective date—This amendment applies with respect to estates
of decedents dying after the date of the enactment of this bill.

3. Bond situs rule (sec. 8(¢) of the bill and sec. 2104 of the code)
(a) Present law.—Under present law, a nonresident alien is subject
to the U.S. estate tax only with respect to property which is situated
in the United States at the time of his death. The code provides
so-called situs rules for determining under what conditions various
types of property are to be considered as having a U.S. situs and
therefore includible in the estate tax base of a decedent. Under
these rules stock of a domestic corporation owned by a nonresident
alien is considered to be property within the United States regardless
of the location of the share certificates. In the case of bonds issued
by U.S. corporations, no such statutory situs rule exists. Instead,
for Federal estate tax purposes, the debt represented by a bond of a
domestic corporation is considered to be situated at the location where
the certificate is held. Other intangible debt obligations of U.S.
obligors are treated as being situated within the United States.

(b) Reasons for provision.—The difference in treatment for bonds
is based upon the view that bonds constitute the debt itself and hence
the debt is situated with the bonds, but with respect to other obliga-
tions the written statement of the obligation is only evidence of the
existence of the debt and hence the debt is situated with the debtor.
Your committee believes that this distinction is.an unsatisfactory basis
for exempting these bonds from the U.S, estate tax. Moreover, it sees
no reason for treating bonds and stock differently in this respect.

(¢c) Ewmplanation of provision—For the reasons given above your
committee’s bill adds a new provision to the law providing that for
purposes of the tax imposed on the estates of nonresidents not citizens,
all debt obligations (including bonds) of a U.S. person, the United
States, a State or political subdivision of a State, or of the District
of Columbia owned by a nonresident not a citizen of the United States
are to be deemed to be property situated within the United States.
An exception to this rule is provided for debt obligations of U.S.
corporations which have derived less than 20 percent of their gross
income from U.S. sources for the 3 years prior to the nonresident’s
death. In such cases these debt obligations are to be considered as
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having a foreign situs. For purposes of this provision U.S. currency
is not to be considered a debt obligation of the United States.

(d) Effective date—This amendment applies with respect to es-
tates of decedents dying after the date of enactment of this bill.

4. Deposits in U.S. banks or foreign branch banks of U.S. corpora-
tions (sec. 8(d) of the bill and sec. 2105 of the code)

(a) Present law.—Present law Frovides that, for purposes of estate
tax, the deposits of nonresident aliens with U.S, persons carrying on
the banking business will not be considered to have a situs within the
United States if the decedent was not engaged in a trade or business
in the United States at the time of his death and a situs within the
United States if the decedent was so engaged. This rules applies to
deposits in foreign branch banks of U.S. corporations as well as to
deposits in domestic banks. _

(b) Reasons for provision.—As explained above with respect to the
rules for determining the source of interest payments on bank de-
posits with U.S. banks (see No. A-1 above), your committee believes
that it is questionable whether deposits of this type which are clearly
situated in the United States should be treated as though situated
without the United. States and thereby allowed to escape U.S, estate
taxation. On the other hand, deposits in foreign branch banks of
U.S. corporations are, in fact, situated in a foreign country. Addi-
tionally, with respect to deposits in foreign branch banks of U.S.
corporations, it is understood that foreign persons often have been
uncertain .as to whether they would be held to be “engaged in busi-
ness in the United States” and that as a result they have been reluctant
to deposit their funds in foreign branch banks of U.S. corporations
for fear this'might subject their estate to U.S. tax. As a result they
are likely to place their deposits in competing foreign banks. Thus
the present treatment clearly discriminates against the U.S. branches
and adversely affects their ability to compete in foreign countries.
" (¢) Ewplanation of provision—Your committee, for the reasons
given above, has deleted the provision of present law which treats
U.S. bank deposits of a nonresident alien as situated without the
United States. Additionally, the bill adds to the code a new provi-
sion which deems the situs of deposits by foreigners in foreign branch
banks of U.S. corporations to be without the United States. The new
situs rule provides that for purposes of the U.S. estate tax on estates
of nonresident aliens, deposits in a foreign branch bank of a U.S.
corporation, if the branch is engaged in the commercial banking busi-
ness, are not to be deemed to be property within the United States.
Therefore these deposits will not be included in the foreigner’s taxable
U.S. estate. ,

(@) Effective date—This amendment is applicable to the estates of
decedents dying after the effective date of this act. '

6. Definition of taxable estate (sec.8(e) of the bill and sec. 2106 (a) (3)
of the code) )

(a) Present laow—Under present estate tax law, the estate of a
citizen of the United States is entitled to a $60,000 exemption. In the
case of the estate of a nonresident alien, however, present law allows
only a $2,000 exemption. In the case of decedents who were residents
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of U.S. possessions at the time of death and are citizens of the United
States solely by reason of being a citizen of the possession, or by
reason of birth or residence in the possession, the exemption is the
greater of $2,000, or the proportion of the $60,000 exemption granted
to U.S. citizens which the value of that part of the decedent’s gross
estate which is situated in the United States bears to the value of his
entire gross estate. ' ‘

(b) Reason for provision.—Presumably the basis for having a lower
exemption for nonresident aliens than citizens and residents is that
they typically have only a portion of their estate in the United States
and therefore should have only a portion of the exemption allowed
citizens and residents. Your committee also agrees that this justifies
a lesser exemption for nonresident aliens but the minimal estate tax
exemption presently allowed is so low as to place an unreasonable and
inequitable tax burden on the estates of nonresident aliens. The
exemption level your committee concluded was reasonable for non-
resident aliens was $30,000, or half that allowed in the case of citizens.
This is high enough to make filing of returns unnecessary in the case
of relatively small investments here.. This level of exemption was also
selected in conjunction with the rates made applicable to nonresident
aliens (see No. F-1 above) to assure approximately the same level of

_tax burdens for a nonresident alien as in the case of citizens of the
United States eligible for the marital deduction.

(¢) Ewzplanation of provision—The bill amends the code to pro-
vide that the estate of a nonresident not a citizen is allowed to deduct
a $30,000 exemption in computing the taxable estate. The exemption
which the estate of a resident of a U.S. possession to which the special
rule applies is allowed, under your committee’s amendment, is to be the
greater of $30,000 or the proportion of the $60,000 exemption allowable
under present law. ' :

(&) Effective date—These amendments apply to estates of dece-
dents dying after the effective date of thisact.

6. Expatriation to avoid tax (sec.8(f) of the bill and new sec. 2107 of
the code) : ,

a) Present law.—The U.S. estate tax applies'to U.S. citizens and
U.S. residents with respect to their estate no matter where situated.
However, a foreign estate tax credit is allowable with respect to for-
eign death taxes paid in the case of property having a situs outside of
the United ‘States. . In the case of nonresident aliens, a U.S. estate tax
also applies but only with respect to property having a U.S. situs.
Under present law, if an individual who has been a U.S. citizen gives
up this citizenship and becomes a nonresident alien, no tax is imposed
with respect to his estate to the extent the property is situated outside
of the United States. '

(0) Reason for provision—As discussed above with respect to the
income tax provision of this bill, your committee is' concerned that
the elimination of the progressive income tax rates on income of non-
resident aliens which 1s not effectively connected with a U.S. trade
or business may encourage some U.S. citizens to surrender their
U.S. citizenship and move abroad. Accordingly, the bill contains a
provision which generally has the effect of retaining the progressive
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income tax rates for a period of 5 years in case of persons who become
expatriates where it appears likely that they did so for tax avoidance -
purposes. The same problem exists as a result of the reduction of
the estate tax rates applicable to nonresident aliens.. Although it is
doubtful that many citizens would expatriate for this reason, your
committee believes that the removal of any such incentive is desirable.
In these cases the wealth of the expatriate generally would have been
accumulated in the United States and therefore is properly subject
to the regular U.S. estate tax rates. : o

(¢) Ewxplanation of provision.—For this reason, the bill adds a new
section to the code which imposes the regular U.S. estate tax rates on
the U.S. estate of a nonresident alien dying within 10- years after
losing U.S. citizenship if one of the principal purposes of the loss of
. citizenship was the avoidance of U% income, estate, or gift taxes.

This provision is not to apply to those who lost their citizenship before

March 8,1965 (the date ogintroduction of a predecessor bill, H.R. 5916,
on this topic). It also does not apply in the case of decedents dying
before the date of enactment of this bill. -

In determining the value of the gross estate of such an expatriate
(as in the case of nonresident aliens generally) only property situated:
in the United States that was owned by him at the time of his death
is included. However, the U.S. estate tax base of these expatriate
decedents is expanded in certain respects to prevent him from avoiding

.U.8. tax on his estate by transferring assets with a U.S. situs to a-
foreign corporation in exchange for its stock. Such a transfer by
a nonresident alien would reduce the portion of his gross estate hav-
ing a U.S. situs, since the stock of a foreign corporation has a foreign
situs even though the assets of the foreign corporation are situated
in the United gtates. The new provision specifies, if certain stock
ownership tests are met, that the value of the expatriate’s gross U.S.
estate is to include the same proportion of the value of the stock-
holdings of the expatriate in &e foreign corporation as its property
having a U.S. situs bears to all its property. .

The ownership tests that must be met for this special provision
to apply are: ,

(1) The decedent must have owned at the time of his death
10 percent or more of the voting power of all classes of stock of
the foreign corporation. Ownership for this test includes direct
ownership and indirect ownership through another foreign
corporation or through a foreign partnership, trust, or estate.

ii) The decedent must have owned, at the time of his death
50 Ii)(ercent or more of the total voting power of all classes of
stock -of the foreign corporation. Ownership for purposes of
this test is ownership as described in (i) above plus ownership
attributed to the expatriate under certain attribution rules of

_existing law (sec. 818 of the code). In general, these rules

attribute to an individual ownership of stock held by members
of his family, as well as by partnerships, trusts, estates, or corpo-
rations in which the individual has certain interests. 4
In addition, in determining whether the ownership tests are met, and
in determining the portion of the U.S. situs property owned by the
foreign corporation that must be included in computing the value of
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his gross estate, the expatriate is treated as owning the stock of a
forelgn corporation (at the time of his death) which he transferred
during his life but which under U.S. estate tax law generally is not
effective in excluding property from a gross estate. There transfers
are: '
Transfers in contemplation of death (sec. 2035).
) Transfers with retained life estate (sec. 2036)
ii1). Transfers taking effect at death (sec. 9037 )-
(iv) Revocable transfers (see 2038). :

In computing the estate tax under this new pr0v131on the expatriate’s
estate is allowed the credit for State death taxes, the credit for mft
- tax, and the credit for tax on prior transfers.

The new section excepts from its application certain expatmates
whose loss of U.S. citizenship occurs unc{)er circumstances which would
make the application of the special taxing provisions inappropriate.
These are the same exceptions provided with 1espect to the income tax
expatriation provision (see No. C-3 above).

The new provision, like the comparable income tax provision, con-
tains a special rule dealing with the burden of proving the existence
or nonexistence of U.S. tax avoidance as one of the principal purposes
of the expatriation. Under this provision, the Secretary of the
Treasury or his delegme must establish that it is reasonable to believe
that the expatriate’s loss of U.S. citizenship would (but for the appli-
cation of this new provision) result in a substantial reduction in the
estate, mhentance, legacy, and succession taxes.

If this is established, then the administrator of the expatriate’s
estate must carry the burden of proving that the loss of citizenship
did not have as one of its prmmpal purposes the avoidance of U.S.
income, estate, and gift taxes: :

o (ad) Eﬁ”eotwe date—This new provision is effective with respect
to estates of decedents dying after the date of enactment of this bill.
It does not, in any event, apply, however, to expa.trlates who lost their
c1tlzensh1p before March 8,1965.

7. Application of pre-1967 estate tax provisions (sec. 8( i3] of the bill

and new sec. 2108 of the code)

The unilateral reduction of estate tax rates 'Lpphca,ble to nonresident
aliens by statute may have the effect of making it more difficult to
negotiate estate tax treaties. Thisi is comparable to the similar problem
arising from the revision of the income tax provisions applicable to
nonresident aliens. As in the case of the 1 Income tax prov131ons there-
fore, your committee has added a new provision which gives authority
to the President to apply certain provisions of the estate tax law relat-
ing to estates of nonresidents not citizens, without regard to the amend-
ments made to these provisions by this, or an subsequent act in the
case of estates of residents of any country whi % imposes more burden-
some estate taxes with respect to estates of U.S. citizen decedents, not
residents of that country, than does the United States on estates of
residents of such a country, not citizens of the United States.

The new provision gives special authority to the Pre31dent where he
finds that: ,

(a) Under the laws of a foreign country a more burdensome
tax is imposed on the estates of U.S. citizens, not residents of the
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country, than is imposed on the estates of residents of that country
by the United States; 4
() The foreign country, when requested so to do, has not
revised its taxes to eliminate this extra burden ; and
(¢) It is in the public interest to reimpose the pre-1967 estate
tax provisions.
‘Where these conditions exist the President may proclaim that the U.S.
tax on estates of residents of the foreign country is to be determined
under certain provisions of U,S. estate tax laws (secs. 2101, 2102, 2106,
and 6018) as in effect prior to amendment by this or any subsequent
act. Such a proclamation is to apply to the estates of decedents dying
after the date of the proclamation.

If after making such a proclamation the President finds that the
laws of the foreign country have been revised to alleviate the excess
burden on the estates of U.S. citizens he may proclaim that the tax
on the estates of residents of the country is to be determined by taking
into account the amendments made by this bill, and any subsequent act.
Such a proclamation is to be effective with respect to estates of de-
cedents dying after its date.

Before issuing a proclamation under the new provision the President
is required to give 80 days notice of his intent so to do to the Senate
and the House of Representatives.

This new section is applicable with respect to estates of decedents
dying after the date of the enactment of this bill.

8. Estate tax returns (sec.8(g) of the bill and sec. 6018 of the code) ‘

Under present law the executor of the estate of a nonresident alien
is required to file a U.S. estate tax return if the U.S. estate exceeds
$2,000. The filing of returns with respect to these estates of over .
$2,000 is required because only a $2,000 exemption is granted to the
estates of nonresident aliens under present law. Since your commit-
tee’s bill has increased the $2,000 exemption to $30,000, the return
filing requirement is likewise increased by the bill from $2,000 to
$30,000. This amendment applies with respect to estates of decedents
dying after the enactment of this bill.

G. GIFT TAX PROVISIONS

1. Taw on gifts of nonresidents not citizens (sec. 9(a) of the bill and
sec. 2501 of the code)

Under present law a gift of intangible property having a U.S.
situs by a nonresident alien who is engaged in trade or business in
the United States is subject to U.S. gift tax.

In practice this rule has proved to be impossible to enforce, since
there is no practical way for the Internal Revenue Service to find out
when these gifts are made. Moreover, it does not occur to many
nonresident aliens that these transfers are subject to U.S. gift tax.
TrLus the revenue significance of this provision is minimal.

For the above reasons your committee’s bill amends present law to
provide that gifts of intangible property by nonresident aliens are
not to be subject to the U.S. gift tax.

To prevent this new rule from becoming a means of tax avoidance
by TU.S. citizens, the bill also provides that the rule is not to apply to
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gifts by donors who within the 10 years immediately before the date
of the gift became expatriates of the United States with a principal
purpose of avoiding U.S. income, estate, or gift taxes. :
As in the case of similar amendments made by your committee with

respect to the income and estate taxes, the new provision provides a
special rule relating to the burden of proof. Under this rule if the
Secretary of the Treasury or his delegate establishes that it is rea-
sonable to believe that the individual’s loss of U.S. citizenship will
result in a substantial reduction in the gift tax payable by the donor,
the burden of proving that tax avoidance was not one of the principal
‘purposes rests with the donor. Certain types of losses of citizenship,
as in the case of similar income and estate tax provisions, are not to
result in the application of this provision (see No. C-3 above). '

- This amendment applies with respect to the calendar year 1967 and
all calendar years thereafter. :
2. Situs of bonds given by expatriates (sec. 9(b) of the bill and sec.

2511 fof the cgode) Yoy ( (0).of

Under present law bonds issued by U.S. persons, unlike other debt
obligations, are considered to be situated where the instrument is lo-
cated for purposes of the gift tax applicable to nonresident aliens.
Under this rule (and in the absence of the provision added here) a
person who becomes an expatriate with a principal purpose of avoid-
g U.S. taxes would continue to escape U.S. gift taxation (even
under the special gift tax rules this bill makes applicable to them)
on the transfer of a debt obligation of a U.S. person. To prevent
this result, your committee’s bill amends the present gift tax laws to
grovide that debt obligations of a U.S. person, or of the United

tates, a State or political subdivision thereof, or the District of Co-
lumbia which are owned by nonresident aliens are deemed to be sit-
uated in the United States. This amendment applies with respect to
the calendar year 1967 and all calendar years thereafter.

H. TREATY OBLIGATIONS -

The bill provides that no amendment made by this bill is to apply
in any case where its application would be contrary to any treaty
obligation of the United States. However, for purposes of this pro-
vision, the granting of a benefit provided by any amendment made
by this bill will notﬁ)e considered to be contrary to a treaty obligation.

V. TECHNICAL EXPLANATION

SECTION 1 OF BILL. SHORT TITLE, ETC.

(a) Short title—Subsection (a) of section 1 of the bill provides
that the bill may be cited as the “Foreign Investors Tax Act of 1966.”

(8) Table of contents—Subsection ﬁ;l) of section 1 of the bill con-
tains a table of contents of the sections of the bill.

(¢) Amendment of 1964 code—Subsection (c) of section 1 of the
bill provides that, except.as otherwise expressly provided, whenever in
the bill 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.
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SECTION 2 OF BILL. SOURCE OF INCOME

. (@) Interest—Subsection (a) of section 2 of the bill amends sec-
tion 861 of the code (relating to income from sources within the
United States). in its application to interest income and section 895
of the code (relating to income derived by a foreign central bank of
issue from obligations of the United States). :

Oertgz'n interest not treated as income from sources within the United
tates ' '
Existing section 861(a) (1) provides generally that interest paid by
a resident of the United States, corporate or otherwise, is income
from sources within the United States. Subpara%mph (A) of sec-
tion 861(a) (1) excepts interest paid on deposits with persons carrying
on the banking business from this rule if such interest is paid to per-
sons not engaged in business in the United States. ‘

Paragraph (1) (A) of section 2(a) of the bill revises existing sub-
paragraph (A) of section 861(a) (1) to provide in effect that interest
on the amounts described in new subsection (c) of section 861, as
‘added by paragraph (1) (B) of section 2(a) of the bill, is not con-
sidered income from sources within the United States if such interest
is paid (or credited) to a nonresident alien individual or foreign cor-
poration before January 1, 1972, and such interest is not effectively
connectéd with the conduct of a trade or business within the United
States by such recipient. The amendment of section 861(a) (1) %&)
is effective for taxable years beginning after December 31, 1966, but
such section shall cease to apply in the case of amounts paid or credited
after December 31,1971, '

Paragraph (1) (B) of section 2(a) of the bill amends section 861 of
the code by adding a new subsection (¢) which describes the amounts.
the interest on which is subject to the source rule of new section 861(a)
(1) (A). The amounts so described are (1) deposits with persons
carrying on the banking business (including certificates of deposit) ;
(2) deposits or withdrawable accounts with mutual savings banks,
cooperative banks, domestic building and loan associations, and other
savings institutions chartered and supervised as savings and loan or

- similar associations under Federal or Iéta.te law, but only to the extent
that the amounts paid or credited on such deposits or accounts (in
respect of which a determination is being made under sec. 861(a) (1))
are of a type which are deductible under section 591 of the code (relat-
ing to deductions for dividends paid on deposits) in computing the
taxable income of such institutions; and (3) amounts held by an insur-
ance company under an agreement to pay interest thereon. New sec-
%)%% 861 (c) is effective for taxable years beginning after December 31,

The rule in existing section 861(a) (1) (A) with respect to interest

on bank deposits has been revised in amended section-861(a) (1) (A)

so as to apply only if the interest is not effectively connected with the
conduct of a trade or business within the United States and only when -
received by a nonresident alien individual or a foreign corporation.
Deposits and withdrawable accounts with savings and loan or similar
assoclations are included in new section 861(c)(2) so that interest
(and so-called dividends) paid on such deposits or withdrawable

717



52 FOREIGN INVESTORS TAX ACT OF 1966

accounts are treated in the same manner as interest on bank deposits.
Under section 591 of the code amounts paid to, or credited to the
accounts of, depositors or holders of accounts as dividends or interest
on their deposits or withdrawable accounts are deductible by the
association if the depositor or holder of account is entitled to with-
draw such amounts on demand, subject to customary notice of intention
to withdraw. =The provisions of amended section 861(a) (1) (A) do
not apply to amounts paid by such savings and loan or similar associa-
tions on or with respect to shares of capital stock of such associations,
or on or with respect to funds held in restricted accounts which rep-
resent a proprietary interest in such associations.

Interest on amounts held by insurance companies under an agree-
ment to pay interest thereon is also subject to the provisions of
amended section 861(a) (1) (A). In determining under new section
861(c) (3) whether an amount is held by an insurance company un-
~ der an agreement to pay interest thereon the same rules are to apply

as are applied under section 6049 (b) (1) (D) of the code (relating to
returns regarding payments of interest). Thus, for example, the
provisions of amended section 861(a) (1) (A) apply to interest paid
on policy “dividend” accumulations and interest paid with respect to
the proceeds of insurance policies left with the insurer. The so-called
interest element in the case of annuity or installment payments under
life insurance or endowment contracts does not constitute interest for
such purposes. Amended section 861(a) (1) (A) does not apply to
interest paid by an insurance company to its creditors on notes, bonds
or similar evidences of indebtedness.

The provisions of amended section 861(a) (1) (A) and of new sec-
tion 861(c) cease to apply in the case of amounts paid or credited
after December 31, 1971.

Interest on deposits with foreign banking branches of domestic cor-
porations

Paragraph (2) of section 2(a) of the bill amends section 861(a)
(1) of the code by adding a new subparagraph (D) providing that,
for taxable years beginning after December 31, 1966, interest on de-
posits with a foreign branch of a domestic corporation is not income
from sources within the United States if the foreign branch with
which the deposit is made is engaged in the commercial banking busi-
ness, This rule will apply to such interest notwithstanding the fact
that the recipient is a citizen or resident of the United States or do-
mestic corporation or that the interest is effectively connected with the
conduct of a trade or business within the United States by a non-
resident alien or a foreign corporation. It is not necessary for this
purpose that the paying corporation be carrying on a banking business
within the United States. Since under the provisions of section 862 (a)
(1) such interest is treated as income from sources without the Unit-
ed States, the interest will be considered to be from sources within
the foreign country in which the foreign branch is located.

Interest on bank deposits of foreign central banks of issue or the Bank
for International Settlements

Paragraph (8) of section 2(a) of the bill amends section 895 of the
code (relating to income derived by a foreign central bank of issue
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from obligations of the United States) and makes conforming amend-
ments. Under present section 895 income derived by a foreign cen-
tral bank of issue from obligations of the United States owned by
such bank is excluded from gross income, if such obligations are not
held for, or used in connection with, the conduct of commercial bank-
ing functions or other commercial activities of such bank. Amended
section 895 continues existing law and provides a similar exclusion
with respect to interest derived by a foreign central bank of issue
from deposits with persons carrying on the banking business; it also
contains a new provision under which the Bank for International Set-
tlements will be entitled to exclude from gross income interest derived
on deposits with persons carrying on the banking business if such de-
posits are not held for, or used in connection with, the conduct of com-
mercial banking functions or other commercial activities by such de-
positor. These amendments are effective for taxable years beginning
after December 81, 1966. It is to be noted, however, that the exclusion
under section 895 for interest on deposits with persons carrying on the
banking business will continue to apply in the case of amounts paid or
credited after December 81, 1971, even though the provisions of
amended section 861(a) (1) (A) cease to apply to amounts paid or
credited after that date.

(b) Dividends—Subsection (b) of section 2 of the bill amends sec-
tion 861(a) (2) of the code (relating to dividends from sources within
the United States). )

Dividends from foreign corporations :

Paragraph (1) of section 2(b) of the bill amends subparagraph (B)
of section 861(a) (2) of the code (relating to the source of dividends
from a foreign corporation). Under present section 861(a)(2) (B),
if a foreign corporation derives 50 percent or more of its gross income
from sources within the United States for the applicable period pre-
ceding the declaration of dividends, an amount which bears the same
ratio to such dividends as the gross income of the corporation for such

eriod from sources within the United States bears to its gross income
rom all sources for such period is considered to be a dividend from
sources within the United States. :

Under amended section 861(a) (2) (B) dividends paid by a foreign
corporation are from sources within the United States only if 80 per-
cent or more of the total gross income of such corporation from all
sources for the applicable period preceding the declaration of the divi-
dends was effectively connected with the conduct of a trade or busi-
ness within the United States by such foreign corporation. The
amount of the dividends treated as income from sources within the
United States in such case is the amount which bears the same ratio
to the dividends which are paid as the gross income of the forei
corporation for such period which is effectively connected with the
conduct of a trade or business in the United States bears to the gross
income of such corporation from all sources for such period. This
amendment is effective with respect to dividends received after Decem-
ber 31, 1966 ; but, to the extent that gross income of the foreign cor-
poration for any period before its first taxable year beginning after
December 31, 1966, must be taken into account in determining the ap-
plication of amended section 861(a) (2) (B), the gross income of such
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corporation for such period from sources within the United States
will be considered, by reason of the amendment contained in paragraph
(2) of section 2(b) of the bill, to be gross income effectively connected
with the conduct of a trade or business within the United States.

The substance of the provision in section 861(a) (2) (B) of the code
which provides in effect that, for purposes of determining the foreign
tax credit, dividends paid by a foreign corporation are from sources
without the United States to the extent that they exceed an amount
which is 100/85ths of the amount of the deduction allowable under sec-
tion 245 of the code in respect of such dividends is not changed by the
bill. Thus, for example, if a dividend paid by a foreign corporation
is not considered to be from sources within the United States under
amended section 861(a) (2) (B) because less than 80 percent of such
corporation’s gross income from all sources for the applicable period

- was effectively connected with its conduct of a trade or business in
the United States, and if the recipient of such dividend is a corpora-
tion which is allowed a deduction in respect of such dividend under
section 245, as amended by section 4(d) of the bill, because 50 percent
or more of the foreign corporation’s gross income from all sources for
the applicable period was effectively connected with the conduct of a
trade or business within the United States by the foreign corporation,
only a portion of such dividend is treated as income from sources
without the United States for purposes of the foreign tax credit.

(¢) Personal services—Subsection (c) of section 2 of the bill
amends subparagraph (C) (ii) of section 861 (a) (3) of the code (re-
lating to the source of income from personal services). The amend-
ment is effective for taxable years beginning after December 31, 1966.
Existing section 861(a) (8) provides that compensation for personal
services performed in the United States is income from sources with-
in the United States except in a case where the tests contained in sub-
paragraphs (A), (B),and (C) aresatisfied in respect of the compensa-
tion. Subparagraph (C) (ii) presently provides, as one of the tests to
be satisfied, that the exception to the general source rule of section
861(a) (3) applies only if the compensation is for services performed
by the nonresident alien individual as an employee of, or under a con-
tract with, a domestic corporation, if the 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 domestic corporation. The
test. prescribed by amended subparagraph (C) (ii) continues the ex-
isting provision but broadens it so as to apply to services performed
by the nonresident alien individual for an office or place of business
maintained 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.

(d) Definitions—Subsection (d) (1) of section 2 of the bill amends
section 864 of the code (relating to definitions) by redesignating the
existing provisions of section 864 as section 864(a). Subsection
(d) (2) of section 2 of the bill adds new subsection (b) (relating to
trade or business within the United States) and new subsection (c)
(relating to effectively connected income) to section 864. These
amendments are effective for taxable years beginning after Decem-
ber 31, 1966.
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T'rade or business within the United States ; :

New section 864(b) specifies rules for determining whether certain
activities do, or do not, constitute enga%ing in trade or business within
the United States for purposes of part I (relating to determination of
sources of income) of subchapter N of the code, of gart IT (relating to
nonresident aliens and foreign corporations) of subchapter N, and of
chapter 3 (relating to withholding of tax on nonresident aliens and
foreign corporations and tax free covenant bonds) of the code. A
similar provision in existing section 871(c) of the code is deleted from
section 871, as amended by section 3(a) of the bill, and replaced by
the provisions of new section 864 (b). .

Paragraph (12 of new section 864(b) is substantively identical to
the provisions of the second sentence of existing section 871 (c) (relat-
ing to U.S. business), except that the test of existing section 871(c)
(2% has been broadened to conform to section 861(3% (3)(C) (i1), as
amended by subsection (c) of this section of the bill.” This conform-
inﬁ amendment permits the nonresident alien individual, subject to the
other conditions, to perform services in the United States for an office
or place of business maintained 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 (as well as by a domestic
- corporation) yet not be considered to be engaged in trade or business
within the United States. . :

Paragraph (2) of new section 864(b) concerns trading in stocks,
securities, or commodities. Existing section 871(c) of the code pro-
vides that a nonresident alien individual or foreign corporation is not
engaged in trade or business within the United States if he effects,
through a resident broker, commission agent, or custodian, transactions
in the United States in stocks or securities. This provision has been
so interpreted, however, that the noresident alien individual is engaged
in trade or business within the United States if the trading in securities
would otherwise constitute engaging in trade or business and if the
trading transactions are effected while the nonresident alien individual
18 present in the United States (Zareh Nubar, 13 T.C. 566 (1949), rev’d
185 F. 2d 584 (4th Cir. 1950), cert. denied 341 U.S. 925 (1951) ). It has
also been held that a nonresident alien individual is engaged in trade or
business in the United States when his trading in securities is other-
wise sufficient to constitute a trade or business and such transactions are
effected by a resident agent who exercises discretionary authority with
respect to such trading (Fernand Adda, 10 T.C. 273 (1948), afi’d 171
F.2d 457 (4th Cir. 1948), cert. denied 336 U.S. 952 (1949)).

Subparagraph (A) (i) of section 864 (b) (2) provides generally that
a nonresident alien individual or foreign corporation who is not a
dealer in stocks or securities is not engaged in trade or business within
the United States by reason of trading in stocks or securities for the
taxpayer’s own account, irrespective of where the activities instru-
mental to such trading are performed or how the actual trading trans-
actions are effected. It is immaterial whether the corporation or in-
dividual conducts the trading activities and effects the stock or security
transactions himself or through his employees or uses agents in the
United States, whether independent or dependent, to perform any or
all of the functions instrumental to such trading. It is also immaterial
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whether any such employee or agent, wherever located, is authorized
to exercise his own discretion in trading activities conducted, or in
effecting transactions, on behalf of his employer or principal. More-
over, the volume of stock or security transactions effected during the
taxable year is not material in determining under section 864 (b) (2)
(A) (i) whether the individual or corporation is engaged in trade or
business within the United States. '

The provisions of subparagraph (A) (i) of section 864(b)(2) do
not apI}{)ly to a corporation the principal business of which is trading
in stocks or securities for its own account and which maintains its prin-
cipal office in the United States, unless such corporation is a personal
holding company or would be a personal holding company but for sec-
tion 542(c) (7) of the code, as amended by section 4(f) of the bill.
Thus, for example, where a foreign investment company (which is
not a personal holding company, other than by reason of section
542(c) (7 )% has its principal office in the United States it is to be con-
sidered to be engaged in trade or business within the United States by
reason of its trading in the United States in stocks or securities, and
its income from its trading activities, as well as the dividends and in-
terest received on the stocks and securities it holds as a result of such
trading activities, constitute income effectively connected with its
conduct of a trade or business within the United States. On the other
hand, if the foreign investment company does not have its principal
office in the United States, it is entitled to all the benefits provided
by new section 864(b) (2) (A) (i) in respect of its trading in stocks or
securities for its own account as are accorded under such section to
a nonresident alien individual who is not a dealer in stocks or securi-
ties. For purposes of making the determination in respect of the
foreign corporation’s “principal office,” a foreign corporation will bg
considered to have only one principal office; and an office will not be
considered to be the principal office of a foreign corporation solely
because it is a statutory office of such corporation.

Subparagraph (A)(il) of section 864(b)(2) permits nonresident
alier. individuals and foreign corporations who are dealers in stocks or
securities to trade in stocks or securities through a resident broker, com-
mission agent, custodian, or other independent agent without being
considered to be engaged in trade or business within the United States
by reason of such activities. However, this provision is limited by
subparagraph (C) of section 864(b) (2), as added by this section of
the bill, and applies only if the dealer does not maintain an office or
place of business in the United States at any time during the taxable
year through which, or by the direction of which, the transactions in
stocks or securities are effected.

Subparagraph (B) of section 864(b) (2) provides generally that a
nonresident alien individual or a forelgn corporation may engage in
certain trading activities in commodities for the taxpayer’s own ac-
count without%)eing engaged in trade or business within the United
States. The rules set out in subparagraph (B) are basically identical
to those contained in subparagraph (A) of new section 864 (b) (2) con-
cerning trading in stocks or securities, except that (1) the provision
applicable to traders who are not dealers in commodities applies
whether or not such persons are corporations the principal business
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of which is trading in commodities and the principal office of which is
in the United States; and (2) in the case of both dealers and nondeal-
ers, the provisions of subparagraph (B) apply only if the commodi-
ties traded are of a kind customarily dealt in on an organized com-
modity exchange and if the transaction is of a kind customarily con-
summated at such place. This last exception, which is contained in
subparagraph (B) (11i) of section 864(b) (2) corresponds to provi-
sions contained in existing section 871 ( c; of the code. o
Subparagraph (C) of section 846(b) (2) limits the a%phca.tlon of
subparagraphs (A) and (B) of that section, as those subparagraphs
apply to dealers in stocks or securities or commodities, to those cases
in which such dealers have no office or place of business within the
United States at any time during the taxable year which is respon-
sible, directly or indirectly, for effecting the trading activities. A
similar provision is contained in existing section 871(c), but the exist-
ing provision does not apply to transactions in stocks or securities and
it is not limited in its application to dealers only. For purposes of
paragraph (2) of amended section 864 (b), a person who is a dealer in
securities or commodities shall be considered a dealer in securities or
commodities, even though such person’s transactions in securities or
commodities conducted in the United States would not constitute such
person as a dealer. :

Effectively connected income, ete.

New section 864 (c) contains rules to be used in determining whether
Income, gain, or loss is effectively connected with the conduct of a
trade or business within the United States by a nonresident alien in-
dividual or foreign corporation. Income, gain, or loss which is effec-
tively connected with the conduct of a trade or business within the
United States is taken into account in determining the tax imposed
in accordance with sections 871 (b) and 882(a), as amended by sections
3(a) and 4(b) of the bill, respectively. Income, gain, or loss from
sources within the United States which is not effectively connected
with the conduct of a trade or business within the United States may
be taken into account in determining the tax imposed by sections
871(a) and 881, as amended by sections 3(a) and 4(a) of the bill,
‘respectively. Existing law does not require a determination as to
whether income is, or is not, effectively connected with the conduct
of a trade or business within the United States by a nonresident alien
individual or by a foreign corporation.

General rule

Paragraph (1) of new subsection (c) provides that the rules con-
tained in Earagraphs (2), (3), and (4) of such subsection for deter-
mining whether income, gain, or loss shall be treated as effectively
connected with the conduct of a trade or business within the United
States shall apply only in the case of a nonresident alien individual,
or of a foreign corporation, which is engaged in trade or business
within the United States at some time during the taxable year for
which the tax is being determined. Such paragraph also provides
that no income, gain, or loss derived by a nonresident alien individual,
or a foreign corporation, not engaged in trade or business within the
United States during the taxable year will be treated as effectively
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connected with the conduct of a trade or business within the United

States, except in the case of income from real property derived from
sources within the United States during a taxable year for which
the election provided by amended section 871(d) or 882(d) is in
effect.

Periodical, ete., income from sources within United States—F actors

Paragraph (2) of new subsection (c) contains rules for determining
whether certain income, gain, or loss from sources within the United
States is effectively connected with the conduct of a trade or business
within the United States. Under these rules in making the determina-
tion as to whether income or gains from sources within the United
States which are of the type described in amended section 871(a) (1)
or 881(a), or gain or loss from sources within the United States de-
rived from the sale or exchange of property which is a capital asset
(as defined in sec. 1221 of the code), will be considered effectively con-
nected with the conduct of a trade or business within the United
States, factors such as those specified in subparagraphs (A) and (B)
of such paragraph (2) are to be taken into account.

The factors specified in subparagraphs (A) and (B) of para-
graph (2) are whether first, the income, gain, or loss is derived from
assets used in, or held for use in, the conduct of the trade or business
within the United States; and second, the activities of such trade or

‘business within the United States were a material factor in the realiza-
tion of the income, gain, or loss. In applying these factors, due re-
gard is to be given to whether.or not such asset or such income, gain,
or loss was accounted for through such trade or business. Thus, in
determining the income which is effectively connected with the conduct
of a trade or business in the United States, consideration will be given
to the fact that the asset giving rise to the income, gain, or loss de-
seribed in paragraph (2), or such income, gain, or loss itself, is carried
on books of account separately kept for the trade or business condueted
in the United States.

" In determining whether income, gain, or loss of the types described
in paragraph (2), of new subsection (¢), is effectively connected with
the conduct of a trade or business within the United States, particular
attention will be given to the first factor; i.e., whether the asset giv-
ing rise to such income, gain, or loss is used in, or held for use in, such
trade or business. This factor is especially important in the case of
income of a passive type where business activities are not likely to be
a direct or material contributor to the realization of this income. How-
ever, even in this case, the contribution of activities in carrying on a
trade or business to the realization of the income, gain, or loss will also
be taken into account if such activities are an important factor in con-
tributing to the realization of the income. This business activity factor
will be of primary significance in the case of income described 1n para-
%;aph (2), whether generally passive or not, where the operation is a

ancial, banking, or similar business or is a licensing business and the
income arises from these activities. In the case of a corporation, ac-
tivity relating to management of investments will not be treated as
related to the conduct of a trade or business within the United States
unless the maintenance of such investments constitutes the principal
activity of such corporation.
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In general, an asset held for the principal purpose of prOmotinf the
conduct of a trade or business in the United States is to be considered
held for use in such trade or business, and any income, gain, or loss de-
rived from such asset will be treated as effectively connected with the
conduct of such trade or business. The income, gain, or loss derived
from an asset acquired in the ordinary course of a trade or business
conducted in the United States (e.g., interest on a trade account receiv-
able) will generally be considered derived from the activities of such
trade or business and treated as effectively connected with the conduct
of such trade or business.

Ewample—F, a foreign corporation, is engaged in manufacturing
operations in the United States. In order to secure a constant source
of supply for its U.S. factory, F corporation purchases stock in
domestic corporation N. Dividends on, and any gain realized on the
disposition of, such stock will be considered income effectively con-
nected with the conduct of the U.S. business.

If there is no direct relationship between the U.S. business and the
holding of the asset, such asset will not generally be considered used in,
or held for use in, such business, and the income from such asset will not
be considered effectively connected with the conduct of such business.
In determining whether such a direct relationship exists, consideration
is to be given primarily to the connection between the asset and the
needs of the U.S. business. However, also to be taken into account in
applying the factors are: (1) the source of the funds or other assets
which were used to acquire the asset in question ; (2) the disposition of
the income from such asset; and (3) the extent of management and
control by the U.S. business over such asset. Generally, the presence of
these three factors is to be determinative of the assets being used in
the business without showing that the income or assets are needed in
the U.S. business. '

The significance to be attached to the disposition of the income will
depend on the amount of such income and its relation to the other ac-
tivities of the U.S. business. Management activities relating to an
asset are to be taken into account in dgetermining whether a particular
asset is used in, or held for use in, the conduct of a trade or business
within the United States only if they are significant in relation to the
investments involved. Income from investment assets is not to be con-
sidered effectively connected with the conduct of a U.S. business merely
because employees of that business exercise management or control
over such assets. - '

Investment income realized by a nonresident alien individual en-
gaged in business within the United States by reason of his perform-
Ing personal services in the United States will not be treated as
income effectively connected with the conduct of a trade or business
within the United States, unless there is a direct economic relation-
ship between his holding of the assets from which such income results
and his business of performing the personal services. Where there is
such a relationship, as for example, where such an individual pur-
chases stock in a domestic corporation to assure the o portunity of
performing personal services in the United States for sucﬁ corporation,
Income derived from such assets may be effectively connected with
his conduct of such business within the United States. ‘
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These é)rinciples in respect of income described in paragraph (2)
from U.S. sources may be illustrated by the following examples:

Exzample (1).—M is a foreign corporation engaged in industrial
manufacturing in a foreign country. Corporation M maintains a
branch in the United States which acts as importer and distributor of
the merchandise manufactured abroad; by reason of such branch
activities, M corporation is engaged in business in the United States.
The branch in the United States is required to hold a large current cash
balance for business purposes, but the amount of the cash balance
required varies because of the fluctuating seasonal nature of the
branch’s business. During periods when large cash balances are not
required the branch invests the surplus amount in U.S. Treasury bills.
These Treasury bills are considered assets used in, or held for use
in, the U.S. business, irrespective of where the bills are physically
located and irrespective to which office of M corporation the Interest
thereon is paid. ~Accordingly, such interest is income effectively con-
nected with the conduct of the business in the United States.

Ezample (2).—The facts are the same as in example (1) except that
M corporation also receives interest on overdue accounts receivable
which it acquired on the sale of goods through the U.S. branch.
Such interest is effectively connectef with the conduct of the business
within the United States since the activities of the U.S. branch were a
material factor in the realization of such income.

Exzample (3).—0, a foreign corporation engaged in the manufac-
ture of goods, maintains a factory In the United States and by reason
of its activities therein is engaged in business in the United States.
Corporation O owns securities of domestic corporations, such secu-
rities having been purchased with funds from O corporation’s general
surplus reserves, and engages a stock brokerage firm in the United
States to manage such securities. The brokerage firm is engaged by
the U.S. factory and is instructed to deposit all income and gains
derived from such securities in the New York bank account of the
factory in the United States. This account is not needed to meet such
factory’s operating expenses. All such income and gains are not ef-
fectively connected with the conduct of the business within the United
States because the assets giving rise to such income and gains are
not held for use in such business.

Example (4)—X, a foreign corporation engaged in the manu-
facture of goods in a foreign country, maintains a branch in the
United States and by reason of the activities of such branch is engaged
in business in the United States. Corporation X invests excess cash,
which is generated by the branch and not needed in its business, in
securities issued by domestic corporations. The securities are held
in the name of X corporation in a brokerage office in the United States,
which office receives and remits all income from the securities to X
corporation’s home office abroad. The officers of the U.S. branch
have authority to manage the securities held in X corporation’s
brokerage account. The dividends and interest paid on the securities,
and any gain or loss resulting from the sale or exchange of the securi-
ties, are not effectively connected with the conduct of the business
within the United States, because such assets are not used in, or held
for use in, such business. '
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} Example (6).—Y, a foreign corporation, maintains a branch in
the United States. The branch holds on its books stock of domestic
corporation D, a wholly owned subsidiary of Y corporation. There
is no relationsilip between the business of D corporation and of Y
cor%oration’s branch in the United States, and the offices of D report
to the home office of Y and not to the U.S. branch. Dividends paid on
the stock of D corporation are paid to Y corporation’s branch in the
United States and are mingled with its general funds. However,

. such branch has no need in its business for the cash so received. The

" stock of D corporation is not used, or held for use in, the business of
Y corporation’s branch, and dividends paid on such stock are not
effectively connected with such business. "

Example (6) —Z, a foreign corporation, has a branch in the United
States which acts as an importer and distributor of merchandise. As
a result, Z corporation is engaged in business in the United States.
Corporation Z also licenses patents to U.S. persons for use in the
United States. The businesses in which such patents are used have
no direct relationship to the business carried on in Z corporation’s
branch in the United States, although the merchandise marketed by
the branch is similar in type to that manufactured under the patents.
The negotiations and other activities leading up to the consummation
of these licenses are conducted by employees of Z corporation who
are not connected with the U.S. branch of Z corporation. Royalties
received by Z corporation as a result of these licenses are not effectively
connected with the conduct of its business in the United States because
the activities of the business conducted within the United States were
no% a material fac%;or in1 the prﬁduction of suclf1 income. hs (2) and

or purposes of a ing the provisions of paragraphs (2) an

(4) of Ir)lewpgubsectiog p(g') i%x deteII')mining wheth%r irﬁ:lt;rgst described
in amended section 861(a) (1) (A) is effectively connected with the
conduct of a trade or business within the United States (thereby de-
termining under sec. 861(a) (1) (A) whether such interest is from
sources within or without the United States), such interest shall be
assumed to be income from sources within the United States to which
the rules of such paragraph (2) apply and shall not be subject to the
rule provided in such paragraph (4). However, if interest described
in section 861(a) (1) (A) 1s determined to be income from sources
without the United States (because not effectively connected with
the conduct of a trade or business within the United States by reason
of the rules of par. (2) of new subsec. (c)), such interest will not
be considered to be effectively connected with the conduct of a trade
or business within the United States pursuant to the rules provided in
paragraph (4) of new subsection (c). ’

Other income from sources within United States

Paragraph (3) of new subsection (c) provides that all income,
gain, or loss derived from sources within the United States (other
than any income, gain, or loss to which par. (2) applies) by a non-
resident alien individual, or by a foreign corporation, engaged in
trade or business within the United States during the taxable year
shall be treated as effectively connected with the conduct of a trade
or business within the United States. Thus, the bill does not change
the taxation of income from U.S. sources derived by a nonresident
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alien individual, or by a foreign corporation, engaged in trade or
business within the United States, if such income does not consist
of income of the types described in section 871(a) (1) or 881(a) or
of gains from the sale or exchange of capital assets. On the other
hand, all income from sources within the United States, other than
gains from the sale or exchange of capital assets which are not effec-
tively connected with the conduct of a trade or business within the
United States, are subject to U.S. tax, either under amended section
871(a) (1) or 871(b) 1n the case of a nonresident alien individual
who is engaged in trade or business within the United States, or
under amended section 881 or 882(a) in the case of a foreign corpora-
tion which is engaged in trade or business within the United States.

Gains which are not effectively connected with the conduct of a trade
or business within the United States and which are derived from
sources within the United States from the sale or exchange of
capital assets are subject to U.S. tax only if the provisions of
amended section 871(a) (2) apply. The income, gain, or loss to which
paragraph (3) applies will be treated as income effectively connected
with the conduct of a trade or business within the United States,
whether or not there is any connection between such income, gain,
or loss and the trade or business being carried on in the United States
during the taxable year in respect of which the tax is being determined.

Income from sources without the United States

Paragraph (4) of new subsection (¢) contains the rules applicable
for determining, in the case of a nonresident alien individua{ or of
a foreign corporation, engaged in trade or business within the United
States during the taxable year, whether income, gain, or loss from
sources without the United States is to be treated as income, gain, or
loss which is effectively connected with the conduct of a trade or busi-
ness within the United States.

General rule
Subparagraph (A) of paragraph (4) provides that, except as pro-
vided I;n sfbparagra;)hs (p B) a.ndp( C),)ng income from souII')ces Writh-
" out the United States is to be treated as effectively connected with the
conduct of a trade or business within the United States. Under ex-
isting law, a nonresident alien individual or a foreign corporatien
is not subject to U.S. tax upon any of its income derived from sources
outside the United States, except in the case of a life insurance com-
pany to which section 819(a) of the code applies. The provisions of
sections 861 through 868 of the code are to apply in determinng
whether an item of income is from sources within or without the.
United States. Section 864 (c) does not affect these rules of source in.
sections 861 through 863 (except in the case of interest described in
amended sec. 861(c) and of dividends described in amended sec.
861(a) (2) (B)). , .
- Income attributable to business office in the United States
Subparagraph (B) of paragraph (4) describes certain types of in-
come, gain, or loss which, although treated as income, gain, or loss from
sources without the United States, may be treated as income, gain, or
loss effectively connected with the conduct of a trade or business within
the United States and therefore be taken into account for purposes of:
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determining the tax imposed pursuant to amended section 871(b) or
882(a) of the code. To be so treated, the requirements of subpara-
graph (B), including the specific requirements of either clause (i),
(ii),or (ii1) thereof, must be satisfied. o

Income, gain, or loss described in clause (i), (ii), or (iii) of sub-
paragraph (B) is to be treated as effectively connected with the con-
duct of a trade or business within the United States only if the non--
resident alien individual or the foreign corporation is engaged in trade
or business within the United States during the taxable year and main-
tains a business office or other fixed place of business within the United
States during such year. In addition, the items of income, gain, or
loss describeg in clause (i), (ii), or (iil) must be attributable to such
business office or other fixed place of business.

A nonresident alien individual or foreign corporation is not to be
considered to have a business office or other fixed place of business in
the United States merely because such alien individual or foreign cor-
poration uses another person’s office or other fixed place of business in
the United States through which to transact business, if the alien in-
dividual’s or foreign corporation’s business activities in such office or
other fixed place ofll;usiness are relatively sporadic or infrequent, tak-
ing into account the overall needs and conduct of the business of such
alien individual or foreign corporation. A foreign corporation will
not be considered to have a business office or other fixed place of busi-
ness in the United States merely because a person controlling such
corporation has a business office or other fixed place of business in the
United States from which he exercises general supervision and control
over the policies of such foreign corporation.

FErample (1) —A, a foreign corporation, is engaged in the business
of buying and selling tangible personal property. Corporation A is a
wholly owned subsidiary of B, a domestic corporation engaged in the
business of buying and selling similar property, which has an office in
the United States. Officers of B corporation are generally responsible
for the policies followed by A corporation and are directors of A
corporation, but A corporation has an independent group of officers,
none of whom are regularly employed in the United States. In addi-
tion to this group of A corporation officers, that corporation has a
managing director, C, who is also an officer of B corporation but who
is permanently stationed outside the U.S. The day-to-day conduct of
A corporation’s business is handled by C and its other officers, but
they regularly confer with the officers of B corporation and on occasion
visit B corporation’s office in the United States, at which times they
continue to conduct the business of A corporation. Absent other cir-
cumstances, A corporation does not have a business office or other fixed
place of business in the United States, even though it may be engaged
in trade or business within the United States. :

Ezample (2).—The facts are the same as in example (1) except
that, on rare occasions, an employee of B corporation receives an
order which he, after consultation with officials of A corporation and
because B corporation cannot fill the order, accepts on behalf of
A corporation rather than on behalf of B corporation. B cor-
poration does not hold itself out as a person which those wishing to do
business with A corporation should contact. Assuming that orders
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are seldom handled in this manner and that they do not constitute a
significant part of A corporation’s business, A corporation will not be
considered to have a business office or other fixed place of business in
the United States because of these activities of an employee of B corpo-
ration.

_ Evample (3) —The facts are the same as in example (1) except that
all orders received by A corporation are subject to review by an officer
of B corporation before acceptance. Corporation A has a business
office in the United States. For the determination of the income
attributable to such office, see the discussion below. K

Income, gain, or loss described in clause (1), (i1), or (iii) of subpara-
graph (B) is not to be considered effectively connected with the con-
duct of a trade or business in the United States unless such income
gain, or loss is attributable to a business office or other fixed place of
business located in the United States. For this purpose, if only a part
of the income, gain, or loss from a transaction, or series of transactions,
is properly considered attributable to such office or other fixed place of
business within the United States, only that part shall be treated as ef-
fectively connected with the conduct of a trade or business within the
United States. In general,if a nonresident alien individual or foreign.
corporation has only one business office or other fixed place of business,
and such office or other fixed place of business is located within the
United States, all of such taxpayer’s income described in clause (i),
(i), or (iii) of subparagraph (B) will be considered attributable to
such office or other fixed place of business. The items of income, gain,
or loss to which subparagraph (B) applies are described in clauses (i),
(ii), and (iii), thereof, respectively.

Rents or royaliies

Clause (i) of subparagraph (B) applies to rents or royalties for the
use of, or for the privilege of usin%, intangible personal property lo-
cated without the United States or from any interest in such property,
including rents or royalties for the use, or for the privilege of using,
outside the United gtates, patents, copyrights, secret processes and
formulas, good will, trademarks, trade brands, franchises, and other
like properties, and any gain or loss realized on the sale of any such
property. 1t does not apply to rents or royalties paid for the use of,
or for the privilege of using, real property or tangible personal
property. ,

In general, an item of income constituting rents or royalties to
which clause (1) of subparagraph (B) applies will not be attributed
to a business office or other fixed place of business in the United States
unless the lease or license giving rise to such income is made by or
through such office or other fixed place of business. For this purpose,
a lease or license is to be treated as made by or through a busi-
ness office or other fixed place of business in the United States if such
office or other fixed place of business either actively participates in
soliciting, negotiating, or performing other activities required to
arrange, the lease or license from which such rents or royalties are
derived or performs significant services incident to such lease or
license. However, no income to which clause (i) applies will be
attributed to a business office or other fixed place of business in the
United States merely because such office or other fixed place of busi-
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ness (1) developed or otherwise acquired the property which is leased
or licensed or (2) exercised general supervision over the activities of the
persons directly responsible for carrying on the activities (of solicit-
ing, negotiating, servicing, etc.) described in the preceding sentence.

Example—F, a foreign corporation, is engaged in the active con-
duct of a business of licensing patents which it has either purchased
or developed in the United States. Corporation F has an office in the
United States. Licenses for the use of such patents outside the United
States are negotiated by other than the U.S. office of F' corporation, sub-
ject to approval by an officer of such corporation at his office in New
York. All services which are rendered to F corporation’s foreign
licensees are performed by employees of F corporation’s offices outside
the United States. None of the income, gain, or loss resulting from the
foreign licenses so negotiated by F corporation is attributable to its
office in the United States and therefore is not effectively connected
with its conduct of the business in the United States.

Dividends, interest, or gains derived in financing business

Clause (ii) of subparagraph (B) applies to dividends or interest,
or to gain or loss from the sale or exchange of stock or notes, bonds, or
other evidences of indebtedness, if such items of income or loss are
either derived in the active conduct of a banking, financing, or similar
business within the United States by the nonresident alien individual
or foreign corporation or received by a foreign corporation the prin-
cipal business of which is trading in stocks or securities for its own
account. ‘

Absent unusual circumstances, any income, gain, or loss described
in clause (ii) which is derived in the active conduct of a banking,
financing, or similar business within the United States either will be
attributed in whole to the business office or other fixed place of busi-
ness maintained within the United States by the nonresident alien
individual or foreign corporation or will not be attributed in any
degree to such office or other fixed place of business. Under section 864
(b%r(Q) (A), as added by section 2(d) of the bill, a foreign corpora-
tion, the principal business of which is trading in stocks or securities
for its own account, is to be treated as engaged in trade or
business in the United States by reason of its stock or securities transac-
tions in the United States if it (1) maintains its principal office in the
United States and (2) is not a personal holding company (or a com-
pany which would be a personal holding company except for amended
sec. 542(c) (7) of the code). If such a foreign corporation trades in the
United States in stocks or securities and by reason of section 864 (b)
(2) (A) istreated as not being engaged in trade or business within the
United States, no income described in clause (ii) of subparagraph (B)
which is from sources without the United States will be treated as at-
tributable to any office or other fixed place of business such corporation
may have in the United States, even though such office or other fixed
place of business participates in, or is used in, the conduct of such
trading activities.

In general, income described in clause (ii) of subparagraph (B)
does not include income from stocks or securities which are purchased
for investment purposes only, and a corporation will not be treated
ashaving as its principal business trading in stocks or securities, merely
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because of incidental investments held bgr it. Thus, a foreign cor-
poration whose principal activity is holding stocks or securities of
corporations in which it owns a significant percentage of the out-
standing voting stock will generally not be considered to have as i
principal business trading in stocks or securities. :
Example—M, a foreign corporation, owns voting stock in corpora-
tions A, B, and C, its holdings in such corporations constituting 15,
20, and 100 percent, respectively, of their outstanding voting stock.
Each of such stock holdings by M corporation represents approxi-

mately 20 percent of M corporation’s total assets. The remaining 40

percent of M corporation’s assets consist of other investments, 20 per-
cent being invested in foreign government securities and stocks and
bonds of other corporations in which M corporation does not own a
significant percentage of the voting stock, and 20 percent being in-
vested in bonds issued by B corporation. None of the assets of M
corporation are held for sale, but, if the officers of such corporation
were to believe another investment would be preferable to itsrgoldings
of such securities of foreign governments and such other corporations,
M corporation would seﬁnsuch securities and reinvest the proceeds
therefrom. For purposes of section 864(c) (4) (B) (ii), M corporation
is not engaged in the active conduct of a banking, financing, or similar
business and does not have for its principal business trading in stocks
or securities for its own account.

Sales of inventory through United States office

Clause (iii) of subparagraph (B) applies to income derived from
the sale outside the United States of personal property described in
section 1221 (1) of the code (inventory items and property held pri-
marily for sale to customers in the ordinary course of business) if the
sale was made through the business office or other fixed place of busi-
ness maintained in the United States by the nonresident alien individ-
ual or foreign corporation. For this purpose, a sale is to be con-
sidered as made through a business office or other fixed place of business
in the United States only if such office or other fixed place of business
actively participates in soliciting, negotiating, or performing other
activities required to arrange for such sale. S%mles made as a result of
an order solicited by, or received in, a business office or other fixed place
of business in the United States are to be considered as made through
such office or other fixed place of business except where an order is re-
ceived unsolicited in the office or other fixed place of business and such
office or other fixed place of business is not held out to potential custom-
ers as the place to which orders directed to the nonresident alien in-
dividual or foreign corporation should be sent. In determining
whether a sale of personal property is made through a business office or
fixed place of business within the United States, section 2(e) of the bill
(relating to effective dates) provides that activities conducted in the
United States on or before February 24, 1966, in negotiating or carry-
ing out a binding contract entered into on or before such date aré not
to be taken into account.

If a sale is made through a business office or other fixed place of
business in the United States, the amount of income realized on the
sale which will be treated as attributable to such office or other fixed
place of business in the United States shall not exceed the amount
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- which would be treated as gross income from sources within the United
States under sections 861 through 863 of the code if the property had
been sold in the United States. Thus, for example, if a foreign cor-
oration’s branch in the United States sells outside the United States
or use in the United States, goods which the home office of the cor-
poration manufactures in a foreign country, the profit attributable to
the branch in the United States may not exceed the income which under
section 863 would be from sources within the United States if the goods
had been sold in the United States. .
. Inno case, however, will any income from a sale outside the United
.States of purchased personal property described in section 1221(1) of
the code, where such sale is made through a business office or other fixed
place of business in the United States by a nonresident alien individual
or a foreign corporation, be treated as effectively connected with the
conduct of a trade or business within the United gtates if the property
is sold for use, consumption, or disposition outside the United States
and an office or other fixed place of business maintained by the non-
resident alien individual or foreign corporation outside the United
States participated materially in such sale. For this purpose, an office
or other fixed place of business maintained outside the United
States will be considered to have participated materially in a sale if
such foreign office or other fixed place of business (1) solicited the
order which is the basis for the sale, (2) negotiated the contract of
sale, or (3) performed significant services incident to such sale which
‘were necessary to its consummation and were not subject to a separate
agreement between the seller and the buyer. A foreign office or other
fixed place of business will not be considered to have participated ma-
terially in a sale merely because (1) the sale is made subject to the
final approval of such office or other fixed place of business, (2) the
property sold was held in, and distributed from, such office or other
fixed place of business, (3) such office or other fixed place of business
was used for purposes of having title to the property pass outside the
United States, or (4) such office or other fixed place of business per-
formed merely clerical functions incident to such sale. ~
Generally, all the income derived from the sale outside the United
States of personal property for use, consumption, or disposition out-
side the United States which would be United States source income
if the property had been sold within the United States will be treated,
for purposes of section 864(c) (4) (B), as attributable to a business
office or other fixed place of business within the United States if the
sale is made through such office or other fixed place of business and no
office or other fixed place of business maintained by the taxpayer
outside the United States participated materially in such sale.

Income from United States life insurance business :
Subparagraph (C) of paragraph (4) provides that, in the case of
a foreign corporation which is carrying on a life insurance business in
the United States and is taxable, as provided by section 842 of the
code, as amended by section 4(g) (1) of the bill, on its income which is
effectively connected with the conduct of a life insurance business
within the United States, all income of such corporation from sources
without the United States which is attributable to its U.S. business
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‘shall be treated as effectively connected with the conduct of a trade or
business within the United States, This provision is consistent with
the treatment accorded by existing section 819(a) of the code in the
case of a foreign life insurance company carrying on a life insurance
business within the United States. : :

Excluded dividends, interest, royalties, and subpart F income

Subparagraph (D) of paragraph (4) provides, notwithstanding
the provisions of subparagraphs (B) and (C), that certain types of
income, gain, or loss from sources without the United States are in
no case to be treated as effectively connected with the conduct of a trade -
or business within the United States by a nonresident alien individual
or foreign corporation. Clause (i) of subparagraph (D) provides for
the exclusion of dividends, interest, or royalties from sources without
the United States paid by a foreign corporation in which the tax-
payer owns (within the meaning of sec. 958(a) of the code), or is con-
sidered as owning (by applying the constructive ownership rules of
sec. 958(b) ), more than 50 percent of the total combined voting power
of all classes of stock entitled to vote. : .

Clause (ii) of subparagraph (D) provides for the exclusion of any

_income from sources without the United States which is subpart F
income within the meaning of section 952(a) of the code. Under
that section a foreign corporation can have subpart F income only if
it is a controlled foreign corporation within the meaning of section
957. In general, the subpart F income of a controlled foreign corpo-
ration is includible in the income of its shareholders who are U.S.
shareholders within the meaning of section 951(b). However, excep-
tions to this general rule are provided by sections 951 (¢) and (d) and
963 of the code. For purposes of the exclusion provided by clause (ii)
of subparagraph (D), income of a controlled foreign corporation may
be subpart F income even though some of such income is not in-
cludible in the income of a U.S. shareholder under section 951 because
of the ownership of shares in such company by foreign shareholders.
However, income of a controlled foreign corporation will not be con-
‘sidered subpart F income for purposes of clause (ii) of subparagraph
(D) if it is excluded from subpart F income by any provision of sub-
part F of part III of subchapter N of chapter 1 of the code. :

(e) Effective dates—Subsection (e) of section 2 of the bill provides
the effective dates for the amendments made by section 2 of the bill.
Paragraph (1) provides that the amendments made by subsections
f)a) , (¢), and (d) apply with respect to taxable years beginning after

ecember 31, 1966, except that in applying section 864 (c) (4) (B) (iii)
of the code, as added by subsection (d) of section 2, with respect
to a binding contract entered into on or before February 24, 1966,
activities in the United States on or before such date in negotiating
or carrying out such contract are not to be taken into account. Para-
gra.}ih (2) provides that the amendments made by subsection (b)
apply with respect to amounts received after December 31, 1966.
Section 861(c) of the code, as added by subsection (a)(1)(B) of
section 2, also provides that amended section 861(a) (1) (A) and new
section 861(c) are to cease to apply with respect to amounts paid or
credited after December 81,1971.
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SECTION 3 OF BILL. NONRESIDENT ALIEN INDIVIDUALS

(@) Tax on nonresident alien individuals—Subsection (a) of sec-
tion 3 of the bill amends section 871 of the code (relating to the tax-
ation of nonresident alien individuals). The amendment is effective
for taxable years beginning after December 31, 1966. _

Under existing section 871 nonresident alien individuals who are
not engaged in trade or business in the United States at any time
during the taxable year are subject under subsection (a)(1) to a
flat tax of 30 percent on all fixed or determinable annual or periodical
income from sources within the United States as well as on certain
amounts treated as gains from the sale or exchange of a capital asset.
Capital gains from sources within the United States are taxed at a
flat rate of 30 percent under subsection (a)(2): If such individual
is present in the United States for less than 90 days during the taxable
year, only the gains realized during his presence in the United States
are taxed ; if he is present in the United States 90 days or more during
the taxable year, all the gains realized during the taxable year are
taxed. Ifthenonresident alien individual who 1s not engaged in trade
or business within the United States at any time during the taxable
year derives more than $21,200 in income described in section 871 (a)
from sources within the United States, section 871(b) of existing law
provides that he is subject to tax on that income at the graduated
rates provided in section 1 or 1201(Db) if the tax so computed is 30
percent or more of such income.

Section 871(c) of existing law provides that nonresident alien indi-
viduals engaged in trade or business within the United States at any
time during the taxable year are taxable on all income from U.S.
sourees at the graduated rates prescribed by section 1 or 1201(b) ; such
section also prescribes rules for determining whether a nonresident
alien individual or a foreign corporation is, or is not, engaged in trade
or business within the United States. Existing section 871(d) con-
tains special rules for treating participants in certain exchange or
training programs as though they were engaged in trade or business
within the United States, and section 871(e) contains cross references.

A number of substantive changes in the manner of taxing nonresi-
dent alien individuals are accomplished by the amendment of existing
section 871. Under amended section 871 a flat tax of 30 percent is
imposed on certain income from sources within the United States
which is not effectively connected with the conduct of a trade or busi-
ness within the Uniteg States, including capital gains realized during
the taxable year if the nonresident alien individual is present in the
United States 183 days or more during the taxable year; the graduated
tax under section 1 or 1201(b) is imposed upon all income, regardless
of its source, which is effectively connected with the conduct of a trade
or business within the United States; and an election is provided to
treat certain real property income as income which is effectively con-
nected with the conduct of a trade or business within the United
States. The graduated tax imposed by existing section 871(b) is
eliminated, and the definition of engaged in trade or business within
the United States is revised and transferred to new section 864(b) by
section 2(d) (1) of the bill.
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CODE SECTION 871. TAX ON NONRESiDENT ALIEN INDIVIDUALS

g)a)' Income not conmected with U.S. business—30-percent tax.—
Subsection (a) of amended section 871 imposes a.tax on certain gross
income received by a nonresident alien individual from sources within
the United States which is not effectively connected with the conduct
of a trade or business within the United States. The tax applies
whether or not the individual is engaged in trade or business within
the United States during the taxable year.

Income other than capital gains

Paragraph (1) of amended section 871(a) provides that three cate-
gories of income are taxable at a flat rate of 30 percent if such income
1s from sources within the United States and is not effectively con-
nected with the conduct of a trade or business within the United
States by the individual receiving such income. The types of income
subject to tax at the 30-percent rate are:

(1) Interest, dividends, rents, salaries, wages, premiums, an-
nuities, compensations, remunerations, emoluments, and other
fixed or determinable annual or periodical gains, profits, and
income;

(2) Gains described in section 402(a) (2),408(a) (2), or 631 (b)
or(c), and gains on transfers described in section 1235, of the
code; and :

(83) Amounts which under section 341 of the.code, or amounts
which under section 1232 of the code (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.

The tax of 30 percent is imposed on the aggregate amount of the
specified items of such gains, profits, or income, but only to the extent
such items constitute gross income from sources within the United
States. It is intended that, in the case of gains derived from the
disposition of timber, coal, or iron ore, which under section 631 (b)
or (c) are treated as gains on the sale of such property, the full
amount of the gain is subject to the tax of 30 percent without taking
into account the application of section 1231 of the code for purposes
of determining whether such gains are considered as gains from sales
or exchanges of capital assets. Thus, the 30-percent tax applies to
the section 631 (b) or (c) gains, whether or not they are considered
to be gains from the sale or exchange of capital assets.

This is a change from existing law, which provides that the section
631 (b) or (c) amounts are taxable only if they are considered to be
gains from the sale or exchange of capital assets, and from the regula-
tions under section 871, which provide that the 30-percent tax applies
to the gain which is considered in accordance with section 1231 to be
gain from the sale or exchange of a capital asset. However, if the non-
resident alien individual is otherwise required, in determining his tax
for the taxable year, to apply the provisions of section 1231, the gains
described in section 631 (b) or (¢) which are taken into account in
determining the tax under amended section 871(a) (1) will not again
be taken into account for purposes of applying section 1231.. Since
the gains described in sections 402(a) (2) and 403(a) (2), and the gains
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on transfers described in section 1235, are always considered to be gains
from the sale or exchange of a capital asset, it 1s not necessary to make
the distinction which is made in the case of gains described in section
631 (b) or (c).

The 30-percent tax imposed by paragraph (1) of section 871(a)
applies to all nonresident alien individuals who are not engaged in
in trade of business within the United States at any time during the
taxable year. In addition, it applies to all nonresident alien individ-
uals who are engaged in trade or business within the United States at
any time during the taxable year, but only with respect to the items
of income described in that paragraph which are not effectively con-
nected with the conduct of a trade or business within the United States,
whether or not the same trade or business engaged in during the tax-
able year.: Items of income taxable under paragraph (1) are not to
be taken into account in determining the tax under section 871(b) on
income which is effectively connected with the conduct of a trade or
business within the United States. The determination of what income
is effectively connected with the conduct of a trade or business within
the United States is to be made in accordance with the provisions of
section 864 (c), as added by section 2(d) (2) of the bill. - '

Capital gains of aliens present in the United States 183 days or more

Paragraph (2) of section 871 (a) provides the rules for taxation
of capital gains derived from sources within the United States by non-
resident alien individuals, whether or not they are engaged in trade
or business within the United States. It does not apply to gains which -
are considered to be capital gains and are taxed under section 871
(a) (1) (B) or to capital gains which are taxed under section 871(b)
as being effectively connected with the conduct of a trade or business
within the United States. Capital gains from U.S. sources to which
section 871(a) (2) applies are taxable under such section only if the
nonresident alien individual is present within the United States for
a period or periods aggregating 183 days or more during the taxable
year during which such gain is realized. In such a case a flat rate tax
of 30 percent is imposed on the amount by which the capital gains
deriveg by such individual from sources within the United States and
arising from sales or exchanges occurring during the year exceed
the capital losses which are allocable to sources within the United
States and result from sales or exchanges occurring during the year.

In determining those gains which are subject to the 30-percent tax
imposed by paragraph (2) there shall be taken into account all gains
and losses treated under subtitle A of the code as gain or loss from the
sale or exchange of property which is a capital asset, except those gains
which are considered to be capital gains and are specified in section
871(a) (1) (B) and those capital gains and losses which are effectively
connected with the conduct of a trade or business within the United
States. The amount of gains subject to the tax of 30 percent imposed
by paragraph (2) may not be reduced by the application of the deduc-
tion for capital gains provided in section 1202 of the code, or by the
application of the capital loss carryover provided in section 1212 of
the code.

For purposes of applying the 183-day rule contained in paragraph
(2), a nonresident alien individual who is not engaged in trade or
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business within the United States at any time during the taxable year
and whe has not previously established a taxable year, as defined in
section 441(b) of the code, is considered to have a taxable year which
is a calendar year, as defined in section 441(d). Subsequent adoption
of a fiscal year as the taxable year will be treated as a change in the
taxpayer’s annual accounting period to which section 442 applies and
may only be made with the approval of the Secretary or his delegate.

Tf in the course of the taxable year an individual changes his status
from that of a citizen or resident of the United States to that of a
nonresident alien individual, or vice versa, the determination for
purposes of paragraph (2) whether the individual has been present
mn the United States for 183 days or more during the taxable year
shall be made by taking into account the entire taxable year, and not
just that portion of the taxable year during which he has the status
of a nonresident alien individual. )

Deductions

The 30-percent tax of section 871(a) is imposed upon the gross
amount of gains, profits, and income subject to tax, and no deductions
are allowed except to the extent of taking lossess into account for
purposes of determining the excess amount of capital gains taxable
under section 871(a) (2). The tax is not imposed, however, upon that

rtion of any item which does not constitute gross income, and thus,

or example, the tax imposed under section 871(a) (1) on an annuity
would be determined after the application of section 72 of the code.
For rules pertaining to deductions, see section 873, as amended by sub-
section (c) of this section of the bill. ’

() Income connected with U.S. business—Graduated rate of taw.—
Section 871 (b) provides for the imposition of a graduated tax on the
income derived by a nonresident alien individual which is effectively
connected with the conduct of a trade or business within the United
States.

Impositionof tax

Paragraph (1) of section 871(b) provides for a tax, to be com-
puted at the graduated rates provided in section 1 or 1201(b), on the
taxable income of a nonresident alien individual which is effectively
connected with the conduct of a trade or business within the United
States by such individual, whether such income is derived from sources
within, or from sources without, the United States. Except as pro-
vided in amended section 871(d), the tax provided pursuant to the

rovisions of paragraph (1) applies only if the nonresident alien
individual is engaged in trade or business within the United States at
somedtime during the taxable year for which the tax is being deter-
mined.

The tax imposed pursuant to paragraph (1) is imposed only on the
- nonresident alien individual’s taxable income which is effectively con-
nected with any trade or business carried on by such individual within
the United States, even though the trade or business with which the
income is effectively connected is not the same as that currently car-
ried on within the United States by such individual. Any income -
of such individual which is not effectively connected with a trade or
‘business carried on within the United States is not to be taken into
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account in determining the tax imposed pursuant to paragraph (1),
even though such income is not subject to the 80-percent tax imposed
by section 871(a). Similarly, losses which are not effectively con-
nected with the conduct of a trade or business within the United States
are not to be taken into account in determining the tax under subpara-
graph (1) except as provided in section 873 (b), as amended by sub-
section (c) of this section of the bill. o .
The determination of whether the nonresident alien individual is
engaged in trade or business within the United States, and the deter-
mination of what gross income is to be treated as effectively connected
with the conduct of such trade or business, are to be made under the
rules set out in section 864 (b) and (c), as added by section 2(d) of
the bill. - Since a nonresident alien individual is considered to be en-
faged in trade or business within the United States by reason of per-
orming personal services therein, such as an employee, the wages,
salaries, fees, compensations, emoluments, or other remuneration, in-
cluding bonuses, received for such personal services are income effec-
tively connected with the conduct of such trade or business. Pensions,
retirement pay, or annuities attributable to such services constitute
income which is effectively connected with the conduct of such trade
or business within the United States if the recipient of such income is
engaged in trade or business within the United States in the taxable
year of such recipient in which such income is received.

Determination of taxable income

Paragraph (2) of section 871(b) provides that, in determining
taxable income for purposes of paragraph (1), gross income includes
only the individual’s gross income which is effectively connected with
the conduct of a trade or business within the United States by such
individual. The deductions from such gross income are to be deter-
mined in accordance with section 873, as amended by subsection (c) of
this section of the bill. Thus, in determining the tax rate to be applied
under section 1 of the code to the taxable imcome which is effectively
connected with the conduct of a trade or business within the United
States, none of the income upon which a tax is imposed under section
871(a) is taken into account.

(¢) Participants in certain exchange or training programs.—Sub-
section (c) of section 871 conforms the provisions of existing section
871(d) to the amended structure of section 871. Under this amended
subsection, a nonresident alien individual who 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
éJ ), of section 101(a) (15) of the Immigration and Nationality Act

relating to visiting students, teachers, trainees, etc.) is treated as if
he were engaged in trade or business within the United States. The
amended provision further provides that, for purposes of section 87 1,
the portion of any scholarship or fellowship grant received by such
individual which 1s not excluded from gross income under section 117
(a) (1) of the code solely by reason of section 117(b) (2) (B), as well
as.amounts (to the extent includible in gross income) received for
travel, research, clerical help, or equipment, incident to such scholar-
ship or fellowship grant, shall, to the extent derived from sources
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within the United States, be treated as income effectively connected
with the conduct of a trade or business within the United States.
(@) Election to treat real property income as income connected with
United States business—Subsection (d) of section 871 provides that
a nonresident alien individual may, subject to certain limitations,
elect to treat certain income from real property as income effectively
connected with the conduct of a trade or business within the United
" States. The election is available to all nonresident alien individuals,
‘whether or not engaged in trade or business within the United States
.during the taxable year for which the election is made.

In general

Paragraph (1) of section 871(d) provides that an election may be
made with respect to any income from real property held for the pro-
duction of income and located in the United States, or from any inter-
«est in such real property, including (1) gains from the sale or exchange
.of any such real property or any interest in such property ; (2) rents or
Toyalties from mines, wells, or other natural deposits; and (8) gains
referred to in section 631 (b) or (c) of the code. The election may be
made only with respect to such income which. is not effectively con-
mnected with the conduct of a trade or business within the United
States. For this purpose, income from such real property does not
include either interest on a debt obligation secured by a mortgage of
real property or any portion of a dividend paid by a corporation or a
trust (such as a real estate investment trust described in sec. 857 of the
code) which derives income from real property. Income from such real
property does include, however, that portion of the income included
under section 652 or 662 of the code in the income of the beneficiary of
a trust which is treated as consisting of income from real property.

A nonresident alien individual who makes the election under para-
graph (1) will determine the tax on his income from such real property
as provided in section 871(b) even though he is not engaged in trade or
business in the United States during the taxable year. Such individ-
ual is entitled to the deductions which are allowed by section 873, as
amended by subsection (¢) of this section of the bill, but none of such
deductions shall be allowed in determining any tax under amended
section 871 (a) on income which is not effectively connected with the
conduct of a trade or business within the United States. Income
which is treated pursuant to an election under paragraph (1) as
income effectively connected with the conduct of a trade or business
within the United States is to be aggregated, for purposes.of deter-
mining the tax imposed pursuant to section 871(b), with all other
income for the taxable year which is effectively connected with the
conduct of a trade or business within the United States. To the extent
that deductions are connected with income from such real property in
respect of which an election is made under paragraph (1), such
deductions shall be treated as connected with income which is effec-
tively connected with the conduct of a trade or business within the
United States.

An election under paragraph (1) applies to all gains, profits, and
income derived from such real property, or from any interest in such
real property, located in the United States, whether or not such gains,
profits, and income would be subject to tax under amended section
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871(a) (1) or (2) had no election been made. If there are no gains,
profits, and income which are derived from real ]iroperty located in the
United States, or from any interest in such real property, during the
taxable year and which are taxable under section 871(a) (1) or (2),an
election under paragraph (1) may not be made. But if an election has
been properly made in respect of a taxable year, the election remains
in effect, unless properly revoked, for subsequent taxable years with
respect to all such real property located in the United States, or from
any interest therein, even though during any such subsequent taxable
year there are no gains, profits, or income derived from such real
property. :

The election under paragraph (1) is not to apply with respect to
real property, e.g. a personal residence, which was not held for the
production of income or with respect to gains, profits, and income from
any transaction which was not entered into for profit. Any real
prc(;lperty located in the United States in respect of which an election
under paragrafph (1) is Eroperly in effect is to be treated as a capital
asset which, if depreciable, will be subject to the allowance for de-
preciation provided in section 167 of the bode, but is not to be treated
as property used in the trade or business for purposes of section
172(d) (4) (A) (i), 1221(2), or 1231(b) of the code. Thus, for ex-
ample, if a taxpayer makes the election under paragraph (1) and while
such election is in effect sells nonincome-producing real property held
for investment purposes, any gain realized on such sale is to be gain
realized on the sale of a capital asset and is to be gain which is effec-
tively connected with the conduct of a trade or business within the
United States for purposes of section 871(b). If such sale results
in a loss, the loss is not to be treated as a capital loss to which section
871(a) (2) applies.

If property with respect to which the election applies is transferred
to a domestic corporation in a transaction to which section 851 of the
code applies, and if at the time of the transfer such property is section
1250 property, all or part of the gain realized on the transfer may
be recognized and treated as gain from the sale or exchange of property
which is neither a capital asset nor property described in section 1231.
See the amendment to section 1250(d) of the code made by sub-
section (j) of this section of the bill.

Once made, the election under paragraph (1) applies to all income
from real property held for the production of income, which is not
otherwise effectively connected with the conduct of a trade or business
within the United States, derived by the electing individual in any
subsequent taxable years. The election may be revoked only with the
‘consent of the Secretary of the Treasury or his delegate. '

" The provisions of paragraph (1) may be illustrated by the following
example: ‘ . :

Example—A, a nonresident alien individual, owns two parcels of
real estate located in the United States. One parcel is improved with
an office building which A has leased on a long-term, net-lease basis.
The other parcel is unimproved and is held for investment purposes.
During the taxable year 1967, A is at no time present in the United
States or engaged in trade or business within the United States. In
1967, A elects to have the income from the improved real estate
treated as income which is effectively connected with the conduct of
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a trade or business within the United States. A has no other income
from United States sources during the taxable year. In determining |
his income subject to tax under section 1 of the code, A is allowed
any deductions which are allowable under amended section 87 33
and for such purposes deductions attributable to such real property
‘and to the income therefrom is to be treated as connected with in-
.come which is effectively connected with the conduct of a trade or
business within the United States. In 1968, A sells the unimproved
parcel of real estate held for investment, the election under section
871(d) still being in effect. Any gain realized from such sale, and A’s
income for the year from the rental property, are subject to tax under
section 1 or 1201 (b). If such sale is at a loss, the loss will be treated
as a_capital loss which is deductible under amended sections 873 (a)
and 1212 (b) of the code. :

Election after revocation :

Paragraph (2) of section 871(d) provides that if an election made
pursuant to the provisions of paragraph (1) has been revoked, a new
election may not be made for any taxable year before the fifth taxable
year beginning after the first taxable year for which such revocation
was effective. A new election may be made at any time, however, if
the electing individual secures the consent of the Secretary of the
Treasury or his delegate.

Form and time of election and revocation

Paragraph (3) of section 871(d) provides that the election provided
by paragraph (1), and any revocation thereof, is to be made in accord-
ance with the regulations to be issued by the Secretary of the Treasury
or his delegate.

(e) Cross references—Subsection (e) of section 871 contains a list
of cross references to certain other sections of the code.

SECTION 3 OF BILL—CONTINUED

Conforming amendment

Paragraph (2) of section 3(a) of the bill amends section 1 of the
code (relating to tax on individuals) by redesignating subsection
(d) as subsection (e) and by adding a new subsection (d). The new
subsection provides that the tax imposed under subsection (a) of sec-
tion 1 applies to nonresident alien individuals only to the extent so -
provided by section 871(b) or 877. The amendment is effective for
taxable years beginning after December 81, 1966.

(b) Gross income.—Subsection (b) of section 8 of the bill amends
section 872 of the code (relating to gross income of a nonresident alien
individual), effective for taxable years beginning after December 31,
1966. Under existing law, the gross income of a nonresident alien
individual includes only gross income from sources within the United
States. Certain items of income are expressly excluded from gross
income under existing section 872 (b).

General rule »

Paragraph (1) .of section 3(b) of the bill amends section 872(a)
to provide that the gross income of a nonresident alien individual
includes only that income from sources within the United States which
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is not effectively connected with the conduct of a trade or business
within the United States and all income (whether or not derived from
sources within the United States) which is effectively connected with
the conduct of a trade or business within the United States. :

Ewxclusions : .

Paragraph (2) of section 3(b) of the bill amends subparagraph (B)
-of section 872(b) (8) (relating to the exclusion from gross income of
‘certain compensation of participants in certain exchange or training
programs). Under existing law the exclusion from gross income ap-

lies only to compensation paid a qualifying nonresident alien indi-
vidual by a “foreign employer,” which term 1s defined under subpara-
graph (B) to'include an office or place of business maintained in a

oreign country or in a possession of the United States by a domestic
.corporation. The amendment made by this paragraph provides that
an office or place of business maintained in a foreign country or in a
possession of the United States by a domestic partnership or by an
individual who is a citizen or resident of the United States is also
within the meaning of the term “foreign employer.” This amendment
is consistent with the amendment of section 861(a) (3) (C) (ii) made
‘by section 2(c) of the bill and with the. provisiens-of seetion: 864
(b) (1) (B), as added by section 2(d) of the bill. :

Bond interest of residents of the Ryukyw Islands or the Trust Teryi-
tory of the Pacific Islands :
Paragraph (3) of section 3(b) of the bill adds a new paragraph (4)
to section 872(b). This new paragraph excludes from the gross in-
come of a nonresident alien individual any income derived by such
.- individual from a series E or series H. United States savings bond, if
‘such individual acquired such bond while a resident of the Ryukyu
Islands or the Trust Territory of the Pacific Islands.

(¢) Deductions—Paragraph (1) of section 3(c) of the bill amends
section 873 of the code (relating to deductions allowed nonresident
‘alien individuals). Paragraph (2) of section 3(c) of the bill amends -
section 154(8) of the code (relating to cross references with respect
to deductions for personal exemptions), to provide the proper cross
reference to section 873(b) (3), as amended by this section of the bill.
These amendments are effective for taxable years beginning after De-
.cember-31, 1966. )

Under existing law nonresident alien individuals engaged in trade
or business within the United States at any time during the taxable
year are entitled to the deductions allowable under subtitle A (relat-
ing to income taxes) of the code, but only if and to the extent that
such deductions are connected with income from sources within the
United States. Deductions are allowed for the following items
whether or not connected with income from sources within the United
States: (1) Losses incurred in transactions entered into for profit,
if any income from such transaction would have been subject to tax;
(2) casualty or theft losses of property located in the United States;
(8) charitable contributions made to certain U.S. charitable organiza-
tions other than charitable trusts; and (4) one personal exemption
(except in the case of a resident of Canada or Mexico, who is allowed
the regular personal exemptions).
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CODE SECTION 873. DEDUCTIONS

(@) General rule—Section 873(a) of the code, as amended by sec-
tion 3(c) of the bill, provides that, generally, a nonresident alien indi-
vidual is allowed the deductions allowable under subtitle A of the code,
but only if and to the extent that such deductions are connected with
income which is effectively connected with the conduct of a trade or
business within the United States. The deductions so allowed may
be taken only by a nonresident alien individual who is determining
his tax in accordance with amended section 871(b) by reason of having
gross income which is effectively connected with the conduct of a trade
‘or business within the United States or gross income which is treated
as effectively connected with the conduct of a trade or business within '’
the United States by virtue of an election made pursuant to section
871(d), as added by section 3(a) of the bill. No deductions are to be
allowed in determining the tax imposed by amended section 871(a).

Under subsection (a) of section 873 the rules governing the proper
apportionment and allocation of deductions for purposes of the appli-
cation of such subsection are to be prescribed in regulations issued by
the Secretary of the Treasury or his delegate.

(b) Ewmceptions—Section -873(b) provides that, for purposes of
determining the tax in accordance with amended section 871(b), a
nenresident alien individual who has income which is effectively con-
‘nected with the conduct of a trade or business within the United
States (or income which is so treated pursuant to an election under
amended sec. 871(d)) is allowed certain deductions in determining
his taxable income, whether or not such deductions are connected with
income which is effectively connected with the conduct of a trade or
business within the United States. The deductions so allowed under
amended section 873(b) are: (1) The deduction for casualty or theft
losses of property located within the United States allowed under
section 165 (cg)??’) of the code; (2) the deduction for charitable con-
tributions and gifts allowed under section 170 of the code, including
contributions or gifts to or for a trust described in section 170(c) (2) ;
and (3) the deduction for personal exemptions allowed by section 151
of the code (in the case of a nonresident alien individual who is not
a resident of Canada or Mexico, only one such exemption is allowable).

For purposes of determining the application of the limitations con-
tained in section 170(b) of the code on the amount of the deduction
for charitable contributions or gifts, only that income for the taxable
year which is effectively connected with the conduct of a trade or
business within the United States, plus any income from real property
which pursuant to an election under amended section 871(d) is treated
as income so effectively connected, is to be taken into account.

If in the case of a nonresident alien individual whose tax for the -
taxable year is determined in accordance with amended section 871 (b)
the deductions allowed by section 873 exceed the gross income which is
effectively connected with the conduct of a trade or business within
the United States (and any income which is treated pursuant to an
election under amended sec. 871(d) as income so effectively con-
nected), such excess, to the extent constituting a net operating loss
under section 172(c) of the code, may be carried, in accordance with
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| section 172(b) of the code, to other taxable years for which the tax
is imposed pursuant to amended section 871(b). For purposes of de-
termining the amount by which the net operating loss is reduced
under section 172(b) (2) in determining the amount of carryback or
carryover, any income on which the tax for the taxable year is imposed
pursuant to amended section 871(a) is not to be taken into account;
but, even though such income is the only income for the taxable year,
such taxable year is to count as one of the taxable years to which such
loss may be carried under section 172(b) (1).
(¢) Cross references—Subsection (¢) of section 873 contains cross
references to certain other sections of the code. -

SECTION 3 OF BILL—CONTINUED

(@) Allowance of deductions and credits—Subsection (d) of sec-
tion 3 of the bill amends section 874(a) of the code (relating to the
filing of a proper return as a prerequisite to the allowance of deduc-
tions and credits) by deleting ﬁle reference therein to income received
from all sources in the United States. The Secretary of the Treasury
or his delegate may, therefore, reqluire the nonresident alien individ-
-ual to file, as'a prerequisite to the allowance of deductions and credits,
a true and accurate return of his income from sources within the
United States.in the case of income not effectively connected with the
conduct of a trade or business within the United States,.and from
sources within and without the United States in the case of income
effectively connected with the conduct of a trade or business within
the United States. This amendment ‘is effective for taxable years
beginning after December 31, 1966.

e) Expatriation to avoid tax—Subparagraph (e) of section 3 of
the bill adds a new section 877 (relating to expatriation to avoid tax)
- to the code and makes a conforming amendment. Paragraph (1) of
section 3(e) amends subpart A of part IT of subchapter N of chapter
1 of the code (relating to nonresident alien individuals) by redesig-
nating existing section 877 as section 878, and by inserting after sec-
tion 8%7 6 a new section 877. Paragraph (2) of section 3(e) amends
the table of sections for subpart A of part IT of subchapter N of chap-
ter 1 of the code, to conform to the amendments made by paragraph-
(1) of section 3(e). These amendments are effective for taxable
years beginning after December 31, 1966.

CODE SECTION 877. EXPATRIATION TO AVOID TAX

(&) In general—Subsection (a) of new section 877 contains a
special rule applicable to nonresident alien individuals who, at any
time after March 8, 1965, and within the 5-year period immediately

- preceding the close of the taxable year, lost their U.IS)e. citizenship. The
provisions of this subsection apply only if one of the principal pur-
poses of such loss of citizenship was the avoidance of U.S. income, gift,
or estate taxes. Expatriate U.S. citizens to whom this subsection ap-
plies are to determine their tax as nonresident alien individuals in ac-
cordance with the provisions of section 871, as amended by section 3(a)
of the bill. However, if the tax so determined is less than the tax de-
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termined in accordance with subsection (b) of this section, the tax
imposed pursuant to such subsection is to apply.

(b) Alternative taz—Subsection (b) of section 877 contains special
rules for the determination of an alternative tax under section 1 or
1201 (b) of the code in the case of nonresident alien individuals who
are expatriate U.S. citizens to whom subsection (a) of this section
applies. In determining taxable income for purposes-of-this alterna-
tive tax, paragraph (1) provides that the gross income includes the
gross income derived from sources within the United States which is
1ot effectively connected with the conduct of a trade or business within
the United States plus the gross income derived from sources within
and without the United States which is effectively connected with the
conduct of a trade or business within the United States, except that
the special source rules of subsection (c) of this section shall also
-apply. For this purpose the determination of the source of income
is to be made under the rules of sections 861 through 863 of the code,
as amended by section 2 of the bill, to the extent such rules are not in-
consistent with the special source rules contained in subsection (c)
of this section. - Lo '

Under paragraph (2) deductions.allowable under subtitle A of the
code are to be deducted from the gross income so determined, but only
if and to the extent that such deductions are connected with the gross
income so determined, and the proper allocation and apportionment
of deductions for this purpose is to be determined under regulations
prescribed by the Secretary of the Treasury or his delegate. No de-
duction is allowed, however, for the capital loss carryover provided by
section 1212 (b) of the code.  The following deductions are specifically
allowed by paragraph (2), whether or not they are connected with in-
"come from. sources within the: United :States or with:ineome: which is
effectively connected with the conduct of a trade or business within the
United States and whether or not the nonresident alien individual is
engaged in trade or business within the United States: ,

(1) The deduction for theft and casualty losses of nonbusiness
property, as allowed by section 165(c) (8), if such property is lo-
cated in the United States at the time of loss;

(2) The deduction for charitable contributions and gifts, as pro-
vided by section 170 of the code; _

~ (3) :One personal exemption altowed: by section 151 of the code,
except that an expatriate citizen who is a resident of Canada or
Mexico may take all the exemptions available to him under sec-
tion 151; and

(4) The deduction for losses not connected with a trade or
business if incurred in a transaction entered into for profit, as al-
lowed by section 165 (c) (2) of the code, but only if the profit on
such transaction, had such transaction resulted in a profit, would
be included in gross income pursuant to paragraph (1) of this
subsection.

In applying the limitations under section 170(b) of the code for
purposes of determining the alternative tax imposed pursuant to sub-
section (b) of thissection, the adjusted gross income is to be determined
under sections 62 and 170(b) of the code after taking into account
the gross income determined under this subsection.
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A nonresident alien individual determining the alternative tax under
subsection (b) may not take the standard deduction provided by sec-
tion 141 of the code or use the tax table prescribed by section 3 of the
code. The term “nonresident alien individual” as used in other sec-
tions of the code, includes a nonresident alien individual to whom
section 877 applies.

(¢) Special rules of source—Subsection (c) of section 877 con-
tains special-rules.of source which are used in determining the gross
income of an individual to whom subsection (b) applies. -

- Sale of property

Paragraph (1) of section 877(c) provides that, for purposes of sec-
tion 877(Db), all gain, profits, and income from the sale or exchange of '
property located in the United States at the time of such sale or ex-
change 1s income from sources within the United States. This rule
applies to all property, other than stock in a corporation or debt obli-
ggxﬁons, whether such property is real or personal, tangible or intan-
gible.

Stock or debt obligations _ )

Paragraph (2) of section877(¢) provides that, for purposes of sec-
tion 877(b), any gain from the sale or exchange of the following prop-
erty is income from sources within the United States: Stock issued by
a domestic corporation; debt obligations of a U.S. person (as de-
fined in section 7701(a)(80) of the code); and debt obligations of
the United States, a State or political subdivision of a State, or the
District of Columbia. For this purpose the actual location of such
stock or debt obligations (or evidence of indebtedness) at the time of
the sale or exchange is immaterial. A debt obligation is to be con-
sidered an obligation of a United States person, the United States, a
State or political subdivision of a State, or the District of Columbia,
only if such person or political unit is the principal obligor under the
terms of the obligation.

(@) Ewceptionforloss of citizenship for certain causes—Subsection
(d) of section 877 provides that the alternative tax imposed pursuant
to subsection (a), and determined pursuant to subsections (b) and (c),
does not apply to an expatriate U.g. citizen whose loss of such citizen-
ship resulted from the application of section 301 (b), 350, or 855 of the
Immigration and Nationality Act, as amended (8 U.S.C.1401(b), 1482,
or 148%3 . Section 301(b) of that act provides that certain individuals
who are born outside the United States of parents one of whom is an
alien shall lose their U.S. citizenship if, within a specified period
following the date of birth, they fail to be continuously physically
present in the United States for at least 5 consecutive years. Section
350 of that act provides that under certain circumstances an individual
who at birth acquires U.S. citizenship and citizenship of a foreign
country and who claims the benefit of his foreign citizenship shall lose
his U.S. citizenship if, after he has attained the age of 22 years, he
maintains a continuous residence for 3 years in the country of his
foreign citizenship. Section 855 of that act provides that under cer-
tain circumstances a U.S. citizen who is under 21 years of age and
whose residence is in a foreign country with a parent who loses U.S.
citizenship for specified causes shall lose his U.S. citizenship if he
acquires the citizenship of such foreign country.
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e¢) Burden of proof—Subsection (e) of section 877 provides that,
in determining whether a principal Eurpose for the loss of U.S. citizen-
ship by an expatriate citizen was the avoidance of U.S. income, gift,
_or estate taxes, the Secretary of the Treasury or his delegate must first
establish that 1t is reasonable to believe that the loss of U.S. citizenship
would, but for section 877, result in a substantial reduction, for the:
taxable year in respect of which section 877 is being applied, in the-
taxes (domestic and foreign) on his probable income for such year
from all sources. In establishing this, the Secretary or his delegate
may, in the absence of factual information concerning the individual’s.
income from all sources during the taxable year, determine the tax on
the probable income of such individual, as determined on the basis of
information available to the Secretary. The probable income may, in
appropriate cases, be determined on the basis of the individual’s income
for the preceding taxable year. The individual concerned may refute:
the Secretary’s determination concerning such probable income, by
showing what his income for the period actually was.

The Secretary or his delegate, in the absence of the actual income
tax liability of the expatriate U.S. citizen to the foreign country of
which he is a citizen or resident, will be considered to have established
that it is reasonable to believe that a substantial tax reduction resulted
from such individual’s loss of U.S. citizenship if it is shown that,
under the laws of the foreign country of which such individual is a
citizen or resident, such individual could be expected to pay an income
tax for the taxable year substantially lower than the income tax which
he would have paid had he remained a citizen of the United States:
during such year. For this purpose, only those taxes imposed by the
foreign country of which the expatriate 1s a citizen or resident which
are income taxes, or taxes in lieu of income taxes, and taxes imposed
by the United States will be taken into account. If under the foreign
country’s taxation system the political subdivisions of such country
impose income taxes, such taxes shall also be taken into account in
determining the expatriate’s taxes on his probable income.

Once it has been established that it is reasonable to believe that
such taxes (domestic and foreign) of the expatriate U.S. citizen on
his probable income are less as a result of his loss of U.S. citizenship .
than they would be had he remained a citizen of the United States,
such individual has the burden of proving that the principal purpose
of such loss of citizenship was not the avoidance of U.S. income, gift,
or estate taxes.

SECTION 3 OF BILL—CONTINUED

(f) Partial exclusion of dividends—Subsection (f) of section 3 of
the bill amends section 116(d) of the code (relating to certain non-
_ resident alien individuals ineligible for the dividend exclusion) by
providing that the $100 dividend exclusion provided by section 116(a)
applies only in determining (1) the graduated tax imposed on the
income of a nonresident alien individual pursuant to amended sec-
tion 871(Db), if the dividends with respect to which the exclusion is
claimed are effectively connected with the conduct of a trade or busi-
ness within the United States, or (2) the graduated tax imposed on
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the income of an expatriate U.S. citizen pursuant to section 877(b), as
added by section 3 (e) of the bill. ~Citizens of possessions of the United

. States who are taxed pursuant to section 932 of the code, as amended
by section 8(m) of the bill, and who therefore determine their taxes in
the manner prescribed by amended section 871 or new section 877(b),
are also entitled in accordance with this subsection to the exclusion
provided by section 116(a). The amendments provided by section
3(f) of the bill are effective for taxable years beginning after Decem-
ber 31, 1966. ‘

o (g) ’Withholdz'ng of tax on nonresident aliens—Subsection (g) of
section 3 of the bill amends section 1441 of the code (relating to the
withholding of tax on nonresident alien individuals). The amend-
ment is effective for taxable years beginning after December 31, 1966.

Under existing section 1441, persons having the control, receipt,
custody, disposal, or payment of certain enumerated items of gross in-
come, such as dividends, interest, and rents, from sources within the
United States are required to withhold a tax of 30 percent when such
amounts are paid to or for nonresident alien individuals, or any part-
nership not engaged in trade or business within the United States and
composed in whole, or in part, of nonresident alien individuals. A
special tax of 14 percent is withheld in the case of certain scholarship
a}rlld fellowship grants and certain expense reimbursements incident
thereto. ‘

Paragraph (1) of section 3(g) of the bill amends section 1441(b)
to conform that section to the amendments of section 861 made by sec-
tion 2(a) (1) of the bill. Thus, for example, interest on deposits in
the United States with persons carrying on the banking business will
not be subject to withholding under section 1441(a) i% such interest
is received by a nonresident alien individual or foreign corporation
and is not effectively connected with the conduct of a trade or business
within the United States. In the case of such interest paid after De-
cember 31, 1971, however, withholding will be required. Paragraph
(2) of section 3(g) amends section 1441(b) to conform that section
to section 871 &a) 1), as amended by section 8 (a) of the bill.

Paragraph (3) of section 3(g) adds a new paragraph (1 )to section
1441(c) in lieu of the existing paragraph (1) of such section. The
pew paragraph (1) provides that no withholding is required under
section 1441(a) with respect to any income which is effectively con-
nected with the conduct of a trade or business within the United States
by the recipient individual, if for the taxable year of such recipient
a tax is imposed on such income pursuant to section 871 (b), as amended
by section 3 (a) of the bill.

This exception from withholding also applies to income from real
property which, pursuant to an election under section 871(d), as
amended by section 3(a) of the bill, is treated as income which is
effectively connected with the conduct of a trade or business within
the United States, but it does not apply to any income received as
compensation for personal services, such income being subject to the
provisions of amended section 1441(c)(4). It is anticipated that
regulations prescribed by the Secretary or his delegate will provide
for the furnishing of a statement or form to the withholding agent
in order to identify income which is effectively connected with the
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conduct of a trade or business within the United States on which a
tax is imposed for the taxable year pursuant to amended section 871

(b). Individuals exempt from withholding under new paragraph (1)
are required to make a declaration of estimated income tax, as provided
in section 6015 (i) (2) of the code, as amended by section 3 (1) of the bill.
Existing paragraph (1) of section 1441(c) is deleted by paragraph (3)

of section 3 (g) of the bill, so that all dividends paid by a foreign corpo-
ration will be subject to withholding under section 1441(a) to the
extent such dividends are from sources within the United States under
section 861(a) (2) (B), as amended by sections 2(b) (1) of the bill, and
are not effectively connected with the conduct of a trade or business

within the United States.

" Paragraph (4) of section 3(g) of the bill amends paragraph (4)

of section 1441(c) Amended paragraph (4) provides that compen-

sation for personal services may be exempted from withholding under
section 1441(a) pursuant to regulations prescribed by the Secretary
of the Treasury or his delegate. This amendment is correlated with a
similar amendment of section 8401 (a) (relating to collection of income
tax at source on wages) by section 3(k) of the bill. Existing section

1441 (c) (4) provides for the exemption, pursuant to regulations, from

withholding ‘on compensation for personal services of nonresident
aliens who enter and leave the United States at frequent intervals or
who are temporarily present in the United States under subparagraph
(F) or (J) of section 101 (a) (15) of the Immigration and Nationality

Act. Ttisanticipated that regulations to be prescribed under amended
paragraph (4) will continue exemptions presently accorded by regula-
tions under that paragraph and, in general, will exempt from with-

holding under chapter 3 any other compensation of a nonresident alien
individual upon which withholding will be required under chapter 24

of the code.

Paragraph (5) of section 3(g) amends paragraph (5) of section
1441 (c) in order to conform to section 871(a) (1), as amended by sec-
tion 3(a) of the bill. .

(k) Liability for withheld tax.—Subsection (h) of section 3 of the
bill amends section 1461 of the code (relating to liability for withheld
tax) to remove the provision requiring the annual return and payment
of amounts withheld pursuant to the provisions of chapter 3 of the
code. New return and payment requirements will be in accordance
with the provisions of sections 6011(a), 6091(a), and 6151(a) of the
code. The Secretary of the Treasury or his delegate may authorize
under section 6302 (c) the use of Government depositaries in respect of
such tax, if circumstances warrant the use of such procedure. The
amendment applies with respect to payments occurring after Decem-
ber 31, 1966. ,

(?) Declaration of estimated income tax by individuals—Subsection
(1) of section 3 of the bill amends section 6015 of the code (relating to
declaration of estimated income tax by individuals). The amendment
is effective for taxable years beginning after December 31, 1966.
Under existing section 6015(a) only those nonresident alien indi-
viduals who are subject to withholding on wages uhder section 3402
of the code, or who are, or expect to be, residents of Puerto Rico for
the entire taxable year, are required to make a declaration of esti-
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mated tax. Under section 6015(i), as amended by this subsection, a
declaration of estimated income tax is required of a nonresident alien
individual who (1) is subject to withholding on wages under section
3402; (2) has income (other than compensation for personal services
which is subject to withholding under sec. 1441) which is effectively
connected with the conduct of a trade or business within the United
States; or (8) is, or expects to be, a resident of Puerto Rico during the
entire taxable year. Section 6015(i) (2), as amended, also applies to
a nonresident alien individual whose income from real property is
treated, pursuant to an election under amended section 871(d), as
income which is effectively connected with the conduct of a trade or
business within the United States. "

(4) Gain from dispositions of certain depreciable realty.—Subsec-
tion (j) of section 3 of the bill amends paragraph (3) of section
1250( (i) of the code (relating to certain tax free transactions). The
amendment is effective for taxable years beginning after December
31, 1966. Under present paragraph (3) of section 1250(d) a trans-
feror disposing of depreciable real property described in section
1250(c), in a transfer to which section 332, 351, 361, 871(a), 874(a),
721, or 731 of the code applies, is.subject to the non-capital-gain
treatment provided by section 1250(a) (1) only if, and to the extent
that, gain 1s recognized to the transferor on the transfer. The amend-
ment made in paragraph (3) of section 1250(d) by this subsection
provides, in effect, that if a nonresident alien individual, a foreign
estate or trust, or a foreign partnership transfers section 1250 prop-
erty to a domestic corporation in exchange for stock or securities in
such corporation in a section 851 transaction, the amount of resultin,
gain is subject to the provisions of section 1250(a) (1) irrespective o
the amount of gain recognized to the transferor under section 351 on
the transfer. .

(%) Collection of income tax at source on wages—Subsection (k)
of section 3 of the bill amends section 3401 (a% of the code (relating to
the definition of wages for purposes of collection of income tax at .
source) by striking out paragraphs (6) and (7) which except the
‘remuneration for services performed by certain nonresident alien
individuals from the withholding requirement and -inserting a new
paragraph (6). The amendment is effective with respect to remu-
neration paid after December 31, 1966. The new paragraph §6) ex-
cepts from the term “wages” only such remuneration paid for the
services performed by a nonresident alien individual as is designated
by regulations prescribed by the Secretary of the Treasury or his
delegate. This amendment 1s correlated with the amendment of sec-
tion 1441(c)(4) made by section 3(g) of the bill with respect to .
withholding under chapter 8 of the code from the compensation for
personal services of a nonresident alien individual. It is anticipated
that regulations under amended paragraph (6) will continue exemp-
tions presently accorded by regulations under existing section
3401 (a) (6) and (7) and will extend withholding under chapter 24
of the code to certain compensation of nonresident alien individuals
which is now subject to withholding under chapter 8. Remuneration
of a nonresident alien individual which is made subject to withhold-
ing under chapter 24 will be exempt from withholding under chap-
ter 3.
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(2) Definition of foreign estate or trust—Subsection (1) of section
3 of the bill contains a conforming ameéndment of section 7701 (a) (31)
of the code (defining foreign estate or trust). The amendment is
effective for taxable years beginning after December 31, 1966. Exist-
ing paragraph (81) defines a foreign estate or trust as an estate or
trust the income of which from sources without the United States is
not includible in gross income under subtitle A. This is correlated
with existing section 872(a) of the code, which provides that the gross
income of a nonresident alien individual includes only the gross income
from sources within the United States. A conforming amendment in
the definition of a foreign estate or trust is necessary, since under
section 872(a) (2), as amended by section 3(b) (1) of the bill, a non-
resident alien individual must include in gross income the income from
sources without the United States which is effectively connected with
the conduct: of a trade or business within the United States.
 (m) Comforming amendment.—Subsection (m) of section 3 of the
bill contains a conforming amendment to section 932(a) of the code
(relating to citizens of possessions of the United States). The amend-
ment is effective for taxable years beginning after December 31, 1966.
As amended, section 932(a) continues the substance of existing law
by providing that citizens of a possession of the United States, other
than Puerto Rico, who are not otherwise citizens of the United States,
are to be taxed in the same manner as nonresident alien individuals.
(m) E'ffective dates—Subsection (n) of section 3 of the bill pro-
vides the effective dates for the several provisions of such section.
Paragraph (1) provides that the provisions of section 3, other than

‘the amendments made by subsections (h) and (k), apply with respect -
y y

to taxable years beginning after December 31, 1966. Paragraph (2)
provides that the amendments made by subsection (h) (relating to
liability for taxes withheld under ch. 3) apply with respect to pay-
ments occurring after December 31, 1966. Paragraph (3) provides
that the amendments made by subsection (k) (relating to withhold-
ing on wages under ch. 24) apply to remuneration paid after Decem-
ber 81, 1966. By reason of the provisions of section 861(c), as added
by section 2(a) (1) (B) of the bill, amended section 861(a) (1) (A)
and new section 861(c) will cease to apply with respect to amounts
paid or credited after December 31,1971.

SECTION 4 OF BILL. FOREIGN CORPORATIONS

(a) Taz on income mot connected with United States business.—
Subsection (a) of section 4 of the bill amends section 881 of the code.
The amendment is effective for taxable years beginning after Decem-
ber 31,1966. Existing section 881 applies only to foreign corporations
not engaged in trade or business in the United States at any time
during the taxable year. Such corporations are presently subject to a
flat tax of 30 percent on all fixed or determinable annual or periodical

income derived from sources within the United States and on amounts .

described in section 631 (b) and (c) of the code (relating to certain
disposals of timber, coal, or iron ore) which are considered to be gains
from the sale or exchange of capital assets and are derived from
sources within the United States.

752



FOREIGN INVESTORS TAX ACT OF 1966 87

“CODE SECTION 881. INCOME OF FOREIGN CORPORATIONS NOT CONNECTED
WITH UNITED STATES BUSINESS

(a) Imposition of tax.—Subsection (a) of section 881 of the code,
- -as amended by section 4(a) of the bill, imposes a tax of 30 percent on
substantially the same income from sources within the United States
~-as that which is taxed at 80 percent under existing section 881(a), but

the tax under amended section 881(a) is imposed only to the extent
the income is not effectively connected with the conduct of a trade or
. business within the United States. Subsection (a) of amended section
‘881 applies to the items of income enumerated therein whether or not’
the corporation is engdged in trade or business in the United States
during the taxable year for which the tax is being determined ; but, if
the corporation is not so engaged, under section 864(c) (1) (B), as
-added by section 2(d) of the bill, none of its income shall be treated as
effectively connected with the conduct of a trade or business within the
United States even though such income is attributable to a trade or
business carried on in the United States by the recipient in a previous
taxable year. Thus, in the case of a foreign corporation not engaged

in trade or business at any time during the taxable year, a 30-percent
tax is imposed by amended section 881(a) upen the itéms of income
enumerated therein which are received from sources within the United
States; no other tax isimposed for the taxable year. o

Paragraphs (1), (2), and (3) of section 881(a) specify the income

to which section 881(a) applies. The items of income described in

paragraph (1) are also described in existing section 881(a), but the
parenthetical expression containing a reference to interest on bank
‘deposits has been eliminated. Paragraph (2) includes gains de-

seribed in section 631 (b) and (c), but section 1231 is not taken into
‘account in determining the amount subject to tax. Paragraph (3)
-describes two items of income which are also subject to the 30-percent
tax but which are not described in existing section 881(a). They are
-amounts which under section 341 of the code, or which under section
1232 of the code (in the case of bonds or other evidences of indebted-

ness issued after September 28, 1965), are treated as gains from the sale
or exchange of property which is not a capital asset. None of the
amounts described in paragraphs (1), (2), and (3) are subject to the
30-percent tax unless they are from sources within the United States.

‘Gains from the sale or exchange of a capital asset (other than amounts
to which amended sec. 881(a) (2) and (8) applies) are subject to tax
only if they are received by a foreign corporation which is engaged in
trade or business within the United States at some time during the

taxable year for which the tax is being determined and are effectively

gonnected with the conduct of a trade or business within the United

tates. '
(0) Doubling of taxz—Subsection (b) of section 881 contains a
cross reference to section 891 of the code (relating to doubling of tax
on corporations of certain foreign countries).

SECTION 4 OF BILL—CONTINUED

(8) Tax on income connected with United States business.—Par-
agraph (1) of section 4(b) of the bill amends section 882 of the code
(relating to tax on resident foreign corporations), and paragraphs

753



88 FOREIGN INVESTORS TAX ACT OF 1966

(2) and (8) of section 4(b) make certain technical or conforming
amendments. The amendments are effective for taxable years begin-
ning after December 31, 1966.

Under existing law a foreign corporation engaged in trade or busi-
ness within the United States at any time during the taxable year is
subject to the tax imposed by section 11 or 1201(a) of the code on
all ‘of its income derived from sources within the United States.
Except in the case of the charitable deduction allowed by section 170,
deductions are allowed in computing taxable income only to the
extent that they are connected with income from sources within the
United States. No foreign tax credit is allowed a foreign corpora-
tion under existing law.

CODE SECTION 882. INCOME OF FOREIGN CORPORATIONS CONNECTED WITH
UNITED STATES BUSINESS

(@) Normal tax and swrtax—Subsection (a) of section 882, as
amended by section 4(b) of this bill, concerns the imposition of
tax on income which is effectively connected with the conduct of a
trade or business within the United States.

Imposition of tax : '

Paragraph (1) of section 882(a) provides that a foreign corporation
which is engaged in trade or busimess within the United States at
any time during the taxable year in respect of which the tax is be-
ing determined is also subject to the regular corporate tax imposed
by section 11 or 1201(a) on its taxable income (whether derived from
sources within or without the United States) which is effectively con-
Iéected with the conduct of a trade or business within the United

tates. :

The determination of when income is effectively connected with
the conduct of a trade or business within the United States, and of
what income from sources without the United States is taken into
account for such purpose, is to be made in accordance with section
864(c), as added by section 2(d) of the bill. A foreign corpora-
tion which is engaged in trade or business in the United States dur-
ing the taxable year is also subject to the tax imposed by amended
section 881 on its income from sources within the United States which
is described in section 881(a) and which-is not -effectively connected
with the conduct of a trade or business within the United States.

Paragraph (2) of section 882(a) provides that in determining
the amount of 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. In de-
termining the taxable income subject to tax under section 11 or 1201
(a), no income is to be taken into account which is required to be
taken into account in determining the tax under section 881.

(b) Gross income—~Subsection (b) of section 882 provides that
in the case of a foreign corporation gross income includes only the
income from United States sources which is not effectively connected
with the conduct of a trade or business within the United States and
all income (whether or not derived from sources within the United
States) which is effectively connected with the conduct of a trade or
" husiness within the United States. '
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Income from sources within the United States which is not effectively
connected with the conduct-of ‘a trade or business within the United
States is taxable under section 881 of the code, as amended by section
4 (a) of the bill, if such income is described in sectior 881 (a). Any
such income which is not described in section 881 (a), such as almost
all capital gains, is not subject to U.S. income tax.

(¢) Allowance of deductions and credits—Subsection (c) of sec-
tion 882 contains the rules applicable to the allowance of deductions
and credits to a foreign corporation.

Allocation of deductions

Paragraph (1) (A) of section 882 (c) provides that generally the
deductions allowed under subtitle A (relating to income taxes) of
the code are allowed to a foreign corporation only if and to the extent
that such deductions are connected with income which is effectively
connected with the conduct of a trade or business within the United
States; moreover, such deductions are allowed only for purposes of
determining under section 882 (a) the tax on taxable income which is
effectively connected with the conduct of a trade or business within
the United States. The Secretary of the Treasury or his delegate is
authorized to prescribe by regulations the proper apportionment and
allocation of the deductions for such purposes. The deductions al-
lowed by section 882(c) may in no case be used to reduce amounts
subject to the 30-percent tax-imposed by section 881:

Paragraph (1?( B) of section 882(c) provides that, in determining
the tax imposed pursuant to section 882(a), a foreign corporation
may take the deduction for charitable contributions and gifts allowed
by section 170 of the code whether or not such deduction is connected
with income which is effectively connected with the conduct of a trade
or business within the United States. In determining the limitations
on the amount of the, deduction pursuant to section.170(b), only the
gross income which ‘is ‘effectively connected with the conduct of a
trade or business within the United States is to be taken into account.

For a more detailed discussion of the allowance of deductions, see
the comments on section 873, as amended by section 3(c) of the bill.

The provisions of amended section 882 may be illustrated by the
following example: '

Example :

During the taxable year; foreign corporation M maintains a branch
sales office in the United States and by reason of its activities therein
is engaged in business within the United States. The income which
is effectively connected with the business carried on through such
sales office 15 derived from sources within the United States. Cor-
poration M also owns stock in a domestic corporation, and, by reason

-of the application of new section 864 (c), the dividends on such stock,
and a capital gain derived from the sale of a part of the stock, are
‘not_effectively connected with the conduct of the trade or business
within the United States. The tax under section 11 of the code is
imposed on the taxable income which is effectively connected with
the business carried on through such sales office, determined after
allowance of all deductions connected with income which is effectively
- connected with the conduct of the trade or business within the United
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States. The tax of 30 perent is imposed under section 881 on the
gross amount of the dividend income. The gain realized from the
sale of stock is not subject to U.S. income tax.

Deductions and credits allowed only if return filed

Paragraph (2) of section 882(c) continues the substance of the
rule contained in section 882(c) (1) of existing law that a forei
corporation is to receive the benefit of the allowable deductions only
by filing a true and accurate return of its total income (including
income subject to tax under section 881(a)) ; a technical amendment
has been provided, however, to make clear that the return must also
include the income derived from sources without the United States
which is effectively connected with the conduct of a trade or business
within the United States. This rule has also been extended to apply
to credits against tax, such as the foreign tax credit, other than the
credit provided by section 82 for tax withheld at the source or the
credit provided by section 39 for certain users of gasoline and lubri-
cating oil. As so amended, section 882(c) (2) is consistent with sec-
tion 874(a) of the code, as amended by section 3(d) of the bill. :

Foreign tox credit

Paragraph (3) of section 882(c) provides that a foreign corpora-
tion will not be allowed the foreign tax credit allowed under section
901 of the code, except to the extent provided by section 906 of the
code, as added by section 6(a) of the bill. Under existing law a
foreign corporation is not allowed a foreign tax credit.

Cross reference

Paragraph (4) of section 882(c) contains a cross reference to sec-
tion 906(b) (1) of the code, as added by section 6(a) of the bill,
relating to the limitation on the amount of the credit under sectiom
906 ga) or, if applicable, the amount of any deduction under section
882(c), for income taxes paid or accrued to any foreign country or
possession of the United States. '

(d) Election to treat real property income as income conmected
with United States business—Subsection (d) of section 882 permits a
foreign corporation deriving real property income from sources with-
in the United States which is not effectively connected with the con-
duct of a trade or business within the United States to elect to treat
such income as income which is effectively connected with the conduct
of a trade or business within the United States; the income which is
so treated is taxable in accordance with the provisions of section
882(a). The election is available to all foreign corporations, whether
or not engaged in trade or business within t%:; United States during
the taxable year for which the election is made or during taxable
years for which the election is in effect. The provisions relating to
the applicability of such an election, as well as the manner of making
or revoking the election, are identical to the provisions of section
871(d), as amended by section 3(a) of the bill. See the discussion
of amended section 871(d).

(e) Returns of tax by agent—Subsection (e) of section 882 con-
tinues the rule of existing section 882(d) of the code, which provides
that, if a foreign corporation has no office or place of business in the
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United States but has an agent in the United States, the corporation’s
return which is required by section 6012 of the code is to be made by
- such agent. '
SECTION 4 OF BILL—CONTINUED

(e) Withholding of tax on foreign corporations—Subsection (c)
of section 4 of the bill amends section 1442 of the code (relating to
withholding of tax on foreign corporations), effective with respect to
taxable years beginning after December 81, 1966. Under existing

+ law a foreign corporation not engaged in trade or business within
the United gltlates 1s generally subject to the withholding of tax under
chapter 3 of the code in the same manner as a nonresident alien
individual; and, subject to specified rules, such corporation is also
subject to the withholding of tax under section 1451 (relating to
interest on tax-free covenant bonds). A foreign corporation engaged
in trade or business within the United States is presently not subject
to withholding of tax under such sections.

CODE SECTION 1442. WITHHOLDING OF TAX ON FOREIGN CORPORATiONS

(@) General rule.—Subsection (a) of section 1442, as amended by
section 4(c) of the bill, places foreign corporations engaged in a trade
or business within the United States in the same status as nonresident -
alien individuals engaged in trade or business within the United States
with respect to the withholding of tax provided by section 1441.

Thus, foreign corporations engaged in a trade or business within the
-United States will be subject to withholding at the 30-percent rate
of tax only on items of income from sources within the United States
designateg in section 1441 (b), as amended by section 3(g) of the bill,
which are not effectively connected with the conduct of a trade or
business within the United States. Income (other than income for
services) which is effectively connected with the conduct of a trade or
business within the United States is not subject to withholding of
tax under section 1442(a) if a tax is imposed on such income for the
taxable year of the recipient pursuant to amended section 882(a) (1),
or, if applicable, pursuant to amended section 842. By reason of
amended section 1441(c) (4), income for services performed by a for-
eign corporation may be exempted from withholding under section
1442(a) pursuant to regulations prescribed by the Secretary of the

- Treasury or his delegate. No change is made in section 1451, with
the result that only a foreign corporation not engaged in a trade or
business in the United States is subject to the withholding of tax
under such section from interest on tax-free covenant bonds, whether
or not such interest is effectively connected with the conduct of a
trade or business within the United States. .

(8) Ezemption.—Subsection (b) of section 1442 provides that, sub-
ject to such terms and conditions as may be provided by regulations,
a foreign corporation engaged in trade or business within the United
States at some time during the taxable year may be exempted from
withholding under subsection (a) if the Secretary of the Treasury
or his delegate determines that the withholding requirements of sub-
section (a) impose an undue administrative burden and that the col-
lection of the flat 80-percent tax imposed by amended section 881
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(velating to income not connected with a U.S. business) on such
corporation will not be jeopardized by the exemption. The Secretary
or his delegate is authorized to prescribe by regulations the terms and
conditions pursuant to which a foreign corporation may be exempted
from withholding under subsection (a). The terms and conditions
so prescribed may be such as to insure that the tax imposed by section
881 on the income of the foreign corporation is returned and paid by
the exempted foreign corporation, no later than the date such amounts
would be returned and paid by the withholding agent if the exemption
from withholding had not been granted.

SECTION 4 OF BILL—CONTINUED

(d) Dividends received from certain foreign corporations.—Sub-
section (d) of section 4 of the bill amends section 245 of the code
(relating to the allowance of a deduction for dividends received from
a foreign corporation). The amendment is effective for taxable years
beginning after December 31, 1966. Under existing law a corpora-
tion, whether domestic or foreign, receiving dividends from a foreign
corporation which, for the specified 36-month period, is engaged in
trade or business in the United States and derives 50 percent or more
of its gross income from sources within the United States is entitled,
if the deduction is otherwise allowable, to take as a deduction a pro
rata portion of 85 percent of the dividends received from the foreign
corporation paying the dividends. The pro rata portion is based on
the ratio which the paying corporation’s gross income from sources
within the United States bears to its gross income from all sources.

The amendments made by paragraphs (1), (2), and (3) of section
4(d) of the bill strike out of section 245(a) all references to income
from sources within the United States and substitute references to
income effectively:connected .with the conduct of a trade or business
within the United States. These amendments are necessary to conform
section 245 to the amended taxing provisions applicable to foreign
corporations and operate to continue the principle of the existing
provision. Thus, the deduction for dividends received from a for-
eign corporation, when otherwise allowable, is to be allowed if 50
percent or more of the total gross income of such foreign corporation
from all sources for the applicable period is effectively connected
with .the eonduct-of a trade or business within the United States. The
amount of the deduction is determined as under existing law, but the
pro rata portion is based upon the ratio which the gross income which
1s effectively connected with the conduct of a trade or business within
the United States bears to such corporation’s total gross income from
all sources.

Paragraph (4) of section 4(d) of the bill provides in effect that. to
the extent gross income of the foreign corporation for any period
before its first taxable year beginning after December 31, 1966, is
required to be taken into account for purposes of applying amended
section 245. the gross income of such corporation for such period from
sources within the United States will be considered to be gross income
effectively connected with the conduct of a trade or business within
the United States. -
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(e) Unrelated. business tawable income.—Subsection (e).of section
4 of the bill-amends section 512(a) of the code ( relating to the defini-
tion of “unrelated business taxable income”) to provide that, in the
case of a foreign organization of the type described in section 511 of
the code (relating to charitable, etc., organizations), the unrelated
business taxable income includes only the unrelated business taxable
income which is effectively connecteg with the conduct of a trade or
business within the United States. The amendment is effective for
taxable years beginning after December 31, 1966. A : :

(f) Corporations subject to personal holding company tax.—Sub-
section (f) of section 4 of the bill amends section 542(c) (7) of the
code (relating to forei%n corporations not subject to the ‘personal
holding company tax) by deleting the 50-percent gross income test
of existing paragraph (;) (A). and by making existing paragraph
(7) (B), with certain modifications, paragraph” 187 ). The amend-
ment is effective for taxable years beginning after December 31;, 1966.
Under this amendment, the term “personal holding company” does
not_include a foreign corporation all of whose outstanding stock
during the last half of the taxable year is owned by nonresident alien
individuals directly or indirectly through foreign estates, foreign'
trusts, foreign partnerships, or other foreign corporations. For this
purpose, stock will be considered as owned by nonresident alien indi- -
vidualsindirectly through foreign estates; foreign trusts, foreign part-

‘nerships, or foreign' corporations if all of the beneficiaries (having an

interest with an actuarial value of 5 percent or more), partners, or
shareholders of such estates, trusts, partnerships, or corporations are
nonresident alien individuals. IS s E

(9) Amendments with respect to foreign corporations carrying on
insurance business in United States:—Suisection (g) of section 4 of
the bill amends those provisions of subchapter L o% chapter 1 of the
code (relating to insurance companies) that apply to foreign corpora-
tions. The amendments are effective for taxable years beginning
after December 31, 1966. . ‘ o T

In general

Paragraph (1) of section 4(g) of the bill deletes present section 842
of the code (relating to computation of gross income) and adds a new
section 842. o o

Existing section 842 provides that the gross income of a life insur-
ance company subject to the tax imposed by section 802, and of the
mutual marine, etc., insurance companies subject to the tax imposed by
section 831, is not to be determined in the manner provided in sections

861 through 864 of the code, relating to the determination of sources
of income. .

CODE SECTION 842. FOREIGN CORPORATIONS CARRYING ON INSURANCE
BUSINESS

New section 842 replaces all of the existing provisions in parts
I, IT, and III of subchapter L which designate when and to what
extent a foreign insurance company will be subject to the tax imposed
pursuant. to those parts. The coordinating amendments to conform
to this change are embodied in the other paragraphs of section 4(g)
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of the bill. Under new section 842, only those foreign corporations
carrying on an insurance business in the United States are subject to
the provisions of subchapter L which, were they domestic corpora-
tions, would qualify for the taxable year under part I, II, or IIT
of such subchapter without taking into account their income not
effectively connected with the conduct of a trade or business within the
United States.

Each such corporation which would so qualify for the taxable year
under either part I, II, or III of subchapter L shall be taxable for
such year under that part on its entire taxable income (whether |
derived from sources within or without the United States) which is
effectively connected with its conduct of any trade or business (whether
or not its insurance business) within the United States. In determin-
ing such taxable income, only allowable deductions which are con-
nected with income which is effectively connected with the conduct of
a trade or business within the United States are to be allowed.

Any income derived by such foreign corporation from sources with-
_in the United States which is not effectively connected with the conduct
of any trade or business in the United States is taxed for such year
as provided in section 881, as amended by section 4(a) of the bill.

Each such foreign corporation which would not so qualify for
the taxable year under part I, I, or III of subchapter L, and all
foreign insurance companies not carrying on an insurance business
in the United States, shall be taxable as provided in amended section .
881 or 882 with respect to other foreign corporations. In deter-
mining whether income is derived from sources within or without
the United States for purposes of applying subchapter L, as amended
by the bill, the provisions of sections 861 through 864 of the code shal}
apply. In determining for purposes of subchapter L whether a for-
elgn corporation is carrying on an insurance business in the United
States, and whether income is effectively connected with the conduct
of a trade or business within the United States, section 864 (b) and (c),
as added by section 2(d) of the bill, shall apply. '

SECTION 4 OF BILL—CONTINUED

Clerical amendment .
Paragraph (2) of section 4.({) of the bill amends the table of sec-
tions for part IV of subchapter L of chapter 1.

Life insurance companies

Paragraph (3) of section 4(g) of the bill provides various amend-
ments of section 819 of the code (relating to foreign .life insur-
ance companies). Subparagraph (A) of paragraph (3) deletes sub-
sections (a) (relating to foreign life insurance companies carrying on
a life insurance business in the United States) and (d) (relating to
foreign life insurance companies not carrying on an insurance business.
within the United States) from section 819 and redesignates subsec-
tions (b) and (c) of such section as subsections (a) and (b). Sub-
paragraphs (B) through (H), except for subparagraph (D), of para-
graph (3) make clerical changes in section 819 to conform it to the
amendment made by subparagraph (A). Subparagraph (I) of para-
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graph (3) adds a new subsection (c) to amended section 819 containing
a (*é'osbs referencc}a1 tc() Be)cti;f)n 842, h (3) add : h (3) ¢
ubparagrap of paragra adds a new paragrap. 0
section 819(a), as redesignatedg bypsubparagra,ph (A), Wh%gh provides
for the reduction of the tax, if any, imposed under section 881, as
" amended by section 4(a) of the bill, during a taxable year for which
the adjustment required by section 819(a) (1), as so redesignated, 1s
required to be made. Amended section 819 (a) (1), as does present law,
provides for an adjustment in determining the tax imposed by part I
. (relating to life insurance companies) of subchapter (secs. 801 et
seq.) for taxable years during which the foreign corporation main-
tains a surplus in the United States which is less than the special mini-
mum figure determined in accordance with paragraph (2) of amended
section 819(a). The section 819(a) (1) adjustment consists of a reduc-
tion in the amount of policy and other contract liability requirements
and in the amount of the required interest, thereby increasing the
amount of tax imposed by part I of subchapter L.

The provisions of new paragraph (3) of section 819(a) provide, in
effect, that in cases where the adjustment required by section 819(a)
(1) is made with a resulting increase in the tax imposed by part I of
subchapter L, a compensating adjustment shall be made by reducing
the tax which is otherwise imposed by amended section 881 on the
foreign corporation’s income from sources within the United States
which is not effectively connected with the conduct of a trade or busi-
ness within the United States. This compensating reduction of the
section 881 tax is accomplished by a formula which takes into account
the fact that, by reason of exemptions and reductions in rate, the effec-
tive rate of the tax imposed by that section may be less than 30 percent.

In determining the reduction in the tax otherwise imposed by sec-
tion 881 on the income of the foreign corporation which 1s required to
make the section 819(a) (1) adjustment, paragraph (3) of such sec-
tion provides that there shall first be determined : (1) The total amount
of income which would be subject to the tax imposed by section 881
if such income were being determined without regard to the exclu-
sions from gross income provided by sections 103 and 894, and (2)
the amount determined under section 819(a) (1) by which the amount
of the policy and other contract liability requirements and the amount
of the required interest is reduced. The tax otherwise actually im-
posed by section 881 for the taxable year shall then be reduced by an
amount which is the same proportion of such tax (before reduction) as
such amount used for reduction purposes under section 819(a)(1)
bears to the total amount of income so determined to be subject to tax
under section 881. In no case, however, shall the tax otherwise im-
posed by section 881 be reduced below zero, nor shall the reduction in
the tax otherwise imposed by section 881 exceed the increase in tax
imposed by part I of subchapter L by reason of the reduction provided
in paragraph (1) of section 819(a).

Mutual insurance companies o
Paragraph (4) of section 4(g) of the bill amends section 821
of the code (relating to the tax on mutual insurance companies to
which pt. IT of subch. L applies). Subparagraph (A) of paragraph
(4) strikes out subsection (e) of section 821 (relating to foreign
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‘mutual insurance companies not carrying on an insurance business
in the United States) and redesignates subsections (f%and (g) of such
.section as subsections (e) and (f). Subparagraph (B) of paragraph
:(4) adds a new paragraph (8), containing a cross reference to section
842, to newly designated section 821 (). '
- Paragraph (5) of section 4(g) of the bill amends section 822
(relating to the determination of taxable investment income) by strik-
ing out subsection (e) (relating to foreign mutual insurance com-
anies carrying on an insurance business in the United States) and
y redesignating subsection (f) as subsection (e).

‘Other insurance companies -
. " Paragraph (6) of section 4(g) of the bill amends section 831 of
the code (relating to tax on mutual marine, etc., insurance companies)
by striking out subsection (b) (relating to foreign mutual marine,
etc., insurance companies not carrying on an insurance business in the
United States), by redesignating subsection (c) as subsection (b), and
by redesigna,ting subsection (d) as subsection (¢) and adding therein
a, cross reference to section 842. _ '
. “Paragraph (7) of section 4(g) amends section 832 (relating to
_insurance company taxable income) by striking out subsection (d)
(relating to foreign mutual marine, etc., insurance companies carry-
ing on an insurance business in the United States) and by redesignat-
ing subsection (e) as subsection (d).

Provisions of general application
** Paragraph (8) of section 4 (g) amends section 841 (relating to cred-
it for ﬁ)relgn taxes) by making the definition of “taxable income”
contained therein apply in the case of foreign corporations subject to
tax under subchapter L which are entitled to the foreign tax credit
Jetermined as provided in section 906 of the code, as added by section
6 (a}L of the bill. . :
(k) Subpart F income.—Subsection (h) of section 4 of the bill
amends section 952(b) of the code (relating to the exclusion of U.S.
source income from subpart F income). The amendment is effective for -
taxable years beginning after December 31, 1966. Existing section 952
(b) provides that income derived from sources within the United
tates by a controlled foreign cox('lporation en%a,ged in trade or busi-
ness in the United States is excluded from subpart F income if such
income from U.S. sources is includible in gross income of
such corporation under any provisions (other than secs. 951 through
964) of cha}iter 1 of the code. The purpose of existing section 952
(b)'is to exclude from the application of sections 951 through 964 in-
come which is otherwise subject to U.S. income tax under
section 11 or 1201(a) by reason of being derived from sources in the
United States.

Amended section 952(b) retains the principle of existing section
952(b) by 1;‘n'ov:iding that income from sources within the United
States which is effectively connected with the conduct of a trade or
business within the United States is excluded from subpart F income.
Thus, for example, dividends received from sources within the United
States by a foreign corporation engaged in trade or business within
the United States, which are not effectively connected with the con-
duct of a trade or business within the United States are not excluded
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from subpart F income under amended section 952(b), even though.
such dividends are subject to the tax imposed by amended section
881(a). Moreover if by reason of a treaty obligation of the United
States the income from sources within the United States which is effec-
tively connected with the conduct of a trade or business within the.
United States is not subject to the re%ular U.S. corporate rate of tax,
such income is not excluded from subpart F income under amended

- section 952(b).

(2) Qain from certain sales or exchanges of stock in certain foreign
corporations—Subsection (i) of section 4 of the bill amends para-
graph (4) of section 1248(d) of the code (relating to exclusions from
earnings and profits of controlled forelén corporations for certain
purposes). The amendment, which is effective with respect to sales
or exchanges of stock occurring after December 31, 1966, continues the

rinciple of the existing provision by providing that for taxable years
geginning before January 1, 1967, income which is derived from
sources within the United States by a foreign corporation engaged in
trade or business in the United States and is includible in the gross
income of such corporation is to be excluded from the earnings and
profits of such corporation for purposes of determining the amount
of tax imposed on a U.S. person pursuant to section 1248. .

For taxable years beginning after December 81, 1966, income which
is effectively connected with the conduct of a trade or business within
the United States by a foreign corporation, whether derived from
sources within or without the United States, and which is includible
in the gross income of such corporation is to be excluded from its earn-
ings and profits for purposes of applying section 1248 to a U.S. per-
son. The exclusions provided by amended paragraph (4) are not to
apply to any item of income which is exempt from U.S. tax, or is sub-
ject to a reduced rate of U.S. tax, by reason of a treaty obligation of
the United States.

(7) Declaration of estimated income tox by corporations—Sub-
section (j) of section 4 of the bill amends section 6016 of the code (re-
lating to declarations of estimated income tax by corporations) by
redesignating subsection (f& as subsection (g) and by inserting a new .
subsection (f). The amendment is effective for taxable years begin-
ning after December 31, 1966. The new subsection (f) provides, in
effect, that a foreign corporation subject to taxation under section 11
or 1201(a), or under subchapter L of chapter 1, must treat the tax
imposed under section 881 as a tax imposed by section 11 in deter-
mining whether it must make a declaration of estimated tax and in
determining the amount of the estimated tax.

Thus, in cases where the income subject to tax under section 881
has been withheld on pursuant to section 1442, as amended by section
4(c) of the bill, the credit under section 82 of the code for the tax
withheld which is taken into account for purposes of section 6016 will
effectively remove the section 881 tax from consideration for purposes
of section 6016. If, however, any income subject to tax under section
881 has not been fully withheld on, the tax imposed by section 881
which is in excess of the credit allowed by section 32 will be taken into
account in determining whether a declaration is required and will
increase the estimated tax for the taxable year. On the other hand,
if the tax imposed by section 881 is determined to be less than the
credit allowed under section 32, such excess credit will be taken into
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account in determining whether a declaration is required and will
reduce the estimated tax for the taxable year.

The amendment made by this subsection also applies for purposes.

of section 6655 (relating to the addition to tax in the case of failure
by a corporation to pay estimated tax). ‘

(%) Technical amendments—Paragraph (1) of section 4(k) of the
bill amends section 884 of the code (relating to cross references).

Paragraph (2) of section 4(k) corrects an erroneous reference to
section 832 (b) (5) in section 953(b) (8) (F) of the code, as added by
section 12(a) of the Revenue Act of 1962. The amended reference
is to section 832(c) (5) of the code (relating to capital losses allowed
in determining taxable income of an insurance company subject to
the tax imposed by sec. 831).

Paragraph (3) of section 4(k) corrects a clerical error in section
’1%49(a) of the code, as added by section 16(a) of the Revenue Act
of 1962. :

The amendments made by section 4(k) of the bill are effective for
taxable years beginning after December 31, 1966. :

(1) Effective dates—Subsection (1) of section 4 of the bill pro-
vides that the amendments made by section 4, other than by subsection
(i), apply with respect to taxable years beginning after December 31,
1966. The amendment made by subsection (i) applies with respect
to sales or exchanges occurring after December 81, 1966.

SECTION 5 OF BILL. SPECIAL TAX PROVISIONS

(a) Income affected by treaty—Subsection (a) of section 5 of the
bill designates the provisions of existing section 894 of the code (relat-
ing to income exempt under treaty) as new section 894(a) and adds a
new subsection (b). The amendment is effective for taxable years
beginning after December 81, 1966. , :

CODE SECTION 894, INCOME AFFECTED BY TREATY

(a) Income exempt under treaty—Subsection (a) of section 894,

gs amended by section 5 (a) of the bill, is identical to existing section
94.

(b) Permanent establishment in United States—Subsection (b) of
section 894 provides that a nonresident alien individual or foreign cor-
poration which is engaged in trade or business in the United States at
any time during the taxable year is deemed not to have a permanent
establishment within the United States during such year for purposes
of applying any exemption from, or reduction in the rate of, any
U.S. tax provided by any U.S. treaty with respect to income which is
not effectively connected with the conduct of a trade or business within
the United States. '

This provision operates to extend such exemptions and reductions
to nonresident alien individuals and foreign corporations even though
they are engaged in trade or business in the United States through a
permanent establishment situated therein ; it will apply to all treaties
entered into by the United States, whether entered into-before, on,
or after the date of enactment of the bill. Only those items of income
derived from sources within the United States which are subject to the
80-percent tax imposed by section 871 (a) (in the case of a nonresident
alien individual) or section 881 (in the case of a foreign corporation)
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are affected by this provision. The provisions of section 894(b) do

not apply in the case of a nonresident alien individual subject to the
- tax imposed pursuant to section 877(b) (relating to expatriation to
avoid tax), as added by section 3 (e) of the bill.

Without the amendment provided by section 894(b) a nonresident
alien individual, or a foreign corporation, having a permanent estab-
lishment in the United States would be taxable at the flat 30-percent
rate under amended section 871(a) or 881 on the gross income from
sources within the United States which is not effectively connected with
_ the conduct of a trade or business within the United States. Under
existing law such a nonresident alien individual or foreign corporation
is taxable at graduated rates under section 1 (or section 11) or 1201 on
such income and the flat 30-percent tax on gross income does not apply.
Section 894(b) extends to such a nonresident alien individual or for-
eign corporation the benefit of any exemption, or reduced rate of tax,
under a treaty in the case of income from sources within the United
States which is not effectively connected with the conduct of a trade
or business within the United States. f

The provisions of section 894(b) may be illustrated by the follow-
ing example: :
Evample

M, a corporation organized in foreign country Z, is engaged in busi-
ness in th?%nited Stgtes through a ggrmanerl;z establishment located
therein. The United States and country Z are parties to an income
tax convention. The convention provides that the United States will
tax at a 15-percent rate dividends received from sources within the
United States by a corporation of country Z not having a permanent
establishment in the United States. Corporation M receives dividends
from a domestic corporation all of whose income is from U.S. sources.
The dividends are not effectively connected with the conduct of M
corporation’s business in the United States. The gross dividends are
taxable under amended section 881, but the tax may not exceed the
treaty rate of 15 percent. If the dividends were effectively connected
with the conduct of M corporation’s business in the United States, they
would be taxable under section 882(a) after allowance of the divi-
dends-received deduction under section 243 of the code.

SECTION 5 OF BILL—CONTINUED

(0) Application of pre-1967 income tox provisions—Subsection
(b) of section 5 of the bill adds new section 896 to subpart C of part IT
of subchapter N of chapter 1 of the code (relating to miscellaneous
provisions applicable to nonresident aliens and foreign corporations).
The amendment is effective for taxable years beginning after De-
cember 31, 1966.

CODE SECTION 896. APPLICATION OF PRE—1967 INCOME TAX PROVISIONS

(a) Imposition of more burdensome taxes by foreign country.—
Subsection (a) of section 896 contains procedures whereby the Presi-
dent can proclaim that the tax of certain nonresident alien individuals
and foreign corporations will be determined under the provisions
of subchapter N of chapter 1, and of chapter 3, of the code which were
in effect immediately before the date of enactment of this bill. Before
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Il@ial?é:.ing such 4 proclamation the President must make three specified
ings. :

- Paragraph (1) of section 896 (a) provides that the President must
first find that a foreign country (taking into account taxes imposed
by its political subdivisions) is imposing more burdensome taxes on
income received from sources within that country by U.S. citizens not
resident in that country or by domestic corporations not domiciled
in that country than the United States imposes on similar income
derived from sources within the United States by nonresident alien
individuals resident in that country or by corporations of that coun- |
try. - This finding may be made with respect to individuals or corpora-
tions or both. It may be made with respect to any particular item of
income, any combination of types of income, or all income.

Paragraph (2) of section 896(a) provides that the President must
find that, after having been requested by the United States to do so,
the foreign country has not acted to revise or reduce the more burden-
some taxes (with respect to which the finding under par. (1) has been
made) so as toalleviate the more burdensome taxesinvolved.

Paragraph (3) provides that the President must find that it is in the
public interest to apply pre-1967 tax provisions to residents or cor-
porations of that foreign country in accordance with this section.

After making the appropriate findings, the President shall proclaim
that the tax of the nonresident alien individuals or foreign corpora-
tions involved will be determined in the manner provided by subsec-
tion (a) for taxable years beginning after the date the proclamation is
issued. The proclamation will be limited to the foreign country, tax-
payers, and income with respect to which the findings under para-
graphs (1), (2), and (3) have been made.

(0) Alleviation of more burdensome tazes—Subsection (b) of sec-
tion 896 provides the procedure whereby the President may revoke a
proclamation issued pursuant to the provisions of section 896(a). A
proclamation issued under section 896 (a) may be revoked completely
or in part if the President finds that the conditions upon which the
finding required by paragraph (1) of section 896(a) was made have
been sufficiently remedied to justify a complete or partial revocation.
If such a finding is made, the President may revoke the outstanding
proclamation by so proclaiming. The revocation so made shall apply
with respect to taxable years beginning after the date the revoking
proclamation is issued, and for such taxable years the tax shall be de-
termined under subtitle A without regard to section 896(a). v

(¢) Notification of Congress required.—Subsection (c¢) of section
896 requires the President to give Congress a 30-day notice of his in-
tention to issue a proclamation under section 896(a) or to revoke a
proclamation under section 896 (b). } :

(d) Implementation by requlations—Subsection (d) of section 896
authorizes the Secretary of the Treasury or his delegate to prescribe
regulations to implement the provisions of section 896.

SECTION 5 OF BILL—CONTINUED

(¢) Olerical amendments—Subsection (c) of section 5 of the bill
amends the table of sections for subpart C of part II of subchapter N
of chapter 1 to conform to the amendments made by subsections (a)
and (b) of section 5 of the bill.
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(d) Effective date—Subsection (d) of section 5 of the bill provides
that the amendments made by section 5 of the bill apply to taxable
years bzginning after December 31, 1966. «

(e) Elections by nonresident United States citizens who are sub-
ject to foreign commumity property Zaws.—Pa,ragf:&)h (1) of section
5(e) of the bill adds a new section 981 (designated as new subpart
H) to part ITI of subchapter N of chapter 1 of the code (relating to
income from sources without the United States).

CODE SECTION 981. ELECTION AS TO TREATMENT OF INCOME SUBJECT TO
FOREIGN COMMUNITY PROPERTY LAWS

. (@) General rule—Subsection (a) of new section 981 provides that
for any taxable year beginning after December 31, 1966, an individ-
ual who is (1) a citizen of the United ‘States, (2) a bona fide resident
of a foreign country or countries during the entire taxable year, and
(3) married at the close of the taxable year to an individual who is
a nonresident alien during the entire taxable year, may, together with
such spouse, elect for such year to have subsection (b) apply to their
income for any taxable year in which there is community income under
the community property laws of a foreign country. If an election to
have subsection (b) apply for a taxable year has been made, the elec-
tion is to apply for all open taxable years (as defined in subsection
(e) (2)) for which the requirements of subsection (a)(1) are met,
unless the Secretary of the Treasury or his delegate consents to a ter-
mination of the election.

(B) Treatment of community income.—Subsection (b) of new sec-
tion 981 contains rules for determining the attribution of the com-
munity income to the respective spouses for U.S. income tax purposes
for taxable years beginning after December 31, 1966, to which the elec-
tion made under subsection (a) applies. Community income for this
purpose means community income as determined under the community
property laws of the foreign country of jurisdiction.

Earned income :

Paragraph (1) of subsection (b) provides that wages, salaries, or
professional fees, and other amounts received as compensation for per-
sonal services actually performed which, under the foreign commu-
nity property laws is treated as community income of the spouses, are
to be treated as the income of the spouse who actually performed the
personal services. This rule does not apply to community income
derived by a spouse from a trade or business conducted by such spouse
in which both personal services and capital are material income-pro-
ducing factors, nor does it apply to a partner’s distributive share of
partnership income. Also this rule does not apply to any compensa-
tion which represents a distribution of earnings or profits of a corpora-
tion rather than a reasonable allowance for compensation for personal
services actually performed. :

Trade or business income and partnership income

Paragraph (2) of subsection (b) contains a rule for the attribution
to the respective spouses of the community income derived from a
trade or business and of community income which is a partner’s dis-
tributive share of partnership income. The rule follows the princi-
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ples of section 1402(a) (5) of the code (relating to the definition of

net earnings from self-employment”. For this purpose income de-
rived from a trade or business includes the full amount of any com-
munity income realized from the conduct of a trade or business in
which both {))ersonal services and capital are material income-produc-
ing factors, but does not include income realized from a trade or busi-
ness carried on by a partnership. In accordance with the principles of
section 1402(a) (5) (A), any of the community income realized from
the conduct of a trade or business will generally be treated, for pur-
poses of section 981(a), as the income of the husband. However, if it
1s shown that the wife exercises substantially all of the management
and control over the trade or business, all of the community income
re@flized from the trade or business is to be treated as the income of the
wife. .

In accordance with the principles of section 1402(a) (5) (B), any
~ portion of a partner’s distributive share of the income of a partnership
which is community income is to be treated, for purpeses of section
981(a), as the income of the spouse who is the partner entitled to re-
ceive such share.

Income from separate property

Paragraph (3) of subsection (b) provides that any community
income which is not described in either paragraph (1) or (2) of such
subsection and which is derived from separate propertI'y' of one of the
spouses (as determined under the community property laws of the for-
eign jurisdiction) is to be treated as income of the spouse whose sep-
arate property gave rise to such community income. :
Other commumity income

Paragraph (4) of subsection (b) provides that all income which is
community income under the community property laws of the foreign
jurisdiction and which is not described in either paragraph (1), (2),
or (3) of such subsection (e.g., community income derived from com-
munity property) is to be treated as the income of the spouse who is
the owner of such income under the community property laws of such
foreign jurisdiction. :

(¢) Election for pre-1967 years—Subsection (c) of new section 981
contains provisions for the application of an elective procedure to tax-
able years beginning before January 1, 1967.

Election ’

Pa.ra,%;raph (1) of subsection (c) provides that an individual who

meets the reqﬁirements of subsection (a)(1) (A) and (C) for any
r

- taxable year beginning before January 1, 1967, may, together with
his spouse, elect, for all open taxable years beginning before January

1, 1967 (as defined in subsection (e) (2)), for which the requirements

of subsection (a) (1) (A) and (C) are met, to have the provisions of
paragraph (2) of subsection (c) apply for purposes of determining
their U.g. income tax liability. The election is to be made jointly and
is applied to each open taxable year begin‘ning before January 1, 1967.

Except as provided in subsection (d)(3), an election to have sub-
section (c) a]ig]y for open taxable years beginning before January
1, 1967, must be made by both spouses described in subsection (a) (1)
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(A) and (C). This is true whether or not the period, in the case of the
nonresident alien spouse, for assessing a deficiency for a taxable year
has otherwise expired at the time of the election. An election made
pursuant to subsection (c) in no case is to be considered in effect for
any taxable year beginning after December 81,1966. Furthermore, an
election under subsection (c¢) is not to apply for any taxable year for
which the requirements of subsection (a) (1) (A) and (C) are not met.

In determining or redetermining the U.S. income tax of the U.S.
citizen spouse, or of the nonresident alien spouse, for any such taxable
year for which the election under subsection (c) applies, the provisions
of the 1954 code, the 1939 code, or any earlier Revenue Act, whichever
was applicable to such taxable year, is to apply.

For purposes of subsections (a) and (c) if the spouses have different

‘taxable years, the period for which the income of the nonresident alien

spouse is to be determined in accordance with paragraph (2) of subsec-
tion (c) is to be that period falling within 2 consecutive taxable years
of the nonresident alien spouse which coincides with the period covered
by the open taxable year of the U.S. citizen spouse.

Effect of election :

Paragraph (2) of subsection (c) contains rules for the attribution
of the community income to the respective spouses for U.S. income tax
purposes for all taxable years for which the election made under sub-
section (c) applies. In general, income which is community income
under the community property laws of the governing foreign juris-
diction is to be attributed to the respective spouses in accordance with
the rules of subsection (b), which are the rules applicable to elec-
tions under subsection (a) for taxable years beginning after De-
cember 31, 1966. However, for any ta,xal)o’le year to which the elec-
tion under subsection (c) applies, the rule of paragraph (4) of subsec-
tion (b) does not apply in the case of the election made under sub-
section (c), but instead all of the community income other than
that described in paragraphs (1), (2), and (3) of subsection (b)
is to be treated as the income of the spouse who, for such taxable
year, had a greater amount of gross income than the other. spouse,
determined by adding to the amount of the gross income which 1s sep-
arate income of the spouse under the foreign community property
laws, the amount of gross community income which is attributed to that
spouse k()g)applying the rules of paragraphs (1), (2), and (8) of sub-
section (b).

(@) T'ime for making elections; period of Umitations; etc.—Sub-
section (d) of new section 981 contains rules applicable to the making
of the elections allowed under subsection (a) and (c) and contains
special rules relating to the limitation periods on assessment, credits,
and refunds, as well as rules relating to &e running of interest on over-
payments and deficiencies. :

Time

Paragraph (1) of subsection (d) provides that the election under
subsection (a) or (c¢) may be made for a taxable year at any time
such taxable year is open, and is to be made in such manner as the
Secretary of the Treasury or his delegate prescribes by regulations.
In the case of the U.S. citizen spouse, the term “open taxa%le year”
is defined in paragraph (2) of subsection (e). :
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Ewtension of period for assessing deficiencies and making refunds
Paragraph (2) of subsection (d) provides in effect that the period
for assessing a deficiency against either spouse for any taxable year
for which an election under subsection (a) or (c) applies, and the
riod within which a claim for credit or refund of an overpayment
for such taxable year may be filed by either spouse, to the extent that

such deficiency or overpayment is attributable to such election, is not |

to expire before 1 year after the date of such election. This ex-
tension of the period of limitations applies to both spouses, since under
paragraph (2) of subsection (e), discussed below, each taxable year
of the nonresident alien spouse to which an election applies is an open
taxable year for purposes of paragraph (2) of subsection (d). %%e
extension of the period of limitations under paragraph (2) of subsec-
tion (d) does not apply to taxable years of a nonresident alien spouse
who is not required, %y reason of paragraph (3) of subsection (d), to
join in the election allowed by subsection (c).
Alien spouse need not join in subsection (c) election in certain cases
Para%faph (3) of subsection (d) provides two circumstances under
which the nonresident alien spouse referred to in subsection (a) (1)
(IC) is not required to join with the U.S. citizen spouse in making the
election allowed by subsection (¢) in order to make such election
valid. Pursuant to subsection (d)(3), the nonresident alien spouse
is not required to join in the election made under subsection (lc) by
the U.S. citizen spouse if the Secretary of the Treasury or his delegate
determines that (1) the election under subsection (¢) would not atfect
the U.S. income tax liability of the nonresident alien spouse for any
taxable year beginning before January 1, 1967, or (2) the effect of the
election on the nonresident alien s%ous‘e’s liability for U.S. income tax
for any such taxable year cannot be ascertained and that to deny the
‘election under subsection (c) to the U.S. citizen spouse for open tax-
able years beginning before January 1, 1967, would be inequitable and
cause undue hardship.

Interest :

" Paragraph (4) of subsection (d) delays the running of interest o
a deficiency or overpayment of tax attributable to the making of the
election aliowed under subsection (a) or (c), so that interest on such
a deficiency or overpayment is not to be paid or allowed for any pe-
riod before the day which is 1 year after the date of such election.
 (e) Definitions and special rules—Subsection (e) of new section
-981 contains definitions and special rules necessary for the application
of the provisions of such section.

Paragraph (1) provides that deductions allowable under the code
are to be treated in a manner consistent with the manner provided by
section 981 for the income to which such deductions relate.

Paragraph (2) defines the term “open year” as used in section 981.
Under this paragraph a taxable year of the U.S. citizen and his spouse
is to be treated as “open” if the period for assessing a definciency
against such citizen has not expired before the date of the making
of the election allowed by subsection (a) or (c), whichever applies.

'Thus, if a taxable year of a nonresident alien spouse who has joined in

"an election either ends or begins within the open taxable year of his
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U.S. citizen spouse, such taxable year of the nonresident alien spouse- -
is to be considered “open”. for purposes of subsection (d) (2), and the

eriod for assessing a deficiency for such taxable ﬁ;aal_' is not to expire.

fore 1 year after the date of such election. ‘This is true although

prior to the filing of such election, the assessment period for the tax-:
able year of the nonresident alien spouse had expired. Pa,ragragh (3?1
provides that, in those cases where one spouse is deceased and suc
spouse is required to join in making the election under subsection (a)
or (c), as the case may be, the executor, administrator, or other person
charged with the property of such decedent may join in making the.
election. Paragraph (4) provides that if one of the sponses dies, then
the taxable year of the surviving spouse is to be treated as closing on
the date of such death for the purpose of applying sections 981(a) (1)
(C) and 981 (c) (2) to such year. :

SECTION 5 OF BILL—CONTINUED

Clerical or conforming amendments
Paragraph (2) of section 5(e) of the bill adds new subpart H to the
table of subparts for part IIT of subchapter N of chapter 1 of the code.
Paragraph (8) of section 5(e) amends section 911(d) of the code
(relating to cross-references in respect of earned income from sources
without the United States) to include therein a new paragraph con-

taining a cross-reference to new section 981.
SECTION 6 OF BILL. FOREIGN TAX CREDIT

(a) Allowance of credit to certain nonresident aliens and foreign
corporations—Paragraph (1) of section 6(a) of the bill amends sub-
part A of part IIT of subchapter N of chapter 1 of the code (relating
to the foreign tax credit) by adding a new section 906 which allows
certain nonresident alien individuals and foreign corporations a credit
under section 901 for foreign income taxes. -Under present law non-
resident alien individuals and foreign corporations are not allowed a
foreign tax credit under section 901, except that a nonresident alien in-
dividual who is a bona fide resident of Puerto Rico during the entire
taxable year is allowed such a credit. The amendment is effective for
taxable years beginning after December 31, 1966.

The credit allowed pursuant to section 906 is determined in basically
the same manner as the credit would be determined if the nonresident
alien individual were a citizen of the United States, or the foreign
corporation were a domestic corporation managed and controlled in
the United States, and all of the income of such citizen or domestic
corporation consisted of the alien’s or foreign corporation’s income
which is effectively connected with the conduct of a trade or business
within the United States.

CODE SECTION 906. NONRESIDENT ALIEN INDIVIDUALS AND FOREIGﬁ
CORPORATIONS

(@) Alowance of credit—Subsection (a) of new section 906 ex-
tends the foreign tax credit allowed under section 901 of the code to
nonresident alien individuals and foreign corporations who are en-
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gaged in trade or business in the United States at any time during the
taxable year and have income for such taxable year which is effectively
connected with the conduct of a trade or business within the United

States and is subject to tax pursuant to section 871(b) or 882(a), as |

amended by the bill.

A nonresident alien individual who is a bona fide resident of Puerto
Rico during the entire taxable year; that is, an alien to whom section
876 of the code applies, is not allowed a foreign tax credit pursuant to
section 906. A citizen of a possession of the United States who is tax-
able pursuant to section 932(a) of the code, as amended by section
3(m) of the bill, in the same manner as a nonresident alien individual
is subject to tax pursuant to section 871(b), as amended by the bill,
and is allowed a foreign tax credit pursuant to section 906.

The amount of the credit under section 906 is based on the income,
war profits, and excess profits taxes, and taxes included in the term
“income, war profits, an(ip excess profits taxes” by reason of section 903
of the code, paid or accrued during the taxable year to a foreign coun-
try or possession of the United States on or with respect to income
which is effectively connected with the conduct of a trade or business
within the United States. The credit is also allowed with respect to
such foreign taxes which are deemed paid or accrued during the taxable
year under section 902 of the code if the dividends received upon which
the section 902 credit is based are effectively connected with the conduct
of a trade or business within the United States by the recipient of the
dividends. ’

(b) Special rules—Subsection (b) of section 906 contains special
rules concerning the allowance of the foreign tax credit to nonresident
alien individuals and foreign corporations pursuant to section 906.
It also provides a rule for determining the amount of foreign income
taxes for which such persons may claim a deduction in determining
the' taxable income which, pursuant to amended section 871(b) or
882 (a), is subject to the tax 1mposed by section 1 or 11. This subsec-
tion does not apply to a nonresident alien individual to whom section
876 of the code applies."

Foreign taxes for which credit or deduction is not allowed

Paragraph (1) of section 906 (b) provides that a credit against tax,
or a deduction from gross income under amended section 873(a) or
882(a) (1) (A), is not to be allowed for income, war profits, or excess
profits taxes paid or accrued to a foreign country or possession of
the United States on income which is effectively connected with the
conduct of a trade or business within the United States if the taxes
so imposed are imposed solely by reason of the fact that the nonresi-
dent alien individual is a citizen or resident of that country or posses-
sion or that the foreign corporation is created or organized under the
iiw of that country or possession or has its domicile for tax purposes

ere. : :

This provision, in effect, requires that the taxes paid or accrued to
a foreign country or possession which taxes the worldwide income of
the alien individual or foreign corporation be disregarded for pur-
poses of the foreign tax credit, or of the deduction under section 873 (a)
or 882(c) (1) (A), if such country or possession would not have taxed
such income (1) had the alien individual been a citizen and resident
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} of another country or (2) had the foreign corporation been created
or organized under the law of another country and had its domicile in
another country. In applying section 906 (b) (1) to any foreign coun-
try or possession of the United States the laws of such country or
possession are to be used for purposes of determining whether an in-
dividual is a resident of, or a corporation is domiciled for tax purposes
in, such country or possession.

The amount of the foreign taxes which is to be taken into account
for purposes of section 906(a), 873(a), or 882(c) (1) (A) is, if such

, amount cannot otherwise be specifically allocated to an item or class
of income, generally to be that amount which bears the same ratio to
the total income taxes payable to the foreign country of residence or
domicile as the taxable income which is effectively connected with the
conduct of a trade or business within the United States and is taxable
by that foreign country for reasons other than the residence of the
individual, or the domicile of the foreign corporation, therein bears
to the total taxable income of such individual or corporation from all
sources. :

The application of section 906(b) (1) ‘may be illustrated by the
following example:

Laample

M, a corporation or%)anized under the law of foreign country Z,
is engaged in trade or business within the United States during the
taxable year through an office located in the United States. Upon
the basis of the facts assumed, M Corporation is allowed to take into
account under section 906(b) (1) in determining the credit against
tax, or its deductions from income, the following amounts of foreign
income taxes: _
Gross income (all effectively connected with the conduct of a trade or
business within the United States) having the following source under
the laws of the United States:

Sources within United States : $50. 00
Sources within country Y 50. 00

Total gross income. 100. 00
Deductions allowable under the laws of the United States and country Z__ 25.00
«Country Y tax for purposes of sec. 906(a) or 882(c), assuming a 30-per-

cent rate on gross income from Y sources ($50 times 30 percent) ._____ 15. 00
Country Z tax imposed at a 50-percent rate on $75 taxable income of M

corporation solely because M corporation is created under the law of

country Z 37.50
‘Total foreign income taxes taken into account for purposes of the foreign

tax credit under sec. 906 (a), or for purposes of deductions allowable

under sec. 882(¢) (country Y tax) 15. 00

Limitation on amount of credit

Paragraph (2) of section 906 (b) provides in effect that, in deterimin-
ing under section 904 of the code the maximum foreign tax credit allow-
able (pursuant to section 906 (a) ) for any taxable year, (1) the taxable
income from sources within a foreign country or possession for pur-
poses of section 904 (a) (1) is to be only the taxable income from such
sources which is effectively connected with the conduct of a trade or
business within the United States, (2) the taxable income from sources
without the United States for purposes of section 904(a) (2) is to be
only the taxable income from sources without the United States which
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is effectively connected with the conduct of a trade or business within
the United States, and (3) the entire taxable income for purposes of
section 904(a) is to be only the taxpayer’s total taxable income which
is subject to tax for the taxable year pursuant to section 871(b) or
882(a), as amended by the bill. None of the income for the taxable
year which is subject to the tax imposed by section 871(a) or 881, as
amended by the bill, is to be taken into account for purposes of apply-
ing section 904. Inapplying the provisions of section 904 to the credit
allowable pursuant to section 906, no amount of excess tax paid may -
be carried from or to any taxable year beginning before January 1, |
1967, and no such taxable year is to be taken into account. The appli-
cation of section 906(b)(2) may be illustrated by the following
~example: .-

Example

The facts are the same as those given in the example illustrating
the provisions of paragraph (1) of section 906 (b). Foreign coun-
try Z does not allow a credit against its tax for the amount of the
Uhited States income tax. Assuming that M corporation has elected
to take a foreign tax credit and apply the overall limitation of sec-
tion 904(a) (2), the limitation on the amount of the credit allowed
pursuant to section 906 for the taxable year is determined as follows:

Gross income for purposes of U.S. tax $100. 00
Deductions allowable under sec. 882(c) 25. 060

Taxable income for purposes of sec. 882(a) 75; 00
Taxable income from sources without the United States, pro rata alloca-
tion of deductions being assumed (875 times $50/$100) ———eeoee—  37. 50

U.S. tax under sec, 882(a) before foreign tax credit (surtax exemption

under sec. 11(d) of the code being disregarded for simplification)

($75 times 48 percent) 36.00
Limitation on foreign tax credit: $36 times $37.50/875 equals $18, but

not to exceed creditable tax of $15

U.S. tax payable 21. 00
T o against which credit may be taken

Paragraph (3) of section 906(b) provides that the credit allowed
pursuant to section 906 (a) is to be allowed only against the U.S. tax
imposed pursuant to amended section 871(b) or 882(a) on the taxable
income which is effectively connected with the conduct of a trade or
business within the United States. For example, if in the above ex-
ample under section 906(b) (1), M Corporation had any income from
" sources within the United States for the taxable year which was not
effectively connected with the conduct of a trade or business within
the United States and was subject to the tax imposed under amended
secion 881 (a), such tax could not be reduced by the credit allowed pur-
suant to section 906 (a) and such tax (and income) could not be taken
into account in determining the limitation provided in section 904(a).
on the amount of the foreign tax credit allowable for the taxable

year against the tax imposed pursuant to amended section 882 ().

Treatment as a domestic corporation

Paragraph (4) of section 906(b) provides that, for purposes of
sections 902(a) and 78 of the code, a foreign corporation receiving
dividends described in section 902(a) is to be treated as a domestic
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corporation if for the taxable year such corporation chooses the bene-
fits of the foreign tax credit allowable pursuant to section 906(a).
Pursuant to the provisions of paragraph (4) the benefits of section
902 with respect to the dividends received are allowed to foreign cor-
porations choosing to take the foreign tax credit under section 901,
and the gross-up requirement of section 78 is madeé applicable with
respect to the taxes deemed paid under section 902(a) (11; by reason of
such credit. These provisions apply, however, only if the dividends
which are described in section 902(a) and received by the foreign
corporation which is subject to the tax imposed pursuant to amended
section 882(a) are effectively connected with the conduct of a trade or
business within the United States by such recipient foreign corporation.

In applying section 902(a) to such foreign corporation owning at
least 10 gercent of the voting stock of the foreign corporation paying
the dividends, the foreign corporation paying the dividends will be
deemed under section 902(b) to have paid foreign income taxes by
reason of the receipt of any dividends ¥rom another foreign corpora-
tion 50 percent or more of whose voting stock it owns. It is not neces-
sary to make any determination as to whether the dividends paid by
such other foreign corporation are effectively connected with the con-
duct of a trade or business within the United States.

SECTION 6 OF BILL—CONTINUED

Clerical or conforming amendments g

Para,%'raph (2) of section 6(a) of the bill adds new section 906 to
the table of sections for subpart A of part III of subchapter N of
chapter 1. :

Paragraph (3) of section 6(a) makes a conforming amendment in
section 874(c) of the code (relating to the allowance of the foreign
tax credit to nonresident alien individuals). Under existing section
874(c) a nonresident alien individual who 1s not described in section
876 of the code is never allowed the foreign tax credit under section 901.

Paragraph (4) of section 6 (a) amends subsection (b) of section
901 of the code (relating to the amount allowed as a credit) by redes-
ignating paragraph (4) as paragraph (5) and by inserting a new
paragraph (4) which provides that the amount of the foreign tax
credit allowed under section 901(a) in the case of a nonresident alien
individual not described in section 876 of the code or of a foreign
corporation is to be determined under new section 906. Since a
nonresident alien individual who is a bona fide resident of Puerto Rico
during the entire taxable year is, by reason of section 876, not subject
to the tax imposed pursuant to section 871(b), such alien’s foreign
tax credit is not determined pursuant to new section 906. The credit
against tax allowed in the case of such an alien described in section
87?1 is the amount allowed under existing section 901(b) (3) of the
code. o

Paragraph (5) of section 6(a) makes a conforming amendment in
paragraph (5) of section 901 (b), as soredesignated. :
E'ffective date :

Paragraph (6) of section 6(a) provides that the amendments made

by section 6(a) are to apply with respect to taxable years beginning
after December 31, 1966. This paragraph also provides that, in ap-
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plying section 904 with respect to the credit allowed pursuant to
section 906, no excess tax may be carried from or to any taxable year
beginning before January 1, 1967. Thus, in determining under sec-
tion 906 foreign income taxes paid or accrued for a taxable year be-
ginning after December 31, 1966, no taxes are to be deemed paid or ac-
crued for such year by reason of a carryover under section 904 (d)
or (e) from any taxable year beginning before January 1, 1967.
Moreover, if in applying section 906 for any taxable year beginnin,

after December 31, 1966, the foreign income taxes paid or accrueg
for such year with respect to income effectively connected with the
conduct of a trade or business within the United States exceed the
applicable limitation under section 904(a) with respect to the tax
‘imposed pursuant to amended section 871(b) or 882(a), none of such
excess taxes may be carried back and deemed paid or accrued in any
taxable year beginnning before January 1, 1967. Computations in
respect of a taxable year beginning before January 1, 1967, are
in no way to serve to reduce a carryback or a carryover from a taxable
year beginning after December 381, 1966, in respect of the foreign
income taxes allowable as a credit pursuant to section 906 (a). ‘

(b) Alien residents of the United States or Puerto Rico—Subsec-
tion (b) of section 6 of the bill provides for the elimination, subject
to specified safeguards, of the so-called similar credit requirement in
respect of the income tax credit allowed by reason of section 901 (b) (3)
of the code for certain foreign income taxes and in respect of the
estate tax credit allowed by reason of section 2014 (a) of the code for
certain foreign death taxes.

Under existing section 901(b) (3) an alien individual who is a
resident of the United States or who is a bona fide resident of Puerto
Rico for the entire taxable year-is allowed the credit under section 901
for income, war profits, and excess profits taxes paid or accrued to
any foreign country, only if the foreign country of which such alien
is a citizen or subject provides a similar credit to citizens of the U.S.
resident in the country of which such alien is a citizen or subject.

Under existing section 2014(a) the estate of a decedent who was
not a citizen of the United States but was a resident thereof is allowed
the credit under section 2014 for estate, inheritance, legacy, or suc-
cession taxes paid to any foreign country, only if the foreign country
of which such decedent was a citizen or subject provides a similar
credit to the estate of a citizen of the United States resident at the
time of death in the country of which such alien was a citizen or
subject.

Deletion of the similar credit requirement in case of income taxes
Paragraph (1) of section 6(b) of the bill deletes the similar credit
requirement now contained in section 901(b) (8) of the code. Para-
graph (2) of section 6(b) makes existing subsections (¢) and (d) of
section 901 subsections (d) and (e) and adds a new subsection (c).
New subsection (e) provides that the President may reinstate such
similar credit requirement if certain findings are made. The findings
required to be made by the President as a prerequisite to the reinstate-
ment of such similar credit requirement are substantially the same as
those required as a prerequisite for the reinstatement of pre-1967 in-
come tax law under the authority of section 896, as added by section
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5(b) of the bill. These amendments are effective for taxable years
beginning after December 31, 1966.

The President is to proclaim the application of the similar credit -
requirement. with respect to resident alien individuals who are citi-
zens or subjects of a (farticula,r foreign country if he finds (1) that
ssuch foreign country does not allow a similar credit to citizens of the
United States resident in such foreign country; (2) that such foreign
ccountry, after being requested by the United States, has not acted to
provide a similar credit to such citizens of the United States; and
(3) that it is in the public interest to allow the credit under section
901 (b) (3) to citizens or subjects of such foreign country only on a
reciprocal basis. For taxable years beginning while the President’s
proclamation is in effect, the credit under section 901(b) (8) is to be
allowed to citizens or subjects of the foreign country with respect to
which the proclamation is issued only if a similar credit is provided by
such country to citizens of the United States resident in such country.

Deletion of the similar credit requirement in case of death taxes

Paragraph (8) of section 6(b) of the bill amends section 2014 (a)
of the code (relating to credit for foreign death taxes) by deleting
the similar credit requirement contained therein and by adding a new
subsection (h) authorizing the President to reinstate the similar credit
requirement under prescribed conditions. The amendment is appli-

_cable to estates of decedents dying after the date of the enactment of
the bill. The provisions of new subsection (h) are essentially similar
to the provisions of new subsection (c) of section 901, as added by
paragraph (2) of section 6(b), except that new subsection (h) ap-
plies to the Federal estate tax.

E'ffective dates : :

Paragraph (4) of section 6(b) provides that the amendments made
by subsection (b) of section 6, other than by paragraph (3), apply
with respect to taxable years beginning after December 31, 1966. The
amendment made by paragraph (3) applies with respect to estates of
decedents dying after the date of the enactment of the bill.

(¢) Foreign tax credit in case of certain overseas operations fund-
ing subsidiaries—Subsection (c) of section 6 of the bill amends
section 904 (f) of the code (relating to the application of limitations
on the foreign tax credit in the case of certain interest income). In
general, section 904(f) presently provides that, in determining the
limitation on the amount of the foreign tax credit under section 904,
interest from foreign sources is to be treated separately from other
income from foreign sources and the per-country limitation is to be
applied in computing the limitation on the foreign tax credit in the
case of such interest. Paragraph (2) of subsection (f), which de-
scribes the interest to which subsection (f) applies, excepts from the
application of that subsection: (1) Interest derived from any transac-
tions, directly related to the active conduct of a trade or business in a
foreign country or U.S. possession; (2) interest derived in the conduct
of a banking, financing, or similar business (such as an insurance
company business) ; (8) interest received from a corporation in which
the taxpayer owns at least 10 percent of the voting stock; and (4)
interest received on obligations acquired as the result of disposition
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of a trade or business actively conducted by a taxpayer in a foreign
country or as a result of a disposition of stock or obligations of a
corporation in which the taxpayer owns at least 10 percent of the
voting stock. Paragraph (1) of subsection (¢) amends paragraph (2)
of section 904(f) by adding a new subparagraph (E) which excepts
from the apg}i;:ation of section 904 (f) interest received by an overseas
operations ding subsidiary on obligations of a related foreign
corporation.

efinitions necessary for the application of the new subparagraph
(E) are contained in a new paragraph ( 5% of section 904 (f), as added
by paragraph (2) of subsection g:). ubparagraph (A) of new
paragraph (5) defines the term “overseas operations funding subsid-
lary” to mean a domestic corporation which is a member of an af-
filiated group of corporations within the meaning of section 1504 of
the code (other than the common parent corporation of such affiliated
group) and which was formed, and is availed of, for the principal -
purpose of raising funds outside the United States through public
offerings to foreign persons and of using such funds to finance the op-
erations in foreign countries of one or more related foreign corpora-
tions. For purposes of applying subparagraph (A), a foreign person
is a person who is not a U.S. person within the meaning of section
7701 (a) (30) of the code. Fundsarenot tobe considered to be raised in
the United States merely because negotiations essential to the raising
of such funds have occurred, in whole or in part, in the United States.

In determining for purposes of new subparagraph (E) of section.
904 (f) (2) whether interest paid to a domestic corporation which is
an overseas operations funding subsidiary is paid on obligations of a
related foreign corporation and whether. such domestic subsidiary
corporation’s activities meet the principal purpose test of subpara-
graph (A) of new section 904(f) (5), the term “related foreign cor-
poration”, as defined in subparagraph (B) of new section 904%?) (5),
means a foreign corporation of which an aggregate of 50 percent or
more of the voting stock is owned either directly by members of the
affiliated group of which such domestic subsidiary corporation is a
member or indirectly by such member corporations through owner-
ship of the voting stock of a single other foreign corporation. Thus,
for example, if the members of the affiliated group together own
directly 100 percent of the voting stock of foreign corporation N and
foreign corporation N in turn owns directly 50 percent or more of the
voting stock of foreign corporation M, then foreign corporation M is
‘a related foreign corporation with respect to a domestic corporation
which is an overseas operations funding subsidiary and a member of
such affiliated group. However, if in turn foreign corporation M owns
directly 100 percent of the voting stock of foreign corporation R,
foreign corporation R is not a related foreign corporation with respect
to such overseas operations funding subsidiary.

‘Where the members of the affiliated group so own stock in a for-
eign corporation indirectly through separate other foreign corpora-
tions, the aggregate indirect ownership is to be taken into account for
determining whether the 50-percent ownership test of subparagraph
(B) of new section 904 (f) (5) is met.

Paragraph (3) of subsection (¢) provides that the amendments
made by paragraphs (1) and (2) of subsection (¢) are to be effective
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with respect to interest received by a domestic corporation after
]iecexélber 31, 1965, in taxable years of such recipient ending after
that date.

- 8ECTION 7 OF BILL. AMENDMENT TO PRESERVE EXISTING LAW ON DEDUC-
TIONS UNDER SECTION 931

() Deductions.—Subsection (a) of section 7 of the bill amends
section 931(d) of the code (relating to deductions available to U.S.
citizens and domestic corporations entitled to the benefits of sec. 931)
in order to preserve existing law for determining the taxable income
of such persons. Section 931(d), as so amended, adopts the provisions
of subsections (a), (b), (c), and (e) of existing section 873 of the
code and paragraphs (2) and (3) of existing section 882(c) of the
code, except that under amended section 931 ?f) (2) (c) the individual
is allowed a deduction for contributions or gifts to or for a trust
described in section 170(c) ¢2). This is consistent with the change
made in paragraph (2) of section 873(b), as amended by section 3(c)
of the bill.

(8) Effective date.—Subsection (b) of section 7 of the bill provides
that the amendment made by section (a) applies with respect to taxa-
ble years beginning after December 81, 1966.

SECTION 8 OF THE BILL; ESTATES OF NONRESIDENTS NOT CITIZENS

(@) Rate of taz—Subsection (a) of section 8 of the bill strikes out
subsection (a) of section 2101 of the code (relating to tax imposed in
case of estates of nonresidents not citizens) and substitutes in its place
a new subsection (a).

Under present subsection (a) of section 2101, the taxable estate of a
nonresident not a citizen of the United States is subject to the tax com-
puted in accordance with the table of rates contained in section 2001,
which is the tax table used in computing the tax on estates of citizens
or residents of the United States. These rates begin at 8 percent on
the first $5,000 of a taxable estate and reach a maximum of% percent
on that part of a taxable estate in excess of $10 million.

New subsection (a) of section 2101 contains a separate tax table of
lower rates, ranging from 5 percent on the first $100,000 of a taxable
estate to a maximum rate of 25 percent on that part of a taxable estate
in excess of $2 million.
~ The new subsection applies to estates of nonresidents not citizens,
including certain citizens of the United States who were residents of
a possession of the United States and who are considered nonresidents
not citizens under section 2209 of the code, who die after the date of
enactment of the bill.

(0) Credits against tax.—Subsection (b) of section 8 of the bill
amends section 2102 of the code (relating to credits allowed against
estate tax). This amended section retains existing law in subsection
(a), which provides that the estate tax imposed on the estate of a non-
resident not a citizen of the United States is to be reduced by the
credits prescribed in sections 2011 to 2013, inclusive, relating to State
death taxes, gift tax, and estate tax on prior transfers, respectively.
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New subsection (b) of section 2102 provides a special limitation on:

the allowance of the credit provided by section 2011, relating to State:

death taxes. Under this special limitation, the maximum credit allow--
able for State death taxes is the amount which bears the same ratio to

the maximum credit computed as provided in section 2011(b) as the

value of the property (determined at the date of death or as provided

in sec. 2032 of the code) upon which a State death tax was actually -

paid and which is included in the gross estate under section 2103 bears
to the value of the total gross estate under section 2103. _

(¢) Property within the United States—Subsection (c) of section
8 of the bill amends section 2104 of the code (relating to property
within the United States) by adding at the end thereof a new subsec-
tion (¢) (relating to debt obligations).

Section 2108 provides that the value of the gross estate of every
decedent nonresident not a citizen of the United States consists only of
the value of that portion of the property otherwise includible in his
gross estate which at the time of his death is situated in the United

States. In the regulations under existing section 2104 of the code:

a debt obligation the written evidence of which is treated as being the
property itself (e.g., 2 bond) is considered to be situated in the United
States only if the written evidence is located within the United States.
Under existing section 2105(b) of the code deposits in the United
States with any person carrying on the banking business are considered
situated within the United States only if the decedent was engaged
in business in the United States at the time of his death. Any other
debt obligation the written evidence of which is not treated as the:
property itself is considered, in the regulations under section 2104,
to be situated within the United States if issued by or enforceable

against a resident of the United States or a domestic corporation or-

governmental unit.

New subsection (c) of section 2104 provides that, with one exception,
a debt obligation owned by a nonresident not a citizen of the United
States is to be considered property within the United States, and thus

includible in the gross estate of such a decedent, if the primary obligor-

with respect to such debt obligation is any of the following:
(1) A U.S. person (as defined in sec. 7701(a) (30)), or
(2) The United States, a State or any political subdivision
thereof, or the District of Columbia. ;
This rule applies whether or not the written evidence of the debt
obligation is treated as being the property itself. Except as provided
in section 2105(b) (relating to deposits with a foreign branch of a
domestic corporation), as amended by section 8(d) of the bill, this
rule also applies in the case of bank deposits. Currency is not a debt
obligation for purposes of subsection (c¢). The one exception to the
rule is that a debt obligation of a domestic corporation is not to be
treated as property within the United States when owned by a non--
resident not a citizen in a case where any interest on such obligation,
if it were received by the decedent at the time of his death, would be
treated by reason of the application of section 861(a) (1) (B) of the
code as income from sources without the United States. .
This exception applies whether or not interest is in fact paid on
the obligation. Debt obligations of obligors not described in section
2104 (c) (1) and (2), as added by this subsection, are not to be deemed
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property within the United States even though there is located in the
United States the written evidence of such obligation which is treated
as being the property itself.

(@) Property without the United States—Subsection (b) of section
- section 2105 presently provides that, in the case of estates of non-
residents not citizens of the United States who were not engaged in
business in the United States at the time of death, any moneys de-
posited by or for such decedents with any person carrying on the
banking business shall be considered to be property outside the United
States (and thus not includible in the gross estates of such decedents).

Subsection (d) of section 8 of the bill deletes subsection (b) of
section 2105 and inserts a new subsection (b) which provides that
deposits with a foreign branch of a domestic corporation shall be
considered to be property outside the United States if such branch
is engaged in the commercial banking business. . The new provision
applies whether or not the decedent was engaged in business in the

nited States at the time of his death, and whether or not the deposits,
upon withdrawal, are payable in U.S. dollars. .

Any bank deposit made by or for a nonresident not a citizen

of the United States with a U.S. person, other than a deposit to
‘which new subsection (b) of section 2105 applies, is considered under
new subsection (c) of section 2104 to be property within the United
States, if such deposit is not a debt obligation to which the last sen-
tence of subsection (c¢) of section 2104 applies.
(&) Definition of taxable estate—Subsection (e) of section 8 of the
bill amends paragraph (8) of section 2106 (a) of the code (relating to
the deduction of an exemption from the gross estate of nonresidents
‘not citizens of the United States).

Subparagraph (A) of this amended paragraph raises the exemption
allowed in respect of the estate of a nonresident not a citizen of the
United States from the existing $2,000 to $30,000. Subparagraph
(B) provides that, in the case of decedents who were citizens of the
United States and residents of a possession of the United States at the
time of death but who are considered nonresidents not citizens of the
United States by reason of section 2209, the exemption is to be the
greater of either $30,000 or that proportion of the exemption (now
$60,000) authorized by section 2052 (relating to the exemption al-
lowed in respect of estates of decedent citizens or residents of the
United States) 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.

If under an applicable estate tax convention to which the United
States is a party the estate tax exemption in the case of a nonresident
decedent not a citizen of the United States is in excess of $30,000, such
treaty exemption is to apply for purpose of determining the tax
imposed by section 2101, as amended by section 8(a) of the %ill, or by
section 2107, as added by section 8(f) of:the bill.

(f) Special methods of computing tax.—Subsection (f) of section 8
of the bill amends subchapter B of chapter 11 of the code (relating to
estates of nonresidents not citizens) by adding new sections 2107
(relating to expatriation to avoid tax) and 2108 (relating to appli-
cation of pre-1967 estate tax provisions). These new sections apply
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with respect to estates of decedents dying after the date of the enact-
ment of the bill.

CODE SECTION 2107. EXPATRIATION TO AVOID TAX

(a) Rate of tax—New section 2107 provides a special tax computa-
tion for the estates of decedent nonresidents not citizens of the United
States, who lost U.S. citizenship after March 8, 1965, and within 10
years of death, and who had as a principal purpose for such loss the
avoidance of U.S. income, estate, or gift tax. Subsection (a) of such
section provides that the taxable estate of such a decedent shall be sub-
ject to tax at the rates set out in section 2001, which are the rates used in
the case of estates of U.S. citizens or residents. For this purpose, the
taxable estate is determined as provided in section 2106 in the same
manner as that provided for in the case of any other decedent nonresi-
dent not a citizen of the United States, except that in determining such
taxable estate the gross estate of such a decedent also includes, under
subsection (b) of section 2107, a proportion of the fair market value
of any stock owned by the decedent in a-foreign corporation, if the
corporation was controlled by the decedent and had assets situated
in the United States.

(5) Gross estate—Subsection (b) of section 2107 provides that as a
general rule the gross estate of a decedent to whom subsection (a) of
section 2107 applies is determined as provided in section 2103 with re-
spect to the estate of any other decedent nonresident not a citizen of
the United States. Subsection (b) also provides an exception to this
general rule which is designed to prevent a decedent to whom sub-
section (a) of section 2107 applies from avoiding Federal estate tax by
transferring to a foreign corporation under his control property which
would otherwise be includible in his gross estate for Federal estate tax

urposes if such property had not been transferred to such corporation.

or purposes of the application of this exception, such a decedent is
considered to have been in control of a foreigh corporation at the
time of his death if the tests set out in paragraphs (1) and (2) of sub-
section (b) areboth met.

The test contained in paragraph (1) is that the decedent must have
owned, at the time of his death, either directly or indirectly (within
the meaning of sec. 958 (a) of the code and the regulations thereunder)
through certain foreign entities, at least 10 percent of the total com-
bined voting power of all classes of stock entitled to vote of the
foreign corporation.

The test contained in paragraph (2) is that the total of the stock
which the decedent owned, either directly or indirectly as described in

aragraph (1), and the stock which he was considered to have owned

y applying any applicable constructive ownership rules of section
958(b), at the time of his death, must have constituted more than 50
percent of the total combined voting power of all classes of stock en-
titled to vote of the foreign corporation. For purposes of this sub-
section (b) the decedent is treated as owning stock of a foreign corpora-
tion at the time of his death if, at the time of a transfer (by trust or
otherwise) within the meaning of section 2035, 2036, 2037, or 2038 of the
code, he owned such stock. The same shares of stock may not be
counted more than once in determining whether or not the 50-percent
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test contained in paragraph (2) is met, even though the decedent
both is treated as having owned the shares 8Withjn the meaning of this
subsection without reference to sec. 958(b)) and is considered to have
owned the shares by applying the constructive ownership rules of
section 958 (b) ; as, for example, in a case where the decedent had given
the shares to his wife in contemplation of death. )

If the ownership tests of paragraphs (1) and (2) of subsection (b)
are both met, the gross estate of the decedent is to include, in addition
to items includible therein under section 2103 of the code, that propor-
tion of the fair market value of the stock of the foreign corporation
owned by the decedent, at the time of his death, which the fair market
value of any assets owned by the foreign corporation and situated in
the United States at the time of his death bears to the fair market
value of all of the corporation’s assets, wherever situated, at such time.
The fair market value of assets, wherever situated, of the foreign cor-
Foration shall be determined without reduction for any outstandmg
iabilities of such corporation. The alternate valuation date provide
by section 2032 of the code may be used in determining the value of
the gross estate under subsection (b) of section 2107, but the owner-
ship tests of paragraphs (1) and (2) of such subsection must be deter-
mined solely by reference to the time of death. I

The application of the provisions of subsection (b) of section 2107
isillustrated by the following example. :
. Ezample—H, a nonresident decedent to whom section 2107 applies,

owned stock worth $50,000 which constituted 40 percent of the total
combined voting power of all classes of stock entitled to vote of
foreign corporation M. W, his wife, owned stock constituting 20
percent of the combined voting power. H transferred all of his stock
i M corporation to W in contemplation of death within the meaning
of section 2035. At the time of H’s death, 30 percent of the fair
market value of the assets of the corporation were situated within the
United States. The test of paragraph (1) is met since H “owned”
(within the meaning of that paragraph) 40 percent of the combined
voting power at the time of his death, and the test of paragraph (2)
is met since, under that paragraph, H is treated as having owned 60
percent of the combined voting power (having constructive ownership
of his wife’s 20 percent of combined voting power, in addition to his
own 40 percent of such power) at the time of his death. Accordingly,
an amount equal to 30 percent (the percentage of the fair market value
of the corporation’s assets which were situated within the United
States at H’s death) of $50,000 (the fair market value of the stock
“owned” by H), or $15,000, is included in H’s gross estate.

(¢) Credits.—Subsection (c) of section 2107 provides that in com-

Suting the Federal estate tax on the transfer of the taxable estate of a

ecedent nonresident not a citizen of the United States which is subject
to tax under the provisions of subsection (a), credits against the tax
are to be allowed in accordance with the provisions of section 2102,
as amended by section 8(b) of the bill, for State death taxes, gift tax,
and estate tax on prior transfers. In applying section 2102(b) for
this purpose the gross estate is to be determined in the manner pro-
vided by subsection (b) of section 2107. .

(@) E'zception for loss of citizenship for certain causes.—Subsection
(d) of section 2107 provides that the provisions of subsection (a) of
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such section are not to apply to the transfer of the estate of a decedent
whose loss of U.S. citizenship resulted from the application of section
301(b), 350, or 855 of the Immigration and Nationality Act, as
amended. These sections are discussed in connection with section
877(d), as added by section 3(e) of the bill.

(e) Burden of proof —Subsection (e) of section 2107 provides that,
in determining whether a principal purpose for the loss of United
States citizenship by an expatriate was the avoidance of U.S. income,
estate, or gift taxes, the Secretary of the Treasury or his delegate must
first establish that it is reasonable to believe that the decedent’s loss of
U.S. citizenship would, but for section 2107, substantially reduce his
combined Federal and foreign death taxes (including death taxes im-
posed by political subdivisions of foreign countries). In the absence of
complete factual information, the Secretary or his delegate may make a
determination, based on the information available, that the decedent’s
loss of U.S. citizenship would, but for section 2107, substantially reduce
his combined Federal and foreign death taxes. Such tentative deter-
mination is to be sufficient to establish that it is reasonable to so believe,
in the absence of a showing by the executor of the decedent’s estate of
the actual reduction in such taxes resulting from the decedent’s loss
of U.S. citizenship.

Such tentative setermination may be based upon the fact that the
laws of the country of which the decedent became a citizen and the laws
of the country of which the decedent was a resident (including the
laws of the political subdivisions of such countries) would ordinarily
result, in the case of an estate of a person of the decedent’s citizenship-
and residence, in liability for death taxes substantially lower than
the amount of tax imposed by subchapter A of chapter 11 of the code
" on estates of citizens of the United States.

Once the Secretary of the Treasury or his delegate has established
that it is reasonable to believe that the decedent’s loss of U.S. citizenship
would, but for section 2107, substantially reduce his combined Federal
and foreign death taxes, the executor of the decedent’s estate must show
that such loss did not have for one of its principal purposes the avoid-
ance of U.S. income, estate, or gift taxes.

SECTION 8 OF BILL—CONTINUED

CODE SECTION 2108. ~APPLICATION OF PRE-1967 ESTATE TAX PROVISIONS

(@) Imposition of more burdensome tax by foreign country—Sub-
section (a) of section 2108 provides that whenever the President finds
that (1) the tax system of any foreign country (including the tax
systems of its political subdivisions) imposes a more burdensome tax
on the transfer of estates of decedents who were United States citizens
not residents of that country than the tax imposed by subchapter B of
chapter 11 of the code, as amended (exclusive of this section), on the
transfer of estates of decedents who were residents of such foreign
country; (2) that such country has not revised or reduced its tax,
when requested by the United States to do so, to make it no more
burdensome than such U.S. tax; and (3) that it is in the public in-
terest to apply pre-1967 estate tax provisions to estates of residents
of such country who were not citizens or residents of the United
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States; then the President is to proclaim that the tax on estates of such
residents of such foreign country who die after the date of such proc-
lamation is to be determined under subchapter B of chapter 11 with-
.out regard to amendments made to sections 2101, 2102, 2106, and 6018
-on or after the date of enactment of the bill. . ,

(b) Alleviation of more burdensome tax.—Subsection (b) of section
2108 provides that, whenever the President finds that the laws of any
foreign country with respect to which the President has made a procla-
mation 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 subchapter B of chapter 11, he is to proclaim
that the tax on the transfer of the estates of residents of such foreign
country (not citizens of the United States) dying after the date of
such proclamation of revocation is to be determined under subchapter
B without regard to subsection (a) of section 2108.

(e) -Notification of Congress required.—Subsection (c) of section
2108 provides that neither the proclamation authorized by subsection
(2) nor that authorized by sugsection ‘(b) is to be issued unless, at
least 30 days prior to such proclamation, the President has notified
Congress ofy his intention to make such proclamation.

(d) Implementation by regulations.—Subsection (d) of section
2108 provides that the Secretary of the Treasury or his delegate is to
prescribe such regulations as may be necessary or appropriate to imple-
ment section 2108.

SECTION 8 OF BILL—CONTINUED

(g) Estate tax returns—Subsection (g) of section 8 of the bill con-
forms paragraph (2) of section 6018(a) of the code (relating to estate
tax returns of estates of nonresidents not citizens) to the amendment
made by subsection (e) of section 8 of the bill by striking out “$2,000”
and inserting in lieu thereof “$30,000”. The effect of amended para-
graph (2) is to require an estate tax return in the case of a nonresident
not a citizen of the United States only if that part of his gross estate
which is situated in the United States exceeds $30,000.

(h) Olerical amendment.—Subsection (h) of section 8 of the bill
amends the table of sections for subchapter B of chapter 11 of the
«code to include new sections 2107 and 2108 of the code, as added by
section 8(f) of the bill.

(¢) Effective date—Subsection (i) of section 8 of the bill provides
that the amendments made by such section is to apply with respect
to estates of decedents dying after the date of the enactment of the bill.

SECTION 9 OF BILL. GIFT TAX OF NONRESIDENTS NOT CITIZENS

(@) Imposition of tax.—Subsection (a) of section 9 of the bill strikes
out subsection (a) of section 2501 of the code and inserts in its place
a new subsection (a). Existing subsection (a) of section 2501 of the
code provides that a tax, computed as provided in section 2502, is im-
posed on the transfer of property by gift by any individual, whether
resident or nonresident, except transfers of intangible property by a
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nonresident not a citizen of the United States who was not engaged in
business in the United States during the calendar year of the gift.

Paragraph (1) of new section 2501(a) provides that a tax, com-
puted as provided in section 2502, shall be imposed on the transfer of
property by gift by any individual, whether resident or nonresident.

Paragraph (2) contains an exception to paragraph (1) by pro-
viding that no gift tax shall be imposed on the tra.nsgar of intangible
property by gift by any nonresident not a citizen of the United States.
This exception applies whether or not the nonresident is engaged in
business in the United States during the calendar year and even though
the property is situated in the United States.

Paragraph (3) withdraws the exception contained in paragraph (2)
in the case of gifts by an expatriate who lost U.S. citizenship (other
than as a result of the application of sec. 301(b), 850, or 355 of the
Immigration and Nationality Act) after March 8, 1965, and within
the 10-year period ending with the date of transfer if such loss of
U.S. citizenship had for one of its principal purposes the avoidance of
U.S. income, estate, or gift tax. chor ingly, 1n the case of such an
expatriate, the tax provided in section 2502 1s imposed on the transfer
of intangible property by gift (subject to the limitation with respect
to situs contained in sec. 9511 (a) of the code). The tax will be imposed
in such case irrespective of whether the donor is engaged in business
in the United States during the calendar year. Sections 301(b), 350,
and 355 of the Immigration and Nationality Act are discussed in con-
nection with section 877(d), as added by section 3(e) of the bill.

Paragraph (4) provides that, in determining whether a principal
purpose for the loss of U.S. citizenship by an expatriate donor was
the avoidance of U.S. income, estate, or gift tax, the Secretary of the
Treasury or his delegate must first establish that it is reasonable to
believe that the donor’s loss of U.S. citizenship would, but for para-
graph (3) of this subsection, result in a substantial reduction in his
combined Federal and foreign gift taxes for the calendar year.

In the absence of complete factual information, the Secretary or
his delegate may make a tentative determination, based on the infor-
mation available, that the decedent’s loss of U.S. citizenship would, but
for paragraph (3) of this subsection, substantially reduce his combined
Tederal and foreign gift taxes for the calendar year. Such tentative
determination shall be sufficient to establish that it is reasonable to so
believe, in the absence of a showing by the donor of the actual reduc-
tion in such taxes resulting from his loss of U.S. citizenship.

Such tentative determination may be based upon the fact that the
laws of the country of which the donor became a citizen and the laws
of the country of which the donor is a resident would ordinarily result,
in the case of gifts by a person of the donor’s citizenship and residence,
in liability for gift taxes substantially lower than the amount of tax
ismposed by chapter 12 of the code on gifts by citizens of the United

tates.

Once the Secretary or his delegate has established that it is reason-
able to believe that the donor’s loss of U.S. citizenship would, but for
paragraph (8) of this subsection, result in a substantial reduction
in his combined Federal and foreign gift taxes for the calendar year,
such expatriate donor must show that avoidance of U.S. income,
estate, or gift tax was not a principal purpose of his loss of citizenship.
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() Transfers in general—Subsection (b) of section 9 of the bill
amends subsection (b) of section 2511 of the code, relating to the situs
rule for stock in a corporation, to provide situs rules for stock in a
corporation and debt obligations. Since, under new section 2501
(a) (2), transfers of intangible property by nonresidents not citizens
of the United States are no longer subject to the gift tax unless the
donor is an expatriate to whom new section 2501(a) (3) applies, these
situs rules apply only to transfers by such expatriates. They are;
in general, the same as the situs rules provided for estate tax purposes
_ by section 2104, as amended by section 8(c) of the bill, except that
* there is in new section 2511 (b) no exception similar to that contained
in new section 2104(c) with respect to debt obligations of a domestic
corporation the interest on which would be treated as income from
sources without the United States by reason of section 861(a) (1) (B)
of the code. Moreover, no exception is provided in section 2511 of the
code comparable to that contained in section 2105(b), as amended by
section 8(d) of the bill, with respect to deposits in certain foreign
branches of domestic corporations. _

Accordingly, for gift tax purposes in the case of such expatriates,
bank deposits with a domestic corporation are considered debt obliga-
tions situated within the United States even though deposited with a
foreign branch of the domestic corporation. Shares of stock issued
by a foreign corporation and debt obligations of persons not described
in new section 2511 (b) (2§ shall in no case be considered to be property
situated in the United States for purposes of determining the gift
tax of such expatriates.

(¢) Effective date—The amendments made by section 9 of the bill
apply with respect to the calendar year 1967 and all calendar years
thereafter. '

SECTION 10 OF BILL. TREATY OBLIGATIONS

Section 10 of the bill (f)rovides that, if the application of any pro-
vision of the bill would be contrary to a treaty obligation of the
United States in force on the date of enactment of the bill, the treaty
obligation is to prevail. For example, if an income tax convention
to which the United States is a party provides that the United States
will tax individual residents or corporations of the other country only
on income from sources within the United States, then, in the case of
such residents or corporations who are entitled to the benefit so
accorded by that convention, the provisions of section 871(b), as
amended by section 3(a) of the bill, and of section 882, as amended by
section 4(b) of the bill, is to apply only to that income effectively
connected with the conduct of a trade or business within the United
States which is from sources within the United States.

In such case the income from sources without the United States,
which in the absence of the convention would be taxable, is to be
excluded from gross income by reason of the treaty obligation and the
provisions of section 894 (a,; , as amended by section 5(a) of the bill.

Section 10 also makes clear that, for such purposes, the extension
of any benefit provided by any amendment made by the bill is not to
be considered as being contrary to any treaty obligation of the United
States. Thus, for example, the benefit accorded by section 894(b), as
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added by section 5(a) of the bill, is to apply notwithstanding the first
sentence of section 10 of the bill and notwithstanding the provisions: |
of section 7852(d) of the code (relating to treaty obligations).

VI. CHANGES IN EXISTING LAW MADE BY THE BILL,
AS REPORTED

In compliance with clause 8 of rule XTIT of the Rules of the House
of Representatives, changes in existing law made by the bill, as re-
ported, are shown as follows (existing law proposed to be omitted is:

_ enclosed in black brackets, new matter is printed in italic, existing: ‘
law in which no change is proposed is shown in roman) :

INTERNAL REVENUE CODE OF 1954

Subtitle A—Income Taxes

PO * * * * * *
CHAPTER 1—NORMAL TAXES AND SURTAXES
* * * * % * *

Subchapter A—Determination of Tax Liability

* * * * * *

* 1
PART I:-TAX N INDI‘:IDUALS*
*®

* *

SEC. 1. TAX IMPOSED.
(a) Rates oF Tax oN INDIVIDUALS.—
* * * * * * *
(d) Nowrzsipent Arrens.—Iu the case of @ nonresident alien indi~
widual, the taw imposed by subsection (a) shall apply as provided by
section 871 or 877. -
L[(d)] (e¢) Cross REFERENCE.—

For definition of taxable income, see section 63.
* * * * * * *

PART II—TAX ON CORPORATIONS

Sec. 11. Tax imposed.
Sec. 12. Cross references relating to tax on corporations.
SEC. 11. TAX IMPOSED.

(a) CorporaTIoNs IN GENERAL.—A tax is hereby imposed for each.
taxable year on the taxable income of every corporation. The tax
shall consist of a normal tax computed under subsection (b) and a
surtax computed under subsection (c). :

(b) Normar, Tax.—The normal tax is equal to the following per-
centage of the taxable income:
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(1) 30 percent, in the case of a taxable year beginning before
January 1,1964, and

(2) 22 percent, in the case of a taxable year beginning after
December 31, 1963. .

(¢) Surrax.—The surtax is equal to the following percentage of the
amount by which the taxable income exceeds the surtax exemption
for the taxable year:

(1) 22 percent, in the case of a taxable year beginning before
January 1, 1964. ‘ '

(2) 28 percent, in the case of a taxable year beginning after
December 31,1963, and before January 1, 1965, and

(8) 26 percent, in the case of a taxable year beginning after
December 31, 1964.

(d) Surrax Exemerion.—For purposes of this subtitle, the surtax
exemption for any taxable year is $25,000, except that, with respect
to a corporation to which section 1561 (relating to surtax exemptions
in case of certain controlled corporations) applies for the taxable year,
the surtax exemption for the taxable year is the amount determined
under such section. .

(e) Exceprions.—Subsection (a) shall not apply to a corporation
subject to a tax imposed by— :

(1) section 594 (relating to mutual savings banks conducting
life insurance business), ‘
"(2) subchapter L (sec. 801 and following, relating to insurance
companies), or
(8) subchapter M (sec. 851 and following, relating to regulated
investment companies and real estate investment trusts)[[, or].
L[(4) section 881(a) (relating to foreign corporations not en-

- gaged in business in United States).} .

(f) Forrren Corporarions.—In the case of a foreign corporation,
the tax imposed by subsection (a) shall apply only as provided by
sectizn 882.

* * * * *
Subchapter B—Computation of Taxable Income
%* *® * * * * %

PART III-ITEMS SPECIFICALLY EXCLUDED FROM .
‘ GROSS INCOME ' -

* * * * * * *
SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI-
VIDUALS. . '

(a) Excruston From Gross Income.—Effective with respect to any
taxable year ending after July 31, 1954, gross income does not include
amounts received by an individual as dividends from domestic corpo-
rations, to the extent that the dividends do not exceed $100. If the
dividends receive in a taxable year exceed $100, the exclusion pro-
vided by the preceding sentence shall apply to the dividends first
received in such year.

* * * * . * * *

(d) CerrarN NONRESIDENT ALIENS INELIGIBLE FOR EXCLUSION.—
[Subsection (a) does not apply to a nonresident alien individual with
respect to whom a tax is imposed for the taxable year under section
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871(a)] In the case of a nonresident alien individual, subséction (@)

shall apply only—

' (1) in determining the tax imposed for the taxable year pur-
suant 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 taw imposed for the taxable year pur-
suant to section 877(b). ‘
* * * * * * *

SEC. 154. CROSS REFERENCES. .

(1) For definitions of “husband” and “wife”, as used in section 152

(b) (4), see section 7701(a)(17).
(2) For deductions of estates and trusts, in lieu of the exemptions

under section 151, see section 642(b).
3) For exemptions of nonresident aliens, see section [873(d)1

873(b)(3). . L. .
(4) For exemptions of citizens deriving income mainly from sources

within possessions of the United States, see section 931(e).
* * * * * * *

PART VIII—SPECIAL DEDUCTIONS FOR CORPORATIONS

* . * * * * * *

SEC. 245. DIVIDENDS RECEIVED FROM CERTAIN FOREIGN CORPORA-
- TIONS. .

(a) Generar RuLe—In the case of dividends received from a for-
eign corporation (other than a foreign personal holding company)
which is subject to taxation under this chapter, if, for an uninterrupted
period of not less than 36 months ending with the close of such forei,
corporation’s taxable year in which such dividends are paid (or, if the
corporation has not been in existence for 36 months at the close of
such taxable year, for the period the foreign corporation has been in
existence as of the close of such taxable year) such foreign corporation
has been engaged in trade or business within the United States [and
has-derived 50 percent or more of its gross income from sources within
the United States,] and if 50 percent or more of the gross income of
such corporation from dall sources for such period s effectively con-
nected with the conduct of a trade or business within the U nited
States, there shall be allowed as a deduction in the case of a corpora-
tion—

(‘1%l An amount equal to the percent (specified in section 243
for the taxable year) of the dividends received out of its earnings
and profits specified in paragraph (2) of the first sentence of sec-
tion 316(a), but such amount shall not exceed an amount which
bears the same ratio to such percent of such dividends received:
out of such earnings and profits as the gross income of such foreign
corporation for the taxable year [from sources within the United
States] which is effectively connected with the conduct of a trade
or business within the United. States bears to its gross income from
all sources for such taxable year,and ' :

(2) An amount equal to the percent (specified in section 243
for the taxable year) of the dividends received out of that part
of its earnings and profits specified in paragraph (1) of the first
sentence of section 316(a) accumulated after the beginning of
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