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REVENUE ACT OF 1962

MONDAY, APRIL 2, 1062

U.S. SenaTE,
Commrrrer ON FINANCE,
Washington, D.C.

The committee met, lpursuant to notice, at 10:15 a.m.,, in room 2110,
Ng}v Senate Office Building, Senator Harry F. Byrd (chairman) pre-
siding,

Present: Senators Byrd (chairman), Kerr, Anderson, Douglas,
Gore, McCarthy, Fulbright, Williams, and Carlson.

Elizabeth B. Springer, chief clerk; and Colin F. Stam, chief of
staff, Joint Committee on Inhternal Revenue Taxation.

The Cramman, I may say that the House Ways and Means Com-
mittee worked on this bill for 10 months, I am not predicting that
the Senate Finance Committee will work 10 months but we are cer-
tainly going to give it a very thorough look.

There are 240 pages in the bill, The House committee report cov-
ers 303 pages. More than 200 witnesses have already indicated that
they wotild like to be heard by the Finance Cormmittee before the bill
is reported. It appears that our hearings will require more than a
month, At least this must be regarded asa major tax bill,

(The sunimary and bill follow:)

SUMMARY OF H.R. 10650, THE REVENUE ACT OF 1962
(As Passed by the House of Representatives on March 29, 1962)

Section

1 f%%gt ,t'z'tle, ete.—The act is to be cited as the “Revenue Act
o .

2  Investment credit—Under the House-passed bill an invest-
ment credit against tax liability is provided. It generally is 7
percent (3 percent in the case of certain public utilities) of
Investments in new tangible personal property and most other
depreciable real property except buildings and structural
components of buildihgs, No credit is allowed for propert,
with a useful life of less than 4 years. For property with a life
of 4 to 6 years, one-third of the investment is taken into
accounit; for property of 6 to 8 years, two-thirds is taken into
account; and for property with longer lives, the full amount
of the investment is taken into accourt, Purchases of used

roperty, up to $50,000 worth, also is eligible for the credit.

he credit ma - offset tax liability in full up to $25,000, but

above that pomt the credit may not reduce tax ‘lia'b‘ility by
1

i



2 REVENUE ACT OF 1062

Section
more than 25 percent. Any unused credit may be carried
over for b years and used in those years to the extent there is
sufficient tax liability under the applicable limitation. This
provision is effective for taxable years ending after December
31, 1961, but only with respect to property acquired or to the
extent constructed, reconstructed, or erected after that date.

3  Appearances with respect to legislation.—A deduction is pro-
vided for costs relating to appearances before, presentation of
statements to, or communications sent to a logislative body,
a legislative committee, or individual legislator &“ederal, State,
or local), if the expenses are otherwise ordinary and necessary
business expenses. A deduction also is allowed for the portion
of dues paid to an organization which are used for similar
legislative expenses to the extent they are related to the
businesses of its members, In addition, the expense of com-
munication of information between the taxpayer and the
organization with respect to legislation is deductible. This

rovision does not permit the deduction of expenses incurred
or attempts to influence the general public, or segments of
the public (by advertising or otherwise), or for expenses
concerned with political campaigns. This provision applies
to taxable years beginning after December 31, 1962.

4  Entertainment expenses.—Deductible expenses for entertain-
ment, amusement, or recreation generally are limited to those
directly related to the active conduct of a trade or business
and, in the case of facilities, a further restriction is imposed
to the effect that the facility must be used more than §0 percent
for the furtherance of the taxpayer’s trade or business. Club
dues are treated the same as facilities. An exception to this
limitation is provided for business meals where the surroundings
are such as to be conditcive to a business discussion. Eight
other specific exceptions also are provided.

A second feattire of the provision limits the deduction for
business gifts to $25 per year per individual recipient. In a
third feature of the provision, rules are set forth providing that
the deduction of entertainment or travel expenses will be denied
unless they are substantiated (by adequate records, etc.) as to
amount, time and place, business purpose, and business rela-
tionship to the taxpayer of the persons involved. Fourth, in
the case of tmvelin% expenses, onlf a “reasonable’” allowance
for amounts spent for meals and lodging is to be deductible
rather than the “entire” amoutit so spent.

This provision applies to taxable years ending after June 30,
1962, for periods after that date.

Dustributions in kind by a foreign corporation.—Distributions
in kind froin foreign corporations to domestic corporations are
treated as having a value equal to the fair market value of the
property distributed (and not the adjusted basis of this prop-
erty in the hands of the distributing corporation where this is
l%xger). This applies to distributions made after December 31,
1962. ’ :

6  Allocation of income in the case of sales to or from a foreign
corporation.—Where goods are sold by a domestic corporation
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to a related foreign corporation, or vice versa, the taxable in-
come arising from these transactions is to be allocated between
the parties on the basis of the location of the assets used in the
operations, the pagroll attributable to them, and the related
selling expenses. Other factors may also be taken into account.
This rule is not to apply where an arm’s length price can be
established by the taxpayer for the purchases or sales, Sales
commissions of a related corporation are to be treated under
similar rules. This is effective for taxable years beginning after
December 31, 1962.

Foreign personal holding companies.—At present, the entire
income of a foreign personal holding company is taxed to the
U.S. shareholders if 60 percent (50 percent after the first year)
or more of its income is from passive sources (such as interest,
royalties, and dividends). The bill provides that if 20 percent
or more of the income is from these passive sources, then the
Ea,ssive portion of the income is to be taxed to the U.S. share-

olders and if more than 80 percent of the income is from these
%assive sources, then the entire income is to be taxed to the

.S. shareholders (to the extent of their holdings). This applies
to taxable years beginning after December 31, 1962,

Mutual savings banks, ete—Mutual savings banks, domestic
building and loan associations, and cooperative banks under
present law are allowed to add all of their income to bad
debt reserves until reserves reach 12 percent of deposits.
In lieu of this, they are to be permitted deductions for addi-
tions to bad debt reserves generally of up to 60 percent of
their taxable income (before this deduction) or, if larger, an
amount bringing their reserves up to 3 percent of improved
real property loans, plus a reasonable addition for other loans,
gxisting reserves in excess of this amount are disregarded.)

he bill also provides that the reserves may be accumulated
in excess of 3 percent of these loans if the taxpayer’s experience
shows this is required.

Under the House-passed bill in the case of stock savings
and loan associations, distributions to shareholders will be
considered as paid first out of already tax-paid funds and,
only when these are exhausted, out of reserve funds on which
a tax has to be paid by the association at the time of distribu-
tion. Also, under the bill, a domestic building and loan
association is defined as one which is insured under the National
Housing Act or subject to State or Federal supervision but
only if substantially all of its business consists of accepting
savings and investm§ the loans in residential real property
or in loans authorized for a Federal savings and loan associa-
tion under section 5(¢c) of the Home Owners Loan Act. In
addition, the exemption for Federal savings and loan associa-
tions from the excise taxes on commiunications and trans-
portation of persons is repealed.

Generally, these provisions are effettive for taxable years
ending after December 31, 1062. The excise tax changes, how-
ever, are effective as of June 30, 1962,

Sur T AN R R B AL HGEA SR e a M T
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Distributions by foreign trusts—Distributions by foreign
trusts established by U.S., grantors (or added to by U.S.
transferors) are to be taxed to any U.S. beneficiaries in sub-
stantially the same manner as if the beneficiaries had received
this income directly in the year earned rather than later when
the distribution is made. However, the additional tax is
payable at the time of the actual distribution. For those
proferring not to make the calculations required under this
“exact method” of taxation, an averaging device is provided.
This alpplies to distributions, (accumulated after the effective
dato of the 1954 Code) made in taxable years beginning after
the date of enactment of the bill.

Mutual fire and casualty insyrance companies—Mutual fire
and casualty insurance companies are to be taxed on their
“total”’ income less a deduction for additions to a reserve for
protection against losses equal to one-fourth of their under-
writing gains plus 1 percent of their insurance claims, After
a 5-year interval, the 1 percent set-aside with respect to insur-
ance claims and one-half of the amourit attributable to under-
writing gains is brought back into the taxable income to the
extent not already offset by losses. The remainder, to the
extent not offset by losses, will remain in the loss reserve but
no amount may be added to this reserve which would build it
up to a level of more than 10 percent of the current year’s
preffiitims,

Compatiies whose total receipts do not exceed $75,000 are to
remain exempt from tax, and companies with total receipts of
between $75,000 and $300,000 are to be taxed only on their
investment income., For those with gross receipts above

$300,000, a special deduction of $6,000 is provided which -

decreases as gross receipts rise and disappears at a level of
gross receipts of $900,000. Factory mutual companies are to
e taxed like stock companies without the special reserve
referred to above. However, in computing their underwriting
profits they will be pernitted to determine their premitum
income on the basis of “absorbed” premium deposits (i.e., in
general, excluding the portion of the deposit returnable to the
gerson insured). The amount so determined is then increased
2 percent, Reciprocal underwriters and interinsurers are in
effect permitted to combine the underwriting income of their
corporate attorney-in-fact with their own for purposes of
offsettitig losses but not for purposes of computing the under-
writing income addition to their loss reserve.

These provisions apply to taxable years beginning after
December 31, 1962, -

Domestic corporations receiving dividends from foreign corpora-
tions.—Under present law when the income of a foreign sub-
sidiary is distributed to a domestic parent corporation only the
income of the subsidiary remaining after tax is treated as a
dividend and a foreign tax credit is allowed the parent corpora-
tion for that part of the foreign taxes paid by the subsidiary
attributable to this income. Under the bill the amount in-
cluded in the tax base of the domestic corporation, if it elects

PO M VAR 01 ar Geneayi sn e eg e
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the foreign tax credit, is to be not only the dividend itself but
also the tax paid by the fofeign corporation as well and then
the full amount of the jfxes paid by the foreign corporation
m% be allowed as a crédit.
so, where a foreigh corporation is eligible for the 85 percent
intercorporate dividends received deduction with respect to
income earned in/the United States, the 15 percent of this
income for whici no deduction is allowed is not to be treated
as foreign sourge income for purposes of the foreign tax credit.
The subsectign of present law making the foreign tax credit
available for royalty income received from wholly owned
subsidiaried in certain cases is repealed.
These Amendments become fully effective for distributions
reccived by domestic corporations after December 31, 1964.
In the case of distributions received bg)domestio corporations
before 1965 but in taxable years after December 31, 1962, the
new rules are to apply in the case of distributions made out of
wofits of a foreign corporation accumulated in taxable years
eginning after December 31, 1962,

Tarned income from sources outside the United States.—Under
existing law individuals who are present in a foreign countrts} or
countries for 17 out of 18 months may exclude from their U.S,
tax base up to $20,000 per year of income earned abroad. If
they are bona fide residents of a foreign country there is no
ceiling on this exclusion. In the casé of these bona fide foreign
residents, & ceiling is to be provided of $20,000 for the first 3
years they are abroad and $35,000 thereafter. In addition,
contributions made by employers for employee benefits under
qualified pension plans with respect to future employment are
to be taxable to the employee when he receives these amoutits
after retirement, General g these provisions are effective with
respect to taxable years ending after December 31, 1962.

onirolled foreitgn corporations—In: the case of controlled
foreign corporations, where nmore than' 50 percent of the stock
is owned by U.S. persons, U.S. shareholders who own 10 per-
cent or more of the stock in these corporations are to report
for tax purposes the undistributed earnings of these corpora-
tions to the extent thez represent (a) income from insuring or
reifisuring U.S. risks; (b) incomne from patents, copyrights, and
exclusive formulas or processes developed in the United States
or acquired here from related persons; (¢) passive types of in-
come; and (d) income from purchases or sales with related
persons where the goods are produced or grown and the prop-

+ erty is sold for use outside of the country of incorporation of

the forei%n corporation involved. In these latter two cases,
the combination of the two types of income must equal 20 per-
cent of total income before it is taken into account (and sales

“income must equal 20 percent of income other than the passive

income to be taken into account). Where this combined in-
come equals more than 80 percent of the total, then all income
is attributed to'the shareholders. However, reductions in the

-income taxed to sharcholders are allowed in these two latter
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cases to the extent the income is invested in active businesses
in less developed countries, where the corporation in which the
investment is made is, to the extent of 60 percent or more,
owned by five or fewer U.S. persons, but only if the taxpayer
has at least a 10-percent interest,

To the extent the 10-percent U.S. shareholders are not taxed
on the income of the controlled foreign corporation under the
provisions described above, they are to be sub}ect to taxation
on the undistributed earnings of the controlled foreign corpora-
tion to the extent these earnings are not invested in substan-
tially the same trade or business as that in which the taxpayer
was engaged for the prior 5 (iyears (or on December 31, 1962),
or invested in less developed countries in new trades or busi-
nesses or in the controlled subsidiaries, 50 percent or more of
which is held by five or fewer U.S. persons., The 50-percent
test referred to above is relaxed where the foreign country pro-
hibits ownership by Americans and others of as much as 60

ercent of the stock of a corporation established under their

aws.

Undistributed earnings which are taxed to the U.S. share-
holders under any of the above provisions may subsequently be
actually distributed to U.S. shareholders without further
})&ymeﬁt of tax, These provisions apply to taxable years of

oreign corporation beginning after December 31, 1962, and to
taxable years of U.S. persons falling in such years.

Ordinary income on certain gains from depreciable property.—
In the case of personal property (other than livestock) and
most real estate, other than buildings and structural com-
ponents, when such property is sold or exchanged at a gain,
this gain, to the extent of depreciation taken for taxable years
beginning after December 31, 1961, is to be treated as ordinary
income for tax parposes (ifistead of capital gain). In the case
of dispositions of property other than by sale or exchange this
same treatment is to apply except that the amount of the
presumed gain is to be determined by the excess of the fair
market value of the property at the time of its disposition over
its then adjusted basis.

This treatment is to apply in the case of most dispositions
of property whether or not gain is otherwise recognized. The
treatment described above does not aﬁ)pgiy, however, in the
case of gifts, although in the case of charitable contributions
the amount of the charitable contribution deduction which
may be taken is reditced by the amount which would be treated
as ordinary income if this provision were applicable. Other
exceptions are provided for property transferred at death,
for transfers where no gain is recognized and the basis of the
Pr'oBerty is carried over to the transferor, and for transfers
n like kind exchanges and involuntary conversions to the
extent no gain is recognized. In the case of partnerships,
distribution to partners or sales of parthership interests are
taxed to the partners to the extent of the underlying depre-
ciable property in much the same way as if the depreciable

property had been sold directly. .
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The bill also provides that in computing the basis on which
depreciation may be taken salva%e value may be ignored up to
an amount equal to 10 percent of the cost or other basis of the
pro;l)lerty. Also, under the bill taxpayers are permitted to elect
to change their method of depreciation with respect to é)ro erty
coming within the scope of this provision from any declining
bal:l?cg’ or sum-of-the-years digit method to a straight-line
method.

This provision applies to taxable years beginning after
I})lclac%mﬁ})er 31, 1961, and ending after the date of enactment of
this bill. .

Foreign investment companies.—When stock in foreign invest~
ment companies is sold, the gain realized by the U.S. share-
holders is to be ordinary income (instead of capital gain) to the
extent of the taxpayer’s share of the earnings and profits of the
corporation accumulated in taxable years beginning after De-
cember 31, 1962, and during the period in which he held the
stock. In the case of stock in a foreign investment company
acquired from a decedent, the basis of the stock is not to be
increased at the date of death to the extent of the amount
which would have been taxed as ordinary income to the dece-
dent had he sold the stock before death. A deduction for
estate tax attributable to this amount will be allowed, however,
upon subsequent sale of this stock by the heir or legatee.

The companies and shareholders can avoid the treatment
described above if the compariies distribute 90 percent or more
of their taxable income, other than capital gains, designate in a
written notice to the shareholders each year their ratable share
of the capital gdins of the corporation and provide such other
information as the Treasury requires to enforce this provision.
The shareholders, however, must also report as capital gains
their share of the capital gains of the corporation, whether the
gains are distributed or not.

These provisions apply with respect to taxable years begin-
ning after December 31, 1962. )

ain from sales or excfmnges of stock in foreign corporations,—
Where there is a redemption or liquidation of the stock of a
controlled foreign corporation or where stock in such a cor-
oration is sold, then any gain to the extent it represents earn-
ings and profits of the corporation accumulated abroad is to
be taxed to 10-percent U.S. shareholders as ordinary income
or as dividends, In the case of the redemptions and liquida-
tions, the earnings and profits taken into account are those
accumulated since February 28, 1913, In this case, & foreign
tax credit is to be allowed corporate shareholders for taxes paid
to foreign countries. In the case of sales and other exchanges,
the earnings and profits taken into account with respect to any
shareholder is his share of lBrbﬁts accumitlated during the period
in which he held the stock. In this case, no foreign tax credit
is available. These provisions apply with respect to sales or
exchanges occurring after the date of enactment of this bill.

Tax treatment of cooperatives and patrons.—Cooperatives are

to receive a deduction for patronage dividends paid to their
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patrons in cash or by allocations if the patron has the option
to redeem the notices of allocation in cash for a 90-day period
after they are issued or if he consents to this income being
treated as constructively received by him and then reinvested
in the cooperative. The patron, either a member or non-
member, may give his consent incfividually in writing. Alter-
natively, a patron who is a member may also consent by retaining
membership in a cooperative after it adopts a bylaw requiring
consent by all members and gives written notice of this bylaw
to all members. In the case of allocations which do not
qualify, the cooperative will initially be taxed on this type of
patronage dividends. However, when such a patronage divi-
dend is redeemed, the cooperative will receive a deduction (or
refund of tax) at that time.

Where consent is given, or where the option to receive cash
was available, the patron will be required to include the patron-
age dividends which arise from business activity as taxable
income. The patron will also be required to take into account
nondtalifying patronage dividends when they are redeemed
(assuminF they arise from business activity).

In addition, all cooperatives (rather than merel tax-exemgt
cooperatives as under present law) are given until 8% months
after the end of the year in which patronage occurs to allocate
amotints to the accounts of their patrons and in most cases are
also given this same Eeriod of time for the filing of their own in-
come taxreturns, These provisions apply to taxable years of co-
operatives beginning after December 31, 1962, and with respect
to amounts received by patrons attribtitable to years of the
cooperatives to which the new law applies. The new provisions
will not, however, apply to futiire redemptions of patronhage
dividends declared when the old law was applicable.

Inclusion of foreign real 6roiperty in gross estate.—Real prop-
erty located otitside of the United States, in the case of citizens
or residents of the United States, is to be included in their tax
base for purposes of the Federal estate tax imposed dt the time
of their death. This provision will be fully effective for de-
cedents dying on of after July 1, 1964, For those dying after
the date of enactment of this bill, and before July 1, 1064, real
property located outside of the United States will be included
11% R eir gross estate only if acquired on or after February 1,

Withholdigg. l% tax on interest, dividends, and patronage
dividends.—Withholding at the source is provided for dividends,
most interest, and patronage dividends &t a rate of 20 percent.
No receipts are required to be given by the payors to the
taxpayers under this system and no significant change is made
in the infornation returns which presently must be filed by
the payors with' the Federal Government,

o withholding is to occur in the case of dividends, savings
account interest, or Government Series E bond interest if the
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recipient files an exemption certificate indicating that he is
under age 18. These exemption certificates may also be filed
(but on an annual basis) by those over age 18 with respect to
any year in which they reasonably expect to have no income
tax lability., Claims for quarterly refunds may also be filed
by individuals (with gross incomes of not over $5,000 in the
case of single individuals and not over $10,000 in the case of
married couples) where there is expected to be significant
amounts of overwithholding of their tax liability, Corpora-
tions and tax-exempt organizations may also file for quarterly
refunds. In addition, corporations may credit, against amounts
payable to the Government for that which the corporations
withhold on their own dividend or interest payments, amounts
withheld with respect to dividend or interest payments they
receive. Tax-exempt organizations may also claim credits
with respect to amounts withheld on the dividend and interest
payments they receive against wage and salarIy withholding
imb itilimir employees for income tax and social security tax
iability.

Generally these provisions apply in the case of interest and
dividerids paid on or after January 1, 1963,

Information with respect to foreign entities.—A number of
changes are made in the annual information return which
domestic corporations presently are required to file with re-
spect to their subsidiaries or foreign corporations which they
control. The changes are: This return is to be filed not only
by corporations but by others as well which control foreign
corporations; “control” is defined more broadly by adding
certain constructive ownership rules; information must be pro-
vided not ohly with respect to subsidiaties of foreign corpora-
tions but also for other foreigh corporations which are further
down the chain of ownership; and additional information may
be I‘(i, u(ilred which is similar or related in nattre to that already
specified. |

Present law also requires U.S. citizens or residents who are
officers or directors of a foreign corporation within 60 days of
its organization or reorganization and also 5-percent share-
holders who have this status within 60 days of the organization
or reorganization to supply certain information to the Treasury
Department with respect to the corporation., This same infor-
mation is also to be required of U.S. citizens or residents who
at some later time become officers, directors, or shareholders
with an interest of 5 percent or more, A penalty provision

also is provided.
Generally, these additional information requirements become

effective as of Jaruary 1, 1963, ;
Treaties—It is made clear that any provision conitained in

this bill is intended to have precedence over any prior tax
treaty obligation,

MRS LI S L R Y S A
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{H.R. 10660, 87th Cong., 2d sess.)

AN ACT To amend the Internal Revenue Code of 1854 to provide a credit for investment
in certaln depreclable property, to eliminate certain defects and inequitfes, and for

other purposes.
Be it enacted by the Senate and House of Representativer of the United States

of America in Congress assembled,

SECTION 1. SHORT TITLE, ETC.
(a) SHORT TrTLE~This Act may be cited as the “Revenue Act of -1962".

(b) TABLE oF CONTENTS.~—
Sec, 1, Short title, ete.
a) Short title.
b) Table of contents,
c) Amendment of 1954 code.
Sec. 2. Credit for investment in certain depreclable property.
a) Allowance of credit.
b) Rules for computing credit.
¢) Certain corporate acquisitions,
d) Clerical amendment.
¢) Effective date.
See. 8. Appearances, ete., with respect to legislation.
In general,

a
b) Effective date.
Sec. 4. Disallowance of certain entertainment, ete., expenses,

(n) Denlial of deduction.
(b) Travellng expenses.

(¢) Effective date.
See. 5. Amount of distributton where certaln foreign corporations distribute

roperty in kind,
» g gmount distributed.

b nsis,
¢) Dividends recelved from certain foreign corporations,

d) Credit for foreign taxes.
e) Effective date.

Sec. 6. Amendment of section 482,

a; In general,

b) Clerical amendment.

¢) Effective date,
butions of foreign personal holding company income.

{a) Definition of foreign personal holding company.
b) Amount of undistributed income.
c¢) Effective date.

(
Sec. 8. Mutual savings banks, ete,
a) Reserves for losses on loans,

b) Foreclosure on property securing loans.
¢) Definitlon of domestic bullding and loan assoclation.

d) Clerical amendments,
e) Repeal of exemption from communications and transportation

of persons taxes.
(f) Effectlve dutes.
8ec. 9. Distributions by foreign trusts.
n) Definftions.
b) Accumulation distributions of foreign trusts,
¢) Allocation of accumulation distributions to preceding years.
d) Amounts treated as recetved in prior years.
e) IS';lpoctnl rules for foreign trusts.

See. 7. Distr

rmation returns with respect to foreign trusts,

ﬁ) Fallure to file Information returns.

) United States person defined.

1) Technical amendments. .

§) Effective date. .
Sec. 10, Mutunl Insurance companies (other than life, marine, and certaju -
insurance com?anlea) ete,

?n Imposition of tax.

b) Taxable investment income.
c; Stntutorﬁ underwriting Income or loss,
d) Mutual fire insurance companies operating on basis ot j.=»-

mium deposits, -
(e) Blection of certain mutual companies to be taxed on total

income.
f} Technical amendments, ete.

Bffective date. .
Sec. 11. Domestie corPomtlons recelving dividends from foreign corporations.
re amount of foreign tax to be taken into account.

Ent
fﬁf Inclusion In gross income of amount equal to taxes deemed

ald.
(c) DePermlnuﬂon‘ of source of dividends received from certain
- forelgn corporations.
d) Repeal of section 902(d).
e) Technieal amendments,

f) Effectlve date.
Sec. 12, Earned income from sources without the United States.
a) Limitation on amount and type of income excluded.
b) Computation of employees’ contributions.

¢) Bffective date,
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(b) TanLe or CoNTENTS-—Continued
Sec. 18, Contr%lle(}nforex!gn forporatlonu.
ener.
b; Tec nlcal and ¢lerical amendments.

Eftective date.
Sec. 14. Galn farz)n} dirpos tilons of certain depreciable property.’
D genera
b Cha‘:ge in method of de, reclation.

¢) Salvage value of personal pro
a) Bpeclat T rule B ehartabloy contributions of secton 1248

e) 'l‘ecbn?cal amendments.
f) Eftective date.

Sec. 15, Foreign investment companies
{é’ Treatment of s%le of stock of foreigy investment companies.

Conforming amendments.

Effective date.
Sec. 16, Gain from certain eales or exchanges of stick in certain forelgn cor-

orations.
P (a) Treatment of &gain from the redemrtlon, cancellation, or sale
of stock In cer in foreign corporations.

(b) Clerical amendment,

(c) Effective date.
Sec, 17, Tax treatment of cooperatives and patrons.
a) In general.
b) Technie

e
Sec. 18. Inclusio

ate
foreign renl property in
ik Axgen:imex:]tstto include fore gn r
e,
thholding of Income tax at source on |
putronage dividends.
a eneral. \\‘
re it galnst neom for tax withhel
c) Inte dends pald~{o nonresident
a) it fo State and tax-exdmpt organizatio
ther technical amendmen
Effective flates,

Bee. 20. Info atlon with fespect te fn forelgn tities,
a). ] nforma on.-to~be. rhish ed by tdlividuals, domstic corpo-
tc withgespect to tertqin foreign rations.
:to organizatioff or reorganization\of foreign

Sec. 19, rest, dividends, and

fens, ete.

dast acmgultlons of their stock

llure ﬂ/l return,

A ~ 1) —-When er n ls Act a!r’ﬁmendment r repeal
gssed in terms of an apiendment ¢ eal of, a section or othpr provi-

all be génkidered to’b'é“:l? &m\g section or other provision

\“‘

SEC. 2. CREDIT FOR ESTMENT m T AIN l%EPBEClABLﬁ PROPER
OWANCE OF CREDIT.—. i't IV of subchapter A of chapter (relating to
g ed by redesignating sectjofi 88 as sectjtn 40 and by

inserting aftex section 87 t ollowing néw sectlopt .

imposed by this chapter
“(b) ReEGULATIONS.—The Se: ribe such reg-
ulations as may be necessary to en a. purposes section and

subpart B.”
(b) RuLes ror ComruTING OREDIT.—Part IV of subchapter X of chapter 1 s
amended by adding at the end thereof the following new subpart. A

“Subpart B—Rules for Computing Cl;'edit for Investment in Certain Depreciable
roperty

“Sec, 46. Amount of credit.
“Sec, 47. Certain dispositions, etc.. of section 88 property.

“Sec, 48, Definitions; special rul



12 REVENUE ACT OF 1063

“8EC, 46, AMOUNT OF CREDIT.
“(a) DETERMINATION OF AMOUNT.— k

“(1) GeNERAL RULE—~The amount of the credit allowed by section 88
for the taxable genxf shall be equal to T percent of the qualified investment

(as deflned in subsection (¢) ). o
“(2) LIMITATION BASED ON AMOUNT OF TAX.—Notwithstanding paragraph
(1), the credit allowed by section 88 for the taxable year shall not exceed—
“(A) so much of the liability for tax for the taxable year as does not

exceed $25,000, plus :

“(B) 25 percent of so much of the liability for tax for the taxable
gear as exceeds $25,000.

“(8) LiamrLiry ror TAX.—For purposes of paragraph (2), the lability

for tax for the taxable year shall be the tax imposed by this chapter for
such year, reduced by the sum of the credits allowable under—
“(A) section 88 (relating to foreign tax credit),
“(B) section 84 (relating to dividends received by individuals),
“(Q) section 85 (relating to partial tax-exempt interest), and
“(D) section 87 (relating to retirement income).
For purposes of this paragraph, any tax imposed for the taxable year by
section 531 (relating to accumulated earnings tax) or by section 541 (relat-
ing to personal holding company tax) shall not be considered tax fmposed
by this chapter for such year.

#(4) MARRIED INDIVIDUALS.—In the case of a husband or wife who files &
separate return, the amount specified under subparagraphs (A) and (B) of
paragraph (2) shall be $12,500 in lieu of $25,000. This paragraph shall not
apply if the spouse of the taxpayer has no qualified investment for, and no
unused credit carryover to, the taxable year of such spouse which ends
within or with the taxpayer’s taxable year.

“(5) AFFILIATED aroUPS.—In the case of an affiliated group, the $25,000
amount specified under subparagraphs (A) and (B) of paragraph (2) shall
be reduced for each member of the group by apportioning $25,000 among
the members of such group in such manner as the Secretary or his delegate
shall by regulations prescribe. For purposes of the preceding sentence, the
term ‘affilinted group’ has the meaning assigned to such term by secction
1504 (a), except that all corporations shall be treated as includible corpora-
tions (without any exclusion under section 1504(b) ).

““(b) 5-YEAR CARRYOVER OF UNUSED CREDITS,—~
(1) ALLOWANCE oF CREDIT~—If the amount of the credit determined under

subsection (a) (1) for any taxable year exceeds the limitation provided by
subsection (a) (2) for such taxable year (herefhafter in this subsection re-
ferred to as ‘unused credit year'), such excess shall be added to the amount
allowable as a credit by section 38 for each of the § succeeding taxable
yvears to the extent not taken into account for taxable years intervening be-
tween the unused credit year and such succeeding taxable year.

“(2) LiMrrAtroN.—The amount of the unused credit which may be added
under paragraph (1) for any succeeding taxable year shaill not exceed the
amount by which the limitation provided by subsection (a)(2) for such
taxable year exceeds the sum of— )

“(AY ghe credit allowable under subsection (a) (1) for such taxable
year, an ‘

“(B) the amounts which, by reason of this subsection, are added to
the amotint allowable for such taxable year and attributable to taxable
years preceding the unused credit year,

“(¢) QUALIFIED INVESTMENT.,— .
“(1) IN gENERAL—For purposes of this subpart, the term ‘qualified in-

vestment’ means, with respect to any taxable year, the aggregate of—
“(A) the applicable percentage of the basis of each new section 38

property-(as defined in section 48(b)) placed in service by the taxpayer

during such taxable year, plus :
“(B) the applicable perceritage of the cost of each used section 88

property (as defined in section 48(e¢)(1)) placed in service by the tax-
payer during such taxable year.
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“(2) APPLIOABLE PERCENTAGE—For purposes of paragraph (1), the appl-
cable percentage for any property shall be detérmined under the following

table:
. u : | whe appit-
It tho usoful life f5— O cable%fb
: contage fs—
4 years of more but 1058 thaft 8 Yars. .....ceoeeeeenen.. ' S, 33%
6 years or more but 1ess than 8 Years....... o ceueeecncceecarusrcneionrcranncasvvenan C o 6h:
8 YEOTrS OT M0MBeeecvencnrcrenncscenacnanerscscanannens 100

For purposes of this paragraph, the useful life of any property shall be deter-
mined as of the time such property is placed in service by the taxpayer,
“(8) PUBLIC UTILITY PROPERTY.— ‘

“(A) In the case of section 38 property which is public utility prop-
erty, the amount of the qualified investment shall be 8/7 of the amount
determiined under paragraph (1).

“(B) For purposes of subparagraph (A), the term ‘public utility

progerty’ means property used predominantly in the trade or business

of the furnishing or sale of—
“(1) electrical ¢ y A age disposal services,
:: gﬂl)) gast gh a local distributio
“(iv legraph operations
of the Communichations Act of 1934,

ned in section 222(a)
ended ; 47 U.8.0,, sec. 2
, have been

estabfished or approvéd by a Sthte or political subdivision, thereof, by
mental&]y of the United States, or by a public service

commissiop or othigr similar body.of any State or polit-
ereof, . oo pﬂ /L\
'ERTA}\PERSON(B{—- ~

MITATIONS WiITH REBPE

) IN GENERAL.—In the &’6{“ ; 503 ds \

“(A) an organizatio hlmsectlon‘tf appHes,;
v xment).ct)mpany r a rea] estate investment
n

>

rust subjdct to nder gubchapter M (sec. 851 and follpwing),
nd S NN T’
“(0) a coperative drganization degeribed in section 1381(a),

ualified investment hnd the $2 “aprount specified nhder gubpara-
graphs (A) and {(B) of Subdection l(q) (2}/éha"11‘qu&£:such person’d ratable
il t

“(2) RATABLE BgARE—For p ot pyragraph (1), the ratgble share
of any\person for any taxable ye the items described therein Shall be—
50‘ A) In the case of rranizption reiferre?o’in paragraph (1) (A),

cent thereof, |
in the cnsge regulated investinent company oy’a real estate
investnient trust, thq rafio~()..tHe numeritor of whick is its taxable
incomeé and (ii) the; denominator of which is its taydble income com-
puted without regard to the deduction for divide paid ‘provided by
section 852(b (D) or 857(b) (2) (C), us the efise may be, and

“(C) in the cime.of u cooperative ‘organtsation, ratlo (1) the
nimerator of whieh 18 ¢ and (i) ominator of
which ig its taxable income nereased by amounts to section 1382
(b) or (c) applies and similar amounts the tax tred t of which is

determined without regard to subchapter T (sec. 1881 and following).

For purposes of subparagraph (B) of the preceding sentence, the term
‘tnxable incomé’' meanhs in the case of p regulnted investment company its
—————investment-ecompany—taxable income (within the meaning of section 852

(b)(2)), and in the case of a real estate Investment trust its real estat
investmeiit trust taxable income ‘(within the meaning of secgtl'on 857(b) (2)).

“SEC. 47, CERTAIN DISPOSITIONS, ETC., OF SECYION 83§ PROPERTY.
(a) GENERAL RuLE~—Under regulations prescribed by the Secretary or his

delegate— , )
“(1) PArLy pISPOBITION, ETO.~—If during any taxable year any property

is disposed of, or otherwise ceases to be section 88 property with respect to
82100-—62—pt. 1—2 -
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the taxpayer, before the close of the useful life which was taken into ac--
count in computing the credit under section 88, then the tax under this
chapter for such taxable year shall be increased by an amount equal to the
aggregate decrease In the credits allowed under section 38 for all prior
taxable years which would have resuited solely from substituting, in de-
termining qualified investment, for such useful life the period beginning
with the time such property was placed in service by the taxpayer and
ending with the time such property ceased to be section 88 property.

“(2) PROPERTY BECOMES PUBLIO UTILITY PROPERTY.—If during any taxable
year any property taken into account in determining qualified investment
becomes public utility property (within the meaning of section 48(c) (8)
(B)), then the tax under this chapter for such taxable year shall be in-
creased by an amount equal to the aggregate decrease in the credits allowed
under section 88 for all prior taxable years which would have resulted solely
from treating the lproperty, for purposes of determining qualified invest-
ment, as public uttlity property (after giving due regard to the period be-
fore such change in use). If the application of this paragraph to any prop-
erty is followed by the application of paragraph (1) to such property, proper
adjustment shall be made in applying paragraph (1).

“(8) OCARRYOVERS ADJUSTED.—In the case of any cessation described in
paragraph (1) or any change in use described in paragraph (2), the carry-
overs under section 46(b) shall be adjusted by reason of such cessation

(or change in use).
“(b) SeorroN Nor To AppLY IN CERTAIN Cases.—Subsection (a) shall not

apply to—

“(1) a transfer by reason of death, or

“(2) a transaction to which section 381(a) applies,
For purposes of subsection (a), property shall not be treated as ceasing to
be section 88 property with respect to the taxpayer by reason of a mere change
in the form of conducting the trade or business so long as the property is re-
tained in such trade or business as section 88 property and the taxpayer retains
a substantial interest in such trade or business.

“(¢) SercrAaL RULE.~—Any increase in tax under subsection (a) shall ot be
treated as tax imposed by this chapter for purposes of determining the amount of
any credit allowable under subpart A,

“SEC. 48. DEFINITIONS; SPECIAL RULES.

“(a) SEcTION 88 PROPERTY.—
“(1) IN GENERAL.—Except as provided in this subsction, the term ‘section
38 property’ means—
“ éA) tangible personal property, or ‘
“(B) other tangible property (not including a building and its struc-

tural components) but only if such property—
“(1) is used as an integral part of manufacturing, production,

or extraction or of furnishing transportation, communications, elec-
trical energy, gas, water, or sewange disposal services, or
‘(i1) constitutes a research or storage facility used in connection

with any of the activities referred to in clause (i).
Such term includes only property with respect to which depreciation (or
amortization in lleu of depreciation) is allowable and having a useful life
(determined as of the time such property is placed in service) of 4 years or
more,

“(2) PROPERTY USED OUTSIDE THE UNITED STATES.—
“(A) IN oEnNERAL—~Except as provided in subparagraph (B), the

term ‘section 88 property’ does not include property which is used
predominantly outside the United States.
“(B) Exceprions.—Subparagraph (A) shall not apply to—
“(1) any alreraft which is registered by the Administrator of the
Federal Aviation Agency and which is operated to and from the

United States;

“(i1) rolling stock, of a domestic raildoad corporation subject to
part I of the Interstate Commerce Act, which is used within and
without the United States;

“(111) any vessel documented under the laws of the United States
which is operated in the foreign or domestic commerce of the United

States;
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“(iv) any motor vehicle of a United States person (as deflned
in section 7701(a) (80)) which is operated to and from the United
States;

“(v) any container of a United States person which is used in
the transportation of property to and from the United States; and

“(vi) any property (other than a vessel or an aircraft) of &
United States person which is used for the purpose of exploring for,
developing, removing, or transporting resources from the outer Con-
tinental Shelf (within the meaning of section 2 of the OQuter Conti-
nental Shelf Lands Act, as amended and supplemented ; 43 U.8.0,,
sec, 1331).

“(8) PROPERTY USED FOR LODGING—Property which is used predominantly
to furnish lodging or in connection with the furnishing of lodging shall not
be treated as section 88 property. The preceding sentence shall not apply
to—

“(A) nonlodging commercial facilities which are available to persons
not using the lodging facilities on the same basis as they are available
to persons using the lodging facilities, and

“(B) property used by a hotel or motel in connection with the trade
or business of furnishing lodging where the predominant portion of the
accommodations is used by transients.

“(4) PROPERTY USED BY CERTAIN TAX-EXEMPT ORGANIZATIONS—Property
used by an organization (other than a cooperative described in section 521)
which is exempt from the tax imposed by this chapter shall be treated as
section 88 property only if such property is used predominantly in an un-
rflntg(liltrade or business the income of which is subject to tax under sec-
tion .

“(5) PROPERTY USED BY GOVERNMENTAL UNITS.—Property used by the
United States, any State or political subdivision thereof, any international
organization, or any agency or instrumentality of any of the foregoing shall
not be treated as section 38 property.

“(b) NEw SectION 38 PROPERTY,.—For purposes of this subpart, the term ‘new
section 38 property’ means section 38 property—

“(1) the construction, reconstruction, or erection of which is completed by
the taxpayer after December 81, 1961, or

“(2) acquired after December 31, 1061, if the original use of such prop-
erty commences with the taxpayer and commences after such date.

In applying section 46(e¢) (1) (A) in the case of property described in paragraph
(1), there shall be taken into account only that portion of the basis which is

grop;lrtjlr 9gitributable to construction, reconstruction, or erection after Decem.
er 81, .

‘“(e) UsED SECTION 88 PROPERTY.—
(1) IN oENERAL.—For purposes of this subpart, the term ‘used section 388

property’ means section 88 property acquired by purchase after December
31, 1961, which is not new section 38 property. Property shall not be treated
as ‘used section 38 property’ if, after its acquisition by the taxpayer, it is
used by a person who used such property before such acquisition (or by a
person who bears a relationship described in section 179(d) (2) (A) or (B)
to a person who used such property before such acquisition),

“(2) DOLLAR LIMITATION.—

“(A) IN GENERAL.—The cost of used section 88 property taken into
account under section 46(c) (1) (B) for any taxable year shall not
exceed $50,000. If such cost exceeds $50,000, the taxpayer shall select
{at such time and in such manner ag the Secretary or his delegate shall
by regulations prescribe) the items to be taken into account, but only
to the extent of an aggregate cost of $50,000. Such a selectlon, once
made, may be changed only in the manner, and to the extent, provided
by such regulations.

“(B) MARRIED INDIVIDUALS.—In the case of a husband or wife who
files a separate return, the limitation under subparagraph (A) shall be
$25,000 in leu of $60,000. This subparagraph shall not apply if the
spouse of the taxpayer has no used section 88 property which may be
taken {hto account as qualified investment for the taxable year of such
spouse which ends within or with the taxpayer's taxable year.

“(C) ArrFILIATED orROUPS.—In the case of an affiliated group, the
$50,000 amount specified under subparagraph (A) shall be reduced for
each member of the group by dpportioning $50,000 among the members
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of such group in accordance with their respective amounts of used
section 88 property which may be taken into account,.

“(D) PARTNERsSHIPS.—In the case of a partnership, the lmitation
contained in subparagraph (A) shall apply with respect to the partner-
ship and with respect to ench partner.

“(8) DEerINITION.—FoOr purposes of this subsection—

“(A) Puronase—The term ‘purchase’ has the meaning assigned to
such term by section 179(d) (2).

“(B) Cosr~The cost of used section 88 property does not include
80 much of the basis of such property as is determined by reference to
the adjusted basis of other property held at any time by the person
acquiring such property. If property is disposed of and used section 88
property similar or related in service or use is acquired as a replace-
ment therefor in a transaction to which the preceding sentence does
not apply, the cost of the used section 88 property acquired shall be its
basis reduced by the adjusted basis of the property replaced. The cost
of used section 38 property shall not be reduced with respect to the
adjusted basis of any property disposed of if, by reason of scction 47,
such disposition involved an increase of tax or a reduction of the unused
credit carryovers described in section 46(b).

“(C) AFFILIATED GrROUP.—The term ‘afiiliated group’ has the meaning
assigned to such term by section 1504(a), except that—

“(1) the phrase ‘more than 50 percent’' shall be substituted for
the phrase ‘at least 80 percent’ each place it appears in section
1504(a), and

“(i1) all corporations shall be treated as includible corporations
(without any excluston under section 1504(b)). .

“(d) CERTAIN LEASED PROPERTY.—A person (other than a person refetred to
in section 46 (d) ) engaged in the business of leasing property may (at such time,
in such manner, and subject to such conditions ag are provided by regulations
prescribed by the Secretary or his delegate) elect with respect to any new
section 88 property to treat the lessee as having acquired such property for an
amount equal to—

‘(1) if such property was constructed by the lessor (or by a corporation
which controls or is controlled by the lessor within the meaning of section
368(e) ), the fair market value of such property, or
! “(2) if paragraph (1) does not apply, the basis of such property to the
essor.

The election provided by the preceding sentence may be made only with
respect to property which would be new section 88 property if acquired by the
lessee. For purposes of the preceding sentence and section 46(e), the useful
life of property in the hands of the lessee is the useful life of such property in the
hands of the lessor, If a lessor makes the election provided by this subsection
with respect to any property, the lessee shall be treated for all purposes of this

subpart as having acquired such property.
“(e) SuncHAPTER S CorrorATIONS.—In the case of an electing small business

corporation (as defined in section’1371)—

(1) the qualified investment for each taxable year shall be apportioned
pro rata among the persons who are sharcholders of such corporation on
the last day of such taxable year; and ‘

“(2) any person to whom any investment has been apportioned under
paragraph (1) shall be treated (for purposes of this subpart) as the tax-
payer with respect to such investment, and such investment shdll not (by
reason of such apportionment) lose its character as an investment in new
section 38 property or used section 38 property, as the case may be.

‘“(£) EsraTEs AND TrUSTS.—In the case of an estate or trust—

“(1) the qualified investment for any taxable year shall be apportioned
between the estate or trust and the benefleiaries on the basis of the income
of the estate or trust allocable to each,

“(2) any beneficlary to whom any investment has been apportioned
under paragraph (1) shall be treated (for purposes of this subpart) as the
taxpayer with respect to such investment, and such investment shall not
(by reason of such apportionment) lose its character as an investment in
new section 88 property or used section 38 property, as the case may be, and

[
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“(8) the $25,000 amount specified under subparagraphs (A) and (B) of
section 46(a) (2) applicable to such estate or trust shall be reducéd:-to an
amount which bears the same ratio to $25,000 as the amount of the qualified
investment allocated to the estate or trust under paragraph (1) bears to
the entire amount of the qunllﬂed investment,

#(g) Cross REFERENCE.—

“For application of this subpart to certain acquiring corporations, see section
381(c) (23)."

(c) CERTAIN CORPORATE AcCQUISITIONS.~—8ection 881 (¢) (relating to items taken
into account in certain corporate acquisitions) is amended by adding at the end
thereof the following new paragraph :

“(23) CREDIT UNDER SECTION 88 FOR INVESTMENT IN CERTAIN DEPRECIABLE
PROPERTY,—The acquiring corporation shall take into account (to the extent
proper to carry out the purposes of this section and section 88, and under
such regulations as may be prescribed by the Secretary or his delegate)
the items required to be taken into account for purposes of section 88 in
respect of the distributor or transferor corporation.”

(d) CreErrcAL AMENDMENT.—Part IV of subchapter A of chapter 1 is amended
by inserting after the heading and before the table of sections the following:

“Subpart A. Credits allowable.
“Subpart B. Buﬁso lgg; t;omputlng credit for investment in certain depreciable

“Subpart A—Credits Allowable”

(e) ErreCTIVE DATE.—The amendments made by this section shall apply with
respect to taxable years ending after December 31, 1961,

SEC. 3. APPEARANCES, ETC.,, WITH RESPECT TO LEGISLATION.

(a) IN GENERAL—Section 162 (relating to trade or business expenses) is
amended by redesignating subsection (e) as subsection (f) and by lnserting
after subsection (d) the following new subsection :

“(e) APPEARANCES, ETO., WITH RESPEOT TO LEGISLATION.,—

“1) IN oENERAL.—The deduction allowed by subsection (a) shall include
all the ordinary and necessary expenses (including, but not limited to, trav-
eling expenses described in subsection (a)(2) and the cost of preparing
testimony) paid or incurred during the taxable year in carrying on any
trade or business—

“(A) in direct connection with appearances before, submission of
statements to, or sending communications to, the committees, or indi-
vidual members, of Congress or of any legislative body of a State, a
possession of the United States, or a political subdivision of any of the
foregoing with respect to legislation or proposed legislation of direct

interest to the taxpayer, or
“(B) in direct connection with communication of information between

the taxpayer and an organization of which he is a member with respect
to legislation or proposed legislation of direct interest to the taxpayer
and to such organization,
and that portion of the dues so pald or incurred. with respect to any organ-
ization of which the taxpayer is a member which is attributable to the
expenses of the activities described in subparagraphs (A) and (B) carried
on by such organization.

“(2) LiMrraTroN.—The provisions of paragraph (1) shall not be con-
strued as allowing the deduction of any amount pald or incurred (whether
by way of contributtoh, gift, or otherwise)— -

“(A) for purtic!patlon in, or intervention in, any political campaign
on behalf of any candidate for public office, or ‘

“(B) iit connection with any attempt to influence the general publlc.
or segments thereof, with respect to legislative matters, electlons, or

referendims.”
(b) ErrecTIvE ‘DATE~The amendments madgo gy this section shall apply to

mxnble years beglnnmg after December 81
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8EC. 4. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC., EXPENSES,
(a) DENIAL OF DEDUOTION,~—
(1) Part IX of subchapter B of chapter 1 (relating to items not deduct-
ible in computing taxable income) is amended by adding at the end thereof

the following new section :
“SEC. 274. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC., EXPENSES.

“(a) ENTERTAINMENT, AMUSEMENT, OR RECREATION.—
(1) IN GeNERAL—~No deduction otherwise allowable under this chapter

shall be allowed for any item—

“(A) Acrvity.—~With respect to an activity which is of a type gen-
erally considered to constitute entertainment, amusement, or recreation,
unless the taxpayer establishes that the item was directly related to the
active conduct of the taxpayer’s trade or business, or

“(B) Faomrry.—With respect to a facllity used in connection with
Aan activity referred to in subparagraph (A), unless the taxpayer estab-
lishes that the facility was used primarily for the furtherance of the
taxpayer’s trade or business and that the item was directly related to
the active conduct of such trade or business,

and such deduction shall in no event exceed the portion of such item directly
related to the active conduct of the taxpayer’s trade or business.
“(2) SpEciAL rRULES.—For purposes of applying paragraph (1)—

“(A) Dues or fees to any social, athletie, or sporting club or organ-
ization shall be treated as items with respect to facilities.

“(B) An activity described in section 212 shall be treated as a trade

or business.

“(b) GIFT8.—
“(1) LiamuraTioNn.~—No deduction shall be allowed under section 162 or

section 212 for any expense for gifts made directly or indirectly to any
individual to the extent that such expense, when added to prior expenses
of the taxpayer for gifts made to such individual during the same taxable
year, exceeds $25. For purposes of this section, the term ‘gift’ means any
item excludable from gross income of the recipient under section 102 which
is not excludable from his gross income under any other provisfon of this

chapter.

“(2) SPECIAL RULES.—
“(A) In the case of a gift by a partnership, the limitation contained

in paragraph (1) shall apply to the partnership as well as to each

member thereof,
“(B) For purposes of paragraph (1), a husband and wife shall be

treated as one taxpayer. :
“(c) SubsTANTIATION REQUIRED.—NoO deduction shall be allowed—
“(1) under section 162 or 212 for any traveling expense (including meals

and lodging while away from home),

“(2) for any item with respect to an activity which is of a type generally
considered to constitute entertaihment, amusement, or recreation, or with
respect to a facility used in connection with such an activity, or

“(8) for any expense for gifts,

unless the taxpayer substantiates by adequate records or by sufficlent evidence
corroborating his own statement (A) the amount of such expense or other item,
(B) the time and place of the travel, entertainment, amusement, recreation, or
use of the facility, or the date and deseription of the gift, (C) the business pur-
pose of the expense or other item, and (D) the business relationship to the tax-
payer of persons entertained, using the facility, or receiving the gift. The
Secretary or his delegate may by regulations proyide that some or all of the
requirements of the preceding sentence shall not apply in the case of an expense
which does not exceed an amount preseribed pursuant to such regulations.

“(d) SpeoIFI0c BXCEPTIONS TO APPLICATION OF SUBSECTION (a).—Subsection

shall not apply to—

“(1) BusiNEss MEALS.—Expenses for food and beverages furnished to any
individual inder circumstances which (taking into account the surround.
ings in which furnished, the taxpayer's trade, business, or income-produec-
ing activity and the relationship to such trade, business, or activity of the
persons to whom the food and beverages are furnished) are of a type gener-
ally considered to be conducive to a husiness discussion. .

-
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%(2) Foop AND BEVERAGES FOR EMPLOYEES.—Xxpenses for food and bever-
ages (and facllitles used in connection therewith) furnished on the busi-
ness grem!ses of the taxpayer primarily for his employees.

“(8) EXPENBES TREATED AS COMPENSATION.—Expenses for goods, services,
and facilitles, to the extent that the expenses are treated by the tax-
payer, with respect to the recipient of the entertainment, amusement, or
recreation, as compensation to an employee on the taxpayer’s return of tax
under this chapter and as wages to such employee for purposes of chapter 24
(relating to withholding of income tax at source on wages).

“(4) REIMBURSED EXPENSES.—Expenses paid or incurred by the taxpayer,
in connection with the performance by him of services for another person
(whether or not such other person is his employer), under a reimburse-
ment or other expense allowance arrangement with such other person,
but this paragraph shall apply—

“(A) where the services are performed for an employer, only if
the employer has not treated such expenses in the manner provided in
paragraph (3), or

“(B) where the services are performed for a person other than an
employer, only if the taxpayer accounts (to the extent provided by
subsection (¢) ) tosuch person.

“(5) RECREATIONAL, ETO., EXPENSES FOR EMPLOYEES.—Expenses for recrea-
tional, soclal, or similar activities (including facilities therefor) primarily
for the benefit of employees (other than employees who are officers, share-
holders or other owners, or highly compensated employees). For purposes
of this paragraph, an individual owning less than a 10-percent interest in
taxpayer's trade or business shall not be considered a sharcholder or other
owner, and for such purposes an individual shall be treated as owning
any interest owned by a member of his family (within the meaning of

section 267(c) (8)).
“(6) FIMPLOYEE AND STOOKHOLDER BUSINESS MEETINGS.—Expenses directly

related to business meetings of employees or stockholders,

%(7) MEETINGS OF BUSINESS LEAGUES, ETC.—Expenses directly related and
necessary to attendance at a business meeting or convention of any organi-
zatlon described in section 501(c) (6) (relating to business leagues,
chambers of commerce, real eatate boards, and boards of trade) and
exempt from taxation under section 501(a).

“(8) ITEMS AVAILABLE TO PUBLIO.—Expenses for goods, services, and
facilities made available by the taxpayer to the general publie,

“(9) ENTERTAINMENT S8OLD TO CUSTOMERS.—Expenses for goods or services
(including the use of facilities) which are sold by the taxpayer in a bona flde
transaction for an adequate and full consideration in money or money’s

worth.
For purposes of this subsection, any item referred to in subsection (a) shall be

treated as an expense.

“(e) INTEREST, TAXES, CAsUALTY Losses, 593.—This section shall not apply to
any deduction allowable to the taxpayer without regard to its connection with his
trade or business (or with his income-producing activity). In the case of a tax-
payer which is not an individual, the preceding sentence shall be applied as if
it were an individual.

“(f) TREATMENT OF IINTERTAINMENT, ETO., TYrE FaAociraty.—For purposes of
this chapter, if deductions are disallowed under subsection (a) with respect to
any portion of a facility, such portion shall be treated as an asset which is used
for personal, living, and family purposes (and not as an asset used in the trade
or business).

“(g) REGULATORY AUTHORITY.—The Secretary or his delegate shall prescribe
such regulations as he may deem necessary to carry out the purposes of this sec-
tion, including regulations prescribing whether subsection (a) or subsection (b)
applies in cases where both such subsections would otherwise apply.”
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(2) The table of sectlons for such part IX is amended by adding at the‘

end thereof the following:
“Sec, 274. Disallowance of certain entertainment, ete, expenses."

(b) TrAvELING ExpENsEs.~—Section 162(a) (2) (relating to traveling expenses)
is amended by striking out “(including the entire amount expended for meals
and lodging)” and ingerting in lieu thereof “(including a reasonable allowance
for amounts expended for meals and lodging)®”,

(e¢) ErrecTive DATE—The amendments made by this section shall apply with
respect to taxable years ending after June 80, 1962, but only in respect of periods

after such date.

SEC. 6. AMOUNT OF DISTRIBUTION WHERE CERTAIN FOREI OR
DISTRIBUTE PROPERTY IN KIND. GN CORPORATIONS

(a) AMoUNT DIsTRIBUTED.—Section 301(b) (1) (relating to amount distributed
to corporate distributees) is amended by adding at the end thereof the following

new subparagraph:

“(0) CERTAIN CORPORATE DISTRIRUTEES OF FOREIGN CORPORATION.—Not-
withstanding subparagraph (B), if the shareholder is a corporation and
the distributing corporation is a foreign corporation, the amount taken
into account with respect to property (other than money) shall be the
fair market value of such property; except that if any deduction is al-
lowable under section 245 with respect to such distribution, then the
amount taken into account shall be the sum (determined under regula-
tions prescribed by the Secretary or his delegate) of—

“(i) the proportion of the adjusted basis of such property (or,
if lower, its fair market value) properly attributable to gross
income from sources within the United States, and

“(i1) the proportion of the fair market value of such property
properly attributable to gross income from sources without the
United States.”

(b) Basis.—Section 801(d) (relating to basis of property) is amended by
adding at the end thereof the following new paragraph:

#(8) CERTAIN CORPORATE DISTRIBUTEES OF FOREIGN CORPORATION.—In the
case of property described in subparagraph (O) of subsection (b) (1), the
basis shall be determined by substituting the amount determined under such
subparagraph (O) for the amount described in paragraph (2) of this
subsection.”

(¢) Divipenps RECEIVED FROM CERTAIN FOREIGN CORPORATIONS.—

(1) Section 245 (relating to dividends received from certain foreign cor-
porations) is amended by adding at the end thereof the following new
subsection :

“(b) ProPERTY DISTRIBUTIONS.—For purposes of subsection (a), the amount
of any distribution of property other than money shall be the amount deter-
mined by applying section 801(b) (1) (B).”

(2) Section 245 is amended by striking out “In the case of” and inserting
in lteu thereof “(a) GENERAL RULE—In the case of”.

(d) OrepIT For ForelaN TAxes.—Section 902(a) (relating to credit for foreign
taxes) is amended by adding at the end thereof the following néw sentence:
“For purposes of this subsection and subsection (b), the amount of any dis-
tribution in property other than money shall be the amount determined by

applying section 801(b) (1) (B).” ‘
2) EFFEOTIVE DATE—~The amendments made by this section shall apply t

(e)
distributions made after December 31, 1062, -
SEC, 6. AMENDMENT OF SECTION 482.

(a) IN GENERAL—Section 482 (relating to allocation of income and deduc-
tions among taxpayers) is amended by adding at the end thereof the following

new subsection:
“(b) SALES AND PURCHASES WITHIN A RELATED GROUP WHion INCLUDES A

FOREIGN ORGANIZATION —
“(1) IN oENERAL—In applying subsection (a) to sales of tangible prop- -

erty within a group of organizations— o ‘
»(A) owned or controlled directly or indirectly by the same interests,

and
“(B) at lenst one of which is a domestic organization and at least
one of which is a foreign organization, -
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the Secretary or his delegate may allocate the taxable income of the group
t forth in paragraph (2). This

arising from such sales in the manner se
subsection shall not apply with respect to any sale of tangible property for
which the taxpayer can establish an arm's length price (within the mean-

ing of paragraph (4)).
“#(2) METHODS OF ALLOOATION.—
“(A) CONSIDERATION OF OERTAIN FAOTORS.—Except as provided In
subparagraph (B), the allocation referred to in paragraph (1) shall

be made by the Secretary or his delegate by taking into congideration
that portion of the following factors which is attributable to the United
States and that portion thereof which is not attributable to the United

States—
“(1) assets of the group, to the extent used in the production,

distribution, and sale of the property,
“(11) compensation of officers and employees, to the extent at-
including the special risks (if any) of the market in which the property

and
“(111) advertising, selling, and sales promotion expenses (includ-
ing technical and servicing expenses), to the extent attributable to
the property.
Such method of allocation may also give consideration to other factors,
including the special risks (if any) of the mraket in which the property

is sold. .
“(B) ALTERNATIVE METHODS.—If the taxpayer establishes to the sat-

isfaction of the Secretary or his delegate that an alternative method
of allocation clearly reflects the income of each member of the group
with respect to the property referred to in paragraph (1), such alter-
native method shall be used (in lieu of the method provided in sub-
paragraph (A)).
“(8) SpEOIAL RULES.—In applying the method of allocation referred to in
paragraph (2) (A), the following rules shall be applied : .

“(A) ADJUSTED BASIS OF ASSETS.—The values to be assigned to the
assets referred to in paragraph (2) (A) (1) is their adjusted basis in the
hands of the taxpayer or, if such basis is not available in the case of a
foreign organization, then their book values, adjusted to approximate
their adjusted basis,

“(B) INoLupiBLE A8SSETS.—The assets referred to in paragraph
(2) (A) (1) include real property and tangible personal property
(whether owned or leased by a member of the group), but do not

include inventory and stock in trade.
“(4) ARMS'S LENGTH PRIOE DEFINED.—For purposes of this subsection, the

term ‘arm’s length price’ means—

“(A) the price at which tangible property similar or comparable to
the property referred to in paragraph (1) generally is or can be sold
in transactions in the same areas Involving unreclated persons and
made under similar conditions of sale; and

“(B) if subparagraph (A) does not apply, the price at which tangible
property similar or comparable to the property referred to in paragraph
(1) is sold in the same or other areas under similar circumstances and
in transactions involving unrelated persons, with adjustment for ma-
terial differences in quantity, marketing conditions (includihg customs
duties and transportation costs), and other relevant factors.

Subparagraph (B) shall apply only if the adjustment referred to therein

is properly determinable.
‘(8) SAres comMmissioNs.—The Secretary or his delegate shall by regu-

lation prescribe rules for the allocation of commissions arising from sales
of tangible property within a group of organizations desecribed in paragraph
(1). Such rules shall be consistent with the prinéiples specitied in the
other s)aragraphs of this subsection, : A

#(6) GROSSLY INADEQUATE ASSETS, ET0, OUTSIDE UNITED STATES.—In al-
locating taxable income under this subsection, no amount shall be allocated
to a foreign organization whose assets, personnel, and office and other
facilities which are not attributable to the United States are grossly in-
adequate for its activities outside the United States.

“(7) INFORMATION NECESSARY FOR CONSIDERATION OF FACTORS.—In the case
of any transaction to which paragraph (2) (A) apples, if—
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“(A) the information submitted with respect to the group of or-°
ganizations is insufficient for the proper application of the method of
allocation set forth in the first sentence of such paragraph, and

“(B) upon request of the Secretary or his delegate, such group fails
to furnish such additional information with respect to such transaction
as may be reasonably supplied.

the Secretary or his delegate may estimate the taxable income arising
from such transaction and may allocate such taxable income among the
members of the group or to any single member thereof.

“(8) TREATMENT OF FOREIGN TAXES.—

“(A) For purposes of this subsection, taxable income shall be
determined without regard to any income, war profits, or excess profits
taxes pald to any foreign country or to any possession of the United

States.

“(B) Where the application of this subsection results in a decrease
in the taxable income of any foreign organization and an increase in
the taxable income of any domestic organization, then any of the taxes
referred to in subparagraph (A) paid by such foreign organization and
attributable to the taxable income so transferred shall be treated for
purposes of this chapter—

“(1) as paid by such domestic organization, and
“(11) as not paid by such foreign organization.”

(b) CrErRICAL AMENDMENT.~Section 482 is amended by striking out “In any
case of two or more organizations” and inserting in lieu thereof the following:

‘“(n) GENERAL RULE.—In the case of two or more organizations”,

(¢) Errective DAaTE—The amendments made by this section shall apply with
respect to taxable years beginning after December 81, 1962,

SEC. 7. DISTRIBUTIONS OF FOREIGN PERSONAL HOLDING COMPANY INCOME.

(a) DErFINITION oF FOREIGN PERsoNAL Horping CoMPANY.—So much of sub-
section (a) of section 552 (relating to definition of foreign personal holding com-
pany) as precedes paragraph (2) is amended to read as follows:

“(a) GENERAL RuLe.—For purposes of this subtitle, the term ‘foreign personal
holding company’ for a taxable year beginning after December 81, 1962, means
any foreign corporation if— ‘ ]

“(1) Gross INCOME REQUIREMENT.—At least 20 percent of its gross income
(as defined in sectlon 555(a)) for the taxable year is foreign personal
holding company income (as defined in section 553). For purposes of this
paragraph, there shall be included in the gross income the amount includible
therein as a dividend by reason of the application of section 555(¢) (2);

.

and”,
(b) AMOUNT OoF UNDISTRIRUTED INCOME.—Subsection (a) of sectlon 556 (relat-

ing to undistributed foreign personal holding company income) is amended to
read as follows:
“(a) DeFINITION.—For purposes of this part—

“(1) If the forelgn personal holding company income of a foreign per-
sonal holding company exceeds 80 percent of its gross income, the ‘undis-
tributed foreign personal holding compahy income’ of such company is its
taxable income adjusted in the manner provided in subsection (b), minus
the dividends paid deduction (as defined in section §561),

“(2) If the foreign personal holding company income of a forelgn per-
sonal holdihg company does not exceed 80 percent of its gross income, the
‘undistributed foreign personal holding compnny income’ of such company

is that amount which bears the same ratio to—
%“(A) its taxable income adjusted ih the manner provided in sub-

gection (b), minus the dividends paid deduction (as defined in section

561), as
“}B) its foreign personal holding conmipany-income bears to its gross

income.”
¢) Xrrective DATE—The amendments made by this section shall apply only

in (respect of taxable years of forelgn corporations beginning after December
81, 1062.
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SEC. 8. MUTUAL SAVINGS BANKS, ETC. )
(a) REServEs For Losses oN Loans.—Section 593 is amended to read as

follows:
“SEC. 5§93. RESERVES FOR LOSSES ON LOANS.

“(a) ORGANIZATIONS TO WHICH SECTION APPLIES.—This section shall apply to
any mutual savings bank not having capital stock represented by shares,
domestic building and loan association, or cooperative bank without capital
stock organized and operated for mutual purposes and without profiit.

“(b) ApDITION TO RESERVES FOR BAD DEBTS.—

“(1) IN aeNERAL—For purposes of section 166(c), the reasonable addi-
tion for the taxable year to the reserve for bad debts of any taxpayer de-
sceribed in subsection (a) shall be an amount equal to the sum of—

“(A) the amount determined under section 1668(¢) to be a reasonable
addition to the reserve for losses on nonqualifying loans, plus

“(B) the amount determined by the taxpayer to be a reasonable
addition to the reserve for losses on qualifying real property loans, but
such amount shall not exceed the amount determined under paragraph
(2), (8),or (4), whichever amount is the largest.

“(2) 60 PERCENT OF TAXABLE INCOME METHOD.—The amount determined

- under this paragraph for the taxable year shall be the excess of—

“(A) an amount equal to 60 percent of the taxable income for such
year, over
“(B) the amount referred to in paragraph (1) (A) for such year.
For purposes of this paragraph, taxable income shall be computed (i) by ex-
cluding from gross income any amount included therein by reason of sub-
gsection (f£), and (i1) without regard to any deduction allowable for any
addition to the reserve for bad debts,

“(8) 8 PERCENT OF REAL PROPERTY LOANS METHOD.—The amount deter-
mined under this paragraph for the taxable year shall be an amount equal
to the amount necessary to increase the balance (as of the close of the
taxable year) of the reserve for losses on qualifying real property loans to
8 percent of such loans outstanding at such time,

‘‘(4) ExXPERIENCE METHOD.—The amount determined under this paragraph
for the taxable year shall be an amount equal to the amount determined
under sectfon 166(c) (without regard to this subsection) to be a reasonable
addition to the reserve for losses on qualifying real property loans,

“(c¢) TREATMENT OF RESERVES FOR BAD DEBTS.—

‘(1) EsTABLISHMENT OF RESERVES.—Each taxpayer described in subsection
(a) which uses the reserve method of accounting for bad debts shall establish
and maintain a reserve for losses on qualifying real property loans, a reserve
for losses on nonqualifying loans, and a supplemental reserve for losses on
loans. For purposes of this title, such reserves shall be treated as reserves
for bad debts, but no deduction shall be allowed for any addition to the
supplemental reserve for losses on loans.

“(2) ALLOCATION OF PRE-1068 RESERVES.—IFor purposes of this section, the
pre-1968 reserves shall, as of the close of December 81, 1862, be allocated to,
and constitute the opehing balance of—

“ (A; the reserve for losses on nonqualifying loans,
“(B) the reserve for losses on qualifying real property loans, and

“(0) the supplemental reserve for losses on loans,

“(8) METHOD OF ALLOCATION.—The allocation provided by paragraph (2)
shall be made—

“(A) first, to the reserve described in paragraph (2) (A), to the
extent such reserve is not increased above the amount which would be
a reasonable addition under section 166(¢) for a period in which the
nonqualifying loans increased from zero to the amount thereof oiit-
standing at the close of December 31, 1962 ;

“(B) second, to the reserve described in paragraph (2) (B), to the
extent such reserve is not increased above the amount which woiild be
determined under paragraph (8) or (4) of subsection (b) (whichever
such amount is the larger) for a period in which the qualifying real



24 REVENUE ACT OF 1063

property loans increased from zero to the amount thereof outstanding
at the close of December 81, 1962 ; and
“(0) then to the supplemental reserve for losses on loans.

“(4) PRE-1068 RESERVES DEFINED.—For purposes of this subsection, the
term ‘pre-1963 reserves’ means the net amount, determined as of the close
of December 81, 1962 (after applying subsection (d) (1)), accumulated in
the reserve for bad debts pursuant to section 166(¢) (or the corresponding
grovsiflggglot prior revenue laws) for taxable years beginning after Decem-

er 81, .

“(6) CIARGING OF BAD DERTS TO RESERVES.—ANy debt becoming worthless
or partially worthless in respect of a qualifying real property loan shall be
charged to the reserve for losses on such loans, and any debt hecoming
worthless or partially worthless in respect of a nonqualifying loan shall
be charged to the reserve for losses on nonqualifying loans; except that any
such debt may, at the election of the taxpayer, be charged in whole or in
part to the supplemental reserve for losses on loans,

“(d) TAXADLE YEARS BEGINNING IN 1902 ANp ENDING IN 1963.—In the case of
a taxable year beginning before January 1, 1963, and ending after December 31,
1962, of a taxpayer described in subsection (a) which uses the reserve method
of accounting for bad debts, the taxable income shall be of the sum of—

“(1) that portion of the taxable income allocable to the part of the tax-
able year occurring before January 1, 1963, reduced by the amount of the
deduction for an addition to a reserve for bad debts which would be allow-
able under section 166(c) (without regard to the amendments made by sec-
tion 8 1of the Revenue Act of 1002) if such part year constituted a taxable
year, plus

(2) that portion of the taxable income allocable to the part of the tax-
able year occurring after December 81, 1962, reduced by the amount of the
deduction for an addition to a reserve for bad debts which would be allowed
under section 166 (e) (taking into account the amendments made by section
8 of the Revenue Act of 1062) if such part year constituted a taxable year.

For purposes of the preceding sentence, the taxable income shall be determined
without regard to any deduction under section 166(¢), and the portion thereof
allocable to each part year shall be determined on the basis of the ratio which
tthe !tn)lltmber of days in such part year bears to the number of days in the entire
axable year. :

“(e) LoANs DErFINED.~—For purposes of this section—
“(1) QUALIFYING REAL PROPERTY LOANS.—The term ‘qualifying real prop-

erty loan’ means any loan secured by an interest in improved real property
or secured by an interest in real property which is to be improved out
of the proceeds of the loan, but such term does not include—
( ';((12;)(%1;3; loan evidenced by a security (as defined in section 165
g) (2 H ,
“uﬁ any ’loan, whether or not evidenced by a security (as defined

in section 165(g) (2) (C)), the primary obligor on which is— V
“(1) a government or political subdivision or instrumentality

thereof;
“ ll? a bank (as defined in section 581) ; or
“({i1) another member of the same affillated grotip
“(e) dny loan, to the extent secured by a deposit in or share of the
taxpayer; or N
*(D) any loan which, within a 60-day period begiuning in one tax-
able year of the creditor and ending in its next taxable year, is made or
acquired and then repiid or disposed of, unless the transactions by
which such loan was made or acqtiited and then repaid or disposed of
are established to be for bona fide business puirposes.
For purposes of subparagraph (B) (iil), the term ‘afiliated group' has
the meaning assigned to such term by section 1504(a); except that (i)
the phrase ‘more than 50 percent’ shall be substituted for the phrase ‘at
least 80 percent’ each place it appears in section 1504 (a), and (i) all
corporations shall be treated as includible corporations (without any ex-
clusion under section 1504 (b)).
**(2) NONQUALIFYING LOANS.—The term ‘non-qualifying loan’ means any
loan which is not a qualifying real préperty loan, .
“(8) LoAN.—The term ‘loan’ means debt, as the term ‘debt’ is used in

section 168, .
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“(£) DISTRIBUTIONS TO SHAREHOLDERS,—
“(1) IN GENERAL—For purposes of this chapter, any distribution of

property (as defined in section 817(a)) by a domestic building and loan
association to a shareholder with respect to its stock, if such distribution
is not allowable as a deduction under section 591, shall be treated as

e

“(A) first out of its earnings and profits accumulated in taxable years
beginning after December 81, 1951, to the extent thereof,

“(B) then out of the reserve for losses on qualifying real property
loans, to the extent additlons to such reserve exceed the additions which
would have been allowed under subsection (b) (4), ,

“(C) then out of the supplemental reserve for losses on loans, to
the extent thereof,

“(D) then out of such other accounts as may be proper.

This paragraph shall apply in the case of any distribution in redemption of
stock or in partial or complete liquidation of the association, except that
any such distribution shall be treated as made first out of the amount
referred to in subparagraph (B), second out of the amount referred to in
subparagraph (Q0), third out of the amount referred to in subparagraph
(A), and then out of such other accounts as may be proper.

“(2) AMOUNTS OHARGED TO RESERVE ACOOUNTS AND INOLUDED IN GROSS IN-
coME~If any distribution is treated under paragraph (1) as having been
made out of the reserves described in subparagraphs (B) and (C) of such
paragraph, the amount charged against such reserve shall be the amount
which, when reduced by the amount of tax imposed under this chapter and
attributable to the inclusion of such amount in gross income, is equal to the
amount of such distribution; and the amount so charged against such
reserve shall be included in gross {income of the taxpayer.

“(8) SPECIAL BULES,—

“(A) For purposes of paragraph (1) (B), additions to the reserve
for losses on qualifying real property loans for the taxable year in
which the distribution occurs shall be taken into account.

“(B) For purposes of computing under this section the amount of a
reasonable addition to the reserve for losses on qualifying real property
loans for any taxable year, any amount charged during any year to
such reserve pursuant to the provisions of paragraph (2) shall not be
taken into account.” ' i

(b) FOREOLOSURE ON PROPERTY SECURING LoANs—Part II of subchapter H of
chapter 1 (relating to mutual savings banks, etc.) i8 amended by adding at the
end thereof the following new section:

“SEC. 595. FORECLOSURE ON PROPERTY SECURING LOANS.

“(a) NONRECOONITION OF (GAIN OR Lo0SS A8 A RESULT OF FORECLOSURE.—In the
case of a creditor which is an organization described in section §93(a), no gain
or loss shall be recognized, and no debt shall be considered as becoming worth-
less or partially worthless, as the result of such organization having bid in at
foreclosure, or having otherwise reduced to ownership or possession by agree-
ment or process of law, any property which was security for the payment of
any indebtedness. o

“(b) CHARACTER OF PROPERTY.—For purposes of sections 168 and 1221, any
property acquired in a transaction with respect to which gain or loss to an or-
ganization was not recognized by reason of subsection (a) shall be considered
as property having the same characteristics as the indebtedness for which such
property was security, Any amouit realized by such organization with respect
to such property shall be treated for purposes of this chapter as a payment on
account of such indebtedness, and any loss with respect thereto shall be treated
as & bad debt to which the provisions of section 166 (relating to allowance of a

deduction for bad debts) apply. o R
“ gc) Bas1s.—The basis of any property to which subsection (a) applies shall
be the basis of the indebtedness for which such property was security (deter-

mined as of the date of the acquisition of such property), ptoperly increased

for costs of acquisition.
Coe(a) ‘Rmunqnonr AvrHORITY —The Secretary or his delegate shall prescribe

such regulations as he tmay deem necessary to carry out the purposes of this
section.” S : o w o

“
P
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(¢) DErFINITION OF DOMESTIO BUILDING AND LOAN ASBOCIATION.—Paragraph
(19) of section 7701(a) (definition of domestic building and loan association)
is amended to read as follows:

%“(19) DOMESTIO BUILDING AND LOAN ABSOCIATION.—The term ‘domestic
building and loan association’ means a domestic bullding and loan associa-
tion, a domestic savings and loan association, and a Federal savings and
loan association, which—

“(A) is an insured institution (within the meaning of section 401(a)
of the National Housing Act (12 U.8.0,, sec. 1724(a)) ), or
“(B) is subject by law to supervision and examination by State or
Federal authority having supervision over such associations,
if substantially all of its business consists of accepting savings and invest-
ing the proceeds (1) in loans secured by an interest in real property which
is (or, from the proceeds of the loan, will become) residential real property,
and (if) in other loans, to the extent such other loans would be authorized
to be made by a Federal savings and loan association under section 5(¢)
of the Home Owners' Loan Act, as amended (12 U.8.0,, sec. 1464(¢)).”

(d) OCrEricAr AMENDMENTS.—The table of sections for part II of subchapter
H of chapter 1 is amended—

(1) by striking out the third item and inserting in lleu thereof the
following:

“Sec, 595. Foreclosure on property securing loans.”

and
(2) by adding at the end thereof the following:
“Sec. 595. Foreclosure on roperty securing loans,”

(e) REPEAL OF EXEMPTION FRrROM COMMUNICATIONS AND TRANSPORTATION OF
PersoNs Taxes.—Notwithstanding any other provision of law, Federal savings
and loan assoclations shall not be exempt as such from the taxes imposed by
section 4251 (relating to excise tax on communications) and section 42061 (re-
la}tilnogﬁ‘lto excise tax on transportation of persons) of the Internal Revenue Code
o L]

(f) ErFECTIVE DATES.— ’
(1) The amendment made by subsection (a) shall apply to taxable years

ending after December 81, 1902, except that section 593(f) of the Internal
Revenue Code of 1954 shall apply to distributions after December 31, 1962,
in taxable years ending after such date,

(2) The amendment made by subsection (b) shall apply to transactions
described in section 595(a) of the Internal Revenue Code of 1954 occurring
after December 81, 1962, in taxable years ending after such date,

(8) Subsection (e) of this section shall apply—

(A) in the case of the tax imposed by sectfon 4251 of the Internal
Revenue Code of 1954, with respect to amounts paid pursuant to bills
rendered after Jine 80, 1962 ; and

(B) in the case of the tax imposed by section 4261 of such Code, with
respect to transportation begintilhg after June 30, 1962,

SEC. 9, DISTRIBUTIONS BY FOREIGN TRUSTS.

(a) DEFINITIONS.— »

(1) INCOME OF FOREIGN TRUST.—Section 648(a) (8) (relating to modifica-
tions taken into account in coniputing distributable net income) is amended
to read as follows:

“(8) INCOME OF FOREIGN TRUST.—In the case of a foreign trust—

‘*(A) There shall be incliided the amounits of gross income from sources
without the United States, reduced by-any amounts which would be
deductible in respect of disbursements allocable to such incoime but for
the provisions of section 265(1) (relating to disallowance of certain
deductions), s . )

“(B) Gross income from sources within the United Stdates shall be
determined withoitt regard to section 894 (relating to ircome exempt
under treaty). ‘ )

“(0) Subsection (a)(8) of this section shall not apply to a foreign
trust created by a Utsilted States person. Inh the case of such a trust,
(1) there shall be incldded gains from the sale or exchange of capital
assets, reduced by losses from such sales or exchanges to the extent such
losses do not exceed gains from such sales or exchange, and (il) the
deduction tirider section 1202 (relating to deduction for excess of capital
gains over capltil losses) shdll not be taken into account.” .
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(2) FOREIGN ESTATES AND TRUSTS.—Section 648 (relating to definitions) is
amended by adding at the end thereof the following new subsection:

“(d) ForeiaN TRuUsTS OREATED BY UNITED STATES PERSONS.—For purposes of
this part, the term ‘foreign trust created by a United States person’ means a
foreign trust (as defined in section 7701(a) (31)) to which money or property
has been transferred directly or indirectly by & United States person (as defined
in section 7701(a) (80) ), or under the will of a decedent who at the date of his
death was a United States citizen or resident.”

(b) AcOUMULATION DISTRIBUTIONS OF FOREIGN TRUBTS.~—

(1) Bection 665(b) (relating to definitions applicable to subpart D) is
amended by striking out “(b) AcCOUMULATION DISTRIBUTION.—FoOr purposes
of this subpart,” and inserting in lieu thereof the following:

“(b) ACOUMULATION DISTRIBUTIONS OF TRUSTS OTHER THAN OERTAIN FOREIGN
TrusTs,~For purposes of this subpart, in the case of a trust (other than a for-
elgn trust created by a United States person),”,

(2) Section 665 is amended by redesignating subsections (¢) and (d) as
(d) and (e), respectively, and by inserting after subsection (b) the following
new subsection :

“(e¢) ACOUMULATION DISTRIBUTION OF CERTAIN FOREIGN TRUSTS,—For purposes
of this subpart, in the case of a foreign trust created by a United States person,
the term ‘accumulation distribution’ for any taxable year of the trust means the
amount by which the amounts specified in paragraph (2) of section 661(a) for
such taxable year exceed distributable net income, reduced by the amounts speci-
fled in paragraph (1) of section 661(a). For purposes of this subsection, the
amount specified in paragraph (2) of section 661(a) shall be determined with-
out regard to section 666. Any amount paid to a United States person which is
from a payor who is not a United States person and which is derived directly or
indirectly from a foreign trust created by a United States person shall be deemed
in the year of payment to have been directly paid by the foreign trust.”

(c) ALLOCATION OF ACCUMULATION DISTRIBUTIONS TO PRECEDING YEARS.—Sec-
itlon 666 ég& (relating to accumulation distribution allocated to B preceding years)

s amended— .

(1) by striking out *(a) AMOUNT ALLOCATED.—In the case of a trust” and
inserting in lieu thereof the following :

“(a) AMOUNT ALLOCATED.—In the case of a trust (other than a foreign trust
created by a United States person)”; and

(2) by adding at the end thereof the following new sentence

“In the case of a foreign trust created by a United States person, this subsection

shall apply to the preceding taxable years of the trust without regard to any

_ proviston of the preceding sentences which would (but for this sentence) limit
its application to the b preceding taxable years.”

(d) AMOUNTS TREATED AS RECEIVED IN PRIOR YEARS.—Section 668(a) (relating
to amounts treated as received in prior taxable years) is amended by adding at
the end thereof the following new sentence: “Except as provided in section 669,
in the case of a foreign trust created by a United States person the preceding
sentence shall not apply to any beneficiary who is a United States person.”

(e) Srro1AL RuLes ros ForeioN TrusTs.—Subpart D of part I of subchapter J
of chapter 1 (relating to treatment of excess distributions by trusts) is amended
by adding at the end thereof the following new section:

“SEC. 669, SPECIAL RULES APPLICABLE TO CERTAIN FOREIGN TRUSTS.

“(a) LIMITATION ON TAX.— :

“(1) GENERAL RULE.—At the electlon of a benefléiary who is a United
States person (as defined in sectlion 7701(a) (80) and who satisfies the re-
qtilrements of subsection (b), the tax attribuitable to the amoutits treated -
under section 668(a) as having been received by Mim from a foreign trust
created by a United States person on the last day of a preceding taxdble year
of the trust shall not be greater than—

“(A) the tax determined under the next to the last sentence of
section 668(a), or

“(B) the tax determined by multiplying by the niiber of preceding
taxable years of the trust, on the last day of each of which an amount
is deemed under section 666(a) to have been distributed, the average
of the Increase in tax attributable to recomputing the beneficiary’s gross
income for the taxable year and each of his 2 taxable years immediately
gt;ecedlng the year of the accumulation distribution by adding to the

come of each of such years an amount determined by dividing the
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amount required to be Included in income under section 688(a) by such
number of preceding taxable years of the trust. The recomputation
for the taxable year shall be made without regard to the inclusion in
incomeé required by section 668(a) of any amount other than pursuant

to this paragraph.

#(2) EXCEPTIONS,~—
“(A) When an accumulation distribution is deemed under section

666(a) to have been distributed on the last day of less than 8 taxable
years of the trust, the taxable years of the beneficiary for which a
recomputation {8 made under subsection (a) (1) (B) shall equal the
number of years to which section 666(a) applies, commencing with
the most recent taxable year of the beneficiary.

“{B) If a beneficiary was not alive on the last day of each preceding
taxable year of the trust with respect to which a distribution is deemed
made under section 666(a), paragraph (1) (A) of this subsection
shall not apply. In applying paragraph (1)B) of this subsection,
no recomputation shall be made for a beueficiary for a taxable year
for which he wus not alive; if he has no preceding taxable year, the
recomputation shall be made on the basis of his taxable year without
regard to the inclusion in income required by section 668(a) of any
amount other than pursuant to paragraph (1) (B).

“(8) EFFECT OF PRIOR ELECTION.~In computing the limitution on tax
under paragraph (1) of this subsection for any beneficiary-— ,

#“(A) SUBBEQUENT ELECTION UNDER PARAGRAPH (1) (A).—If an elec-
tlon has been made under paragraph (1) (B) of this subsection, for
purposes of a subsequent election under paragraph (1) (A) the income
of any year with respect to which an amount is deemed distributed to a
beneficiary under section 666(a) shall include amouuts previously
deemed distributed to such beneficlary for such year as a result of an
accumulation distribution with respect to which an clection under
paragraph (1) (B) was made.

“(B) SUBSEQUENT ELECTION UNDER PARAGRAPH (1) (B) ~—If with respect
to an accumulation distribution an election has been made under either
paragraph (1) (A) or paragraph (1) (B) of this subsection, or the next
to the last sentence of section 668(a) has applied, for purposes of a sub-
sequent election under paragraph (1) (B) the number of preceding tax-
able years of the trust with respect to which an amount is deemed dis-
tributed to a beneficiary under section 666(a) shall be determined with-
out regard to any such year with respect to which an amount was pre-
viously deemed distributed to such beneficiary. ’

“(b) INFORMATION REQUIREMENT.—The election of a beneficiary to apply the
limitations on tax provided in subsection (a) of this section shall not be effective
unless the beneficiary at the time of making the election supplies such informa-
tion with respect to the operation and accounts of the trust, for each taxable
year on the last day of which an amount is deemed distributed under section
6866(a), a8 the Secretary or his delegate may by regulations prescribe.” ,

(f) INrorRMATION RETURNS WITH RESPECT TO FOREIGN TRUSTS.—Subpart B of
part III of subchapter A of chapter 61 (relating to information concerning trans-
actions with other persons) is amended by adding at the end thereof the fol-

lowing new section: .
“SEC. 6047, RE“{JRS% AS TO CREATION OF OR TRANSFEREES TO CERTAIN FOREIGN

“(a) GENERAL RULE.—On or before the 80th day after—
“(lg the creation of any foreign trust by & United States person, or

“(2) the transfer of any money or property to a foreign trust by a United
States person,
the grantor in the case of an inter vivos trust, the fiduciary of an estate in the
case of a testamentary trust, or the transferor, as the case may be, shall make
a return in compliance with the provisions of subsection (b).

“(b) ForM AND CoNTENTS oF RETURNS.—The returns required by subsection
(a) shall be in such form and shall set forth, in respect of the foreign trust, such
information as the Secretary or his delegate prescribes by regilation as neces-
sary for carrying out the provisions of the income tax laws,

“(e) Oross REFERENOCES.-—~ ,

“(1) For provisions relating to penalties for violations of this section, see sections

6677 and 7203, : .
“(2) For definition of the term “foreigm trust created by a United States person’,
see section 643(d).”
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() ‘FAILURE To FiLr INFORMATION RETURNS,—Subchapter B of chapter 68
(relating to assessable penalties) is amended by adding at the end thereof the
following new section:

“SEC, 6677, FAILURE TO FILE INFORMATION RETURNS WITH RESPECT TO CER-
TAIN FOREIGN TRUSTS,

“(a) Orvir, PENALTY.—In addition to any criminal penalty provided by law,
any person required to fite a return under section 6047 who fails to file such
return at the time provided in such section, or who files a return which does
not show the information required pursuant to such section, shall pay a penalty
equal to § percent of the amount transferred to a trust, but not more than
$1,000, unless it is shown that such failure is due to reasonable cause,

“(b) Der1cIENOY PRrROCEDURES Nor To ArpLyY.—Subchapter B of chapter 63
(relating to deflciency procedures for income, estate, and gift taxes) shall not
apply in respect to the assessment or collection of any penalty imposed by
subsection (a).”

(h) Un1tep StATES PERSON DEFINED.—Section 7701 (a) is amended by adding
at the end thereof the following new paragraphs:

%(80) UNiTEp STATES PERSON.—The term ‘United States person’ means—-

“(A) a citizen or resident of the United States,

“(B) a domestic partnership,

“(0) a domestic corporation, and

“(D) any estate or trust (other than a foreign estate or foreign
trust, within the meaning of section 7701(a) (81)).

#(81) FOREIGN ESTATE OB TRUST.—The terms ‘foreign estate' and ‘foreign
trust’ mean an estate or trust, as the case may be, the income of which
from sources without the Unlted States is not includible in gross income
under subtitle A.”

(f) TEOHNICAL AMENDMENTS.—
(1) The table of sections for subpart D of subchapter J of chapter 1

(relating to treatment of excess distributions by trusts) is amended by
adding at the enad thereof
“Sec, 669. Bpecial rules applicable to certain foreign trusts.”

(2) The table of sections for subpart B of part III of subchapter A of
chapter 61 (relating to information concerning transactions with other
persons) is amended by adding at the end thereof

“Sec. 6047. Returns as to creation of or transfers to certain foreign trusts.”

(8) The table of sections for subchapter B of chapter 68 ’(r‘elating to
asessable penalties) is amended by adding at the end thereot
“Sec. 6677. Fa%lrl‘nlx;e“tg file information returns with respect to certain foreign

(J) Erreorive DATE.—The amendments made by this section (other than by
subsections (f), (g), and (h)) shall apply with respect to distributions made
in taxable years of trusts beginning after the date of the enactment of this Act.

EC. 10, A H :
SR 1 AR B IERSB A AN LIPR, MARINE, AND CEE

(a) ImposiTioN oF TAx.—So much of part II of subchapter L (relating to
mutual insuraiice companies, other than life or marine or fire insurance com-
panies {ssuing perpetual policies) of chapter 1 as precedes section 822 1s amended

to read as follows :

“PART II-MUTUAL INSURANCE COMPANIES (OTHER THAN LIFE AND
CERTAIN MARINE INSURANCE COMPANIES AND OTHER THAN FIRE
INSURANCE COMPANIES WHICH OPERATE ON BASIS OF PERPETUAL
POLICIES OR PREMIUM DEPOSITS) '

“'See, 821, Tax on mutual insurance fompanles which part II applies.
“See, 822, Determination of taxable investment income,
“‘Seo, 823, Determination of statutory underwriting income or loss.

“Bee, 824, Adjustments to provide protection against losses.
“‘Sec. 820. Un{med'losa ded‘t’lctlon. P ‘ ga :
“Sec. 826, Blectlon by reciprocal.

“SEC. 821, TAX ON MUTUAL INSURANCE COMPANIES TO WHICH PART II APPLIES,

“(a) IMPOSYTION OF TAX.—A tax is hereby imposed for each taxable year
beginning atter December 81, 1062, on the mutual insurance company taxable
income of every mutual insurance company (other than a life insurance com.

82100—62—pt. 1——8 :
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pany and other than a fire or marine insurance company subject to the tax
imposed by section 831)., Such tax shall consist of—

“(1) NorMAL TAx.—A normal tax of 25 percent of the mutual insurance
company taxable income, or 50 percent of the amount by which such taxable
income exceeds $6,000, whichever is the lesser ; plus

“(2) SurTAx.—A surtax of 22 percent of the mutual insurance company
taxable income (computed without regard to the deduction provided in
sectlon 242 for partially tax-exempt interest) in excess of $25,000.

“(b) MuTuAL INSURANCE COMPANY TAXABLE INCOME DEFINED,—For purposes
of this part, the term ‘mutual insurance company taxable income’ means, with
respect to any taxable year, the amount by which—

“(1) thesum of—
“(A) the taxable investment income (as defined in section 822(a)

(1))
“( 1'3) the statutory underwriting income (as defined in section 828(a)

(1)), and
“(0) the amounts required by section 824(d) to be deducted from the

protection against loss account, exceeds

“(2) the sum of—
“(A) the investment loss (as defined in section 822(a) (2)),

(2‘)'()B) (tihe statutory underwriting loss (as defined in section 823(a)
,an

“(C) the unused loss deduction provided by section 825(a).
“(¢) ALTERNATE TAX FOR CERTAIN SMALL COMPANIES. —

“(1) IMPOBITION OF TAX.—In the case of taxable years beginning after
December 81, 1962, there is hereby imposed for each taxable year on the
income of each mutual insurance company to which this subsection applies
a tax (which shall be in lieu of the tax imposed by subsection (a)) com-
puted as follows:

“(A) NorMAL TAX.—A normal tax of 25 percent of the taxable invest-
ment income, or 50 percent of the amount by which such taxable income
exceeds $3,000, whichever is the lesser; plus

“(B) Surtax.—A surtax of 22 percent of the taxable investment
income (computed without regard to the deduction provided in section
242 for partially tax-exempt interest) in excess of $25,000.

“(2) GRrosSS AMOUNT RECEIVED, OVER $75,000 BUT LESS THAN $128,000.—If
the gross amount received during the taxable year from the items described
in section 822(b) (other than paragraph (1) (D) thereof) and premiums
(including deposits and assessments) is over $75,000 but less than $125,000,
the tax imposed by paragraph (1) shall be reduced to an amount which
bears the same proportion to the amount of the tax determined under para-
gra;xég 0(010 ) as the excess over $75,000 of such gross amount received bears
to $50,000.

“(8) COMPANIES TO WHICH SUBSECTION APPLIES,—

“(A) IN GENERAL—Except as provided in subparagraph (B), this

subsection shall apply to every mutual insurance company (other than
a life insurance company and other than a fire or marine insurance
company subject to the tax imposed by section 831) which received
during the taxable year from the items described in section 822(b)
(other than paragraph (1) (D) thereof) and premiums (including
deposits and assessments) a gross amount in excess of $75,000 but

not in excess of $300,000. ,
“(B) BxoeprioNs.—This subsection shall not apply to a mutual in-

surance company for the taxable year if—
“(1) there is in effect an election by such company made under
subsection (d) to be taxable under subsection (a); or
“(11) there is any amount in the pfotection against loss account

at the beginning of the taxable year.

“(d) ELeorioN To INOLUDE STATUTORY UNDERWRITING INCOME oR Loss.—

“(1) IN GENERAL—Any mutudl insurance company which is subject to

the tax imposed by subsection (e¢) may elect, in such manner and at such

time as the Secretary or his delegate may by regulations prescribe, to be
subject to the tax imposed by subsection (a). i ‘

“(2) BFFECT OF ELECTION.—If an election is made under paragm{)p 1),

shall be subject to the tax imposed by subsection (a)

the electing compan
(and shall not be sugject to the tax imposed by subsection (¢)) for the first
taxable year for which such election is made and for all taxable years there-
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alftetl; unless the Secretary or his delegate consents to a revocation of such
election.

“(e) No UniteEp STATES INSURANCE BusINess.—Foreign mutual insurance
companies (other than a life insurance company and other than a fire or marine
insurance company subject to the tax imposed by section 8381) not carrying on
an insurance business within the Unitéd States shall not be subject to this part
but shall be taxable as other foreign corporations.

‘“(£) Cross REFERENCES.—
“(1) For exemption from tax of certain mutual insurance companies, see section

- Golgcg(lﬂ), .
4(3) For alternative tax in case of capital gains, see section 1201(a).”

(b) TAXABLE INVESTMENT INCOME.—
(1) IN GENERAL.—Section 822 (relating to determination of mutual insurance

company taxable income) is amended by striking out the heading and subsection
(a) and inserting in lieu thereof the following:
“8EC. 822. DETERMINATION OF TAXABLE INVESTMENT INCOME,

“(a) DEerFINITIONS.—For purposes of this part—

(1) The term ‘taxable investment income' means the gross investment
income, minus the deductions provided in subsection (e¢).

“(2) The term ‘Investment loss’ meins the amount by which the deduc-
tions provided in subsection (e¢) exceed the gross investment income.”

(2) CONFORMING AMENDMENTS.—Subsectlons (¢) and (e) of section 822 are
each amended by striking out “mutual insurance company taxable income” each
place it appears and inserting in lieu thereof “taxable investment income".

(3) DIVIDENDS RECEIVED DEDUCTION.—Section 822(¢) (7) (relating to special
deductions) is amended by adding at the end thereof the following new sentence :
“In applying section 246(b) (relating to limitation on aggregate amount of de-
ductions for dividends received) for purposes of this paragraph, the reference
in such section to ‘taxable income' shall be treated as a reference to ‘taxable
investment income'.” ‘ .

(4) REDESIGNATION OF SECTION 823.—Part II of subchapter L of chapter 1 is
amended by striking out
“SEC. 823, OTHER DEFINITIONS,

“For purposes of this part—",
and inserting in lieu thereof (at the end of section 822) the following:

“(f) DrerFiniTIONS.—For purposes of this part—",
(¢) STATUTORY UNDERWRITING INCOME OR Loss.—Part 11 of subchapter L of

chapter 1 is amended by adding after section 822(f) (as redesignated by sub-
section (b) (4) of this section) the following new sections:
“SEC, 823. DETERMINATION OF STATUTORY UNDERWRITING INCOME OR LOSS.

“(a) IN GENERAL—For purposes of this part—-
“(1) The term ‘statutory underwriting income' means the amount hy

which—
“(A) the gross income which would be taken into account in comput-
ing taxable income under section 832 if the taxpayer were subject to
the t%x imposed by section 831, reduced by the gross investment fiicome,
exceeds
“(B) the sum of (i) the deductions which would be taken into nc-
count in comguting taxable income if the taxpayer were subject to the -
tax imposed by section 831, reduced by the deductions provided in sec-
tion 822(c), plus (il) the deductions provided in subsection (e¢) atid
section 824(n). ‘ ,
*“(2) The term ‘statutory underwriting loss' means the exces of the amount
rif)e&e)d to in paragraph (1) (B) over the amount reforred to in paragraph
( L]

“(b) MobprrrcaTIoONs.—In applying subsection (a)— )
“(1) NET OPERATING 10SS pEpUCTION.—The deduction for net operating

losses provided in section 172 shall not be allowed.
“(2) INTERINSURERS.—In the case of a mutual insurance compainy which

is an interinsurer or reciprocal utiderwriter— : .
“(A) there shall‘be allowed as a deduction the increase for the tax-
able year in savings credited to subscriber.accounts, or -
“(B) there shall be incliiled as an item of gross income the decrease
for the taxable year in savings credited to subscriber accotifits.
/
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For purposes of the preceding sentence, the term ‘savings credited to sub-
scriber accounts’ means such portion of the surplus as is credited to the
individual acounts of subscribers before the 16th day of the third month
following the close of the taxable year, but only if the company would be
obligated to pay such amount promptly to such subscriber if he terminated
his contract at the close of the company’s taxable year. For purposes of
determining his taxable income, the subscriber shall treat any such savings

credited to his account as a dividend paid or declared.
“(e¢) SPECIAL DEDUOTION FOB SMALL COMPANY HAVING GROSS AMOUNT OF LESS

TrAN $000,000,—

“(1) IN GENERAL—If the gross amount received during the taxable year
by a taxpayer subject to the tax imposed by section 821(a) from the items
described in section 822(b) (other than paragraph (1) (D) thereof) and
premiums  (including deposits and assessments) does not equal or exceed
$900,000, then in determining the statutory underwriting income or loss
for the taxable year there shall be allowed an additional deduction of
$6,000; except that if such gross amount exceeds $300,000, such additional
deduction shall be equal to 1 percent of the amount by which $900,000 ex-
ceeds such gross amount,

#(2) LisrratioNn.~The amount of the deduction allowed under paragraph
(1) shall not exceed the statutory underwriting income for the taxable year,
computed without regard to any deduction under this subsection or section

824(a).
“SEC. 824. ADJUSTMENTS TO PROVIDE PROTECTION AGAINST LOSSES,
“(a) ALLOWANCE OF DEDUCTION.—

“(1) IN GENERAL—In determining the statutory underwriting income or
loss for any taxable year there shall be allowed as a deduction the sum of—

“(A) an amount equal to 1 percent of the losses incurred during the
taxable year (as determined under section 832(b)(5)), plus

“(B) an amount equal to 25 percent of the underwriting gain for
the taxable year, plus

“(Q) if the concentrated windstorm, etc, premium percentage for
the taxable year exceeds 50 percent, an amount determined by applying
so much of such percentage as exceeds 50 percent to the underwriting
gain for the taxable year.

For purposes of this paragraph, the term ‘underwriting gain’ means stat-
utgry t\;nderwriting income, computed without any deduction under this
subsection,

“(2) SPECIAL RULE FOR OOMPANIES HAVING CONCENTRATED WINDSTORM, ETO.,
RIsgs.—For purposes of paragraph (1) (C), the term’‘concentrated wind-
storm, ete, premium percentage’ means, with respect to any taxable year,
the percentage obtained by dividing—

“(A) the amount of the premiums earned on insurance contracts
during the taxable year (as defined in section 832(b) (4)), to the ex-
tent attributable to insuring against losses arising in any one State
from windstorm, hail, flood, earthquake, or similar hazards, by

“(B) the amount of the premiums earned on insurance contracts

~ during the taxable year (as so defined).
- “(b) PROTEOTION AGAINST Lo0ss AccoUNT—Each insurance company subject
to the tax imposed by sectlon 821(a) for any taxable year shall, for purposes
of this part, establish and maintain a protection against loss account.
“(¢) Apprrions To AccotNr.—There shall be added to the protection against
loss account for each taxable year an amount equal to the amount allowable
as a deduction for the taxable year under subsection-{a) (1).

“(d) SuBTRACTIONS,— :
“(1) ANNUAL SBUBTRAOTIONS.—Aftér applying subsection (c), there shall

be subtracted for the taxable year from the protectton against loss account—
“(A) first, an amount equal to the excess of the statutory iihderwrit-

ing loss for the taxable year over the underwriting loss (as defined in

paragraph (6)) for the taxable year,
“(B) then, the amotint (if any) by which—
“(y the sum'of the investment loss for such year and the under-

writing logs for such year, exceeds g
“(1f) the sum of the statittory underwriting income for such tax-

able year and the taxable investment income for such taxable year,
“(0) next (in the order in which the losses occurred), amounts equal

to the unused loss carryovers to such year, :
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“(D) next, any amount remaining which was added to the account
for the fifth preceding taxable year, minus one-half of the amount
remaining in the account for such taxable year which was added
by reason of subsection (a)(1) (B(, and

“(H) finally, the amount by which the total amount in the account
exceeds whichever of the following is the greater:

. %(1) 10 percent of premiums earned on insurance contracts
during the taxable year (as defined in section 832(b) 54); less
dividends to policyholders (as defined in section 882&::) 11)), or
“(11) the total amount in the account at the close of the preceding

taxable year.
%(2) RULES FOR OEILING ON PROTECTION AGAINST LOSS ACCOUNT.—For pur-
poses of paragraph (1) (B), the total amount in the account shall be

determined— ‘ i
“(A) after the applcation of this section without regard to para-

graph (1) (B),and .
“(B) without taking into consideration amounts remaining in the
account which were added, with respect to all taxable years, by reason

of subsection (a) (1) (0).
“(8)- Priorrries,—The amounts required to be substracted from the

protection against loss account—
“(A) under subparagraphs (A), (B), and (O) of paragraph (1) shall

be substracted—
“(1) first (on a first-in, first-out, basis) from amounts in the
account with respect to the five preceding taxable years and the

taxable year, and
“(1i) then from amounts in the account with respect to earlier

years, ,
“(B) under subparagraph (B) of paragraph (1) shall be subtracted
only from amounts in the account with respect to the taxable year, and
“(0) under paragraphs (A), (B), and (C), and (E) of paragraph
(1) shall, if the amount to be subtracted from the total amounts in the
account with respect to any taxable year is less than such total, be
subtracted from each of the amounts (referred to in subsection (a) (1))
in the account with respect to such year in the proportion which each
bears to such total,

“(4) TERMINATION OF TAXABILITY UNDER SECTION 821,—If the taxpayer
is not subject to tax under section 821 for any taxable year, the entire
amount in the account at the close of the preceding taxable year shall be
subtracted from the account in such preceding taxable year.

“(5) ELEOTION 'TO SUBTRAOT AMOUNT FROM ACCOUNT,— »

“(A) A taxpayer may elect for any taxable year. for which it Is
subject to tax under section 821(a) to subtract froin its- protection

' against loss account any amotint which, but for the application of this
subparagraph, would be in such account as of the close of such taxable

. year, . :
“(B) The election provided by subparagraph (A) for any taxable
year shall be made (in such manner and in such form as the Secretary
_or his delegate' may by regulations tPres;crlbe) after the close of such
taxable year and not later than the time prescribed by law for filing the
return (includifig extensions thereof) for the taxable year following
_such taxable year. Such an election, once made, may not be revoked.
“(6) UNDERWRITING LOSS DEFINED.—For purposes of paragraph (1), the
term ‘underwriting loss' means the amount by whith— ‘

“(A) the deductions which would be taken-into account in com-
puting taxable income under section 832 if the taxpayer were subject
to the tax inmiposed by sectich 881, reduced by the sum ‘of (i) the
deductions provided in sectlon 822(¢), and (ii) the deduction for
dividends to polieyholders provided by section 832(¢) (11), exceeds

_ “(B) the amount referred to In section 823(a)(1) (A).
“SEC. 825, UNUSED LOSS DEDUCTION. : ' :

“(a) AMotNT of DrpvortoN.—For purposes of this part, the unused loss
dedifetion for the taxable year shall be an amount equal to the unused loss

carryovers or carrybacks to the taxable year, e .
“(b) - Unvuskp Loss DEFINED.—FoF purposes of this part, the term ‘unused loss’

means,: with respect to any taxable year, the amotint (if any). by which—




34 REVENUE ACT OF 1962

“(1) the sum of the statutory underwriting loss and the investment loss,

exceeds
“(2) the sum of—
“(A) the taxable Investment income,
“(B) the statutory underwriting fncome, and
“(0) the amounts required by section 824(d) to be subtracted from
the protection against loss account.
“(e¢) Loss YEArR DEFINED.—For purposes of this part, the term ‘loss year'
means, with respect to any company subject to the tax imposed by section
821(a), any taxable year in which the unused loss (as defined in subsection

(b)) of such taxpayer is more than zero.
“(d) YeAars To WHrom CARriED.—The unused loss for any loss year shall

be—
“(1) an unused loss carryback to each of the 3 taxable years preceding

the loss year, and
“(2) an unused loss carryover to each of the b taxable years following

the loss year.

“(e) AMOUNT OF CARRYBAOKS AND CARRYOVERS.—The entire amount of the
unused loss for any loss year shall be carried to the earliest of the taxable
years to which such loss may be carrled. The portion of such loss which shall
be carried to each of the other taxable years shall be the excess (if any) of
the amount of such loss over the sum of the offsets (as defined in subsection
(£)) for each of the prior taxable years to which such loss may be carried.

“(f) Orrser DEFINED.—For purposes of subsection (e), the term ‘offset’
m(tmns v;s;lth respect to any taxable year (hereinafter referred to as the ‘off-
set year')—

“(1) in the case of an unused loss carryback from the loss year to the
offset year, the mutual insurance company taxable income for the offset

year; or
“(é) in the case of an unused loss carryover from the loss year to the

offset year, an amount equal to the sum of—
“(A) the amount required to be subtracted from the protection
against loss account under section 824(d) (1) (C) for the offset year, plus
“(B) the mutual insurance company taxable income for the offset
year.
For purposes of paragraphs (1) and (2) (B), the mutual insurance taxable
income for the offset year shall be determined without regard to any unused
loss carryback or carryover from the loss year or any taxable year thereafter.

“ (1g) LiMmiTaTioNns.—For purpose of this part, an unused loss shall not be

carried— ‘
“(1) to or from any taxable year beginning before January 1, 1063,
“(2) to or from any taxnble year for which the instrance company is
not subject to the tax imposed by section 821(a), nor
“(8) to any taxable year if, between the loss year and such taxable year,
there is an intervening taxable year for which the insurance company was
not subject to the tax imhposed by section 821(a).
“SEC. 826. ELECTION BY RECIPROCAL.

“(a) IN GENERAL—Except as otherwise provided in this section, any mutual
insurance comaphy which is an interinsurer or reciprocal underwriter (here-
inafter in this sectlon referred to as a ‘reciprocal’) subject to the taxes imposed
by section 821(a) may, under regulations preseribed by the Secretary or his
delegate, elect to be subject to the limitation provided in subsection (b). Such
election shall be effective for the taxable year for which mdde and for all suc-
ceeding taxable years, and shall not be revoked except with the consent of

the Secretary or hisdelegate. =
“(b) LiMrrartoN.—The deduction for amounts yaid or fncurred in the
taxable year to the attoruey-in-fact by a reciprocal” making the election pro-
vided in subsection (a) shall be limited to, but in no case increased by, the
dediiétions of the attorney-in-fact allocable, in accordance with regulations
prescribed by the Secretary or his delegate, to the income received by the
attorney-in-fact from the reciprocal.
“(e¢) PxOEPTION.—AN election may not be made by a reciprocal uider sub-
section (4) unless the attorney-in:fact of such reciprocal—:
::g is subject to the taxes imposed by section 11 (b) and (¢) ;

congents in such manner as the Secretar{n‘or his delegate shall
prescribe by regulations to makegavauable such information as may be
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required during the period in which the election provided in subsection (a)

ig in effect, under regulations prescribed by the Secretary or his delegate;
“(8) reports the income received from the reciprocal and the deductions

allocable thereto under the same method of accounting under which the

reciprocal reports deductions for amounts paid to the attorney-in-fact; and
“(4) filles its return on the calendar year basis.

“ ﬁd) Spec1AL RuLe—For purposes of computing the deduction provided in
section 824(a) and the additions to the account provided by section 824(c)
with respect to any reciprocal electing to be subject to the limitation provided
in subsection (b), such limitation shall not be taken into account.

“(e) CREDIT.—Any reciprocal electing to be subject to the limitation provided
in subsection (b) shall be credited with so much of the tax paid by the
attorney-in-fact as is attributable, under regulations prescribed by the
Secretary or his delegate, to the income received by the attorney-in-fact from
the reciprocal in such taxable year,

“(f) SurTAx EXEMPTION DENIED.—Any increase in taxable income of &
reciprocal attributable to the limitatlon provided in subsection (b) shall be
taxed without regard to the surtax exemption provided in section 821(a)(2).

“(g) ADJUSTMENT FOR REFUND.—If for any taxable year an attorney-in-fact
is allowed a credit or refund for taxes paid with respect to which a reciprocal
was allowed a credit under subsection (e), the taxes of such reciprocal for
such taxable year shall be properly adjusted under regulations presecribed
by the Secretary or his delegate.

“(h) TAXES OF ATTORNEY-IN-FAoT UNAFFEOTED—Nothing in -this section
shall increase or decrease the taxes imposed by this chapter on the income of

the attorney-in-fact.”
(d) MuTUAL F1RE INSURANCE COMPANIES OPERATING ON BASIS OF PREMIUM

DEPOSITS.—
(1) APPLIOATION OF BSECTION 831(a).—Section 831(a) (imposing
a tax on certain mutual marine and fire insurance companies and on stock
insurance companies which are not life insurance companies) is amended to
read as follows:
“(a) IMPOSITION OF TAx.—Taxes computed as provided in section 11 shall be

imposed for each taxable year or the taxable income of—
“(1) every insurance company (other than a life or mutual insurance

company),
“(2) every mutual marine instirance company, and
“(8) every mutual fire insurance company—

“(A) exclusively issuing perpetual policles, or
“(B) whose principal business is the issuance of policies for which

the premium deposits are the same, regardless of the length of the term
for which the policles are written, if the unabsorbed portion of such
premium deposits not required for losses, expenses, or establishment of
reserves is returned or credited to the policyholder on cancellation or
‘expiration of the policy.” ‘

(2) TREATMENT OF UNABSORBED PREMIUM DEPOSITS.—Section 832(b) (4)
(relating to definition of premiiims earned) is amended by adding at the end
thereof the following new sentence: “For purposes of this suibsection, un-
earned premiums of mutuil fire insurance companies described in section
831(a)(3;'_(13; means (with respect to the pollcles described in section
831(a) (8) (B)) the amount of unabsorbed premiiim deposits which the com-
pany would be obligated to return to its policyholders at the close of the
taxable year if all of its polleies were terminated at such time; and the
determination of such amotnt shall be based on the schedule of uhabsorbed
premium deposit returns for each such company then in effect.”

(8) ConrorMING AMENDMENT—Section 832(b) (1)(0) is amended by
striking out “section 831(a),” and inserting in lieu thereof “section 831

(a) (8) (A),". " ,
(4) ADJUSTMENT Of PREMIUM DEPOSIT.—Section 832(¢) (11) is amended to

read as follows:

“(11) dividends and similar distributions paid or declared to policyholders
in their capacity as such, except in the case of a mutudl fire insurance com-
pany deseribed in section 831(a)(8)(A). For purposes of the preceding
sentence, the term ‘dividends and similar distributions' includes amounts
returned or credited to policyholders on cancellation or expiration of policies
described in section 881(a)(3)(B). For purposes of this paragraph, the

!/
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term ‘paid or declared’ shall be construed according to the method of account:
ing regularly employed in keeping the books of the insurance company : and”,

(5) AppITIONAL ITEM OF INCOME.—Section 832(b) (1) is amended by strik-
ing out “and” at the end of subparagraph (B), by striking out the period at
the end of subparagraph (C) and inserting in lieu thereof *, and”, and by
adding at the end thereof the following new subparagraph:

“(D) in the case of a mutual fire insurance company described in
section 881(a) (8) (B), an amount equal to 2 percent of the premiums
earned on insurance contracts during the taxable year with respect
to policies described In section 831 (a) (8) (B) after deduction of premium
deposits returned or credited during the same taxable year.”

(e) ELEOTION OF CERTAIN MUTUAL COMPANIES To BE_TAED ON TOTAL IN-
coME.—Section 831 is amended by redesignating subsection (c) as subsection (d),

and by inserting after subsection (b) the following new subsection :
“(¢) ELEOTION FOR MULTIPLE LINE COMPANY T0 BE TAXED ON TOTAL INCOME,—

“(1) IN GENERAL.—Any mutual insurance conipany engaged in writing
marine, fire, and casualty insurance which for any 8-year period beginning
after December 81, 1941, and ending before January 1, 1062, was subject
to the tax Imposed by section 831 (or the tax imposed by corresponding pro-
visions of prior law) may elect, in such manner and at such time as the
Secretary or his delegate may by regulations prescribe, to be subject to the
tax imposed by section 881, whether or not méarine insurance is its pre-
dominant source of premium income.

#(2) EFFECT OF ELEOTION.—If an election 1s made under paragraph (1), the
electing company shall (in leu of being subject to the tax fmposed by sec-
tion 821) be subject to the tax imposed by this section for taxable years
beginning after December 81, 1961, Such election shall not be revoked
except with the consent of the Secretary or his delegate.”

(£) TECHNICAL AMENDMENTS, ETO.—

(1) CREDIT FOR FOREIGN TAXES.~—Section 841 (relating to credit for foreign
taxes) is amended by striking out “and” at the end of paragraph (1), by
renumbering paragraph (2) as paragraph (8), and by inserting after para-
graph (1) the following new paragraph:

“(2) in the case of the tax imposed by section 821(a)y the mutual in-
surance company taxable income (as deflned in section 821(b)); and in
the case of the tax imposed by section 821(c), the taxable investment income
(as defined in section 822(a) ), and".

(2) ADJUSTMENTS TO BASIS FOR DEPRECIATION SUSTAINED.—Section 1016
(a) (8) (relating to adjustments to basis for depreciation, ete., sustained)
is amended by striking out “and” at the end of subparagraph (1), and by
Inserting after subparagraph (C) the following new subparagraph ¢

“(D) since February 28, 1918, during which such property was held
by a person subject to tax under part II of subchapter L (or the cor-
responding provistons of prior incothe tax laws), to the extent that
paragraph (2) does not apply,”. o

(8) ALTERNATIVE TAX ON OAPITAL GAINS.—Section 1201(a) (relating to
alternative tax on corporations) is amended by striking out 821 (a) (1)
or (b)* and inserting in lieu theréof “821 (&) or (c¢),”.

(4) OLERICAL AMENDMENT.—The table of pirts for subchapter L is
amended by striking out the portion referring to part II ahd inserting in
lieu thereof the following :

“Part II, Mutual insurance companies (other than life and certain marine
insurance companies and other than firé insurance companies which
operate on basis of perpetual policies or premfum deposits).”

(g) ErrECTIVE DATE~The amendments made by this section (other than by
subsection (e)) shall apply with respect to taxable years beginning after Decem-

ber 81, 1962. .-
SEC. 11, no%nsuc CORPORATIONS RECEIVING DIVIDENDS FROM FOREIGN COR-

RATION

(a) BENTIRE AMOUNT oF FOREIGN TAX T0 BE TAREN INTO ACCOUNT.—

(1) DEFINITION OF ACCUMULATED PROFITS.—So0 mitch of paragraph (1) of
section 902(¢) érelating to applicable rtles for computing credit for cor-
porate stockholder in foreign corporation) as precédes the semicolon is

amended toread as follows:
“(1) 'The term ‘accumilated profits’, when used in this section i reference

to a foreign corporation, means the amount of its gains, profits, or income
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computed without reduction by the amount of the income, war profits, and
excess profits taxes imposed on or with respect to such profits or income by
any foreign country or any possession of the United States”.

(2) CONFORMING AMENDMENTS.—

(A) Section 902(a) is amended by striking out “which the amount of
such dividends bears to the amount of such accumulated profits” and
ingerting in lieu thereof “which the amount of such dividends (deter-
mined without regard to section 78) bears to the amount of such
accumulated profits in excess of such income, war profits, and excess

- profits taxes (other than those deemed paid)",

(B) Section 902(b) 18 amended by striking out “which the amount of
such dividends bears to the amount of such accumulated profits” and
inserting in lleu thereof “which the amount of such dividends bears to
the amount of such accumulated profits in excess of such income, war
profits, and excess profits taxes".

(b) INoLUSION 1N GRross INCOME oF AMOUNT EQUAL TO TAXES DEEMED PAID,—
Part II of subchapter B of chapter I (relating to items specifically included in
gross income) is amended by adding at the end thereof the following new section:
“SEC. 78, DIVIDENDS RECEIVED FROM FOREIGN CORPORATIONS BY DOMESTIC

CORPORATIONS CHOOSING FOREIGN TAX CREDIT.

“If a domestic corporation chooses to have the benefits of subpart A of part
III of subchapter N (relating to foreign tax credit) for any taxable year, an
amount equal to the taxes deemed to be pald by such corporation under gection
802 (relating to credit for corporate stockholder in foretgn corporation) or under
section 957(a) (relating to taxes paid by foreign corporation) for such taxable
year shall be treated for purposes of this title (other than section 245) as a divi-
dend received by such domestic corporation from the foreign corporation.”

(¢) DETERMINATION OF SOURCE OF DIVIDENDS RECEIVED FROM CERTAIN FOREIGN
CorroraTioNs.—Section 861(a) (2) (B) (relating to dividends from foreign cor-
porations treated as income from sources within the United States) is amended
by striking out “to the extent exceeding the amount of the deduction allowable
under section 245 in respect of such dividends"” and inserting in lieu thereof “to
the extent exceeding the amount which is 100/85th of the amount of the deduc-
tion allowable under section 245 in respect of such dividends”,

(d) REFEAL OF SECTION 902(d).—Subsection (d) (relating to special rules
for certain wholly owned forelgn corporations) is hereby repealed.

(e6) TECHNIOAL AMENDMENTS.
(1) The table of sections for part II of subchapter B of chapter 1 is

amended by adding at the end thereof the following:
“Sec. 78. Dividends received from foreign corporations by domestic corpora-
tons choosing foreign tax credit.”

(2) Section 8535(b) (1) and the first sentence of section 545(b) (1) are
each amended by striking out “accrued during the taxable year,” and insert-
ing in lfen thereof “accrued during the taxable year or deemed to be paid
by a domesti~ corporation under gection 902 for the taxable year,”.

(8) Section 901(d) is amended by adding the following new paragraph:

“(4) For reduction of eredit for failure of a United States person to furnish cer-
%‘a% .l.nformntlon with respect to a foreign corporation controlled by him, see section

(4) Section 902 is amended by striking out subsection (e) and inserting
in lieu thereof the following:
“(d) OrROSS REFERENOES.— -
“(1) For inelusion in tfor:“ income of an amount equal to taxes deemed paid

under this section, see sec 78, )
‘éz) For reduction of eredit with respect to dividends paid out of accurmulated

profits for years for which certain information is not furnished, see section 6038.”
() ErreoTive DATE—The amendtients made by this section shall apply—
(1) in respect of any distribution received by a domestic corporation after
December 81, 1964, and
(2) in respect of any distribution received by a domestle corporation
before January 1, 1965, in a taxable year of such corporation beginning
after December 81, 1062, but only to the extent that such distribution is
made out of the accumulated profits of a forelgn corporation for a taxable
year (of such foreign corporation) beginning after December 81, 1962,
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For purposes of paragraph (2), a distribution made by a foreign corporation
out of its profits which are attributable to a distribution received from a foreign
subsidiary to which section 802(b) applies shall be treated as made out of the
accumulated Sroﬂts of a foreign corporation for a taxable year beginning before
January 1, 1003, to the extent that such distribution was paid out of the ac-
cumulated profits of such foréign subsidiary for a taxable year beginning before

January 1, 1963
SEC, 12, EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES.

(a) LIMITATION ON AMOUNT AND TYPE oF INcOME ExcLupep.—Section 911
(relating to earned income from sources without the United States) is amended

to read as follows:
“SEC. 911, EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES.

“(a) GENERAL Rure—The following items shall not be included in gross in-
come and shall be exempt from taxation under this subtitle:

‘(1) BONA FIDE RESIDENT OF FOREIGN COUNTRY.—In the case of an indi-
vidual citizen of the United States who establishes to the satisfaction of the
Secretary or his delegate that he has been a bona fide resident of a foreign
country or couitries for an uninterrupted period which includes an entire
taxable year, amounts received from sources without the United States
(except amounts paid by the United States or any agency thereof) which
constitute earned income attribuitable to services performed during such
uninterrupted period. The amount excluded under this paragraph for any
taxable year shall be computed by applying the special rules contained in
subsection (e).

““(2) PRESENCE IN FOREIGN COUNTRY FOR 17 MONTHS.—In the case of an
individual citizen of the United States who during any period of 18 con-
secutive months is present in a foreign country or countries during at least
510 full days in such period, amounts received from sources without the
Unitéd States (except amounts paid by the United States or any agency
thereof) which constitute earned income attributable to services performed
during such 18-month period. The amount excluded under this paragraph
for any taxable year shall be computed by applying the special rules con-
tained in subsection (c¢).

An individual shall not be allowed, as a deduction from his gross income, any
deductions (other than those allowed by section 151, relating to personal
exemptions) properly allvcable to or chargeable against amounts excluded
from gross income under this subsection.

“(b) DEFINITION OF EARNED INCOME. Ior purposes of this section, the term
‘earned Income' means wages, salaries, . professional fees, and other amounts
received as compensation for personal ser.:-» actually rendered, but does not
inclide that part of the compensation derived by the taxpayer for personal serv-
ices rendered by him to a corporation which represents a distribution of earn-
ings or profits rather than a reasonable allowance as compensation for the per-
sonal services actually rendered. In the case of a taxpayer engaged in a trade
or business in which both personal services and capital are material income-
prodieing factors, under regulations preseribed by the Secretary or his delegate,
a reasonable allowance as compensation for the personal services rendered by
the taxpayer, not in excess of 30 percent of his share of the net profits of such
trade or business, shall be considered as earned income. )

“(c) SpeciAL RuLes.—For purposes of compiiting the amount exeludable
under subsection (a), the following rules shall apply:

“(1) LIMITATIONS ON AMOUNT OF EXCLUSION.—The amount excluded from
the gross income of an individual under subsection (a) for any taxable
year shall niot exceed an amotnt which shall be computed on a daily basis
at an anntiiil rate of— o

“(A) except as provided in subparagraph (B), $20,000 in the case
of an individial who qualifies under subsection (a),or u
“(B) $35,000 in the case of an individual who qualifies under sub-
section (a) (1), but only with respect to that portion of such taxable
year occurring after such individual has been a bona fide resident of a
foreign country or countries for an uninterrupted perfod of 3 consecutive
eAars,

“(yé) ATTRIBUTION TO YEAR IN WHICH BERVICES ARE PERFORMED.—For pur-
poses of applying paragraph (1), amounts received shall be considered
recelved in the taxable year in which the services to which the amoutits are

attribuitable are performed. .
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#(8) TREATMENT OF COMMUNITY INCOME.—In applying paragraph (1) ‘with
respect to amounts recelved for services performed by a husband or wife
which are community income under community property laws applicable
to such income, the aggregate amount excludable under subsection (a) from
the gross income of such husband and wife shall equal the amount which
;vould be excludable if such amounts did not constitute such community
ncome,

“(4) REQUIREMENT AS TO TIME OF RECEIPT.—No amount received after the
close of the taxable year following the taxable year in which the services
to which the amotints are attributable are performed may be excluded under
subsection (a).

“(65) CERTAIN AMOUNTS NOT EXCLUDABLE.—No amount—

*“(A) received as a pension or annuity, or

“(B) included in gross income by reason of section 402(b) (relating
to taxability of beneficiary of non-exempt trust), section 403(¢) (relat-
ing to taxability of beneficlary under a non-qualified annuity), or section
400(d) (relating to taxability of beneficlary under certain forfeitable
contracts purchased by exempt organizations),

may be excluded under subsection (a).
“(d) Cross REFERENCES.—
“For administrative and penal provisions relating to the exclusion provided for in
this section, see sections 6001, 6011, 6012(c), and the other provisions of subtitle F.”
(b) CompuTATION OF EMPLOYEES® CONTRIBUTIONS.—Section 72(f) ( relating
to special rules for computing employees’ contributions) is amended by adding
after paragraph (2) the following new sentences ;

“Paragraph (2) shall not apply to amounts which were contributed by the
employer after December 31, 1962, and which would not have been includible
in the gross income of the employee by reason of the application of section 911
if such amounts had been paid directly to the employee at the time of contribu-
tion. The preceding sentence shall not apply to amounts which were contributed
by the employer, as determined under regulations prescribed by the Secretary
or his delegate, to provide pension or annuity credits, to the extent such credits
are attributable to services performed before January 1, 1963, and are provided
pursuant to pension or annuity plan provisions in existence on March 12, 1962,
and on that date applicable to such services.”

(¢) EFFECTIVE DATE.—
(1) IN eENERAL.—Except as provided in paragraph (2), the amendments

i%%ge by this section shall apply to taxable years ending after December 31,
(2) AMENDMENTS TO SECTION 911.—The amendment made by subsection
(a) shall apply only with respect to amounts received after December 31,
1962, and which are attributable either to— \
(A) services performed after such date, or
(B) services performed on or before such date, but only if on March 12,
1062, there existed no right (whether forfeitable or nonforfeitable) to
receive such amounts.
SEC. 13. CONTROLLED FOREIGN CORPORATIONS.
(a) IN GENERAL—Part III of subchapter N of chapter 1 (relating to income
from sources without the United States) is amended by adding at the er.Jd thereof

the following new subpart:

“Subpart F—Controlled Foreign Corporations

“Sec. 961. Amounts included In gross income of United States persons.
“Sec. 952. Subpart F income defined.

“Sec. 953. Investment of earnings in nonqualified property.

““Sec. 954. Controlled foreign corporations.

““Sec, 958. Rules for determining stock ownership,

“Sec. 956, Exclusion from gross income of previously taxed earnings and

rofits.
“Sec. 957. Spgcial rules for forelgn tax credit.
“Sec. 958. Adjustments to basis of stock in controlled forelgn corporations and

of other property.
“SEC. 951. AMOUNTS INCLUDED IN GROSS INCOME OF UNITED STATES PERSONS.
“(a) AMOUNTS INOLUDED,—
“(1) In 6ENERAL.—If a foreign corporation is a controlled corporation on
any day of a taxable year beginning after December 81, 1962, every United
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) - States pergon (as defined in section 7701(a) (80)) who owns (within the
41 meaning of section 955(a)) stock in such corporation on the last day, in
i such year, on which such corporation is a controlled foreign corporation
-+ shall inelude in his gross income, for his taxable year in which or with

“which such taxable year of the corporation ends— )
“(A) his pro rata share (determined under paragraph (2) of the

i
: corporation’s subpart F' income for such year, and
o “(B) his pro rata share (determined under section 953(a) (2)) of the
. corporation’s {ncrease in earnings invested in nonqualified property for

such year (but only to the extent not excluded from gross income

under section 956 (a) (2)).
“(2) PRO RATA BHARE OF SUBPART F INCOME.—The pro rata share referred

* to in paragraph (1)(A) in the case of any United States person is the

-l amount—
i “(A) which would have been distributed with respect to the stock
i which such person owns (within the meaning of sectton 955(a)) in

such corporation if on the last day, in its taxable year, on which the
corporation is a controlled foreign corporation it had distributed pro
rata to its sharcholders an amount (i) which bears the same ratto
to its subpart F' income for the taxable year, as (ii) the part of such
year during which the corporation is a controlled foreign corporation
bears to the entire year, reduced by

“(B) the amount of any distribution received by any other United
Sttatle:s person during such year as a dividend with respect to such
8 oc ]

““(3) LIMITATION ON AMOUNT OF PRO RATA SHARE OF INVESTMENT IN NON-
QUALIFIED PROPERTY INCLUDED IN GROSS INCOME—For purposes of paragraph
(1) (B), the pro rata share of any United States person in the increase of
the earnings of a controlled foreign corporation invested in nonqualified
property shall not exceed an amount (A) which bears the same ratio to his
pro rata share of such increase (as determined under section 958(a) (2))
for the taxable year, as (B) the part of such year during which the corpora-
tlon is a controlled foreign corporation bears to the entire year.

“(b) Less THAN 10-PErceNT OWNERSHIP.—No person shall be required to in-
clude any amount in gross income under subsection (a) unless he can be con-
sidered, by applying the rules of ownership of section 955(b), as owning,
directly or indirectly, on any day during the taxable year of the corporation
on which it was a controlled foreign corporation, 10 percent or more of the total
combined voting power of all classes of stock, or of the total value of shares of all
classes of stock, of such corporation, '

“(e¢) CoorpINATION WiITH ELEOTION OF A FOREIGN INVESTMENT COMPANY ToO
DisTRIBUTE INCOME.—A United Statcs person who, for his taxable year, is a
qualified shareholder (within the meaning of section 1247(c)) of a foreign
investment company with respect to which an election under section 1247 is in
effect shall not be required to include in gross income, for such taxable year,

subpart F Income of such company.
“SEC. 952, SUBPART F INCOME DEFINED.,

“(a) IN GENERAL,—
“(1) ITEMS TAKEN INTO ACCOUNT.—For purposes of this subpart, the term
‘subpart ¥ income’ means, in the case of any controlled foreign corpora-

tion, the sum of—
“(A) income derived from insurance of United States risks (as deter-

mined under subsection (b)),

“(B) income from United States patents, copyrights, and exclusive
formiilas and processes (as determivned under subsection (¢)), and

“(0) the net foreign base company income (as determined under sub-
section (d)), except that this subparagraph shall apply only In the
case of a controlled foreign corporation in which & or fewer United
States persons own, by applying the rules of ownership of section
055(b), more than 50 percent of the total combined voting power of all
classes of stock entitled to vote. )

“(2) EXCLUSION OF UNITED STATES INCOME.—Subpart ' income does not
include any item includible inh gross income under this chapter (other than
this subpart) as income derived from sources within the United States of a
foreign corporation engaged in trade or business in the United States.
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“(8) Nor T0 EXOEED EARNINGS AND PROFITS.—The subpart F income of any
controlled forelgn corporation for any taxable year shall not exceed th
earnings and profits of such corporation for such year, ] iy

“(b) INCOME FRrOM INBURANOE OF UNITED STATES RISKS.— :

“(1) GENERAL RULE.~If a controlled foreign corporation receives premi-
ums or other consideration in respect of any reinsurance or the issuing of
any insurance or annuity contract— : o -

Su‘t‘ée%). in connection with property in, or residénts of, the United
, or . . .

“(B) in connection with property not in, or nonresidents of, the
United States as the result of any arrangement whereby another cor-
poration receives a substantially equal amount of premiums or other
consideration in respect of any reinsurance or the issing of any in-
surance or anntiity contract in connection with property in, or residents
of, the Uniited States, o

then for purposes of subsection (a) (1) (A), the term ‘income derived from
the insurance of United States risks’ means that income which (subject to
the modifications provided by subparagraphs (A), (B), and (O) of para-
graph (2)) would be taxed under subchapter L of this chapter if such
corporation were a domestie corporation.

“(2) SPECIAL RULES.—For purposes of paragraph (1)—

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

“(B) A corporation which would, if it were a domestic corporation,
be taxable under part II of subchapter L shall apply paragraph (1)
as if it were taxable under part III of subchapter L.

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

“(1) Section 809(d) (4) (operations loss deduction).

“(11) Section 809(d) (6) (certain nonparticipating contracts).

“(1i{) Section 809(d) (6) (group life, accident, and health in-
surance).

“(iv) Section 809(d) (10) (small business deduction).

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

“(vi) Section 832(b) (5) (certain capital losses).

“(D) ‘Gross amount’ to the extent provided in section 809(c) (1)
and (2), less ‘increase in certain reserves’ as defined in section 809
(d) (2), and ‘premiums earned’ as defined in section 832(b) (4) shall
be taken into account otily to the extent they are in respect of any
reinsurance or the issuing of any reinsurance or the issuing of any
insurance or annuity contract described in paragraph (1).

“(13) All items of income (other than those taken into account under
subparagraph (17)) and all itéms of expenses, losses, and deductions
shall be properly allocated or apportioned under regulations prescribed

by the Secretary or his delegate.
“(e) INCOME FRoM UNITED STATES PATENTS, COPYRIGHTS, AND EXOLUSIVE

FFORMULAS AND PROCESSES.—
“(1) GENERAL RULE~—For purposes of subsection (a)(1)(B), the term
‘Income from United States patents, copyrights, and exclusive formulas and
processes’, means the amount of gross rentals, royalties, or other income
derived from the license, sublicense, sale, exchange, use, or other means of
exploitation of patents, copyrights, and exclusive formulas and processes—
g “(A) substantially developed, created, or produced in the United
tates, or
“(B) acquired from any United States person which, directly or in-
directly, owns or controls, or is owned or controlled by, or is under
common ownership or control with, the controlled foreign corporation,
less the cost and expense allowance defined in paragraph (2).

#(2) CoST AND EXPENSE ALLOWANCE.—An allowance shall be made, in
accordance with regulations prescribed by the Secretary or his delegate, for
ordinary and necessary expenses incurred by the controlled foreign corpora-
tion in the receipt or production of the income described in paragraph (1),
including taxes and any amortization or depreciation of the cost to such
corporation of such property or rights described in paragraph (1), but not
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including any production, manufacturing, or similar expenseg incurred in
the use or other means of exploitation of such property or rights.

“(8) DETERMINATION OF INCOME FROM USE.—The income from use or other
means of exploitation by the controlled foreign corporation of the property
or right described in paragraph (1) shall be the amount which would be
obtained as a gross rent, royalty, or other payment in an arm’s length trans-
action with an unrelated person for similar use or exploitation, of the

property or right.

“(d) NEr FOREIGN BASE COMPANY INCOME.—For purposes of subsection
(a) (1) (0), the term ‘net foreign base company income’ means—

(1) .the foreign base company income for the taxable year, determined

under subsection (e), reduced by
“(2) the increase in investment in qualified property in less developed

countries for the taxable year, determined under subsection (f).

‘“(e) ForeiGN Basg COMPANY INCOME.—

“(1) In genNeraL.—For purposes of subsection (d) (1), the term ‘foreign
base company income’ means the foreign personal holding company income
(as defined in section 663) for the taxable year, modified and adjusted as
provided in this subsection.

“(2) CERTAIN BALES INCOME INCLUDED.—The term ‘foreign base company
income’ includes foreign base company sales income if, for the taxable
year, such income is equal to at least 20 percent of the gross income of the
foreign corporation (not including for this purpose other foreign base
company income under this subsection). For purposes of this paragraph,
the term ‘foreign base company sales income’ means income (whether in
the form of profits, commissions, fees, or otherwise) derived in connection
with the purchase of personal property from a related person and its sale
to any person, or the purchase of personal property from any person and
its sale to a related person, where—

“(A) the property which is purchased is manufactured, produced,
grown, or extracted outside the country under the laws of which the
controlled foreign corporation is created or organized, and

“(B) the property is sold for use, consumption, or disposition outside
such foreign country.

For purposes of the preceding sentence, a person is a related person with
respect to the controlled foreign corporation if he, directly or indirectly,
owns or controls, or is owned or controlled by, or is under common owner-
ship or control with, the controlled foreign corporation,

“(8) RENTS INCLUDED WITHOUT REGARD TO B0-PERCENT LIMITATION.—AIll
rents shall be included in forelgn base company income without regard to
whether or not such rents constitiite more than 50 percent of gross income.

“(4) INSURANCE AND PATENT INCOME EXCLUDED.—The term ‘foreign base
company income’ does not include any income derived from insurance of
United States risks (as determined under subsection (b)) or income from
United States patents, copyrights, and exclusive formulas and processes
(as determined under subsection (c)).

“(5) INCOME OF CERTAIN BANKS AND BANK-CONTROLLED CORPORATIONS EX-
cLupEp.—The term ‘foreign base company income’ does not include—

“(A) the income of any corporation described in sectlon 552(b)
(relating to exception for banks and exempt corporations), or
‘“(B) the income of any foreign corporation if 50 percent or more of
the fair market value of its outstanding stock is owned directly or
indirectly by a domestic corporation which is either organized under
section 25(a) of the Federal Reserve Act (12 U.8.C,, secs. 611-031), or
has an agreement or understanding with the Board of Governors of
the Federal Reserve System under section 23 of the Federal Reserve
Act (12 U.S.C., secs. 601-604), if all of the stock (except qualifying
shares) of the domestic corporation i8 owned by a national or State
bank which is 4 member of the Federal Reserve System,

“(6) SPECIAL RULE WHERE FOREIGN BASE COMPANY INCOME IS LESS THAN
20 PERCENT OR MORE THAN 80 PERCENT OF GROSS INCOME.—For purposes of this
subsection—

“(A) If the forelgn base company income (determined without regard
to paragraph (7)) is less than 20 percent of gross income, no part of
the gross income of the taxable year shall be treated as forélgn base

company income. .
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“(B) If the foreign base company income (determined without regard
to paragraph (7)) exceeds 80 percent of gross income, the entire gross
income of the taxable year shall be taken into account in determining
foreign base company income. .

“(7) DEDUOCTIONS TO BE TAREN INTO ACCOUNT,—The foreign base company
income for the taxable year shall be reduced so as to take into account de-
ductions (including taxes) properly allocable to such income,

“(f) INVESTMENT IN QUALIFIED PROPERTY IN LESs DEVELOPED COUNTRIES.—

%(1) GENERAL RULE.—For purposes of subsection (d)(2), the increase in
investment in qualified property in less developed countries for any taxable
year is the amount by which— S

“(A) the aggregate amount of property described in section 953(b)
(2) (O) and (D) and property (including money) which is located out-
side the United States and is ordinary and necessary for the actlve
conduct of a qualified trade or business described in section 958(b) (8)
(A) (11) held at the close of the taxable year, exceeds

“(B) the aggregate amount of property described in subparagraph

~ (A) held at the close of the preceding taxable year.

“(2) INVESTMENTS AFTER OLOSE OF YEAR.—Under regulations prescribed by
the Secretary or his delegate, a controlled foreign corporation may elect to
maké the determinations under subparagraphs (A) and (B) of paragraph
(1) as of the close of the 75th day after the close of each taxable year,

“(8) AMOUNT ATTRIBUTABLE TO PROPERTY.—The amount taken into account
under paragraph (1) with respect to any property shall be its adjusted basis,
reduced by any liability to which the property is subject.

“SEC. 953, INVESTMENT OF EARNINGS IN NONQUALIFIED PROPERTY,
‘“(a) GENERAL RuLEs.—For purposes of this subpart—

“(1) AMOUNT OF INVESTMENT.—The amount of earnings of a controlled
foreign corporation invested in nonqualified property at the close of any
taxable year is the aggregate amount of such property held at the close
of the taxnble year, to the extent such amount does not exceed thesum of
(A) the esrnings and profits for the taxable year, and (B) the earnings and
profits accumulated for prior taxable years beginning after December 31,

“(2) PRO BATA SHARE OF INCREASE FOR YEAR.—In the case of any United
States person, the pro rata share of the increase for any taxable year in the
earnings of a controlled foreign corporation invested in a nonqualified
property is the amount determined by subtracting—

“(A) his pro rata share of the amount determined under paragraph
(1) for the close of the preceding taxable year, reduced by amounts paid
during the taxable year to which section 956(c) (1) applies, from

“(B) his pro rata share of the amount determined under paragraph
(1) for the close of the taxable year,

#(8) AMOUNT ATTRIBUTABLE TO PROPERTY.—The amount taken into account
under paragraph (1) or (2) with respect to any property shall be its ad-
Justed basis, reduced by any lability to which the property is subject.

“(b) NoNQUALIFIED PROPERTY DEFINED.—For purposes of this subpart—

“(1) GeENERAL RULE—The term ‘nonqualified property' means any money
or other property gtangible or intangible) acgtired after December 31, 1962,
which is not qualified property.

“(2) QUALIFIED PROPERTY.—The term ‘qualified property’ means—

“(A) Any money or other property which is located outside the
Utifted States and is ordinary and necessary for the active conduct of
a qudlified trade or business (as determined under paragraph (8))
carried on by the controlled foreign corporation,

“(B) Property which would qualify under subparagraph (A) except
for the fact that it is locatéd in the United States, but only if such
property is—

“(1) obligations of the United States, money, or deposits with
persons carrying on the banking business;

“(11) property purchased in the United States for export to, or
for use in, forelgn countries; or

“ﬁ\m) any loan arising in connection with the sale of property
f the amount of such loan outstanding at no tiine during the
taxable year exceeds the amount which would be ordihary and
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" mecessary to carry on the trade or business of both the Jending cor-
poration and the borrowing United States person had the sale been
made between unrelated persons.

“(0) Stock owned by the controlled foreign corporation in another
controlled foreign corporation in which it owns at least 10 percent of
the voting stock and 10 percent of the value of all classes of stock and
in which it together with four or fewer United States persons, owns,
directly or indirectly, more than 50 percent of the voting stock (unless
under the laws of a less developed couitry such percentage of ownership
is not permitted, in which case such lesser percentage as is permitted) ;
but this subparagraph shall apply only if—

“(1) substantially all of the property of such other controlled
foreign corporation is ordinary and necessary for the active con-
duct of a trade or business engaged in by it almost wholly within a
less developed country or countries, and

“(i1) such other controlled forelgn corporation is created or or-
gan!ze((l1 under the laws of one of such countries in which it is so
engaged,

“(D) Any investment which is required because of restrictions im-
posed by a less developed cotthtry, and any investment which, when
made, was so required and which would result in substantial losses if
withdrawn,

“(8) QUALIFIED TRADE OR BUSINESS.—

“(A) A tradle or business is a qualified trade or business if such trade
or business (or substantially the same trade or business)—

“(i) is carried on by the controlled foreign corporation outside
the United States and has been so carried on by such corporation,
while controlled by substantially the same United States persons
since Decentiber 81, 1962, or during the 6-year period ending with
the close of the preceding taxable year, or

“(i1) Is carried on by the controlled foreign corporation almost
wholly within a less developed country or countries,

“(B) A trade or business which is a qualified trade or business for
a corporation in which the controlled foreign corporation owns at least
80 percent of the total combihed voting power of all classes of stock
entitled to vote and at least 80 percent of the total value of all classes
of stock shall be treated as a qualified trade or business for the con-
trolled foreign corporation if such percentage of stock was owned con-
tinuously since December 81, 1062, or during the 5-year period ending
with the close of the preceding taxable year, '

“(4) SIrus OF CERTAIN PROPERTY.—Property which is an obligation of,
or pledges and guarantees made with respect to obligations of, United States
persons shall be considered as property located in the United States.

“(b) LESs DEVELOPED COUNTRY DEFINED.—The term ‘less developed coun-
try’ means (in respect of any foreign corporation) any foreign couiitry
(other than an area within the Sino-Soviet bloc) or any possession of the
United States, with respect to which on the first day of the taxable year,
there is in effect an Executive order by the President of the United States
designating such counhtry or possession as an economically less developed
country for purposes of this subpart. For purposes of the preceding sen-
tence, an oversea territory, department, province, or possession may be
treated as a separate country. No designation shall be made under this

paragraph with respect to—

Australia Luxembourg

Austria Monaco

Belgium Netherlands

Canada New Zéaland
Denmark Norway

France Union of South Africa
Germany (Federal Republic) San Marino

Hong Kong Sweden

Italy Switzerland

Japan United Kingdomn

Lieclitenstein
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“SEC. 954, CONTROLLED FOREIGN CORPORATIONS, .

“(4) GENERAL RuLE—For purposes of this subpart, the term ‘controlled for-
elgn corporation’ means any foreign corporation of which more than 50 percent
of the total combined voting power of all classes of stock entiiled to vote 18
owned, directly or indirectly (within the meaning of section 955(b)), by United
States persons on any day during the taxable year of such foreign corporation.

“(b) SPrOIAL RULE FOR INSURANCE.—For purposes only of taking into account
income described in section 952(a) (1) (A) (relating to income derived from in-
surance of United States risks), the term ‘controlled foreign corporation’ in-
cludes not only a foreign corporation as defined by subsection (a) but also one
of which more than 25 percent of the total combined voting power of all classes
of stock is owned, directly or indirectly (within the meaning of section 955(b)),
by United States persons on any day during the taxable year of such corporation,
if the gross amount of premiums or other consideration in respect of reinsurance’
or the issuing of insurance or annuity contracts in connection with property in,
or residents of, the United States, exceeds 75 percent of the gross amount of all
premiums or other consideration in respect of all rigks. ‘ .

“(e¢) SPECIAL RULE For CERTAIN LEss DEVELOPED CouNTRIES.—In the case of
any foreign corporation to which sectlon 958(b) (2) (O) applies, the maximum
percentage of ownership permitted under the laws of a less developed country
shall be considered, in lieu of the more than 50 percent reqitirement in subsec-
tion (a), the percentage required under subsection (a) in order for the corpora-
tion to be classified as a controlled foreign corporation, :
“SEC. 955. RULES FOR DETERMINING STOCK OWNERSHIP.

%(a) For PURPOSES OF SECTION 951(a).—

“ GENERAL RULE.—For purposes of section 951 (a), stock owned means—

“(A) stock owned directly, and
“(B) stock owned with the application of paragraph (2).

“(2) STOOK OWNERSHIP THROUGH FOREIGN ENTITIES.—For purposes of sub-
paragraph (B) of paragraph (1), stock owned, directly or indirectly, by or
for a foreign corporation, foreign partnership, or foreign trust or forelgn_
estate (within the meaning of section 7701(a) (81)) shall be considered as
being owned proportionately by its shareholders, partners, or beneficiaries.
Stock considered to be owned by a person by reason of the application of the
preceding sentence shall, for purposes of applying such sentence, be treated
as actually owned by such person, ,

*(8) SPECIAL RULE FOR MUTUAL INSURANCE COMPANIES.—For purposes of
applying paragraph (1) in the case of a foreign mutual insurance company,
the term ‘stock’ shall include any certificate entitlihg the holder to voting
power in the corporation.

“(b) Oraer Provisions.—Ior purposes of sections 951(b), 952(a) (1) (0O),
and 954, section 818(a) (relating to constructive ownership of stock) shall
apply to the extent that the effect is to subject a United States person to the
requirement of section 951(a), to treat 5 or fewer United States persons as
owning more than 50 percent of all classes of stock entitled to vote of a
controlled foreign corporation, or to make a foreign corporation a controlled
forelgn corporation under secition 954, except—

“(1) In applying paragraph (1) (A) of section 818(a), stock owned
by a nonresident allen individual (other than a foreign trust or foreign
estate) shall not be considered as owned by a cltizen or by a resident
alien individual. .

“(2) In applying the first sentence of subparagraphs (A) and (B), and
in applying clause (1) of subparagraph (C), of section 818(a) (2)—

“(A) if a partnership, estate, trust, or corporation owns, directly
or indirectly, more than 50 percent of the totdal combined voting power
of all classes of stock entitled to vote of a corporation, it shall be
considered as owning all the stock entitled to vote, and

“(B) it a partnership, estate, trust, or corporation owns, directly
or indirectly, more than 50 percent of the total value of shares of all
classes of stock of a corporation, it shall be considered as owning the
total value of all of the ofttstanding stock of such corporation. The
application of this subparagraph shall not have the effect of increasing
voting power of a partner, beneficlary, or shareholder, for purposes

of subparagraph (A).
82190—062--pt, 1——4
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“(8) Stock owned by a partmership, estate, trust, or corporation, by
reason of the application of the second sentence of subparagraphs (A) and
(B), and the application of clause (ii) of subparagraph (0), of section
818(a) (2), shall not be considered as owned by such partnership, estate,
trust, or corporation, for the purposes of applying the first sentence of
subparagraphs (A) and (B), and in applyihg clause (1) of subparagraph
(0), of section 818(a) (2).

“(4) In applying clause (1) of subparagraph (0) of section 818(a) (2),
the B0-percent limitation contained in subparagraph (0) shall not apply.

“8EC, 956. EXCLUSION FROM GROSS INCOME OF PREVIOUSLY TAXED EARNINGS
AND PROFITS.

“(a) ExcLusioN Froam GRross INCOME oF UNITED STATES PErsONs.—For pur-
poses of this chapter, the earnings and profits for a taxable year of a foreign
corporation attributaﬁle to amounts which are, or have been, included In the
gross income of a United States person under section 951(a) shall not, when—

“(1) such amounts are distributed to, or
#(2) such amoiitits would, but for this subsection, be included under
section 951 (a) (1) (B) in the gross income of,

such person (or any other United States person who acquires from any person
any portion of the interest of such United States person in such foreign corpo-
ration, but only to the extent of such portion, and subject to such proof of the
identity of such interest as the Secretary or his delegate may by regulations
prescribe) directly, or indirectly through a chain of ownership described under
section 955(a), be again included in the gross income of such United States
person (or of such other United States person).

“(b) ExcLusioN Froa Gross INCOME OF COERTAIN FOREIGN SUBSIDIARIES.—For
purposes of section 951(a), the earnings and profits for a taxable year of a con-
. trolled forelgn corporation attributable to amounts which are, or have been, in-

cluded in the gross income of a United States person under section 951(a),
shall not, when distributed through a chain of ownership described under sec-
tion 955(a), be also included in the gross income of another controlled foreign
corporation in such chain for purposes of the application of section 951(a) to
such other controlled foreign corporation with respect to such United States
person (or to any other United States person who acquires from any, person
any portion of the interest of such United States person in the controlled
foreign corporation, but only to the extent of such portion, and subject to such
proof of identity of such interest as the Secretary or his delegate may prescribe
by regulations).

“(e) ALLOCATION OF DIsTRIBUTIONS.—For purposes of subsections (a) and
(b), section 816(a) shall be applied by applying paragraph (2) thereof, and then
paragraph (1) thereof—

“(1) first to earnings and profits attributable to amoutits ineluded in gross
income under section 951(a) (1) (B) (or which would have been included
except for section 958(a) (2)),

#(2) then to earnings and profits attributable to amounts included in gross
income under section 931(a) (1) (A) (but reduced by amounts not included
under section 951(a) (1) (B) because of the exclusion in gection 956(a) (2)),

and
“(8) then to other earnings and profits.
“(d) DisTRIBUTIONS EXCLUDED FROM QGross INcoMe Nor To BE TREATED A8

Drvipenps.—Except as provided in section 957(a) (8), any distribution excluded
from gross income under subsection (a) shall be treated, for purposes of this
chapter, as a distribution which is not a dividend. -
«8EC. 957, SPECIAL RULES FOR FOREIGN TAX CREDIT.
“(a) TAXES PAID BY A FOREIGN CORPORATION.— .o
“(1) GENERAL RULE—For purposes of subpart A'of this part, if there is
ineluded, under section 951(a), in the gross income of a domestic corporation
any amount attributable to earnings and profits—
“(A) of a forelgn corporation at least 10 percent of the voting stock
of which is directly owned by such domestic corporation, or
“(B) of a foreign corporation at least 50 percent of the voting stock
of which is directly owned by a foreign corporation at least 10 percent
of the vatlng stock of which s in turh-directly owned by such domnestic
corporatioh, , ‘
then, under regulations prescribed by the Secretaty or his delegate, such
domestic corporation shall be deemed to have paid the same proportion of
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the total income, war {)roﬂts, and excess profits taxes paid (or deemed pald,
if, paragraph (4) applies) to a foreign counitry or possession of the United
States for the taxable year which the amount of earnihgg and profits of such
foreign corporation so included in gross income of the domestic corporation
bears to the entire amount of the total earnings and profits of such foreign
corporation for such taxable year. .

“(2) TAXES PREVIOUSLY DEEMED PAID BY DOMESTIO CORPORATION.—If a do-
mestic corporation receives a distribution from a foreign corporation, any
portion of which is excluded from gross income under section 956, the income,
war profits, and excess profits taxes pald or deemed paid by such foreign
corporation to any foreign country or to any possession of the United States
in connection with the earnings and profits of such foreign corporations from
which such distribution is made shall not be taken into account for purposes
of section 902, to the extent such taxes were deemed paid by such domestic
corporation under paragraph (1) for any prior taxable year.

%(8) TAXES PAID BY FOREIGN OORPORATION AND NOT PREVIOUSLY DEEMED PAID
BY DOMESTIO CORPORATION.—AnYy portion of a distribution from a foreign cor-
poration received by a domestic corporation which is excluded from gross
income tinder section 956(a) shall be_treated by the domestic corporation as
a dividend, solely for purposes of taking into account under section 902 any
income, war profits, or excess profits taxes paid to any foreign country or
to any possession of the United States, on or with respect to the accumulated
profits of such forefgn corporations from which such distribution is made,
which were not deemed paid by the domestic corporation under paragraph
(1) for any prior taxable year.

“(4) TAXES PAID BY A FOREIGN SUBSIDIARY.—If subparagraph (A) of para-
graph (1) applies with respect to an amount included in gross income under
section 951(a) for a taxable year, then such amount shall be considered a
dividend for purpose of the application of section 902(b).

“(5) INOLUSION IN GROSS INCOME.—
“For inclusion in gross income of amount equal to taxes deemed paid under para-

graph (1), see section 78,
“(b) SPEOTAL RULES FOR FOREIGN TAx CREDIT IN YEAR OF RECEIPT OF PREVIOUSLY

TAXED EARNINGS AND PROFITS.—
“(1) INCREASE IN BECTION 904 LIMITATION.—In the case of any taxpayer

who—

“(A) either (1) chose to have the benefits of subpart A of this part
for a taxable year in which he was reqiired under section 951(a) to
include in his gross income an amount in respect of a controlled for-
eign corporation, or (i) did not pay or accrue for such taxable year
any income, war profits, or excess profity taxes to any foreign country
or to any possession of the United States, and

“(B) chooses to have the benefits of subpart A of this part for the
taxable year in which he receives a distribution or amount which is
excluded from gross income under section 956(a) and which is attribu-
table to earnings and profits of the controlled foreign corporation which
was included in his gross income for the taxable year referred to in sub-
paragraph (A), and

“(C) for the taxable year in which such distribution or amount is
recelved, pays, or is deemed to have paid, or accrues income, war profits,
or excess profits taxes to a foreign country or to any possession of the
United States with respect to such distribution or amount,

the applicable limitation under section 904 for the taxable year in which
such distribution or amoufit is recelyed shall be increased as provided in
paragraph (2), but such inerease shall not exceed the amount of such taxes
paid, or deemed paid, or accrued with respect to such distribution or amount,
~ “(2) AMOUNT OoF INOREASE—The amount of increase of the applicable
limitation under section 904 (a) for the taxable year in which the distribu-
tion or amount referred to in paragraph (1) (B) is received shall be an

amount equal to—
“,U ) the amount by which the applicable 1imitation under section
904(a) for the taxable year referred to in paragraph (1) (A) was in-
creased by reason of the inclusfon in gross income unider section 951(a)
of the amount in respect of the controlled foreign corporation, reduced by
“(B) the amount of dny income, war profits, and excess profits taxes
paid, or deemed paid, or accrued to any foreign couhtry or possession
of the United States which were allowable a8 a credit under section
901 for the taxable year referrfed to in paragraph (1) (A) and which
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would not have been allowable but for the inclusion in gross income

of the amotnt described in subparagraph (A).
“(8) OABES IN WHIOH TAXES NOT TO BE ALLOWED AS DEDUOTION.—In the

case of any taxpayer who—
“(A) cliose to have the benefits of subpart A of this part for a taxable
~year in which he was required under section 951(a) to include in his
grc:lss income an amount in respect to a controlled foreign corporation,
an ‘
“(B) does not choose to have the benefits of subpart A of this part
for the taxable year in which he receives a distribution or amount which
18 excluded from gross income under section 956(a) and which is attrib-
utable to earnings and profits of the controlled foreign corporation which
was included in his gross income for the taxable year referred to in
subparagraph (A),
no deduction shall be allowed under section 164 for the taxable year in which
such distribution or amount is received for any income, war profits, or excess
profits taxes paid or accrued to any foreign country or to any possession of
the United States on or with respect to such distribution or amount,

“(4) INSUFFICIENT TAXABLE INCOME.—If an increase in the limitation under
this subsection exceeds the tax imposed by this chapter for such year, the
amount of such excess shall be deemed an overpayment of tax for such year.

“SEC. 958. ADJUSTMENTS TO BASIS OF S8TOCK IN CONTROLLED FOREIGN CORPO-
RATION AND OF OTHER PROPERTY.

“(a) INOREASE IN Basis.—Under regulatfons prescribed by the Secretary or
his delegate, the basis of a United States person’s stock in a controlled foreign
corporation, and the basis of property of a United Stiites person by reason of
which he is considered under section 955(a) (2) as owning stock of a controlled
foreign corporation, shall be increased by the amount required to be included
in his gross income under section 951(a) with respect to such stock or with
respect to such property, as the case may be, but only to the extent to which
such amount was included in the gross income of such person.

“(b) REDUCTION IN BAsIs.—
“(1) In gENERAL.—Under regulations prescribed by the Secretary or his

delegate, the adjusted basis of stock or other property with respect to which
a United States person receives an amount which is excluded from gross
income under section 956(a) shall be reduced by the amount so excluded.

“(2) AMOUNT IN EXCESS OF BABIS.—To the extent that an amount ex-
cluded from gross income under section 956(a) exceeds the adjusted basis
of the stock or other property with respect to which it is received, the amounit
shall be treated as gain from the sale or exchange of property.”

(b) TECHNIOCAL AND CLERICAL AMENDMENTS.—

(1) Sectlon 651(b) (relating to foreign personal holding company income
included in gross income of United States shareholders) is amended by
adding at the end thereof the following new sentence: “The amount in-
cluded in the gross income of any United States shareholder for any tuxable
year under the preceding sentence shall be reduced by such shareholder’s
proportionate share of the undistributed personal holding company income
which 1s included in his gross income tinder section 951(a) (1) (A) (relating
to amounts included in gross income of United States persons) for such
taxable year as his pro rata share of the subpart F income of the company.”

(2) Section 901 (relating to foreign tax credit) Is amended by striking
out “section 902" and inserting in Heu thereof “sections 902 and 957",

(8) Section 902(e) is amended to read as follows:

“(e¢) Cross REFERENOES.—

“él For application of subsections (a) and (b) with respect to taxes deemed
pal a prior taxable year a' United States person .with respect to a controlled
foreign corporation, see section 957, '

“AZ) For reduction of credit with respect to dividends paid out of accumulated
profits for years for which certain information is not furnished, see section 6038,”

(4) Section 904(f) is amended to read as follows:
“(£) CroSS REFERENOES,—

“(1) For increase of applicable limitation under subsection (a) for taxes pald
with respect to amounts received which were Included in the gross income of the
uxpu{ar for a prior taxable year as a United States person with respect to a
contro led foreign corporation, see section 957 (b).

‘(2) For special rule relating to the application of the credit provided by section
901 in the case of affiliated tgmmu which include Western Hemisphere trade corpo-
rations for years in which the limitation provided by subsection (a)(2) applies, see

section 1503(d).”
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(8) The table of subparts for part IIT of subchapter N of chapter 1 18
amended by adding at the end thereof the following: = . 3
“Subpart F. Controlled foreign corporations.’” ¢ T Co
(6) Section 1016(a) (relating to adjustments to basis) is amended—
(A) by striking out the period at the end of paragraph (18) and in-
serting in lfeu thereof a semicolon ; and g
~ (B) by adding after paragraph (18) the following new paragraph:
“(19) to the extent provided in section 958 in the case of stock in con-
trolled foreign corporations (or foreign corporations which were controlled
foreign corporations) and of property by reason of which a person is con-

sidered as owning such stock.”

(¢) E¥recTIve DATE—The amendments made by this section shall apply with
respect to taxable years of foreign corporations beginning after December 81,
1962, and to taxable years of United States persons within which or with which
such taxable years of such foreign corporations end.

SEC. 14, GAIN FROM DISPOSITIONS OF CERTAIN DEPRECIABLE PROPERTY.

(a) IN GuNERAL— .
(1) Part IV of subchapter P of chapter 1 (relating to special rules for
determining capital gains and losses) is amended by adding at thq end

thereof the following new section : .
“SEC, 1245. GAIN FROM DISPOSITIONS OF CERTAIN DEPRECIABLE PROPERTY,

“(a) GENERAL RULE—

“(1) ORDINARY RULE—
“(1) OnpINARY INCOME.—Except as otherwise provided in this section,

if section 1245 property is disposed of after the date of the enactment of
the Revenue Act of 1962, the amount by which the lower of—

“(A) the recomputed basis of the property, or

“(B) (1) in the case of a sale, exchange, or involuntary conversion,

the amount realized, or
“(11) in the case of any other disposition, the fair market value of

such property, ‘
exceeds the adjusted basis of such property shall be treated as gain from
the sale or exchange of property which is neither a capital asset nor prop-
erty described in section 1281, Such gain' shall be recognized notwith-
standing any other provision of this subtitle. ‘

%(2) RECOMPUTED BASIS.—For purposes of this section, the term ‘recom-
puted basis' means, with respect to any property, its adjusted basis re-
computed by adding thereto all adjustments, for taxable years beginning
after December 81, 1961, reflected in such adjusted basis on account of
deductions (whether in respect of the same or other property) allowed or
allowable to the taxpayer or to any other person for depreciation, or for
amortization under section 168. For purposes of the preceding sentence, if
the taxpayer can establish by adequate records or other sufficient evidence
that the amount allowed for depreciation, or for amortization under asec-
tion 168, for any taxable year was less than the amount allowable, the
amounit added for such taxable year shall be the amount allowed.

“(3) SEOTION 1245 PROPERTY.—For purposes of this section, the term
‘section 1245 property’ menns any property (other than livestock) which is
or has been property of a character subject to the allowance for depreciation
provided in section 167 and is either—

“(A) personal property, or -
“(B) other property (not including a building or its structural.com.

ponents) but only if such other property is tangible and has an ad-
Justed basis in which there are reflected adjustments deseribed in
paragraph (2) for a period'in which such property (or other property)—
“(1) was used as an integral part of manufacturing, production,
or extraction or of furnishing transportation, communications, elec-
trical energy, gas, water, or sewage disposal services, or
“(i1) constittited research or storage facilities used in connection
. with any of the activities referred to in clause (1).
“(b) EXCEPTIONS AND LIMITATIONS.— S :

“(1) Grrrs.—Subsection (a) shall not apply to a disposition by gift,
“(2) TRANSFERS AT DEATH.—Except as provided in section 691 (relating
to income in respect of a decedent), subsection (a) shall not apply to a

transfer at death,
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%(8) CERTAIN TAX-FREE TRANSACTIONS.—If the basis of property in the
hands of a transferee is determined by reference to its basis in the hands of
the transferor by reason of the application of section 882, 851, 861, 871(a),
874(a), 721, or 731, then the amount of gain taken into account by tixe trans-
feror under subsection (a) (1) shall not exceed the amount of gain recog-
nized to the transferor on the transfer of such property (determined without
regard to this section). This paragraph shall not apply to a disposition to
an organization (other than a cooperative described in section 621) which
is exempt from the tax imposed by this chapter.

“(4) LIKE KIND EXOHANGE; INVOLUNTARY CONVERSIONS, ET0.—If property
is disposed of and gain (determined without regard to this section) is not
recognized in whole or in part under section 1031 or 1033, then the amount
of gain taken into account by the transferor under subsection (a) (1) shall

not exceed the sum of—
“(A) the amount of gain recognized on such disposition (determined

without regard to this section), plus ,
“(B) the fair market value of property acquired which is not section
1245 property and which is not taken into account under subparagraph

(A).

“(B) SEOTION 1071 AND 1081 TRANSACTIONS.—Under regulations preseribed
by the Secretary or his delegate, rules consistent with paragraphs (3) and
(4) of this subsection shall apply in the case of transactions described in
section 1071 (relating to gain from sale or exchange to effectuate policles of
FCO) or section 1081 (relating to exchanges in obedience to SEQ orders).

“(6) PROPERTY DISTRIBUTED BY A PARTNERSHIP TO A PARTNER.—

“(A) IN cENERAL—For purposes of this section, the basis of section
1245 property distributed by a partnership to a partner shall be deemed
to be determined by reference to the adjusted basis of such property to
the partnership.

“(B) ADYUSTMENTS ADDED BAOK.—ID the case of any property de-
scribed in subparagraph (A), for purposes of computing the recomputed
basis of such property the amounit of the adjustments added back for
periods before the distribution by the partnership shall he—

“(1) the amount of the gain to which subsection (a) would have
applied if such property had been sold by the partnership immedi-
ately before the distribution at its fair market value at such time,

reduced by
“(i1) the amount of such gain to which section 751 (b) applied.

“(¢) ApJusTMENTS TO BAsIis.—The Secretary or his delegate shall prescribe

such regulations as he may deem necessary to provide for adjustments to the

basis of property to reflect gain recognized tinder subsection (a).
“(d) APPLICATION oF SEoTION.—This section shall apply notwithstanding any

other provision of this subtitle.”

(2) The table of sections for such part IV is amended by adding at the

end thereof the following:
“See. 1248, Gain from dispositions of certain depreciable property.”

(b) OHANGE IN METHOD OF DEPRECIATION.—Subsection (e) of section 167 (re-
lating to depreciation) is amended to read as follows:
“(e) CHANGE IN METHOD,—

‘(1) CHANGE FROM DECLINING BALANCE METHOD.—In the absence of an
agreement under subsection (d) containing a provision to the contrary, a
taxpayer may at any time elect in accordance with regulations prescribed
by the Secretary or his delegate to change from the method of depreciation
deseribed in subsection (b) (2) to the metliod described in subsection (b) (1).

“(2) CHANGE WITH RESPEOT TO S8ECTION 1245 PROPERTY.~—A taxpayer may,
within such period after the date of the enactmént of the Revenue Act of
1962 and in such manner as the Secretary or his delegate shall by regula-
tions prescribe, elect to change his method of depreciation in respect of
section 1245 property (as defined in section 1245(a) (8)) from any declining
balance or sum of the years-digits method to the straight line method. An
election may be made under this paragraph notwithstanding any provision
to the contrary in an agreement usider subsection (d).”

(¢) SALVAGE VALUE 6F PERSONAL PROPERTY.—

(1) AMOUNT TAREN INT0 AccOUNT.—Sectlon 167 (relating to depreciation)
is amended by redesigning subsections (f), (g), &nd (h) as (g), (h), and

VBT R e i e My o o
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(1), respectively, and by inserting after subsection (e) the following new

subsection : ‘
“(£) SALVAQGE VALUE.—

“(1) GeNErAL RULE—Under regulations prescribed by the Secretary or
his delegate, a taxpayer may, for purposes of computing the allowance under
subsection (a) with respect to personal property, reduce the amount taken
into accouiit as salvage value by an amount which does not exceed 10 per-
cent of the basis of such property (as determined under subsection ﬁg) as
of the time as of which such salvage value is required to be determined).

“(2) PERSONAL PROPERTY DEFINED.—For purposes of this subsection, the
term ‘personal property’ means depreciable personal property (other than
livestock) with a useful life of 3 years or more acquired after the date of
the enactment of the Revenue Act of 1962.”

(2) CONFORMING AMENDMENTS,—

(A) Sections 179(d) (5) and 642(e) are each amended by striking
out “167(g)" and inserting in leun thereof “167(h)”.

(B) Sectlon 179(d) (8) is amended by striking out “167(£)" and in-
gerting in lieun thereof “167(g)".

(d) SPEOIAL RULE FOR OHARITABLE CONTRIBUTIONS OF SECTION 1245 PROPERTY.——
Section 170 (relating to charitable, ete., contributionis and gifts) is amended by
redesignating subsections (e{1 and (f) as (f) and (g), respectively, and by in-
serting after subsection (d) the following new subsection :

‘(@) SPEOIAL RULE FOR OHARITABLE CONTRIBUTIONS OF SECTION 1245 PRrop-
ERTY.—The amount of any charitable contribution taken into account under this
section shall be reduced by the amount which would have been treated as gain
to which section 1245(a) applies if the property contribitted had been sold at its
fair market value (determined at the time of such contribution).”

(e) TEOHNICAL AMENDMENTS.—

(1) SPECIAL RULE FOR PARTNERSHIPS.—Section 751(c) (relating to defini-
tion of ‘“‘unrealized recefvables” for purposes of subchapter K) is amended
by adding after paragraph (2) the following: .

“For purposes of this section and sections 781, 736, and 741, such term also
includes scction 1245 property (as deflned in section 1245(a) (8)), but only to
the extent of the amount which would be treated as gain to which section
1245(a) would apply if (at the time of the transaction described in this section
or section 781, 786, or 741, as the case may be) such property had been sold by
the partnership at its fair market value.”

(2) CORPORATE DISTRIBUTION OF PROPERTY.—Subsections (b) and (d) of
section 801 (relating to amount distributed) are each amended by striking
out ‘“subsection (b) or (c¢) of section 311" and inserting in lieu thereof
“subgection (b) or (c¢) of section 811 or under section 1245(a)”.

53) EFEECT ON EARNINGS AND PROFITS.—Section 312(c) (8) (relating to
adjustments of earnings and profits) is amended by striking out “subsection
(b) or (c) of section 311" and inserting in lieu thereof “subsection (b) or
(c) of section 811 or under section 1245(a)?.

(4) COLLAPSIBLE CORPORATIONS.—Section 341(e) (relating to collapsible
corporations) is amended by inserting after paragraph (11) the following
new paragraph:

“(12) NONAPPLIOATION OF SEOTION 1245(a).—For purposes of this sub-
gection, the determination of whether gain from the sale or exchahge of
property would ithder any provision of this chapter be considered as gain
from the sale or exchange of property which is neither a capital asset nor
proi)erty described in section 1281(b) shall be made without regard to the
application of section 1245(a).” ,

(6) INSTALLMENT OBLIGATIONS IN OERTAIN LIQUIDATIONS.—

(A) Section 453(d) (4) (A) (relating to distribution of installment
obligations in section 832 ligiiidations) is amended by adiing at the end
thereof the following new sentence: “If the basis of the property of the
lquidating corporation in the hands of the distributee is determined
under sectlon 834 (b)(2) then the preceding sentence shall not apply
to the extent that under paragraph (1) galn to the distribtiting corpora-
tion would be considered as gain to which section 1245(a) applies.”

(B) Section 458(d) (4) (B) (relating to distribution of installment
obligations in Hquidations to which section 887 applies) is amended by
adding at the end thereof the following new sentence: “The preceding
sentence shall not apply to the extent that under paragraph (1) gain
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to the distributing corporation would be considered as gain to which

section 1245(a) applies.”

(£) Erreorive DATE—The amendments made by this section shall apply to
taxable years beginnihg after December 81, 1961, and ending after the date of
the enactment of this Act.

SEC. 15. FOREIGN INVESTMENT COMPANIES,

(a) TREATMENT oF SALE oF STOOK OF FOREIGN INVESTMENT COMPANIES,—

(1) IN GeENERAL—Part IV of subchapter P of chapter 1 (relating to
special rules for determining capital gains and losses) is amended by adding
after section 1245 (as added by section 14 of this Act) the following new
sections:

“SEC. 1246, GAIN ON FOREIGN INVESTMENT COMPANY STOCK,

“(a) TBEATMENT OF GAIN A8 ORDINARY INCOME.—

(1) GENERAL RULE.—In the case of a sale or exchange after December 81,
1962, of stock in a foreign corporation which was a foreign investment
company (as defined in subsection (b)) at any time during the period during
which the taxpayer held such stock, any gain shall be treated as gain from
the sale or exchange of property which is not a capital asset, to the extent
of the taxpayer’s ratable share of the earnings and profits of such corpora-
tion accumulated for taxable years beginning after December 31, 1962,

(2) RATABLE BHARE.—For purposes of this section, the taxpayer’s ratable
share shall be determined under regulations prescribed by the Secretary
or his delegate, but shall include only his ratable share of the accumulated
earnings and profits of such corporation—

“(A) for the period during which the taxpayer held such stock, but
“(B) excluding such earnings and profits which were taxed to such
taxpayer under section 951 or under section 551.

“(8) TAXPAYER TO ESTABLISH EARNINGS AND PROFITS.—Unless the tax.
payer establishes the amount of the accumulated earnings and profits of
the foreign investment company and the ratable share thereof for the period
during which the taxpayer held such stock, all the gain from the sale or
exchange of stock in such company shall be considered as gain from the
sale or exchange of property which is not a capital asset. '

“(4) HOLDING PERIOD OF STOCK MUST BE MORE THAN 6 MONTHS.—This
section shall not apply with respect to the sale or exchange of stock where
the holding period of such stock as of the date of such sale or exchange
18 6 months or less.

“(b) DEeFINITION OF FoREIGN INVESTMENT CoMPANY.—For purposes of this
section, the term ‘foreign investment company’ means any foreign corporation—

“(1) registered under the Investment Company Act of 1940, as amended
(15 U.S.C. 80a-1 to 80b-2), either as a management company or as a unit
investment trust, or

“(2) engaged (or holding itself out as being engaged) primarily in the
business of investing, reinvesting, or trading in securities (within the mean-
ing of section 3(a) (1) of such Act) at a time when more than 50 percent
of the total combined voting power of all classes of stock entitled to vote,
or of the total value of shares of all classes of stock, was held, directly
or indirectly (within the meaning of section 955(a)), by United States
persons (as defined in section 7701 (a) (830)).

“(c) Stock HAVING TRANSFERRED OR SUBSTITUTED BAsIS.—To the extent pro-
vided in regulations prescribed by the Secretary or his delegate, stock in a
forelgn corporation, the bagis of which (in the hands of the taxpayer selling or
exchanging such stock) i3 determined by reference to the basis (in the hands of
such taxpayer or any other person) of stock in a foreign investment company,
shall be treated as stock of a foreign investment company and held by the tax-

paver throughout the holding period for such stock (determined under section .

1223).
“(d) Rures RELATING TO ENTITIES HOLDING FOREIGN INVESTMENT COMPANY

Stock.—To the extent provided in regulations prescribed by the Secretary or his

delegate—
“(1) trust certificates of a trust to which section 677 (relating to income

for benefit of grantor) applies, and
“(2) stock of a domestic corporation,
shall be treated as stock of a foreign investment company and held by the

taxpayer throughout the holding period for such certificates or stock (deter-
mined under section 1223) in the same proportion that the investment in stock
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in a foreign investment compiny by the trust or domestic corporatioh bears to
the total assets of such trust or corporation.

“(e) RULES RELATING TO STOOK AOQUIRED FROM A DECEDENT.—

“(1) Basis.—In the case of stock of a foreign investment company ac-
quired by bequest, devise, or inheritance (or by the decedent’s estate) from
a decedent dying after December 81, 1962, the basis determined under section
1014 shall be reduced (but not below the adjusted basis of such stock in
the hands of the decedent immediately before his death) by the amount of
the decedent’s ratable share of the accumiilated earnings and profits of
such company. Any stock so acquired shall be treated as stock described
in subsection (e).

#(2) DEDUOTION FOR ESTATE TAX.—If stock to which subsection (a) applies
1s acquired from a deccédent, the taxpayer shall, under regulations prescribed
by the Secretary or his delegate, be allowed (for the taxable year of the
sale or exchange) a deduction from gross income equal to thnt portion of
the decedent’s estate tax deemed paid which is attributable to the excess
of (A) the value at which such stock was taken into account for purposes
of determining the value of the decedent’s gross estate, over (B) the value at
which it would have been so taken into account if such value had been
reduced by the amount described in paragraph (1).

“(£) INrOBMATION WITH RESPECT T0 CERTAIN FOREION INVESTMENT.—IEvery
United States person who, on the last day of the taxable year of a foreign invest-
ment company beginning after December 31, 1962, owns & percent or more in
value of the stock of such company shall furnish with respect to such company
such information as the Secretary or his delegate shall by regulations prescribe.

“(g) Cross REFERENCE,—

“For special rules relating to the earnings and profits of foreign investment

companies, see section 312(1).

“SEC, 1247, ELECTION BY FOREIGN INVESTMENT COMPANIES TO DISTRIBUTE IN-
COME CURRENTLY.

“(a) BLECTION BY IFOREIGN INVESTMENT COMPANY.—

“(1) IN gENERAL.—If a foreign investment company which is described in
section 1246(b) (1) elects (in the manner provided in regulations prescribed
by the Secretary or his delegate) on or before December 81, 1962, with respect
to each taxable year beginnihg after December 81, 1062, to—

“(A) distribute to its shareholders 80 percent or more of what its
taxable income would be if it were a domestic corporation ;

“(B) designate in a written notice mailed to its shareholders at any
time before the expiration of 80 days nfter the close of its taxable year
the pro rata amount of the excess (determined as if such corporation
were a domestic corporation) of the net long-term capital gains over
the net short-term capitiil losses; and the portion thereof which 1s
being distributed ; and

“(0) provide such iiiformition as the Secrétary or his delegate deems
necessary to carry out the purposes of this section,

then section 1246 shall not apply with respect to the quilified shareholders
of such compiny daring any taxable year to which such election applies.

“(2) SPECIAL RULES.—

“(A) COMPUTATION OF TAXABLE INCOME.—I'or purposes of paragraph
(1) (A), the taxable income of the company shall be computed withotit
regard to—

“(1) the excess of capital gains over losses referred to in para-
graph (1) (B),
“ ?ilg section 172 (relating to net operating losses), and
“(ii1) any deduction provided by part VIIT of subchapter B
(other than the deduction provided by section 248, relating to or-
ganizational expenditures).

“(B) DISTRIBUTIONS AFTER THE CLOSE OF THE TAXABLE YEAR—For
purposes of paragraph (1) (A), a distribution made after the close of
the taxable year and on or before the 165th day of the third month of
the next taxable year shall be treated as distributed during the taxable
year to the extent elected by the company (in accordance with regula-
tions prescribed by the Secretary or his delegate) on or before the 15th
day of such third month,

“(C) CARRYOVER OF CAPITAL LOSSES FROM NONELECTION YEARS DENIED.—
In computing the excess of capital gains over losses referred to in
paragraph (1) (B), section 121% ghall not apply to losses incurred in or
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with respect to taxable years before the first taxable year to which the
election applies.

“(b) YEArs T0 WHIOH BLEoTION APPLIES.—The election of any foreign in-
vestment company under this section shall terminate as of the close of the taxable
year preceding its first taxable year in which any of the following occurs:

(1) the company fails to comply with the provisions of subparagraph
(A), (B), or (C) of subsection (a) (1), unless it is shown that such failure
is due to reasonable cause and not due to willful neglect,

“(2) the company is a foreign personal holding company, or

“(8) the company is not a foreign investment company which is desecribed
in section 1246 (b) (1),

“(¢) QUALIFIED SHAREHOLDERS.—For purposes of this section—

“(1) IN GENERAL—The term ‘qualified shareholder’ means any share-
holder who is a United States person, other than a shareholder described in
paragraph (2).

(2) CERTAIN UNITED STATES PERSONS EXOLUDED FROM DEFINITION.—A United
States person shall not be treated as a qualified shareholder for the taxable
year if for such taxable year (or for any prior taxable year) he did not
include, in computing his long-term capital gains in his return for such
taxable year, the amount designated by such company pursuant to subsection
(2) (1) (B) as his share of the undistributed capital gains of such company
for its taxable year ending within or with such taxable year of the taxpayer.
The preceding sentence shall not apply with respect to any failure by the
taxpayer to treat an amount as provided therein if the taxpayer shows that
such failure was due to reasonable cause and not due to willful neglect.

“(d) ApsustMeENTS.—Under regulations prescribed by the Secretary or his
delegate, proper adjustment shall be made—

“(1) in the earnings and profits of the electing foreign investment coin-

pany, and
“(2) the adjusted basis of stock of such company held by qualified share-

holders,
to reflect the inclusion in gross income by such shareholders of undistributed

capital gains,
“(@) Loss oN SALE orR BxcHANGE OF CERTAIN STOCK HELD LESS THAN 6

MonTHS,—If— '
“(1) under this section, any qualified shareholder treats any amount
designated under subsection (a) (1) (B) with respect to a share of stock
as long-term capital gain, and o
#(2) such share is held by the taxpayer for less than 6 months,
then any loss on the sale or exchange of such share shall, to the extent of the
amount described in paragraph (1), be treated as loss from the sale or exchange
of a capitiil asset held for more than 6 months.”
(2) The table of sections for such part 1V is amended by adding at the

end theerof the following:

“Seec, 1246. Gain on foreign investment company,
“Sec, 1247. Election by fgrelgn investmen cgmpnnies to distribute income

currently.”

(b) CONFORMING AMENDMENTS.— -
(1) EARNINGS AND PROFITS OF FOREION INVESTMENT COMPANIES.—Section

812 (relating to effect on earfilhgs and profits) is amended by adding after
subsection (k) the following new subsection:
“(1) BARNINGS AND PROFITS OF FOREIGN INVESTMENT COMPANIES.—

“(1) ALLOCATION WITHIN AFFILYATED GROUP.—In the case of a sale or ex-
change of stock in a foreign investment compiny (as defined in section
1246(b)) by a United States person (as defined in section 7701(a) (30)),
if such company is a mémber of an affiliated group, then the accuinulated
earnings and profits of all members of such affiligted group shall be al-
located, uiider regulations prescribed by the Secretiiry or his delegate, in
such manner as is proper to carry out the purposes of section 1246,

“(2) AFFILYATED GROUP DEFINED.—IFor purposes of paragraphs (1) and (2)
of this subsection, the term ‘affiliated group’ has the meaning assigned to
such term by section 1504(a) ; except that (A) ‘more than 50 percent’ shall
be submitted for ‘80 percent or more’, and (B) all corporations shall be
treated as includible corporations (withotit regard to the provisions of

section 1504(b)).
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#(8) PARTIAL LIQUIDATIONS AND REDEMPTIONS.—

“(A) IN GENERAL—If a foreign investment company (as defined in
section 1246) distributes amounts in partial liquidation or in a redemp-
tion to which section 802(a) or 803 applies, the part of such distribtition
which is properly chargeable to earnings and profits shall be an amount
which is not in excess of the ratable share of the earnings and profits
of the company accumulated after February 28, 1918, attributable to
the stock so redeemed.

“(B) BrreECTIVE DATE—Subparagraph (A) «shall apply only with re-
spect to distributions made after December 81, 1962.”

(2) SALE OB EXCHANGE OF INTEREST IN PARTNERSHIP.—Section 751(d) (2)
érelating to inventory items which have appreclated substantially in value)

is ammended by striking out “and” at the end of subparagraph (B), and
by striking out subparagraph (C) and inserting in lieu thereof the fol-
lowing new subparagraphs:

“(0) any other property of the partnership which, if sold or ex-
changed by the partnership, would result in a gain taxable under
subsection (a) of section 1246 (relating to gain on foreign investment
company stock), and :

“(D) any other property held by the partnership which, if held by
the selling or distributee partner, wotlld be considered property of the
type described in subparagraph (A), (B), or (C).”

(8) HorpING PERIOD OF PROPERTY.—Section 1223 (relating to holding
period of property) is amended by redesignating pargaraph (10) as para-
graph (11) and inserting after paragraph (9) the following paragraph:

“(10) In determining the period for which the taxpayer has held trust
certificates of a trust to which subsection (d) of section 1246 applies, or
the period for which the taxpayer has held stock in a corporation to which
subsection (d) of section 1246 applies, there shall be included the period
for which the trust or corporation (as the case may be) held the stock of
foreign investment companies.”

(¢) Erreorive DATE—The amendments made by this section shall apply with
respect to taxable years beginning after December 81, 1962.

SEC. 16. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN CERTAIN FOR-
EIGN CORPORATIONS.

(a) TREATMENT OF GAIN FroM THE REDEMPTION, CANCELLATION, OR SALE OF
STOOK IN CERTAIN FOREIGN CORPORATIONS.—Part IV of subchapter P of chapter 1
(relating to special rules for determiniing capital gains and losses) is amended
by adding after section 1247 (as added by section 15 of this Act) the following

new section:
“SEC. 1248, GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN CERTAIN
FOREIGN CORPORATIONS.

“(a) REDEMPTIONS AND LIQUIDATIONS.—If a foreign corporation redeems its
ftock in an exchange to which section 302(a) applies, or if a foreign corpora-
tion cancels its stock in a complete or partial liqitidation in an exchange to
which section 331 applies, then the gain of a United States person (as déflned
in section 7701(a) (30)) from the exchange of such stock shall be included in
the gross income of such person as a dividend, to the extent of such person's
proportionate share of the earnings and profits of the foreign corporation
accumulated after February 28, 1913.

“(b) SALES AND OTHER ExCHANGES.—If a United States person (as defined
in section 7701(a) (80)) sells or exchanges stock in a foreign corporation, then
the gain recognized on the sale or exchange of such stock shall be considered
as gain from the sale or exchange of property which is not a capital asset, to the
extent of such person’s proportionate share of the earnings and profits of the
foreign corporation accumulated during the period the stock sold or exchanged
was held by such person,

“(e) LIMITATIONS,—
(1) CONTROLLED FOREIGN CORPORATIONS.—Subsections (a) and (b) shall

apply only if the foreign corporation the stock of which is sold or exchanged
(A) 1s a controlled foreign corporation (as defined in section 954) at the
time of the sale or exchange, or (B) was such a controlled foreign corpora-
“mi: at any time during the 8-year period ending on the date of the sale or
exchange, .

“(2) 10-PEROENT OWNERSHIP.—Subsections (a) and (b) shall apply only te
a United States person who can be considered, by applying the rules of con-

/
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structive ownership of section 955(b), as being the owner, directly or in-

directly, of 10 percent or more of the total combined voting power of all
classes of stock entitled to vote of the foreign corporation at the time of
the sale or exchange, or at any timme during the 6-year period ending on the
date of the sale or exchange.

“(8) ELIMINATION FROM EARNINGS AND PROFITS OF AMOUNTS INCLUDED IN
GROSS INCOME UNDER SECTION 951.—In determining the amount to be con-
sidered a dividend under subsection (a), or as gain from the snle or exchange
of property which is not a capital asset under subsection (b), the United
States person’s proportionate share of earnings and profits of the foreign
corporation shall be reduced by the amount previously included in the gross
income of such person under section 951, with respect to the stock sold or
exchanged, but only to the extent such amount did not result in an exclusion
from gross income under section 956,

“(4) REDEMPTIONS TO PAY DEATH TAXES.—Subsections (a) and (b) shall
not apply to distributions to which section 803 (relating to distributions in
redemption of stock to pay death taxes) applies.

“(5) ADDITIONAL CONSIDERATION IN CERTAIN REORGANIZATIONS.—Subsection
(b) shall not apply to gain recognized or exchanges to which section 3856
(relating to receipt of additional consideration in certanin reorganizations)
applies.

“(6) TREATMENT OF AMOUNTS WHICH ARE ORDINARY INCOME, ETO., UNDER
OTHER PROVISIONS.-—Subsections (a) and (b) shall not apply with respect
to any amount to the extent that such amount is, under any other provision
of this title, treated as—

“(A) a dividend,
“(B) gain from the sale of an asset which is not a capital asset, or

“(C) gain from the sale of an asset held for not more than 6 months,

“(d) TAaxpAYER To EsraprLisH EARNINGS AND ProriTs.—Unless the taxpayer
establishes the amount of the earnings and profits of the foreign corporation to
be taken into account under subsections (a) and (b), all gain from the sale or
exchange shall be considered a dividend under subsection (a), or as gain from
the sale or exchange of property which is not a capital asset under subsection (b),

whichever applies.”
{b) CrLerrcArn AMENDMENT.—The table of sections for such part IV is amended

by adding at the end thereof the following:
“See, 1248, Gain from certain sales or exchanges of stock in certaln foreign
corporations.”

(¢) Errective DaTE—The amendments made by this section shall apply with
zespect to sales or exchanges occurring after the date of the enactment of this

ct,
SEC. 17. TAX TREATMENT OF COOPERATIVES AND PATRONS.

(a) In GeNeraL—Chapter 1 (relating to normal taxes and surtaxes) is
amended by adding at the end thereof the following new subchapter:

“Subchapter T-—Cooperatives and Their Patrons

“Part I. Tax treatment of cooperatives,
“Part II. Tax treatment by patrons of patronnge dividends.

“Part III. Definttions; special rules,
“PART I—-TAX TREATMENT OF COOPERATIVES

“Sec. 1381. O:..anizations to which part applies.
“See. 1382, Taxnble income of cooperatives.
“Sec. 1383, Computation of tax where cooperative redeems nonqualified written

notices of allocation,
“SEC. 1381, ORGANIZATIONS TO WHICH PART APPLIES. *

“(a) IN GeENERAL—This part shall apply to—
“(1) any organization exempt from tax under section 521 (relating to

exemption of farmers’ cooperatives from tax), and
“(2) any corporation operating on a cooperative basis other than an

organization—
“(A) which is exempt from tax under this chapter,

“(B) which is subject to the provisions of— '
“(1) part II of subchapter H (relating to mutual savings banks, ete.),

or » . .
“(11) subchapter L (relating to instirance companies), or
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“(0) which is engaged in furnishing electric energy, or providing tele-
phone service, to persons in rural areas.
“(b) Tax oN CERTAIN FARMERS' COOPERATIVES.—An organization described in
subsection (a) (1) shall be subject to the taxes imposed by section 11 or 1201.

“SEC. 1382, TAXABLE INCOME OF COOPERATIVES,

“(a) Gross INcoME.—Except as provided in subsection (b), the gross income
of any organization to which this part applies shall be determined without any
adjustment (as a reduction in gross receipts, an increase in cost of goods sold,
or otherwise) by reason of any allocation or distribution to a patron out of the
net earnings of such organization,

“(b) PATRONAGE DivipENDS.—In determining the taxable income of an organi-
zation to which this part applies, there shall not be taken into account amounts
paid during the payment period for the taxable year—

‘(1) as patronage dividends (as deflned in section 1388(a)), to the
extent paid in money, qualified written notices of allocation (as defined in
section 1388(c) ), or other property (except nonqualified written notices of
allocation (as defined in section 1388(d))) with respect to patronage occur-
ring during such taxable year ; or

“(2) in money or other property (except written notices of allocation)
in redemption of a nonqualified written notice of allocation which was paid
as a patronage dividend during the payment period for the taxable year
during which the patronage occurred.

For purposes of this title, any amount not taken into account under the preceding
sentence shall be treated in the same manner as an item of gross income and as
a deduction therefrom,

“(e) DEpUCTION FOB NONPATRONAGE DISTRIBUTIONS, ET0.—In determining the
taxable income of an organization described in section 1381(a) (1), there shall be
allowed as a deduction (in addition to other deductions allowable under this

chapter)—
“(1) amounts paid during the taxable year as dividends on its capital

stock ; and .
“(2) amounts paid during the payment period for the taxable year—

“(A) in money, qualified written notices of allocation, or other prop-
erty (except nonqualified written notices of allocation) on a patronage
basis to patrons with respect to its earnings during such taxable year
which are derived from business done for the United States or any of
its agencles or from souirces other thin patronage, or '

“(B) In money or other property (except written notices of alloca-
tion) in redemption of a nonqualified written notice of allocation which
was paid, during the payment period for the taxable year during which
the earnihgs were derived, on a patronage basis to a patron with respect
to earnings derived from business or sources described in subparagraph

(A).

“(d) PAYMENT PErIOD FOR EAOH TAxABLE YEAR.—For purposes of subsections
(b) and (c) (2), the payment perfod for any taxable year is the period beginning
with the first day of such taxable year and ending with the fifteenth day of the
ninth month following the close of such year.

‘‘(e) Probvors MARKETED UNDER PoorING ARRANGEMENTS.—For purposes of
subsection (b), in the case of a pooling arrangement for the marketing of prod-
ucts, the patronage shall (to the extent provided in regulations prescribed by
the Secretary or his delegate) be treated as patronage occurring during the tax-
able year in which the pool closes.

“(f) TREATMENT OF EARNINGS RECEIVED AFTER PATRONAGE OCCURRED.—If any
portion of the earnings from business done with or for patrons is includible in
the organization’s gross income for a taxable year after the taxable year during
which the patronige occurred, then for purposes of applying subsection (b) to
- such portion the patronage shall, to the extent provided in regulations pre-

scribed by the Secretary or his delegate, be considered to have occurred during
the taxable year of the organization during wliich such earnings are includible in
gross income.

“SEC. 1383. COMPUTATION OF TAX WHERE COOPERATIVE REDEEMS NONQUALIFIED
’ . WRITTEN NOTICES OF ALLOCATION.

-“(a) GeNERAL Rure—If, under section 1882(b) (2) or (e) (2) (B), a deduction
is allowable to an organization for the taxable year for amounts paid in redemp-
tion of nonqualified: written fiotices of allocation, then the tax imposed by this
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chapter on such organization for the taxable year shall be the lesser of the

following :
“(1) the tax for the taxable year computed with such deduction; or

“(2) an amount equal to—
“(A) the tax for the taxable year computed withouit such deduction,

minus

“(B) the decrease in tax under this chapter for any prior taxable
year (or years) which would result solely from treating such non-
qualified written notices of allocation as qualified written notices of

allocation.

*“(b) SpEcIAL RULES.—
“(1) If the decrease in tax ascertained under subsection (a)(2)(B)

exceeds the tax for the taxable year (computed without the deduction de-
seribed in subsection (a)) such excess shall be considered to be a payment
of tax on the last day prescribed by law for the payment of tax for the
taxable year, and shall be refunded or credited in the same manner ag if it
were an overpayment for such taxable year.

“(2) For purposes of determining the decrease in tax under subsection
(a) (2) (B), the stated dollar amount of any nonqualified written notice of
allocation which is to be treated under such subsection as a qualified writ-
ten notice of allocation shall be the amount paid in redemption of such
written notice of allocation which 18 allowable as a deduction under section
1382(b) (2) or (e¢) (2) (B) for the taxable year.

“(8) If the tax imposed by this chapter for the taxable year is the
amount determined under subsection (a)(2), then the deduction describeC
in subsection (a) shall not be taken into account f~v any purpose of this

subtitle other than for purposes of this section,
“PART II—TAX TREATMENT BY PATRONS OF PATRONAGE DIVIDENDS

“Sec. 1385. Amounts includible in patron’s gross income,

“SEC. 1385. AMOUNTS INCLUDIBLE IN PATRON'S GROSS INCOME.

“(a) GENERAL RULE.—Except as otherwise provided in subsection (b), each
person shall include in gross income—

“(1) the amount of any patronage dividend which is paid in money, a
qualified written notice of allocation, or other property (except a non-
qualified written notice of allocation), and which is received by him during
the taxable year from an organization described in section 1881(a), and

“(2) any amount, described in section 1382(c) (2) (A) (relating to cer-
tain nonpatronage distributions by tax-exempt farmers’ cooperatives),
which is paid in money, a qualified written notice of allocation, or other
property (except a nonqualified written notice of allocation), and which
is received by him during the taxable year from an organization described
in section 1381 (a) (1).

“(b) BxcLusioN FromM Gross INcoME—Under regulations prescribed by the
Secretary or his delegate, the amount of any patronage dividend, and any amount
received on the redemption, sale, or other disposition of a nonqualified written
notice of allocation which was pald as a patronage dividend, shall not be

included in gross income to the extent that such amount—
“(1) is properly taken into accotint as an adjustment to basis of prop-

erty, or

“(2) is atributable to personal, living, or family items.

“(e) TREATMENT OF CERTAIN NONQUALIFIED WRITTEN NOTICES OF ALLOCATION.—

“(1) APPLICATION OF SUBSECTION.—This subsection shall apply to any
nonqualified written notice of allocation which—

“(A) was pald as a patronage dividend, or

“(B) was paid by an organizatfon described in section 1881(a) (1)
on a patronage basis with respect to eartilhgs derived from business or
sources described in section 1882(c) (2) (A).

“(2) BABSIS; AMOUNT OF 0AIN.—In the case of any nonqualified written
ngtlc:a of allocation to which this subsection applies, for purposes of this
chapter—

“(A) the basis of such written notice of allocation in the hands of
Ehe patroh to whom such written notice of allocation was paid shall
e Zero, »
“(B) the basis of such written notice of allocation which was acquired
trom a decedent shall be its basis in the hands of the decedent, and
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“(0) gain on the redemption, sale, or other disposition of such written
notice of allocation by any person shall, to the extent that the stated
dollar amount of such written notice of allocation exceeds its basis,
be considered as gain from the sale or exchange of property which is

not a capital asset.

“PART INI—DEFINITIONS; SPECIAL RULES

“Sec. 1388. Definitions ; special rules.

“SEC. 1388, DEFINITIONS; SPECIAL RULES,

“(a) PATRONAGE DIvIDEND.—For purposes of this subchapter, the term
‘patronage dividend’ means an amount paid to a patron by an organization to
which part I of this subchapter applies—

“(1) on the basis of quantity or value of business done with or for such
patron,

“(2) under an obligation of such organization to pay such amount, which
obligation existed before the organization received the amount so paid, and

“(8) which is determined by reference to the net earnings of the organiza-
tion from business done with or for its patrons.

Such term does not include any amount paid to a patron to the extent that (A)
such amount is out of earnings other than from business done with or for
patrons, or (B) such amount is out of earnings from business done with or for
other patrons to whom no amounts are paid, or to whom smaller amounts are
paid, with respect to substantinlly identical transactions.

“(b) WRITTEN NOTIOE OF ALLOCATION.—For purposes of this subchapter, the
term ‘written notice of allocation’ means any capital stock, revolving fund
certificate, retain certificate, certificate of indebtedness, letter of advice, or other
written notice, which discloses to the recipient the stated dollar amount allocated
to him by the organization and the portion thereof, if any, which constitutes a
| patronage dividend.

“(c) QUALIFIED WRITTEN NOTICE OF ALLOCATION,—
“(1) DEFINED.—For purposes of this subchapter, the term ‘qualified writ-
ten notice of allocation’ means—

“(A) a written notice of allocation which may be redeemed in cash
as its stated dollar amount at any time within a period beginning on
the date such written notice of allocation is paid and ending not earlier
than 90 days from such date, but only if the distributee receives written
notice of the right of redemption at the time he receives such written
notice of alloedtion ; and

“(B) a written notice of allocation which the distributee has con-
sented, in the mafiher provided in paragraph (2), to take into account

_at its stated dollar amount as provided in section 1885(a).
#(2) MANNER OF OBTAINING CONSENT.—A distributee shall consent to take

a v{ri,;:ten'notlce of allocation into account as provided in paragraph (1) (B)

only by—

“(A) making such consent in writing ,or

“(B) obtaining or retaining membership in the organization after—

“(1) such organization has adopted (after the date of the enact-
ment of the Revenue Act of 1962) a bylaw providing that member-
ship in the organization constitutes such consent, and
b 'l‘(ll) he has received a written notification and copy of such

y aw.
“(8) PERIOD FOR WHIOH CONSENT I8 EFFECTIVE,— ,

“(A) GENEBAL RULE—Except as provided in subparagraph (B)—

“(1) a consent described in paragraph (2) (A) shall be a consent
with respect to all patronage of the distributee with the organiza-
tion occurring (determined with the application of section 1382(e))
during the taxable year of the organization diiring which such
g{)nsent és made and all subsequent taxable years of the organiza-

on; an ,

“(11) a cohsent described in paragraph (2) (B) shall be a consent
with respect to all patronage of the distributee with the organiza-
tion occurring (determined without the application of section
1882(e)) after he received the notification and copy described in
paragraph (2) (B) (i1).

“(B) REVOCATION, ETO.—

/
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“(1) Any consent described in paragraph (2) (A) may be revoked
(in writing) by the distributee at any time. Any such revocation
shall be effective with respect to patronage occurring on or after
the first day of the first taxable year of the organization beginning
after the revocation is flled with such organization: except that in
the case of a pooling arrangement described in section 1882(e), a
revocation made by a distributee shall not be effective as to any
pool with respect to which the distributee has been a patron before
such revocation. ]

“(11) Any consent described in paragraph (2)(B) shall not be
effective with respect to any patronage occurring (determined
without the application of section 1382(e)) after the distributee
ceases to be a member of the organization or after the bylaws of
the organization cease to containh the provision deseribed in para-
graph (2) (B) (1),

“(d) NONQUALIFIED WRITTEN NOTICE OF ALLOCATION.—For purposes of this
subchapter, the term ‘nonqualified written notice of allocation’ means a written
notice of allocation which is not described in subsection (¢).

“(e) DETERMINATION OF AMOUNT PAIp or RECEIVED,—For purposes of this sub-

chapter, in determining amount paid or received—
“(1) property (other than a written notice of allocation) shall be taken

into account at its fair market value, and ‘
#(2) a qualified written notice of allocation shall be taken into accoint
at its stated dollar amount.”

(b) TECHNICAL AMENDMENTS—
(1) Section 521(a) (relating to exemption of farmers’ cooperatives from

tax) is amended by striking out “section 522" each place it appears therein
and inserting in Heu thereof “part I of subchapter T (sec. 1881 and fol-

lowing) ",
(2) Section 522 (relating to tax on farmers’ cooperatives) is hereby

repealed.
(8) Section 6044 (relating to returns regarding patronage dividends) is

amended to read as follows:
“SEC, 6044, RETURNS REGARDING PATRONAGE DIVIDENDS, _

“Any organization to which part I of subchapter T of chapter 1 (relating
to tax treatment of cooperatives) applles which pays amotnts described in
section 1382(b), or (in the case of an organization described in section 1381
(a) (1)) amounts described in section 1382(c¢) (2), shall, when reqirired by
regulntions of the Secretary or his delegate, make a return showing—

“(1) the name and address of each patron to whom it has made such
payments during the calendar year ; and

“(2) the amount of such payments to each patron,”

(4) Section 6072(d) (relating to time for fling income tax returns of
exempt cooperative assoclations) is amended to read as follows:

“(d) RETURNS oF COOPERATIVE ASSOCIATIONS.—In the case of an {ncome tax

return of—
“#(1) an exempt cooperative assoclation described in section 1381(a)

(1), or
“(2) an organizatfon deseribed fn sectifon 1881(a) (2) which is under
an obligation to pay patronnge dividends (as defined in section 1888(a))
in an amount equal to at least 50 percent of its net earnings from business
done with or for its patrons, or which paid patronage dividends in such an
amount out of the net earnings from business done with or for patrons
during the mnost recent taxable year for which it had such net earnings,
a return made on the basis of a calendar year shall be filed on or before the
15th day of September following the close of the calendar year, and a return
mdde on the basis of a fiscal year shill be filed on or before the 15th day of
the 9th month following the close of the fiscal year.”
(5) The table of subchapters for chapter 1 is amended by adding at the
end thereof the following:
‘“Suscrarter T. Cooperatives and their patrons.”
(6) The table of sections for part 1II of subchapter I' of chapter 1 is
amended by striking out the last line thereof. '

(¢) ErreoTIvE DATES.—
(1) For T™HB COOPERATIVES.—Except as provided in paragraph (8), the

amendments made by subsections (4) and (b) shall apply to taxable years
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of organizations described in section 1881(a) of the Internal Revenue Code
of 1954 (as added by subsection (a)) beginning after December 81, 1962,

(2) For THE pATRONS.—Except as provided in paragraph (8), section
1885 of the Internal Revenue Code of 1954 (as added by subsection (a))
shall apply with respect to any amount recelved from any organization
described in section 1881 (a) of such Code, to the extent that such amount
is paid by such organization in a taxable year of such organization beginning
after December 81, 1962,

(8) APPLICATION OF EXISTING LAW.—In the case of any money, written
notice of allocation, or other property pald by any organization described

in section 1881 (a)— ‘
(A) before the first day of the first taxable year of such organization

beginning after December 81, 1962, or
(B) on or after such first day with respect to patronage occurring

before such first day, ’
the tax treatment of such money, written notice of allocation, or other prop-
erty (including the tax treatment of gain or loss on the redemption, sale,
or other disposition of such written notice of allocation) by any person shall
be made under the Internal Revenue Code of 1954 without regard to sub-
chapter T of chapter 1 of such Code.

18. INCLUSION OF FOREIGN REAL PROPERTY IN GROSS ESTATE,

(a) AMENDMENTS To INCLUDE FOREIGN REAL PROPERTY.—

(1) Section 2031(a) (relating to definition of gross estate) is amended

g{a ts:tr’gkmg out * except real property situated outside of the United
es"”,

(2) The following provisions of chapter 11 (imposing an estate tax) are

amended by striking out “(except real property situated outside of the

United States)”: ‘
(A) section 2033 (relating to property in which the decedent had an

interest),
(B) section 2034 (relating to dower or curtesy interests),

q (gl)) sectlon 2035(a) (relating to transactlons in contemplation of

eath),

(D) section 2036(a) (relating to transfers with retained life estate),
(B) section 2087 (a) (relating to transfers taking effect at death),
(¥') section 2038(a) (relating to revocable transfers),
(@) section 2040 (relating to joint interests), and
(H) sectlon 2041(a) (relatifig to powers of appointment),

(b) EFFEOTIVE DATE.—

(1) Except as provided in paragraph (2), the amendments made by sub-
gectlon (a) shall apply to the estates of decedents dying after the date of
the enactment of this Act.

(2) In the case of a decedent dying after the date of the enactment of
this Act and before July 1, 1964, the value of real property situated outside
of the Uniited States shall not be included in the gross estate (as defined in
section 2081 (a) ) of the decedent—

(A) under section 2033, 2034, 2035(a), 2036(a), 2087(a), or 2038(a)
to the extent the real property, or the decedent’s interest in it, was ac-
quired by the decedent before February 1, 1962;

(B) under section 2040 to the extent such property or interest was
acquired by the decedent before February 1, 1982, or was held by the
decedent and the survivor in a joiht tenancy or tenancy by the entirety
before February 1, 1962 ; or

(0) under section 2041(a) to the extent that before February 1,
1962, such property or interest was subject to a general power of ap-
pointment (as defined in section 2041) possessed by the decedent.

In the case of real property, or an interest therein, situated outside of the
United States (includihg a general power of appointment in respect of such
property or interest, and including property held by the decedent and the
survivor in & joint tenancy or tenancy by the entirety) which was acquired
by the decedent after January 81, 1962, by gift within the meaning of sec-
tion 2611, or from a prior decedent by devise or inheritance, or by reason
of death, form of ownership, or otuer conditions (including the exercise or
nonexercise of a power of appointment) for purposes of this paragraph
such property or interest therein shall be deemed to have been acquired
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by the decedent before February 1, 1062, if before that date the donor or
prior decedent had acquired the property or his interest therein or had
possessed a power of appointment in respect of the property or interest.
SEC. 19, WITHHOLDING OF INCOME TAX AT SOURCE ON INTEREST, DIVIDENDS, AND
PATRONAGE DIVIDENDS.
(a) IN GENERAL.—
(1) AMENDMENT OF SUBTITLE 0.—Subtitle O (relating to employment taxes
and collection of income tax at source) is amended by redesignating chapter
25 as chapter 26 and by inserting after chapter 24 the following new chapter:

“CHAPTER 25—COLLECTION OF INCOME TAX AT SOURCE
ON INTEREST, DIVIDENDS, AND PATRONAGE DIVI-

DENDS

“SUBCHAPTER A. Interest.
“SUBCHAPTER B. Dividends.
“SuscuArtTER C. Patronage dividends.
“SuBcHAPTER D. General provisions,

“Subchapter A—Interest

“Sec, 8451, Income tax collected at source on interest,
“Sec. 8452. Interest defined.
“SEC. 3451, INCOME TAX COLLECTED AT SOURCE ON INTEREST.

“(a) REQUIREMENT OF WITHOLDING.—Except as otherwise provided in this
chapter, every person who pays interest shall deduct and withhold on such in-
terest a tax equal to 20 percent of the amount thereof,

“(b) PAYEE UNkNowN.—If the witliholding agent i unable to determine the
person to whom the interest is payable, the tax under this section shall be deduct-
ed and withheld at the tithe payment of the interest would be made if such person

were known,
“(e¢) CRrosS REFERENCES.—
“(1) For credit, against income tax of the recipient of the income, of amounts

deducted and withheld under this section, see section 39,
‘(2) For special rules as to credit or refund of such amounts, see sections 3484,

(
3485, 3486, 3487, and 3505.
“(3) For exemption from requirement of deducting and withholding on certain

interest paid to certain persons, see section 3483,

“SEC. 3452, INTEREST DEFINED.

“(a) GENERAL Rure—For purposes of this chapter,” the term ‘Interest’
means—
“(1) interest on evidences of indebtedness (including bonds, debentures,
notes, and certificates) issued by a corporation with ititerest coupons or in
registered form, and, to the extent provided in reguldtions prescribed by
the Secretary or his delegate, interest on other evidences of indebtédness
issued by a corporation of a type offered by cotpiorations to the publie;

“(2) interest on deposits with persons carrying on the banking business;

“(8) ambunts (whether or not designated as interest) paid by a mutual
savings bafik, savings and loan assoclation, buillilhg and loan association,
cooperative baitk, honiestead association, credit union, or similar organiza-
tion, in respect of deposits, investment certificiites, or withdrawable or
repurchasable shares; , .

“(4) Interest on amounts held by an insurance conipiifty under an agree-
mett to pay interest thereon ; '

“(B) ifiterest on deposits with stockbrokers;

*(6) Interest on obligations of the Utilted States; and

“(7) In the case of a non-interest-bearihg ‘obligation of the United
States—
“(A) issued on a discount basis, and
“(B) having a maturity date more than one year from the date of

issue
the amount by which the amount paid on surrender or redemption exceeds

the issue price. _ )
“(b) Bxceprions—For purposes of this chapter, the term ‘Ititerest’ does not

inclpde— g ‘ .
“(1) interest on obligations described in section 108(a) (1) or (8) (re-

lating to interest on certiin governmental obligations) ; .
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“(2) any amountpald by—
“ é A) aforélgn government or international organizatton,
“(B) a forelgn corporation not engaged in trade or business within

the United States,
“(0) a nonresident alien individual not engaged in trade or business

within the United States, or
#(D) a partnership not engaged in trade or business within the
United States and composed in whole or in part of nonresident aliens;

“(8) Interest on deposits with persons carrying on the bankinhg business
paid to a person described in paragraph (2) (B), (C), or (D) ;

“(4) any amount paid by one corporation to another corporation, if
both corporations are members of the same affilinted group which filed a
consolidated return for the preceding taxable year of the affillated group;

“(B5) interest subject to withholding under subchapter A of chapter 8
(sec. 1441 and following, relating to withholdihg of tax on rionresident aliens
and foreign corporations) by the person paying such interst, or which would
be so subject to withholding by such person, but for the fact that it is not

treated as incorhe from sources witlith the United States;

“(8) any amount on which the withholding agent is required to deduct
and withhold a tax under section 1451 (relating to tax-free covenant bonds),
or would be so required but for section 1641(d) (relating to benefit of per-
sonal exemptions) ;

“(7) to the extent provided in regiilations prescribed by the Secretary or
his delegate, any amount payable with respect to deposits in school savings
accounts; and

' (8) any amoun-described in subsection (a) (2), (3), and (7) paid to a
State or a foreign government or internation#l organization (other than
any amotiht described in subsectioh (a)(8) pald in respect of a trans-

ferable certificate or share). .
“(e) ExeEMPTION FOR UNITED STATES.—The Secretary may authorize exemption

from the tax imposed by section 8451 for ahy amount paid by the United States
or any wholly owned agency or Instrutnefitility thereof to the Uilited States or
any wholly owned ageney or instrimentality thereof if the Secretary determines
that the iiiposition of the tax with respect to such amount will cause a burden
or expens which can be avoided by granting the tax exemption.

“Subchapter B—Dividends

“See. 8461, Income tax collected at source on dividends.
“Sec. 8462, Dividend defined.
“SEC. 3461. INCOME TAX COLLECTED AT SOURCE ON DIVIDENDS,

“(a) REQUIREMENT OoF WITHHOLDING.—Except as otherwise provided in this
chapter, every person who pays a dividend shall deduct and withhold on such
dividend a tax equiil to 20 percent of the amount tliereof.

“(b) PAYEE UNRNOWN.—If the witlih6ldihg agent is unable to determine the
person to whoin the dividend is payable, the tax under tlifs section shall be de-
ducted and withheld at the titie payment of the dividenid wotild be made if such
person were known. _

“(e) AMOUNT oF DivipEnp UNKNOWN.—If the withholding agent is unable to
deterniine the portion of a distribution which is a dividend, the tax under this
section shall be computed on the entire aniount of the distrib‘dhon.

“(d) Cross REFERENCES.—

“(1) For cni’tilfh against income tax of the recipient of the income, of amounts

deducted and withheld under this section, see section 39.
#(2) For special rules as to credit or refund of such amounts, ses sections 3484,

3485, 3486, 3487, and 3505.
"é&) For exefnption from requirement of deducting and withholding on dividends
paid to certain individuals, see section 3483,

“SEC, 3462. DIVIDEND DEFINED.
“(a) GENERAL RULE.—~For purposes of this chapter, the term ‘dividend’

means—
“(1) any distribution by a corporation which 1s a dividend (as defined in

section 816) ; and
“(2) any payment made by a stockbroker to any person as & substituite for

“a dividend (asso defined). v ‘
“(b) ExcEpTtons.—For purposes of this chapter, the term ‘dividend’ does not

Inelude— ¢
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“(1) any amount paid in the stock, or rights to acquire the stock, of the
distributing corporation if the disribution is not includible in gross income
of the recipient under the provisions of section 805 (relating to distribu-
tions of stock and stock rights) ;

“(2) any distribution to the extent that, under chapter 1—

“(A) the amount thereof is treated by the recipient as an amotit
recelved on the sale or exchange of property, or
“(B) gain or loss to the recipient is not recognized ;

#(8) any amount which is includible in gross income as a taxable divi-
dend by reason of the provisions of section 802 (relating to redemptions of
stock), 308 (relating to dispositions of certdin stock), 856 (relating to re-
ceplt of additiondl consideration in cofihection with certain reorganiza-
tlons), or 1081(e) (2) (relating to certain distribittions pursuant to order
of the Securities and Bxchange Commission) ;

“(4) any amount paid by one corporition to another corporation, if both
corporations are members of the same affiliated group which filed a con-
solidated return for the preceding taxable year of the affitiated group:

“(5) an amontit which—

“(A) 1is subject to withholding under subchapter A of chapter 3 (sec.
1441 and following, relating to withholding of tax on nonresident aliens
and foreign corporations) by the person paying such amount, or

“(B) would be subject to withiliolding under such subchapter A by

the person paying such amotitit but for—
“(1) the fact that it {s attributable to income from sources out-

side the United States, or
“(41) the fact that the payor thereof is excepted from the appli-
cation of section 1441(a) by the provisions of section 1441(c) ;

“(6) any amount paid by a foreign corporation not engaged in trade or
business withiin the United States; )

“(7) any amount described in section 1873 (relating to undisturbed tax-
able income of electing small business corporations) ; and ,

*(8) amouiits pald pursuant to the terms of a lease entered into before
January 1, 1954, if vnder such lease the shareholders of the lessor corpora-
tion are entitled to such amounts without deduction for any tax which any
law of the United States might require to be deducted and withheld on the

payment of dividends.
“Subchapter C—Patronage Dividends

“Sec. 8471. Income tax collected at source on patrondge dividends.
“*Sec. 8472, Amounts subject to withholding.

“SEC, 3471, INCOME TAX COLLECTED AT SOURCE ON PATRONAGE DIVIDENDS.

“(a) REQUIREMENT OF WITHHOLVING.—EXcept as otherwise provided in this
chapter, every cooperative to which part I of subchapter T of chapter 1 applies
which pays an amiount described in section 8472 shall dedfiet and withhold on
such amount a tax equal to 20 percent of such amotnt,

“(b) PAYEE UnkNownN.—If the withholdihg agent is unable to determine the
person to whom the amount is payable, the tax under this section shall be de-
ducted and withheld at the time payment of the aniount would be made {f such
person were known.

“(¢) Cnoss REFERENCES.—

(1) For credit against income tax of the reclglgent of the income, of amounts

deducted and withheld under this section, see section
“(2) For special rules as to credit or refund of such amounts, see sections 3484,

3485, 3486, 3487, and 3505.
r exemption from requirement of deducting and withholding on amounts

paléat)o f:rtaln individaals, see section 3453, ~
“SEC, 3472. AMOUNTS S8UBJECT TO WITHHOLDING.
“(a) GENERAL RULE.~—Except as otherwise provided in tlis section or section
8483, the amounts subject to deduction and withholdihg tnder section 3471 are—

“(1) the amount of any patronage dividend (as defined in section 1388
(a)) which is pald in money, qualified written notlces of allocation (as
defined in gection 1388(e)), or other property (except nongualified written
notices of allocdtion as defined in section 1388(d)), and
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“(2) any amount, described in section 1882(c) (2) (A) (relating to cer-
tiin nonpatronage distribtitions), which is pald in money, qualified written
notices of allocation, or other property (except nonqualified written notices
of allocation by an organization exempt from tax under section 521 (re-
lating to exemption of farmers’ cooperatives from tax).

“(b) ExeceprioNs.—The provisions of section 8471 shall not apply to—

“(1) any amount pald by one corporation to another corporation, if both
corporations are members of the same affiliated group which filed a con-
solidated return for the preceding taxable year of the afiliated group;

“(2) an amount which—
“(A) 1s subject to withholdihg under subchapter A of chapter 3 (sec.
1441 and following, relating to withholding of tax on nonresident aliens
and foreign corporations) by the Kerson paying such amount, or
“(B) wotild be subject to withholdihg utider such subchapter A by
the person paying such amount but for the fact that it is attributable
to income from sources outslde the Utiited States; and
“(8) any amoutt pald by a foreign corporation not engaged in trade or
business witliin the Uniited States,

“(c) EXEMPTION FOR CERTAIN CoNSUMER COOPERATIVES.—A cooperative which
the Secretary or his delegate determines is primarily engaged in selling at retail
goods or services of a type that are generally for personal, living, or family use
shall, upon appliciition to the Secretary or his delegate, be granted exemption
from the tax imposed by section 8471, Application for exemption under this
subsection shall be made in accordance with regulations preseribed by the Sec-

reﬂu&y or his delegate.
“(d) DETERMINATION OF AMOUNT PArp.—For purposes of this subchapter, in

determinihg amounts paid—
“(1) property (other than a written notice of allocation) shall be taken

into account at its fair market value, and ‘
“(2) a qualified written notice of allocation shall be taken into account

at its stated dollar amount.
“Subchapter D—General Provisions

“See, 3481. Liablflty for return and payment of withheld tax.

“Sec, 3482, Return and payment by United States.

‘Sec., 3488. Bxemption certificates,

. . Refund of tax to individuals, .

“Sec, 3486. Refund of tax to States, tax-exempt organizations, ete.

“Sec. 3486. Refund of tax to corporation,
. Credit for tax withheld on corporation.
“Sec. 3488. Obligation sold between interest-payment dates.

“Sec, 3480. Presumption,
“Sec. 3490. Defitiitions,

“SEC. 3481. LIABILITY FOR RETURN AND PAYMENT OF WITHHELD TAX,

“(a) GENERAL RULE.—Every person required to deduct and withhold any tax
under this chapter shall, on or before the last day of the first motith following
the close of each gitiirter of his taxable year, make a rettirn of the tax required
to be deducted and withheld durihg such quarter and pay the tax to the officer
designated in section 6151. The withholding agent shall be liable for the pay-
ment of the taxes reqttired to be deducted and witliheld under this chapter, and
shall not otherwise be liable to #iny person for the anioinit of any such payment.

“(b) Tax PaAip By RecteienT.—If the withholilihg agetit, in vi6lation of the
provisions of this chapter, fails to deduct and withhold any tax under this chap-
_ter, and thereafter the tax against which such tax may be credited is paid, the
tax so required to be dediicted and withheld shall not be collected from the with-
holding agent; but this subsection shall in no case relieve the witliiolding agent
from ‘lability for any penalties or additions to the tax otherwise applicdble in
respect of such failure to deduet and withiliold.

“(c) CRrosSs REFERENCE.—

“For i i n the u oV
deduoted and withheld hnder this ohapter: mwe b lant setenne of tooqon of ftexss
“SEC. 3482, RETURN AND PAYMENT BY UNITED STATES.

“If the withholding agent is the United States the return of the tax deducted

and w ithheld under this chapter may be made by an officer or employee of the
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United States having control of the payment of the amount subject to withhold.
ing, or appropriately designated for that purpose.
“SEC. 3483, EXEMPTION CERTIFICATES.

“(a) GENERAL RULES.—

“(1) INDIVIDUALS UNDER AGE 18.—Any individual may file with any with-
holding agent an exemption certificate on which he certifies the date of
his birth. If such a certificate is filed, all amounts payable by such with-
holding agent to such individunl, on and after the effective date for such
certificate and before the begining of the calendar frenr during which the
certifiente indleates that he will attain age 18, shill be exempt from the
requirement of deducting and withholding under this chapter.

“52) INDIVIDUALS OVER AGE 17.—Any individual may flle with any with-
holdihg agent an exemption certificite on which he certifies—

“(A) that he will have attained age 18 before the close of the calen-
dar year for wlileh such certifieate is filed, and

“(B) that he reasonibly believes that he will not (after the applea-
tion of the credits against tax provided by part IV of subchapter A of
chapter 1, other than the credits under sections 81 and 39) be lable
for the payment of any tax under chapter 1 for each of his taxable years
any gortlon of which is ineluded in the pertod for whiech such certifieate
will be in effect.

If such a certificate is filed, all amounts payable by such withholding agent
to such individual during the perlod such certificate is in effect shall be
exenipt from the requirement of deductitig and withholding utnder this
chapter. Except as may otherwise be provided in regulntions prescribed by
the Secretary or his delegate, an exemption certificate flled by an individual
described in this paragraph shall remain ih effect only for the period begin-
ning on the effective diate of such certificate and endifig at the close of the
calendar year in whieh such period begins,

“(8) TAX-EXEMPT ORGANIZATIONS.—

“(A) Any organization (other than a cooperative described in sec-
tion 521) which is exeinpt from the tax imposed by chapter 1 may file
with any withholdihg agent who pays amounts described in section
8452(a) (2), (8), or (7) an exemption certificate on which it certifies
that it is such an organization, If such a certifieate is filed, all amotitits
described in section 3452(a) (2), (3), and (7) payable by such with-
holdihg agent to such orgdanization on and after the effective date for
such certificate shifill (except as provided in subparagraph- (B)) be
exemtbt from the requirement of deducting and withiholding under this
chapter,

“(B) An exemption certifieite filed by an organization tinder sub-
paragraph (A) shall cease to be effective on the thirtieth day after the
day on which the withholdihg agent, with whom such certificate was
filed, is notified by either the orgiiffization or the Secretary or his del-
egnte that the organizatioh is no lohger exempt from the tax imposed
by chapter 1, If an organization ceases to be exempt from such tax, it
shill, within the tifie specified In regulations preseribed by the Secretary
or his delegate, so notify ench withiliolding agent with whom it has an

exemfition certificite in effect,

“(b) IUXCEPTIONS AND SPECIAL RULES.—

“(1) CertAIN Excepftons.—Tlis section shall not apply to any amotint—
“(A) described in section 8452(a) (1) (relating to interest on evi-
dences of indebtéiness), .
“(B) described in section 8452 (a) (8) paidir‘respect of a transferdble
certificate or shate, or o L
“(0) deseribéd 1h section 8452(a) (6) (relating to interest on obliga-
fons of the United States), = ’

“(2) Series B nonns, ETo.—In the case of transactiohs involving the re-
detripition of one or more obligations deseribed in section 8452(a)(7) (re-
lating to certain obligations of the Unitéd Stites issued on a digcount basis),
a separate ceptificiite shall be flled with respect to each such transaction.

“(3) NOMINEES, OUSTODIANS, AND JOINT OWNERSHIpPs.—Urider regulitions
prescribed by the Secretary or his delegate, the exemption provided. by sub-
section (a) may be extended, in a masiner cohsistent with ‘the other provi-

sions of thig section; to—

-
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“(A) amounts (other than amounts described in section 8462(a), re-
lating to dividends) paid through nominees;

“(B) amounts paid to custodians ; and

“(Q) amounts paid jointly to 2 or more individuiils,

“(4) IFFECTIVE DATE OF CERTIFICATE.—Any exemption certificate under this
section shall take effect on such day as is specified’ in accordance with regula-
tiohig prescrtbed by the Secretary or his delegate.

“(8) FORM AND CONTENTS OF CERTIFICATE AND NOTICE—Any exeniption
certificate under this section, and any notice under subsection (a) (8) (B),
shall be in such form and contain such information ag the Secretary or his
delegate may by regulations prescribe.

“(¢) CrosS REFERENCE.—

“For penalty for filling fraudulent certificate, or for failing to provide notice, under
this section, see section 7205,
“SEC. 3484, REFUND OF TAX TO INDIVIDUALS.

“(a) GENERAL RULE—Except asg provided in subsection (é), the tax deducted
and withheld inder this chapter with respect to anmotifits received by an indi-
vidual during any quarter (other than the fourth quarter) of his taxable year
(together with any tax so deducted and withheld on amoutits which were re-
ceived by him durinig any prior quarter of such year and with respect to which no
allowable claiin for refund has been filed under this section) shall, to the extent
such tax does not exceed his refund allowance as of the time the claim for refund
is filed, be promptly reftinded to him as an overpayment of tax. A refund of tax
shall be made under this section only if the amount claimed and allowable
equals or exceeds $10.

“(b) REFUND ALLOWANCE—For purposes of this section, the refund allowance
of an individual as of the tirhe the claim for refind is filed is an amount equal to
the excess, if any, of—

“(1) an amount equal to 22 percent of—
“(A) the total of the deditetions which, on the basis of faets existing

at the time the claim for refund is filed, such individual would be al-
lowed for the taxable year under section 151 (relating to dediietions for
personal exempttons), plus
“(B) in the case of an itidividiial who, at the tinie the claim for re-
fund is filed, rensonably expects that he will be allowed a credit under
section 87 (reldting to retirement income) for the taxable year, the
amount which, at such time, such individual reasonably expects to be
the amoutt of his retirement income (as defined in section 37(c) and as
limited by seetion 87(d) ) for the taxable year, less
“(0) the amotnts (other than amounts on which tax is required to be
deducted and wittiheld under this chapter) which, at the time the claim
for refund is filed, such individiiil reasonably expects to be ineludible
in his gross income for the taxable year: over
“(2) the finounts of tax with respect to which an allowable claim for re-
fund has been previously flled under this section during the taxable year.
For purposes of paragraph (1) (O), an individutil who flles movre than one claim
for refund undér this section for ahy taxable year may use the estimate for the
preceding claiin for such year unless, at the tiine he files the claim, he reason-
ably expects the aniotifits teferred to in paragraph (1) (0) to exceed such prior
estimate by more than $100,

“(e¢) Marniep INDIVIBUALS.—For burposes of subsections (a), (b), and (d),
married individudls shall be trefited as an individual if, at the time the ecliim
for refund is filed, they reasonably expect that they will file a joliit return for
the taxiible year'ih which such claim is filed.

“(d) Te ror Frane Crama.—Not more thin one claim may be filed under
this sectlon by any individtial darthg any quarter of lifs taxable year. A refund
of tax deducted and withheld on aniotitits received during a taxable year shall
be made unidér thls sectlon only if claim therefor is filed on or before the last

day of such taxable year. ‘ ‘
“(e) INDIVIGUALS Nor BLIGIBLE FOR REFUND.—No clalin for refuiid may be

filed tfider thiis section by— ~ ,
“(1) any individual (other than an individual referred to in paragraph
(2) or (8)) tilless, at the time the claim for refutid is flléd, he reasohably
expects that liis gross income for the taxable yedr will not exceed $5,000;
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“(2) any married individial unless, at the time the claim for refund
is filed, he reasonably expects that the aggregate gross income of such in-
diviafil and his spouse for the taxable year will not exceed $10,000;

“(8) a hedd of a houseliold (as definied in section 1(b) (2)) or a surviv-
ing spouse (as defined ih section 2(b)) unless, at the time the cldiin for
refufid iy flled, he reasonibly expects that his gross income for the taxable
year will not exceed $10,000; or

Y(4) any chillg, unless, at the time the claim for refunid is filed, he reason-
ably expects that no deduction would be allowed for him under sectioh 151
(0) (1) (B) for the taxible year of his parent (or parents) begintiing with
or within the calotidnr year in which the claim for refund is filed.

“(f) CRrOSS REFERENCE.—
“For credit or refund of amonnts not refunded under this section, see section 89.
“SEC. 3485. REFUND OF TAX TO STATES, TAX-EXEMPT ORGANIZATIONS, ETC.
“(n) Generan Rune.—In the case of a person which is—

“(1) the United States or a State,

“(2) an orghifization (other than a cooperative described in section 521)
which is exempt from the tax iniposed by chapter 1,

“(3) a foreign governmeiit or internationnl organization, or

“(4) a foreign central baiik of issue,

if the tax deducted and witliheld under this chapter with respect to amounts
received by such person durihg any calendar quatrter exceeds the credit, if any,
claimed by and allowalle to such person under section 8505 (relating to credit
against employment taxes) for such quarter, the excess (together with any such
excess for ahy prior quarter of thie same calendar year with respect to whi¢h no
refund has been claltiicd and allowed under this section) shall be promptly
refunded or credited to such person as an overpayment of tax. In the case of a
person to which paragraph (4) applies, the amount which may be refiinded or
credited under this section shall not exceed the amotint of tax deditcted and
withheld itnder section 8451 on interest paid on obligations of the Utfiited States
which are not held for, or used in connection with, the corduct of commercial
banking functions or other corimercinl activities.

“(b) CrosS REFERENCES.—

“{l; For period of limitation for filing claim under this section, sce section 6511,
#(2) For presumed date of payment for purposes of (A) period of limitation, sce
gection 6613(b), and (B) allowance of intérest on overpayments, see section Gsli(d).
“SEC, 3486. REFUND OF TAX TO CORPORATION.

“(a) GeENERAL RULE—If the tax deducted and withheld under this chapter
with respect to amounts received by a corporition (other thian a corporition de-
scribed in section 8485 (n)) during any quarter (other than the fourth gitarter)
of its taxable year exceeds the amount claimed by and allowable to such
corporation under section 8487 as a credit against its Hability for tax under this
chapter for such quarter, the excess (together with any such excess for any prior
quarter of the same year with respect to which no refund has been clatmed and
allowed under this sectioff) shall be proniptly refunded or credited to such cor-
poration as an overpayment of tax. A refund of tax shall be made under this
section only if claiin therefér is flled after the close of the period covered by the
claim andonor before the last day of the taxable year.

“(b) CrosS REFERENCE,—

“For credit or refund of amounts not refunded under this section, see section 39.

“SEC. 8487, CREDIT FOR TAX WITHHELD ON CORPORATION. ,
. “(a) GENERAL RULE—Any tax deducted and withhéld itider this chapter with
respect to amounts received by a corporation (other théin a corporstion described
in section 3485(a)) during a taxable yetir shall, to the extent not cldiihed and
allowable as a credit or refiitid to the corporition under section 8486, be allowed,
utider regulatiohs prescribed by the Secretary orhig delegate, as a credit against
(but not in excess of) the tax for whléh such corporatioh is liable under this
chapter in respect of amottfits paid by it during such year.

“(b) DIVIDENDS AND PATRONAGE DIVIDENDS PAID DURING TAXABLE YEAR—
For purposes of deterniitilfig the credit allowable to ah{ corporation uider sub-
section (a), a dividend, or amouint subject to withliolidlig under section 8471,
paid by it may be considered as having been pald diring the taxable year—

“(1) in the case of a personiil Holding cohipiity, if treated as paid diiring
such taxable year under section 5663 (b), .
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“(2) in the case of a regulated investment company, if treated as paid
during such taxable year under section 855 (a),

“(8) In the case of a real estate investment trust, if treated as paid during
such taxable year under section 858(a), or

‘“(4) in the case of a cooperative described in section 1881(a), if paid
during the payment period (as defined in section 1882(d)) for such taxable
year,

“(e) SPEOIAL RULE FOR CORPORATIONS WHIOCII ARE MEMBERS OF AN AFFILIATED
Grour—To the extent and subject to such conditions as may be provided in
regulations prescribed by the Secretary or his delegate, the tax deducted and
withheld under this chapter with respect to amounts received by a corporation
which is a member of an affiliated group which filed a consolidated return for
the preceding taxable year of the affiliated group inay, for purposes of this sec-
tion, be treated as tax deducted and withheld under tlis chapter from any cor-
poration which i3 a member of the same afilttited grotip.

“SEC. 3488. OBLIGATION SOLD BETWEEN INTEREST-PAYMENT DATES.

“For purposes of any credit or refund provided in section 8484, 3485, 8486, or
8487, in the case of an obligation which is sold or exchanged between interest-
payment dates the amount required to be deducted and withheld on the interest
at the end of the ititerest-payment period shall be treated in the manner provided
in section 89 (c).

“SEC, 8489, PRESUMPTION.

“For purposes of establishing that any person is entitled to a credit or refund
of any tax required to be deduicted and withheld under this chapter with respect
to amounts received by such person, the correct amount of such tax shall, in the
absence of evidence to the contrary, be presumed to have been so deducted and
withheld.

“SEC, 3490, DEFINITIONS.

“For purposes of this chapter—
“(1) PersoN.—The term ‘person’ includes the United States, a State, a

foreign government, and an international organization,

“(2) State—The term ‘State’ inchides a State, the District of Columbia,
a possession of the United States, any political subdivision of any of the
foregoing, and any wholly owned agency or instrumentality of any one or
more of the foregoing,

“(8) FoREIGN GOVERNMENT.—The term ‘foreign government’ includes a
foreign government, a political subdivision of a foreign government, and
any wholly owned agency or instrumhentdility of any one or more of the

foregoing, ‘
“(4) NONRESIDENT ALIEN.—The term ‘nonresident alien individual’ in-

cludes an alien resident of Puerto Rico.”

(2) CLERICAL AMENDMENTS, ETO.— o
(A) The heading for subtitle O is aménded to read as follows:

“Subtitle C—Employment Taxes and Collection of
Income Tax at Source”

(B) The table of chapters for subtitle O is amended by striking out
the last line and inserting in leu thereof the following:

“CHAPTER 25. Collection of Income tax at source on interest, dividends, and
patronage dividends.

“CHAPTER 26. General provisions relating to employment taxes and collection
of income taxes at source.”

(0) The table of substitles titider the heading “Ititerhal Revenue Title"

at the begintfing of the Internal Revenue Code of 1954 is amended by

striking out the third line and inserting in lieu thereof the following:

“SupTiTLe C. Employment taxes and collection of income tax at sonrce.”

(D) The heading for chapter 26 (as redesignated by pargaraph (1)
of &hls subsection) is amended to read as follows: P
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“CHAPTER 26—GENERAL PROVISIONS RELATING TO
EMPLOYMENT TAXES AND COLLECTION OF INCOME

TAXES AT SOURCE”

(b) CreprTs AGAINST INCOME TAX FOR TAX WITHHELD,—

(1) ALLOWANOCE OF OREDIT.—Part IV of stibchapter A of chapter 1 (relating
to credits against tax) is amended by inserting after section 38 (added by
section 2 of this Act) the following new section:

“SEC. 39. TAX WITHHELD ON INTEREST, DIVIDENDS, AND PATRONAGE DIVIDENDS,

‘“(a) GENERAL RurLe—Under regulations prescribed by the Secretary or his
delegate, the tax deducted and withheld under chapter 25 (relating to withhold-
ing at source on interest, dividends, and patronage dividends) shall be allowed,
to the reciplent of the amount with respect to which such tax was deducted and
withheld, as a credit against the tax imposed by this subtitle for the taxable
year in which such &émount is received.

“(b) SPECIAL RULE For DEPENDENT CHILDREN,—If—

“(1) the taxpayer for his taxable year Is entitled to a deduction tnder
section 151(e) (1) (B) with respect to a child, and

“(2) such child had, for the calendar year ending with or within the
taxpayer's taxable year—

“(A) gross income of less than $600, and :

“(B) no wages (as defined in section 8401 (a)) with respect to

which withholdihg was reqiiired under chapter 24,

then, under regulations prescribed by the Secretary or his delegate, the tax-
payer shall be entitled to the credit provided by subsection (a) with respect
to amounts received by such child during such calendar year, but only if such
child has not filed ahy claim for credit or refund of any portion of the tax
deducted and withheld with respect to such amounts,

“(e¢) APPORTIONMENT OF CREDIT—For purposes of subsection (a), if an
obligation is sold or exchahged between interest-payment dates—

“(1) so much of the amount required to be Jeducted and withheld on the
interest at the end of the ifiterest-payment period as is properly allocable
to that part of such period which ends on the date of the sale or exchange
shall be treated as an aniouint dedticted atid withheld froth the tranhsferor
on the date of the sale or exchange, and

“(2) so much of such amoiiiit as is properly allocable to that part of such
period which begins on the day after the date of the sale or exchange shall
be treated as an amount deducted and witliheld from the transferee.

n“( d)dLIMI'I‘A'l‘IONs.——-The credit provided by subsection (a) shall not be
allowed—
“(1) REFUND TO INDIVIDUALS.—To any individudl with respect to any
amount of tax allowed him as a refund under section 3484,

“(2) CREDIT OR REFUND T0 STATES, ETC.—To any person with respect to
any amotint of tax allowable to such person as a credit or refund under
section 3485 or as a credit under section 3505.

“(8) CREDIT OR REFUND TO CORPORATIONS.—To any person with respect to
any amoiiiit of tax allowed such person as a credit or refiftid under section
34806 or as a credit under section 8487.

“(4) CERTAIN DEPENDENT CHIfHREN.—To any person with respect to any
amoiifit‘of tax which has been clalthed and is allowable as a credit to such
person’s parent by reason of the provisions of subsection (b).

“(6) NoMINEEs, ETo.—To any person with respect to any amount of tax
allowed such’person as a credit under section 1444(b).”

(2) CommoN TrUST FUNDS.—Sectioh 584(e) ‘(relating to the income of
participdatits in.the futid) is amended by adding at the end thereof the fol-
lowing paragraph: o ..

“(8) TAX WITHHELD AT SOUROE ON INTEREST, DIVIDENDS, AND PATRONAGE
DIVIDENDS.—In any case where tax under chipter 25 is deductéd anid with-
held-on any amoiiiits received by a coninon trust fund, £or purposes of any
credit or refund providéd in section 39 or 3505, or chapter 25, such tax
shall, in accordance with reguliitions prescribed by the Secrétary ot his
delegate, be considered as having been deducted and witliheld proportion-

ately from each participint.”
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(3) EstATESs AND TRUSTS.—Section 642(a) (relating to special rules for
credits and deductlons in the case of estates and trusts) is amended by
adding at the end thereof the following new paragraph:

“(4) TAX WITHHELD AT SOURCE ON INTEREST, DIVIDENDS, AND PATRONAGE
DIVIDENDS.—In any case where tax under chapter 26 is deducted and with-
held on any amonits received by an estate or trust, for purposes of any
credit or refund provided in section 89 or 8505, or chapter 25, such tax shall,
in accordance with regulations prescribed by the Secretary or his delegate,
be considered as having been deducted and withheld fromm each beneficlary
in an amount which, when added to the amounts paid, credited, or required
to be distributed to him, equals the amounts which would have been paid,
credited, or required to be distribtited to him in the absence of chapter 25,
Any tax under chapter 25 which is deducted and withheld on amounts re-
celved by the estate or trust shall be considered as withheld from such estate
or trust to the extent it is not considered as withheld from a beneficiary
under the provisions of the preceding sentence.”

(4) TECHNICAL, AMENDMENTS,—

(A) Section 164(b) (1) (relating to deduction denied in the case of

certain taxes) is amended by—
(1) striking out the word “and” at the end of subparagraph

(B);
(i) striking out the comma at the end of subparagraph (O) and

inserting *; and”; and
(ili) adding after subparagraph (C) the following new

subparagraph

“(D) the tax withheld at source under chapter 25 (relating to col-
lection of income tax at source on interest, dividends, and patronage
dividends),”.

(B) Section 874(a) (relating to allowance of deductions and credits
to nonresident alieh individuals) is amended by striking “81 and 82"
and inserting in lien thereof “81, 82, and 89",

(C) Section 1814(e) (relating to inapplicability of part II of sub-
chapter Q of chapter 1 of subtitle A to taxes imposed by subtitle O)
is amended by strikihg “employment taxes” and inserting in leu
thereof “employmetit taxes and colléetlon of income tax at source”.

(D) Section 6211(b) (1) (relatihg to riiles applicable in determina-
tion of deficiency) is amended by striking 81" and inserting in lieu

thereof “31 or 39", ‘
() The table of sections for part IV of subchapter A of chapter

1 ig amended by striking out
“Sec. 38, Overpayments of tax.”

and inserting in leu thereof

“Sec. 38. Investment in certain depreciable properhy.
“Sec, 39. Tax withheld on interest, dividends, and patronage dividends.

“Sec. 40, Overpayments of tax.”
(¢) INTEREST AND DiviDENDS PAID 70 NONRESIDENT ALIENS, ETC.—
(1) WITHHOLDING RATE— o
(A) Section 1441 (reliiting to withholding of tax on nonresident
aliliens)ti is amended by adding at the end thereof the following new
subsection :

“(e) Treartes.—In the case of amounts described in section 8462(a) (relating
to interest), section 3462(a) (relating to dividetids), and section 3472(a) (relat-
ing to piitrohage dividends), the tax reqitired to be deducted and withheld un-
der subsection (a) shall not by reason of the provisions of any treaty be less
thiin 20 percent of such ainouits.” ‘

(B) Sectlion 1442 (relating to withholdihg of tax on forelgn corpora-
Lions) is aniended by addifig at the end thereof the following new
sentence : “In the case of aioitfits described in section 8462(a) (relating
to iritere: 8, section 3462(a) (relatitig to divideds), and section 8472
(a) (reldting to patronage dividends), the tax regfiired to be deducted
and withheld vnder the preceding sentence shall not by reason of the
provisiohs of any treaty be less than 20 percent of such amounts.”




72 REVENUE ACT OF 1062

(2) Nominges, ETo.—Subchapter A of chapter 8 (relating to withholding

of tax on nonresident aliens and foreign corporations) is amended by adding
at the end thereof the following new section:
“SEC, 1444, INTEREST AND DIVIDENDS PAID TO NOMINEES; CREDITS TO WITH-
HOLDING AGENTS.

“(a) WITHHOLDING OF TAx BY PAvorR.—Under regulations prescribed by the
Secretary or lis delegate, every person who pays amotitits subject to withholding
under chapter 26 and who has been notified by a payee thereof that the payee
is a nominee required to deduct and withhold on such amounts under section
1441 or 1442 ghall, in lieu of the nominee, deduet and withhéld from such
amounts paid to the nominee the tax required to be deducted and withheld under
section 1441 or 1442, in the same manner as if such amoufits were paid by such
person directly to the beneficial owner thereof.

“(b) CreEDPITS TO WITHHOLDING AGENTS.—In the case of any person who is
required to dediiet and withhold tax under section 1441 or 1442 in respect of
amotints received by him during any caletidar year on which tax was deducted
and withheld (or, in the case of antoiits described in section 89(c¢) (1), was
treated as deducted and withheld) under chapter 25, the taxes so deducted and
withheld (or treated as deductéd and withheld) under chapter 25 shall, under
regulations prescribed by the Secretary or his delegate, be allowed as a credit
against (but not in excess of) his lidbility for the year in respect of the taxes
imposed by sections 1441 and 1442.” _

(3) OLERIOAL AMENDMENT.—The tible of sections for subchapter A of
chapter 38 is amended by adding at the end thereof the following:

“Sec. 1444, Intereg% e'x,nd dividends paid@ to nonilhees; credits to withholding
agents,

(d) CRrEDIT FOR STATES AND TAX-EXEMPT ORGANIZATIONS.—
(1) ALLOWANCE or CREDIT—OChapter 26 (general provisions relating to
employment taxes and income tax withheld at source) is amended by add-

ing at the end thereof the following new section:

“SEC. 3505. SPECIAL CREDIT IN CASE OF STATES OR TAX-EXEMPT ORGANIZATIONS,

“(a) GENERAL RULE.—In the case of a person which is a State (as defined
in section 3490(2)) or which is an organization (other than a cooperative de-
scribed in section 521) which is exempt from the tax fmposed by chapter 1, the
tax deducted and withheld tnder chapter 25 with respect to amoutits received
by it during any calendar quhrter shall be allowed, under regulations prescribed
by the Secretary or his delegate, ns a credit aguainst (biit not in excess of) such
person’s liability (after the adjustmeénts, if any, provided for in sections 6205(a)
and 6418(a)) for such quarter in respect of the taxes {mposed by chapter 21
(Federal Insurance Cofittibutions Act) ard by chapter 24 (collection of income
tax at source oh wages). Such credit shall be allowed only if claith therefor
is made, in accordatice with such regulations, at the time of the filing of the
retut;g with respect to the taxes under chipter 21 and chapter 24 for such
uarter.
1 “(b) ObrreArTtoNs Sorp BETWEEN INTEREST-PAYMENT DATES.—For purposes
of this section, in the case of an obligation which is sold or exchanged between
interest-payment dates, the amount reqtilred to be deducted and withheld on
the interest at the end of the interest-paymetit period shall be treated in the
minner provided in sectioh 89'(¢).

“(@¢) Cross REFERENCE.—

“For refund under chapter 25, see section 3485.”
(2) TEONNICAL AMENDMENTS.— . ‘

(A) Section 8502 (relatihg to nondeductibility of taxes in computing
taxable licomeé) is amended by adding at the end thereof the following
new subsection : , :

“(e) The tax déducted and withheld under chapter 25 shall not be allowed
as a deduction’'in compufing taxable in¢ome tnder subtitle A either to the person
deducting and withholdihg the tax or to the reciplent of the amounts subject

to witlioholdihg.”
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(B) The table of sections for chapter 26 is amended by adding at

the end thereof the following:
“Sec. 3505, Special credit in case of States or tax-exempt organizations.”

(e) OTHER TEOHNIOAL AMENDMENTS,—
(1) DECLARATION OF ESTIMATED INCOME TAX BY INDIVIDUALS—Section

6015(a) (relating to declaration of estimated income tax by individuals)
is amended by striking out the period at the end of paragraph (2) and in-
serting in leu thereof “and amounts on which tax is required to be de-

deducted and withheld under chapter 25",

(2) ADJUBTMENT OF TAX UNDERPAYMENT.—
(A) Subsectioh (a) (1) of section 6205 (relating to special rules

relating to assessment of employment taxes) is amended by striking
out “or 3402 is paid with respect to any payment of wages or compen-
sation,” and inserting in lieu therof #3402, 8461, 8461, or 8471 is pald
with respect to any payment of remuneration, interest, dividends, or

other amounts”,

(B) Subsection (b) of such section is amended by striking out “or
8402 is paid or deducted with respect to any payment of wages or com-
pensation” and inserting in lieu thereof “8402, 3451, 8461, or 3471 is
pald or deducted with respect to any payment of reniuneration, interest,

dividends, or other amounts”,
(O) The heading for such sectioh is amended to read as follows:

“SEC. 6205. SPECIAL RULES APPLICABLE TO CERTAIN TAXES UNDER SUBTITLE C.”
(D) the table of section for subchapter A of chapter 63 is amended

by striking out
“See. 6205. Speclal rules applicable to certain employment taxes.”

and inserting in lieu thereof
“See. 6205. Special rules applicable to certaln taxes under subtiile C.”

(8) USsE OF GOVERNMENT DEPOSITARIES.—Section 6302(c) (relating to use
of Government depositaries) is amended by adding at the end thereof the
following new sentence: “The Secretary or his delegate shall not require
the deposit under this subsection of any tax deducted and withheld under
chapter 25 (relating to collection of income tax at source on interest, divi-
dends, and patronage dividends) in a Government depositary before the last
day prescribed in section 8481 for payment of the tax.”

(4) BExcESSIVE WITHHOLDING.—Section 6401(b) (relating to excessive
withholdihg) is amended to read as follows ;

“(b) Excessive WirgHoLping.—If the amounts allowable as credits under
section 81 (relating to credit for tax withheld at soitrce under chapter 24) and
gection 89 (relating to credit for tax withheld on interest, dividends, and patron-
age dividends tinder chapter 25) exceed the taxes imposed by chapter 1 against
which such credits are allowable, the amount of such excess shall be ¢onsidered
an overpayment.”

(6) ADJUSTMENT OF TAX ] OVERPAYMENT.—
(A) Subsection (a) (1) of section 6413 (relating to speéial eredit and

refund rules applicable to certdin employment taxes) is amended by
striking out “or 8402 is paid with respect to ahy payment of remunera-
tion,” and insertihig in liewt thereof 8402, 8451, 8461, or 3471 is pald
with respect to any payment of remuneration, interest, dividends, or
other amotiiits,”. ‘
(B) Subsection (b) of such section is athended—
(1) By striking from the heading of such subsection the words
“%or CERTAIN EMPLOYMENT TAXES”; and
(i) By striking out “or 3402 is paid or deducted with respect
to any payment of remuneration” and inserting in lien thereof
“8402, 8481, 8461, or 8471 is paid or deducted with respect to any
payment of renitineration, interest, dividends, or other amounts”.
(C) 'The following new subsection is added at the end of such section:

“(6) OrOSS REFERENOES.—
“For special refunds or credits of tax withheld on interest, dividends, or patronage
dividends under chapter 25, seo sections 3484, 3485, 3486, 3487, and 3508.”
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(D) The heading for such section is amended to read as follows:
“SEC, 6413, SPECIAL RULES APPLICABLE TO CERTAIN TAXES UNDER SUBTITLE C."
(H) The table of sectlons for subchapter B of chapter 65 is amended

by striking out
“Sec, 6413, Speclal rules applicable to certaln employment taxes.'

and inserting in lieu thereof
“Sec, 6413, Special rules applicible to certain taxes under subtitle C."”

36) OVERPAYMENT NOT DEDUCTED AND WITHHELD.—Section 6414 (relating
to incomhe tax withheld) is amended by striking “chapter 8" and ingerting in
lied thereof “chapter 8 or 25",

(7) TIME TAX CONSIDERED PAID.—Section 65183(b) (relating to time tax
considered paid) is amended by adding at the end thereof the following
new sentences: “For purposes of section 0511 or 6512, any tnx deducted and
withheld tinder chapter 25 which is allowable under section 89, 8484, 8485,
or 3486 as a credit agiainst tax or as a refund of an overpayment (or an
amount treated as an overpayment) of the tax imposed by chapter 1 shall,
in respect of the person entitled to such eredit or refiind, be deemed to have
been paid by him on the last day prescribed for filihg the return (deter-
mined witliotit regard to any extension of thie for filing such return) of tax
under chapter 1 for his taxable year in which the amount subject to with-
holdihg under chagpter 25 is recetved by him or, if such person has no taxable
year, on the fifteenth day of the fifth calendar month following the close of
such person’s atitinil aceounting period withini which such amount is received
by him. In the case of an amount allowdble as a cretlit inder section 39(b)
to the parent of a child, such amount shall, if clilihed by the pavent, be
deemed to have been pnid on the last day for filing his return (determined
without regard to any extension of time for flling such return) for his tax-
able year which begins with or within the calendar year in which ariounts
subject to withholding utider chapter 25 were recelved by the c¢hild.”

(8) FAILURE TO PAY ESTIMATED INCOME TAX.—

(A) InprvibuArs.—Subsections (e) and (f) of séction 6654 (relating
to failure by individual to pay estimated income tax) are amended to

read as follows : ‘
“(e) APPLIOATION OF SECTION IN CAse oF Witefierp TAxes.—For pur-

poses of applying this section— ,

“(1) the estimntéd tax shall be computed witholit any reduction for
amotihts which the individudl estimates as hig credits under section 81 (re-
lating to tax withlield it soiirce on wages) and section 39 (relating to tax
withiheld on interest, dividends, and piitronage dividends) ; and

“(2) the anidint of the credits allowed utider sections 81 and 39 for the
taxable year shall be deemed a paymetit of estimated tax, and an equal part
of such amount shall he deemed paid on each installmetit diite (determined
under sectioh 6153) for such taxable year, nhless the taxpayer establishes
the dates on which all amoutts were actusilly witliheéld (or in the case of
amoitnts described fn section 39(c) (1), were treated as withheld), in which
case the amourits so witliheld shall be deémed payments of estimated tax
on such dates,

“(f£) TAx COMPUTED AFTER APPLICATION OF CREDITS AGAINST TAx.—For pur-
poses of subsections (b) and (d), the term ‘tax’ means the tax imposed by
chapter 1 rediicéd by the credits against tax allowed by part IV of subehapter A
of chapter 1, other than the credits agalnst tax provided by section 81 (reliting
to tax withheld oh wages) and sectioh 89 (relatihg to tix withheld on ititerest,

dividerids, and patrohage dividends),” y . ‘
(B) CorrorarronNs.—Section 6655 (reldtitig to fallure by corporition

to pay estimated income tax) is amendéd— , L
(1) by striking olit the period at the erid of subsection (e) (2) (B)
and insertiirg in lieu thereof “, othier than the credit against tax
provided by section 39 ‘&relhting to tax withheld on interest, divi-
dends, and patrofinge dividenids).” s ahd ) )
(11) by redesignating subsection (f) as subsectlon (g) and in-
gerting after subsection (e) the following new subsection:.
“(£) APPLICATION OF SECTION IN OASE oF TAx WITHHELD ON INTEREST, DivI-
DENDS, AND PATRONAGE DiviDENDS.—For purposes of applying this section—
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“(1) the estimated tax shall be computed without any reduction for the
amount which the corporation estimates as its credit under section 39 (re-
lat(ilng to tax withheld on interest, dividends, and patronage dividends);
an
“(2) the amount of the credit allowed under section 89 for the taxable year
shall be deemed a payment of estimated tax, and an equal part of such
amount shall be deemed paid on each installment date (determined under
section 6164) for such taxable year, unless the corporation establishes the
dates on which all amoutits were actually withheld (or in the case of
amounts described in section 89(c) (1), were treated as withheld}, in which
case the amounts so withheld shall be deemed payments of estimated tax
on such dates.”

(9) PENALTY FOR FILING FRAUDULENT EXEMPTION CERTIFICATE.—Section
7205 (reliatihg to fraudulent withholding exemption certificate or failure to
supply information) is amended by adding the following new sentence at
the end thereof: “Any person who willfully flles an exemption certificate
with any withholding agent under section 3483, on which the certification is
known by him to be fraudfilent or to be false as to any material matter,
or who i3 required to flle a notice under subsection (a) (8) (B) of section
H 8483 and who willfully fails to provide such notice in the manner, at the,

time afid showing the ihformation required under such subsection (a) (8) (B),
or the regulations prescribed thereunder, shall in leu of any penalty other-
wise provided, upon conviction thereof, be flned not more than $500, or
imprisoned not more than 1 year, or both.”

(10) OFFENSES WITH RESPECT TO COLLECTED TAXES.—The last sentence of
: section 7216(b) (relating to offenses with respect to collected taxes) is
: amended to read as follows: “For purposes of paragraph (2), a lack of

funds existing immediately after the payment of wages or amouits subject

to withtolding under chapter 26 (whethér or not created by the payment of
such wages or amounts) shall not be considered to be ctrétimstances beyond
the control of a person.” ‘

(11) DEFINITION OF WITHHOLDING AGENTS.—Section 7701(a) (16) (defin-
ing the term *“withlioldihg agent”) is amended by striking out “or 1461"
and inserting in lieu thereof ‘1461, 3451, 8461, or 8471”,

: (f) EFFECTIVE DATES.—
. (1) GeENERAL RurLE—Except as provided in paragraph (2), the provisions
; of this section shall apply in the case of interest and dividends paid oh or

after January 1, 1963,

| (2) SPECIAL RULES.—
(A) In the case of transferible obligations described in paragraph

(1) or (6) of section 8452(a) of the Internal Revenue Code of 1934, the
provisions of this section shall aply only to interest paid with respect
to interest-paymetits periods corimencitig on or after Jantary 1, 1963,

(B) The provisions of this section shall apply to amounts described
in section 8472 of such Code piid oh or after Jatruary 1, 1963, with
respect to patronage occitrring on or after the first day of the first

taxable year of the cooperative beginning oh or after Jatinary 1, 1963.
SEC. 20. INFORMATION WITH RESPECT TO CERTAIN FOREIGN ENTITIES.

(a) INFORMATION To B FURNISHED BY INDIVIDUALS, DOMESTIO CORPORATIONS,
ET0., WITH RESPECT TO CERTAIN FOREIGN CORPORATIONS.—Section 0038 is amended

to read as follows :
“SEC. 6038, INFORMATION WITH RESPECT TO CERTAIN FOREIGN CORPORATIONS.
“(a) REQUIREMENT.— . ‘

“(1) IN GeNErAL—Every United States person shall furnish, with re-
spect to any foreign corporation which such persoh contréls (within: the
meaning of subsectién (d) (1)), such informntion as the Secretary or his
delegate may prescribe by regulatiohs reldting to— ‘

“(A) the name, the principal place of business, and the nattire of
business of such foreign corporation, and the eottfitry utider whose laws
Incotporated ; o ‘ N

“(B) the accumtilited profits (as defined in section 902(¢)) of such
foreign corporation, including the items of income (whether or not
included in gross {ncothe under chapter 1), deductions (whether or hot
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allowed in computing taxable income under chapter 1), and any other
item taken into account in computing such accumultaed profits;
“(C) a balance sheet for such foreign corporation listing assets, lia-
bilities, and capital;
“(D) transactions between such foreign corporation and—
“(i1) such person,
“(i1) any other corporation which such person controls, and
“(iif) any Utiited States person owning, at the time the trans-
action takes place, 10 percent or more of the valite of any class of
stock outstanding of such foreign corporation : and
“(B) a description of the various classes of stock outstanding, and a
list showing the name and address of, and numiber of shares held by,
each United States person who is a shareholder of record owning at any
time daring the annual accounting period 6 percent or more in value
of any class of stock outstanding of such foreign corporation,
The Secretary or his delegate may also require the furnishing of any other
information which is similar or related in nature to that specified in the
preceding sentence,

%(2) PERIOD FOR WHICH INFORMATION I8 TO BE FURNISHED, ETO.~—The in-
formation required under paragraph (1) shall be furnished for the anniiiil
accounting period of the foreigh corporation ending with or within the
United States person’s taxable year. The information so required shall be
furniished at such time and in such minner as the Secretiiry or his delegate
shall by regulations prescribe.

“(8) LxMrrarron.—No information shall be required to be furnished under
this subsection with respect to any foreign corporation for any annual ac-
cotihiting period tihless such information was reqitired to be furnished under
regulations in effect on the first day of such annual accounting period.

“(b) BFFECT OF FAILURE To FURNISH INFORMATION.— s
h, within the

‘(1) IN gENERAL.—If a United States person fails to furnis
time preseribed utider paragraph (2) of subsection (a), any information
with respect to any forelgn corporation required under paragraph (1) of
subsection (a), then—
“(A) in applying sectioh 901 (relating to taxes of foreign countries
and possessions of the Uhniited States) to such Unrlted States person for
the taxable year, the amouiit of taxes (other than taxes rediiced under
subparagraph (li)) paid or deemed paid (other than those deemed paid
under section 904(d)) to any foreign coutitry or possession of the United
States for the taxible year shall be reduced by 10 percent, and
“(B) in applying sections 002 (relating to foreign tax credit for cor-
porate stockholder in foreign corporation) and 957 (relating to special
rules for foreign tax credit) to ahy such United States person which is
a corporation (or to any person who actjiiires from any other person any
portion of the interest of such other pérson in any such foreign corpo-
ration, but only to the extent of such portion) for any taxable year, the
amoutit of taxes paid or deemed paid by each foreign corporation with
respect to which such person is reqiiired to furnish informatioh during
the annuil accolititihg perfod or perfods with respect to which such
information is reqiiired under paragraph .(2) of subsection (a) shall
be rediiced by 10 percent.
If such filltire contifiies 90 days or more after notice by the Secretary or his
delegate to the United States person, then the amiount of the reduction under
this subsection shall be 10 perceht plus an additional 5 percent for each
8-motith peridd, or fraction thereof, during which such failure to firnish
information contiites after the expiration of such 90-day period.

“(2) SPECIAL RULES.— ,

“gA) No taxes shall be reduced under this subsection ore than once
for the same filliire. o ‘

“(B) PFor ptirposes of this subsectith, the time preseribed under para-
graph (2) of subsection (a) to furnish ififormation (dnd the begintiing
of the 90-day perlod after notice by the Secretary) shall be treated as
being not earlier than the last day on which (as shown to the satisfac-
tion of the Secretary of his delegaté) reasonable cause existed for fafl-

ure to farnish suéh information.
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“(0) In applying subsections (a) and (b) of section 902, and in
applying subsection (a) of section 956, the reduction provided by this
subsection shall not apply for purposes of determnining the amount of
?ccumulated profits in excess of income, war profits, and excess profits

axes,

“(¢) Two or More PersoNs ReQuirep To FuRNISH INFORMATION WITH
Respror To SAME ForeiaNn CorrorRATION.—Where, but for this subsection, two
or more United States persons would be required to furnish information under
subsection (a) with respect to the same foreign corporation for the same period,
the Secretary or his delegate may by regulitions provide that such information
shall be required only from one person, To the extent practicable, the determina-
tion of which person shall furnish the information shall be made on the basis of
actual ownership of stock.

“(d) DEFINITIONS.—FoOr purposes of this section—
“(1) ConTrROL.—A person is in control of a corporation if such person

owns stock possessing more than 50 percent of the total combined voting
power of all classes of stock entitled to vote, or more than 50 percent of the
total value of shares of all classes of stock, of a corporation. If a person is
in control (within the meaning of the preceding sentence) of a corporation
which in turn owns more than 50 percent of the total combined voting power
of all classes of stock entitled to vote of another corporation, or owns more
than 50 percent of the total value of the shares of all classes of stock of
another corporation, then such person shall be treated as in control of such
other corporation. For purposes of this paragraph, the rules prescribed by
section 318(a) for determinihg ownership of stock shall apply: except that
clause (1) of section 818(a)(2) (0) shall be applied without regard to the
50 percent limitation contained in such section, o
“(2) ANNUAL ACCOUNTING PERIoD.—The annhual accounting period of a
foreign corporation is the anniéil period on the basis of which such corpora-
tion regularly computes its income in keeping its books.
““(e) OROSS REFERENCES.—
#“(1) For provisions relating to penalties for violations of this section, see section

“('2) For definition of the term ‘United States person’, see section 7701(a)(80).”

(b) INFORMATION A8 TO ORGANIZATION OF REORGANIZATION OF FOREIGN CORPORA-
TIONS AND AS TO ACQUISITIONS OF THEIR STOOKR.—Section 6046 (relating to returns
as to creation or organization, or reorganization, of foreign corporations) is

amended to read as follows:

“SEC. 6046, RETURNS AS TO ORGANIZATION OR REORGANIZATION OF FOREI
CORPORATIONS AND A8 TO ACQUISIT?ONS OF THEIR STOCK. GN

“(a) REQUIREMENT OF RETURN,—A return cofiplying with the requirements of
subsection (b) shall be made by—

“(1) each United States citizen or resident who is an officer or director
of a foreign corporation on Jatinary 1, 1963, or who becotes such an officer
or director at an{ time after such date,

%(2) each United States person who on January 1, 1963, owns 5 percent
or more in value of the stock of a foreign corporation, or who, at any time
after such date—

“(A) acquires stock which, when added to any stock owned on Jatiu-
ary 1, 1963, has a value equal to 5 percent or niore of the vilue of the

stock of a forelgn corporation, or
“(B) acquires an additional & percent or more in value of the stock

of a forelgn corporation, and ~ ts
“(8) each person who at any time after January 1, 1068, becores a Ulilted
States person while ownihg 5 percent or more in value of the stock of a for- .
eign corporation, . '
“(b) ForM AND CONTENTS OF RETURNS.—The returns required by subsectioh
(a) shall be in such form and shall set forth, in respect of the foréign corpora-
tion, such information as the Secretary or his delegate prescribes by forms or
regulations as necessary for carrying out the provisions of the income tax laws.
“(e) OWNERSHIP OF STOOK.—For purposes of subsection (a) (2) and (8),
stock owned direetly or indirectly by & person (includihg, in the case of an in-
dividual, stock owned by members of hig family) shall be taken into account.
For purposes of the preceding sentence, the family of an individual shall be
considered as including only his brothers and sisters (whether by the whole or
half blood), spouse, ancestors, and lineal descendants.

82190—062—pt. 1—=8
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“(d) TiME For FILiNGa.—Any return required by subsection (a) shall be flled
on or before the 90th day after the day on which, under any provision of sub-
section (a), the United States citizen, resident, or person becomes liable to file

such return,
“(e) Cross REFERENCE.—
“For provisions relating to penalties for violations of this sectlon, sce sections

6678 and 7203,”
(e¢) Cwvir, PENALTY FOrR FAILURE To FirLE RETURN.—Subchapter B of chapter

68 (relating to assessable penalties) is amended by adding at the end thereof
the following new section:

“SEC. 6678. FAILURE TO FILE RETURNS AS TO ORGANIZATION OR REORGANIZA-
TION OF FOREIGN CORPORATIONS AND AS TO ACQUISITIONS OF

THEIR STOCK.
“(a) Cwvi, PENALTY.—In addition ‘to any criniinal pehalty provided by law,
any person reqtiired to flle a return under section 6046 who fails to file such re-
turn at the time provided in such section, or who flles a retiirn which does not
show the information required pursnant to such section, shall pay a penalty of

$1,000, unless it is shown that such failure is due to reasonable cause.
“(b) DEerroieNcy ProcepURes Nor To Arrry.—Subehapter B of chapter 63

(relating to deficiency procedure for income, estate, and gift taxes) shall not
apply in respect of the assessment or collection of any penalty imposed by sub-

section (a).”

(d) TECHNICAY, AMENDMENTS,—
(1) Section 318(b) (relating to cross refereénces) is amended by striking

out “and” at the end of paragraph (5), by striking otit the period at the end
of paragraph (68) and Inserting in leu thereof “; and”, and by adding at the
end thereof the following:
(7) section 6038(d)(2) (relating to information with respect to certain foreign
corporations).”

(2) The tuble of sections for subphrt B of part III of subchapter A of

chapter 61 is amended by striking out
“‘Sec. 6046. Returns as to creation or organization, or reorganization, of foreign
corporatting,”

and inserting in leu thereof

“Sec, 6046. Returns as to organlzutlon or reorganization of foreign corpora-
tions and as to ncquisitions of their stock.”

(8) The tuble of sections for subchapter B of chapter 6R is amended by

adding at the end thereof the following :

“Sec, 6678, Fallure to file returns as to orgnﬁlzutlod or reor%mmzntlon of for-
elgn corporations and as to acquisitions of their stock.”

(e) BEFFECTIVE DATE.— ,
(1) The ametidmenits made by subsection (a) shall apfily with respect to

annual accountihg periods of foroign corporations begitiiing after Decem-

ber 81, 1962. ‘ ‘
(2) The ametidineiits thade by subsection (b) shall tike effect on Jinu.

ary 1, 1963,

SEC. 21. TREATIES.
Section 7852(d) of the Ifiternil Revenue Code of 1954 (relating to treaty obl-

gations) shall ot apply in respect of any amendment thade by this Act,
Passed the House of Representatives March 29, 1062,

Attest: .
RArex R. Roserts, Olerk.

The Cramrman. The first witness is Secretary Dillon, Secretary
Dillon had ah engagemment to go down to Sotith Amerieca tomorrow
but he caficalad it becitise of tlie revoluition. [Laugliter.]

I ath very glad he did bectuse he is a very valuable man
in the official family of the Governiment, and I think he shotld
protect himself and not go where there is any danger of beitig killed.

Mr. Dillon, you may proceed, ,
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STATEMENT OF HON. DOUGLAS DILLON, SECRETARY OF THE
TREASURY

Secretary Drron. Mr, Chairman, as you have pointed out, this is a
highly complex bill which covers a great many items and, therefore,
my statement which must cover these, all of these items, at least in
some detail, is longer than I wou]d’ordfnari]y like to have a statement,
and I beg your indulgence for that.

During my appearance before you this morning, I hope that I shall
be able to convey my strong personal feeling of urgency concerning
the need for favorable action on the balanced tax revision bill so
painstakingly construeted by the House Ways and Means Committec.

H.R. 10650, entitled “The Revenue Act of 1962,” was passed by the
House of Representatives last Thursday. This forward-looking mess-
ure was developed on the basis of the tax recommendations contained
in the President’s message to the Congress of April 20, 1961. .

The President pointed out in his message that although the basic
framework of our tax system is generally acceptable, constructive
reforms are essential to insure that it serves our changing domestic and
internifitional economic goals and that it continues to meet the require.
ments of tax fairness in a changing economy.

The bill before you incorporates most of the President’s recom-
mendations, although some of them in modified form. The House
Ways and Means Committee merits high commendation for its
thoughtful and truly prodigious efforts over the past 11 months.
Those efforts have produced a bill that moves the tax structure a
considerable distance in the directions sought by the President and
at the same time provides a modest revenue gain.

I appreciate being able to discuss with you the features of the bill
which I consider satisfactory as well as our recommendations for im-
provements. I will not follow the order in which these features are
taken up in the bill. The sequence used it the bill does not group
related subjects together but rather takes up sections in accordance
with the order in which they will appetr in the Internal Revenue
Code. Thus, I will depart from this sequence in order to treiit related
items in close conjunction with onennother.

TAX CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPERTY (SEC, 2)

The central element in the bill is the tax credit for investment in
depreciable machiriery and equipment. The bill provides in general
for the deduetion from taxes 6therwise due of 7 percent of the cost of
new machihery and equipment., A similar result cotild have been
achieved by a 14 percent investtment allowance, under wltich 14 per-
ceiit of the investment would be deductible in computing taxable in-
come, This method of investierit stimfitilation-is presently in use in
the United Kingdom, Belgitm, and the Netherlands and is in the
process of being enncted by the Australinn Pafliament. It is a tried
and proven approach. We have proferred the 7 percent tax credit
to the 14 percent investmefit allowance because it gives full credit

to small busifiesses subjéet to the 30 percent corporate tax rate and to

those ttiificorporated businesses whose tax rate is less than 52 percent.
With an investment allowance a small business wotld receive only 80

[ELFRX N
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ercent of the benefit compared to 52 percent for larger companies.
{)Vith a tax credit the full benefit flows to small businesses. The credit
will apply to investment in eligible assets acquired after December 81,
1961, ]}t will stimulate investment in modernization and expansion
of our indnstrial capacity, strengthen our whole economy, contribute
to economic growth, and substantially increase the competitiveness of
American products in markets at home and abroad.

American industry must compete in a world of diminishing trade
barriers, in which the advantages of a vast market, so long enjoyed
here in the United States, are now being or are about to be realized
by many of our foreign competitors. Our balance of payments posi-
tion, as well ns our standard of living in the long run, can be improved
or even maintained only if we can increase our efficiency and pro-
ductivity at a rate at least equal to that of other leading industri-
alized nations. These nations have now largely achieved the condi-
tions needed to attract massive investment in productive facilities—
including external currency convertibility, price stability, and politi-
cal stabiﬁt.y—zmd they are providing effective tax incentives designed
to accelerate investment and growth. We canrot, therefore, afford
to stand by and do nothing, or put off affirmative action to a later
day. We need to increase our investment in machinery and equipment
now—delay can only place greater strains on our international pay-
ments position and put off ﬁle achievement of the rate of growth we
must achieve if we are to meet our domestic and international com-
mitments and provide jobs for our ever-increasing labor force.

Machinery and equipment expenditures—the type of business capi-
tal expenditure which is basic to the creation of new products and
which also makes the most direct contribution to cost-cutting, pro-
ductivity, and efficiency—constitute a smaller percentage of the gross
national product in the United States than in any major industrial
nation of the world. In recent years we have devoted less than 6
percent of our GNP gless than 5 percent in 1961) to this type of vital
capital outlay, only half the proportion devoted to this purpose by
West Germany, only three-fourths that of the United Kingdom, and
about 60 percent as much as the combined average of the European
members of the OIXCD. Perhaps even more significant is the fact
that in the United States this percentage has recently been declining
steadily, whereas it has been increasinfg in these other nations.

Recent studies indicate a close correlation between the ratio of in-
vestment in productive equipment to GNP and the rate of economic
growth, In view of the relatively small proportion of GNP that
has been allocated to investment in machinery and equipment in
the United States, it is not surprising to find that the average annual
rate of growth (in constant prices) experieniced in the United States
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in the decade of the fifties was only 8 percent, compared with more
than 7 percent for West Germany, and with a range of 4 to 6 percent
for most other industrial countries of Western Europe. In order to
minimize unemployment, to satisfy the desire of our people for risin

standards of living, to meet our defense and other domestic an

international obligations, and to demonstrate the vitality of our free
economy, we must achieve a higher rate of growth. This we cannot
do unless we achieve a more satisfactory rate of capital formation.

We cannot hope to achieve the increased rate of capital formation
necessary to more rapid economic growth and full employment unless
we bring our tax treatment of capital investment into line with the
standards which our European competitors have used so successfully
over the past decade. To attain this result the administration is pur-
suing a two-pronged cotirse in the area of depreciation. One step in-
volves administrative action to modernize depreciation guidelines in
keeping with the statutory provision of a “reasonable allowance” for
depreciation, including obsolescence. In addition to more realistic
recognition of obsolescence and technological trends, the Treasury
aims to achieve a simpler, more flexible system of depreciation.

The revised depreciation %uidelines, to be announced in late spring
of this year, will constitute the first really major change in the admin-
istration of depreciation since the early 1930%. The establishment of
a modern depreciation system which takes account of the current
faster temgo of obsolescence will help to stimulate investment in this
country. But, I must emphasize, the shortening of depreciable lives
to a fully realistic basis will not bring American industry abreast of
its foreign competitors. For all the other major industrialized na-
tions of the free world provide for either the use of unrealistically
short lives for depreciation purposes, a practice which distorts income
and cost statements, or for special initial allowances or investment
allowances which supplement regular depreciation charges, or for a
combination of two or more of these incentives.

The impact of depreciation plus initial and investment allowances
on the amounts that may be deducted in the year in which a new asset
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is acquired in Canada, Japan, and the seven leading industrial na-
tions of Western Europe is shown in table1:

TABLE 1.—Comparison of depreoiation deductions, initial and investment allow-
ances! for industrial equipment in leading industrial countrics with similar

deductions and allowances in the United States

Repre- | Dopreclation deductions, initial and in-

senta- vestment allowances (perecentage of cost
tive of asset)
tax

lives

First year | First 2 years | First 5 years

Years

8 22.5 45.0 02.56

10 30.0 44.0 71. 4

10 25.0 43.8 76.3

10 20.0 36.0 07.2

10 25.0 50.0 100.0

16 43.4 61.0 08.2

10 26.2 49.6 85.6

Bweden . o caciccacciccnaee 5 80.0 51.0 100.0

United Kingdom 27 39.0 46.3 64.0
Unfed States:

Without investment eredit and lives equal to
current Bulletin I weighted average of 19

10.6 10.9 42,7

13.3 24.9 51.1

14.3 26.6 53.7

15.4 28.4 56.6

16.7 30.6 59.8

18.2 33.1 63.0

20.0 36.0 67.2

(24.5) 26.5 (33.9) 359 | (66.7) 8.7

27.3) 20.3 | (38.0) 40.9 65.1) 67.1
28.3) 30.3 { (40.5) 42.5 67.7) 60.7
20.4) 31.4 | (42.4) 44.4 70.6) 72.0
30. 7; 32.7 | (44. 6; 46.6 73.8) 75.8
32.2) 34.2 ] (47.1) 40.1 77.0) 70.0
34.0) 36.0{ (60.0) 52.0 81.2) 83.2

1 The deduetions and allowances for each of tho foreign countries have heen computed on the assumption
that the investment qualifies fully for any special allowancos or deductions permitted. The deductions
in the United States have been determined under the double-declining balance depreciation method,

without regard to the limited first-year allowances for small business.
urposes of this table, the 8 percent Investment credit has been considered as equivalent to a 16

! For
ercent investment allowance.  For corporations subject only to the 30 percent normal tax it is cquivalent
an investment allowance of 27 percent. The figures fn parentheses indicate the effect of a 7-percent
credit, equivalent to an investment allowance of 14 percent (23 percent for corporations subject only to the

normal tax).
Source: Treasury Department, Office of Tax Analysis, Apr. 2, 1062.

Here it may be seen that the percentage of the cost of an asset that
may be deducted in the first year ranges from 20 percent in West Ger-
many to 43.4 percent in oJ a}mn compared with as low as 10.5 percent in
the United States. For the first 5 years of the life of the asset, the
relevant proportion falls within the range of 62-70 percent for West
Germany, Japan, and the United Kingdom, between 70 and 80 per-
cent for Canada and France, and 85 to as much as 100 percent for
Beligum, Italy, the Netherlands, and Sweden. In sharp contrast, the
applicable percentage in the United States is 42.7 under the present
slngerageleu letin “T” life and 51.1 percent for the most commonly used

-year life. )

The data presented in the table demonstrate clearly that even a
drastic downward revision of depreciable lives befro‘nd anything that
can be justified by realistic asset lives would still not bring capital
allowarnces in the United States to a level comparable with that per-

R
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mitted by our foreign competitors. Should our overall administra-
tive revision of depreciation bring about reductions in guideline lives
as large as those which were found appropriate for the textile in-
dustry, not more than a quarter of the current gap between deprecia-
tion practices here and abroad will be closed. ~Administrative mod-
ernization of depreciation simply cannot do the job. The reason is
simple. Realistic depreciation cannot be expected to produce de-
preciation chargeoffs equal to the special incentive provisions in gen-
eral use abroad. Nor can it provide the additional incentive which
the experience of other industrialized countries has demonstrated is
needed to broaden and deepen the flow of investment into new, more
efficient equipment. The combination of both the forthcoming mod-
ernization of depreciation guidelines and u special incentive such as
the investment credit contained in the bill before you is required if
U.S. business firms are to be placed on substantially equal footing with
their foreign competitors in this respect. It is essential to our com-
petitive position in markets, both here, at home, and abroad, that
American industry be put on the same basis as foreign industry. Un-
less this is done, increased imports and decreased exports will unneces-
sarily add to the burden of our balance-of-payments deficit.

The investment credit will stimulate investment in a number of
ways. Because it reduces the net cost of acquiring depreciable assets
it Increases the rate of profitability. Thus, for example, a 10-year
asset that is expected to yield a rate of return after taxes of b per-
cent under straight line or 5.6 percent under double-declining balance
depreciation will, with an 8-percent investment credit, yield a return
of 7.9 percent per year. This represents an increase in profitability
of more than 40 percent (for a 7-percent credit the 7.9 and 40 per-
cent become 7.6 and 35 percent). An increase of this magnitude
will provide a major stimulus to business firms to replace older, less
efficient machinery and equipment and, in the process, incorporate
the most recent technological developments into productive facilities.
Detailed explanations of the procedures involved in computing pro-
fitability and the cost of the various incentive measures that have
been suggested at one time or another are contained in exhibit I.

Investment decisions are influenced as well by the availability of
funds. Since the credit will increase the flow of cash available for
investment, it will stimulate investment through this effect as well
as through its effect on profitability. The increased cash flow will be
particularly important for new and smaller firms, which do not have
ready access to the capital markets and whose growth is often
restrained by a lnck of capital funds.

Still another way in which the credit may be expected to stimulate
investment is through a reduction in the payoff period for invest-
ment in a particular asset, which is one measure of the risk associ-
ated with any investment. This reduction in risk, coupled with the
higher rate of profitability and increased cash flow, will shift the
margin at which positive decisions to invest are made and will help
to restore to past levels the proportion of our annual output that is
devoted, through investment in machinery and equipment, to build-
ing the strength, vitality, and competitive force of the American

economy.

M

C e gy

N

Ea k- T el



84 REVENUE ACT OF 1062

Another interesting comparison may be made, one that should in-
trigue those who favor a low-interest rate as a primary investment
stimulus. An 8-percent investment credit reduces the gross financing
costs of a 10-year asset as much as would a reduction of the interest
rato from § to 314 percent, for a 15-year asset from 5 to 824 percent.
But the credit does not entail the balance of payments and other dif-
ficulties that would accompany a concerted effort to bring long-term
interest rates down by such a large extent.

Some critics of the investment credit have suggested that we should
approach the problem of increasing investment through tax changes
by giving first priority to measures designed to add to consumer de-
mand. An increase in constmer demand will, of course, induce addi-
tional investment, but this is not the only way in which the level of
investmént may be raised and it would be wrong to place our entire
reliance on this approach. This is because investment induced by
consumer demand suggests primarily expansion using existing kinds
of equipment and techniques, rather than more efficient and larger
quantities of capital per worker and, therefore, greater productivity.
We cannot be content merely with the level of capital formation that
will result from response to increased consumer demand. We must
have both more capital equipment per unit of output and in-
creased demand for that output. Thus a higher rate of growth re-
quires a more rapid accumulation of productive facilities than would
be forthcoming 1f investment were induced solely by an increase in
final demand. The American economy now is much in need of mod-
ernization of its capital equipment which, in the technological environ-
ment of the 1960’s, requires an increase in the ratio of capital to out-
put. One of the important means of achieving a higher rate of
economic growth lies precisely in increasing this ratio, and a direct
approich to investment incentives is needed to accomplish this. We
must incrense the overall attractiveness of investment at any given
volume of consumer demand in order that our productivity and
growth may be maximized.

With this objective in mind, the credit should be viewed pri-
marily as a means of encouraging the modernization of industrial
mining, agricultural, and other equipment, increasing the produc-
tivity of the American economy by adding to the quantity and quality
of capital available per worker, and increasing the relative attractive-
ness of investment at home compared with investment abroad.

Those who are properly concerned about the existingf gap between
current and full employment output urge that this gap should be filled
by expansion of consumer demand. But the increase in overall de-
mand required to bring the economy closer to full employment need
not consist solely of an increase in consumer demand. Increased in-
vestment adds equally to aggregate demand, and in the transition to
full employment the rising aggregate demand due to increased invest-
ment will, by transmitting itself through the economy, add substan-
tially to constimer demand.

Moreover, in this transition period the total increase in demand—
genérated by increased investment but including additional outlays
on consummer goods and services—will far exceed any overall increase
in capacity. Thus the credit will contribute significantly to our objec-
tive of achieving a higher level of employment. It should be clearly
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noted that the increased productive capacity resulting from a more
rapid rate of capital formation will also in the long run make possible
for higher levels of consumption.

Another objection to the investment credit stems from concern
about our abifity to maintain full utilization of the increased pro-
ductive capacity after it has been acquired. I believe that. this con-
cern reflects a viewpoint that is far too pessimistic. The under-
lying forces of expansion in our economy are strong and will be
strengthened further by the enactment of the investment credit. The
substantial anticipated increase in the labor force in the years ahead
provides a challenﬁe and an opportunity, if the necessary tools of
production are forthcoming, for a more rapid rate of economic growth
than we have experienced in recent history. I am confident that this
administration will take such steps as are needed to maintain the
required level of total demand. The economic effects of the invest-
ment credit will make its task easier. It is in the context of this
approach to public policy that the merits of the investment credit
must be appraised.

Another criticism which was heard frequently last year was based
on a misunderstanding. This was the thought that the credit is a
temporary remedy for recession or that it would be somehow offset
by more restrictive administration of depreciation. The arguments
I have made for the credit clearly reveal that such legislation must
be a permanent part of our tax code if we are to meet orei%'n compe-
tition, and our administrative action in the textile field is a harbinger
of what is being prepared for other fields—more liberal rather than
more restrictive administrative action.

Finally there has been the criticism that holds that the credit is
a form of subsidy which other incentive measures are not and that
it will not be sufficiently effective as a means of increasing invest-
ment. Those who hold this view, including the National Association
of Manufacturers, usually favor the acceleration of depreciation
beyond what is justified on the basis of realistic accounting. Careful
study and consideration of a wide variety of alternatives to the invest-
ment credit show, however, that all of these alternatives, without ex-
ception, share the same characteristic of giving the investor in equip-
ment a monetary reward beyond what he would receive on the basis of
realtistic accounting. The element of subsidy or incentive is equally

resent in all of them. We have chosen the credit primarily because 1t
increases the profitability of investment far more per dollar of revenue
cost than any of the other alternatives. For example, the first 5 years’
revenue cost of a 20-percent initial allowance would exceed that of an
8-percent investment credit by about $1 billion, but the allowance
would increase the profitability of investment in a 10-year asset by less
than 10 percent, comiptired with more than 40 percent for the invest-
ment credit. Even a 40-percent initial allowance, the cost of which
over the next 5 years would be more than twice as great as the cost of
the credit, would have an appreciably smaller effect on profitability
for assets with expected useful lives of up to 20 years.

Similar concliisions emerge from our analysis of such incentives as
triple-declining balance depreciation and aéross-the-lioard percent-
age-increases in depreciition allowances. In addition all of these
alternatives which go beyond realistic depreciation suffer from a
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number of important disadvantages which are not associated with
the investment credit. Unrealistically high depreciation charges tend
to distort income w.ccounting and produce higher costs for tax and, in
the case of a great number of firms, book purposes. Such higher
costs may frequently be reflected in higher prices. Since they also
cost the overnment more and provide n Tesser stimulus to investment,
it seems clear that the investment credit is the best way in which to
supply the additional incentive that is so badly needed.

n general, the House bill carries out the President’s recommenda-
tion on the investment credit in an acceptable manner. As you
know, however, the general rate of the investment credit was reduced
in the final stage of House consideration of the bill from 8 to 7
percent in order to achieve an overall revenue buiance in the bill,
At the same time the House reduced the limit on the credit allowable |
against tax liability in any taxable year from the first $100,000 plus
50 percent of the excess to $25,000 plus 25 percent. Although a 7-
percent credit would provide a substantinl stimulus to investment,
the 8-percent figure was originally chosen because it produced the
maximum stimulus consistent with our reventie needs. I therefore
urge the committee to restore the credit to the original level as re-
ported by the Ways and Means Committee. It would also be helpful
if the committee would restore the limitation over $25,000 to the 50
percent figure originally adopted by the Ways and Means Committee,
These two changes can be accomplished at a gross cost of $375 million,
which would be more than offset by other changes in the bill which I
shall suggest. In order to rediice the revenue cost of the credit for
fiscal year 1963 I recommend that the 25-percent limit be retained for
the current year. This would hold the gross increase in cost for fiscal
year 1963 to $135 million, which would be more than offset by other
reductions in the cost of the credit itself which I shall suggest.

Under the House bill the credit can be taken on up to $50,000 a year
in used equipment which otherwise meets the tests of eligibility. This
feature is intended to aid small businesses, which frequently purchase
used equipment. It should help those smaller firms with limited
capital resources which seek to upgrade their equipment by replacing
wholly obsolete assets with used but more recent models, At the same
time adequate safeguards are provided to insure against abuses that
might otherwise arise as a consequence of fictitious trading in used
nssets.

H.R. 10650 provides a partial credit of 3 percent with respect
to otherwise qualified outlays by regulated public utilities such as
electric power, gas, and telephone companies. The full credit is
allowed transportation companies which do not enjoy the monopoly
privileges of the other utilities and whose rates are not regulated in
a manner designed to permit a specific rate of return for each com-
pany. The full credit is also allowed to gas pipelines,

The President’s original proposal recommended that the credit
not apply to regulated public utility covporations, This recommenda-
tion was made with full recognition of the great contribution the
utilities make to the American economy. It wasbased on the fact that
public utilities are regulated monopolies with substantial assurance
of a given rate of return on investment after tax. Moreover, invest-
ment in public utility facilities is based largely on demand, governed

by public requirements.
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After evaluating serious conflicting considerations, the Ways and
Means Committee and the House adopted a compromise position,
granting a 8-percent rather than a 7-percent credit to eligible invest-
ments of the utilities. While we recognize that industrial power costs
are an important element in manufacturing costs, we have not been
able to separate this element of the utility business from the regulated
fields of commercial and houschold consumption. For this reason and
for the reasons more fully set out in exhibit I, the Treasury considers
that on balance the issue would be better resolved through the exclu-
sion of the regulated utilities in the electric, gas, and communications
fields. The Federal Power Commission has informed us that the gas
pipelines share the basic characteristics of these regulated utilities and
would be treated for ratemaking purposes in the same manner. For
this reason gas pipelines should be grouped with other regulated public
utilities and be excluded from qualification for the credit.

The revenue gain from exclusion of these utilities from the credit
in the House bill would amount to more than $250 million. With the
changes I have suggested the annual gross cost of the investment
credit when fully operable will be $1,8350 million, based on the level
of investment anticipated for 1962,

I should like to make a few concluding comments on the investment
credit proposal before passing on to other aspects of the bill.
Throughout our economy there will be thousands of investment deci-
sions involving billions of dollars during the remainder of this year
and in succeeding years which may hinge on the outcome of this legis-
lation. There is often a thin line between a yes and no decision in the
investment area. With the credit we will have affirmative actions
where there would otherwise be none.

This matter has top priority in the agenda for tax reform. As
chief financial officer of the Nation, I do not lightly regard tax abate-
ments on the scale proposed here. I urge this legislation because it
will make a real addition to growth consistent with the principles of
a free cconomy ; becatse it will provide substantial help in alleviating
our balance-of—payments problem, both by substantially increasing the
relative attractiveness of domestic as compared with foreign invest-
ment and by helping to improve the competitive position of American
industry in markets at home and abroad ; and because, far from adding
to the forces responsible for alternative recessions and recoveries, it
will be of major assistance in strengthening our present recovery and
enabling us to attain a higher rate of growth and sustained full em-

loyment. TFarly action will resolve uncertainty or hesitancy and
regin at once a strong and lasting incentive for modernization of the
productive facilities of our national economy.

The rest of the bill and our further recommendations will bring
substantial improvements in tax equity and will more than offset the
gross cost of an 8-percent investment credit.

GAINS FROM THE DISPOSITION OF DEPRECIABLE PROPERTY (SEC. 14)

The President recottimended that capital gain treatment be with-
drawn from gains on the disposition of deprecifilile property, both real
and personal, to the extent of prior depreciation allowances.
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Such gain reflects depreciation allowances in excess of the actual

decline in value of the asset and under the President’s proposal would
be treated as ordinary income. Any gain in excess of the cost of the
asset would still be treated as capital gain. This reform would
eliminate an unfair tax advantage which the law today gives to those
who depreciate property at a rate in excess of the actual decline in
market value and then proceed to sell the property, thus, in effect,
converting ordinary income into a capital gain. It is particularly
essential at this time in view of the impending administrative revision
of depreciation guidelines,

Under H.R. 10650 gain on the disposition of depreciable personal
property, and certain other property which is eligible for the invest-
ment credit, will be treated as ordinary income to the extent of depre-
ciation taken for taxable years beginning after December 81, 1961.

However, the House failed to act on the President’s proposal as it
applies to real estate, largely because of difficulties in reaching a
consensus on the appropriate remedy. There nevertheless appears to
be recognition that excessive depreciation in the real estate area is a
seriotis problem and that some action is required.

It is my view that it would be unwise to delay action. I therefore
renew the recommendation for legislation at this time. Specifically
1 recommend_that depreciation, with respect to all real estate here-
after acquired, be limited to an amount not in excess of the deprecia-
tion allowed under the straight-line method. Under present rules
depreciation at accelerated rates applies not only to the taxpayer’s
investment, but also to the amount of mortgage indebtedness to which
the property is subject. Since the acquisition of real estate is usually
heavily financed by mortgage indebtedness, accelerated depreciation
often provides deductions far in excess of the income from the rop-
erty. In such cases the investor is able, because of the depreciation
deduction, to amortize the principal of the mortgage, to obtain a non-
taxable cash return of 10 to 12 percent or more on his equity invest-
ment, and even to wipe out tax on other income at top bracket rates.
When the depreciation deductions cease to produce such spectacular
results, the property is frequently sold. Thus the excess depreciation,
having been charged against income taxable at ordinary rates, is ve-
couped and taxed only as capital gains.

oncrete examples of this process are contained in exhibit V1.

Furthermore, accelerated des)reciation applied to real estate is not
an appropriate measure of decline in value. Real estate, unlike per-
sonal property, does not generally suffer unusually heavy deprecia-
tion in the early years of its life. :

In addition, gain on the sale of all real estate should be treated as
ordinary income to the extent of depreciation for taxable years be-
ginning after December 81, 1961. To meet the assertion of real estate
investors that such ordinary income treatment would operate
peculiarly in the real estate area to lock them into their investments
after o long period of time, such treatment could be sub?ect to a slid-
ing scale cutoff as follows: In the case of real estate held for 6 years
or less at tithe of disposition, gain would be ordinary income fo the
extent of 100 percent of depreciation for taxable years beginning after
December 31, 1961, in the case of real estate held for more than 6
years prior to disposition, the percentage of such depreciation which
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would be treated as ordinary income would be reduced by one per-
centage point for each month the property has been held in addition
to 6 years. L

A sliding scale cutoff, starting as early as 6 years after acquisition,
is ap%ro. riate only if depreciation of real estate is limited to the
straight-fine method. Even with straight-line depreciation, taxation
of gain on the sale of depreciable real estate at ordinary income rates
to the extent of prior depreciation is necessary for at least the period
provided in the sliding scale cutoff. This will relieve the pressure on
depreciable lives that would otherwise obtain and will permit more
flexibility to the taxpayer. It will therefore limit disputes in the
determination of tax lives, salvaﬁe values, and expenditures allowable
as repair deductions for de}l)reciu le real estate.

The House bill also should be amended to provide for the treatment
as ordinary income of gain on the sale of depreciable property to the
extent of prior deductions for amortization of interests in depreciable

roperty, in order to prevent avoidance of this section by the use of
easeholds of depreciable property.

The revenue gain to be realized from the enactment of the House
bill’s provision for taxation of gain on the sale of depreciable prop-
erty is $100 million. Adding the features I have recommended with
respect to real estate will add a further $80 million to our tax receipts.

[EXPENSE ACCOUNTS (SEC. 4)

One of the most publicized and troublesome areas in our tax system
today is the deductible expense account. The problem is not simply
one of the tax avoidance that arises through abuse of existing rules,
such as disguising as business expense the entertainment and recrea-
tional activities of members of the family or the gross overestimating
of expenditures on business entertainment. The requirement in the
House bill that entertainment, traveling, and gift expenses be properly
substantiated represents an effective step forward in controlling this
abuse. But even where business associates are involved and proper
records are kept, present law allows members of a select group to
charge a large portion of their recreational and personal living c. -
penses to the Federal Government.

Tighter enforcement of present law is not the answer to the problem.
Under present law the use of a yacht to entertain acquaintances osten-
sibly to seek potential business, or wining and dining acquaintances
in night clubs and at cocktail parties for similar purposes, can be
charged against income otherwise taxable. This confers substantial
tax-free personal benefits upon those offering the entertainment and
the beneficiaries of the entertainment. Personal expenses disguised
as business expenses present dificult enforcement problems. Only
clear-cut decisive legislation will remedy this ever-worsening situa-
tion, with its unfortunate effects on the morale of the general tax-
payer and on tax revenues,

riginally in the House and today before this committee, we urge
that the cost of business entertainment, including club dues, and the
maintefiance of entertainment facilities (such as yachts and huntin
lodges) be disallowed in full as a tax deduction. Restrictions shoul
also be imposed on the amount, to be deducted as business gifts, and on
travel expenses for vacations that are combined with business travel.
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'T'o permit the normal conduct of business affairs, a number of im-
ortant exceptions should be provided. Thus, deductions should not
e denied for the cost of meals in surroundings conducive to business

discussions, employee recrentional programs, entertainment extended

lt)?] ]the public in general, and similar items, as set forth in the House
ill.

As it relates to entertainment and facilities, H.R. 10650 it designed

to require a closer connection between the entertainment and the carry-

ing on of business activities, While this will enable the Internal

Revenue Service to disallow the cost of entertaining which is not di-

rectly related to the actual conduct of business, the House provision

obviously draws only a vaguely defined line. It seems certain that con-
siderable controversy and litigation will ensue.

Moreover, the House approach does not fully solve the basic prob-
lem. It still permits the deduction, for a relatively small and select
group, of expenditures which, unlike other business expenses, confer
substantial personal benefits upon their recipients.

As regards gifts, the House provision denying deductions for busi-
ness gifts having a value of more than $25 would effectively curb pres-
ent abuses.

The bill before you will also effect an improvement in the area of
travel expenses if, as we assume, the standard of “reasonableness” in-
serted in the statutory provisions dealing with the deduction of travel-
ing expenses, is intended to curtail lavish and extravagant expendi-
tures. However, the bill fails to provide for any allocation of travel-
ing expenses when a trip is devoted partly to business and partly to
vacation; deduction of the total expenses of such travel is a serious
abuse problem today and a reasonable allocation provision is needed.

In its present form, the expense-account features of H.R. 10650
will add $125 million per year to tax receipts. Adoption of the provi-
sions we are now recommending will increase this figure to $250 mil-

lion.

WITHIIOLDING OF INCOME TAX AT S8OUKCE ON INTEREST AND
DIVIDENDS (SEC. 19)

An obvious defect in our tax system lies in the failure of some in-
dividuals to report dividend and interest income on their tax returns.
Most dividend and interest recipients ave responsible taxpayers who
faithfully report each year about $15 billion of such income. Theve
is, however, about $3 billion of interest and dividends received by
taxable individuals which is not reported. That shortage results in
a revenue loss of more than $800 million annually, which must be
made up by the general taxpayer.

This nonreporting of dividends and interest is a chronic problem
which must be dealt with effectively. Billions'of dollars in Govern-
ment revennes have been lost over the years and the substantial, con-
tinuing avoidance of tax in this area has a demoralizing effect.

The GGovernment. has not let this problem go unchallenged. Strong
efforts have been made, with the full support and cooperation of the
finaneial community, to improve voluntary compliance through edu-
cational drives. The Internal Revenue Service has enlarged its audit
enforcement and educational activities in this prea. But the overall

results have been disappointing.
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It has been suggested that in the future, with automatic data proc-
essing, additional information reporting by interest and dividend
payers, and more audit enforcement effort, the nonreporting gap
might be closed. This approach has been carefully studied by our tax
administrators. But the failure to report dividends and interest is a
mass compliance problem involving millions of transactions and ADP,
although helpful in the sorting of information documents filed by
payers, will not, in itself, collect any taxes. To collect taxes by this
procedure would require an inordinate amount of time, manpower,
and money in audit-followup and collection procedures as well as the
use of at least 250 million information returns. Moreover, at best
the Government could be expected to recover only a small portion of
the unpaid taxes which, though large in total, represent an aggrega-
tion of a large number of rather small sums.

The Commisioner of Internal Revenue has concluded that the
ADP-enforcement approanch alone, as compared to withholding
“would be burdensome and expensive to business and Government out
of all proportion to the effect it would have on the reporting gap.” .
Ho estimates that, even with a substantially enlarged enforcement and
collection effort, based upon greatly expanded reporting by payers of
interest, this approach would only reduce the nonreporting gap by
about 25 percent, as compared to 80 percent for withholding., At the
same time, withholding will cost the Service about one-third less—
$19 million, as compared with $27 million.

The Commissioner regards withholding as “the most workable,
business-like approach” for closing the gap, by assuring the automatic
colection of tax at the first tax bracket rate. ADP, as a system com-
plementary to withholding, can be efticiently and effectively applied to
assist in achieving tax compliance in the higher income brackets.

The President’s recommendation for tax withholding does not in-
volve a new tax on dividend and interest income; it is simply an ad-
ministrative device to assure collection of existing tax obligations.
We have had tax withholding on wages and salaries for almost two
decades. It is a proven tax collection method—helpful not only to
the Government but also to taxpayers as a gradual and systematic
method of tax payment and collection. Since most dividend and
interest recipients also are, or have been, wage and salary earners,
withholding on dividends and interest would in large part cover tax-
ayers already familiar with withholding operations. The House

ill provides for exemptions from withholding for most interest and
dividends receivable by all children under 18 years of age and for
adults who do not expect to owe any tax. It also provides for prompt
quarterly refunds in all eases involving overwithholding.

The mechanics of withholding on dividends and interest will be
simple. The institution paying the dividends and interest will merely
total up the amount of dividends or interest due to persons who have
not filed exemption certificates, deduct 20 percent of this total amoutit,
and pay the 20 percent over to the Government at the erid of the month
following the quarter in which the dividends or interest are paid.
It will pay each dividend or interest recipient who has not filed an
exemption certificate 80 percent of the amotint of his dividend or
interest. It will not be necessary for payers to furnish information
statements either to the Government or to the recipient of dividends
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or interest. Persons who have filed exemption certificates will be paid
the full amount of the dividend or interest.

Dividend and interest withholding is equally simple for the recipi-
ent. Since withholding will always be at a flat 20-percent rate, the
recipient can easily determine how much has been withheld. In fact
the recipient does not even have to know how much has been withheld
in order to complete his tax return. The return will carefully lead
him through a simple gross-up procedure whereby he can determine
the amount of his dividends and interest to be included in his income
and the credit he is allowed for the amount of tax withheld.

The mechanics of the Treasury’s original withholding proposal,
with no provision for exemption certificates, were even simpler. The
Ways and Means Committee after full consideration, however, de-
cided that a system of exemption certificates for nontaxable individ-
uals is more desirable. Although this will mean some additional
record keeping for payers, the House felt that the benefits of an
exemption procedure clearly outweigh the additional work involved.

The withholding provisions of H.R. 10650, which would be made
effective on January 1, 1963, meet the President’s obi)‘ective in this
area. It is estimated that the withholding system provided in the bill
will recoup $650 million of the annual revenue loss resulting from

the nonreporting of dividends and interest.

PROVISIONS INVOLVING TAX EQUALITY AMONG COMPETING BUSINESSES
1. TAX TREATMENT OF COOPERATIVES AND PATRONS (SEC. 17)

Legislation enacted by the Congress in 1951 was intended to tax
cooperative income on a cutrent basis at the cooperative level if the
income was not paid out or allocated as patronage dividends, or at the
gatron level, if it was paid out or allocated. As the result of court

ecisions which held that certain noncash patronage refunds are non-
taxable when received by patrons, even though the dividends con-
tinued to be deductible by the cooperatives, this intent has not been
carried out.

The President recommended that the law be amended to make the
intent of the 1951 legislation effective. Another recommendation
would extend the proposed tax withholding on dividends and interest
to patronage dividends. Withholding on patronage dividends at the
20-percent rate would assure the average patron of the funds with
which to meet his tax on noncash dividends.

The House bill provides an adequate remedy for the unintended
exemption of some cooperative income. Under the bill, cooperatives
would be permitted a deduction for patronage dividends paid in cash
and for noncash dividends paid in the form of written notices of
allocation. These written notices of allocation, in the form of non-
cash of “scrip” dividends, would be deductible by the cooperative
either if they are paydble in cash within 90 days at the option of the
patron or if the patron has consented in writing to inclide them in his
Incothe, or if the cooperative has adopted a bylaw requiring all patron
members to pay tax on these written notices of allocation. As under
present law, patrons wotild not have to pay tax on dividends received
with respeét to purchases of items for personal use,

-
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Cooperatives engaged in furnishing electrical energy or providing
telephone service in rural areas would not be subject to these provi-
sions as these cooperatives are exempt from taxation or are in the
rocess of qualifying for exemption, The enactment of the House
{)ill will insure that the earnings of cooperatives will be taxed cur-
rently, either to the cooperative or to the patrons, This provision
will yield $35 million per year in additional revenue.

2, TAXATION OF MUTUAL FIRE AND CASUALTY INSURANCE COMPANIES (SEC. 8)

The House bill, in line with the President’s recommendation, is de-
signed to achieve more equal treatment of stock and mutual fire and
casualty insurance compunies,

Since 1942, the mutual companies have been taxed only on their
investment income, subject to a minimum tax of 1 percent on gross
income from all sources. This formula disregards both underwriting
gains and underwriting losses. On the other hand, the stock companies
are.fully taxed on all of their income, in the same manner as other
corporations.

nder H.R. 10650 mutual fire and casualty companies, after gener-
ous provision for reserves for losses in a deferred income account,
would be subject to tax at ordinary corporate rates on net under-
writing and investment income. Amounts equal to 1 percent of claims
paid plus one-quarter of underwriting gain may be deducted from
currently taxable income and credited to a deferred income account.
If the amount set aside in this account in any taxable year is not used
to absorb losses in the following 5 years-it will be added to taxable
income in the sixth year, but only to the extent of the 1 percent of
claims paid and one-half of the one-quarter of underwriting gain that
remains, Thus one-eighth of underwriting gains may be permanently
deferred from taxation and, in addition, taxation of a large portion of
underwriting gains is deferred for 5 years.

The b-year deferral provision'is continuous in its effect ; taxation of
each succeeding year’s underwriting gain is deferred for 5 years.
Thus it is more than a mere transition to regular corporate taxation.
If the growth trend of the mutual companies continues, each successive
year’s underwriting gains will exceed the gains of the fifth preceding
year, so that current full taxation will never be achieved. In addition,
permanent deferral of one-eighth of underwriting gains is a windfall
for the most profitable companies; only those companies with con-
sistent underwriting profits will be able to enjoy this permanent de-
ferral and the larger their profits the greater the value of the benefit.

The House provisions represerit an important step toward placing
the mutual fire and casualty insurance companies on n tax basis
which recognizes underwriting as well as investment sources of income
or loss. But the regular corporate basis of taxation, as originally
recommended by the President, and as now applied to the stock com-
panies, wotild provide simipler and more equitiible treatment. In effect,
this reconithendation would elimintite both the 5-year anid permanent
deferral provisions of the House bill. Consideratish, however, miglit
be given to providing a gradtial transition to regular corporate tax-
atioh over a 5-year period. This wounld be preferable to the coritinuifig
and perfiiaiient deferral provisions 6f the House bill.

82190 0—62—pt. 1—7
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Full corporate taxation would yield about $50 million of additional
revenue annually. The provisions in the House bill will yield about

$40 million after the lapse of 5 years,
3. MUTUAL SAVINGS BANKS AND S8AVINGS AND LOAN ASSOCIATIONS

Under present law, mutual savings banks and savings and loan
associations can deduet from their income amounts added to a reserve
for bad debts until reserves, surplus, and undivided profits equal 12
percent. of deposits or withdrawable accounts. As a result, during the
entire decade, 1952-1961, all mutual savings banks and savings and
loan associations paid total Federal income taxes of less than $70
million, while at the same time they retained $5.5 billion as additions
to reserves, surplus, and undivided profits. From an economic and
accounting point of view a large part of the untaxed additions to bad
debt reserves constitutes net income which, were it earned by compet-
ing financial institufions, would be subject to corporate income tax.

H.R. 10850 goes part of the way toward implementing the Presi-
dent’s recommendation that the tax laws should assure nondiscrimina-
tory treatment of competing financial institutions. It reflects the
conclusion of the House of Representatives that mutual thrift insti-
tutions do retain a considerable amount of income which should be
subject to tax. ‘The bill would substitute for the present reserve pro-
vision an annual deduction for reserves for bad debts of either 8 per-
cent of the net increase in all real estate.loans or 60 percent of the
retnined income of the institutions,

The proposed substitute reserve provision is still more generous than
is warranted by any reasonable concept of a bad-debt reserve. The
alternative deduction of 60 percent of the retained income of these
organizations is not related to bad-debt reserve needs. In effect, it
provides that the mittaal thrift instititions will pay tax on about b5
percent of their operating income, compiuted after deduction of a
reasonable reserve for bad debts and after distributions to depositors.
In contrast the estimated comparable percentage for commercial banks
is equal to about 80 percent.

I believe your committee will wish to reexamitie this provision of
H.R. 10650 in the light of the President’s recommendations to assure
nondiscriminatory taxation among competing financial institutions.
The action by the House of Representatives will yield $200 million
per year in revenue, contrasted with $365 million under a proposal
that would provide taxation more closely comparable to that applica-
ble to commerdial banks. Such comiparability could be achieved by
alowing these insitutions to deduct from net income after distribu-
tions to depositors an amount equal to either 3 percent of net additions
to real estate loans, as in the House bill, or 8314 percent of retained
income before deduction of a reserve for bad debts, This alternative
would permit tax-free additiois to reserves of amourts well in excess
of bad-debt reserve needs and would allow, in effect, substantial tax-
free additions to capital. Under these alternatives the mutiial thrift
institutions would pay tax on about 80 percent of their net operating
income, and thus this approach would achieve substantial equality in
the taxation of competing financial instititions. ,

»
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LOBBYING EXPENSES (8EC., 3)

Section 3 of the House bill would permit taxpayers engaged in busi-
ness to deduct certain lobbying expenditures. These include the cost
of appearing before committees of Federal State, or local legislative
bodies, contacting individual legislators, transmitting legislative in-
formation between a taxpayer and an organization of which he is a
member, and the portion of the dues paid by a member attributable to
cm'rysi:dg on of such activities by the organization. The Treasury is
opposed to this substantial change in the law, |

THE TAXATION OF FOREIGN INCOME AND INVESTMENT

The President’s recommendations on the tax treatment of foreign
income and investment all support the general principles of equity and
neutrality in the taxation of U.S. citizens at home and abroad
and as such would promote fairness and the efficient allocation of
resources here and abroad. Moreover, since the special tax prefer-
ences we seek to eliminate tend to favor foreign over home investment,
the President’s recommendations have two 1mportant additional ad-
vantages for us at the present time. They will promote domestic cap-
ital formation and.employment, and thus stimulate economic growth
in this country. They will thereby reinforce the stimulating effect
of the investment credit, which is limited to domestic investment.
Implementation of these recommendations will also contribute to an
improved balance-of-payments position for at least the next 10 to 15
years, when we expect we will most need that improvement. These
considerations lend urgency to the enactment of the recommendations.
H.R. 10850 contains provisions relating to'all of the President’s
recommendsitions, each of which I will take ap in turn. In addition,
I will deal with the growing problem of artifleial tax incentives to
short-term capital movements. The bill includes several technical
provisions which I will only mention here, such as those dealing with
ﬁains from the liquidation of foreign corporations, distributiohs in

ind, rules for allocating income on sales between U.S.
parent corporations and their foreign subsidiaties, and reporting
reqtiirements with respect to foreign corporations, Under the House
bill gain from the sale or liquidation of a stock ifiterest in a con-
trolled foreign corporation is taxed as ordinary income to the extent
of the stockholder’s share of earnings accumitilated abroad, since 19183,
The committee may want to consider whether it wishes to retain the
npplicability of this provision to earnings herstofore accumilated.

1. EXEMPTION OF EARNED INCOME OF INDIVIDUALS LIVING ABROAD (SEC. 18)

Under existing law an American citizen who qualifies as a foreign
resident is tax exempt on all of his income earned outside the United
States, A citizen who does not establish foreign residence but remains
abroad for a period of 17 out of 18 consecutive months is exempt on
earhed income of up to $20,000 a year, . | '

H.R. 10650 would contihue the $20,000 annual exemption for those
physica]ly_f)resent abréad for 17 out of 18 months but would limit
the exemption to $20,000 a year for our citizens who have been resi-
dent abroad for 8 or less years, and to $35,000 a year for those who
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have been residents of foreign countries for more than 3 consecutive
years.

There are about 50,000 U.S. citizens living abroad who claim an
nggregate exemption of more than $500 million under these two
provisions, The President recommended elimination of the exemp-
tion privilege for American citizens living in economically developed
countries, since neither living conditions in such countries nor national
policy requires special tax benefits in these cases. Because it is in our
national interest, however, that Americans skilled in industry, educa-
tion, medicine, and other professions be encouraged to go to less de-
veloped countries and contribute to their economic growth, the Presi-
dent also recommended continuing the exemption for our citizens
who qualify as foreign residents of these less developed countries or
who are present there for 17 out of 18 consecutive months, but only
to the extent of $20,000 a year., .

The limitations in the bill of $20,000 and $35,000 are generous in
view of the allowance of the foreign tax credit and the fact that in-
come that is exempt from tax is income that would otherwise be sub-
ject to higher statutory marginal rates than the remaining taxable in-
come. For instance, an American citizen living abroad and earning
a salary of $50,000 would pay no U.S. tax whatever on that salary
under l3120,'0'00 exclusion if the foreign tax rate is as low as 19 percent,
and under the $85,000 exclusion he would pay no U.S. tax if the for-
eign tax rate is as low as 7 percent. Equity, revenue needs, and bal-
ance-of-payments considerations all warrant modifying this section
of H.R, 10650 to accord with the President’s recommendation, .

The bill’s provisions on this matter will ‘Yield only $6 million per
year in tax revenue, compared with $26 million-unhder the President’s

proposal.
2, ESTATE TAX EXEMPTION-OF FOREIGN REAL ESTATE (8EO, 18)

At present, foreign real estate is exempt from the U.S. estate tax.
A number of persons have made investments in such property to take
advantage of this exemption—in one known case, for the specific pur-
pose of avoiding estate tax, $18 million was invested in this way with-
in 6 months of death, with an estimated tax saving of $5 million. Un-
der legislation adopted in 1951, a tax credit is allowed for estate and
inheritance taxes paid abroad, and there is therefore no longer any
possible justifieation for continuing the special exemption for foreign
real estate. The amendmert included in H.R. 10650 would correct
this defect in the law and would involve renegotiating only one estate
tax treaty, that with Greece. The effective date of the House amend-
ment is July 1, 1964, but it would seem appropriate to change this to
January 1, 1943. This provision wotild add $10 to $15 million per

year to our tax receipts. p
8., BHARES IN FOREIGN INVESTMENT COMPANIES (S8EC. 18)

Unlike regulated domestic investment companies, foreign invest-
ment companies whose shares are held by persons resident in the
United States are not subject to U.S, tax on income currently earned,
unless that income is from U.S. sources. Hence, these companies

-
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provide a means for shareholders in this country to accumulate in-
vestment income indefinitely without paying American taxes at either
the corporate or shareholder level. Moreover, when a shareholder
receives his pro rata share of such accumulated earnings by submit-
ting shares to the company for redemption or by selling the shares,
he obtains capital gains treatment, on the income.

H.R. 10850, following the President’s recommendation that this
escape from ordinary taxation be ended, will eliminate the preferential
treatment of income from foreign investment companies. Gain on
the sale of shares in such companies, to the extent of the shareholder’s
undistributed portion of the company’s earnings, would be taxed as
ordinary income. An exception is allowved if the company elects to
distribute 90 percent of its ordifinry income annually and if, in addi-
tion, the shareholders report their portion of the company’s realized
capital gains, whether or not they are distributed.

t was not possible to estimate the revenue gain from this particular
change. There are currently 13 of such companies, most of them
Canadian, registered with the Securities and Exchange Commission,
having total assets of $422 million. In addition, there are apparently
many more companies not so registered. . '

4. FOREIGN TRUSTS (SEC. 9)

Under present law many American citizens are accumulatin? in-
come in foreign trusts. The accumtilated income is subject to little
or no foreign tax. When the trust is finally terminated after a num-
ber of years, the corpus and income are brought back home to Ameri-
can beneficinries who, in turn, pay little, if any, U.S. tax on the
distribution. The House bill taxes the American beneficiaries on
termination of the trust su‘bst:mtiallﬂ ag if they had received the
trust incothe as it was earned. The bill therefore ends an unjusti-
finble device through which Americans are now able to accumulate
income abroad solely for the pu of escaping the U.S. income
tax. While this provision of the bill will undoubtedly increase our
revenues, it is again not possible to make any valid estimate.

5. “GROSBING UP" DISTRIRUTIONS IN COMPUTING FOREIGN TAX CREDIT ON DIVIDENDS
FROM FOREIGN SUBSIDIARY CORPORATIONS (BEC. 11)

The income of an American-owned foreign subsidiary corporation
is now subject to U.S. tax only when dividends are remitted to the
parent company. The U.S. tax is computed as 52 percent of the
actual dividend paid to the parent cormipany less a tax credit approxi-
mately equal to the effective foreign tax on this dividend. The for-
eign income tax is, in effect, deducted from taxable profits in comput-
ing the U.S. tax, but a good share of it is also allowed as a credit
against the U.S. tax liability. The combined effective foreign and
U.S. tax rate under this method of computation can be reduced, de-
pending on the foreign tax rate, to about 45 percent, or even 40 percent
in-cases involving two levels of foreign subsidiaries,
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The following table illustrates this point:

TABLE 2,—The computation of corporate tawes on foreign income

Existing | Proposed
law law

Dollars Dollars
100. 00 100

Profits of SULBIAIALY. . ccceeuneranncrvcencaseceanummmonammencnnensscanssascacessen
Forelgn tax (assumed rate: 30 percent)......u.cueeeeecnnnccencucereconcncnoacass 30.00 30
Divided to U,8, parent.......ceeeaiiecncciamariencaserearacoseaasemencaoanns 70.00 70
4 Qr088-UP"" OF BIVIANA. .1 oo oo oo oome s oo oomo e ee e ee ool o e e e e e mnan 30
Tentative U.8, tax at 52 sercent ................................................. 36.40 52
Credit for forelgn tax pald by SUDIGIALY. ..cu.eeeecueeeeneececerenaaceecooannans 21,00 30
Not U8, taK. oo vinnearerencecscccruneceacecnanccesronsnasarescesasmennsnsncaas 18.40 22
Combined foreign and U.8, t8X..cueeeueeeeucennncnsnreccccecascmcancassnnsnscns 45.40 52

To eliminate this unjustified tax advantage, H.R., 10650 contains
an amendment that would require the U.S. taxpayer, as a condition
for obtaining the foreign tax credit, to include in reported taxable
income the full profit before the payment of foreign tax.

This results in a combined effective U.S. and foreign tax rate of
52 percent, where the foreign rate is not above the U.S. rate. This
amendment will add $30 million per year to tax receipts.

The House bill postpones the effective date of this provision in two
ways. It will not uppg to ;)re-1963 earnings of foreign subsidiaries
distributed as dividends before 1965, and it will not ap'Fly to dis-
tributions of current earnings prior to January 1, 1968, There is no
reason to postpone the application of the grossup provision, especiallgv
since this change has been under consideration by Congress since 1959.
I therefore urge that this chahge be made applicable to all distribu-
tions after December 31, 1961.

8. TAX-HAVEN TRANSACTIONS (SE(C. 18)

Certain countries of the world, among them Switzerland, Panama,
and various Western Hemisphere dependendies such as the zBahamas,
do not tax at all, or tax at very low rates, corporate earnings attribut-
able to activities carried on outside their borders. This situation,
together with the privilege of deferring U.S, tax on retained earnin
of foreign subsidiaries of American corporations, has invited the
establishment of what may be termed “tax haven” corporations.
Profits on oversea operations may be channeled into these tax havens
as they are earned and taxes on these profits reduced to a level far
below that applicable in the United States. The typical activities of
such corporations include the handling, as middleman, of many trade
transactions—transactions which often are largely paper transactions
so far as the tax-haven corporation is concerned. They also include
the sale of management services, the collestion of licensigg and other
royalty payments, the insuratice and reinsurance of U.S. risks, and
the like. In addition, dividends and interest may be paid to these
tax-haven companies from foieign subsidiaries in other countries, in
a way that involves large savings in taxes.

The existence of these tax-haven operations constitutes a most
serious breach in our principle of tax neutrality, one which is grow-
ing in quantitative terms by leaps and bounds every year. We are
dealifig here with a tax differential on retained income, not of 5 or
10 percentage points, but of 40 to 50 percentage points.
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H.R. 10650 contains rensonably strong provisions with respect to
tax-haven corporations, subjecting their trading earnings and income
from dividends, interest, rents, and royalties to U.S. tax except
where they are reinvested in less-developed countries. Receipts from
insurance against U.S. risks, and from licensing of %utpnts, copy-
rights, and so forth, which have been developed in the United States,
are subject to tax without any exception for reinvestment. These
tax-haven provisions, with technical refinement to clarify their a&ph-
cation and to include certain tax-haven service income, will achieve
o substantial improvement in equity and contribute as well to the
solution of our balance-of-payments problem. They will also bring
in an additional $75 million per year of revenue.

I would like to Sl:iggeSt only one major change in this section of
the bill. While it is desirable to promote investment in less-developed
countries, it is not necessary to do so by providing an artificial stim-
ulus to investment in advanced industrial countries. The exem-Ption
of tax-haven profits invested in less-developed countries should be
limited to earnings generated in the less-developed countries them-
selves, This change would add $26 million to annual revenues, in-
creasing the receipts from this provision to $100 million.

7. GENERAL ELIMINATION OF DEFERRAL IN THE TAXATION OF FOREIGN SUBSIDIARIES
(BEO 18)

H.R. 10650, as passed by the House of Representatives, apart from
tax havens, deals only peripherally with tax deferral for foreign in-
come, another important tax preference now accorded foreigx, as
compared with domestic, corporate income, It responds to the Presi-
dent’s recommendation in this area only insofar as it specifies that
the undistributed foreign income of U.S. subsidiaries operating abroad
will be subject to U.S, tax as it is earned unless it is reinvested in
substantially the same trade or business already conducted by the
firm in question, or in a less-developed country. :

By not treating the tax deferral issue fully and directly, the bill still
retains a substantial tax advantage for investment abroad rather than
nt. home, The privilege of deferring U.S. taxes until income is repa-
triated as dividends should simply be eliminated for our subsidiaries in
advanced industrial countries, as the‘President has requested. The
deferral privilege should be retained; for income earned in less devel-
oped countries, in line with our general foreign gohcy objectives,

To the extent that the U.S. tax exceeds the foreign tax liability,

tax deferral provides at least an interest-free loan to American cor-
porations which operate through a foreign subsidiary—a loan equal
to the U.S. tax due on earnings retained abrond—and at most perma-
nent forgiveness of a tax domestic corporations must pay. :
. Tax deferral thus serves as a special tax stimulus for American cap-
ital to go abroad and to stay abroad. No useful purpose or American
interest is served when this artificial diversion is to i%hly developed
countries. The eflicient ‘allocation of our own and world resources is
upset. A drain is imposed on our already adverse balance of payments
and the reduced domestic investment limits employment opportunities
and retards our economic growth.
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Let me turn first to the effect on employment., Artificial stimulation
of American investment in developed countries makes it more difficult
to maintain a high level of employment at home. The evidence re-
lating to foreign investment in manufacturing as a whole indicates
that an American dollar invested in Europe today generates a con-
tinuing annual flow of about 10 cents worth of U.S. exports of cap-
ital equipment, raw materials, intermediate goods, and finished prod-
ucts sold to and through oversea subsidiaries, That same dollar also
generates each year, however, about 6 cents of U.S. imports from for-
eign subsidiaries. Moreover, the “net export” factor of 4 cents per
dollar invested does not allow for sales made abroad by the foreign
subsidiaries which displace actual or potential sales that would other-
wise be made directly from the United States. If only a little over 1
percent of the more than $9 billion of sales by American-owned sub-
sidiaries of the goods which they produce in Europe serves to displace
sales from U.S. markets, or if 8 percent of estimated sales by these sub-
sidinries made outside the country in which they are located displaces
snles from 17.S. sources, the net export impact on the United States
of foreign investment i Europe would be effectively offset.

Comparison of the precise immediate and long-range employment
effects of investment of American capital in Europe and investment
in the United States depends upon how much of our capital goods
exports to American subsidiaries in Europe is assumed to be new
etﬁlipment and how much is assumed to be for replacement purposes.
The most favorable measure of the immediate employment effect in
the United States of a dollar invested in Europe, on the basis of recent.
data, would be that it generates 10 cents worth of capitil equipment
exports from the United States, that is, that a dollar invested in
Europe has an immediate effect on employment equivalent to 10 cents
invested here at home. But under these assumptions, this dollar in-
vested in Europe then generates-only 8 cents worth of continuing net
exports of raw materials and intermediate products, whereas the
dollar invested at home wotild generate 40 cents worth of contih‘u’ihg
prodttetion, assuming inboth cases that demand is sufficient to absor!
the increased output. 4

We find a very different picture in the relationship between U.S.
investment and contifitting export and iniport balances with respect
to manufacturing subsidiaries in Latin America and other less de-
veloped regions. A dollar invested in these regions generates about
40 cents worth of net U.S. exports anntially. The nature of manu-
facturing investment in these regions is radically different from that
in advanced industrial countries. This difference explains why data
for the world asa whole differ from those fordeveloped countries only.

The artificial stimulation of U.S. investment in developed countries
is harmful to our balance-of-payments position. Returning to my
analysis, we find that each dollar thus investéd contributes-substan-
tially to'our balance-of-payments deficit. Ithas been argued, however,
that this is the case only in the short rith. Sooner or later, it is
elaimed, this outflow will‘result in coffipensatifig inflows in the form
of dividends, fees, and royalties, in addition to inflows from con-
timiihg net exports. But in eévery year since 1953 the new capital
outflow to Canada and Western Europe exceeded the new iricreases in
inflows associated with the capital outflow in these years. It is clear

i
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that the catching-up period will take at least 10 to 15 years, and
much longer if capital outflow keeps growing. Obviously our cur-
rent and foreseeable balance-of-payments needs will not permit a
continuing drain on our resources for so long a period.

The varions factors, data, and limitations involved in this analysis
of the balance of payments impacts of foreign investrg:?t are fully
disenssed in the accompanying exhibit IIT. I wish to émphasize the
importance of this exhibit for it clearly demonstrates two things:
First, that the immediate balance of payments drain of new invest-
ment in the industrialized countries is not made up for at least 10 to
15 years. Second, that such investment stimulates little in the way
of net new exports and so is of little help in creating jobs in the United
States.

Looking ahead, we can see that elimination of tax deferral in de-
veloped countries would have two types of effects on our balance of
payments. First, there would be smaller net outflows, because of a
somewhat smaller growth in foreign investment each year, as a con-
sequence of the elimination of the tax inducement to send capital
abroad. The second effect on the balance of payments from the elimi-
nation of deferral arises from the fact that there would no longer be
n tax inducement to leave earnings abroad.

In the hearings before the Hotise Ways and Means Committee in
the spring of 1961, the question of tlie effect of removing deferral was
illustrated over and over again by reference to the experience of in-
dividual companies. 'I‘yé)ica]ly the new capital outflow reported as
coming from the United States, usually year by year over some period
of time, was compared with dividend income and with receipts from
exports sold to or throt:fgh foreign subsidiaries. “Inflows” so com-

uted generally exceeded “outflows” by a substantial amount. This

eft the impression that the stimulus given foreign investment by tax
deferral clearly contributes both to'our employment situation because
of the large export sales generated, and to our balance of ﬂpa,yments.
position because total itiflows exceeded outflows. There are five things
wrong with this type of evidence.

First, the behavior of one company, or even a selected group of com-
anies, may not be typical ; net inflows of one may be more than offset
y net outflows of others.

Second, the data on capital outflow as reported by individual com-

Bnn‘ies often include only purclinses of stock in foreign subsidiaries;

ut a very large amount of the new capital outflow to Europe and
Canada as reported in Commerce Department data consists of net in-
creases in intercompany accotints, for example, short-term credits for
working eapital which are not repaid,

Third, even if all the measurable inflows and outflows are correctly
included in such data (and many company studies ignore sales by sub-
sidiarvies made directly to the United States—an importafit payment
which may be an important offset to export receipts) one important
flow is inevitably excluded because it cannot be readily measured—
that is, foreign subsidiary sales abroad which displace actual or poten-
tial U.S. exports, - '

Fourth, the illustrations are almost invariably on a world-wide
basis, whereas the Treasury proposal affects only ificome earned in
developed coutitries. But as we have seen, there 13 a remarkable dif-

i
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ference between the value of exports generated by a dollar of invest-
ment in advanced industrial countries and the value of exports gener-
ated by a dollar of investment in less developed countries.

These four limitations to the approach which has been typicnll?z
employed to support tax deferral are serious enough, but it is a fifth
limitation which 18 crucial.

The two types of flows being compared—the outflow of new capital
and the dividend and export receipts for a given year or period—are
not related one to another. The dividends, and most of the export
receipts, of one year or period, have been generated by investment over
many years prior to the current year or period ; that portion of the in-
flows which has been generated by past investment, then, should not
be considered when we are evaluating the employment and balance of
payments effects of current outflows.

To return to our recommendations, we are concerned only with arti-
ficial tax indiicements to investment abroad. We do not wish to im-
pede such investment beyond removing these special preferences.
Those who urge the continuation of these tax inducements must bear
a high burden of proof that investment so induced contributes to em-
ployment at home, to an improvement in our balance-of-payments posi-
tioh, or to efficiency in the allocation of the world’s resources. I sub-
mit that in the light of our analysis this argument simply cannot be
sustained, even if one assumes a wide margin 6f error in our data.

It has also been argued that achieving tax neutrality between in-
vestment at home and abroad will unfairly affect the competitive

osition of U.S. subsididries vis-a-vis foreign firms, especially
n the third-country markets. But let me here point out that
most European countries impose direct controls on foreign
investment—something we do not wish to do here—and that these
controls adversely affect the position of corporations competing with
American foreign subsidiaries. Insofar as taxation is concerned, our
foreign subsidiaties at most would feel the effect of elimination of
the deferral privilege only through a reduction in retained earnings.
If this portion of the retained earnings is needed in the business,
the parent can pay the U.S. tax or supply the additiona
needed capital in other ways. This situation is still preferable to
that facing, for example, a British company, which must seek per-
mission from the British Treasury to invest more abroad. The ex-
~ tent of the controls exerted in the United Kingdomi today is illustrated

by the following quotations from a statement delivered in Parliament
last July by the Chancellor of the Exchequer:

I now come to private investment overseas. The volume of investment in
the nonsterling area which is subject to control has ‘been rising steadily. It
is true that it prodiuces earnings ‘in the long run. Biit these earnings do not
always benefit the balatice of payments in the short term—partly because of
the tendency to invest further in the oversea enterprige concerned and partly
beeauise of local restrictions on remittances.

I therefore propose a more severe test than at present. The test for new
investment in the nonsterling area wiil be that it will produce clear and com.
mensurate benefits to U.K. export earnings and to the balance of payments.

It is our understanding that this test may be considered satisfied
if the investment is covered by dividends and/ot increased exports
within 2 years, a test under which few investménts would appear to

qualify. . 3
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With respect to the remittance of oversea profits, the Chancellor

stated :

The powers to control investment in the nonsterling area apply equally to
investment made out of profits earned oversens by British companies and their
subsidiaries. I am not satisfied that in all cases an adequate proportion of
profits earned overseas is being repatrinted to this country. I propose to
request UK. firms ‘operating overseas to look at their policles in order to
insure that a higher proportion of earnings is remitted home. 8o far as
nonsterling investment is concerned, I propose to reinstitute on a selective
basis the examination of company accounts by the exchange control authorities

to insure that this policy is followed.

I simply fail to see how anyone can logically claim that our tax pro-
posals are either unfair or restrictive, when compared with this sort
of treatment.

The (}uestion we must ask ourselves is whether or not it is in the
national interest to provide a special subsidy, through tax prefer-
ences, for the growth of foreign subsidiaries in industrialized coun-
iries. I feel that the answer is clear—elimination of the special privi-
lege of tax deferral is an appropriate change from the standpoints
of letting the free market allocate resources e cientlﬁ' of assuring tax
neutrality between operations here and in other hig fy industrialized
countries, of stimulating growth and employment in the United States,
and of supporting our essential balahce-of-payments needs in the eriti-
cal years ahead. Complete elimination of deferral with resFect to
corporate subsidiaries in the advanced countries should add a further
$180 million to our tax receipts, over and above the $10 million that

would result from the House bill.

8. ELIMINATING ARTIFICIAL TAX INOENTIVES TO CAPITAL MOVEMENTS ARISING OUT
OF FOREIGN TAX OREDIT COMPUTATION

Last summer Canada revised its tax laws to provide a 575-percent
effective rate of ‘Canadian tax applicable to income going to United
States corporations operating in branch or subsidiary form in Canada.
This Canadian tax rate in excess of the .S, 52-percent rate hag high-
lighted the operation of the existing method for computing the for-
eign tax credit as an artificial inducement to the outflow of short-term
U.S. capital. This.is harmful to our monetary stability and to our
balance-of-payments position,

Under existing rules, a U.S, company deriving income from busi-
ness abroad through a branch or a subsidiary may have an unused
foreign tax credit where.the foreign rate of tax on the income exceeds
the U.S. rate. If, howover, additional foreign-source investment in-
come can be generated which is subjected to a foreign tax rate lower
than the U.S, rate, the two kinds of income can be lumped together
under the existing foreign tax credit rules. In this way the U.S.
tax on the income from such investment funds can be completely elimi-
nated by the excess credit from the tax on the business income of the
company. :

For example, the 5714-percent effective rate of Canadian tax appli-
cable to income going to U.S. corporations operating in branch or.
subsidiary form in Canada leaves an excess credit of 5§/2 percent over
the U.S. b62-percent rate. The Canadian rate of tax on interest in-
come flowing to such corporations is only 156 percent. Consequently,
some of these U.S. corporations have transferred to Canada short-
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term funds, such as bank deposits, which ordinarily would be held in
the United States. Since the excess credit from the business income
will eliminate the UJ.S, tax on the interest income, the effect is to leave
that income taxable at only a 15-percent Canadian rate, as compared
with the 52-percent U).S, rate that would apply if the funds were held
in the United States. Thus the existence of this situation serves as
an artificial inducement to the movement of U.S. capital abroad.

In my report to the President on the balance of payments, trans-
mitted to the Congress on March 28, 1962, I recommended that this
situation be corrected. I suggest that the foreign tax credit for cer-
tain investment income be computed apart from the foreign tax credit
for all other foreign income. In this way a foreign tax credit will
be allowed against investment income only for the actual foreign taxes
paid on such income. This will result in the same tax rate being
paid with respect to short-term investment income of U.S. compa-
nies whether it is earned at home or abroad. We believe that this
is an effective and fair way to correct this tax-induced disruptive
monetary situation. A more detailed explanation of this recommen-
dation afid the proposed statutory language is submitted as exhibit

IIT E.

0. TREATIES (BEC. 21)

The House bill provides that section 7852 (d) of the code shall fot
ap[;‘ly with respect to any amendment made by the bill. The effect
is that the statutory amendments would supersede inconsistent existing
treaty provisions. The Treasury believes that no part of the bill is
contrary to any existing tax treaty, with the single exception that
the elimination of the exclusion of foreign real estate from the estate
tax runs counter to the 1950 estate tax convention with Greece. None
of our income-tax treaties are affected by any section of the bill. Prior
to the time when the foreign real estate provision becomes fully opera-
tive, we intend to renegotiate the treaty with Greece. '

Some persons, however, have raised arguments, which we are con-
fident are legally unsound, that certain other provisions of the bill con-
flict with some income-tax treaties. The Ways and Means Committee
inserted section 21 to forestall useless litigation. We have no doubts
about the outcome of such litigntion afid since section 21 may give
- the impression that we are overriding our treaty obligations, it would
be desirable to dispel that impression. In that light, therefore, I
recommend the elimination of section 21 to make it clear that we are

honoring our treaty obligations.
REPEAL OF THP DIVIDEND CREDIT AND EXCLUSION

In 1961 and again this year the President hds recommended repeal
of the ﬁrovisions enacted in 1954 which permit individuals to exclude
from their taxable income the first $50 of dividends and to take a
credit against tax of 4 percent of dividends in excess of this amount,

In 1959 and again in 1960 the Senate voted to repeal the 4 percent
credit, but this action was not accepted by the conference committees.
H.R. 10850, as passed by the House of Representatives, contains no
provision on this important subject.

The dividend credit and exclusion were adopted in the light of
current high rates of the individual income tax law on the ground
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that they would provide a partial offset to the “double taxation” of
dividends and encourage investment in corporate equities. Despite
their large cost in revenue, however, they have failed to accomplish
their objectives. . )

To the extent that double taxation of dividends exists, these pro-
visions grant relief in a discriminatory fashion, They give the most
relief to dividend recipients with high incomes and relatively little
or no relief to dividend recipients with small incomes. The percent-
age reduction of the so-called double tax is about 8 percent for low
income taxable stockholders, while it is about 40 vpercent for high
income stockholders, This is illustrated in exhibit IV. ‘

The present dividend provisions represent a dead-end approach
toward the equitable taxation of dividends. In 1954 they were repre-
sented as only a first step for the relief of “double taxation,” eventu-
ally to be made more comglete by: raising the credit to 15 percent of
dividends. It is not feasible, however, to increase the credit to this
level without giving those in the high tax brackets reductions exceed-
ing the extra burdens they are presumed to bear as a result of the
corporate income tax.

In tho 8 years since the adoption of the dividend credit and exclu-
sion the proportion of total corporate public long-term financing ac-
counted for by stock issues has not been significantly higher than it
was in the 8 years prior to 19585. The evidence does not support the
contention that these provisions of the tax law have encouraged in-
vestment in, or the issue of, corporate e%t;ities.

We recognize that an argument. can be made in favor of postponing
action on this item until it can be considered in connection with over-
all tax reform. This in effect was the position taken by the Ways and
Means Committee. However, we feel that the case on the merits is
clear and do not see why this matter shotild be post{)oned. Therefore
we recommend that the dividend credit and exclusion be repealed as
of July 1, 1962. The resulting annual revenue gain would amount to

$475 million,
SUMMATION AND REVIEW

. H.R, 10650, as you have it before you, is a good piece of tax legisla-
tion. It will provide a much needed stimulus to the growth of the
American economy, help substantially to alleviate our balance of pay-
ments problem, and achieve important gains in the area of tax fair-
ness and neutrality. But as I have pointéd out, we feel that there are
certain improvements that can and should be made.

_The following are my principal recommendations for changes in the
bill. The investment credit should be restored to an 8 percent level
and it should not be extended to regulated public utilities, including -
gas pipelines. Depreciation with respect to all real estate hereafter
acquired should be limited to an amount not in excess of the deprecia-
tion allowed under the straight-line method. Gain on the sale of all
real estate should be treated as ordinary income to the extent of depre-
ciation for taxable years beginning after December 31, 1961, subject
to a sliding scale’ cutoff for property held more than 8 years,
provisions dealifig with entertainment and travel expenses should be
strengthened in the manner I have suggested. Provisions for taxa-
tion of mutual banks and savings and loan associations should also
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be strengthened in order to achieve substantial equality in the taxa-
tion of competing financial institutions, The deferral now permitted
under the bill to mutual fire and casualty companies should be elimi-
nated, with the result that these companies would be taxed on the same
manner as stock companies. Tax fairness, revenue requirements, and
our balance of payments position all demand that the tax deferral
privilege now enjoyed by controlled foreign corporations in indus-
trialized countries be eliminated. The provision in the bill which per-
mits the deduction of certain lobbying expenses should also be elimi-
nated. Finally, the dividend credit and exclusion have proved in-
effectual in meeting the objectives they were designed to serve and
should be repealed.

Table 3 glresents the revenue effects of the bill, for a full year when
all of the changes are fully effective, but without taking into account

the effects on the economy of its various provision.

TAsLE 3.—Estimated revenue effect of H.R. 10650, when ochanges are fully effec-
tive, without any consideration of #ts stimulative effects on the economy

[Millions of dollars}
As pt:ged With
by the Trempmg
ouse %o
angoes
e on Sorsolable BropeFtY Lo o o o 3 3
nghgolslamg on dividends ard Batersste m ool Il
EXPOnse a000UNTS. o .. .ocee o uercaraccacracoascenserrecnccascaceasnasanasnanee . 128 250
Mutual banks and savings and Toan associations......_.....oo.o_oo0llll 365
Mutual fire and casualty companies. ...ecceeceeeemennuecerecaeevacccneccnnns 50
Coopem}lves......_.......-.........-..................-......-............'. 38 35
Forelgn items;
Controlled forelgn cOrPOrAYIONS. - .-« oo eeeeeeeceeccecaeceeacaamaenaas 85 +230
Qross-up of dividends. ... .o oeee..... cteecececnecsvcseanmsuenne . 30 Iao
All other fgrelﬁn 173 1Y TSR 30 50
Repeal of the dividend credit and excluslon.........cecueereceoeeecceenneceae]oncececacnnnan +478
Okl ..o ccccreeccecennecccaesnesancnecsnnessenanassceneasnannee 4120 +965

1 At levels of Income and investment estimated for the calendas year 1063, except for mutual thrift insti-

tutions, for which the revenue gain is based on income estimated for calendar {gr 1963,
? Including effeot of restricting depreciation deductions for real property to straight-line method.

Source: Office of the Secretary of the Treasury, Office of Tax Analysls, Apr. 2, 1962.

The revenue effects are presented both with and without the effects
of the ¢ proposed by the Treasury, You will note that for the
full ¥ear the bill 1s more than balanced. As passed by the House
it will yield a revenue surplus for the year of $120 million. With
lhgiI;I‘reasury’s proposed changes this revenue surplus rises to $965
million,

In examining the revenue effects of the bill-for the fiscal year 1963,
it is necessary to follow the procedure employed in developing revenue
estimates for the budget and take into account the impact of the
investment credit and other features of the bill on investment, income
profits, en}IPIOyment, and other factors affecting tax bases and
revenues. Thisapproach isessential for fiscal 1963 because the revenue
consequences of the bill must be coordinated with budget estimates.
On this basis, table 4 indicates that, as passed by the House, H.R. 10650
will reduce budget receipts by $320 million for fiscal year 1963, while
incorporating the Treasury’s proposed changes will yield a revenue
gain of $90 million. -
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TABLE 4—Estimated net revenue effect of H.R. 10650 for flscal year 1968, after
taking partial account of its stimulative effects on the economy

(Millfons of dollars)
Recommended | Aspassed | With Treas-
effective date l})ly the jury proposed
ouse changes
Investment taX Credit.eeeeeuuean eoacanncncncacecancsccens Jan. 1,1962...... -~ 560 -~468
Ca% gaing on depreciable Property......ccceecccacccece)eacas [+ [ NN EI +38
Withholding on dividends and interest. ....ccceeeeene... Jan, 1,1083. ... +108 +198
Expense acCoUNts. ....cececacnssancans . July 1,1963. ... +40 +80
Mutual banks and savings and loan associations.......... Jan.1,1063...... . eecennsorannen
Mutual fire and casualty companies.. . ....eveeeeeucecacne]enaan [ 1 RN IR Do
Cooperatives.......cceccecncaccccoccoccccccanca do... eelereesnenscanca
Foreégn tr‘gﬁsci forelen corporatt do

on lorelen rations. . ccereevabacenncacacas DO [ Jp ceecmeescasfosnenennnnnan
Gross-up of AIVIdends.........o..oeemeses R Jan, 1, 10621 --o|-oTooniee 3
All other forelmm ftems. . .....ccueceeececcacceanccaecnee Varlous. ........ +5 +5
Repeal of the dividend credit and exclusion............... July1,1002. ... feeceenccnnaana +240
Total (308 NOB)-euecucencuauccencecranancocane cane -~820 +90

't The effective date of the bill is Jan, 1, 1963,
Nore.—In estimating the net revenue cost of the investment credit, its favorable effects on tl:'e lave{ulgt

investment were computed from statistical fonships In past years between {nvostment an

changes In the cost of 'éapmu &oods (prontabmty and c'a’uh flow, Yl‘hu proocedure thus does not into

account the especlally favorab) lmpm‘on businessmen's decisions to invest of the sudden major improve-
enac

ments in these factors resulting I tiont of the credit. Taking this into account should produce
more favorable effects and ahllazrg:%rplus than the small et revenue gain shown In the table. P

Bource: Ofoe of the Bocretary of the Treasury, Office of Tax Analysis, Apr, 2, 1062,

The es presented in the table, however, take onl%gartial account
of the stimulative effects of the investment credit. ey ignore the
especially favorable impact on businessmen’s decision to invest of
the sudden major improvements in the cost of capital goods, or profit-
ability of investment, and cash flow that will result from the enact-
ment of the credit and are based, instead, on relationship in past years
between gradual changes in these factors and investment. ith
proper consideration given to this fact, it is clear that the bill as it
stands is assroximately in balance and that with the Treasury’s
proposals added we can confidently expect a larger surplus than the
small net revenue gain shown in the table.

The provisions of this bill should be regarded as the first major
step in the tax reform program envisaged by the President when he
delivered his tax message of 1961, The second step will be presented
in the tax reform message which he is planning to send to the Con-
gress later this year. By the time the second step comes before You
for your consideration the revenue gain we expect the present bill to
produce in a full year may provide some of the leverage that, together
with the broadening of the tax base, will be needed to permit a sub-
stantial readjustment of income tax rates.

In view of the importance of the investment credit it is desirable that
this bill be enacted as soon as possible. To accomplish this end I hope
that you will concentrate your efforts on the subjects recommended
by ‘the President without the injection of new issues at this time.
While there are many changes in the tax system that warrant con-
sideration, they can better be treated in connection with the next step
in the program,

Thank you, Mr. Chairman,

(The exhibits referred to follows })
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EXHIBIT I
THE INVESTMENT CREDIT

A. (Qreater Efficiency of the Credit as an Investment Stimulus, Compared
with Alternatives

Table 1 - Profitability of Investment and Cross Revenue Cost Under the
Investment Credit, Including Partial Credit to Utilitles and

Alternative Investment Incentive Programs

Table 1 presents a summary analysis of the effects of the investment
credit, compared with alternative proposals on the rate of return \after
tax) on a typlcal investwent in a 15-year asset, It also shows the
agsociated revenue loss in the first full year and over the first 5 years
vhich would result from each of these alternative approaches.,

This comparison shows that the investment credit would be superior
to any of the alternatives as a means of increasing profitability of
investment for the revenue loss involved, (A detailed explanation of
the calculations underlying these profitability estimates appears in the
Appendix to Table 1, A Detailed Explanation of the Method of Estimating

Profitability of Investments).

As the analysis demonstrates, an 8 percent investment credit would
increase the rate of return on a 15-year investment earning 5 percent
after tax under present law with straight-line depreciation or 5.6 percent
with double-declining balance depreciation to 7.3 percent. A 17 percent
initial allovance which would involve somewhat greater revenue losses
would increase the rate of return to only 6.1 percent or by less then
one-third as much. To produce a stimulative effect on profitability
equivalent to that of the 8 percent credit by mesns of an initial allow-
ance approach, it would be necessary to provide a 40 percent initial
write off. Such a 40 percent initial allovwance would reduce revenues
by some 2-1/2 to 3 times as much as the credit.

Compared with accelerated depreciation formulas which would operate
by increasing annual depreciation by a prescribed percentage, an 8 percent
credit would be more than 3 times as potent in stimulative effect as a
20 percent speed-up in depreciation which would cost nearly half as much
revenue over the first 5 years. As the table shows, it is equivalent to
a 90 percent speed-up in depreciation which would cost nearly twice as

much revenue over the first 5 years,

As shown in Table 1, an 8 percent credit increases profitability
‘on a 15-year asset by almost as much as 5-year smortization, which would
cost more than 2-1/2 times as much revenue, For shorter-lived assets,
the credit would have still greater effect in increasing the rate of
return, vhile 5-year amortization would have less effect. .
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A comparigson between an 8 percent credit and triple-declining balance
depreciation indicates that the ¢redit would increase the rate of return
nearly 2-1/2 times as much as the triple-declining balance formula which
would cost over 50 percent more revenue in the firet 5 years.

The 7 percent credit proposal would involve a reduction in bepefits
by one-elghth or 12.5 percent on a given investment.. The effect of the ;
credit on rate of return on assets would be reduced proportionately. However,
even at the reduced 7 percent rate, the investment credit 1ls vastly su-
perior in its effects on profitability to incentive depreciation proposals

costing the same amount of revenue,

Table 2 ~ Rate of Return on Investments with Different Economic Lives
nder Proposed Investment Credit

This table shows the comparative impect of both 7 and 8 percent credits
on rates of investment return for assets with different lives, ranging from
I to 20 years., This analysis indicates that the credits would have greatest
stimulative effect in the 6- to 15-year asset life range which comprises a
major segment of productive machinery and equipment.

Table 3 - Present Diecounted Value of Future Tax Deductions

This table provides a systematic analysis of the present discounted
value of future tax deductions and benefits under the 7 and 8 percent credits
and various depreciation formulas. These calculations are made for assets
of different lives and assume & $1,000 investment, a 5 percent rate of dfs-

count, and a 52 percent tax rate.

' This table affords a basis for evaluating the actual benefit of ac-
celerated depreciation proposals ag compared with the investment credit.

The figures show, for example, that the present discounted value of double-
declining balance depreciatior on a 15-year asset is $408,58 and would be
{ucreased to $453.15 with a 4O percent initial allowance. Thus, a 40 percent
initial allowance on a 15-year asset would increase the present discounted
value of depreciation deductions under the double-declining balance method
by $44.57 ($453.15 - $408.58). This particular benefit is slightly more
than half the $80 present value of an 8 percent investment credit.

B. Need for the Investment Credit

Table 1 - Machinery and Equipment Gross Capital Formation es a& Percentage
of Gross Nationsl Product

Teble 1 presents a sumnary comparigon of machinery and equipment
gross capital formation as a percentage of grose natiomal product for

82460 O~ 62~—pt. 1§
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the United States, selected leading industrial countries, and the combined
average for the European membersof the Organization for Economic Cooperation
and Development (0.E.C.D.), snnually, for the period 1950-1960,

These data show that the machinery and equipment ratio for the U. 8,
vas in general substantially lower than that of the various countries shown.
In 1960, for example, the U, 8, ratio was 40 percent lower than that of the
United Kingdom, 55 percent lower than that of Germany, and Uk percent lower
than that of the combined average of the European wembers of the 0.B.C.D.
This confirms a finding by the Mechinery and 'Allied Products Institute based
on similar 0.E.C.D, data that in terms of its productive equipment ratio,
the United States is spparently at the bottom of the list of leading indus-
trialized countries. Moreover, the U, 8, ratio trended dovnward during the
1950-60 period while the ratio for the European members of the 0.E.C.D. in-

creased by almost one-fourth.

Table 2 « Average Annual Increase in Oross National Product at Constant
‘ Fi"Icegr, Belected Industrialized Countries,

This table discloses the fact that for the 1950-60 period as a whole
the average rate of economic growth of the United Btates, measured in terms
of changes of GNP in constant dollars, was lover than that of any other of
the leading industrial countries, with the exception of the United Kingdom.

Comparison of the ranking of the countries in terms of growth rate
shovn {n Table 2 with the ranking with respect to the wachinery and equip-
ment ratio shown {n Teble 1, indicates a significant direct correlation
between growth and investment in machinery and equipment.

Teble 3 - Gross National Product snd Business Expenditures for New Plant
an u nt, 1951-

This table compares changes in GNP and business plant and equipment
expenditures in the U, 8. in current dollars for the period 1951-61.

During the period, GNP increased by $192 billion or 60 percent while
business plaut and equipment ocutlays increased by roughly $9 billlon or
35 percent, Moreover, during the latter half of the period, vhile GNP rose
about one-fourth, plant and equipment outlays receded. From a high of $37
billion in 1957 these business capital expenditures decreased to $34.5 billion
in 1961, a decline of T percent, This divergence between GNP trends and
plant and equipment outlzys mey be further understated to the extent that
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equipwent prices have risen more than the aversge prices entering into
the measurement of GNP (GNP deflator). The grovth in business plant
énd equipment expenditures has lagged behind the general U, 8., growth
rate, vhich in turn bas been relatively low as compared with that of

- most other countries. .

Table 4 - Estimated Age of Oross Btocks of Business Equipment

This table, based on data compiled by the Machinery and Allied
Products Institute, shows a creeping rise in the aterage age of our
business equipment since 1955. 1t also sliows ‘a striking increase in
the proportion of equipment over 10 years o0ld from about one-fourth
{n 1954 to more than one-third in 1959.

An aging stock of productive facilities, such as that shown in
this table, is not characteristic of an economy which is increasing
its efficlency through formation of new equipment in proportion to

its genersl growth. -
O. Ressons for the Exclusion of Public Utilities from the Investment
Cre , '

This exhibit contains both a summary of the reasons vhy it would
be inappropriate to grant the credit on investment by the regulated
public utilities and a detailed discussion of the pertinent consid-
erations, with supporting evidence,
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EXHIBIT I-A

Table 1

Profitability of Investment and Gross Revenue Cost
Under the Investment Credit, Including Partisl Credit to
Utilities, snd Alternative Investment Incentive Programs

[ Ox"ou revenue cost

]
Rate of return
Proposal : on assets vith ‘ n’.'t.:m.: n":r:“.
; 15-yesr lives _/ — TTers
Present law, deprecistion taken under '
“Straight-line method 5.0 o= .-
Double-declining balance method 5.6 - .
Proposed investment credit,
depreciastion taken under double.
declining balance method 3/
8 percent oredit 4 : 7.3 1.8 9.9
7 percent aredit &/ (1.1) (1.2) (6.6)
Incentive depreciation proposals
Initial sllowances, vith double-
declining balance depreciation
5.3 2h,1

4O percent initial allowance 1.3
17 percent initial allovance 6.1 2,2 10,2

Acceleration of depreciation
othervise alloved under double-
detlining balance methodss

90 percent inorease in annual .
depreciation 6/ 7.3 1.3 19.0
20 percent incresse in snnual .
depreciation’ 6.1 "3 b2
WVHET L Jaednsvie ] dasneag O o
Five-yesranartaationo i 10 copnis burfon TS 10 nsntn ) HeFnt 15 s 25 1.
NS wabne buralingal kY daovizaval wen [la dang f~.znm Al ':‘r
W1P1°'°.°1W'hm-ﬂﬂmmtim‘§/w il"ﬂ'6‘3ﬁ ¢ "\ agl o vJ ~e 1505
Tra v adennd Tl faeew gy ). e

ice e sacretnry, “Breasury v bo etm KY I STRRRPRE FIRPYY A oo 3

Office of Tax Analysis

Ses next page for footnotes.
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Footnotes!

1/Rste of return is calculated on the assumption thst gross revenues deoline with
the length of time that the mschine is in plsce. A 350 percent tax rete is used,

Alternative asaumptions yield siuilsy results,
g/aevenuo cost 1s'based on the assumption that about half of the nev sesets are

deprecisted under straight-line and half under deolining bslsnce methods, The
cost 18 gross as recoupment of revenues frou increased tax yields is disregarded.
Allovances sre made for loss corporations. ‘

The gross cost assumes a 5 percent annual growth in investment for all
wmeasures, A more reslistic calouvlation would prorate growth according to the
impact that such proposal has on profitability, o

3/sipiler computations vith slternative depreciation methods indicate that the
oredit increases rate of return by en approximetely constant number of peroentegs
points, ' ‘

4/Revenue estimates for alternative proposed 7 and § percent oredits take account
of accompanying variations in the treatment of public utilities and in the
;:otu:ory limitations on the amount of the credit applicadle to the current tax

ability, :

The purpose of comparing the rate of return under a 17 percent initial allowvance
vith the 8 percent investment oredit is to provide & comparison in vhich the
present value of groas revenue cost under both investment incentive plans is
equal over the first five years., The net revenve cost of the 8 percent invest-
went oredit will be smaller than the net revenue cost for the 17 percent initisl
allovance because the oredit stimulates more investment and recoupment; however,
gross revenue cost of the 1T percent initial allowonce vill be smsller than the
gross cost for the credit if present value of qost over & pericd longer than five
years is considered. ‘

6/Thé 13.3 percent deprecistion slloved in the first year under present methodsis
increased to 25,2 percent, Depreciation in the second year is increased from
11,6 percent to 22,0 percent, sndi so forth, untll 100 percent of thé investment

has been depreciated, |
The cost oumulates to $15.2 billion after ten years, compered to $18.9 billion

for the 8 percent investment oredit, .

8/As the profitability effect of this method hinges on the shift to nev deprecisticn
mothods, it {s assumed that all nev investment is deprecisted under triple-deolining
balance for purpose of the revenve estimatas, Any investment not deprecisted under
triple~declining balance vould reduce cqst but vould simultsneously eliminate the
inoresse in rete of return sssociated vith the nev method,
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AFPENDIX TO TABIE 1
EXHIBIT I-A

A DETAILED EXPIANATiUN OF THE METHOD OF ESTIMATING PROFITABILITY OF INVESTMENTS

Principles Underlying the Profitability Calculations

The profitability, or rate.of return, of.an investment -is calculated
in the same manner as the g:em on a bond, The buyer of the bond (or
fnvestment) (1) projects the return obtained after tax, year-by-year, and
(2) finds that rate of discount which réduces future returns to the price
of the bond (or asset). That rate is the yield, profitability, or rate
of return of the bond, To give a simple example, a.20-year 4 percent
bond, selling at $7T71, has & rate of return of 6 percent (before taxes).
The in interest received annually for 20 years plus the return of .
$1,000 in the twentieth year exaotly equal $771 vhen they are discounted
6 percent per ‘-:ar, compounded. To calculate rate of return after taxes
involves the . computation except that the income fros interest coupons
wmust be reduced by the amount of income tax payables, and the terminal
repayment of $1,000 by the capital gains tax assessable,

The investor in equipwent cannot foresee revenuss with the same
accuracy as the bondholder, Nevertheless his rate of return is based on
the identical, albeit more uncertain, calculation.. A manufacturer
investing $1,000 in an asset expected to last 4 years and yield $300 cash
return net of taxes in each year of operation, would obtain a 7,7 percent
rate of return, The computation is illustrated in the table below:

Present value

of the cash
Cash return return discounted

Year {after tax) at 7.7 percent
1 : $ 300 $ 278,56
2 300 . 258.63
B 300 240,12
300 222,96

Total $1200 ) $1,000.27

If an 8 percent investment credit is granted to the investor in this

" example, his cash return at the end of the first year is increased to $380.
The rate of return over the L.year life rises to 11,1 percent as shown in
the table below, The increase in profitability from 7.7 to 1l.l percent
(approximately Ui percent increase) measures the incentive effect of the
‘investment credit. .
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Present value

of the cash
Cash return y return discounted
Year (after teax) at 11.1 percent
1 $ 360 - $ 3ha.0k
2 300 243,06
z ’ ‘300 218079
300 196.92
 Total . $1,200 $1,000,82

This calculation method wvas followed in the Treasury calculatious of
profitability, Revenues after taxes were obtained by waking three assump-~
tions: (1) the applicable tax rate is 50 percent, (2) the rate of return .
after taxes obtained under present lav and straight-line depreciation wethods
is 5 percent, and (3) the amount of revenue that an investwent yields tapers
off, so that net revenues in later years are smsller than net revenues in
early years. The declining net revenue assumption is based on the idea that
waintenance costs rise with the age of the asset and demand for its product
way decliune with the passage of tiue.

Explanation of Increase in Profitability Associated with the Investwent Credit

(1) Under straight-line depreciation a $1,000 10-year investment must
produce $1,242 (cash after tax) in order to yield a rate of return of 5 percent.
That is,. if each yeart's cash flov is discounted by 5 percent interest, coa-
pounded annually frow.the date of investment, the total present discounted
value of the cash returned by the investment equals $1,000.

(2) A switch to double-declining balance depreciation raises the rate of
return from 5.0 to 5.6, as taxes are reducéd in early years and the investment
yields a higher proportion of its cash return in those years of its life. A
comparison of cash flow available with both methods of depreciation is shown
in the table below,

*  Revenue under

t 3
$ double-declini

: Net revenues after taxes ' h:ao:c:ele:: rev:guc

: 3 t under straight-

: ! Double-declining 1 1ine depreciation

t Straight-line ¢ balance: 3-—g“r%r—g-mma. =
Year ¢ depreciation $ depreciation $ year i difference
1 184 $ 23 450 +20
2 an o 202 +31 W1
3 158 172 +1h 495
" 135 146 +1 496
5 131 122 \ -9 7
Y I ié @ W
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(3) The 8 percent investment credit increases rate of return from 5.6
to 7.9 percent by increasing the cash return of the asset during its first
year of operation by $80, that is, from $234 to $314. That is, the total
cagh return frow the asset 1s increased to $1,322, and the rate of discount
- which will make the present value of $31lU in year 1, $202 in year 2, etc.,
equal to the price paid for the asset, $1,000, is 7.9 percent.

(4) A 7 percent credit would only increase the first yearts cash return
by $70. It therefore produces only 7/8 of the increase in profitability
agsociated with the 8 percent credit. (7/8 of the 2.3 increase associated
with the 8 percent credit is 2,0, Profitability under the 7 percent credit

therefore rises from 5.6 to 7.6 percent.)

The Relationship Between Profitability and the Cost of Funds

The increase in profitability of investment associated with the investwent
credit way be regarded as equivalent to a reduction in the financing costs of
nev investwent. . In other words the increase in profitability has the same
effect on the firm's ability to finance new investment as & reduction in the

rate of interest. .The argument follows:

‘ (1) It is assumed that assets are debt financed under a level paywent
plan whereby the principal snd interest are repaid over the life of the asset.

(2) For a 21,000 15-year investment the annual payment of interest and
amortization is $96.34 if the interest rate 18 5 percent. If an 8 percent
fnvestment credit is available, the net cost of the assset is $920 end the
associated payment is 92 percent of $96.34 or $88.63.

(3) If the interest rate drops to 4 Eercent, the level payment on &
15-year tnvestwent of $1,000 becomes $89. while if the interest rate 1s
3:1/2 percent the payment is $86.83, The $88.63 cost of financing the $920.
at 5 percent clearly lies between the. cost. of financing the full investment
of $1,000 at 3-1/2 percent and the cost at 4 percent. Interpolating between
these amounts yields a 3-2/3 interest rate which is the interest rate that
achieves the same reduction in finsncing cost as the 8 percent credit.

(4) For a $1,000 10-year asset the financing cost at 5 percent interest
18 $129.50. 92 percent of that amount is $119.14, the financing cost vhen
.the 8 percent credit is available, The financing costs of $1,000 at 3-1/2
percent are $120.20 per year; at 3 percent the financing costs are $117.20.
We conclude that.for 10-year assets the financing cost, when woney is at
5 percent and the 8 perceant credit is available, 1s equivalent to the
financing cost without a credit vwhen money is at 3-1/3 percent.
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Teble 2

Rate of Return on Investments with Different
Economic Lives Under the Proposed Investment Credit

tRate of return after tax on assets vwith Lllves of:
: b years : 6 years : 10 years : 15 years : 20 years

Present lav
straight-line depreciation 5.0 5.0 5.0 5.0 5.0

double-declining balance
depreciation 5.7 5.6 5.6 5.6 5.5
Investment oredit with
double-declining balance
degrectotlon 2 7.8 7 7 6
percent proposal T. . .9 3 9
7 percent propossl (1.0) (7.6) (7.6) (7.1) 6.7)

Office of the Secretary of the Treasury April 2, 1962

Office of Tax Analysis
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Table 3

Present Discounted Velus of Puture Tex Deductions
5 Percent Rate of Discount °
$1,000 Asset, 52 Percent Tex Rate

H H k] H
! 1 6 years ; 10 yeare , 15 yeors , 20 yvars

%Nd‘tlon mathods Euﬂ allovud ‘ .

’ -lin8 /] on “1.” m.Gl m 082
Double-declining belance depreciation 1/ ¥0,02 M6.ah  K08.58
Sum-cf-the-years-digits depreciation M80.6h  hS2.3%  h20.AS

8 rcent fnvestment oredit with
Btrelght-1lne depraciation 51h,09 501.61 :g.ea
b. Double-declining balance deprecistios )/ 533.12  526.1h 38
0., Bum-of-the-years-digits deprecistion - 533.64 532,34 500,45

30,22
376.33
391.91

k20,22
56,33
Mo

rcent investment credit with .
u-."aﬁi'{m- ne depreciation 891.61) (M. k10,22
b. 'Double-declining dbalance depreciation 1/ szz 12 516.1h) (W78, ze uo6 33
o, Bum-of-the-years-digits depreciation 527.6% 522,3h k90, §61.97
Incentive depreciation proposals
Expensing in yesrs of purchase 520,00 520,00 520,00 520,00
Five-year amortization k72,78 k72,78  'h72.78 72,78
Initial sllovances with double-deolining
- bajance daprectation I/ A96.05  M7TR.67  Ms3.5  A33.88
percen o o . . .
17 percent 486.99 427,80 400,
Acceleration of depreciation othervise
alloved undsr doudle-declining belance
methods
. 20 percent increase in annual
90 percent incresse in annual 10,02 495.50 “77 A9
“mﬂ“tlm o . . .
Triple-declining belance deprecistion 391.00 §69.57 h39.19 hla.g
m}m - April 2, )
Ooffice of Tex Ammu w » 1962
© 1/ Computed with svitch to straight-1line metbod.
ch

Note: Present discounted values ere computed as of the end of the year l: whi
n

the {nvestment is wade, using the compound discount formula
! o pu{T+r)0

(assuming & 5% rate of dlecount).




Table 1
muwmmmrm—umuam of Gross National Product
T 6D Nembers : : s : s - ;
Yoar : of e::d:;:.g.n. : Canada : France : Germany : United Kingdom : United States
1950 8.0¢ 8.3% 7. 9. 7% 7.0 6.6%
1950 .83 a8 8.2 0.2 72 6.

* ags2 8.2 8k 7.7 10.5 6.8 62
1953 S 8a 8.7 T 10.5 6.9 6.1
1956 8.k 1.9 T4 n.2 7.2 5.7
1955 8.9 17 7.9 123 1.6 . 5.8
1956 9.1 9.0 8.3 12,1 17 6.5
1957 9.2 9.2 a.8 1.3 8.2 6.k
1958 "9 ' 7.;r 8.6 .3 83 - 5.2
1959 9.2 7.8 8.3 LI Y 8.2 5.3
1960 9.8 7.6 8.h 12,1 9.1 5.5

ozg;:: ;bmm of the Tressury April 2, 1962

1/ mmuw.-, Luxssbours, Frsace, Germsay (F.R.), Italy, Setberlands, Austris,
Denmark, Greece, Iceland, Irelsnd

mmnmn-.

Note: mmmu-qumc
but excluies such equipment used for

¢4 ’“W: !um Sweden

dxta for Spain.

mllitary purposes.

Source: Q.K.E.C, Statistical Bulletin, July, 1961.

y, Switserland,

Turkey,

mwwmmm,

€-X SICIHXK

961 40 JOV ANNTATY

611
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Table 2

Average annual increase in gross national product at
constant pricos, solected industriclized countries, 1950-60

“Country s _Percent
Japan | 8.5% 1/
Germany | T.5
Austria 5.9
Italy 5.8
Netherlands L,
France b6
Switzerland 4.3 ‘ 2/
Canada 3.7
Sveden 35
Belgius 3.1
United Btates 3.0
United Kingdom 2,6

Office Of the Becretary of the Treasury
Office of Tax Analysis April 2, 1962

1/ 1953-60
2/ 1954-60

Sowrce: Machinery end Allied Products Institute,

Capital Goods Review, January, 1962, p. .
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Table 3

Gross National Product and Business Expenditures
for Nev Plant and Equipment 1951-61

(in current dollars)

H

e oo oo

¢ G.N.P. Business expenditures f:r
: H nev plant and equipmen
(biiiions of'ﬁ%ﬁnu) =

1951 $329 $25.6

Y5 % ¥

1954 363 26.8

1955 398 28.7

1956 419 35.1

1957 43 37.0

1958 k5 30.5

1959 hga 32.5

1960 5 35.7

1961 521 3.4

Office of the Becretary of the Treasury April 2, 1962
Office of Tax Analysis

Source: Economic Indicators, March, 1962,
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Table &
Estinated Age of Oross Stocks of Business Equipment ;_/
294742959,
Average . Percent
age’ . over
L ——— W pxes

14T eeeee 9.5 yrae 35,63
19LBeeeee 9.0 32.6
19490 0ecs 8.8 30,9
1950sc 000 8.7 30.2
195Le0ece 8.6 30.2

1952000 85 B
1953es00e: 8.5 2.8
219580 00es 8.6 25.7
19550 00es 8.5 25,9
195600000 8¢7 2Tl
1957 vense 8.8 29.8
195800000 9.0 32.4.
195900000 940 - 33.4
1960....';_ n.a. ﬁ..f.
, 1961000 Nl Nedo

0ffice of the Seoretary of the Trai’omiy 'Ap-jrfu 2," 1;62
Office of Tax Analysis ‘

Sources Machinery and Allied Products Institute

1/ Includes egricultural equipaent.

' Nede Not available.
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| EXHIBIT 1-C
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REABONS FOR THE EXCLUSION OF PUBLIC UTILITIES FROM THE INVESIMENT CREDIT
Public utilities are regulated monopoly industries vith legal obliga-

1.

tions to serve public convonlenco and nscessity.

1. Investment in utiutie- thus is dntcrnimd by wblic
demand,

2, The rates utilities charge consumers for their services
are determined in & menner that allowe Just apd reason-
able rates of return on investment, Cost of interest
payments is considered an expense and return on equity
is set sufficiently high to attract the capital rcquired

to serve public needs,

3. It is questiopnable of the oredit, if

extended to utili1es, would be passed

dends, or retained., Whether or not
oflected in'reduced vica chsrges, the xegu-
ocess would be gravelly a cated by confliqt-

N that the
/amlt, avail-
n7 :chi:vn its
:g tives td induce
~the pub).io and

Moreover, the rapid expansi
the indus and the necessity for certifying
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b,

5.
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The lack of evidence in support of the need for capital
in small utilities, coupled with the concentration of

utilities' investments in firms with ready access to the
capital market, does not eupport the need for the credit

‘as & source ot capitsl,

Recent unsatisfactory experience with accelerated amor-
tization in the electric utility field, oculminating in
the refusal by Congress to issue further amortization
certificates in 1957, is 1llustrative of problems involved
in attempts to stimulate public utility investment.

III. Aessuming the credit were granted to the utilities, but passed on to
oonsumers, in lover service charges, thers would be little benefit
to the economy and an aggravation of present probless in rate-meking

procedures,

1.

2,

3.

v,

The pass-through of the credit to users vould not produce
significant decreases fn utility rates, Federal Power
Commission data indicate that a pass-through of the oredit-
to consumers would deorease the average houssholders!
electric bill by a mere 7 cents a month, .

A reduction in rates of this magnitude would have an
ineignificant impact on the level of consumer and

industrial demand, .

Rate regulation agencies would be faced with an impossible
task in monitoring rates to follow the fluctuating invest-
ment expenditures and accompanying investment oredits for
vwhich utilities would be eligible,

The primary goals of the investment credit would not be furthered by

including utilities,

1,

The investment credit is needed to ensoursgs investment
in firms requiring modernization of equipwent in order
to ocompete with foareign producers for markets here and
abroad, to stimulate domestic stagnant economic copdi-
tions, and to strengthen the internationsl competitive
yosition of American industry, By their nsture utilities
produce for a domestio maerket and are not subject to

fareign competition,
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2, (Grenting the credit to utilities would cost $300 million

under the b percent proposal and $225 million under the
3 percent proposal. Little productive use vill be made
of that amount, and the net cost to the govermment will
be substantislly bigher then {n menufacturing wbere com--

petition vill enforce productive use of funds.

82190 0—62—pt.1—90

125
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DETAILED ARGUMENT POR THE EXCLUSION OF PUBLIC UTILITIES FROM THE
CREDIT AND SUPFORTING DATA

1. Utilities! Tnvestment Needs Are Determined By Public Demand

The public utilities are regulated monopoly industries vhich are legally
obligated to serve public needs and vhich construct their facilities on a
demand basis to wmeet public requirements., Studies of investment in both the
tolephone and electric power industries conclude that the relationship between
present demand and capacity is the primary déterminany of investment. Investe
ment in utilities does not occur spontaneously to create new demand but is

deteruined by demand, 1/

2, Utilities Are Reg%ged Monopolies Afforded the Opportunity to Earn Just
und Reasonable Rates of Return After Tax ’

In return for their authorirzation to operate as regulated service corpor-
ations, they are assured consumer rate charges which will cover their costs of
operation, including Federal income taxes, plus a Just and reasonable rate of
return on investment, This rate of return is set so as to attract the capital
needed to serve the public convenience and necessity. 2/ For the vast majority
of utilities the rate of return presently available, vhen adjusted for the lnck -
of risk on that investment, equals or exceeds the rate of return in other

. industries. Furthermore, the rate of return is gauged to enable the utility
to obtain adequate capital at whatever cost is required.

(See Appendix A to Exhibit I-C,)

Because the corporate income tax is treated as a cost of operation, the
utilities and their fnvestors do not bear the burden of the tax. ‘They are
therefore not subject to the disincentive effects which the tax may have on
investment decisions of other industries not sheltered by regulated monopoly
In addition, the risk of investument in the utility ficld is less

conditions,
than in industry generally. The utilities have no difficulty raising capitnl
needed for expansion. \. )

3. Utilities Will Not Raise Investment Significantly in Response to the
Credit

: Hith & captive monopoly market, guaranteed rates of return, ready ncces.
to capital funds, and need for nev investment' determined largely by long-range
trends in consumer demand, public utilities are not likely to respond in the

1/ See Avram KisslegofT and Franco Modiglienli "Private InvestmonG in Cho

~ electric pover industry and the acceleration principle,” Review of Yconomica
nnd ftatistics 39 (1957), pps 363-379 and Paul G. Clark, "the tedephone
industry: o study in private investment," in Wassily Leonticif, Utudius in

the structure of the American economy {(New York: Oxford Univeraity Press

1953 PP 9%
2/ Typtc;ny the firm's rates are individually regulated in such n way an to
provide the full amount of revenue required to service its lon;-term debt

and preferrcd stock, as vell as a return on common stock which in “ratr",
as judged by price carning ratios and.similar measures of the cost o'

equity capital, ) )
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sape manner as other industrisl corporstious operating in couwpetitive urkot-
to tax incentives such as the iuvestment credit, .

Unlike manufacturers vho can stimulate new warkets by developing new
products, the gas and electric utilities offer s coumwodity that has changed -
ioperceptibly over the past half century. They cannot stisulate nev types
of demand that the manufacturing firw can tap with nev products: Rather the
utilities? nev investment satisfies groving consumer needs that they are
legally required to meet and that they can readily proJeot. for the yoan
.Mﬁdo

k., Experience With Awortization Program in Reguuted Industries wu
Unasttsfacfog

The unsatisfactory results of attempts to stimulate pudlic utility
investment are exemplified by the recent experience with accelerated
amortization in the electric utility field, This experience vas critically
revieved by the Congress vhen it restricted the further issuance of aworti-
zation certificates in 1957. Chairman Byrd of the Senate Finance Committee,
in commenting on the matter in 1957, stated that he regarded such rapid tax
write-offs for utilities as without any justification vhatever decause
utilities are guaranteed profits. 1/

The report of the Senate Judiciary Cowmittee made by its Subcommittes
on Antitrust and Monopoly concerning the experience of regulated nduotrm
under rapid amortization stated:

"Grave consequences have followed the enorwous grants of tax
amortization to operating utilities in the electric power field.
Consumers have fared badly, for the Federal Pover Cowmission rules
that lover rates were not the purpose of the tax amortization
statute, and the courts have sustained the FPC, As a result of the
hearings, the Federal Povwer Comuission surveyed operating utilities
and it vas established that to an unsuspected extent, tax-free
dividends were being paid, Public power witnesses complained of
predatory practices by utilities enjoying the lower uet taxable incomwe
coming from high-depreciation charges, and the subcommittee obtained
a listing of all acquisitions wade by utilities subsequent to
obtaining amortization.” 2/

(See Appendix B to Exhibit I-C)
1/7U. 5. Senate, Comaittee on Finance, Rapid Amortlzation of Ewergen
Facilities, Hearings before the Cwui{see on Finance Iﬁfy-?g%ﬁﬁ
Congress, First Session on 8. 1795, May 1 and 9, 1957, p. 9.
2/ U, S. Senate, Committes on the Judiciary i - Subcomaittes on Antitrust and
te

Monopoly, Rapid Amortization in Re Industries, Eighty-fifth
Congress, Second Session, Senate Report No. 1300, Narch 12, 1958, p. 67.
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5o Investment Credit Would Tend to Be Pasged On to Consumers and In
the Process Gravely Complicate Rate Regulation

The extension of the investment credit to the utilities would temd
to bring heavy pressure on the various regulatory commissions to pass the
benefit on to consumers in the form of lower rates. Assuning such a
pasa-through, there would be little, if any, incentive effect to utility
investwent., While some of the pass-through would serve to reduce costs
slightly for industrial users, much of the benefits would affect residential '

consumption,:

There is, however, serious doubt as to how the investment oredit might
be treated by the various regulatory agencies. While existing lav would
appear generally to call for the "flow-through" approach, it is possible
that the credit might lead to pressures for some type of "tax normaliza-
tion" approach which would permit the utilities to retain the credit in
addition to their fair rate of return on investaent. In sny event, the
credit would gravely complicate the regulatory process and becoae a
continuing source of controversy and litigation,

In view of the conflicting pressures on the regulatory agencies, the
treatment of the credit would probably not be uniform in all jurisdictions.
Moreover, before the issues were resolved there would be a period of un-
certainty and confusion which would not be favorable r investment or the
orderly operation of the utilities. Granting the oredit to utilities would
introduce discriminatory treatument of different firms, as rogulatory agencies
responded with different procedures for passing the credit through to consumers.

Special difficulties would be involved in applying the flow-through
principle to the credit because, unlike general tax reduction, the credit
would vary from year to year with the capital expenditures of the utility
corporation., This variance in the tax reduction from year to year would
make it extremely difficult for the regulatory authority to determine the
proper rate adjustments, Substantial tax credits would be likely to go
neither to lower rates nor to additional investment, but into dividends to
shareholders. The resulting erratic distribution of the oredit in the
regulated area and the numerous disputes it would engender would not serve
the best interests of either the utilities industry or the Natton in the

long run.
(See Appendix C to Exhibit I-C,)
6. Insignificant Effect of the Credit On Consumer Demand
Some utilities have contended that if the credit were passed on oo 0a

to lover the cost of service to consumersd, this would inereace, demand tnl
therefore provide a basis for additional investments in production facilttien,




1
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Estimates of the possible effect of passing on the entire amount of
the benefit of a 3 percent credit in the form of lover utility rates -
suggest an average reduction of cost to electrioity consumers of less R
than one percent. 1/ For the average residential cuatower whose electric
bill was about $7.25 a wonth in 1959, the resulting reduction would amount
to about 7 cents a month. BSiwmilarly, for industrial and commercisl custo-
mers vhose average electric bill in 1959 was $880 a year or about $73 a
month, the adjustment would be about $,69 a month, These reductions are
80 spall as to be an insignificant stimulus to the consumer in changing
his use of electricity, even if the demand vere reasonably elastic., While
reliable estimates are not available on the elasticity or responsiveness
of demand for electric power to price changes, there is reason to believe
that 1t has a relatively low degree of elasticity. 2/

T. High Levels of Excess Capacity Now Exist in the Electric Utility Induetry

The high levels of excess capacity which now exist in the case of the
electric utilities suggest that the investment credit would not be effective

and is not needed in this area,

The data on the growth of excess reserves of kilovatts stated as a
percentage of December peak loads indicates that in the postvar period
reserve capacity over the peak load reached a level of 19.3 percent in
1954, declined to 17.3 percent in 1956, but rose steadily since then to a
high of 28,6 percent for 1960, 3/

(See Appendix D to Exhibit I-C.)

17 The one percent figure is based on an estimate of $80,5 million oredit

which the electric power utilities would have received on their 1959 eligible
 investment in relation to $9.5 billion of operating revenues. .

g/ Franklin Fisher and Carl Kaysen estimate that household demend for electri-
city is inelastic; sales would not respond to price declines sufficiently to
maintain their revenues from households. Industrial demand tends to be
somevhat more elastic, but on the average, one must conclude that over-all
elasticity. of demand in industry is probably close to unity, indicating
only slight, increases in gross revenues from industry with decreasing prices.

(See Appendix E to Exhibit I-C.)

. Demand for gas is also inelastic. A.M. Strout estimates that elasticity
of demand for all heating fuels {s about three-tenths, indicating that a one
percent decrease in price would stimulate three-tenths of a percent increase
in quantity sold or a loss in revenues of approximately seven-tenths of one
percent. (See A.M. Strout,"Weather and the demand for space heat" Reviev
of economics and statistics,43 (May,1961) pp. 185-192,) Though greater
substitution among fuels can be anticipated in the longsrun and the long-
run elasticity will be higher, competition between fuels is effectively
limited by the high costs of conversion and one can expect little response
from the consumer toa reduotion in prices.

3/ bata from June, 1961,1issue of FPC "Electric Pover Statistics",
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The 1956 report of the Joint Committee on Internal Revenue Taxation
on the S-year amortization program indicated that: the Office of Defense
Mobilization operated on the assumption that an excess capacity reserve
in the neighborhood of 24 percent would be reguired for full mobiliration
in 1955, vhich is well above the actual reserves msintaindd during the
Korean,War. When reserve capacity reached 20 percent, the gosl ves
closed, presumably because this level was deewed adequate. 1/

2

8. The Investment Credit is Especially Inappropriste for Gas Pipslines

The natural gas pipeline industry has expanded at a very rapid rate
vithout the investment credit. As of the end of 1960, the index of plant
investment vas around 350, as compared to 100 at the end of 1950,

8o far as i3 known, no desirable expansion or modernization has been
prevented by lack of readily available funds, .

Expansion of interstate natural gas pipslines can be effectuated only
with a certificate of convenience and necessity issued by the FRC. The
Comission requires an affirmative showing of the adequacy of reserves
before any such certificate will be granted. Certification procedures are
designed to assure orderly growth in the industry, and will limit the extent
to vhich the investwment oredit can stimulate growth,

9. The Investment Credit as & Stimulus to Investment

The investwent oredit is required to provide the waxiwum stimulus to
investment that will rsise our rate of growth, increase productivity, and
assist sectors of the economy where economic conditions have caused business
to fall behind in its modernization of equipwent. The utility industries
sre not in special need of such a stimulus,

1/ U. 8. Congress, Joint Committee on Internal Revenue Taxation, "A Report
on Se-year Amortization of Emergency Defense Facilities Under Section 168

of the Internal Revenue Code of 1954," December 1956, p. 25.
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The investment oredit specifically excludes buildings and residential
construction, as investment in those areas contribute little to wmoderniza-
tion of the Nation's industrial productivity. Excluding utilities fs but
another way in vhich the impast of the credit would remain focused on
investment that will best atrengthen our industrial etﬂciency.

10. The Credit is Not msuﬂmtmtory to Public Utintieé .

Exempting ututtﬁes from the credit 1s not discriminatory to-the
public utility industry. The legally intended incidence of the income
tax paid by the public utilities i{s on their consumers. ‘Consistent with
this principle, the benefits would be passed to to consumers and the
utilities would have no net gain from receiving the credit.

11. Purpose of 8trengthening International Competitive | Positton of Auericun
Irndustry is Primarily Applicable to Businesses Other Than Publlc Uthtiea

The oredit 1s intended to aid manufacturing and other i{mdustries in
strengthening their ability to compete with foreign producers for masrkets
here and abrosd. This goal is largely inapplicable to utilities vhich nre
only indirectly concerned with -problems of foreign competition.: The need
for the credit 1s clearly greatest in the case of manufacturingiand other
businesses which need to keep abreast of foreign competition thAat already
receives special investment tax incentives.

12, Industrics Would Not Construat Their Own Utility Facilities to Obtain
Advantare of the Creait

The proportion of the total electric power generated by 1ndustria1
firms has declined steadily since the late 1930!s,

(See Appendix F to Exhibit I-G)

This suggests that the utility industry has been able to moke increasing
use of economies of ceale in larpge generating plants., Increasing size of
generating -installations makes it uneconomic for most manufacturers to
gencrate their own power. As the 4nitisl investment has an expected life
of about 30 years, and most industrial plants would have a highly variable
nced for power over that period, it is highly unlikely that a shift to ’
self-gencrating power by industriel corporetions would be stimulated by

the oredit. 1/ In fact the current trend would appear to be in the opposite
direction, [fany companies now lease production machinery, vehicles, and
spocinl equipment, as well as buildihgs, in order to winimize the capital
investment required and permit flexible changes in the product lines, method
of production, and J.ocation.

57 Profitability ca].culabtona indicate that the value of the. c- edit 1s lena
on 30-ycar assets than on assets with a shorter life. Henec therc is less

incentive to the industrial producer here than in an invuotmnt in produetion

machinery and equipment vwith a life of 15-years.
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13+ Iwpact of the Credu: On Swall Utilities

It has been contended that the investment oredit uould be a bdoon to
small utilities that do not have ready access to the capital market and
have a lov rate of return, With the exception of a few firms that account
for a .very emall part of the warket, there does not appear to be any support
for the contention that rates of return are lover in swall utilities., In
electric utilities, for example, many of the:-smaller companies with assets
of $5 to $50 willion enjoy & rate of return of 3.1 to 4.5 percent, a return
substantially 1n excess of the 2,8 percent return en.joyed by the 1nduotry'l

‘largest firms, 1 .

. About four-fifths of the investment in ubilities is concentrated in
firwms with over a quarter of a billion dollars in total assets that have
ready access to the capital market and a rate of return that appears
comparable to wanufacturing when it is discounted for the lack of risk in
utilities and the greater ratio of debt to equity financing. This implies
that only a minuscule portion of the credit granted to ubntties wonld 80,

to smaller firms.

(Sve Appendix G-to Exhibit I-C.)

14, Revenue Consideration

The extension of the credit at 3 percent to the public utilities
would involve a rovenue cost of $225 million at anticipated 1962 investment
.levels. This cost is considerably more then the cost of raising the
proposed credit in other areas by a whole percentage point, a rise which
can be expected to stimulate considerable quantities of hew investment in

manufacturing and elscvhere,

The investuent credit would not only have a substantial initial cost
in the utility industry, it would also be more expensive in the long run.
Due to the fact thot the credit is expected to stimulate less investwent
in the utility sector than in other industries, less growth in GNP and
eventual recoupment of initial revenue losses can be expected from orcult:
extended to the utility then can be expected from credits granted elscwiin: 2,

15. If the Credit is Not Passed On to COnsumers, Windfall Benefits Acc
to Stockholders

Utilitiecs have had ready access to funds for financmg new tnvs’
 Guring past years, They are much less likely than other industric. te o.v:
. ‘mecklog of investment projects which could not be financed if fundc ...

tct made avallable through the investment oredit. For this reason the
utilities are more likely than any other group to pay out the cose bunellen

.e
L

7 ‘Thote TaLeo Ore DAGGA ON het income ATGEr LaXes 08 reported On hak folin..:
Book incomes will be somewhat higher, and will {ndicate a grenler riie .

return,
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of the investment credit in the form of dividends. As & consequence much
of ‘the reduction in tax liabilities made possible by & credit to utilities
will become en immediate benefit to the stockholder, rather than & stimulus

to additional investment. .

16, Gompetitive Position of tha Utilities in Relation to Other Energy '
Suppliers Who Will Receive Full Auount of the Cred }. s ’
Even thoush the utintles 4o not receive the creub there is little
reason to believe that their sales will suffer as & resuit of competition
from oil, coal, and other energy sources. Use of these other energy sources
on existing equipment would require converaipn of equipnent that could only

be undertaken at great expense,

Thus only new investment uould be strongly affected by the price
differential. In the case of electric utilities a lorge part of demand
resulting from nev investment is entirely independent of other fuels as
there are not satisfactory substitutes for electric {llumination, small -
electric motors, and electric power for chemical purifying and refining
uses which account for a high proportion of the sales of electricity., -
In the case of natural gas, it {s questionable vhether the price differ-:
ential arising from granting the oredit to non-utility industries would
give oil and coal a sufficient competitive edge to capture a greater share
of nev installations for heating, where the autowatic delivery, cleanliness,
and lov maintenance costs of gas are important factors in the choice of

heating fuels.

17. Conclusion

The available evidence indicates that the credit would not achieve
its intended incentive to investment in the case of the regulated monopoly
industries. ‘The application of the credit.would be inappropriate in the
case of corporations enjoying sheltered markets ard just end reaconable
rates of return which in effect insulate them from the corporate incose tax.
Exclusion of utilities from the ¢redit will not impair their right to
realistic dépreciation revision which may be found appropriate in the
lizht of Treasury depreciation studies., Extension of the credit to
utilities on the other hand would cost disproportionate amounts of revenue,
As racognized by important sectors of the utility industry itself, the
credit might be prejudicial to the best 1hterasta of the utilities in the

long run,
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Appendix A to Exhibit I-0
STATE COURT OPINIONS FAVORING PASS THROUGH OF TAX INCENTIVE BENEFITS

In holding that utilities should be required to pass on to their rate-
payers the benefits of liberalirzed depreciation under Sectios 167 of the
Internal Revenue Code, the Pennsylvania Superior Court said (City of Pitts-
bur 8'; Pennsylvanis P,U.0,, 182 Pa. Superior Ct. 551, 125 A. N

- 3 H

* # # Counsel asserts that, since utilities are an important
segment of the national econowy, they must likewise benefit,
The veakness in this asssertion is in failing to recognize

the distinct nature of a utility as a regulated quasi-monopoly
As such it may obtain funds for wmodernization and expansion at
the current reasonable cost, and it is allowed to pass this
ocost on to ite customers in an annual depreciation allovance
and its annual allowvable net return as well, In fixing the
rate of return the commission takes ‘cognirance of the cost of
capital to the utility. It appears therefore that this gene-
ral desire of Congress to provide working capital and funde
for modernization and expansion is, and has been for many
years, adequately met for public utilities through rate pro-

ceedings, # #* #

Siwilarly, the Supreme Court of Illinois, said (City of Alton v.
Cosmerce Commission, 19 I1l, 2a 76, 165 N.E. 2 513, 520-521)3

# % # Unller the policy of this State, utilities are allowed

a rate of return calculated to attract the capital required
for necessary expansion, * # # gince in this respect utilities
differ from other corporations, the purpose of section 167
would not be thwarted nor would discriwination be introduced
into the Federal tax lav by requiring utilities to pass the -
savings of accelerated depreciation on to their customers.

# # % utilities are at least partial monopolies, and no com-
petition exists to induce them to pass savings on to the

public, . * # »
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Appendix B to Exhibit I-C
HISTORICAL PRECEDENT OF ACCELERATED AMORTIZATION

The FFC, in line with perhape the majority of other regulatory
bodies passing on the issue, permitted utilities to normalize incowe
taxes paid vith the benefit of accelerated amortization under Section
168 of the Internal Revenue Code. (The FFC and many statu commissions
have adopted the same procedure with respect to liberalised depreciation
under Section 167.) Utilities thereby accumulated very substantial
teserves, Yet the faot is, as set forth at some length in & report of
the Subcommittee on Anti-trust and Monopoly of the Senate Judiciary
Committee, that accelerated amortization had no real tendency to encourage

construction of emergency facilities.
For example, the subcommittee said:

" # % # Under the policies then /[ i.e., April, 1955 7 in
force, no clear relation to defense needs vas required for
approval of certificates for electric pover generation as
they were granted on the basis of total demand, including
civilian as vell as military needs, The lack of incentive

vas indicated by the fact that in the few instances where

sed facilities were held ineligible -- because of loca-
Eon in target areas -- the utility companies constructed
them despite the rejection. empbasis supplied, /"
The subcommittee further said:

"Of the applications considered by the Department of
the Interior and the Office of Defense Mobilization, ap-
proval was given to facilities scheduled to bring in
13,013,450 kilovatts. Applications vhich vere denied
because of their target area location totaled 5,298,000,
All of the projects so denied still are scheduled for
completion in 1958, despite the withholding of the tax-
amortization inducement."
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Appendix C to Exhibit 1-0
"PLOW-THROUGH" OF THE CREDIT TO CONSUMERS AND ASSOCIATED COMPLICATIONS

The rate-regulating agency would have to monitor each utilityts investment
in every year to assure that the, company did not earn an excessive.return through
the investment oredit. The following table indicates the varying effect of the
oredit among companies during the period 1958-1960.

Estimated Effect of 3 Percent Tax Credit -
Customer Benefit ve, 8tockholder Benefit
_ 8Selected Utilities - 1958-9-60 Data

T Keaults Whether Gustomer

t_or Btockholder Gets Benefits
t Custower ¢ 8tockholder
s
:
3

Benefit H Benefit
Pe. $ Extra Retur
_Company Yesr 1/ ' i _on Equity ) _

Consolidated Edison Company of New Ynrk .

1958 $ .83 1.04%

1959 .1 1.33

19'60 ‘ 1.99 2.17
Northern States Pover Company (Minn.)

1958 $ .61 665

1959 1.18 1.13

1960 1.35 1.32
The Detroit Edison Company

1958 $1.37 1.00%

1959 1.4 N

1960 . 45 33
Pacific Gas &5§hctrlc Company

19 1.36 1, :

1959 ¢ +85 . .'?g%

1960 8 .76
Appalachian Power Company

1958 $2.88 2,764

1959 5T 5

1960 ST 5
OfTice of the Secretary of the Treasury Rpril 2, 1962

- Office of Tax Analysis

y Average reduction in residential electric bills consequent to rate
reductions on residential sales made possible by the investment credit,

_2_/ Average percentage point increase in rate of return to equity made
possible by passing the investment credit through to stockholders.
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Appendix D to Exhibit I-C
System Capacity and Peak Loads 1940 - 1960
United States Totald for Major Systemws (Kilowatts)

1 Indicated ﬁeservei

: (Excess of Depend.

Dependable

: :

: H
End of : (Adverse Vater 3 December : Over Dec.Peak Load
_Year : Year) $ Peak Loads 3 “As % of Peak)
1940 34,403,434 27,948,071 23.1%
9k 37,353,709 31,531,206 18.3
19k2 39,665,335 32,9k2, 464 20,k
1943 42,416,767 37,060,061 k.5
1944 43,760,322 37,853,847 15.6
1945 k5,373,031 37,368,925 19.8
1946 45,701, 894 43,173,803 549
1947 18,146,326 7,554,537 1.2
1948 52,689,808 51,611,873 2,1
1949 59,285,449 54,238,069 9.3
1950 65,574,230 61,719,096 6.2
1951 12,687,95k4 67,869,836 7.1
1952 80,035,407 73,055,403 5.6
1953 89,802,220 78,592,567 4.3
1954 102,055,254 85,580,848 19.3
1955 114,512,107 98,291,077 16.5
1956 120,453,230 102,723,432 17.3
1957 128,325,252 107,388,343 19.9
1958 14, 827,422 113,679,341 2.8
1959 154,537,818 121,561,168 27.1

offie.: oi the “ecreta

Office of Tax Analysis

of the Treasury

April 2, 1962

Source: June 1961 issue of FPC "Electric Power Statistics.”

P e T A
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Appendix E to Exhibit I-C
EIASTICITY OF ELECTRIC DEMAND

Household Demand

Long-run household demend is influenced primwarily by the acquisition
of electric appliances. A recent statistical study concludes y:

"In sumery, these long-run results indicate that the growth of the
stock of appliances is insensitive to the price of electricity within
the renge of expertenced prices. Whether much larger differences in the
‘prices of appliances than those previously observed would wake a difference "
in the rate of growth of the appliance stock is not clear from these data,
nor are these regressions a really adequate explanation of appliance owner-
ship as such. They do suffice to indicate the effect of electricity prtoo,
hovever, vhich is all that is at issus here,"

Industrial Demand

Long-run industrial demnd is shaped by changing technology as well
as the price of electricity. 'l'he same study concludes:

“The results are generally signiﬁeamt and correlations are quite
"high., The upper limit to price elasticity is somevhat greater than unity
in six out of the ten industries (highest 2,6, for the chemicals industry),
unity or less in two more and zero in the remaining two (fabricated metal
products and transportation equipment). Similar results are obtained for
the mineral industries. Altogether, there is reason to expect a fairly
high degree of sensitivity to electricity price in industrial demand given
the technology of 1956, The paucity of the data makes it fairly difficult
to be certain, hovever, and theeffects of technological change ara
certainly more important than in the price effect Jjust discussed."

1/ Fisher, Franklin M. and Kaysen, Carl, A Study in Econometricss
The Demand For Electricity In the United States, Amsterdass
North-Holland Publishing Co. (1962) 5-T,
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Appondtx F to Exhibit I.0

" ‘Generating Capacity )
Privately Owned Electric. Utinttea and Tndultrul
Establishments, 1939-1960

(thousand kv)

FEIvaEeI;'r Wnea $ Tn!usErIai Esta'bluhmentl ‘
" Percent of

H

: Combined Utilities ¢ )
Year : Capacity Capacity H capacity : Lombined Capacity
1939 - b, L83 33,908 10,575 A 244
1940 k5,433 34,3 Oz 11,035 2l
194 ‘07)631 36) 1 1,59 24
1942 49,626 12,184 .25
1943 S, 70T 39,128 12,58 , a4
1944 - 52,610 39,733 - 12,877 ay -
1945 53,06l ko, 307 12,757 2k
1946 53,104 !&0, 355 12,749 2k
1947 5,816 41,987 12,829 23
1948 58,436 - 5,381 13,055 22
1949 63,954 50,484 13,470 2l
1950 63,106 55,175 13,931 20
1951 T4, 544 60,132 14,352 19
1952 79,435 64,349 15,086 19
1953 87,053 71,201 15,852 18
1954 95,413 79,127 16,286 17
1955 103,311 86,887 16,424 16
1956 107,790 91,145 16,645 15
1957 124, 47k 97,376 17,098 15
1958 125,256 108,202 18,054 14
1959 136,510 118,999 17; 511 13
1960 145,793 128,000 17,793 12
"Office of the Secrotary of the Treasury April 2, 1962

Otfice of Tax Analysis

Source - FPC
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Appendix G to Exhibit I-C
THE INVESTMENT CREDIT AND SMALL UTILITY COMPANIES

It has been argued that the credit will provide aid to swall utility

companies that havé difficulty financing new investwent projects by issues
of stock and bonds in the capital market. Clearly such compsnies are oan

infinitesmal portion of the industry, If future investment is roughly pro-
portional to the present investwent in utility companies: corporations with

assets in excess of a quarter of a billion dollars will receive four-fifths
of the $225 million benefits that would be granted by a 3 psrcent oredit.

The attached tables present the investment in utility companies, their
rate of return, and the percent of total investment held by companies, by
size of total assets, For purposes of comparison a siwmilar tables has been
prepared for all manufacturing corporations, The tables indicate:

(1) Investment is heavily concentrated in utility companies with more
than a quarter of a billion dollars of assets. (See '}'EBIQ g.) Firms of that
size have ready access to the capital warket and can attract equity or debt
capital on favorable terms.,

(2) The rate of return as reported by utilities of different sizes does
not appesr to vary systematically, _T? While the rate of return in manufacturing
frereases with the size of the firm, (See Tables 2 and 3.) Thus while there

my be some Justification in special aid to swall manufacturing corporations
{0 help them raise their return, no such aid to the utilities would appenr

recessary or desirable,

The rote of return as reported by the telephone industyry appcars h! icr
than that reported by the gas and electric utilities, but t;:{s f:c partisn il.y
the result of the fact that 30 percent of the investment in fas and elceelrle
utilities is being depreciated under accelerated methods while only 1 poreen’
of the investment in telephone and telegraph is being depreciated unler theso
mcthoﬂ;. Taking account of the reduced risk of investment in utilitics ~aad
the typieally high ratio of debt to equity capital, utilities! rates of .:lum
are roughly comparable to rates of .return in minufacturing. Ratios of bonis u:th
qnturity of one or morz years to total capital account are about 15 porcunt
i?r manufacturing, 35 percent for coamunications ,and 52 percent for s sad
r..jcct,'rlc compenies. If equiy financing requires a yield approximately 1 t.
2 times that required for bonds, the difference in capital structure would
tccount for most of the observed difference in rate of return,

" 1/ Variation In rate of return docs oceur as WLILlities ore indiviinnlly
regulated in n way to reflect difference in the structure of ticir
capital and the cost of capital which may vary according to mrriet
valuations of the firats managenent, potential for growth, ani 0 i -rh.
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Teble 1
Invuhent in Electric, Oss,
and Telephone Utilities By

141

Office ‘of Tax Analysis
Source: Statistics of Incowe Data Sourcebook
OJ.au. than .05 percent )

1/ excluding natural gas production

g219n k1

82100 0—62—pt. 1——10

Size of Pire
(1958-59)
. ‘ s 1 - Tt Hactric
Telophone ¢ Oas production .. 't companies
Bise of ire ; co_-uulcluou 3 6nd distribution 1/ tand systems
Under $100,000 2 ‘ ‘e ? .
m;m less than m’m 8 3 .
$500,000 less than 1.0 willion T 5y .
$10 willion less than 2,5 willion o 5 2
$2,5 w1llion less than 5 willion N 3 Y
$5 willion lass then 10 million 8 1.2 2
$10 willton less than 25 willion 1.2 3.1 K-
$25 willion less than 50 million 8 bk 1.h
$50 million less than 100 million 1.9 5.6 2,5 ‘
$100 willion less than 250 million o5 16.7 18.3
$250 million and over 92.0 67.5 76:% -
Total percent 100.0 100.0 100.0
Total amount .
(1o billions of dollars) $24.0 $1k.5 $40.6
OffTce of the Gecretary of the Treasury April 2, 1962
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. Teble 2
muaummmzumnemmuu
umzythmmummummm
mmmm«aumﬁam

Amortization By Size of

tion
(tax year: 1958-1959)
s s Gas production 3 Electric companics
Tele Comwunication: and distribution : and systems
H ¢ Rate of : : BRatzs of . : Bate of
: Investment : return : Investment: return Investaent
Total assets of H 3 s (willd H :

Under $100,000 : k2.3 5.3 5.2 9 3.3 3.0
$100,000 2ess thea $500,000 190.9 2.9 37.8 17 16.7 13.9
$500,000 less than $1.0 willicn 158.2 2.9 15.9 .2 19.9 82
$1.0 willicn less then 2.5 willica 180.0 2.1 65.6 k.o 68,2 6.9
$25 willicn less then 5 willion 99.4 1% 86.7 5.3 . 1‘65.0 1.0
$5 nillion less then 10 willfon 203.3 b2 m.2 3.7 88k ks
,m sillion less than 25 willion 255.3 3.6 451.3 3.9 362.3 3.1
" $25 atllicn less than 50 willicn 202.7 %0 633.4 3.7 5531 3.8
$50 willion less than 100 million k1.2 3.6 816.2 3.0 1,002,7 3.3
$100 million less then 250 millicn 120.b 8.8 2,kh.7 17 TA6T.T 2.8
$250 millicn and over 2,092.9 . 5.7 9,798.7 21 3,09.3 2.8
TOTAL : 2k,002.6 5.5 1k,506.7 23  ko,'786.6 2.8

1/ Exclnding nstural gas production

BOTE: Thcmtcofreturnuttntumhudmutmtnmmmmmm:anu.
munmvmummmmmmnnmeoemty.
Source: Statistics of Income Data Sourcebook

(44!

961 J0 JOV HANTAJY
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Teble 3
" Investwent and Rate of Return in Manufecturing as Measured
By the Ratio of Net Profits After Taxes to Total
Assets Less Accusulated Deprecistion and Amortization

r; 1958-1959)
Total assets of corporieton : Investwent : Rate of return : m
(thousands) 1 (willions) (percent) t dovestment
Under 25 310 -y .
25 under 50 697 -1 3
50 under 100 1,™Mm -1/ 8
100 under 250 5,112 1.3 2,2
250 under 500 6,131 3.8 2.6
500 under 1,000 1,942 3.7 3.
1,000 under 2,530 12,315 b6 5.2
2,500 under 5,000 10,237 5.3 b3
5,000 under 10,000 0,171 6.0 5.8
10,000 under 25,000 17,695 5.6 -5
25,000 under 50,000 13,523 545 5.1
50,000 under 100,000 18,532 6.1 7.9
100,000 under 250,000 25,586 6.2 10.8
250,000 and over 10%, 808 5.5 [TW
TOTAL 235,836 5.5 100.0
0fFIce of the Georetary of the Treasury April 2, 1962

Office of Tax Anslysis
Source: Statistics of Income Data Bourcebook

Mues reported in 1958-1959.
¢ The rate of return wstimates are based on net income for tax purposes

related to net total assets. These retes vill be much smaller than
book net incowe related to equity.
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FXHIBIT II

WITHHOLDING ON DIVIDENDS AND TNTFREST

Table 1 provides the estimated dividend gap for 1959.
Table 2 provides the estimated interest gap for 1959.

Table 3 shows the revenue effect of the gaps and the imposition of
withholding.

Table I presents the results of IRS case studies of reporting of
interest credited to bank accounts during 1958.

Table 5 presents the results of an IRS survey of reporting of interest
on Series E savings bonds redeemed during 1951.

Tables 6 and 7 list selected fraud prosecution cases of substantial
underreporting of dividends and interest in which convietions

were secured during 1960 and 1961.

Tables 8 and 9 1ist examples of substantial underreporting uncovered
by audit in the 1960 information document survey conducted by

the IRS.

Table 10 presents a comparison of the relative costs and relative
revenue gains from g withholding system, an ADP-enforcement
system, and a withholding syntem supplemented by ADPand

enforcement.,

Chart A illustrates graphically the relative effectiveness of the
three systems shown in Table 10,

Exhibit II-A presents excerpts from the January 25, 1962 opeech by
Commigsioner Mortimer M. Caplin in which he discussed in
detall the IRS conclusions arter exhaustive study of with-
holding and ADP-enforcement as alternative systems for
remedying the problem of nonveporting of dividends and

interest.
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WITHHOLDING ON DIVIDENDS AND INTEREST-

gap estimates

The dividend and interest underreporting gaps are estimated from
' aggregate figures of the amounts of such payments to individuals and of
the amounts reported by individuals.on their tax returns. .This method
has also been used by the New York Stock Exchange and independent tax
experts vhose estimates have corresponded closely with Treasury estimates,

1. Dividends (Table 1)

For dividends the estimate is based on cash distributions to stock-
holders by domwestic corporations, as reported in the Internsl Revenue
Service Statistics of Income, snd adjustments are made to add fareign
dividends receiv y ividuale, snd to exclude dividend psyments to
corporations, tax-exempt oraaniza&ion-, and persons not required to file
tax returns and to exclude distributions which are not taxable or are
capital gains, The balance presumably should eppesr on individual tax
returns if there were complete compliance in tax reporting. This type
of calculation is shown in Table L for the year 1959. The 1959 under-

- reporting gap was $940 million; the underreporting gap attributable to
taxable individuals was estimated at $84O million, ‘

2, Interest (Table 2)

The interest underreporting gap has at times been estiwmated start~
ing from the Commerce Department's estimate of interest receipts by in-
dividuals, unincorporated businesses and nonprofit institutions, The
Commerce Department®s concept of personal interest income includes about
$10 billion of imputed interest (largely interest assumed to be earned
on bank deposits, which is not paid to individuals but is absorbed by
the bank in lieu of service charges). The large adJjustments involved
in the Commerce Department concept cast a good deal of doubt upon such
a gap estimate. In consequence, the Treasury has used a different approach
namely, estimating directly amounts of interest payments to individuals
and then deducting certain relatively small emounts of interest received
by sole proprietors as business income, by individuals not required to
file tax returns, and by tax-exempt organizations. This type of calcula=-
tion for the year 1959 is shown in Table 2, ‘The interest underreporting
gap for 1959 wes estimated at $2,760 million; the gap attributable to

taxable individuals was $1,940 million,
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Revenuc effect (Table 3)

To eatimate the revenue effect of dividend and interest underreporting,
an adjustment is made to exclude the amount assumed to go to persons re-
quired to file tax returns but who would not be taxable even if they had
reported properly, Table 3 shovs these adjustments for dividends and interest
for 1959. The table shova an eatimated revenue gain of $850 million by com-
plete elimination of interest end dividend nonreporting. The table also shows
the estimated $470 million revenue gain from the spplication of the 20 percent
withholding alone, and the estimated mllion yevenue gain if in addition
to vithholding there is an improvement tex compliance by persons subject
to individual income tax rates above the 20 percent bracket,

(Teble 4)

The Internal Revenue Service undertook to study the reporting of interest
credited to bank deposit accounts during 1958, A random sample of depositors
vas selected in eight banks in three Newv England Btates. The amount of inter=
est pald or oredited to each depositor's account wvas compared with the emoun
reported on the income tax return of the depositor. :

The Bervice found that in moye than half of the cases studied the de-
positor falled to réport the deposit interest on his tax return (Table k).
In 5 percent of the ceses, the depositor understated the amount of interest

paid or credited.

In terms of amounts of interest, 38 percent of the interest recorded by
the banks for the cases studied wvas not reported on tax returns.

Case studies of the reporting of Series E savings bond interest (Table 5)

During 1953 and 1954, the Bervice studied bond redemption cases to
determine the extent td which those who redeemed Series B savings bonds
in 1951 reported the interest on 1951 tax returns. The names and eddresses
of those who redeemed the bonds vere noted and the amount of interest received.
The income tax returns of these individuals were traced to determine whether

the bond interest was reported.

In the case of a few taxpayers no returns could be located, probably
largely because they were not required to file returns. For those whose
returns vere located, it wvas found that 86 percent falled to report any
savings bond interest vhatsoever (Table 5). In only 11 percent of the cases
wvas the interest fully reported, and in 3 percent part’ally reported. In
terms of amounts, Tl percent of the bond intarest that should have showed up

on tax returns vent unreported and untaxed. '
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Belected cases of substantial nonreparting (Tables 6, 7, 8, and 9)

To provide explioit evidence of puposeful underrepocting of interest
and dividands, the Treasury selected recent fraud prosecution cases in vhich
substantial emounts of such income vere unreported, These are shovn in
Tebles 6 and 7. All of the 34 cases sumarized in Table 6 vere prosecuted
and resulted in convictions being secured during 1961, All of the 33 cases
;un;:;i;;& in Table 7 vere prosecuted and resulted in convictions being secured
ur, .

Tables 8 and 9 contain lists of examples of substantial underreporting .
which vere uncovered in the 1960 infarmation document surveys. All of the
underreporting was confirmed on audit. . . =

Automatic date processing 1s no gubstitute for vithholding (Teble 10 and Chart A)

The Internal Revenue Service has carefully studied the epplication of
ADP and withholding to the problem of unreported dividend and interest income.
It is the Service's conclusion that withholding would be mich more effective
and considerably less costly than an ADP-audit system. The latter could re~
capture at the most only $200 million in taxes at & cost of $27 million.
In contrast, vithholding will recepture $650 million in taxes annually at a
cost to IRS of only $19 million. Table 10 and Chart A present the relative
costs and relative gains of the two alternative systems., In addition the
table and chart show the revenue gains and costs of a system of withholding
supplemented by ADP and audit enforcement activity.

In Exhibit II A, the conclusions of the IRS are detailed in excerpts
fron a speech entitled "Automatic Data Processing and Withholding for Dividends
and Interest” by Commissioner of Internal Revemue Mortimer M. Caplin delivered
before the Bection.on Taxation, New York State Bar Association Annual Meeting,

New Yark, JW 25’ 19&«
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Table )

Estimated dividend income of individuals not sccounted for
on tax returns for 1959

(In millions of dollars)

$
1959

Cash distributions to stockholders by domestic corporations,
Statiatics of INCOMA srevectservvcnrescrrrsrusosoosassessssssoonsbstosse 16,150
Domestic dividends received by domestic corporations,
Statistics of Income, less dividends received from Federal .
ReBErve BANKS ssoesrsrtossssaoasrosoenssstssssnsssstossonscstssssone 2
Net dividends paid by domestic COrporationd ssscessesecossvscssssccrsosss "‘3
- 0

Domestie “ﬂdcﬁl p&id QOYO0BA sserevatonrsrovnetsososnresessservessen
Foreign dividends received bY 4044viAuale seeetssstcrsscsrcasrenssnce + 120

Distributions paid to individuals, fiduciaries and tax-exexpt
- 12,930

organizations seseestosorsssvenseosseossersrssssrssirisstnscossssrsesnte

Distributions of small business corporations taxed as partnerships ...o - 160
Distributions exempt LIom €AX soresvrvscscrorssrssscosssssossrsssncsnne - 200
Distributions taxable as capital 8&1!\8 R O N I XYY Y - 510
Dividends received by corporate pension funis 1/ scevesecessscsreresnes = 380
Dividends recelved by other tax-exempt organizations 1/ essesesssscssee = 500
Dividends received by persons not required to file or who use 1040-A .. - 120
Dividends retained by estates and trUBts ecieecesesssevossestsssscrcace - Loo
Tota) Aeductions eceesscccvoscsscocssctsnstnosssssssesssssosscescsncse "2,270
D‘.V‘GEDd.G includable on individual tax Yeturns seecevssccesessvosssvences 10,660
Dividends reported on individual tax YetUIns ssseecsvescsessssrcscssrecns 9,710
Dividend reporting GBD ‘ceesocsossvsnsctssosssorsccesscsstcscessossoservee 950
Attributable to non-taxable £11eXrs essscesscessssscssssscsssrsccesrsssnce 811“?

Attributable to taxable £11eXrs seeseesiesescssessssscosersscscstoscsees

Aprid 2, 1960

Office of the Secretary of the Treasury,
Office of Tax Analysis

NOTE: Figures are rounded and will not necessarily add to totals.

1/ Estimate limited to corporate pension funds as defined by SEC.
- Joint, union controlled and non-profit institution funds are

included with other tax-exempt organizations,
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Table 2

Estimated interest income of individuals not accounted for
on tax returns for 1959

(Xn millions of dollars)

Interest payments to individualss
Cash interest paid on Government securities y eersesosresentbtesteotee
Interest paid on corporation bonds and notes y esecssacsessasesessestne 850
Interest on time and savings deposits y 0000000000t etsttssterIROtRd 2,500
Interest on savings 6haYes 1/ sescsvesecsscssascsssssssecssrsorssssenses 1'950
Interest paid on holdings o foredgn bonAs eesvessecscssessssvssvsersnne 10
Ioterest on farm mortgages paid to non-farm individuals esesssscececsses 20
Intérest paid on non-fam mortgages R mmmTm 1'320
Interest paid to unincorporated brokers and Aealers sicscsscevocesssesse . 110
Interest paid to unincorporated consumer eredit companies ssevcessocsces 160
Interest paid on life insurance dividends left to accumulate sceesssscse 90
Interest paid to retail auto AeBlers eseeievessscsrvosssoesesssncssvscces 0

Total PAYMENtS seseeestavtoosrssestonsisisosvossnessossssssoossavbondse B,&a

Deduct: )
Interest reported as business income by sole proprietors sseiecesscssoss 470
190

Interest received by low income individuals not required to file ecesese
Interest receipts of non-profit organizations sesesseseccsivisessosvssee goo

Total AedUCtIONS sscsseessorscsotoosesssnearesrsesorssrscesssssstoscsose

Interest includable in individual tax returns ccseseseccssssssstccsesesnse 7,”0
Interest reported as such on tax returns:
Individuals « FOrm 1040 euveseervecsassnevessscccssscssssosescesssosscae u'3é”6

Individuals - Form 10!60_-A 0000600t vaoesteterssnseceseotessostoscossnsee

Partnerships G P00 0000000000 0000000000600000botoneioesttsnetecsioesesonscoe 330

Fiduciaries "'l.'........."l"'l..".0...'....'...'..'.‘.‘.........'..' hio
_5,210

Estimated amount of interest payments not accounted fOr' seescsccesscrsoces 2’780
Attributable to non-taxable £11ers seeescsssssssssescrsssssssrestssvcncs
Attributable to taxable £11ers sseecsscsacstsscsssssssssorcestscssscsnee 1,9&0

Total 0000000 0RIBEEPIEOIVEENIBEIBRIINNBINNNOORISINBELEOIONOIGIINTIOIINGRIMIS

April 2, 1962

OfTice of the Secretary of the Treasury,
Office of Tax Analysis

I'0TE: Figures are rounded and will not necessarily add to totals.
1/ These items include payments to non=profit organizations.
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ble

Revenue effeat of withholding on dividends and interest under H, R, 10650
(1959 data)

(millions of dollars) .

: Dividerids ! Interest ; Total

A. Total estimated B8P osovessctsrcnssectcevsnsse 950 2‘180 3'730
To nontaxable £116rs cecessvossssesesssvesse 110 830 9“‘0
To taxable £11eX8 cscovesssssorsccscsstrcene 8ko 1)9"‘0 20790
B, Revenue gair from complete onfmu;nt YY) 350 500 850
C, Revenue gain from 20 percent withholding
ONLY soesasscsccossvosccsescocessssntsssces 150 320 !ﬂo
D. Estimated improvement in upper income
brackets due to v!.thhﬂ.dins evbt00cte0te | 130 50 180

E. Revenue gain from withholding plus estimated
ugrovennt in upper incowe brackets
( 280 370 650

c +(D) 006000003000 0030000000800000000000

“0fflce of the Becretary of the Treasury, Aril 2, 1952
Office of Tax Analysis
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Table 4, . Tax Compliance in Reporting Bavings Account Interest in 1958 ==

Sample Baged on Depositors in Mutual Sa Banks
| in New England
Pexrcent
Humber of Total
Number of Cases
Total in survey 1,279 100
With interest fully reported 53? ko
With interest partially reported 69 5
With no interest reported 671 53
Amount of Interest on Bavings Accounts
i Total in survey $129,790 100
‘ Reported on returns 80,644 (]
Unreported on returns 49,146 38
Internal Revenue Service ’ April 2, 1962

Research Division

G o
R S TRTIWERS SRR Vg A T Lcs gt Sefa of T BER LRBUAN v R g T s e v mepe e
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Table 5. Tax Compliance in Reporting E-Bond Interest by Taxpayers

Who Redeemed Bonds in 1951 == Sample Survey 1/

Number

{!l‘housands !

Rumber of Individuals Redeeming Bonds

Total number earning interest, where
tax return was located for inspaction L, 060

With interest fully reported AT}
With interest partially reported 128
With no interest reported 3,483

Amount of Interest on E-Bonds (thousand dollars)

Total paid out by Treasury, where tax 246
return was located for inspection
Reported on returns 7,930

Unreported on returns 174,427

Percent
.of Total

R w E B

Internal Revenue Service
Research Division

| April 2, 1962

1/ The survey sample results have been "blown up" to represent

all taxpayers who redeemed E-bonds in 1951.

PTG L W T WL L 20N v e

N T N O

atie e

N MR aas s Mg e e



REVENUE ACT OF 1062 153

asle 6  Selected Examples of Substantial Under-reporting of Dividends nnd/or
Intorest in 1961 Fraud Prosecution Cases 1/

: Dividends endfor Interest $ ¢ Adjusted Crosss Occupattonv

Caces Détormined to: Reporteds Under- $ Tax ¢ Income Per 3 of

llo.: _be Rerortable: on Return: renorted: years Return ¢ __Taxpayer

1. & 3,823 $3,h62 $ 361 1954 § 10,727  Bus Driver

5,303 3,995 . 308 1955 . 11,279  Schoolteacher
Gie LB gk uf
2 5
7,089 007 3,082 1958 8.6
2. 1,284 - 1,28%. 1954 1,518  Ingurance Agent
1,3(1).9 . 1,319 1955 2,639 and Farmer
1,403 - 1,403 1956 k,570
1,905 - 1,905 1957 4,986
3. 67 .80 487 1954 (521) Attorney
goo 1o 690 1955 528)
1,233 148 1,085 1956 121
4, 267 - 26T 1957 5,838  Farmer and Dairy
2,149 - 2,149 1958 5,485 Operator .
5 3,353 . 92k 2,l29 1955 10,451  Insurance
562 1,56 3,006 1956 8,810  Salesman
k,167 2,184 1,983 1957 7:375
6. 6,109 250 5,859 195k 1,581  Truck Gardener
5,778 - 5,718 1955 1,640
5:70’* - 5)7014 1955 1;60"
5,367 - 5,367 1957 1,621
Te Lo3 - 493 1954 Check Casher
591 - 591 1955 No Ret. .
728 - 728 1956
636 - 636 19
901 - 901 19
8. 1,002 - 1,002 1954 4,025  Doctor
985 - 985 1955 *4,1’47
1,301 - 1,301 1956 50)
1,473 908 565 1957 3,673.
9 10,410 4,235 6,175 1953 4,403  Wholesale Merchant
11,733 5,755 5,978 1954 258
13,336 0,91 1,358 1955 7,18

1/ Convictions secured during 1961.

e At
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1.

12,

k.,

15.

16.

17.

18,

] Divide
Case: Determined to: Reported:

No.: be Reportable: on Return: reported: year: Return

$

$

REVENUE ACT OF 1062

r Interest s

$

1,105

1,991

$ Adjusted Gross: Ocoupation

Income Per of

3. Texpayer

Under- 3 Tax ¢
95 1956 §
368 1957 . Mo Ret.
36 19
802 1955 1,951
1,08 1956 Rﬁm
2,428 195 2275
2,518 19 5,341
1,038 1954 4,140
1,220 1955 2,576
1,615 1956 3,582
9,743 1955 13,501
11,739 -1956 ;180
6,072 1957 (17,968)
16,703 1955 Mo Ret.
18,852 1956
19,100