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Mr. KERR, from the Committee on Finance, submitted the following

REPORT
together with

INDIVIDUAL, ADDITIONAL, DISSENTING, SUPPLE-
M\IENTAL AND MIINORITY VIEWS

[To accompany H.R. 106501

The Committee on Finance, to whom was referred the bill (H.R.
10650) to amend the Internal Revenue Code of 1954 to provide a
credit for investment in certain depreciable property, to eliminate
certain defects and inequities, and for other purposes, having con-
sidered the same, report favorably thereon with amendments and
recommend that the bill as amended do pass.

I. GENERAL STATEMENT

T'ils bill, H.R. 10650, represents a major revision and reform of our
Federal tax system. This is a matter which has been under consid-
oration by Congress since April 20, 1961, when the President sent up
Ilis tax message. 'Most of his recolmm(endattions, modified as the
House and your committee(( believe desirable, are incorporated in tlhe
atlln(end(d bill reported by your committee.
The bill containss tlIree principal groupings of tax revision Imeasures.

The (,cntrnl ctln(cnt in the bill is the investment credit. This allows
at 7-p(rc'nt (cretlit against tax Ior most taxpayers for their l)ulrclases
of Ilacllinery and e!quiplmelnt and certain other property (not. includ-
ing b)uil(lings). Ilhis investment credit, coupled with tie ldeplrecia-
tion guidelines recently liberalized by the administration, by stimlu-
lating capital foranltion will provide growth in the oc'onomy consistent t
witI tIi(e principless of at flroo economy. This investment (credit, by
encouraging th' Io(ldernization and expanded use of capital equipment,
will ilnllprove our competitive position al)road and tlhus aid in nometing
tli balanco-of-I)aynimnts probleml. Moreover, tlhe capital formation
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2 REVENUE ACT OF 1962

induced by this credit, will both aid in providing the longrun growth
needed by our domestic economy and be of major assistance-in our
more immediate problem of economic recovery.
The remaining provisions in the bill are concerned primarily with

improving tax equity and eliminating tax evasion or avoidance, either
in the domestic economy or with respect to income earned abroad by
American interests. In the latter case, the primary concern of your
committee has been with the removal of special tax advantages
accruing to "tax havens.'"
One of the measures in the House bill, designed to decrease tax

evasion (whether or not deliberate) was a provision for withholding
on dividends, interest, and patronage dividends. Because of both
the burden of such a provision on individuals owing little or no tax
and its many complexities, your committee has deleted it, but has
added a requirement for the reporting of payments of dividends, in-
terest, and patronage dividends exceeding $10 annually per recipient,
both to the Government and to the recipient. Your committee
believes that in the long run this willhave at least as great an impact
on tax evasion as a withholding system.
Both the bill as passed by the House and as amended by your

committee reduce tax avoidance by providing ordinary income
treatment for gains from the sale of depreciable property to the extent
of depreciation taken. Moreover, by preventing the conversion of
ordinary income into capital gains this has been an important factor
in making the new liberalized depreciation guidelines feasible.
Among the more publicized and troublesome problems with which

the bill is concerned is the deduction for entertainment expenses.
Your committee believes that its version of this provision provides
a balanced approach which neither prevents deductions for legitimate
entertainment expenditures nor permits them for the continuation of
abuse situations.
Your committee's bill also is concerned with competitive advantages

of specific groups of taxpayers. In this regard your committee, in
general agreement with the House, concluded that the reserve deduc-.
tions of mutual savings banks and savings and loan associations are
too large and should be reduced, that mutual insurance companies
should be taxed not only on investment income but on their under-
writing gains as well, and that in the case of cooperatives a full tax
should be paid currently at either the level of the cooperative or at
that of the patron.

In the case of foreign income, your committee has been primarily
concerned with ending tax haven abuses; namely, devices to avoid
either the United States or foreign taxes which could be expected to
be imposed under normal business operating conditions. To achieve
this goal the bill ends the deferral of the U.S. tax in the case of certain
forms of income arising from insurance abroad of U.S. risks, from
passive investments, from sales and service subsidiaries separately
incorporated from the producing companies, and from funds which
are brought back to this country without the payment of U.S. tax.
A number of other measures dealing with foreign income or property
are also included. Provision is made for the payment of a full 62-
percent tax through a "gross-up" procedure when income is brought
back to the United States from a foreign subsidiary; for the taxation
of income at ordinary income tax rates when controlled foreign corpo-
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rations are liquidated or the stock interests sold; and for the full
taxation by the United States of income distributed to American
beneficiaries by foreign trusts set up by American grantors. In addi-
tion, a ceiling has been placed on the earned income exclusion for
Americans who are residents abroad; and foreign real property hold-
ings are to be included in the estate tax base of U.S. citizens.
Your committee began hearings on this bill on April 2 of this year.

'ihese hearings extended until July 3 and included 29 days on which
testimony was heard. This material is contained-in 12 volumes of
nearly 5,000 printed pages. In addition, your committee has consid-
ered this bill in executive session for a period of several weeks. The
bill, therefore, represents decisions reached by your committee after
careful deliberation over an extended period of time.
A. Summary
The provisions contained in the bill as amended by your committee

can be summarized by section numbers as follows:
(1) The act is to be cited as the "Revenue Act of 1962."
(2) An investment credit against tax liability is provided. Gen-

erally it is 7 percent of investments in new tangible personal property
and certain other depreciable property, excluding buildings. A credit
also is available for limited amounts of investments in used property.
The taxpayer's depreciation base for tax purposes is to be reduced by
the amount of the investment credit.

(3) A deduction is provide ! for expenses relating to appearances
before, and communications with, a legislative body, a legislative
committee or individual legislator, if the expenses are otherwise
ordinary and necessary business expenses. Also included are expenses
of communications between an organization and its members and
between a business and its employees or stockholders. This provision
does not cover advertising expenses or those concerned with political
campaigns.

(4) Deductible expenses for entertainment,' amusement or recrea-
tion generally are limited to those directly related to, or associated
with, the active conduct of a trade or business. In the case of expenses
related to facilities, to be deductible they must also be used primarily
for the furtherance of the taxpayer's trade or business. Limitations
are provided in the case of traveling expenses and business gifts.
In addition, rules are set forth providing that deduction of entertain-
ment, etc., expenses will be denied unless substantiated.

(5) Distributions in kind from foreign corporations to corporate
stockholders are treated as having a value equal to their fair market
value (rather than the adjusted basis of the property) and the foreign
tax credit available likewise is based on the fair market value of the
property.

(6) 'he present tax treatment of mutual savings banks, savings and
loan associations, etc., is revised so that their additions to bad debt
reserves generally may not exceed 60 percent of their taxable income
(before this deduction) or, if larger, an amount bringing their reserves
up to 3 percent of loans on real property. Certain other limitations
are also provided, and in the case of stock savings and loan associations
the deduction is to be 50 percent instead of 60 percent of taxable
income. In addition, a new definition of domestic savings and loan
associations is provided and certain excise tax exemptions these
organizations presently enjoy are removed.

3



REVENUE ACT OF 1962

(7) Distributions of accumulated income by foreign trusts, to the
extent the trust was established or added to by American grantors,
are to be taxed to the U.S. beneficiaries in substantially the same
manner as if they had received this income directly instea(l of through
the intermediary of a foreign trust.

(8) Mutual fire and casualty insurance companies are to be taxed
on their "total" income less a deduction for loss reserves equal to
one-fourtl of tlieir underwriting gain plus 1 percent of their inslurnllce
claims. Most of this reserve, to the extent not used to offset losses,
at the end of 5 years is to be brought back into the company's tax
base. Exemptions are provided for small companies whose total
receipts do not exceed $150,000, while those whose total receipts are
between $150,000 and $600,000 are taxed on investment incomee but
not underwriting gain. The bill also deals will tile special probleiiis
of reciprocal underwriters and interinsurers, of factory mutual insur-
ance companies, of mutual marine insurance companies, and of
companies whose risks such as windstorm, hail, or flood insurance
arc concentrated in a relatively small geographical area.

(9) Where a domestic collroration receives dividends fromll a foreign
corporation, the amount included in its tax base, if it elects tile foreign
tax credit, is to b)e not only the dividend itself, but also the tax paid
by the foreign corporation as well. This provision is not to apply
with respect to dividends received from "less developed country cor-
porations" or from certain holding companies for such corporations.

(10) The foreign tax credit limitation for certain interest income
is to )e computed separately from thle limitation for other types of
income. lTe interest income referred to here does not include that
derived from the active conduct of a trade or business, front a banking
or similar business, or from a corporation in which the taxpayer hlas
a 10-percent voting interest.

(11) The unlimited exclusion from U.S. tax for income earned
abroad by U.S. citizens wlho are bona fide foreign residents is reduced
to $35,000 ($20 000 for the first 3 years). However, in applying this
ceiling, (cetaill fringe benefits will hle gradually taken into account for
purposes of this lillitation over a 4-year period. In addition, tile
contributions wllicll ellllployers.-ake thereafter toward emnilloyee l)cn-
sion plans, based on foreign emplloymilent, will be tax:able to tlhe em-
ployee when received.

(12) Shareholders of controlled foreign corporations are to report
for tax purposes the undistributed earnings of these corporations to
the extent they represent income from insuring U.S. risks, increases
in earnings invested in U.S. property (generally not related to foreign
business), passive investment income, and income from sales or
service subsidiaries involving transactions with related persons outside
of the country of incorporation of the subsidiary. Dividend and
interest income derived from 10-percellt-related corporations actively
doing business in less developed countries and reinvested in such
countries, Ilowever, is excluded from tlie amIount taxed to the U.S.
shareholders. Thle bill also provides that if certain minimum amounts
of incomIe are distributed (which vary in accordance witli effective
foreign tax rates) the shareholders are not to be taxed on tlhe undis-
tributed income. In addition, export trade income of "export trade
corporations" within certain limits is not to be taxed to U.S. share-
lolders in tlhe case of most of the categories of income described above.
Other relief provisions are also provided.

4



REVENUE ACT OF 1962 5

(13) Any gain after 19062 on tlhe sale of l)ersola0 l )rol)e0rty and most
other tangible property, other than buildings and structural corl-
polnents, to the extent of dep)reciattion taken in 1962 and subsequent
years, is to be treated as ordinary income for tax pllrposes.

(14) When stock in foreign investment companies is sold, the gain
realized by U.S. shareholders is to be ordinary income to the extent
of the earnings and profits accumulated since 1962. The companies
and shareholders can avoid this treatment if the companies distribute
currently 90 percent or more of their taxable income, other than capital
gains, and the slarelholders report tie capital gains, whether distrib-
tted or not. In addition, ttil llJanuary 1, 1964, where certain condi-
tions are met, these corporations are perllitted to reincorporate as
dolnestic corporations on a tax-free basis without obtaining prior
clearance for the reorganization from the Internal Revenue Service.

(15) Where stock in a controlled foreign corporation is redeemed,
such a1 corporation is liquidated, or the stock of such a corporation is
sold, any gain realized which represents earnings and profits accu-
mulated after 1962 is to be taxed to 10-percent-U.S.-shareholders as
ordinary income. If the shareholder is an individual, his tax on this
income is to be no greater than if the foreign corporation were a
domestic corporation which paid the 52-percent U.S. tax (offset by
any foreign tax credits) and then made a distribution of the balance
to the U.S. shareholder who then is subject to a capital gains tax.
(T'he combined tax inl thlis case cannot, exceed 64 prceLnt.) Alter-
natively, the individual shareholder will not have to pay a total tax
greater than the sum of the taxes he would have paid had he received
the earnings and profits in the years actually earned.

(16) Gain froln thi sale or exchange after 1962 of a patent, inven-
tion, model or design, copyright, secret formula or process, or other
similar property by a U.S. person to a foreign corporation which it
controls is to be treated as ordinary income rather than capital gain.
'llis does not apply where the transfer is to a controlled foreign
corporation for use in its own manufacturing operations.

(17) Cooperatives are to receive a deduction for patronage divi-
dends paid to the patrons in cash or by allocations if the patron has
tle option to redeem the allocations in cash during a 90-day period
after issulance, or consents to treating this income as conlstructively
received atnd reinvested in tilo cooperative. The patron lmay give his
consent individually in writing, tle cooperative nIlay lby its byltws
require members to give this consent, or platronls Iay give their consent
b)y endorsing a check representing at least 20 percent of tire total
patronage, dividend. For any allocation to be deductible to the
cooperative, however, tit least 20 percent of tile patronage dividend
lmust l)e paid in (cash. Any of these amounts which are deductible to
tie cooperative must be included in thlo income of the patron for tax
purposes when received if the amounts arise from business activity of
tlhe patron.

(18) Real estate located outside 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 estate tax imposed at the time of death.

(19) Payers of interest, dividends, and patronage dividends of more
than $10 per year per person mllust report these payments to the Gov-
ernment on an annual basis and also send a statement to the dividend,
patronage dividend, or interest recipient indicating the annual amount
so reported. Civil penalties of $10 per statement or information re-
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turn are specified for each failure, other than for reasonable cause, to
send the statement or information return to the recipient or to the
Government. However, the aggregate penalty per payor is not to
exceed $25,000 per year with respect to returns to the.Government or
$25,000 with respect to statements to recipients.

(20) A number of changes are made in the annual-information re-
turn which domestic corporations presently are required to file with
respect to foreign corporations which they control. In addition, a
number of changes have been made in the return which must be filed
by U.S. citizens or residents who are officers or directors of a foreign
corporation and also by 5-percent shareholders of such corporations.
Not-only is information required to be submitted by those who are
officers, directors, or 5-percent U.S. shareholders within 60 days of the
organization or reorganization of the corporation but also those who
presently are, or subsequently become, officers or directors or 5-percent
U.S. shareholders. In the case of officers or directors, the only
information required to be furnished is the names and addresses of
5-percent U.S. shareholders.

(21) In the case of farmers, expenditures incurred in the clearing
of land may be deducted to the extent of $5,000 or 25 percent of the
taxable income from farming for the year, whichever is the lesser.

(22) When an individual is entitled in effect to spread his income
for tax purposes back over the years to which it is attributable, he
may also elect to apply the 20- or 30-percent limitation on charitable
contributions before the income is spread.

(23) The provision in present law which treats a husband and wife
as one shareholder in the case of community property and property
held as joint tenants, tenants by the entirety, or tenants in common
for purposes of the election for certain small business corporations to
have their income taxed directly to their shareholders is to be made
effective, if the taxpayers so elect, with respect to taxable years
beginning after December 31, 1957, instead of 1959.

(24) Net operating losses incurred in 1953 and 1954 by a street
railway company in converting from streetcar to bus service, which
are not absorbed in the normal carryover period, are to be treated as
a net loss occurring in 1959. This permits these losses to be carried
forward to the years 1960 through 1964.

(25) The union-negotiated pension plan of Local Union No. 435 of
the International Hod Carriers' Building and Common Laborers'
Union of America is tobe treated as a qualified tax-exempt trust for
the period from May 1, 1960, to April 20, 1961, if the trust was not
operated during this period in a manner to jeopardize the interests of
its beneficiaries. This also permits employers to deduct contributions
made to the trust in this period.

(26) The 1939 code is amended to provide that where one partner
in a two-man partnership dies, the partnership year for the surviving
partner is not to close prior to the time the partnership year would
have closed had neither partner died or otherwise disposed of his
interest.

(27) No provision in tihe bill is to apply in any case where its
application would be contrary to any treaty obligation of the United
States,

6
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B. Revenue estimates
1. Estimates of the Joint Committee Staff.-As indicated in the tables

below, the staff of the Joint Committee on Internal Revenue Taxation
has estimated your committee's bill will result in a revenue loss of
$555 million on a full-year basis, based upon income levels for the
calendar year 1962.1 This can be compared with an estimated loss
of $285 million under the House bill on a full-year basis.
For the fiscal year 1963 (July 1, 1962 to June 30, 1963, inclusive),

the staff estimates that your committee s bill will result in a revenue
loss of $630 million as contrasted to a loss under the House bill for
that year of $1,090 million. None of these estimates takes into ac-
count any possible effect of the provisions on economic conditions.
Table 1 shows the details of the staff's estimates of the effect of your
committee's amendments as compared with the House bill on a full-
year basis. Table 2 shows the details of the estimates for the fiscal
year 1963.
As indicated in table 1, the version of the investment credit provided

by your committee's amendments is expected by the staff to result in
a full-year revenue loss of $1,340 million. Thle other provisions of the
bill, on a full-year basis, are expected to raise revenues by $785 million,
resulting in the net loss of $555 million. Under the House bill the full-
year loss from the investment credit was $55 million more than
under your committee's action. However, the additional revenue
derived from the other provisions under the House bill would have
amounted to $1,110 million, which accounts for the smaller revenue
loss. Most of the revenue difference in these other provisions between
your committee's and the House version of the bill is attributable to
the substitution of reporting for withholding on dividend and interest
payments. Other differences are the revenue gain from mutual sav-
ings banks, etc under your committee's bill (largely as a result of the
amendment affecting stock companies), the decreases in revenue
resulting from changes made by your committee in the provisions
relating to entertainment, ordinary income on depreciable property,
and the "gross-up" of dividends received from foreign corporations.
The entertainment provisions are somewhat less restrictive under
your committee's bill than under the House bill. In the case of the
provision relating to ordinary income on depreciable property the
revenue loss is attributable to the change for mining companies made
in the method of computing "taxable income from the property" in
the case of depreciable property. In the case of the "gross-up"
provision, the lesser revenue under your committee's action can be
attributed to the fact that this provision is made inapplicable to income
from less developed country corporations. Other provisions added
by your committee also are expected to result in a $5 million revenue
loss. The most significant item here is the deduction allowed farmers
for clearing land. There are, of course, also differences within the
various other provisions but the losses and gains involved approxi-
mately offset each other.

I''he various provisions, of course, will not have uniform effect in future years. In the case of mutual
fire and casualty Insurance companies, for example, the full year revenue effect will not be reached until
after an elapse of 5 years when most of what remains In the protection against loss account begins to be
restored to taxable Income, On the other hand, the method of charging losses in the case of dividend-
paying companies may reduce tax liability in the fourth or fifth year by as much as $5 million but this will
be largely offset in later years when the amounts added to this account are restored to Income.

7
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As indicated in table 2, your committee's action according to the
staff's estimates results in a revenue loss of $630 million in the fiscal
year as contrasted to the $1,090 million under the House bill. Most
of this difference is attrilutable to your committee's action in making
the investment credit effective only with respect to acquisitions or
construction after June 30, 1962, instead of January 1, 1962, as pro-
vided )by tle ouse bill. Other differences with respect to the fiscal
year 1963 estimates between your committee's action and the House
bill are largely attributable to tlie fact that the reporting of dividends
and interest is not expected to lIave a revenue effect until after the
end of tlie fiscal year 1963, while part of the revenue impact fronl
withholding would have been felt during the last half of thle fiscal
year 1963. The remaining difference between the two versions of the
bill is attributable to tile fact that the I-ouse bill would have made
tle entertainment provisions effective as of July 1, 1962, while under
your committee's action these are not effective until January 1, 1963.

TABLE 1.-Estimated full-year revenue effect of H.R. 10650 1 as passed by the House
and as amended by the Senate Committee on Finance

[Millions of dollars]

As passed As amended
by the by the
House Committee

on Finance

Investment tax credit--- . .-....-............................
-1,395 -1,340

Withholding on dividends and interest . .--.-------..----.--------------- +550 ... .......
Reporting of dividend and Interest payments..----.-----.------ -- -- +276
Mutual hanks and savings and loan associations.-----..--..-------------.-- +170 s +180
Entertainment, etc., expenses------....-------------.----------. --- - +125 +85
Capital gains on depreciable, property -------...-..--.------------......... +110 +105
Mutual ftre and casualty companies-....-..-- ------------...........---.. +25 +2.5
Cooperatives. .---...---------.------...------------------ +0 +30
Foreign Items:

Controlled foreign corporations--.--------------...--------------- - ---+50 +50
Gross-up of dividends. ..---- .-------- ..-------------. ... -------- +26 +15
All other foreign items.----.-------.---------------------------+25 +25

Other (sees. 21-26 of Senate Finance Committee bill) --------..-------------.------------.- -5

Total..---...........------------------------------.-----285 -555

I At levels of Income and investment estimated for the calendar year 1902, without taking into account
effect of provisions on the economy; estimates are rounded to nearest $5,000,000.

'The level of Income for these thrift institutions In 1902 has heen revised upward since the preparation of
the revenue estimates for the Ilouse 1ill,

lRevenue gain which would result If this provision were in efcct for 1962 and had been in effect for the
5 preceding years, so that amounts added to the protection against loss account In the first year and not
offset by losses would be brought Into taxable Income in 1962.
Source: Staff of the Joint Colmittee on Internal Revenue Taxation.

9.869604064

Table: Table 1.--Estimated full-year revenue effect of H.R. 106501 as passed by the House and as amended by the Senate Committee on Finance
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TABLE 2.-Estimated revenue effect of H.R. 10650 for the fiscal year 1963 as passed

by the House and as amended by the Senate Committee on Finance
[Millions of dollars]

As passed As amended
by the by the
louse I Committee

on Finance I

Investment tax credit...--- -----.....-------...........--------- -1,340 -650
Withholding on dividends and interest-----...------.----.-------------- - +170 .---.....-
Reporting of dividend and interest payments ..-----------.--.---.--...---.------ 0
Mutual banks and savings and loan associations..-------------- ------ ------- 10 +10
Entertainment, etc., expenses-..-----------...--------------.--...-- . 60 +(')
Capital gains on depreciable property---.-------------.----------------- 0 0
Mutual fire and casualty companies -----.----------------.--------------- - 0 0
Cooperatives.------------------------------------------------------------- 0 0
Foreign items:

Controlled foreign corporations...--------------------- -------------- - 0 0
Gross-up of dividends :--------------------------------.---------.. . 0 0
All other foreign items-------------------------------------------- +10 +10

Other secss. 21-26 of Senate Finance Committee bill) ......---------------------. ------ -(- )
Total---- ..----------.................------------------. ...--1,090-630

I Estimates are rounded to nearest $5,000,000.
X Less than $2,500,000.
Source: Staff of the Joint Committee on Internal Revenue Taxation.

2. Estimates of the Treasury Department.-As shown in table 3, the
Treasury Department has estimated that your committee's bill will
result in a revenue loss of $210 million on a full-year basis, if no effect
is given to the stimulative effect of the bill. With this effect taken
into account the loss'is expected to be only $15 million. These
estimates can be compared with the Treasury Department's full-year
estimates for the H-ouse bill, which show an increase in revenues of
$325 million without taking into account the stimulative effect of the
bill and $430 million if account is taken of this factor.
Table 3 also shows the Treasury Department's estimate of the

effect of the bill in the fiscal year 1963. In that year the estimate is
expected to result in a revenue decrease of $485 million without
taking into account the stimulative effect of the bill and $210 million
decrease with this effect. Under the House bill the estimated effect
in the fiscal year 1963 would be a $325 million increase in revenues
without the stimulative effect and $430 million increase with this
effect.
The stilnllative effect of the investment credit under the Treasury

Department's estimates is based upon statistical relationships in past
years between investment and gradual changes in the cost of capital
goods (profit ability) and cash flow. This does not take into account
the especially favorable impact on businessmen's decisions to invest
or the sudden improvement in these factors resulting from the enact-
ment of the credit.

9.869604064

Table: Table 2.--Estimated revenue effect of H.R. 10650 for the fiscal year 1963 as passed by the House and as amended by the Senate Committee on Finance
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TABLE 3.-Estimated revenue effect of H.R. 10660 as amended by the Senate Finance
Committee

(In millions of dollars]

As passed by.House of Repre- As amended by Senate Finance
sentatives Committee

Full year Fiscal year 1963 Full year Fiscal year 1963

Gross Net Gross Net Gross Net Gross Net

Investment tax credit ....----, -- -1,106 -55 -1,040 -625 -1,020 -580 -520 -235
Capital gainsondepreciableproperty. 100+100+50 ..---..-------- +100 +50 -----.....------
Withholding on dividends and Inter-
est .----------. --.--.-----..- +780 +20 +245 +23 - 2+240 +155.'+1 ..

Expense accounts ---------------. 125 +80 +65 +40 +0 +40 +30 +20
Mutual savings banks and savings
and loan associations ------------ +200 +13 .---.------- +205 +140.. ........

Mutual fire and casualty companies.. +40 +25 . ---------- +35 -----........
Cooperatives--------- ------- +35 +25 ................ +35 +25 .--..--
Foreign items:

Controlled foreign corporations-- +85 +85 .--------------- +85 4+85 ----.--------
Gross-up ofdividends .----- +35 +35 ..--. ..... +26 +2..
All other foreign items--.------ +30 +30 +5 +5 +30 +3 + +

Miscellaneous provisions....------ .--------................ -- ----- -5 -5 0 0

Total.....---------------- +325 +430 -725 -245 -210 -15 -485 -210

i At levels of income and investment estimated for 1962; modified from published estimates because of
current results of the Commerce-SEC survey of planned capital expenditures. In estimating the net
revenue cost of the investment credit, its favorable effects on the level of investment were computed from
statistical relationships in the past years between investment and gradual changes in the cost of capital
goods (profitability) and cash flow. This procedure thus does not take into account the especially favorable
impact on businessmen's decisions to invest, of the sudden major improvements in these factors resulting
from the enactment ofthetcredt. Taking this into account should produce more favorable effects than
those shown In the table.

I Estimated gain from increased compliance because of reporting requirements.
Source: Office of the Secretary of the TreasuryrOffice ofTax Analysis, Aug. 13,1962.

II. INVESTMENT CREDIT

(Sec. 2 of the bill and secs. 38, 46-48, and 181 of the code)
A. Reasons for provision
The Secretary of the Treasury in his appearance before your com-

mittee stated:
The central element in the bill is the tax credit for in-

vestment in depreciable machinery and equipment.
At another point he said, with respect to the investment credit:

This matter has top priority in the agenda for tax refol'rm.
'As chief financial officer of the Nation, I do not lightly
regard tax abatements on the scale proposed here. I urge
this legislation because it will make a real addition to growth
consistent with the principles of a frce economy; because
it will provide substantial help in alleviating our balance-
of-payments problem, 1)oth by substantially increasing the
relative attractiveness of domestic as compared with for-
eign investment and by helping to improve the competitive
position of Ameiican industry in markets at honme and
abroad; and because, fr 'from adding to the forces re-
sponsible for alternative recessions and recoveries, it will
be of major assistance in strengthening oui present re-
covery and enabling us to attain a higher rate of growth

9.869604064

Table: Table 3.--Estimated revenue effect of H.R. 10650 as amended by the Senate Finance Committee
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and sustained full employment. Early action will resolve
uncertainty or hesitancy and begin at once a strong and
lasting incentive for modernization of the productive facili-
ties of our national economy.

The Secretary pointed out that American industry today must
compete in a world of diminishing trade barriers in which the advan-
tages 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 competi-
tors. An increase in efficiency and productivity at a rate at least
equal to that of other leading industrial nations is in the long run
necessary, therefore, both from the standpoint of the U.S. balance-of-
payments position and to continue to improve our standard of living.
The investment credit as a form of investment stimulation already is
in use by the United Kingom, Belgium, and the Netherlands, and is
in the process of being enacted by the Australian Parliment.
To achieve an increased rate of capital formation, a two-pronged

course of action is being followed in the area of capital formation.
First, the Treasury Department has recently announced a series of
depreciation revisions. The objective of these revisions is to provide.
realistic tax lives in light of past actual practices and present and
foreseeable technological innovations and other factors affecting obso-
lescence. The new guideline lives are expected initially to result in
an annual revenue reduction of $1.5 billion and to reduce depreciable
lives in the case of corporations surveyed by 21 percent. Another
facet of this objective is to achieve a more simple and flexible system
of depreciation through the use of guideline lives for broad classes of
assets used by each of the industries in our economy.

Realistic depreciation alone, however, is not enough to provide the
essential economic growth. In addition, a specific incentive must be
provided if a higher rate of growth is to be achieved. The investment
credit will stimulate investment, first by reducing the net cost of
acquiring depreciable assets, which in turn increases the rate of
return after taxes arising from their acquisition. Second, investment
decisions are also influenced by the availability of funds. The credit
by increasing the flow of cash available for investment, will stimulate
investment. The increased cash flow will be particularly important
for new and smaller firms which do not have ready access to the capital
markets. Third, the credit can be expected to stimulate investments
through a reduction in the "payoff" period for investment in a par-
ticular asset. lThis reduction in risk, coupled with the higher rate of
profitability and increased cash flow, will lower the level at which de-
cisions to invest are made and will help to restore to past levels the
proportion of the annual national output devoted, through investment
in machinery and equipment, to capital formation,
The objective of the investment credit is to encourage moderniza-

tion and expansion of the Nation's productive facilities and thereby
improve the economic potential of the country, with a resultant in-
crease in job opportunities and betterment of our competitive position
in the world economy. The objective of the credit is to reduce the
net cost of acquiring new equipment; this will have the effect of in-
creasing the earnings of new facilities over their productive lives and
increasing the profitability of productive investment. It is your corn-

87490---2---2
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liittee's intent that the financial assistance represeiltedt by the credit
should itself be used for new investment, thereby further advancing
tlt economy. Only inl this way-will the-ilnvestment credit fully serve
tle overall national interest in greater productivity, a healthy and(
sustained economic growth, anid. a better balance in international
)IayIllents.
Some have suggested that tax changes designed to add to consumer

demand are the appropriate way to raise the level of investment.
However, to rely only on such an approach suggests primarily expan-
sion of existing kinds of equipment and techniques, rather than more
efficient and larger quantities of capital per worker and therefore
greater productivity. The credit adds to the quantity and quality of
capital available per worker, and increases the relative attractiveness
of investment at home compared with investment abroad.

Finally, the statement sometimes made that the credit is a subsidy
overlooks the fact that other alternatives, such as faster depreciation,
for example, share the same characteristics of giving the investor in
equipment a monetary reward beyond what he would receive on the
basis of realistic accounting. The credit, however, is preferable to
higher depreciation charges because the latter tend to distort income
accounting and produce higher costs for book purposes, which fre-
quently could be expected to be reflected in higher product prices.
B. Comparison of committee amendments with House provision
Your committee has retained the basic House provision on the

investment credit. As in the House bill, the credit generally allow-
able is 7 percent of the investment (3 percent in the case of certain
public utilities) and this amount may be offset in full against tax
liability up to $25,000, and against one-quarter of the tax liability
above this level. Again, as in the House bill, property with an esti-
mated useful life of 8 years or more is fully taken into account in conm-
puting the credit, property with an estimated life from 6 to 8 years is
taken into account at two-thirds of its basis, while property with an
estimated life from 4 years up to 6 years is taken into account at one-
third of its basis. In addition, as provided by the House bill, machin-
ery and equipment are the principal types of investments eligible for
tihe credit.

Despite the substantial similarity of your committee's and the
House versions of the investment credit, there are important differ-
ences. The most important of these is the reduction-of the amount
on which depreciation may be taken, in the case of assets eligible for
the investment credit, by the amount of the investment credit allow-
able. Your committee believes that where a taxpayer purchases a
$100 asset, for example, if $7 of this purchase price is to be allowed
as a direct reduction in his tax in the form of a credit, this same
amount should not be allowed to him again as a depreciation deduc-
tion in computing income subject to tax. In such a case the tax-
payer's real contribution toward the purchase of the $100 property
is limited to $93 and therefore it seemed appropriate to your com-
mittee to limit the depreciation recovery to this same $93.
A second change made by your committee provides that where prop-

erty is lost or destroyed as a result of a casualty or is stolen and is
insured, reinvestment of the insurance proceeds in replacement prop-
erty is not to be eligible for an investment credit. This eliminates the

12
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allowance of a credit in such cases,, where the taxpayer has not made
a contribution of additional funds toward the acquisition of new
property.
A third change made by your committee provides that the invest-

ment credit is to be available only with respect to property acquired or
constructed after June 30, 1962, rather than on or after January 1,
1962. Your committee concluded that taxpayers had no basis for
assuming that an investment credit would be provided by Congress
during the first half of 1962 when, for most of this period, the pro-
vision had not yet been even considered by the Senate or your com-
mlittee. The allowance of the investment credit for this period, there-
fore, would represent a windfall for the taxpayers involved.
A fourth change made provides that livestock (including race

horses) are not to be eligible for the investment credit since they are
not included in the category of property resulting in ordinary income
(to the extent of depreciation deductions) at the time of sale.
A fifth change made in the investment credit by your committee

was to provide a 3-year carryback of unused investment credits. As
pointed out above, the investment credit, in the case of a taxpayer
with a tax liability of more than $25,000, could offset only one-
quarter of the tax liability in excess of $25,000. Under the House
bill any "unused" investment credit remaining could only be carried
forward and used in any of the 5 succeeding years, again subject to the
applicable limitations for those years. Testimony before your com-
mittee pointed out that the absence of a carryback of an unused credit
in such cases would tend to encourage investment in prosperous
periods and discourage it in depressed periods, when tax liability was
relatively low. To offset this effect, your committee's bill provides
for a 3-year carryback of any unused investment credit (but not to
a period before June 30, 1962).

In a sixth and final change, your committee has deleted the require-
ment that one electing to treat -a lessee of property as a purchaser
must be engaged in the business of leasing property. Under your
committee's change, any lessor of property meeting thle other require-
ments may make the election.
C. General explanation of provision

1. The general pattern of the credit.- The bill provides a credit (in
code sec. 38), which may be offset directly against income tax liability.
The credit generally is an amount equal to 7 percent of "qualified
investment" which includes both purchases of new equipment, and
also, to a limited extent, purchases of used equipment. In the case of
property with an expected useful life of 4 up to 8 years, the investment
taken into account in computing the 7 percent credit is graduated
from one-third in the case of the 4-year a"sets up to 100 percent in
the case of property with a useful life of 8 years or more. In the case
of most public utilities, however, only what amounts to a 3-percent
investment credit is allowed. Under your committee's amendments
the depreciation base of the assets involved is reduced (except for
purposes of computing the credit) by the amnount-of the investment
credit involved.
The types of property, whether new or used, which are included

in qualified investment are described as "section 38 property." This
property includes most tangible personal property. It also includes
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certain real property, other than buildings (or structural components)
if the property is used directly in manufacturing, production, trans-
portation etc.
Once the amount of the 7-percent credit against tax is determined,

the amount which may be claimed in any one year is limited to the
tax liability, or if this tax liability exceeds $25,000, the credit (to the
extent it exceeds this amount) is limited to 25 percent of the tax
liability. However, a 3-year carryback and a 5-year carryforward
are provided for any of these credits which because of this limitation
are unused. The bill also provides that where the property is dis-
posed of (within 8 years) before the end of its life as estimated for the
credit the credit is reduced to the amount which would have been
allowed initially had the useful life of the asset been correctly esti-
mated.

These provisions are described briefly below.
2. Qualified investment.-Investment which is eligible for the

7-percent investment credit is referred to in the bill as "qualified
investment" (sec. 46(c)). Qualified investment includes both new
property and a limited amount of used property. Property qualifies
for the investment credit in the year it is placed in service by the
taxpayer, even though under the depreciation convention used by the
taxpayer, he may not be eligible to start depreciation on the property
until the coming year.
The percentage of investment which the taxpayer may take into

account as qualified investment varies to some degree with the ex-
pected useful life of the property in his business. No part of the
investment in property with an expected useful life of less than 4
years is taken into account. Property-with an expected useful life of
4 years and up to (but not including) 6 years is taken into account
at one-third of the amount of the investment actually made; property
with an expected useful life of 6 years and up to (but not including)
8 years is taken into account on the basis of two-thirds of the invest-
ment made; and property with a longer life is taken into account at
the full amount of the investment.

Public utility property is taken into account as qualified investment
at three-sevenths of the amount otherwise allowable. Thus, in the
case of 4- or 5-year public utility property, one-seventh of the invest-
ment is taken into account; in the case of 6- or 7-year property, two-
sevenths of the investment is taken into account; in the case of
property with a life of 8 years or more, three-sevenths is taken into
account. This means that in the case of public utility property with
an expected useful life of 8 years or more, in effect a 3-percent credit
is allowed. Public utility property for this purpose means property
used predominantly in an electrical energy, water or sewage disposal
business, a local gas distribution business, a telephone business, or a
domestic telegraph business, but only if the rates involved in all of
these cases are subject to regulation by a governmental agency or
commission.
Your committee's amendments provide that "qualified investment"

is to be reduced in the case of property which is a replacement for
other property destroyed or damaged by fire, storm, shipwreck, or
other casualty or stolen, where this latter property was insured (or
compensation was otherwise received). In such cases the amount
treated as qualified investment in the case of the property acquired as

14



REVENUE ACT OF 1962

a replacement is reduced by the amount of the insurance (or other
compensation) or by the amount of the basis of the replaced property
if lesser. This prevents a taxpayer from obtaining an investment
credit windfall from insurance proceeds where the taxpayer neither
puts up new funds nor expands his business. (This provision applies
only when it results in a larger cutback in qualified investment
allowable than the recapture rule described subsequently.)

3. New and used property.-The new property taken into account
as qualified investment (sec. 48(b)), under your committee's amend-
ments must be purchased or otherwise acquired after June 30, 1962,
and its first use commenced by the taxpayer after that date. Other
new property eligible for the credit also includes property constructed,
reconstructed, or erected by the taxpayer after that date. These are
the same rules which applied with respect to the new forms of deprecia-
tion provided in 1954.
Used property (sec. 48(c)), eligible for the credit, also must be

purchased after June 30, 1962, but, of course, is not property which
is new in use with the taxpayer. To prevent abuse, however, there
has been omitted from the term "used property," available for the
credit that which (after acquisition by the taxpayer) is used by a
person who used the property before such acquisition (and also that
which is so used by a person who is related to a person who used the
property before its present acquisition).
The cost of any used property which may be taken into account

is limited to $50,000 a year. Where used property with varying
useful lives is acquired the taxpayer may select the property to be
taken into account for the investment credit. Presumably he will
select assets with lives of 8 years or more since there is no one-third
or two-thirds reduction in such cases.

In the case of a husband and wife filing separate returns, the amount
of used property which may be taken into account by each is $25,000
instead of $50,000, unless one of the two has not purchased any used
section 38 property, in which case the other spouse may claim the
entire amount up to $50,000. This prevents any double allowance
for married couples. In the case of affiliated groups of corporations
(with a 50-percent test of common ownership instead of the 80 percent
usually applied), there is to be one $50,000 used property allowance
for the group and it is to be apportioned among the members of the
group in accordance with their purchases of this property. In the
case of partnerships, this limitation applies both at the partnership
level and also with respect to each partner. Thus, $50,000 is the
limit with respect to used property which may be qualified for any
partnership, and then there is a further $50,000 limit at the partner
level. This latter limit may further restrict the used property eligible
for the credit where a partner, in addition to his share of investment
in one partnership, has, either from another partnership or as a sole
proprietor, additional used property investment for which he may
receive a credit. The total of these which qualify for the credit may
not exceed $50,000.
To prevent a double allowance where used property is traded in on

used property, or where used property is disposed of (otherwise than
by casualty or theft) and other used property "similar or related in
service or use" is acquired as a replacement, the cost otherwise allow-
able for the used property acquired is reduced by the adjusted basis
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of the property disposed of in both of these types of cases. However,
this "replacement" reduction in the credit is not to apply where there
otherwise is a reduction in the credit for the property disposed of
because of its disposal within 8 years and before the end of what had
been its estimated useful life. (See heading 6 below.)

4. "Section 38" property.-Section 38 property (defined in sec.
48(a)), is tile only property (either new or used) which is treated as
"qualified investment." Except for the exclusions noted below, all
tangible personal property qualifies as section 38 property. Except
for buildings and their structural components, real property which is
used as an integral part of manufacturing, production or extraction
or of furnishing transportation, communications, electrical energy,
gas, water or sewage disposal services also qualifies as section 38
property. This is also true of real property (other than buildings and
structural components) used for research or storage facilities with
respect to any of the above categories. Tangible personal property is
not intended to be defined narrowly here, nor to necessarily follow
the rules of State law. It is intended that assets accessory to a
business such as grocery store counters, printing presses, individual
air-conditioning units, etc., even though fixtures under local law, are
to qualify for the credit. Similarly, assets of a mechanical nature,
even though located outside a building, such as gasoline pumps, are
to qualify for tile credit. Real property (other than buildings and
structural components) which qualifies as integral parts of categories
referred to above includes such assets as blast furnaces, oil and gas
pipelines, railroad track and signals, and fences used in connection
with raising cattle.

Section 38 property must be depreciable property and have a
useful life of 4 years or more. As indicated elsewhere property with
estimated useful lives of from, 4 to 8 years is only partially taken
into account for purposes of the investment credit.
There also are certain categories of property which are excluded

from the definition of section 38 property-and, therefore, cannot
qualify for the credit. These exclusions are:

(1) Property used predominantly to furnish lodging or in
connection with the furnishing of lodging. However, there are
two exceptions to this exclusion. First, property used in non-
lodging commercial facilities (such as a restaurant) located in
lodging facilities (such as a hotel) may qualify for the credit if the
nonlodging commercial facilities are available for use by tlhe
general public on the same basis as for the lodgers. Second,
property used in a hotel or motel which primarily serves transient
guests may qualify for the credit. The first of these two rules is
essential to place nonlodging commercial facilities located in an
apartment building, etc., on an equal competitive basis with
similar facilities located elsewhere. Property necessary for the
operation of a hotel or motel also is used in a regular commercial
venture and, therefore, it was believed that it too should be
eligible for the investment credit.

(2) Property used by a tax-exempt organization (other than in
a business to which the unrelated business income tax applies).
The limitation on the allowance of the credit in this case is
designed to prevent an investment for use in connection with an
exempt function from decreasing any tax on an unrelated trade
or business.
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(3) Property used by (or leased to or by) governmental units.
Property leased to governmental units is omitted since allowing
the lessor in such cases an investment credit would not be ex-
pected to increase the use of such property by the governmental
units.

(4) Property used predominantly outside of the United States.
However, there are certain exceptions where this type of property
is eligible for the credit, namely, in the case of domestically owned
aircraft, rolling stock of railroads, vessels and motor vehicles,
where the use is partially within and partially without the United
States. Similarly, an exception is made for domestically owned
containers which are used in the transportation of property to or
from the United States. A further exception is made for domes-
tically owned property used in exploring for, developing, remov-
ing, or transporting natural resources from the outer Continental
Shelf of the United States. Property used predominantly
outside of the United States (with the exceptions noted) is
omitted, since the primary purpose of the credit is to encourage
investment within the United States.

(5) Livestock (including racehorses).
5. Limitation on tax credit.-The tax credit, under the bill, as

amended by your committee (sec. 46(a)(2)) may not exceed the tax
liability, or if the tax liability is in excess of $25,000, may not exceed
$25,000 plus 25 percent of the tax liability over this amount. This
limitation, while leaving substantial leeway for utilizing the credit, is
designed to prevent it (in combination with other tax benefits) from
relieving the taxpayer from any substantial tax contribution. How-
ever, in recognition of the problems of small business, the bill does not
impose this limitation with respect to the first $25,000 of any tax
liability.

Although this limitation with respect to the allowance of the. iLt
vestment credit is imposed for the year in which the investment is
made, nevertheless, any investment credit which, because of this
limitation, cannot be used in the current year mlay be carried to other
years by the taxpayer. Under your committee's amendments the tax-
payer may first carry an unused credit back to the 3 prior years (but
not before June 30, 1962) and then forward to any of the succeeding
5 years using the credit in any of these years to the extent it is less
than the applicable tax limitation.
Tax liability for purposes of this limitation is computed without

regard to the accumulated earnings tax or personal holding company
tax liability, but after the application of the foreign tax credit, the
4-percent dividends-received credit, the credit for partially tax-
exempt interest and the retirement income credit. In order to pre-
vent a full allowance with respect to $50,000 of tax liability (instead
of $25,000) in the case of a married couple, the bill provides that for
a married individual filing a separate return the tax liability limitation
is $12,500 instead of $25,000. However, if either the husband or the
wife has no qualified investment (or unused credit carryback or carry-
over), the one having the investment or carryover may make use of
the entire $25,000. In the case of an affiliated group there is one
$25,000 of tax liability which can be fully offset by an investment
credit and this is by regulations to be apportioned among the members
of the affiliated group.
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6. Recapture rule.-To guard against a quick turnover of assets
by those seeking multiple credit-the bill provides (in sec. 47) a special
adjustment or recapture. Under this provision if property is dis-
posed of, or otherwise ceases to be section 38 property, the tax for the
current year is to be increased by the reductions in investment credits
(which would have resulted in the prior years) had the investment
credits allowable been determined on the basis of the actual useful
life of the property rather than its estimated useful life. This means,
for example, that if an asset which had previously been estimated to
have a useful life in the business of 8 years or more actually is used
by the taxpayer only for 6 years, the investment credit for the year in
which the investment was originally made will be recomputed on the
basis of two-thirds the investment made. Had this asset been sold
after 4 or 5 years' use, the allowable investment would have been
recomputed on the basis of one-third of the actual investment and
had it been sold after a still shorter period, the credit would have
been eliminated.

Although the credit is recomputed for the earlier year in which the
investment was made, the actual adjustment in tax occurs in the cur-
rent year, namely, the year in which the asset is disposed of (or other-
wise ceases to be sec. 38 property). This makes it unnecessary actu-
ally to recompute taxes in the prior years, or to extend the statutory
periods of limitations. An adjustment is also made in any carrybacks
and carryovers of unused credits so that they too will reflect the
reduced amount of investment to be taken into account.

Although disposal of assets (where this is less than 8 years) within
a shorter period of time than- their estimated useful life usually
will be the factor resulting in downward adjustments in the credit
allowed, the credit must also be adjusted if property ceases to qualify
as section 38 property; where, for example, it is converted to use
predominantly outside of the United States. A downward adjust-
ment in the credit also is required where property is converted to
-public utility property for which only a reduced credit is available.
As indicated previously, a credit is allowed for certain types of public
utility property equal only to three-sevenths of the credit generallyallowable. Where property is converted to such use (again, before
the end of its estimated useful life and within the 8-year period) a
downward adjustment must be made. In this case, however, instead
of disqualifying one-third, two-thirds, or all of the property, depend-
ing upon the period of time involved before the conversion to public
utility use is made four-sevenths of such an adjustment is made,
since the public utility property itself qualifies for the credit for the
remaining period of time but on a reduced basis.
Few exceptions are made to the adjustment rule described above

because in no case does this result in a lesser credit than would be
available had the useful life of the property been estimated accurately.
Moreover, since the tax increase occurs in the current year, and not
with respect to the prior year in which the investment occurred, no
interest is charged with respect to the increase in tax resulting from
the reduction in credit. As a result, your committee believed that
it was necessary to forego the application of the adjustment rule only
in the case of the transfer of property by reason of the death of the
taxpayer or in the case of corporations where a successor corporation
"stands in the shoes" of the predecessor corporation. The successor
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corporation in such a case, of course, must continue to hold the
property for the appropriate period of time, or an increase will be
made in its tax because of the disposition of the property prior to
the end of its estimated useful life. In addition, the recapture rule
is not to apply where the replacement rule, applicable where insurance
proceeds are received for casualty losses or thefts, results in a revenue
reduction in qualified investment. (See No. 2 above.)

7. Downward adjustment in basis of property.-The bill as amended
by your committee provides (sec. 48 (g)) that the cost or other basis
of "section 38 property" is to be reduced by 7 percent of the qualified
investment except for purposes of computing the credit itself. As
previously indicated, this downward adjustment is provided because
your committee believes that there is no reason to allow the taxpayer
depreciation with respect to the portion of the investment in effect
paid for by the Government.
The bill provides that the basis of all qualified investments is ta be

reduced by 7 percent. Since "qualified investment" is after adjust-ment for different estimated lives (and also after the special adjust-
ment where the property involved is public utility property) the
uniform 7-percent downward adjustment provides the appropriateresult in most cases. However, there are cases where this adjustment
may be too large. This is true, for example, where because of the
limitation to 25 percent of tax liability, not all of the credit is used in
the taxable year, 3 years to which the credit may be carried back and
5 years to which it may be carried forward. To compensate for this
overadjustment the bill provides taxpayers with a special deduction
in computing taxable income in the first year after all carryforwords
for a credit have expired, equal in amount to any unused portion of
the credit. If the taxpayer dies or ceases to exist prior to that time
this special deduction (or appropriate portion of it) is allowed the
taxpayer in his last year.
A second circumstance under which the downward adjustment

referred to here may be too great is that where a property is disposed
of before its full estimated life has expired and in less than 8 years.
In such cases the investment credit is cut back under the recapture
rule explained in the prior section with the result that the original
adjustment to the basis of the property was too large. To the extent
of this cutback in the investment credit, the bill provides for an
increase in the basis of the property at the time just preceding its
disposition.

8. Election for leased property.-The bill provides (in sec. 48(d))
that a lessor may elect with respect to new property to treat the
investment as if-made by the lessee instead of the lessor. This election
applies only with respect to new property and is not available for used
property. Permitting the investment credit to be passed on to the
lessee in these cases is believed to be desirable since, as a result of this
provision, it is possible for the lessor to pass the benefit of the invest-
ment credit on to the party actually generating the demand for the
investment.

If the lessor makes this election, then the lessee is treated for
purposes of this provision as if he had acquired the property himself,
that is, generally he will be treated as if he had acquired the property
for the lessor's cost or other basis for the property. However, if the
lessor constructed the property (or a corporation controlled by or
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which controlled the lessor did so) the lessee is treated as having
acquired the property for its fair market value. The useful life of
the property in the hands of the lessee in such cases is to be its useful
life in the hands of the lessor for purposes of computing the size of
the credit available. This is true whether or not the lease itself is
for a shorter period of time. Of course, in such cases if the lessee does
not renew the lease and hold the property for the estimated useful
life of the .property in the hands of the lessor, then a downward
adjustment will be made in his investment credit.
Where the lessee is allowed the investment credit there is no adjust-

ment of the lessor's basis for depreciation (as discussed in No. 7 above)
but a reduction of the lessee's deduction for rent is provided.

9. Special classes of taxpayers.-A number of special categories of
taxpayers receive special tax treatment under the Internal Revenue
Code which makes it inappropriate in their cases to allow the full
investment credit. For other taxpayers, the-code provides that in-
come may be taxed in part to the organization and in part to its share-
holders or beneficiaries. In these situations your committee's bill
either cuts down the allowance of the tax credit in proportion to the
special benefit received, or provides for the apportioning of the in-
vestment credit between the organization and its shareholders or
beneficiaries in accordance with their sharing of income for tax pur-
poses. Similar adjustments are also provided in the $25,000 tax
liability limitation.

In thle case of mutual savings banks, building and loan associations
and cooperative banks, the investment credit allowable is reduced by
50 percent (largely offsetting the 60 or 50 percent special deductions
they are allowed). Thle $25,000 tax liability limitation is also similarly
reduced for these organizations.

In the case of regulated investment companies and real estate
investment trusts, the qualified investment allowed them and the
applicable $25,000 tax liability limitation are reduced in the same
l)roportion in which their taxable income is reduced by dividends
paid to shareholders or beneficiaries. Similarly, in the case of co-
operatives, the qualified investment and $25,000 tax liability limita-
tion to be taken into account are reduced in the same proportion in
which their taxable income is reduced for patronage dividends (and
in the case of exempt cooperatives its deductions for dividend pay-
ments on capital stock, patronage distributions with respect to U.S.
business and income distributed to patrons from sources other than
patronage).

In the case of subchapter S corporations, i.e., corporations treated
in a manner similar to that of partnerships, since it is the shareholders,
rather than the corporation, who are taxed on the income of the
corporation, the bill (sec. 48(e)) divides the qualified investment for
eachl year on a pro rata basis among the shareholders of the corporation
at the end of the year. In this case since the shareholders are treated
as the taxpayer, the investment maintains its character as new or
used section 38 property in their hands. Similarly, the bill (in sec.
48(f)) provides that qualified investment in the case of estates or
trusts is to be apportioned between the estate or trust on one hand and
the beneficiaries on the other on the basis of the income of the estate
or trust allocable to eacll. As in the case of the subchalpter S corpora-
tions, the beneficiary is treated as the taxpayer with respect to the
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investment apportioned to him and therefore the investment retains
its character in his hands as new or used section 38 property. The
$25,000 tax liability limitation in the case of the estate or trust is
reduced in proportion to the total income allocated to other than the
estate or trust.

10. Carryovers in the case of certain corporate acquisitions.-Generally,
in the case of certain tax-free acquisitions of assets of one corporation
by another, present law provides that certain items. of the first cor-
poration are to be carried over and attributed to the second. This
includes such items as net operating loss carryovers, earnings and
profits, methods of accounting, methods of computing depreciation
allowance, etc. The bill adds to this list (sec. 381(c)(23)) a carryover
to the acquiring corporation in the case of these tax-free reorganiza-
tions of the status of the prior corporation with respect to items
required to be taken into account for purposes of the investment
credit. This mainly is concerned with (1) the carryover of the
possibility of adjustment with respect to the investment credit where
an asset is held for less than the full period of its estimated useful
life and (2) the carryover of any unused investment credit in the
prior 5 years.

11. Effective date.-The bill provides that the investment credit is
to apply to taxable years ending after June 30, 1962. However,
in the definition of new section 38 property and also used section 38
property (the only types of property eligible for the credit) it is pro-
vided that a credit is to be available only with respect to acquisitions
after June 30, 1962, or in the case of property newly constructed,
rcconstructed or erected by the taxpayer, only with respect to the
portion of the property which is constructed, reconstructed or erected
after that date. The combination of the effective date and these
definitions of new and used section 38 property in effect provide that
the investment credit is to be available only with respect to property
acquired (also property constructed, reconstructed, or erected by the
taxpayer) after June 30, 1962, with respect to taxable years ending
after that (late.

III. APPEARANCES, ETC., WITH RESPECT TO LEGISLATION

(Sec. 3 of tile bill and sec. 162(e) of' the code)
A. llea.oVns for provision,PIcesent law allows deductions for inlcolme tax purpl)oses for ordinary
f1n1( nIecssary expenses paid or inclilredl in carrying on a trade or
businesss. No mention, however, is made in ltie statute of (expenses
intcul('Ted ill making appearances, submitting material, or comlnmuni-
cating witl)ri\spect to legislative matters. HIowever, Trenaslury rIegu-
lations il effect prior to tl(e enactnment of tihe 1954 Code disallowed
dedulc!ions for xl)(rn(litlnles for sucll piui'loseo\s (iregulationIs118. sees.
39.23(o)- (f) and 39.23(q) -1 (a)).

1n 1 959, tile Slprel'me(ll( C(oit iand(led1 down1 two copanion decisions
uphl)lolding tli valli(dity of these regulations, (Cammamrano v. U.S. land
I'. Sitrauas (,n, os,tne. v. (.,1.S. (358 U.S. 498 (1959)). The' Couirt
held(I hat altltlouglh t(lie ailmoilnts epel)((led for legislative mlattces wNere
"oIrdillarv andl nlecle'sary"'--in fact (esSential to tlie very survival of' the
Inaxpl)aytr' llsiness--- nevert(hll(elss tley vweltre not de(ldulctil)l1)eb'caus
t hie regulattions barred t l(e (deduct ion of this particular type of expensee.
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The Court recognized that tlhe statute contained no provisions spe-
cifically supporting the regulations, but stated that they had acquired
the force of law by reason of congressional reenactment of the under-
lying statute.

Following the Cammarano decision, the Treasury Department
prolnlgated new regulations relating to deductions incurred with
respect to legislative matters. These regulations, while following the
general rules set forth in the earlier regulations, for the first time stated
specifically that several different classes of expenditures are to be
disallowed as deductions. For example, the new regulations require
the disallowance of a deduction for the portion of dues and other
payments to any organization, a "substantial part" of the activities
of which consist of lobbying to the extent that such amounts are
"attributable to" these activities. Similarly, the regulations now
state that expenditures for the promotion or defeat of legislation
include expenditures for the purpose of attempting to influence
members of a legislative body, directly or indirectly, by urging or
encouraging the public to contact the members.
The regulations issued by the Treasury Department in 1959 brought

to a head many administrative and enforcement problems and un-
certainties which have plagued both the Government and taxpayers.
The difficulty in allowing trade or business expenses generally, but
isolating expenses relating to legislative matters and denying deduc-
tions for them, stems in part from the difficulty in segregating and
classifying such expenses. This is a form of detailed recordkeeping to
which taxpayers are not accustomed. Moreover, in the case of many
expenses which may primarily be incurred to inform the business itself
as to the application of certain proposed legislation, when such
information is also made available to legislators it is difficult to
determine how an allocation of the expense should be made between
legislation and mere planning of the company. Moreover, in the case
of an organization, a determination must also be made as to whether
the expenses of this type are substantial--a term which involves a
difficult line of demarkation.
More important than the administrative and enforcement problems,

however, are the policy considerations involved in denying expenses
with respect to legislative matters. It appears anomalous, for ex-

ample, that expenses incurred in appearing before legislative bodies
or before legislators are not deductible while appearances before execu-
tive or administrative officials with respect to administrative matters,
or before the courts with respect to judicial matters, are deductible
where the expenses otherwise qualify as trade or business expenses.
Your committee believes that the present bar on deductions with re-
spect to legislative matters must be modified to place presentations
to the legislative branch of Government on substantially the same
footing in this respect as that which obtains in the other two coordi-
nate branches of Government.

It also is desirable that taxpayers who have information bearing on'
the impact of present laws, or proposed legislation, on their trades or
businesses not be discouraged in making this information available
to the Members of Congress or legislators at other levels of Govern-
ment. The presentation of such information to the legislators is
necessary to a proper evaluation on their part of the impact of present
or proposed legislation. The deduction of such expenditures on the
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part of business also is necessary to arrive at a true reflection of their
real income for tax purposes. In many cases making sure that legis-
lators are aware of the effect of proposed legislation may be essential
to the very existence of a business. The deduction of legislative ex-
penses for those who incur them for personal reasons is not proposed
iero, since personal expenses generally are not deductible with respect
to administrative or judicial presentations and have no bearing on the
determination of true taxable income of a business.
B. Comparison of committee amendment with House provision
Your committee has retained the House provision relating to

appearances, etc., with respect to legislation. The only change made
is the addition of one category of deductible expenses. Your com-
mittee's amendment provides, in addition to the categories specified
in the House bill, for the deduction of expenses incurred by a taxpayer
in carrying on a trade or business if the expenses are in direct connec-
tion with the communication of information between the taxpayer
and employees or stockholders with respect to legislation, or proposed
legislation, of direct interest to the taxpayer. As in the case of the
categories referred to in the House bill, expenses of this type, in order
to be deductible, may not be for participation or intervention in
political campaigns on behalf of candidates for public office or in
connection with attempts to influence the general public (or segments
thereof) with respect to legislative matters, etc.
C. General explanation of provision
The bill adds a new subsection (sec. 162(e)) to the provision of

present law relating to the deduction of trade or business expenses.
]it provides that certain types of expenses incurred with respect to
legislative matters are to be deductible if in all other respects they
qualify as trade or business expenses.
The expenses which may be deducted are divided into three cate-

gories. The first category relates to expenses in direct connection
with appearances, submission of statements or sending of communi-
cations. These appearances, statements or communications may be
presented either to committees or individual Members of Congress
or to committees or individual members of State or local govern-
mental legislatures. The second category of expenses which may be
deducted are those in direct connection with the communication of
information between the taxpayer and an organization of which he is
a member. The third category 6f-expenses which may be deducted
are those in direct connection with the communication of information
between the taxpayer and an employee or stockholder. This com-
munication of information may be either from the organization, em-
ployee or stockholder to the taxpayer or vice versa. In the case of
all three categories of expenses referred to above, in order for the
expense item to be deductible, it must be concerned with legislation
or proposed legislation of direct interest to the taxpayer (and to the
organization in the second case). Thus, the expenses may not be in
connection with legislative matters such as nominations, etc., but
rather must be in connection with specific legislation or proposals for
legislation.
The bill also provides that where a taxpayer is a member of an

organization and the organization pays or incurs the expenses of the
types referred to above on behalf of its members, the dues which the
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taxpayer pays to the organization in carrying on his trade or business
are to be deductible to the extent they are used for such purposes.
The remainder of the dues is likely already to be deductible as an
ordinary and necessary business expense. Of course, the dues to an
organization may be deductible although not all of the organization's
legislative activity is connected with each specific member's trade or
business. It is sufficient if all of the organization's legislative activity
is related to the trade or business of a significant number of the mem-
bers.

Tlhe bill provides two limitations on thle deductions of the above-
specified expenses for the specified types of legislative activity. It is
not intended by your committee that any deduction be allowed for
an amount paid or incurred for participation or intervention in any
political campaign for any candidate. Of course, this includes
participation or intervention in political campaigns in opposition to
a candidate as well.
Your committee's bill further provides that no expense deduction

is to be allowed for expenditures to influence the general public, or
segments thereof, with- respect to legislative matters, elections, or
referendums. Thus, except to the extent allowed by existing law, no
deduction is intended to be allowed for expenses incurred in connec-
tion with what is usually called "grassroot" campaigns intended to
develop a point of view among the public generally which in turn is
directed toward the legislators. However, your committee docs not
intend that this limitation should have any effect upon the deducti-
bility of dues, contributions or other payments to organizations whose
activities consist primarily of gathering and disseminating factual in-
formation, data and statistics. For example, a nonprofit organization
would not be affected by the limitation if it were organized and oper-
ated for the propose of studying governmental affairs, Federal, State,
or local (which might include analysis of legislation or proposed legis-
lation) and of publishing and distributing to its members and the pub-
lic factual reports and information on such governmental affairs.
Such factual reports might contain data which could be used by sub-
scribers and others to promote or defeat legislation, but so long as the
organization itself did not engage in lobbying activities to promote or
defeat legislation, payments to such organization will continue to be
deductible to the same extent as under existing law.

Nothing in this provision is intended to perilit the deduction of enter-
taimnent expenses. Suchl amounts, if deductible at. all, must meet tUie
tests set forth in section 4 of the bill, explained below, without regard
to this provision.

Thills provision is to )be effective with respect to taxalle years
beginning after D)ece nbler 31, 1)62.
IV. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC'.,

EXPENSES

(Sec. 4 of tlie bill aid se(.. 274 of tlie code)
,A. HIeasot,.sf for provlniio.

111'h Treasury )rollgllit to tll( att(ntion of Congress tltat wid'esp1re)d
ab)lliss hlave developed tlhl'olugh thle use of tlie exp(ns'e account. In
hils tax message to tli} Conglress last year, ttlle President staltd his
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conviction that entertainment. and related expenses, even though
having a connection with the needs of business, confer substantial
tax-free personal benefits on the recipients, and that in many instances
deductions aie obtained by disguising personal expenses as business
expenses. He recommended that the cost of such business enter-
tainment and the maintenance of entertainment facilities be disallowed
in full as a tax deduction and that restrictions be imposed on the
{deductilility of business gifts and travel expenses.
Much of the abuse described by the President can be traced to the

Broad judicial and administrative interpretation given to the term
"ordinary and necessary" which has resulted in many entertainment
expenses being allowed as deductions where their connection with a
trade or llusiness is quite remote. Under present law, where a business
purpose, however slight, exists, tlen the enteltainnient expenses
generally are fully deductible if they are "'rdinary and necess1'y"7
)business expenses.

After careful consideration of tlie proposal, your committee las
concluded tllat deductions for entertainment and traveling expenses
and business gifts should be restricted to prevent abuses. The com-
mlittee angree3 that tills abuse of the tax law soul d not be condoned,
but on the otlier band it does not believe that coml)lete disallowance
as recolnmended by tlie Pre(sident is tle proper solution to tile problem.
Ratherr, your commltittee is convinced that expenses incurred for valid
businesss purposes should not be di'scolliaged since such expenses se've
to increase business income, which iJA turn produces additional tax
revenues for thlie.TreasIuy. If valid business expenses were to be (is-
allowed as a deduction (particularly expenses associated will selling
functions), there might be a substantial loss of revenue whLre business
tranlsactiiols are discouraged, or where they fail to be consumminated.
Moreover, thle entertainment industry emplloys large numbers of
service personnel, most of whom are unskilled workers whlo would find
it difficult to obtain new employment in other fields if tlee disallowance
of entertailllnllt exIenses created considerable unempllloylmenit il tlie
etllertaninllent iniilustry. In such cases, taxes now paid by these
workers would be lost, to thle Treasury.
B. Comparison of committee amendment with I-louse provision
The House bill provides rules which in general would: (1) disallow

a deduction with respect to entertainment activities, except to the
extent that the expense is directly related to the active conduct of a
trade or business; (2) disallow a reductionn with respect to entertain-
ment facilities, unless the facility is used primarily for the furtherance
of the taxpayer's trade or business and thle expense is directly related
to the active conduct of the trade or business; (3) abolish the Cohan
rule by requiring the taxpayer to substantiate, by adequate records
or by sufficient evidence corroborating his own statement, all expendi-
tures for entertainment and related facilities, and for travel and gifts;
and (4) limit the deduction for gifts to $25 per year per recipient.
Your committee's bill to a considerable degree retains the basic

structure of the House bill. However, the effect of the principal pro-
vision (tih disallowing of a deduction for certain entertaimlillent ex-

i)enses) lins been iodlified to permit t.le (ldduction of ex)(pelses for0
goo(lwill where a close association is estal)lishled l)etweell tile (expelise
aind the active conduct of a trade or business.
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The report of the Committee on Ways and Means made it clear
that the House bill was not designed to disallow completely deductions
for entertainment, amusement or recreation expenses, but rather it
was intended to eliminate abuses. Under the general rule, no deduc-
tion would be allowed for any such expenses except to the extent that
such expenses are directly related to the active conduct of a trade or
business. Despite the clear language of the House bill and the stated
intent of the provision, considerable uncertainty and confusion as to
the actual effect of the House draft has been created by the interpreta-
tion given this language in the House committee report. It in effect
interprets the proposed statutory language to disallow a deduction for
any expense f6r entertainment, amusement, or recreation unless the ex-

pense is described in one of a series of specific exceptions to the general
rule. Where the expense is covered by an exception, the rules of
existing law would continue to govern the deductibility of the expense.
To eliminate the harshness resulting from the House report, amend-

ment of the language of the House bill is necessary. Despite amend-
ment of the House bill your committee has made certain that enter-
tainment expense abuses are eliminated. By your committee's amend-
ment an alternative rule is added to the House bill under which
expenses for entertainment, amusement or recreation (with respect
to both activities and facilities) also will be deductible to the extent
that such expenses are associated with the active conduct of a trade or
business. This new language will permit deduction of expenses for
entertainment, amusement, or recreation incurred for the creation or
maintenance of business goodwill without regard to whether a par-
ticular exception applies. However, this new language will apply only
if the taxpayer demonstrates a clear business purpose and shows a
reasonable expectation of deriving some income or other benefit to
his business as a result of the expenditure. If he meets this test, the
expenditure will be considered to be associated with the active conduct
of his trade or business; otherwise, the expense will be disallowed
under your committee's amendment.
With respect to disallowance of a deduction for gifts in excess of

$25, your committee has adopted the rule of the House bill but has
modified the definition of "gift" for purposes of applying the limnita-
tion. Under the modified definition: (a) certain specialty advertising
gifts, (b) advertising material for use in connection with the recipient's
usiness, and (c) certain awards to employees costing not more than

$100, will not be taken into account in determining whether the $25
limitation has been exceeded.
The requirements of the House bill regarding substantiation of

claimed deductions for entertainment, amusement, or recreation ex-
penses, gifts, and traveling expenses, have been approved without
change.
The provision of the House bill which provided that expenses for

meals and lodging included in the term "traveling expenses" were to
be deductible only if "reasonable" has been clarified to assure that
"traveling expenses" are not to include expenses for meals and lodging
which are lavish or extravagant. In addition, your committee has
added to the House-passed bill a new rule for the allocation of travel-
ing expenses where the trip involves both business and pleasure.
Under this rule, which would eliminate abuses involving tax deduction
for vacation trips, if the trip is for more than 1 week and the personal
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portion of the travel time is in excess of 25 percent of the total time
away from home, the traveling expenses (including meals and lodging)
must be allocated between business and pleasure and only the portion
allocated to business will be deductible.
As amended by your committee, the provisions of this section of

the bill are to apply to taxableyears ending after December 31, 1962,
but only with respect to expenditures incurred after that date.
C. General explanation of provision
Your committee's bill adds a new provision to the code (sec. 274),which disallows, in whole, or in part, certain expenses which would be

fully deductible under present law. The requirements imposed by
this bill are in addition to the requirements for deductibility imposed
by other provisions of existing law, which must be met by the tax-
payer before this new provision becomes operative. Hence, if an cx-
pelnditure is claimed as a business expense deduction under section 162,
the taxpayer must first establish that it constitutes an ordinary and
necessary expense incurred in carrying on a trade or business, before
the new provisions of this bill become applicable.

Since the only purpose of this section is to disallow deductions, it
will not make deductible any expense which is disallowed under the
"ordinary and necessary" test of present law. Moreover, this section
does not affect the question of the includibility or excludibility of
an item in income of any individual. The rules presently applicable
under present law will continue to govern in this respect.

1. Disallowance of expenses for entertainment activities.-The first
part of the provision provides that no deduction is to be allowed for any
expense with respect to an activity which is of a type generally consid-
ered to constitute entertainment, amusement, or recreation, except to
the extent that the taxpayer establishes that the expense was directly
related to the active conduct of his trade or business, or that the
expense was associated with the active conduct of his trade or business.
Certain exceptions to this rule are provided, however, for expenses
not required to meet the new tests. They are discussed in No. 6
below.

Entertaining guests at night clubs, country clubs, theaters, football
games, and prizefights, and on hunting, fishing, vacation and similar
trips are examples of activities that constitute "entertainment, amuse-
ment, and recreation." In addition, "entertainment" includes any
)business expense incurred in the furnishing of food anld beverages,
a hotel suite, a vacation cottage, or an automobile either to a customer
(present or potential) or to any member of such a customer's family.
If deduction is claimed for any expense for "entertainment, amuse-
mlelt, or recreation" the facts and circumstances of each particular
case will determine the extent to which the expenses will b)e disallowed.
The trade or business of the taxpayer will determine whetlier an

activity is of a type generally considered to constitute entertainment,
amunLsemlent, or recreation. For example, with respect to a taxpayer
who is a professional hunter, a hunting trip would not generallyT be
considered a recreation-type activity. On the other hand, with
respect to a taxpayer whose trade or business consists of selling
machine tools or manufacturing clothing, a hunting trip generally
would be considered a recreation-type activity. Similarly, attending
a theatrical performance would generally be considered an entertain-

87490--62-3
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ment-type activity, but in the case of a professional theater critic,
attending a theatrical performance would not constitute an entertain-
ment activity.
An objective standard also will overrule arguments such as the

one which prevailed in Sanitary Farms Dairy, Inc. (25 TC 463 (1955))
that a particular item was incurred, not for entertainment, but for
advertising purposes. That case involved a big-game safari to Africa.
The taxpayer argued successfully before the Tax Court that the
expense of the hunt (including costs of making motion pictures
which were later shown to customers and potential customers) were
incurred solely for advertising purposes. Under the bill, if the
activity typically is considered to be entertainment, amusement, or
recreation it will be so treated under this provision regardless of
whether the activity can also be described in some other category of
deductible items. This will be so even where the expense relates to
the taxpayer alone.
Many entertainment expenses which have a business connection

nevertheless will not be deductible. To justify their deduction,
a taxpayer must establish that the incurring of the expenses relating
to the entertainment activities was directly related to or associated
with his effort to obtain new business or to encourage the continua-
tion of an existing business relationship. This means that he must
show a greater degree of proximate relation between the expenditure
and his trade or business than is required under present law. To
illustrate this principle, assume a taxpayer entertains a buyer and the
buyer's family at lunch and the theater. Under existing law, he claims a
deduction for the entire expense; under your committee's bill no de-
duction would be allowed for any portion of the expense attributable
to the buyer's family since as to them he is unable to show a sufficiently
close relationship between the expense and his trade or business.

It will not be sufficient that the entertainment expense is vaguely
or remotely connected with a business motive; it must be demonstrated
that the predominant purpose of the expense is to further the trade
or business of the taxpayer. Where goodwill generated by the ex-

pense is vague or where the possibility of the expenditure resulting in
the production of income is remote, no deduction will be permitted.
For instance, under present law a taxpayermay deduct expenses of
entertaining buyers and others associated with his trade or business
even though at the time he does the entertaining he already has more
business than he can handle. Under your committee's amendment,
however, no deduction will be allowed because, with a large backlog
of unfilled orders, such entertainment ordinarily cannot be regarded
as being associated with efforts to produce income.
Under the bill, although deduction for entertainment expenses is

restricted, such expenses will not be disallowed merely because they
are incurred for the purpose of generating business goodwill. Good-
will has long been recognized as a legitimate objective of business
entertaining and where the purpose of the expense and its clear
relationship to a business is firmly established, the expense ordinarily
will continue to be deductible. HoWever, nothing in your committee's
bill is to be construed as allowing a deduction for any expense whichir'
against public policy or which violates the public conscience. De-
ducting an expense incurred for such purpose under the guise of gen-
erating "business goodwill" will not be condoned and under your
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committee's amendment is not deductible. Thus, the cost of liquor
purchased for the entertainment of customers and the promotion.of
goodwill (which under existing law has been held deductible) will be
disallowed if the serving of liquor violates the public morals of the
community as expressed in local law. Another example of expenses
for immoral purposes which have been claimed on tax returns under
existing law involves expenditures to provide "call girls" for the
purpose of entertaining clients. Under your committee's amend-
ment no deduction whatsoever is to be allowed for expenditures of
this nature. In no legitimate sense are they "directly related to or
associated with the active conduct" of a trade or business.
On the other hand, the following examples are indicative of cir-

cumstances under which entertainment expenses ordinarily will not
be disallowed. Where the taxpayer conducts lengthy negotiations
with a group of business associates and that evening the group goes
to a night club, theater, or sporting event for relaxation, such enter-
tainment expenses are regarded as directly related to the active conduct
of business. Moreover, if a group of business associates with whom
the taxpayer is conducting business meetings comes from out of town
to the taxpayer's place of business to hold substantial business dis-
cussions, the entertainment of such business guests prior to the busi-
ness discussions also is directly related to the conduct of the business.
Similarly, if in between business meetings at a convention the tax-
payer entertains his business associates attending such meetings, such
expenses will be allowable.
i Although your committee's bill permits entertainment expenses to
continue to be deducted where a business purpose is shown, deduction
will be limited to the portion of the expense which is directly related
to or associated with business.

Objective standards will be employed to determine the apportion-
ment between the part of the expense which meets either of these
tests and the part which does not. Expenses not so related may
not be deducted. Under this rule, if a taxpayer entertains a group
of 10 individuals, 3 of whom are business prospects and 7 of whom
are social guests, deduction will be allowed under the bill only for
three-tenths of expenses incurred. Since the taxpayer's motive is not
relevant to this determination, it would make no difference that the
taxpayer in the above example would not have done the entertaining
but for the attendance of the three business-related guests. This rule
would disallow deductions for expenses in the following cases which,
under existing law are fully deductible:

A. Officer-shareholder and wife accompanied customer and
wife to Las Vegas for 12-day vacation. Taxpayer paid the
expenses for the four individuals. Officer-shareholder asserted
that he would not have made the trip except for business purposes
and that his wife's presence was required by the customer and
his wife.

B. Officer-shareholder and his wife traveled to Alaska with
customer and wife. Expense of wife was allowed based on
representation that customer would not go without his wife and
his wife would not go without such shareholder's wife.

C. Expenses for tractor demonstration attended by corporate
taxpayer's principal officer-shareholder and his wife. A purported
business reason for the wife's travel was established based on
allowance of expenses for similar travel in the past.
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* In example A, no deduction would be allowed under your com-
mittee's bill because a vacation trip for a customer and his wife is
not "directly related to the active conduct of the taxpayer's trade or
business." In example B, deduction will be disallowed for expenses
attributable to the taxpayer's-wife and the customer's wife. In
example C, no deduction would be allowed for expenses attributable to
the taxpayer's wife.

D. Customers and their wives are entertained by taxpayer at
Derby parties such as breakfasts and luncheons, etc.; by furnish-
ing blox seats and tickets for the Kentucky Derby; and entertain-
ment at the Derby.

Under existing law, the entire amount expended was claimed as a
deduction and was allowed. Under your committee's amendment, no
deduction is permitted for expenses attributable to customers' wives
because their connection with the taxpayer's trade or business is
remote.
No deduction will be allowable under this provision for any "enter-

tainment, amusement, or recreation" expenses which under the cir-
cumstances in which they are incurred are lavish or extravagant.This will be so even where a direct business purpose is firmly estab-
lished. The application of this rule can be demonstrated by the
following example:

E. The taxpayer, which is located in the midwest, asserted
that lavish entertainment is essential in obtaining business and
it established a Miami Beach residence for this purpose. The
two principal officers and their wives are usually present at the
residence when entertaining customers. Deductions allowed in-
cluded depreciation on residence, food, liquor, boat expense and
salaries of service employees and entertainment. Disallowance
was made for amounts deemed to be personal expense.

Under the bill, no deduction would be allowed for any expenses
attributable to the wives of either tlhe principal officers or their
customers (present or potential), or for any portion of the expenses
incurred in example E whlicll are lavish or extravagant. (Tlhe ex-

penses of maintaining the residence are treated as expenses with
respect to a facility, discussed in No. 2 below.)

Expenses for entertainment, amusement, and recreation should
be identified by the taxpayer on his return and treated under the new
rules of this bill. Tt will not be appropriate to include these expense
items in other categories of business deductions, were their character
will not be apparent, such as advertising, public relations, cost of
goods sold, reimbursed expenses, etc. Failure to substantiate thle
claimed entertainment expenses by adequate records or other sufficient
evidence may result in complete disallowance of the deduction.

2. Disallowance of expenses for entertainment facilities.-Your com-
mittee's bill (sec. 274(a)) also limits the deduction for expenditures
incurred with respect to facilities used for entertaining. As in tlhe
case of expenses with respect to activities the new rules of this pro-
vision apply only if the expenses with respect to facilities qualify under
existing law for deduction of business expenses. Moreover, these new
rlllles establish additional tests which must be satisfied (in addition
to the "ordinary and necessary" test of present law) in determining
whether any deduction is to be allowed for expenses with respect to
facilities. Under the bill, no deduction is to be allowed withrcespect to
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expenses relating to facilities unless tihe taxpayer establishes (1) that
the facility was used primarily for the furtherance of his trade or
business and (2) that the expenditure was directly related to the active
conduct of his trade or business, or that it was associated with tlhe
active conduct of his trade or business. In no event can the deduction
exceed the portion of the expense which is directly related to (or associ-
ated with) the active conduct of. the taxpayer's trade or business.
Certain exceptions to this rule are provided, however, for expenses not
required to meet the new tests. They are discussed in No. 6 below.
The term "facility" includes any item of personal or real propertyowned or rented by the taxpayer, such as a yacht, hunting lodge,fishing camp, swimming pool, tennis court, bowling alley, automobile,airplane, apartment, hotel suite, home in vacation resort, dining

room, and cafeteria. In addition to items commonly regarded as
expenses "with respect to a facility," such as expenditures for the
maintenance, preservation, or protection of the facility, this provisionalso relates to, depreciation and losses realized on certain sales of
entertainment facilities.
Under tile bill, if a facility is used more than one-half for business

entertaining, so that more than one-half of the entertainment expense
with respect to such facility would be (deductible as a business expense
under present law, that portion would continue to be deductible to
the extent it. meets the test of being directly related to (or associated
with) the active conduct of tlhe taxpayer's trade or business. If less
than one-half of such entertainment expense would be deductible
under present law, no deduction would be allowed. For example, if
the taxpayer acquires a fishing camp which he uses almost exclusivelyfor entertaining business guests, deduction of the expenses of tlhe camp
will be disallowed only to the extent that it was used for personal or
other nonbusiness purposes. On the other hand, if he uses it almost
exclusively for personal purposes, but occasionally takes business
guests tothle camp, no deduction is to' le allowed. A further ilhis-
tration of this rule is as follows:

A. The taxpayer corporation claims tlie purpose of maintaining
a resort residence is to have a place available for business con-
ferences. The resort residence has facilities for'boating, fishing,
)and entertainment. Tt was established that tlhe personal coil-
venience, pleasure, and health of thle chairman of thle board of
the taxpayer corporation was the principal reason for maintaining
the residence. However, tlhe evidence did indicate that there was
some entertainment expense incurred for business purposes and
a portion of the expense was therefore allowed.

Un(ler the bill no de(lction would be allowed in lhe foregoing
exalnl)le because tile facts established tlattht e prillllry use of tlle
resort residence was not in lurth(erance of tlle taxpayer's trade or
business.
Under this provision tile facility must actually be used in further-

ance of the taxpayer's trade or business; it is not sufficient that the
facility is merely "available" for business use. And where the facility
is one which is likely to serve the personal purposes of the taxpayer,it will be presumed that the facility was primarily used by tile taxpayer
for his personal purposes. To justify a deduction under such circum-
stances tile taxpayer will have to clearly establish that the primary
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use of the facility was not for his personal purposes but was directly
related to or associated with the active conduct of his trade or business.
The following example illustrates the operation of this rule:

B. Closely held corporate taxpayer located in midwest main-
tains a summer home in Maine. Principal stockholder and wife
spend 2% months each summer at the Maine home and entertained
high officials (and wives) of customers.

Under existing law the taxpayer in this case established that the
summer home was used partly for business entertainment and was
permitted to deduct a portion of the expenses attributable to the
summer home. Under the bill, however, because the personal pur-
poses of the principal stockholder are served by use of the corpora-
tion's summer home, it will be presumed that his personal purposes
were primarily served by such use.
These rules will prevent tax abuses involving the use of luxury

facilities for entertainment, amusement, or recreational purposes.
Under these rules a taxpayer who lives in a luxurious apartment and
who presently deducts a portion of its rent on the ground that the
apartment is used for occasional entertaining of business guests
(and thus has a business purpose), no longer will be able to deduct
any portion of the rent because the principal purpose of the apartment
is personal, rather than business. Moreover, a swimming pool con-
structed at the taxpayer's residence may not be charged off for tax
purposes as an ordinary and necessary business expense because such
a facility is presumed to be used primarily for personal, family or
living purposes unless the taxpayer can establish by a preponderance
of the evidence that it was used principally in connection with his
trade or business.
As in the case of activities described above, no deduction will be

permitted for lavish or extravagant expenses incurred with respect to
facilities. This means that luxurious resort facilities maintained for
the purpose of entertaining will no longer be fully deductible. This
rule is illustrated as follows:

C. Taxpayer, a domestic manufacturing corporation, owns
luxurious facilities on a subtropical island. The principal use
of the property is for entertainment of executives and key per-
sonnel of customer firms. Fishing cruisers are maintained and
air transportation furnished guests. The chairman of the board,
who is the controlling stockholder, and other officers and key
employees accompanied by their families spent considerable
time at the island.

Under existing law the entire amount expended for maintenance of
the resort and the airplanes (other than adjustments for amounts
considered personal expenses of officers and employees) is deductible.
Under the bill no deduction would be allowed for any expense which
under the circumstances is either lavish or extravagant. Moreover,
no deduction will be allowed with respect to expenses attributable to
a member of the customer's (present or potential) family but the fam-
ily's use of the facility will be considered in determining whether the
use of the- facility is primarily for personal purposes. In addition, as
indicated in the portion of this report describing the deductibility of
expenses for entertainment activities, expenses for vacations for cus-
tomers may not be deducted. Where the expenses with respect to the
facility are for "vacations," they will be disallowed under your com-
mittee's bill.
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Club dues and fees paid to any social, athletic or sporting club or
organization are treated by the bill as an expense with respect to a
facility used for entertainment and therefore will not be deductible
where the primary use of the club facilities is personal. If membership
entitles the member's entire family to use the facilities of the club,
their use as well as his will be considered in determining whether busi-
ness use of the club exceeds personal use. Where the primary use of
the club facilities is in furtherance of a trade or business the cost of
the club dues or fees will be deductible to the extent of the use directly
related to (or associated with) the active conduct of business. Thus,
if membership in a club costs $100 per year and the club is used for
such clear business purposes three-fourths of the time, $75 will be
deductible. As in the case of other facilities, it is the actual use of
the club which establishes the deductibility of the club dues, not its
availability for use, and not the taxpayer's principal purpose for join-
ing the club. However, this does not mean that out-of-pocket business
entertainment expenses incurred at a club will not be deductible where
the required relationship between the entertainment and the tax-
payer's trade or business is shown to exist. Such expenses will be
deductible under the rules applicable to entertainment activities
without regard to the tax treatment of club dues.

Club dues for this purpose do not include dues or fees paid for
membership in such civic organizations as Kiwanis, Lions Club,
Rotary, Civitan, and similar groups because these organizations are
not social, athletic or sporting clubs. Similarly, professional associa-
tions such as bar associations and medical associations are not con-
sidered social, athletic or sporting clubs. Deductibility of these dues
will not be affected by the new rules of this bill, but will continue to
be governed by the rules of existing law.

S. Business gifts.-Under the bill, deduction for business gifts will
be disallowed to the extent that the total gifts during the year exceed
$25 with respect to any person. Where gifts are made to the wife
of a man who has a business contact with the donor, these gifts are
considered as made indirectly to the husband (for purposes of the
limitation).

However, your committee has modified the definition of "gift"
contained in the House provision so that items of a clear advertising
nature which cost $4 or less will not be required to be taken into
account in applying the $25 limitation. The purpose of this modifica-
tion is to assure that businessmen who advertise their products-or
services by means of gifts of small value, commonly described as
specialty advertising, may continue to do so without being burdened
with the maintenance of detailed records of the amount of specialty
advertising used with respect to each business prospect. This
exception which includes such items as pens, desk sets, and plastic
bags and cases, will apply only if the donor's name is clearly and
permanently impriited on the article.

Another modification of the definition of "gift" involves items such
as signs, display racks, or other promotional material donated to a
retailer by a producer or wholesaler for use on the business premises
of the retailer. This material, generally referred to as point-of-
purchase advertising, is not a gift; it is simply a form of advertising
used right in the store to aid in the marketing process. As in the
cas' of specialty advertising referred to in the preceding paragraph,
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this exception for point-of-purchase promotional devices used ill
normal business operations will eliminate the necessity of inanu-
facturers or wholesalers (who donate the promotional material to
retailers) maintaining detailed. records and accumulating costs of
promotional material with respect to each donee.
The third modification of the definition of "gift" excludes items of

tangible personal property which have a cost to the taxpayer of $100
or less if the item is awarded to employees by reason of length of
service or for safety achievement. It is a common practice of many
employers to give such items as pins or watches to employees upon
their completion of a specified number of years of satisfactory em-
ployment or in recognition of some safety achievement. Your
committee felt that gifts for these purposes which serve to strengthen
the relationship between business and its employees should not be
discouraged by the tax law. This exception will permit the practice
to continue under the rules of existing law.
There is the possibility of overlapping application of the entertain-

ment expense and gift provisions in this new section. An item which
might be held to be a gift might also be held to be an entertainment
expense. For example, tickets to a theater might fall in either cate-
gory. Since different rules will apply depending upon the category in
which the expense item falls, specific regulatory authority is given to
the Secretary of the Treasury or his delegate to prescribe, in cases
where both provisions would otherwise apply, which provision is to
govern. Thus, a "gift" of theater tickets probably would be classified
as coming under the entertainment provision, while a book probably
would be classified as coming under the gift provision.

4. Allocation of traveling expenses.-Your committee has added to
the House bill a provision which will require taxpayers to allocate
traveling expenses (including meals and lodging) between the portion
of a trip which is for a business purpose and the portion which is for
pleasure. This new rule will eliminate, in many cases, the "but for"
rule of existing law under which a taxpayer is permitted to deduct
his entire traveling expenses (even where a substantial portion of the
time away from home is for purely personal purposes) if he is able to
establish that the primary purpose of the trip was connected with a
trade or business. This amendment will eliminate abuses whereby
taxpayers often arrange vacations to coincide with a business trip
so that they thereby, in effect, obtain a deduction for the vacation
travel. However, to insure that this new rule will not impose un-
reasonable burdens on taxpayers to allocate trips between business
and personal purposes where the duration of travel is only for a short
period, your committee has provided that the allocation rule is not
to apply where the period the taxpayer is away from home does not
exceed 1 week, or where the time spent on the personal portion of
the trip is less than 25 percent of the entire period the taxpayer is
away from home on the trip. Where no allocation is required to be
made, deduction of traveling expenses will continue to be governed
by the primary purpose test of existing law.

5. Disallowance of expenditures not substantiated.-Under the bill,
taxpayers will be required to substantiate their entertainment and re-
lated expenses, their traveling expenses and gift expenses. The bill
provides that the taxpayer must substantiate by adequate records or
bly other sufficient evidence corrol)orating his own statement: the
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amount of such expense or other item; the time and place of the travel,
entertainment, amusement, recreation, or use of the facility, or the
date and description of the gift; the business purpose of the expense;
and the business relationship to the taxpayer of the person enter-
tained, using the facility, or receiving the gift.
This provision is intended to overrule, with respect to such expenses

the so-called Cohan rule. In the case of Cohan v. Commissioner,
39 F. 2d 540 (C.A. 2d, 1930), it was held that where the evidence
indicated that a. taxpayer had incurred deductible expenses but their
exact amount could not be determined, the court must make "as
close an approximation as it can" rather than disallow the deduction
entirely. Under your committee's bill, the entertainment, etc.,
expenses in such a case would be disallowed entirely.
The requirement that the taxpayer's statements be corroborated

will insure that no deduction is allowed solely on the basis of his own
unsupported, self-serving testimony. However, the degree of cor-
roboration required to support a claimed deduction will vary as
respects the business relationship and purpose, the time and place,
and the amount of the expense. Thus, oral testimony of the taxpayer
together with circumstantial evidence available, may be considered
"sufficient evidence" for the purpose of establishing the business
purpose required under the new provision. However, oral testimony
of the taxpayer plus more specific evidence would be required to be
"sufficient evidence" as to the amount of an expense.

Generally, the substantiation requirements of the bill contemplate
more detailed recordkeeping than is common today in business
expense diaries. However, a clear, contemporaneously kept diary
or account book containing information with respect to the date,
amount, nature and business purpose of the expense may constitute
an adequate record under this provision. Moreover, expenditures
merely incidental to entertainment, travel, etc. (such as taxicab fares,
tips, and similar payments) will be deductible if they are substantiated
by such a diary, account book, or similar record.
The following example illustrates the operation of the requirements

of this provision: Taxpayer establishes that he traveled from California
to New York on business. He should retain receipts for his trans-
portation and hotel expenses while in New York. However, expenses
incidental to that trip such as taxicab fares, tips, business luncheons,
etc. could be substantiated by entries in a diary.
Your committee does not intend by this substantiation requirement

to deny a taxpayer deductions for entertainment, etc., expenses where
he has no records if it can be shown that the failure to produce sub-
stantiating records was due to circumstances beyond his control,
such as destruction of his records by fire or flood. In such a case,
the taxpayer will be permitted to reconstruct the business entertain-
ment, travel, or gift expenses incurred by him in the taxable year.
Under the bill, the Secretary or his delegate may, by regulation,prescribe certain situations in which the substantiation requirements

will not be applied. For example, it may be provided that substantia-
tion will not be required for traveling expenses, where such expenses
(including the cost of meals and lodging) do not exceed prescribed
minimum amounts. This will be of special benefit to employees
whose per diem allowance while traveling is within limits established
by the Secretary under this provision. Thus, if regulations are
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issued under which substantiation will not be required for traveling
or entertainment expenses where per diem allowances do not exceed
125 percent of per diem allowed a Government employee in the same
locality, it would be sufficient evidence for purposes of the substantia-
tion rule to establish only the amount of the allowance and the fact
that the business travel occurred.

6. Exceptions where disallowance provisions will not apply.-The bill
contains nine exceptions to the general disallowance provision de-
scribed above under heading 1 or 2. Where an expense falls within
one of the enumerated exceptions, the item will continue to be deduc-
tible to the same extent as allowed by existing law. However, the
new substantiation requirements (discussed under heading 5) will have
to be satisfied with respect to any such expense. The exceptions are
as follows:

(a) Expenses for food and beverages furnished under circum-
stances which are of a typegenerally considered to be conducive
to a business discussion. The question as to whether the cir-
cumstances are conducive to a business discussion are to be tested
by such standards as: First, the surroundings in which the meal
or beverage was furnished; second, the taxpayer's trade or fiusi-
ness or income-producing activity; and third, the relationship
to such trade, business, or activity of the persons to whom the
food and beverages were furnished. Under this exception, the
general custom of entertaining business guests at meals in
restaurants and hotels would not be disallowed if they meet the
ordinary and necessary test of existing law. This should leave
undisturbed the most significant portion of goodwill entertain-
ment conducted in this country. However, under this exception,
it will not be possible to deduct luncheon expenses of a so-called
reciprocity luncheon group under which a group of businessmen
frequently lunch together and alternate in paying the check (and
claiming it as a business expense deduction). This practice is
not connected with a trade or business but is a personal or social
expenditure which is not deductible under existing law.

(b) Expenses for food and beverages (and facilities used in
connection with them) furnished on the business premises of the
taxpayer primarily for his employees. This is intended to exclude
from the disallowance provision such facilities as a company
cafeteria or an executives' dining room. This exception would
continue to apply even though guests are occasionally served in
the cafeteria or dining room.

(c) Goods, services and facilities to the extent that the enter-
tainment, amusement, or recreation (or use of the facility) is
treated on the taxpayer's return with respect to the recipient of
the entertainment as compensation paid to an employee and
from which income tax is withheld. For example, if the taxpayer
permitted an employee to use a yacht for a vacation and treated
the expenses for its use as compensation paid to the employee for
purposes of the withholding tax and for purposes of the taxpayer's
tax return, maintenance and crew costs attributable to such use
would be deductible in full because of this exception. On the
other hand, where a yacht was used exclusively for business enter-
taining the salaries paid to the captain and crew, even though
they were treated as compensation and withheld on, would not
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come within this exception because they are not the recipients
of the entertainment. Rather, the deductibility of the salaries
would be determined under the general rule of the provision as
an expense with respect to an entertainment-type facility.

(d) Expenses paid or incurred by the taxpayer where he pays
or incurs the expenses for his employer or a client, customer, etc.,
and where he is reimbursed by the employer or client, etc. This
is designed to prevent the double disallowance of a single expendi-
ture, once to the employee or practitioner, etc., and a second time
to the employer or client, etc. This provision will not apply,
however, in the case of an employee where the employer treats
the amount paid to him as compensation. It also will not apply
in the case of a practitioner, etc., unless lie accounts to the client,
etc., for the expenses incurred. The accounting must represent
sufficient substantiation to meet the tests set out under heading
No. 5. Thus, if a lawyer enters into a fee arrangement under
which his client agrees to reimburse him for expenses (including
entertainment expenses) the exception will not apply unless he
accounts to his client sufficiently to enable the client to sub-
stantiate the expenses as required by the bill.

(e) Expenses incurred for recreation, social, or similar activities
(including facilities) primarily for the benefit of employees. The
employees referred to in this case are those, other than officers,
shareholders, or' highly compensated employees. An individual
would be considered a shareholder only if he (taking into account
holdings of members of his family) holds an interest in the corpo-
ration of 10 percent or more. This category is intended to per-
tain to the usual employee fringe benefit programs, such as
expenses of operating a company swimming pool or baseball
diamond, as well as the expenses of the annual company picnic or
Christmas office party.

(f) Expenses directly related to business meetings of the tax-
payer's employees stockholders, agents, or directors. While this
category will apply to business meetings where some social ac-
tivities are provided it is not intended to apply to gatherings
which are primarily for social purposes rather than for the trans-
action of the employer's or company's business.

(g) Expenses directly related and necessary to attendance at a
business meeting of an organization, such as a trade association,
chamber of commerce, real-estate board, etc., described in sec-
tion 501(c)(6) of the code.

(h) Expenses for goods, services, and facilities made available
to the general public-by the taxpayer. This pertains to expenses
for the entertainment of the general public by means of television,
radio, newspapers, and the like. It also permits deductions for
expenses for parks, etc., maintained by companies where the
general public may attend. Expenses of distributing samples to
the general public would also come within this exception.

(i) Expenses for goods or services (including the use of facili-
ties) which ace sold by the taxpayer in a bona fide transaction for
an adequate and full consideration in money or money's worth.
This exception is designed to insure that a taxpayer who sells
entertainment to others will be allowed to deduct expenses of
producing that entertainment. Thus salaries paid to employees
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of nightclubs and amounts paid to performers other than em-
ployees will continue to be deductible by the operator. More-
over, since this type of expense is not considered to be "enter-
tainment" the detailed substantiation requirements prescribed
in this bill will not apply.

7. Interest, taxes, casualty losses.-The restrictions provided by the
bill are not to apply with respect to items which are deductible under
specific provisions of law which apply both to business and nonbusiness
taxpayers. Thus, deduction for interest paid on a loan to acquire an
entertainment facility or property taxes paid with respect to it would
continue to be allowed as a deduction, whether or not the entertain-
ment facilities meet the tests of the new provision.

8. Treatment of entertainment-type facilities.-Under the bill, if
deductions with respect to entertainment-type facilities are dis-
allowed, the disallowed portion is to be treated as an asset which is
used for personal, living, and family purposes, rather than as an asset
used in the trade or business. Under this provision the basis of such
an entertailnment-type facility will be adjusted for purposes of com-
puting depreciation deductions and determining gain or loss on the
sale of such facility in the same manner as other property (for example,
a residence) which is regarded as used partly for business and partly
for personal purposes. Thus, if a taxpayer has a yacht which is
used three-fourths for direct business entertainment purposes, and he
ordinarily would be entitled to $1,000 for depreciation with respect to
the yacht (if it were used entirely for business), $250 of this amount
would be disallowed as a depreciation deduction and would be included
as a part of the basis of an asset not used in the taxpayer's business.

9. Meals and lodging while in travel status.-The bill, as amended
by your committee makes clear that the deduction provided for
traveling expenses by section 162(a)(2) of present law is not to include
expenses for meals and lodging which are lavish or extravagant under
the circumstances.

10. Effective date.-The amendments made by this provision are to
apply with respect to taxable years ending after December 31, 1962,
but only in respect of periods after that date.

V. DISTRIBUTIONS IN KIND BY FOREIGN CORPORATIONS

(Sec. 5 of lie bill and sec. 301 of llie code)
A. l{easons for provisions

Under present law, wheni a distribution in kind is Imalde byla cor'lpora-
tion to I slhaireholder which is also a corporation, tle amount which; is
treated as a distribution is the fair market value of tile I)prol)erty re-
ceived or, if lower, the adjusted basis of the( properly inthel Ihands of
the distributing corl)oration. WViere both tli distributing eorp)ora-
tion and its corporate sllarellolder are d(ollestic colrlorations, taking
into account tihe adjusted basiss wiwen it is lower than the fair market
value11 of t ll(. propce'tY may be jt1stified onl tle grounds that the appreli-
attel property is still owne(l byaitorporationr and, in fact, very little
lias liapp)enell. F'llurtermore, if t lie (listribhlt(ee coriIorlatioll sells thle
)rope(rty, the same amount of gaill will l)c realized and taxed( as if the
(listllril)tor corl)Oratioll 11a(l sold it. Where the (list'ilbuting cor-
i)oration is a foreign c(orploration, howe\verl, t lie device of diist lr il)uiing
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to its U.S. corporate shareholder property which has appreciated in
value can be used as a device to permit the U.S. corporation to realize
on the earnings and profits of the foreign corporation at minimum
U.S. tax. Assume, for example, that an American parent has a 100-
percent owned foreign subsidiary. This foreign subsidiary has
$100,000 in accumulated earnings and profits resulting from foreign
earnings, all of which enjoyed complete deferral from U.S. tax.
Assume further that the foreign subsidiary is in a position to dis-
tribute to its American parent either $50,000 in cash or a property
having a fair market value of $50,000 but an adjusted basis of only
$20,000. Under existing law, the dividend income to the American
parent is $50,000 if the cash is distributed but is only $20,000 if the
property is distributed. Under the amendment provided by this bill,
however, the dividend income to the parent is the same amount
($50,000) whether the cash or the property is distributed. This
result is believed appropriate since the increase in value of the parent's
assets is the same whether it receives the cash or the property.
B. Comparison of committee amendment with House provision
Your committee has retained( the House provision with one modifi-

cation. It has deleted the subsection in the House bill which, only
for purposes of computing the allowable foreign tax credit, treats
as the amount of the distribution the adjusted basis of the property
which is distributed (where this is less than its fair market value).
Your committee believes that since the distribution itself is to be taken
into account at its fair market value, it would only be appropriate
for purposes of determining the foreign tax credit, allowable with
respect, to this same distribution, to treat this distribution as sharing
in the creditable foreign taxes in proportion to the fair market value
of the distribution, rather than in proportion to its adjusted basis as
under the House bill. This will maintain the current practice with
respect to the valuation of the distribution, for purposes of allowing
a foreign tax credit, in the case of those distributions in kind whice
under existing law already are taxed to thle corporate recipients only
at their fair market value.
C. General explanation of provision
This provision amends existing law (sec. 301(b)(1)(C)) to provide

that where there is a distribution in kind from a foreign corporation
and the shareholder is a corporation, then the amount of the distribu-
tion for dividend purposes is to be the fair market value of the property
distributed, and not its adjusted basis in the hands of the distributor
where that is lower.
An exception to the rule described above is provided where the

distributing corporation, although a foreign corporation, during the 3
years ending with the close of the corporation's taxable year derived
more than 50 percent of its income from sources within the United
States. In such cases, to the extent that the income-is subject to U.S.
tax, the corporation receiving the dividend can continue to apply the
rule generally available for domestic corporations. Thus, to the ex-
tent the dividend is treated as eligible for the 85-percent dividends
received deduction, the amount of distribution will be the adjusted
basis of the property to the distributing corporation where this is
lower than its fair market value.
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Your committee's amendment differs from the House bill in that,
in computing the foreign tax credit allowable with respect to the
distribution in kind, the distribution is to share in the"creditable for-
eign taxes on the basis of its fair'market value rather than in propor-
tion to its adjusted basis, where this is lower. This continues the
rule in present law which is that the amount considered to be a divi-
dend also is the amount taken into account for purposes of allowing a
foreign tax credit.
The bill also makes appropriate basis adjustments to take into

account the changed rules with respect to dividend distributions.
The amendments made by this provision are to apply to distribu-

tions made after December 31, 1962.

VI. MUTUAL SAVINGS BANKS, ETC.

(Sec. 6 of bill and sees. 593, 595, and 7701(a) of code)
A. Reasons for provision

Until 1952 mutual savings banks, domestic building and loan
associations, and certain cooperative banks (hereinafter referred to as
mutual savings institutions) were exempt from Federal income tax.
This exemption had initially been based upon the premise that the
members' money in the case of these institutions was being used for
loans to members, or that the institutions were in effect doing business
with themselves and that since the earnings of the institutions belonged
to the depositors rather than to them, there could be no profit on
which to impose an income tax.

In 1951, however, Congress repealed the exemption of these mutual
savings institutions and subjected them to the regular corporate in-
come tax. At the same time, however, these institutions were allowed
a special deduction for additions to bad debt reserves which proved to
be so large that they have remained virtually tax exempt since 1951.
The 1951 legislation provided that deductions could be made for
additions to a reserve for bad debts in whatever amount the institution
deemed appropriate so long as (1) the amount set aside each year
did. not exceed the taxable income (before this deduction) of the
institution for the year, or (2) its total reserves and surplus did not
exceed 12 percent of its deposits or withdrawable accounts at the
close of the year.
The President, in his tax message of April 20, 1961, observed that-
Some of the most important types of private savings and
lending institutions in the country are accorded tax de-
ductible reserve provisions which substantially reduce. or
eliminate their Federal tax liability.

He further stated that-
These provisions should be reviewed with the aim of insuring
nondiscriminatory treatment.

The Secretary of the Treasury in his appearance before your
committee stated:

Under present law, mutual savings banks and savings and
loan associations can deduct from their income amounts
added to a reserve for bad debts until reserves, surplus, and
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undivided profits equal 12 percent of deposits or withdraw-
able accounts. As a result, during the entire decade, 1952-
361, 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
fand accounting point of view a large part of the untaxed
additions to bad debt reserves constitutes net income which,
were it earned by competing financial institutions, would be
subject to corporate income tax.

Your committee has reviewed the tax treatment of the mutual
savings institutions. It agrees with the House that the present bad
debt reserve provisions are unduly generous and that they require
revision.
B. Comparison of committee amendments with Hlouse provision
Your committee has retained the basic House provisions relating to

deductible reserves for these mutual savings institutions but hlas
reduced the reserve deduction for stock companies and has made a
number of relatively minor modifications in the generally applicable
reserve provisions wlhicli in large part are designed to restrict the
reserves available. In addition, it has provided a new definition of
domestic savings and loan associations, has removed certain excise
tax exemptions presently available to these institutions, and made
another amendment relating to the deduction of dividends paid to
depositors.
The House bill amends the special bad debt provisions of existing

law which are applicable to these mutual savings institutions to pro-
vide that they may add to these reserves for bad debts each year
whichever of the following is the greatest:

(1) 60 percent of taxable income for the year computed before
a bad-debt deduction,

(2) An amount sufficient to bring the balance of the reserve
for losses on qualifying real property loans to 3 percent of such
loans outstanding at the close of the taxable year, plus an amount
sufficient to bring the balance of the reserve for losses on other
loans to a reasonable amount, or

(3) If an institution demonstrates a need for a reserve greater
than is permissible under (1) or (2), an amount sufficient to bring
the overall balance of its reserves to a "reasonable" amount.

Your committee has amended the 60 percent of taxable income re-
serve addition referred to in No. (1), above, to provide that the
the amounts added to the reserve under this provision may not in-
crease the reserve for losses on qualified real property loans to more
than 6 percent of these loans. This amount, which is double the 3
percent referred to in No. (2), above, in your committee's estimation
should provide an adequate protection against losses. Therefore, the
deduction of any amount in excess of this is believed inappropriate.

Your committee also has adopted an amendment to provide that
the deduction allowable under any of the three alternatives referred
to above is not to be allowed to the extent it would increase the re-
serve for losses on qualifying real property loans together with the
reserve for losses on nonqualifying loans and surplus, undivided profits,
and reserves attributable to years beginning both before and after
December 31, 1951, to more than 12 percent of total deposits or
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withdrawable accounts. This 12-percent limitation is substantially
the same as the restriction in existing law and has been added by your
committee to give assurance that these mutual savings institutions
will in no event receive deductions for building up reserves in excess
of those allowable before the enactment of this bill.
The House bill provided that the reserve for losses on qualified real

property loans at the end of 1962 was to be established out of existing
reserves up to a level of 3 percent of the qualifying loans outstanding
at that time. For this purpose only those reserves were to be taken
into account which were attributable to years beginning after De-
cember 31, 1951, the year when these savings institutions first became
taxable institutions. Your committee has concluded, however, that
it is appropriate to take into account pre-1952 reserves to the extent
necessary to obtain a 3-percent beginning reserve. In this regard it
should be noted that Congress when it first made these institutions
taxable in 1952 specified that the reserves then set up were to be
made with "due regard" to the pre-1952 reserves. Your committee's
amendments likewise provide that these reserves are to be taken into
account for purposes of establishing the 3-percent reserve. However,
recognizing that these amounts are attributable to periods before
these institutions were taxable, your committee's amendments provide
that these pre-1952 reserves are to be taken into account only in
determining the balance in the reserve. Thus, if the institution
believes that the reserves it needs are less than this 3 percent then, to
the extent pre-1952 reserves were taken into account, these funds
may be distributed to depositors or used for other purposes without
tax effect.. However, in applying the 3-percent limitation (in deter-
mininig whether deuctionls are allowable) such amounts will be
treated as if they were still in the reserve.
Your committee, recognizing the greater hazards of a new business,

concluded that the 3-percent level of reserves, previously referred to,
should appropriately be increased to 5 percent with respect to the
first $4 million of loans (a maximum increase in the reserves of
$80,000) during the first 10 years of mutual savings institutions'
existence. This amount is not to be available to stock savings and
loan associations.
Your comlnittee has also considered the fact that stock savings and

loan institutions, although having many of tihe same characteristics
as the mutual savings and loan associations are, nevertheless, com-
mercial enterprises more nearly comparable to banking institutions
than are the mutual associations generally. For that reason, although
these associations are generally allowed the same treatment as the
mutual savings institutions, your committee concluded that it was
appropriate to provide a somewhat lower maximum addition to re-
serves in the case of tlhe stock companies. For that reason, it is pro-
vided that 50 percent of taxable income instead of 60 percent is the
maximum addition to reserves that such companies may male under
alternative No. (1) referred to above.
Your committee also has provided a new definition of domestic

building and loan associations. The definition appearing in the
House bill in general provided that substantially all of the business
of the institution must consist of accepting savings and investing the
proceeds in loans secured by residential real property and other loans
to the extent authorized to be made by a Federal savings and loan
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association under the Home Owners Loan Act. Your committee was
concerned with the application of this definition because of the un-
certainty as to what might be considered investing substantially all
of the proceeds in residential real property. It also doubted the desira-
bility of permitting the tax status of these institutions to-turn, in
part at least, upon the types of investments allowed them under the
Home Owners Loan Act, which has different standards for determining
allowable investment. In view of these considerations your com-
mittee has provided a more specific definition which, nevertheless,
continues to require these institutions to devote most of their proceeds
to home loans.
The definition provided by your committee in general provides that

90 percent of the total assets of the institution must be invested in
loans secured by an interest in real property (or for certain other
closely associated uses). It further provided that of this 90 percent
of total assets, at least 80 percent (72 percent of total assets) must be
invested in residential real property. Furthermore, 70 percent of
this 90 percent (63 percent of total assets) must be invested in resi-
dential real property containing four or fewer family units. It is
recognized that an institution may under special circumstances not
be able to obtain loans on real property, residential real property
or 1- to 4-family unit residential real property. Therefore, the new
definition provides that cash and Government obligations to a limited
extent may also qualify under any of the percentage requirements
specified above. It is not intended, however, that cash or Govern-
ment obligations be used as a means of expanding nonresidential loans
beyond the difference between the 72 percent of total assets and the
90 percent of total assets (except to the extent cash and Government
bonds are less than 10 percent of total assets) nor is it intended to
permit the expansion of other than 1- to 4-unit residential loans
beyond the difference between the 63 percent of total assets and the
90 percent of total assets (again except to the extent that the cash and
Government obligations are less than 10 percent of total assets).
Therefore, although the cash and Government obligations may be
taken into account in determining qualification under the 72 percent
or 63 percent limitations, this cannot be done in a manner which per-
mits the expansion of the otherwise nonallowable loans above the
difference between the 72 percent and 90 percent (namely, 18 percent
of total assets for other than residential loans and cash and govern-
ment obligations) or the difference between the 63 percent and 90
percent (namely, 27 percent of total assets for other than for 1- to 4-
fa.mily residential unit loans and' cash and Government obligations),
except to the extent that the cash and Government obligations are
less than 10 percent. Also included are tract loans where the pro-
ceeds of the loan will be used for any of the categories specified, inter-
ests in such loans and improvements loans which are concerned with
such property. In addition, your committee has provided that gen-
erally none of the assets of one of these savings institutions may be
invested in the stock of any corporation other than that of an instru-
mentality of the United States or of a State or its political subdivision.
The House bill repealed exemptions granted Federal savings and

loan associations from excise taxes on communications, and on trans-
portation of persons. Your committee is in accord with the repeal of
these exemptions but in addition has provided for the repeal of

87490-62---4
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exemptions from documentary stamp taxes provided for these savings
institutions. However, it is made clear that the documentary stamp
tax on the insurance or transfer of shares of stock is not to apply in the
case of shares or certificates representing deposits or withdrawable
accounts, which are comparable to bank accounts where no docu-
mentary stamp tax is applicable.
The final amendment made by your committee provides that divi-

dends and interest paid by savings institutions which are chartered
and supervised as savings and loan or similar associations under
Federal or State law are to be deductible to the institution in com-
puting its income subject to tax in the same way as interest on deposits
is deductible to commercial banks. This is to be true whether or not
the savings institution meets the definition provided by the tax law
of a "domestic building and loan association."
C. General explanation of provision

1. Additions to reserves for losses on loans.-In the case of mutual
savings institutions the bill provides new rules for calculating the
deduction allowable for additions to bad-debt reserves, or "reserves for
losses on loans" as they are referred to in the bill. Beginning in 1963,
these institutions will maintain two accounts to which additions will
be made in the future with respect to reserves for bad debts.' One of
the two accounts is a reserve for "losses on qualifying real property
loans," the additions to which can be determined by the taxpayer
under rules set forth in the bill. The other is a reserve foe' 'losses on
nonqualifying loans."

Additions to this latter account are required to be "reasonable
additions," which means that, as in the case of other taxpayers, addi-
tions to these reserves will be determined upon the basis of the past
experience and other appropriate factors.

In tile case of tile reserve for losses on qualifying real property
loans, the addition to be made each year to this reserve is tobe
determined by the taxpayer but may not exceed whichever of the
following is tie largest:

(a) 60 percent of the institution's taxable income for the year
computed before this deduction (minus the amount added to the
reserve for losses on nonqualifying loans). This may not exceed
an amount necessary to increase the balance of the reserve for
losses on qualifying real property loans to 6 percent of these loans.
Also, in tile case of stock savings and loan associations, the deduc-
tion, instead of being 60 percent of taxable income, is to be 50
!)ercent of tills income;

(b) tile amount necessary to increase the balance in the re-
serve for losses on qualifying real property loans to 3 percent of
su(chl loans outstanding at tihe lose of tile taxable year. For new
mutual (but not stock) companies (in their first 10 years of
existence) this 3 percent is increased by 2 percent, but only with
respect to loans not in excess of $4 million (a maximum special
reserve addition of $80,000);

(c) if the institution demonstrates the need for greater re-
serves than are permitted under (a) or (b) above, an amount
which would lbe permitted to be added to tie reserve for losses

I They may also have a supplemental reserve which will represent certan reserves built up In the period
from 1952 through 1962. This supplemental reserve is explained below.
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on qualifying real property loans without regard to tile special
provision for mutual saving institutions.

Your committee's amendments provide that the total amount
added to the reserve fdr losses on qualifying ieal property loans
(determined under (a); (h), or (c) above) plus the amount added to
the reserve for losses on nonqualifying loans may n'ot exceed the
amount which brings the combined balance of these reserves and
surplus, undivided profits and reserves (whether accumulated before
or after December 31, 1951), to an amount equal to 12 percent of total
deposits (or withdrawable accounts).
When losses on loans are realized they will be charged to the appro-

priate account within the general reserve for bad debts. That is,
losses on loans with respect to qualifying real property will be charged
to the reserve for such loans and losses on non ualifying loans will be
charged to the reserve for losses on such loans.
The reserves which are required by the bill to be established-that

is, the reserve for losses on qualifying real property loans, the reserve
for losses on nonqualifying loans, and the supplemental reserve for
losses on loans-are required to be treated as bad-debt reserves for all
tax purposes (except that no deduction is allowed for any addition to
the supplemental reserve). Thus, although these reserves are termed
reserves for "loans," they are reserves for bad debts; and any charge
to any such reserve for an item other than a bad debt will result in
the inclusion in gross income of an amount equal to such charge.
For purposes of determining annual additions to the reserve for

losses on qualifying real property loans, mutual savings institutions
are to take into account all loans secured by improved real property
(whether such loans are insured or uninsured) except Government
bonds, certain corporate obligations and certain loans between banks
and related parties. Under this provision, both federally insured
FHA and guaranteed VA home loans, as well as conventional loans,
may be taken into account in determining the amount of additions
to the reserve for losses on qualifying real property loans. Loans on

improved real property are intended for this purpose to include loans
obtained for the construction of improvements on real property, even

though at the time the loan is made no improvements may exist on
the property.The following examples illustrate the operation of the alternative
choices for additions to reserves for bad debts:
Example 1: At the close of its taxable year, X, a mutual building

association in existence for more than 10 .years, has improved real
property loans outstanding of $2,000 and nonqualified loans of $200.
Its taxable income before any addition to a reserve for bad debts is
'$50. The balance in its reserve for losses on improved real property
loans is $51 and the balance in its reserve for losses on nonqualifying
loans is $1. (Its experience indicates the need for a reserve for losses
on nonqualifying loans of 1 percent of such loans, and a reserve for
losses on improved real property loans of 2.5 percent of such loans.)

For this year X would be permitted to add to its reserves $30 (60
percent times $50). (Under the 3-percent method only $10 could
have been added, $1 to the nonqualifying loan reserve and $9 to the
qualifying loan reserve.) Of this amount, $1 would be added to the
2

At the election of the taxpayer losses on any loan instead of being charged to the reserve referred to
above may be charged In whole or In part to the supplemental reserve for losses on loans referred to below.
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reserve for losses on nonqualifying loans (making the balance in that
account $2) and $29 would be added to the reserve for losses on im-
proved real property loans (making the balance in that account $80).
taxable income for this year would then be $20.
Example 2: Assume the same'facts, except that taxable income

before any addition to reserve for bad debts is $15. X would be
permitted to add to its reserves $10. This is the amount necessary
to bring the balance of the reserve for losses on nonqualifying loans
to $2 (1 percent times $200) plus the amount necessary to bring the
balance of the reserve for losses on improved real property loans to
$60 (3 percent times $2,000). (Under the 60-percent method the
addition would have been only $9.) Taxable income would then be
$5 ($15 minus $10).

2. Treatment of pre-1963 reserves.-At the present tine bad-debt
reserves, etc., of mutual savings banks on the average are about 10
percent of their deposits, while similar reserves of domestic building
and loan associations average about 8 percent of deposits. This means
that existing reserves of tlese mutual savings institutions in most
cases will exceed 3 percent of qualifying real property loans, plus a
reasonable reserve for other loans.
The bill makes special provision for the treatment of existing bad-

debt reserves of mutual savings institutions. If the entire amount of
such reserves (called "pre-1963 reserves" in the bill) were required to
be allocated to the reserve for losses on qualifying real property loans
and to the reserve for losses on nonqualifying loans, the balances of
those reserves would in many cases be so large that many mutual
savings institutions would be denied a deduction for additions to
bad-debt reserves for many years. In order to mitigate this effect,
your committee's bill provides that only a portion of such pre-1963
reserves is to be allocated to the reserve for losses on qualifying real
property loans and to the reserve for losses on nonqualifying loans,
lnder the following rules:

(a) First, there is credited to the reserve for nonqualifying
loans whatever portion of these pre-1963 reserves is necessary to
bring the balance of this reserve to an amount which would be
reasonable on the basis of nonqualifying loans outstanding as of
I)ecember 31, 1962;

(b) Next, there is credited to the reserve. for losses on qualifying
real lrol)orty loans whatever remaining portion of the pre-1963
Reserves is necessary to bring the balance of this reserve up to
3 plercenlt of loans on improved real property outstanding as of
l)eclmber 31, 1962, or to a greater amount if the experience of
the institution as of December 31, 1962, indicates a need for a
greater reserve; and

(c) Finally, any remaining pre-1963 reserves are credited to the
suppllenlmntal reserve for losses on loans.

Amounts credited to the supplemental reserve for losses on loans anll
b1 used only to offset losses on loans (if the institution chooses to
(chlargo losses to this reserve). Any other use of this reserve will
result in tile inclusion in gross income of the charge. In determining
tle amount of these pre-1963 reserves the House bill provided that.
Iacc('luulations in 'reserves were( t(o Ie taken into account only for years
after Decenlmber 31, 1951. Your committee's amendments provide
that I)ro-1952 reserves also are to be taken into account in establishing
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the 3-percent opening balance in the reserve for qualifying real prop-
(rty loans, but that the amount added to the reserves attributable to
this pre-1952 period may be distributed to depositors or otherwise
used by the institution so long as this amount continues to be taken
into account in determining the balance at any time in this fund.

3. Distributions to shareholders.-Some of the savings and loan asso-
c(iations to which this provision is applicable have shares of stock out-
standing (which are not withdrawable shares). The bill provides that
in the case of distributions to these stockholders, the amounts are to
)be considered as paid out of the following'funds of the institution:

(a) First, out of earnings and profits accumulated in taxable
years beginning after December 31, 1951;

(b) Then out of the reserve for losses on qualifying real prop-
erty loans (but only to the extent the balance in this reserve
exceeds the amount which would have been allowed the institu-
tion in the absence of the special reserve provision);

(c) Nbxt out of the supplemental reserve for losses on loans;
and

(d) Finally, out of other amounts.
Before distributions can be made out of either the reserve for losses

on qualifying real property loans or out of the supplemental reserve,
the amount required to b)e charged by the stock institution must be
included in its gross income for tax purposes. The amount required
to be charged to either of these reserves and included in income is the
amount of the distribution to the stockholder "grossed-up" by the
appropriate amount of tax. These specialrules will insure that any
amount distributed to stockholders out of amounts charged to these
reserves which was not previously taxed will be subjected to the regu-
lar corporate income tax at the time of distribution.

4. Foreclosures on property securing loans.-The bill also adds a
new provision to the code containing rulesto govern the tax con-

sequences of mortgage foreclosures (or other similar proceedings) in
which a mutual savings institution takes over property which was
security for its loan. Under existing law the foreclosure event is
considered a taxable transaction. This has been interpreted to meanthat. a bad-debt deduction may or mlay not arise at that time, depend-
ing upon the relation of the bid price of the property to the amount
of the loan outstanding. Where the foreclosed property is bid in
for the amount of the loan a bad debt deduction may not be taken
under present law; however, a gain or loss may result at the time of
foreclosure if the fair market value of property foreclosed is different
from the price at which it was bid in. When the property is subse-
quently sold by the mutual savings institution, it may realize a further
ainl or loss on such disposition. Whether the gains and losses at the

time of foreclosure and at the time of ultimate disposition are capital
or ordinary gains and losses depends on the nature of the activities of
the institution at each such time.
The bill seeks to avoid these erratic results by providing that in

the future a foreclosure is not to be treated as a taxable event, and
tlht amounts received bytile mutual savings institution subsequent to
ti e foreclosure are to I;e treated as payments on the indebtedness.
This would be accomplished under the bill by treating the property
received( in a foreclosure (or other proceeding) as having the same
clhnract risticsats the debt for which it was security. rhus, forbadnl
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debt (or loss) purposes the act of foreclosure will not create a taxablC
occasion; however, if tlhe property has depreciated in value, t.ll
decline may be charged against the bad-debt reserve as a partially
worthless debt. If it continues to decline in value, additional charges
may be made against the reserve.. When the property is ultimately
sold or disposed of, the difference between any amount realized and
the original or previously reduced debt, is to -be treated as ordinary
loss or income and is to be charged, or credited, as the case may be,
against the reserve for losses on qualifying real property loans.
Because the foreclosed property is to have the same characteristics
as the indebtedness, where property is rented by the mutual t hrift
institution after foreclosure no depreciation deduction is to be per-
initted. However, as explained above, if the property actually
depreciates in worth (as contrasted to a mere decline in book valuee,
a charge may be made against the reserves.

5. Definition of domestic building and loan association.--TIndler
present law "domestic building and loan association" is defined to
mean a-

domestic building and loan association, a domestic savings
and loan association, and a Federal savings and loan associa-
tion, substantially all of the business of which is confined
to making loans to members.

Problems have arisen with this definition because loans in many
cases now are in substance not loans made to members. It is under-
stood that technical conformance has been maintained with tlhe
membership requirement of present law by making borrowers of
funds members of the institutions. However, questions have arisen
as to the substance of such provisions.
As a result, your committee has concluded that tlhe definition of a

domestic building and loan association, eligible for tlhe tax treatment
described above, should be brought more nearly into conformance
with actual practice. At the same time it was deemed desirable to
restrict this tax treatment to those primarily engaged in making
residential real estate loans, with special emphasis on 1- to 4-family
units, nannd omitting from the definition cases such as those where
these institutions have been used for speculative purposes.

In view of these consid(crhtions, your committee has redefined a
domesticc building and loan association to mean a building or savings
and loan association which is an insured institution within tell meaning
of section 401 (a) of tlhe National Housing Act. or one which is subject
by3 law to supervision and examination by State or Federal authority
having supervision over such associations. In addition, however,
tlhe bill provides that an institution in either of these groups qtulifies
only if substantially all of its business consists of accepting savings
an(d investing in loans secured by or for the improvement of real
property of the type described below. This restriction will, of courrse,
prevent such a savings institution from carrying on tile l)usiness of
brokeriug mortgage paper if this represents any substantial part of
its business. It is not intended, however, that this prevent necessary
borrowings from Government agencies such as IHOOC.
A third restriction on qualified domestic building and loan associa-

tions requires them to invest at least 90 percent of their assets i---
(a) Cash,
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(b) Obligations of the United States or of a State or local
government and stock or obligations of a corporate instrumlen-
tality of the United States or of a State or local governmental unit,

(c) Loans secured by an interest in real property including so-
called improvement loans,

(d) Loans secured by a deposit (or share) of a member, and
(e) Property acquired through default of real property loans.

Of the 90 percent of total assets referred to above, at least 80 percent
(72 percent of total assets) must be invested in residential real prop-
erty loans (including improvement loans for such property and tract
loans which will be used for such property) or in cash or Government
obligations (referred to in (a) and (b) above). In addition, at least
70 percent of this 90 percent of total assets (63 percent of total assets)
must be invested in residential real property representing 1- to 4-
family units (or loans made for the improvement of such property or
tract loans on such property) or in cash or Government obligations
(as referred to in (a) and (b) above). The bill also provides that no
more than 18 percent of the total assets of an association may be
invested in other than residential real property loans, cash, and Gov-
ernment obligations except to the extent that cash and governmental
obligations are less than 10 percent of total assets. Similarly the bill
provides that no more than 27 percent of the total assets may be
invested in other than 1- to 4-family-mnit residential real property
loans, cash, and Government obligations, again except to the extent
that cash and Government obligations are less than 10 percent of total
assets. One further requirement provides that none of the assets of
the association may be invested in stock of any corporation other than
stock of a corporate instrumentality of the United States, a State or
local governmental unit, or stock acquired through defaults.

6. Repeal of certain excise tax exemptions.-Under present law,
Federal savings and loan associations are exempt from. the excise taxes
on communications and the excise tax on transportation of persons.
These exemptions were granted by the Home Owners' Loan Act of
1933. Your committee's version of the bill repeals these exemptions
effective as of December 31, 1962. In addition, theo amendments
made by your committee delete the exemptions from the documen-
tary stamp taxes on stocks and certificates of indebtedness under
existing law in the case of domestic building and loan associations,
savings and loans associations, cooperative banks, and homestead
associations. The exemption from the stock issuance or transfer taxes
is continued, however, in the case of domestic building and loan asso-
ciations and cooperative banks insofar as these taxes relate to stock
representing deposits or withdrawable accounts.

7. Deduction for dividends paid on deposits.-Your committee has
also provided for a deduction for dividends or interest paid by savings
institutions chartered and supervised as savings and loan or siillar
associations under Federal or State law even though they (do not coeic
within the definition of domestic building and loan associations. Tlis
deduction is available only in the case of alnollnts paid to Cdepositors
or those having withdrawable accounts.

8. Effective date.---Tle new rules provided b)y tie bill for additions
to reserves for bad debts are to apply to taxable years ending after
1)ecember 31, 1962. However, the bill provides a special rule to (ldeil
with fiscal years where a taxpayer has a year which begins in 1962
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and ends in 1963. The effect of this special rule is to continue the
rules under existing law up to the end of December 1962, and to
apply the new rules as of Januaryll 1,1963.
The tax treatment provided for property acquired in mortgage

foreclosure proceedings is to apply to transactions occurring after
l)ccember 31, 1962, in taxable years ending after that date. T ie new
definitionn of (lomestic building'and loan associations is to be effective
for taxable years beginning after tile (late of the enactment of tile bill.
Th'e repeal of the exemptions Irolm excise taxes on communications
aiT(l1-o- transportation of persons in general is made effective as of
January 1, 1963.

VII. DISTRIBUTIONS BY FOREIGN TRUSTS

(Sec. 7 of bill and sees. 643, 665, 666, 668, 669, 6047, 6677, and 7701
of code)

A. Reasons for provision
Certain tax avoidance possibilities exist under present law in con-

nection with foreign accumulation trusts created by U.S. citizens or
residents. The avoidance device involves the establishment of trusts
for the benefit of U.S. beneficiaries by a U.S. grantor (or settlor) in
a foreign country where the income of such trust is subject to little or
no tax. The trust corpus may consist of foreign securities so that the
income can be accumulated in the trust free of any U.S. tax for any
number of years. In addition since these trusts are formed in coun-
tries which impose little or no tax on such income, no tax at all is
likely to be paid. When the trust terminates and distributes the
accumulated income and corpus to the U.S. beneficiaries, such dis-
tributions may be subject to no U.S. tax, or be subject to tax on
only a small portion of the distributions.
Under present law, where a domestic trust is established for the

purpose of accumulating income for a period of years the trustee
pays a tax currently on the income accumulated at the same rates
applicable to individuals. In general, when a beneficiary receives a
distribution from the trust, in excess of the currently distributable
net income (if the amount exceeds $2,000), it is taxed to him to the
extent it represents income accumulated by the trust in any of the
preceding 5 years. The tax on such amounts is payable currently,
but is computed as if the beneficiary had received a distribution of
this income in.jeach of these 5 prior years in which the income was
earned, with a credit being allowed for the taxes paid by the trust
with respect to such income.
The above rule, known as the "5-year throwback rule", is also ap-

plicable to distributions made by foreign trusts to U.S. beneficiaries.
However, it frequently does not result in a tax on the distributions.
First of all, it does not in any case apply to any income accumulated
for more than 5 years. In addition, there are a number of exceptions
making distributions nontaxable to the beneficiaries even where they
are attributable to thle 5 immediately preceding years, For example,
tlle 5-year throwback rule does not apply to accumulations for the
benefitt of a minor beneficiary; accumulations distributed to a benefici-
ary upon reaching a specified age if not more than four such distribu-
tions can be made or the distributions are at least 4 years apart; and
distributions to a beneficiary where a trust terminates and makes a
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final distribution which occurs more than 9 years after the date of the
last transfer to the trust. As a result of these exceptions, and the 5-
year limitation, it is relatively easy for U.S. grantors or settlors to
establish foreign trusts in such a way that they pay little or no tax on
trust income and which upon termination make distributions to Ameri-
can beneficiaries with little or no U.S. tax being paid.

In the last Congress, a bill (H.R. 9662) which was passed by the
House, but on which action was not completed by the Senate, con-
tained an amendment added by your committee designed to dis-
courage the creation of foreign trusts for the purpose of avoiding U.S.
tax. In addition, the Secretary of the Treasury in testimony last
year recommended that with respect to existing trusts the law be
modified so that distributions to a U.S. beneficiary from a foreign
trust would be subject to tax in the year of distribution in an amount
equal to the tax which would have been imposed had the income been
distributed currently. This is in effect an extension of the existing
5-year throwback rule.

In view of the existing avoidance possibilities with respect to these
foreign trusts, your committee agrees with the House that American
beneficiaries of foreign trusts created by U.S. grantors, settlers or
transferrors should be taxed in substantially the same manner as if
the income had been distributed to the beneficiary currently as earned
(although a "shortcut" method of computation may be elected by
the taxpayer in place of this more "exact" method). This provision
is not viewed by your committee as imposing a penalty but rather as
a method for placing U.S. beneficiaries of foreign accumulation trusts
created, or added to, by Americans in substantially the same way as
the beneficiaries of domestic trusts distributing their income cur-
rently.
B. Comparison of committee amendments with House provision
With the exception of the two relatively minor amendments de-

scribed below, your committee's bill retains the provision of the House
bill without change.
The attention of your committee was called to the fact that-under

the House bill where there was a foreign trust to which both U.S.
persons and foreign persons contributed money or property, a U.S.
beneficiary receiving a distribution from such a trust would be taxable
on the entire amount of the accumulated income. It is believed that
the purpose of the provision was to subject to taxation distributions
from foreign trusts only to the extent that the corpus was contributed
by U.S. persons. Accordingly, your committee's bill amends the
definition of the term "foreign trusts created by a U.S. person", so
that it will apply only to the extent that money or property is trans-
ferred (directly or indirectly) by a U.S. person, or under the will of a
decedent who was a U.S. citizen or resident at the time of his death.
Hence, where a foreign trust is created to which U.S. persons and
foreign persons both contributed money ol property, the U.S. bene-
ficiary will be taxed only to the extent the distribution is attributable
to money or property (including earnings thereon) contributed by tile
U.S. person.
Under the Iouse bill, the new provisions would apply with respect

to distributions made in taxable years of trusts beginning after the
(late of enactment of this bill. In the case of a calendar year foreign
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trust, the new rules would not be applicable to distributions made
prior to the end of the current year, whereas they may apply sooner
to foreign trusts operating on a fiscal year basis. In order to equalize
the tax consequences with respect to all foreign trusts, your committee
amended the effective date provision to make the new rules applicable
with respect to all distributions made after the date of enactment
of the bill.
C. General explanation of provision
The bill, as amended by your committee, provides for taxing Amer-

ican beneficiaries on distributions received from foreign trusts which
are created by U.S. grantors, settlors, or transferors in substantially
the same manner as if the income had been distributed to the bene-
ficiary currently as earned, instead of being accumulated in the trust.
The bill, in effect, eliminates the 5-year limitation and all the exceptions
applicable to domestic trusts, and. provides an unlimited throwback
rule with respect to distributions from foreign trusts. However, only
distributions of income accumulated after the effective date of the
1954 Code will be subject to the new provisions.
The new provision applies to foreign trusts to the extent money or

property has been transferred, directly or indirectly, by U.S. persons
or under the will of a decedent who was a U.S. citizen or resident.
A foreign trust for this purpose is one the income of which from
sources without the United States is not includible in gross income
for U.S. tax purposes. The term "U.S. persons" as used here includes
U.S. citizens or residents, domestic partnerships and corporations, and
estates and trusts.

In the case of these foreign trusts, all of their accumulated income,
other than income distributable currently, upon distribution to a
U.S. citizen or resident is to be taxed to him. The amounts dis-
tributed to the U.S. beneficiary are treated as if they had been dis-
tributed in the preceding years in which income was accumulated,
but are includible in income of the beneficiary for the current year.
However, under the bill the tax on such amounts may be computed,
at the election of the beneficiary in either of two ways. One method,
referred to here as the "exact" method, is substantially the same as
the method provided under present law in the case of distributions
subject to the "5-year throwback rule." The other is a "shortcut"
method which the beneficiary may elect if lie does not desire to go
through the more extensive computations required by the exact
method.
Under the exact nmetho(l of computation, the tax on the amounts

distributed cannot exceed the aggregate of the taxes that would have
been payable if the distributions hatl actually been made in the prior
years. 'his method requires complete trust and beneficiary records
for all past years, so that the distributable net income of the trust
can be determined for each year, as well as the years in which trust
income was accumulated. The beneficiary's own tax then is recom-
ptluted for these years, including in his income the appropriate amount
of trust income for each of the years (including his share of any tax
paid by the trust). Against the additional tax computed in this
manner the beneficiary is allowed a credit for his share of the taxes
paid by the trust, including a foreign tax credit for income taxes paid
foreign countries. Any remaining tax then is due an(d mpyable as a
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part of the tax for the current year in which the distribution was
received.
The so-called short-cut method in effect averages the tax attrib-

utable to the distribution over a number of years, equal to the number
in which the income was earned by the trust. This is accomplished
by including, for purposes of tentative computations, a fraction of the
income received from the trust in the beneficiary's income for the
current year and each of the 2 immediately prior years.1 Tile fraction
of tle income included in each of these years is the same as the number
of years in which the income was accumulated by the trust. Thus if
the accumulated income is attributable to 10 different years (although
the trust may have been in existence over longer than a 10-year
period however), then one-tenth of the amount distributed would
be included in the income of the current year and one-tenth in each
of the 2 prior years. The additional tax is then computed with respect
to these 3 years and the average additional tax for the 3 years deter-
mined. This average is then multiplied by the number of years to
which the trust income relates, namely 10 in the example used here.
The tax so computed may be offset by a foreign tax credit for any
foreign taxes paid by the trust and any remaining tax liability is due
and payable in the same year as the tax on the beneficiary's other
income in the year of the distribution.
The bill provides certain exceptions from the two computation

methods outlined above. First, if the shortcut method is used and
the number of trust years to which the income relates is less than 3,
then the average is determined on the basis of any smaller number of
years to which the distribution actually relates. Second if the bene-
ficiary was not yet born, with respect to a year to which part of the
trust income which is distributed relates, the so-called exact method
of computation is not to be used. Similarly, where the beneficiary
was not alive for the full 3-year period in which the shortcut aver-
aging device is applied, then this averaging device is to be computed
on the basis of the shorter period in which the beneficiary was in exist-
ence. Third, the bill specifies how prior distributions from foreign
trusts to the beneficiary are to be treated in making these computa-
tions. Where a taxpayer with respect to an earlier distribution has
used the shortcut method and subsequently uses the exact method for
another distribution, for purposes of this exact computation any
income received from the trust in the earlier distribution must. be
included in his income for any year to which the second distribution
relates. However where in the current distribution the taxpayer is
using the so-calle( shortcut method, he is not required to take into
account prior distributions from a foreign trust, whether the exact
or shortcut method of taxation was used in the prior computations.
As under present law, tie methods of tax computation outlined

above are substitutes for including and taxing the entire amount of
thle distribution in the year actually received. To take advantage of
either method the beneficiary at the time of making the election must
Sll)pply such information with respect to the operation and accounts
of tle trust for each of tihe years in which an amount is considered
distributed as the Secretary or his delegate may l)y regulation pre-

'rhe 2 prior year are included for thi purpose only to prevent the current year In whioht henry may he
special circumstances, fromn having too great an Influence on the averaging device ised.
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scribe. This information is necessary in order to give assurance tihat
tle colllputation is mlade correctly.
So that the Internal Revenue SCervicewill be aware of the existence

of foreign trusts created by Ameritcan gralntors, settlers or transferors,
the bill provides that the grantor of an inter vivos trust or the fiduciary
of an estate in tile case of a testamentary trust, or tlhe transfelror is to
make a return within 90 days after the creation of the foreign trust or
tlhe transfer of money or property to it by an American person, setting
forth such information with respect to the foreign trust as the Secre-
tary or his delegate prescribes by regulation as necessary to carry out
the provisions of tlie income tax laws. Failure to supply the infor-
ination, unless it can be shown that tllis failure is due to reasonable
cause, is to result in a civil penalty (in addition to any criminal
penalty presently provided by law) equal to 5 percent of the amount
transferred to the trust but not to exceed $1,000. A similar penalty
applies with respect to a return which does not show the information
required, even though the return itself is filed.

Generally, these provisions relating to foreign trusts are to apply
to distributions made after the (late of enactment of this bill. Thle
provisions relating to returns with respect to the creation of, or trans-
fers to, a foreign trust, the civil penalties relating to these returns, and
the definitions of U.S. persons and foreign estates and trusts are to
be effective on the date of enactment of the bill.

VIII. MUTUAL FIRE AND CASUALTY INSURANCE COMPANIES,
ETC.

(Sec. 8 of tile bill and sees. 821-826, 831, and 832 of code)
A,. IReasons for provision

Stock fire andl casualtyy insurallce omlll)panies have long been ttaxed
at ordinary corporate income tax rates on bot]h investment income and
underwriting income. Mutual fire and casualty insurance companies,
on the other hand, since 1941 have paid tax under special formulas
which do not take into account their underwriting income or loss.
Generally, these( llutual companies presently are taxed mnder whlelil-
ever of two fornlmlas results in thle higher tax. Under one formula,
tley are taxed at. ordinary corporate incolll tax rates on inve\stlmen
ilncolme! only. Ulndler tll( otller, they pay a tax of 1 percent on tlhir
gross ilinvestlle ome pllus their premium income after policy-
holder divid( nds. Recipro(al underwriters and inteiinsurersrlal' t laxe
only onl their investment income and hey have a vanishing $50,000
exepli)tion. Mutuallll companies witll total receipts of not loro' thall
$75,000 are tax exemllt,.

T'lle Presid(ent recoml(mended that stock IaldI(ltltual fire and casually
insurancecO(lillllies lb taxedion thel same basis. He prOl)posmi tiltil
mutual collmpanies pay tax on (11eir underwriting'profits, as well as
on their investment, income, slubstanti ally in tlhe same manner as
stock co0111ipanies.

'}This1lill to at considerabt)le degree achieves t(le result sougltS Iby !it
l'Presi(dent. Under it, mluutual fire a(nd casualty insuranl(e complllaJlies
arev taxed under a limo(lified total illcolm tformiila. 1'1The 1(lifications
are required becaluse of the special (irelminstances of t1,(ie Itu1al
companieses.
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While a stock insurance company can pay extraordinary losses
not only out of its accumulated profits but out of its paid-in capital'
a mutual insurance company can pay extraordinary losses only out
of retained underwriting income. As a result, a mutual ordinarily
retains a portion of its underwriting income each year for this purpose;
the remainder is paid to its policyholders as policy dividends. This
accumulated underwriting income constitutes its reserve out of which
insurance losses can be paid, and the existence of such reserves is an
important protection to the mutual policyholders.
Under the law up to this time, no income taxes have been paid on

this retained underwriting income, except (since 1941) to the extent
the excess of the alternative 1-percent tax over the tax on investment
income in effect taxed part (all, or more than all) of the underwriting
income. Similarly, underwriting losses may not reduce the tax on
investment income. Under the President's proposal, underwriting
gains would have been fully taxeda: realized. Under the provisions
of this bill, however, these mutual fire and casualty companies will
be permitted to set aside a portion of each year's underwriting gain
in a special account for protection against losses. This amount
will be available to meet certain losses for 5 years, after which most
of any remaining portion will be included in taxable income of the
sixth year. A small portion, however, will still' be retained in the
special account to take care of extraordinary losses. Eventually,
these companies will pay tax on their total income, but the tax deferral
formula of the bill gives recognition to the mutuals' lack of access
to the capital market'for funds with which to pay losses. Under
the bill underwriting losses, other than losses created by the special
protection against loss deduction, will reduce the tax on investment
income.
Under the bill mutual companies which have substantial under-

writing gains will pay larger taxes than under present law. However,
the full impact of taxing their underwriting income will be delayed
until 1968. Thus, for a 5-year period only a portion of underwriting
income of the mutual fire and casualty industry will be exposed to the
Federal income tax. Thereafter, most of the amounts in the account
which are not used for the payment of losses within 5 years will be
taxed, but this will be offset-or more than offset if the company is
growing and its underwriting income is increasing-by the portion of
the income of the sixth and subsequent years which is set aside in the
protection against loss account.
On the other hand, r-utual fire and casualty companies having

underwriting losses will, for the first time, be permitted to deduct
these losses in full. For such companies the tax under the bill will
be less than under present law which taxes the investment income of
a mutual company at full corporate rates even though there is an
underwriting loss. On the other hand, a stock company is taxed
only on the net amount after deducting an underwriting loss against
investment income. This inequality of treatment should not con-
tinue. Under this bill an underwriting loss would, depending on the
circumstances, be offset against either investment income or the pro-
tection against loss account, or both, and any loss not so absorbed
would 1)e carried back (though not to a year before 1963) or carried
forward, as in the case of corporations generally.
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B. Comparison of committee amendments with House provision
Your committee has approved the basic provisions of the House

bill taxing mutual fire and casualtyinsurance companies on their
underwriting profits. Under both the House bill and your com-
mittee's bill, a portion of underwriting income is permitted to be set
aside for a 5-year period for the purpose of offsetting insurance losses.
The remainder will be currently taxed.
However, your committee modified the House bill to eliminate a

discrimination in the manner in which losses are to be charged by
mutual companies. Under the House bill, a mutual fire or casualty
insurance company operating on a "deviated premium" basis (under
which, in effect, policyholder dividends are deducted in advance of the
policy period and only the net amount is charged for a policy) was per-
mitted to charge all its underwriting losses (other than those created by
the protection against loss deduction) directly against investment
income. A dividend-paying mutual, on the other hand, even though
its net premium at the end of the year (after payment of policyholder
dividend) was identical to that charged by the deviating company,
would have been compelled to reduce the underwriting loss chargeable
to investment income by the amount of the policyholder dividends.
The effect of this discrimination was that in loss years the deviat-

ing company could charge larger amounts of underwriting loss to in-
vestment income and retain its protection against loss account, while
a dividend-paying company was permitted to charge lesser amounts.
of underwriting loss to investment income and was required to de-
plete its protection against loss account more rapidly by charging to
it not only losses created by the protection against loss deduction but
also losses created by the payment of policyholder dividends. Since
these dividends are viewed solely as price adjustments in the cost of
insurance, your committee feels the tax consequences should be the
same regardless of whether the price of the policy is adjusted at the
time the policy is sold (by means of a deviated premium) or at the
end of the policy period (by means of a policy dividend).
To eliminate this discrimination and to place mutual companies.

on a basis more comparable to stock companies (which are permitted
under existing law to charge underwriting losses created by dividends.
directly against investment.income), your committee's bill permits.
underwriting losses arising from the payment of policy dividends (price
adjustments) to be charged first to investment income with any re-
maining unused losses then being charged to the protection against loss.
account.
Some mutual insurance companies specialize in insurance against

limited risks such as windstorm, hail, or flood, in relatively small geo-
graphical areas. Because their operations cover a small area, few
storms or floods may occur in some years and the company will then
have relatively large underwriting gains; in other years, storms may
cause heavy damage in the area of operations and the company will
have relatively large underwriting losses. To compensate for this.
uneven experience both the Hlouse and your committee's bills permit
these concentrated risk companies to defer, in the protection against.
loss account, a greater proportion of underwriting income than is per-
mitte for ordinary companies. Thlis is to protect them against
unusually large losses if, and when, such losses occur.
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Your committee has amended the House provision relating to the
concentrated risk companies in two respects. Both are concerned
with the qualification of companies for the additional protection
against loss deduction. Under the House bill, a concentrated risk
company was one which derived more than 50 percent of its premium
income from insuring in one State against losses arising from wind,
hail, floods, etc. Your committee believes that a company which has
40 percent of its premium income from such risks assumed in a limited
area should also qualify as a concentrated risk company. Accordingly,
the percentage test has been reduced to 40 percent. In addition, in
recognition that storms and similar hazards are not restricted by State
boundaries, your committee has added an alternative area test to the
one-State test of the Housebill. Under this'alternative test, if more
than 40 percent of its premium income is from the specified risks aris-
ing within a circle having a 200-mile radius (a 400-mile diameter), tile
company will qualify.
Under existing law, very small mutual companies, that is, com-

panies whose total receipts from all sources (including premiums) do
not exceed $75,000, are exempt from tax. The House bill did not
alter this exemption. Your committee, however, has concluded that
the $75,000 limitation on the exemption, which was provided in 1942,
is totally inadequate by today's standards. To bring this exemption
into line with current conditions, your committee's bill increases the
limitation on the small company exemption to $150,000.
The House bill provided a special tax treatment for mutual com-

panies with total receipts between $75,000 and $300,000. Companies
in this category would have been treated much as they are under
existing law; i.e., these companies would pay tax on their investment
income only (however, the alternative 1-percent tax of present law
would no longer apply).
Your committee has approved this provision of the House bill, but

has amended the limitations. First, the minimum limit hlas been
increased to $150,000 to coincide with the new limitation on exemption
for the very small companies. The maximum limitation has been
increased to $600,000 (from $300,000 in the House bill). This treat-
ment is justified because these small companies often are of tile
assessment type and are-not required to compute and report their
underwriting income on approved forms for State insurance commis-
sion purposes. The bill makes it unnecessary for them to compute
their underwriting income in the future. Moreover, this amendment
will enable these small, often new, companies to maintain sufficient
reserves so that they can obtain reinsurance at reasonable rates.
Small companies with total receipts between $600,000 and $1,200,000
($300,000 and $900,000 in the House bill) will be taxed both on their
investment income and on their underwriting income. However, to
provide for a gradual transition to the new tax on their underwriting
income, like the House bill your committee's bill provides a special
deduction of $6,000 which decreases as total receipts of tile company
increase above $600,000. This means that at $1,200,000 there is no
special deduction.

Reci)rocal underwriters and interinsurers differ from ordinary
mutula insurance companies in that their business is conducted by
two entities rather than one. An ordinary mutual insurance company
receives all of the premium income f'ron insurance and not only
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pays losses but conducts directly the operation and management of
the insurance activities. The reciprocal underwriter or interinsurer,
oll the other hand, pays its insurance losses, but an "attorney-in-
fact" performs all,-or most, of the insurance functions-writing
policies, collecting premiums, settling claims, keeping records, etc.-
and pays the related expenses, for a portion of the premium income
of the reciprocal. Profits realized by the attorney-in-fact from con-
ducting these insurance operations are taxed as ordinary income.
However, if that income were earned by a mutual insurance company
which performed these operations itself, under existing law it would
constitute underwriting income and would not be taxed. Moreover,
under present law reciprocal underwriters and interinsurers are not
taxed in the same way as ordinary mutuals since they are not subject
to the alternative 1-percent tax and have a special exemption. The
House bill taxes reciprocal underwriters and interinsurers under the
same rules that apply to ordinary mutual; but in recognition of their
unique form of operation it permits them in effect to combine the
underwriting income of the attorney-in-fact with their own for the
purpose of offsetting certain losses. rhis provision has been approved
with a change which permits the reciprocal to use the combined
underwriting income as the basis for setting aside 25 percent of under-
writing income in the protection against loss account; thus, in effect,
increasing the amount of its own underwriting income upon which
tax may be deferred.
Under present law, factory mutual insurance companies are taxed

under the same formulas as other mutuals; that is, they ypay tax o
investment income only (with no deduction for underwriting losses)
or under the alternative i-percent formula. However, because of the
very large premium deposits required of their policyholders (typically
up to 10 times the amount of an ordinary premium) the investment in-
come of such companies is very large. As a result in practice they
never become subject to the alternative 1-percent tax. As in the case
of other mutuals, these companies are not permitted to deduct their
underwriting losses. This has been a handicap to these companies in
years in which they have losses, because the industrial risks which they
insure generally are quite large. The House provision, approved with-
out change by your committee, taxes factory mutual companies as if
they were stock companies, thus permitting them t) deduct under-
writing losses when they occur. However, since a large portion of each
premium is in effect a deposit (which may be returned to the policy-
htolder), in computing their underwriting profits these companies are
to be permitted to determine their premium income on the basis of their
schedules of absorbed premium deposits. The amount so determined
will be increased by 2 percent for income tax purposes to offset the
advantage of the temporary use of deposits which would ordinarily
be viewed as premiums received.
Your committee added two new provisions to the House bill.

One of these deals with mutual flood -insurance companies. It was

brought to the committee's attention that some mutual flood insurance
companies (including reciprocal exchanges) operate on a premium
deposit system quite sirnilar to that employed by factory mutual fire
insurance companies. Because of tlhe similarity of their method of
ol)ration, your committee has concluded that these companies should
be taxe(l in the same manner as factory mutual fire insurance com-
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panies. Accordingly, your committee has amended the House bill
to provide that mutual flood insurance companies are to be taxed
under the rules also made applicable by this bill to factory mutual
fire insurance companies. Under these, rules these flood insurance
companies are to determine their underwriting income on the basis of
their schedule of premium absorptions. Of course, these companies
will also be required to increase the amount of their absorbed premiums
by 2 percent of the amount actually absorbed.
The second amendment provides that a mutual company which

experienced underwriting losses in each of 5 out of the 6 years imme-
diately preceding 1963 is to be provided a special 5-year carryover
of the excess of underwriting losses over underwriting gains during
the 6-year period,. This exception to the general rule of the bill that
underwriting losses may not be carried over from a year prior to
1963 will prevent a company with a long history of unusual loss experi-
ence from being penalized in years when it is retaining unusual
amounts of underwriting income to restore its reserves to their normal
level, particularly when the underwriting losses were not permitted
to be taken into account in computing taxable income in the 6-year
period. In cases cited to the committee, to which this provision
applies, some mutual insurance companies actually paid taxes for the
6-year period in excess of total income for that period.
C. General explanation of provision
Under present law the tax on a mutual fire and casualty insurance

company is, in general, the greater of (1) a tax at the ordinary corpo-
ration rates on the company's net income from investments, or (2) a
tax of 1 percent of its gross income from both investments and pre-
miums less dividends to policyholders. Under the provisions of this
bill the 1-percent alternative tax is eliminated, and the tax is computed
at the ordinary corporation rates on the company's total income
(investment income and underwriting income) less amounts tempo-
rarily set aside in a protection against loss account. Underwriting
income of these insurance companies is the excess of earned premiums
over insurance losses and expenses incurred and dividends paid to
policyholders.
There are special provisions for companies with concentrated risks,

for small companies, and for reciprocals or interinsurers. The bill
also removes the factory mutuals from the treatment accorded mutual
casualty companies generally, and treats them as if they were stock
companies, with special provisions for determining what portion of
their premium deposits is to be viewed as earned premiums.

1. Ordinary mutual fire and casualty insurance companies.-Under
the bill taxable income of mutual insurance companies will consist of
taxable investment income, statutory underwriting income and
certain amounts previously set aside for protection against losses.
Statutory underwriting income, as used in the bill, is underwriting
income after a special deduction for protection against losses of an
amount equal to 1 percent of insurance losses incurred during the
year and 25 percent of the ordinary underwriting income.
An amount equal to the special deduction is to be set aside for 5

years in a ")protection against loss" account where it can be used
only for offsetting losses. After the fifth year, if the amount credited
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to the protection against loss account has not been absorbed by losses,
the portion attributable to the 1 percent of losses and one-half of the
portion attributable to the 25 percent of underwriting income will be
withdrawn from the account and included in taxable income. The
other one-half of the amount representing the 25 percent of under-
writing income is retained in the account for a longer period as a cush-
ion against extraordinary losses.
The bill limits the amount which may be accumulated in this

account, however. The amount in this account may not be increased
above an amount which at the end of any year is more than 10 percent
of the earned premiums less dividends to policyholders for that year.
If a greater amount were already in the account at the beginning of
the year, the account would not be reduced (because of the ceiling)
below this amount.

If in any year there is a loss from underwriting instead of a gain,
the part of the loss resulting from the payment of insurance claims and
expenses and policy dividends would be offset directly against taxable
investment income. Any amount not so offset and other losses (those
resulting from the special protection against loss deduction) would
be charged against the protection against loss account on a first-in,
first-out basis. Losses charged against the account would be applied
proportionately to amounts representing the 1 percent of losses
incurred and the 25 percent of underwriting income.

If in any year there is an extraordinary underwriting loss-more
than the investment income for that year and the entire amount in the
protection against loss account-the excess will be treated much like
an ordinary net operating loss, to be carried back against the taxable
income of the 3 preceding years or carried forward (first against
amounts added to the protection against loss account and then against
otherwise taxable income) to the succeeding 5 years, as in the case
with any corporation.

In computing their taxable income, mutual companies are to be
allowed an unlimited deduction for dividends paid to policyholders,
just as stock companies may take unlimited deductions for their
policy dividends.
Under present law, mutual insurance companies which are not sub-

ject to the 1-percent alternative tax are allowed a special exemption
of $3,000, with the tax on taxable incomes between $3,000 and $6,000
gradually increasing until the exemption completely vanishes when
taxable income reaches $6,000. The bill increases this special exemIp-
tion (applicable to the new total of investment and underwriting
income) to $6,000 in the case of mutual companies taxable under the
general rules of the bill. 'There also is a gradually increasing tax on
taxable incomes between $6,000 and $12,000, so the exemption
vanishes when taxable income reaches $12,000.

2. IExample.-The computation of taxable income, statutory under-
writing gain and thleprotection against lobs account for a 6-year
period with successive underwriting gains, may be illustrated as
follows, assuming the sillplifie(I facts as shown in tlhe following table:
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Taxal)e Insurance Additions to
Year investment Underwrit- losses protection

Income ing income Incurred against loss
account

1 63............... .--....................-- $012 $700 $7+$3 ($o1

19649--------------------------------- 11 16 800 8 4 (12
1965.......-----.-----------.-------.. 12 12 600 3 (
1966...---.....--.....----..... 13 20 00 6 (1
1967 --.--..--------------------- 14 24 900 9+ 6 (1
1968 ------. ..------ .-. 15 20 1,000 10 5 (15)

.O

For 1963 the statutory underwriting income would be $2, the under-
writing income of $12 minus the 1 percent of incurred losses ($7) and
the 25 percent of the underwriting income ($3) credited to the pro-
tection against loss account. The taxable income would be $12, the
sum of the taxable investment income and the statutory underwriting
income. For 1964 the statutory underwriting income would be $4 and
the taxable income $15; for 1965 corresponding figures would be
$3 and $15; for 1966, $9 and $22; and for 1967, $9 and $23.
For 1968 the statutory underwriting income would be $5 ($20

minus $10 minus $5), but there would be included in taxable income
an amount equal to the first item added to the protection against loss
account in 1963 ($7), and half of the second item ($1.5), so that for
1968 the taxable income would be $28.5, the sum of the taxable
investment income ($15), the statutory underwriting income ($5),
and the $8.5 withdrawn from the protection against loss account.
At the end of 1968, therefore, the total amount in the protection

against loss account would be $63.5--amounts totaling $62 added for
1964 and the 4 following years which will Be available to offset losses
occurring during the next 5 years, and a residual $1.5 from 1963 to
offset any loss which exceeded the entire amount in the account other
than that.

If, in the preceding example, for 1966 there had been an underwrit-
ing lo3s of $30 (excluding the protection against loss deduction), and
insurance losses incurred had still been $600 the deduction added to
the protection against loss account would thus have been 1 percent
of $600 or $6 and the statutory underwriting loss would be $36. In
that case the portion of the loss not resulting from the protection
against loss deduction ($30) would be offset against the taxable in-
vestment income of $13, the taxable income for 1966 thus being zero.
The remaining portion of the loss ($23) would be charged against the
protection against loss account, tle $10 added to that account in 1963
and the $12 added in 1964 being eliminated, and of the 1965 addition
there would remain $5.33 and $2.67. In that case there would be
nothing from the protection against loss account to be included in
taxable income for 1968 or 1969.
Under the bill, as passed by the H-ouse and aIpproved by your

committee, the rules applicable to mutual fire ilnd casualty companies
accruing market discountoid bonds are changed. Under present law
tall mutual fire anld casualty coIlmpanies(liand life insurance companies)
are required to accrue eachl year a ratable portion of iltaket discount
on bonds fand paytaxlthrtreon at ordinary iincomei tax rates (Rev. Rul.
60-210; 1960-1 (B1 38). Stock fire and casualty insturanllce companies,
on tlhe other hand, are not reluireld to accrue such discount but when
the bondl is sold or lre(lde!ld they Iare requirc(l to pay tax ol tile

9.869604064

Table: [No Caption]


460406968.9



REVENUE ACT OF: 1962

amount of gain resulting from market discount at capital gains rates
(if the boid is held for more than 6 months). Since under the gen-
eral rule of tie bill the starting point in computing "mutual insurance
companytaxable income" is the gross income computed as if the tax-
payer werie a stock company, the effect is to treat market discount on
bonds foriilutual companies, other than the small companies taxable
on investnmll t income only) as it is treated by the stock companies.

3. Casullty companies with concentrated woindstorm, etc., risks.-As
stated above, most mutual insurance companies will report and pay
a tax currently on tlhe underwriting income remaining after transfer-
ring to the protection against loss account 25 percent of underwriting
income plus 1 percent of incurred losses. With respect to certain
insurance companies whose risks are primarily from losses from wind-
storm, lail, flood, earthquake, or similar natural hazard, and are
concentrated in one State, or within 200 miles of any point selected
annually by the taxpayer, the bill permits deferral of more than 25
percent of underwriting income. The percentage of. underwriting
incollle wlli(ic can be credited to the account in such a case is deter-
mined by dividing the premiums earned on insurance contracts covering
the risks intie designated area by total premiums earned by the insur-
ance company. If this does not exceed 40 percent, the regular rule
is used. If it does, the normal deduction of 25 percent of underwrit-
ing income is increased by tie excess percentage points over 40 per-
cent. Thus, under this rule, a company which has 80 percent of its
windstorm, etc., risks insured in one State (or in a circle having a 400-
mile diameter) would be permitted to transfer 65 percent (the regular
25)percent plus 40 percent) of its underwriting income to the protec-
tion against loss account. (However, concentration of risks will not
serve to permit a larger percentage of incurred losses to be credited to
the protection against loss account.)

'1 e overall limitation on the protection against loss account of 10
percent of plinmiums less policy dividends for the year is not to apply
to the amount of underwriting income in excess of 25 percent which
these concentrated risk companies add to their protection against loss
account. If it did apply it would defeat the objective of allowing a
greater portion of underwriting income to he set aside. In applying
the ceiling the concentrated risk company is to be treated as if it had
transferred only 25 percent of its underwriting income to the account.

4. Small companies.-Under the bill, small mutual fire and casualty
insurance companies (those whose total receipts-gross investment
income, excluding;capital gains, plus premiums--exceed $150,000 but
do not exceed $600,000) are not taxed on underwriting income. As
under present law, these companies. will continue to pay tax on in-
vestment income only (with no deduction for underwriting losses)
but the alternative 1-percent tax will no longer apply. The special
exemption of $3,000, with the "notch" rates applying to taxable
incomes between $3,000 and $6,000, also will continue in effect.

Despite the treatment for tllse small companies described above,
the bill permits them to elect to be taxed on total income, including
underwriting income, in the same manner as other mutual companies,
and such an electing company will similarly be allowed to deduct
underwriting losses. Presumablly the existence, or expectation, of
underwriting losses woulId be the primaryreason for making this elec-
tion. Tie election, onct made, cannot )e changed without the consent
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of the Treasury Department. On the other land, a small mutual
company which becomes taxable under the general rules because its
gross investment income plus premiums exceed $600,000 in a taxable
year, again will be taxed as a small company if its income falls below
this level, if one condition is met. If, while it was taxed under the
regular formula it was required to credit a portion of its underwriting
income to the protection against loss account, this amount must be
taken into income and a tax paid on it before the small company
treatment will again apply. To provide consistent tax treatment for
these small companies, the bill' does not permit loss carrybacks or
carryovers to be carried to, front, or over a year in which the company
was taxable as a small company.

In the case of mutual fire or casualty insurance companies whose
total receipts are between $600,000 and $1,200,000, the bill provides
a special vanishing deduction which is to apply to underwriting
income only. For a company whose total receipts are $600,000,
the special deduction will be $6,000. As total receipts increase, the
$6,000 deduction decreases and finally vanishes when total receipts
of the company equal $1;200,000.

5. Reciprocal underwriters and interinsurers.-Under the bill, recip-
rocal underwriters and interinsurers are in general taxed in the same
way as ordinary inutuals; with tWo important exceptions.

First, reciprocal underwriters and interinsurers inay elect to take
into account the income of the attorney-in-fact which is attributable
to the insurance business of the reciprocal. It accomplishes this by
not deducting that part of th6 fee paic to the attorney-in-fact which
is equivalent to thnattorney-in-fact's profit from the insurance
operation. 'TIhis election maybe made, however, only if the attorney-
in-fact is a corporation which keeps ils records on the same basis as
the reciprocal and certain other requirements are met.
An election by a reciprocal is ncev3r to reduce income taxes of the

attorney-in-fact. The. attorney-in-fact will continue to determine
its tax just as it does under present lawnexcept that it must identity
income and expense items attributable to the insurance business of
the reciprocal.
An electing reciprocal will compute its tax liability on thlle colm-

bined income, under your committee's amendments, Il)y applying tile
formula of this bill to the combined underwriting income. As an
offset to the increased tax due to the inclusion of tle income of tlle
attorney-in-fact, the reciprocal may take tax credit for the tax ])aid
bly the attorney-in-fact with respect to its income froill illnsuralnce
operations. (Under certain circumlstanc(s this rrmay result ill a refuln(
to the reciprocal.)

If the combined underwriting account of tlhe recilrOcal and its
attorney-in-fact shows a loss the ordinaryru,le.s of tlie bill for charging
it are to apply.- Thus, t}he loss would bo charged first to investment
income if it is froi the payment of clailns, policy dividends or expenses,
or to the protection against loss account of the reciprocal if it is al loss
created by the special loss protection deduction.
The inclusion of the income of the attorney-in-fact in the income

of the reciprocal permits the reciprocal to set aside a larger portion
of income in the protection against loss account than it otherwise
could, since 25 percent of tlhe combined income is thus set aside.
Your committee believes this amendment is necessary to give policy-
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holders of a reciprocal company much the same protection as that
given to the policyholders of an ordinary mutual company. However,
a reciprocal, under your committee's amendment, must after 5 years
restore to income all of the amount added to the protection against
loss account which was attributable to the income of the attorney-in-
fact which has not in the interval been absorbed by losses.
The second special feature of the bill relating to reciprocal under-

writers or intermnsurers permits them to deduct savings credited to
individual subscribers' accounts (in the same manner as policyholder
dividends paid in cash) if the company is obligated to pay those
amounts promptly to the subscriber if lie terminates his contract.
This is provided because the "pure," or "classical," reciprocal or
interinsurer typically credits the account of each policyholder with
savings attributable to his contract and because'the policyholder has
a legal right to receive the amount so credited if he withdraws from
the exchange. Because amounts credited to the account of an indi-
vidual subscriber represent reductions to him in the cost of insurance,
the bill provides that for income tax purposes the subscriber must
reflect this reduction when the credit is made.
This deduction for credited savings, as stated above, is to be avail-

able only in case of so-called "pure" or "classical"' reciprocals or
interinsurers where the credits, as a matter of actual practice, are
paid to policyholder subscribers who terminate their contracts. An
ordinary reciprocal which may nominally meet the requirement of
the statute would not be entitled to this deduction where savings
credited to subscribers are not in fact returned to them when they
terminate their policies.

6. Factory mutual insurance companies.-The bill amends the law
with respect to factory mutual insurance companies in two important
respects. First, commencing in 1963, these companies will be treated
for tax purposes as if they were stock companies. This means that
they will report their underwriting income in full in the year earned,and their underwriting losses after 1962 will be deductible in full.

Secondly, tile method of computing premium income of factory
Ilutuals is modified to conform more closely to thle actual operation
of those companies. T''s is accomplished by permitting them to
determine their premliull income on the basis of their schedule of
absorbed premliulm deposits. The amount thus determined is then to
be increased under the bill )by 2 percent of absorbed premiums for
income tax purposes. For example, a factory mutual might require
a premium deposit of $1,000 and its experience, indicates it will absorb
12 l)ercent of thle premiuill deposit each year during the term of tile
policy. TUnder existing law, in the case of a 3-year policy, the factory
mutual would realize earned premiums of $333.33 coach year (one-
third of the premium deposit) and would deduct returns to policy-
holders as if they were dividends. Actually, however, the factory
mutual absorbs only 12 percent of the I)preium deposit, or $120 cacll
year. Under the bill, this factory mutual will report for income tax
purposes $122.40 ($120 plus 2 percent of $120). This bill also provides
for an adjustment in the unearned premium account of the factory
mutual for returns of unabsorlcd premium deposits to policyholders
ulpon termination of their policies. 'Ihis return of unabsorbe(l
premium deposit is viewed as analogous to ta dividend( or a payment
similar to a(dividend.

64
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7. Mutual marine insurance companies.-Mutual marine insurance
companies have been taxed as stock insurance companies for many
years and your committee's bill continues this treatment for them.
However, a question has arisen as to whether such a company, if
previously taxed as a mutual marine company, should continue to be
so taxed. Your committee believes that under existing law a taxpayer
which has always filed its returns as a mutual marine company should
be treated as such for all years without regard to whether marine
premiums still constitute its predominant source of premium income,
In order to clarify the law, and foreclose the possibility that a mutual
company may be taxed under different sections in different years, in
lieu of a definition, your committee's bill provides that any mutual
marine insurance company which was taxed as a stock company for
a period of at least 5 years may elect to continue to be so taxed. The
phrase "whether or not marine insurance is its predominant source of
premium income" is intended to make clear that a company which has
leen taxed as a mutual marine company, and which has always filed its
returns as a mutual marine company, may be treated as a stock com-
pany for all such years, even though marine insurance is no longer
its predominant source of premium income.

8. Special transitional loss deduction.-Your committee has added
a new provision to the House bill under which mutual insurance
companies which have experienced a long and unusual period of
underwriting losses will be permitted to take those losses into account
in determining their taxable income. Companies qualifying for this
treatment are those who have incurred underwriting losses in at least
5 out of the 6 taxable years preceding 1963. Companies which
qualify for this treatment may deduct the excess of their underwriting
losses over underwriting gains for the 6-year period in the years 1963
through 1967. This 5-year period is tile same as the 5-year carry-
forward provision of present law which applies in the case of net
operating losses. Your committee felt that this treatment is justified
because companies with long unfortunate loss experience must of
necessity retain additional amounts of underwriting income to rebuild
their reserves to aL safe level. In the absence of this provision, these
companies would be subjected to tax on an unusually high proportion
of underwriting income.

9. Exemption for small mutual insurance companies.-Your conm-
mittee also has allded a new provision to the House bill which increases
the limitation on tax exemption for small mutual insurance companies
from $75,000 to $150,000. Increasing this limitation will provide
complete tax exemption for approximately 160 additional small
mutual insurance companies, many of which are of the pure assess-
nment type.

10. Mutual flood insurance companies.-Another provision added
to the House bill by your committee requires mutual flood insurance
companies to be taxed under the stock formula in the sname manner
as mutual fire insurance companies issuing policies for which the
premium deposits are the same regardless of the length of the term
for which the policies are issued if the unabsorbed portion of the
lretmium is returned to the insured upon termination of the policy.
Phis same rule (as explained in par. 6, above) applies also to factory
mutual insurance companies.
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11. Effective dates.-The amendments made by this section are to
apply with respect to taxable years beginning after December 31, 1962,
except that the amendment relating to-mutual marine insurance
companies is to apply to taxable years beginning after December 31,
1961.

IX. DOMESTIC CORPORATIONS RECEIVING DIVIDENDS
FROM FOREIGN CORPORATIONS

(Sec. 9 of the bill and sees. 902 and 78 of code)
A. Reasons for provisionr'1(e Secretary of tll( Treasury iln his aplpearance before your com-
mnittee staled tllat foreign income received by domestic corporations
in tihe form of dividends-
is, in effect, deducted from taxable profits in computing the U.S. tax, but a good
share of it is also allowed as a credit against the U.S. tax liability.
He termed tllis an unjustified tax advantage and reconlmendedl.that,
as provided in the House bill, it be eliminated.

Tlie problem arises when tlhe foreign tax rate is below tlie U.S. tax
rate and results from the fact that tile amount paid in foreign taxes
not only is allowed in part as a credit in computing tlhe U.S. tax of the
corporation receiving the dividend, but also is in effect allowed as a
deduction (since the dividends can only be paid out of income remaining
after payment of the foreign tax).
The problem can be illustrated by assuming that a foreign govern-

ment imposes a 30-percent tax witfi respect to $1,000 of income of a

corporation. This would leave $700 of the $1,000 out of which a
dividend could be paid to a U.S. parent corporation. If the ap-
plicable U.S. tax rate is 52 percent, the American tax onl this $700
before the allowance of any foreign tax credit would be $364. On the
otelir hand, if the $1,000 of income had been earned by a branch of
the U.S. corporation, the entire $1,000 would be subject to U.S. tax
before allowance of any foreign tax credit. Thus, in tils case the
tentative U.S. tax would be $520, or $156 more than in the case of the
foreign subsidiary.

In the case of the foreign subsidiary, tlhe foreign tax allowed as a
credit is limited to the same proportion of the tax which the income
included in the American tax base is of the total income.1 Thus, the
allowable credit ill tlie case of tlle foreign subsidiary is limited to
seve(!-tellths of tlie $30( or $210. As a result thle final U.S. tax
oll tlie dlivi(l(nd is $154 ($364 minus $210). Thliis U.S. tax of $154,
111lsteli foreign tax of $300, results in a total tax of $454, wllich is

$66 less than tile full $520 tax wlic(hl would bo paid by a. domestic
corporatioll operating in this country, or ol)erating abroad through a
)brach1.2 T'llis examll)le is sullmnlriz'(! in table 4 below.
This is tho result of the decision In American CMcle Company v. U.S., 316 U.S. 460 (1942).

J As Indicated above, tlhe U.S. tax before credit In tlhe case of the branch would be $520. After allowing
the $300 foreign tax credit Il this case, the final U.S, tax would be $220 which, with the $300 of foreign tax,
ineans a total tax of $620.
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TABLE 4.-The computation of corporate taxes on foreign income

Existing Proposed
law law

DoUars Dollars
Profits of subsidiary----------- ---------------------------------- 100.0 100
Foreign tax (assumed rate: 30 percent) ------------------------------------- 30. 0 30
Dividend to U.S. parent--. ------------------------------------- 70.0 70
"Gross-up" of dividend---.------.----....----------.------------------------------.. 30
Tentative U.S. tax at 62 percent .----------------- -------------------36. 4 52
Credit for foreign tax paid by subsidiary----...--------------------------- 21.0 30
Net U.S. tax--------- .----------------------------------. --------------. 15. 4 22
Combined foreign and U.S. tax.---. ...-- ---...--...........------------ 46.4 52

The size of this tax differential which exists in the case of dividends
from foreign subsidiaries at the present time varies with the size of
the foreign tax rate. As shown in table 5, the tax differential dis-
appears either when the foreign tax rate equals or exceeds the U.S.
tax or when there is no foreign tax imposed at all. The maximum
tax differential, given a 52-percent U.S. tax rate, occurs when the
foreign tax rate is half that, or 26 percent. The differential at this
point is 6.7 percentage points.3 Where dividends are received by a
domestic corporation from its foreign sul)sidiary, whicl in turn has
received its income from another foreign subsidiary, the llmaximum
tax differential (given tile 52-percent UJ.. tax rate) amounts to 11.93
percentage points.
TABLE 5.-Rate differential enjoyed with respect to dividends from foreign subsidiaries

with various selected foreign income tax rates and present 62-percent U.S. rate

Income Rate dif-
Income before Foreign available '.8. tax Credit ferentlal

tax tax for divl- before against U.S. tax Total tax enjoyed by
dend credit U.S. tax foreign

subsidiary

Percentage
points

$100.------------- 0 $100 $52.00 0 $52.00 $52.00 0
$100-..---------- $5 95 49.40 $4.76 44.65 49.65 2. 3
$100 ..----------- 10 90 46.80 9.00 37.80 47.80 4.20
$100 ------------. 20 80 41.60 16.00 25.60 45.60 6. 40
$100 .------------- 26 74 38.48 19.24 19.24 45.24 6.76
$100 .-------.---- 30 70 36. 40 21.00 15.40 45.40 6.60
$100------------- 40 60 31.20 24.00 7.20 47.20 4.80
$100.------------- 60 50 26.00 25,00 1.00 61.00 1.00
$100--oo----------- 52 48 24. 96 24.96 0 62. 00 0

Two relatively minor technical corrections recommended by the
administration are also included in the House bill. One of these
involves the repeal of a subsection (sec. 902(d)) of one of the foreign
tax credit provisions, which makes the foreign tax credit available in
limited cases with respect to royalty income received from a foreign
subsidiary. This royalty income is entitled to this foreign tax credit
only where the domestic corporation owns all of the stock of the sub-
sidiary. The provision granting this treatment in the case of royalty
income was adopted in 1954 in order to grant relief in a case where,
because of currency exchange restrictions, a corpl)ration was )pr'o-
hibited from distributing its earnings. The retention of this provision
would have the effect of allowing a foreign tax credit before actual
dividend distributions have been made.

8 The tax differential represents the difference between the U.S. and foreign tas rates, multiplied by the
income omitted from the U.8. tax base.

9.869604064

Table: Table 4.--The computation of corporate taxes on foreign income


Table: Table 5.--Rate differential enjoyed with respect to dividends from foreign subsidiaries with various selected foreign income tax rates and present 52-percent U.S. rate


460406968.9



REVENUE ACT OF 1962

Second, the House bill also follows a recommendation of the adilin..
istration relating to the interrelationship of the foreign tax credit and
the intercorporate dividends received deduction. The problem arises
here where a foreign corporation. derives' 50 percent or more of its
income from sources within the United States. In such a case a
domestic corporation receiving dividends from it is eligible for the 85-
percent intercorporate dividends received dedl ction with respect to
the proportion of the income determined to be from sources within the
United States. However, all of the remaiining income is treated as
income from sources without the United States forx which a foreign
tax credit is available, including tile 15-percent amount remaining
after the allowance of tile illtercorporate dividends received deduction
which , for that purpose, was treated as income from sources within
tlhe United States. Thle House bill provides that this 15 percent of
domestic source income, remaining after thle dividend received dedlc-
tion is allowed, retains its domestic sol'rce character rather than being
reclassified as foreign source income for purposes of the foreign tax
credit.
B. ('omparison of committee amendments with House provision
Your committee agrees with the House that, as a result of including

only dividend income in tle tax base and at the same time allowing a
foreign tax credit, the full U.S. tax is not paid oln most dividend income
received )y domestic corporations from foreign corporations. Your
committee agrees with tile I-ouse that in the case of dividend income
received from developed .countries, there is no reason for this tax
differential. Therefore, except in tile case of income received from
"less developed country corporations"' it has provided, as does tle
HTouse bill, that where ataxpayer elects the foreign tax credit hle must
increase, or "gross-up," his U.S. tax base by including in it tile amount
of foreign income paid in taxes to the extent related to thei dividend
received. Thus, in tle example cited il part A, above, the tentative
U.S. tax would be computed on tle basis of $1,000, instead of $700, and
then tihe full-$300 of foreign tax would be allowed as a foreign tax
credit in the same way as in the case of branches of U.S. corporations.

In the case of corporations deriving most of their income from less
develo)edl countries, however, your committee concluded that it would
be inappropriate at this time to raise the effective rate of combined
American-foreign tax sii(ce this would discourage new investmen ts in
such countries. Your committee believes that to discourage such
investments at tils time would be contrary to our national policy.
The term "less developed country corporation" for purposes of tllis

provision lias the same definition as in section 12, but here also is
defined to include certain holding companies not included in the defi-
nition in section 12. In general terms, a less developed country cor-
poration is a corporationn organized under tle laws of a less developed
country, which is engaged in the active conduct of a trade or business,
which derivess 80 percent of its gross income from sources within less
levelop)e( countries, and whicl hals 80 percent in value of its assets
invested in a trade or business in a less develol)ed country and certain
other assets consistent with tile carrying on of this trade or business.
Certain shipping and aircraft corporations also qualify. A third cate-
gory of ctli)Orlationswhi(c for poleI'I)Sof this o11 provision also
(alllify as less (evelol)(d(country (corl)ratlions consist of foreign holl-
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ing companies (wherever incorporated) which own 10 percent or more
of the stock in less developed country corporations and which receive
80 percent or more of their gross income from sources within less
developed countries and have 80 percent or more in value of their
assets invested in the same manner as other less developed country
corporations.
Your committee has accepted the other two amendments made by

the House bill without change; namely, that relating to the deletion
of the provision treating royalty income in certain cases as dividends
from a foreign subsidiary and that treating all income eligible for
the domestic intercorporate dividends received deduction as domestic
rather than foreign income for purposes of the foreign tax credit.
C'. General explanation of provision

1. Provision for "gross-up" except in the case of less developed country
corporations.-Your committee's amendments provide that, except
in the case of less developed country corporations, if a domestic corpo-
ration elects to take a foreign tax credit (rather than a deduction for
foreign taxes), it must include in its gross income an amount equal to
the taxes of its subsidiary (or an amount equal to the taxes of its
subsidiary's subsidiary) which it is considered, or deemed, to have
paid, for purposes of the foreign tax credit provision, with respect to
the dividend income received (or treated as having been received
under sec. 12 below). Thus, for a domestic corporation to claim a
foreign tax credit for foreign taxes paid by its subsidiary which is not
a less developed country corporation, or a subsidiary of that su)-
sidiary, it must "gross-up" its dividend income received by the amount
of the foreign income, etc., taxes attributable to it.
Your committee's bill also rewrites the rules of present law which

determine the portion of the foreign taxes which are treated as being
attributable to dividend income received from a 10-percent-owned
subsidiary which is not a less developed country corporation and from
one which is a less developed country corporation.

In the case of a subsidiary which is not a less developed country
corporation, all of the foreign income, etc., taxes can be allowed as a
credit since in this case the entire earnings before tax are taken into
account by the domestic corporation. In the case of dividends re-
ceived from less developed country corporations only the portion of the
foreign income, etc., taxes attributable to the- accumulated earnings
and profits after foreign taxes can be allowed as a credit since only
these earnings and profits are taken into income by the domestic
corporation. ''his continues thle principles laid down by tie Supreme
Court in American 'Cticle (o. v. United States, 316 U.S. 450 (1942).
As under present law, if a 10-percent-owned foreign corporation

owns 50 percent or more of another foreign corporation, a foreign
tax credit is allowed with respect to foreign taxes paid by the sccond
tier foreign corporation to the extent the dividends received by the
domestic corporation are attributable to those paid by the second
tier corporation. Under your committee's amendments dividends
received by a domestic corporation are either "grossed ulp" or not
"grossed up" in such cases on the basis of the status of the first tier
foreign corporation. Thus, if the first tier foreign corporation is a
less developed country corporation, tlhe status of the second tier
foreign corporation in this respect is immaterial (except insofar as
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the distributions by it to the first tier corporation aid or hinder the
first tier foreign corporation in qualifying as a less developed country
corporation). Where there is to be no "gross-up" at the second tier
level, the foreign taxes allocated to the dividend are allocated under
rules consistent with the principles set forth in the court decision
American Chicle Co. v. United States.
For purposes of this provision, three different categories of corpora-

tions are treated as "less developed country corporations." The
first two of these are the same as the definition of a less developed
country corporation for purposes of section 12 below. The third
category, which essentially is a holding company for one or more less
developed country corporations is an additional category that applies
only for purposes of this one provision.
A less developed country corporation in the first category is a cor-

poration organized under the laws of a less developed country, which
is engaged in the active conduct of a trade or business, derives 80
percent or more of its gross income from sources within less developed
countries, and has 80 percent or more of its assets (in terms of value)
invested in a manner consistent with carrying on a trade or business
in a less developed country. Thus, this 80 percent of its assets must
consist, of-

(1) Property used by it in its trade or business in less developed
countries;

(2) Money and bank accounts;
(3) Stock and obligations (having a maturity of 5 years or

more at time of acquisition) of less developed country
corporations;

(4) An obligation of a less developed country;
(5) Investments required because of restrictions imposed by

less developed countries; and
(6) Certain U.S. property, such as U.S. Government bonds,

money, property purchased in the United States for export, etc.,
which, although having a U.S. situs, for purposes of section 12
below are excluded from the definition of "U.S. property."

The second category of corporation classified as a "less developed
country corporation" consists of certain shipping or aircraft companies.
These corporations must be foreign corporations 80 percent or more of
the gross income of which arises from--

(1) Tlie use (or hiring or leasing for use) in foreign commerce of
aircraft or vessels registered under the laws of a less developed
count try;

(2) From the performance of services directly related to these
aircraft or vessels;

(3) From the sale or exchange of such vessels or aircraft;
(4) Dividends and interest received from foreign corporations

which are themselves less developed country corporations under
the definition contained in this category and in which the corpo-
ration in question has at least a 10-percent stock interest; and

(5) Gain from the stle or exchange of stock or obligations of
foreign corporations which are less developed country corpo-
rations.

I11lladditioll, to (quallify as less d(evelope(d country corporations, these
shlippl)l)ing or aircraft, colil)anies mllust have 80 percent or IllOr( of their
assets either used for thile )rodluction of the illcollme described above,
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or consisting of property which although having a situsin the United
States is'not considered as "U.S. property" under the exceptions set
forth in section 12.
The third category of corporations qualifies as less developed

country corporations only for purllposes of this. '.gross-up" provision.
These corporations are. foreign corporations, (which may .or may not
be organized under th.,las aofa.les. developed country) which have
at least a 10-percielit stock' ltei'ret iln .anibthlr. foreign corporation
which is a less. developed country corporatioi within th) meaning of
the first category specified above, In addition, the foreign corpora-
tion nlust derive 80 percent of its gross income'"from sources within'
less developed countries and 80'percent in value of its assets must.
be of the type specified in category No. 1, above.

2. Dividends from' U.S. sources.--The bill amends the rules used in
determining whether income is from within or without thle United
States in the case of a foreign corporation which hlas received 50 per-
cent or more of its gross income for the 3 prior years from sources with-
in the United States. . In such a case the 85-percent intercorporate
dividends received deduction is available with respect to the propor-
tion of its income whiclih its income derived froml.sources within the
United States bears to its income from all sources. However, under
present law all of such a corporation's income, to tle extent it exceeds
the 85-percent deductions allowed for intercorporate dividends re-
ceived, is treated (for purposes of the foreign tax credit) as income
from sources without the United States. 'ius, the 15 percent for
which no intercorporate 'dividends i'eceived deduction is allowed,
although for purposes of the prior computation treated as from sources
within the United Sta'tes, is for this purpose treated as foreign source
income. The bill' corrects this technical deficincny by providing that
the amount treated as foreign source income n. such a case is only
the remaining income in excess of this 15 percent.

3. Royalty income eligible forforeign tax credit.-The bill eliminates
the provision of present law (sec. 902(d)) which treats as a distribu-
tion (and, therefore, eligible for the foreign tax credit) royalty pay-
ments received by a domestic corporation from a 100-percent owned
subsidiary engaged in manufacturing, production, or mining.

4. Effective date.-iTbe provisions referred to above are applicable
to all dividends received by a domestic corporation after December
31, 1964. They also are to apply to certain dividends received by the
domestic corporation in the period before January 1, 1965, but only
in its taxable years beginning after ecember 31, 1962. (For a calendar
year corporation this latter category includes certain dividends re-
ceived in thle calendar years 1963 and 1964.) In the case of dividends
received in these years the "gross-up" and other changes made by this.
provision are to apply only to the extent that thle dividends are
treated for tax purposes as made out of the accumulated profits of the
foreign corporation for. taxable years beginning after December 31,
1962. Dividends received by a foreign corporation from its subsidiary
before January 1, 1965, which are paid out of the subsidiary's profits
from before 1963 are to be treated as paid out of tlie first foreign
corporation's profits from before 1963 if it in turn plays the dividltl(le
to the domestic corporation before January 1, 1965.
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X. SEPARATE LIMITATIONS ON FOREIGN TAX CREDIT
WITH RESPECT TO CERTAIN INTEREST INCOME

(Sec. 10 of tie bill and sec. 904(f) of the code)
A. Season, .for provision
The Secretary of the Treasury in his appearance before your coni-

mlittee pointed out that last summer Canada revised its tax laws to
provide a 57h/-percent effective rate of Canadian tax on income going
Io U.S. corporations operating in branch or subsidiary form in Canada.
He stated that this Canadian tax, in excess of the U.S. 52-percent rate,
tr:highlighted a procedure of using the foreign tax c(redi' as an
artificial inducement to the outflow of short-term U.S. capital. The
S(creta:iy stated that this was harmful to our monetary stability and
balancc-of-payment s position.
Under existing law, a U.S. corporation deriving income from

business abroad through a branch or a subsidiary can be expected to
have an unused foreign tax credit if the foreign tax rate exceeds the
U.S. rate. However, if additional foreign source income, such as
interest, can be earned which is subject to a foreign tax rate which is
lower than the U.S. rate, then the two types of income can be combined
under the existing foreign tax credit rules. In this way the U.S. tax
on the investment funds, which the foreign country taxes at a rate at
much less than the U.S. rate, can be reduced or completely eliminated
by being offset against the excess credit from the tax on the business
income. For example, if U.S.-owned business operations are taxed
in Canada at a 57Y-percent effective rate, this leaves an excess credit
of 5} percentage points over and above the tax which can be credited
against the U.S. 52-percent tax. The Canadian rate of tax on interest
income, however, is only 15 percent. As a result, the U.S. company
involved may transfer to Canada short-term funds, such as bank
deposits, which would ordinarily be held in the United States. The
excess credit from the business income in this case eliminates the
U.S. tax on all, or a part, of the interest income, with the result
that the interest income in effect is taxed at only a 15-percent Canadian
rate as compared with the 52-percent U.S. rate which would apply if
the funds were held here.
The Secretary of the Treasury stated that the existence of this

situation has served as an artificial inducement to the movement of
U.S. capital abroad. He recommended that the foreign tax credit for
certain investment income be colnputed apart from the foreign tax
credit for all other foreign income, in order to end the use of this
device. Your committee is in accord with the Secretary on this pro-
vision, except that it has limited the separate computation to interest
income which is unrelated to the foreign trade or business.
B. Comparison of committee amendments with IIouse provision
The House bill does not contain this provision.

C. General expllanation of provision
Under present law the foreign tax credit which may be taken with

respect to any foreign income is limited to the same proportion of the
United States tax computedd without tile credit) which the taxpayer's
taxable ilnclome from sources within foreign country, orwllforeign
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countries, is of his entire taxable income. This limitation, at the
option of the taxpayer, can be applied either separately, i.e., on a per
country basis, with respect to the income from each foreign country,
or on an aggregate, or overall, basis with respect to all income received
from all foreign countries.
Your committee's amendments provide that this limitation on the

foreign tax credit is to be applied separately with respect to a certain
type of interest income. It also provides that the limitation always
is to be applied on a "per country" basis with respect to the specified
interest income. Thus, if the taxpayer has been using the overall
limitation, this limitation will continue to apply with respect to all
income, other than the special interest income, from all foreign
countries. However, the limitation will be applied separately for
the special interest income derived from each foreign country. If
the taxpayer is using the per country limitation, he will be permitted
to continue on this basis but will have to apply the limitation sep-
arately with respect to the special interest income and other income
derived from each country.

Thle interest income for which the separate computation of the
limitation on foreign tax credit is to be made is all interest income,
other than interest-

(1) Derived from any transaction which is directly related to
the active conduct of a trade or business in a foreign country or
possession (such as interest income on accounts receivable by a
foreign business arising from its ordinary business transactions);

(2) Income derived fromn the conduct of a banking, financing
or similar business; or

(3) Income received from a corporation in which the taxpayer
has at least a 10-percent voting stock interest.

The first exception above includes interest income derived from obli-
gations received where it was necessary to dispose of an active trade
or business carried on in a foreign country or U.S. possession or of
securities in a foreign subsidiary corporation in which the taxpayer
has at least a 10 percent interest.
The bill also provides transitional rules for applying carrybacks of

unused credits from years before the separate computation for interest
was required to years after such separate computation is required, and
also for carryovers from years before such separate computation was
required to years after such computation was required. These rules
are intended to be applied both where the taxpayer is on a "per
country basis" and where he is on an "overall basis." The bill pro-
vides that where amounts are carried back to years before this separate
computation was required, the new provision can be ignored for the
purpose of these carrybacks. Where all of these carrybacks are not
used in these prior years, however, and therefore are carried forward to
future years, then separate carryforwards are to be provided, deter-
mined upon the ratios of the special interest income and other income
to total income in the year in which the unused credit arose. Where
an unused foreign tax credit is carried forward from a year in which no
separate computation was required to a year in which such a separate
computation is required, the carryforwards are to be divided between
the special interest income and other income in accor(tllce with tihe
ratio of each to the total income in theccurrent year.
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Tits provision is to apply with respect to taxable years beginning
after the date of enactmlent of this bill but only witli respect to interest
resulting from transactions consumnated after April 2, 1962. This
date was selected becallse it represents the date on which the Secretary
of tile Treasury appeared before your committee and requested. action
on this provision.

XI. EARNED INCOME FROM SOURCES OUTSIDE THE
'UNITED STATES

(Sec. 11 of the bill and sees. 911 and 72(f) of tlhe code)
A. Seasons for provision
Under present law an individual citizen of the United States who

is a bona fide resident of a foreign country may exclude from his U.S.
lax base his entire-earned income from sources outside of the United
States. in addition, an individual who goes abroad, but does not
establish a foreign residence, may exclude from his U.S. tax base his
earned income up to $20,000 a year if he remains abroad for a period
of 17 out of 18 consecutive months.
The President recollnnended that in the case of citizens living abroad

in developed countries there be no exclusion for income earned abroad.
In thle case of less developed countries lie would keep the present
exclusion of up to $20,000 a year in the case of those who are abroad
17 out. of 18 months, and also provide the same $20,000 ceiling with
respect to those who are bona fide residents of a foreign country.
The House bill.provides a ceiling on the exclusion for income

earned abroad. However, it does not attempt to distinguish between
U.S. citizens residing or present in developed and those in less de-
veloped countries. As a result, it retained the 17-out-of-18-month
provision of present law without any major change in the presently
applicable $20,000 ceiling. In the case of a bona fide resident of a
foreign country the House bill also provides the same $20,000 limita-
tion for the first 3 years the individual resides abroad. However, if
the individual resides abroad for an uninterrupted period of more
than 3 consecutive years a higher ceiling of $35,000 is provided.
Thus, during the first 3 years an individual is abroad the exclusion
will be the same, whether the individual is a bona fide resident of the
foreign country or merely there for 17 out of 18 months. However,
in recognition of the fact that those who are abroad for longer periods
of time are more dependent on the foreign economy, and less upon
the U.S. economy, the higher ceiling of $35,000 is provided in the
case of these longer stays.
A second recommendation of the administration in this area relates

to pensions and deferred compensation paid to U.S. citizens, after they
have ceased to earn income abroad, but with respect to periods of
time during which they did earn income abroad.

In the case of pensions generally, an employee receives back over
his period of life expectancy (or in some cases in the first 3 years) the
amount ho paid toward his pension. The remainder of the pension
payments he receives, consisting of contributions by the employer and
interest on the funds while they were accumulating, is taxable to him
as the pension or annuity payments are received.

In the case of a citizen who has been a bona fide resident of a foreign
country, or been in a foreign country for a period of 17 out of 18
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months or more,. ti emnilo'yer's contributions toward the. Pension
fund with respect to him, during the period the employee as abroad
are treated in the same manner as his 6wIi contributions aid, there-
fore, are not taxable to him wli6ii he draws his pension or annuity
upon retirement. This is trueeven though he 'ma be living in the
United States next to someone who has worked for the saire employer
in the United States and is fully taxable on contributions made by the
same employer.
To remove this discrimination the House bill provides that contri-

butions by an employer will, to the extent that they relate to future
employment, be fully taxable to the employee when he receives the
pension payments reflecting these contributions. Thus, for the future
even though employer contributions are attributable to a period when
the employee was earning income abroad after 1962, these contribu-
tions by the employer will be taxable to him in the same manner as
in the case of a domestic worker also receiving a pension. This will
be true whether the employee is living in the United States, or abroad,
at the time of the receipt of the pension payment;

Also, under the House bill where an individual receives deferred
compensation after the end of the taxable year following the year in
which the services were performed this compensation is not to be
eligible for the exclusion for income earned abroad; The purpose of
the exclusion is to provide a special inducement for American citizens
or residents to hold employment abroad. However, there does not.
appear to be any reason to provide this special inducement long after
the period in which the employment occurred. Moreover, this will
treat deferred compensation under the exclusion the same as qualified
pensions.
B. Comparison of committee amendments with House provision
Your committee has retained the House provision with respect to

the limitations on the exclusion of income earned abroad with but two
relatively minor modifications. Your committee also has accepted
the House bill's treatment of contributions to a pension plan and of
deferred compensation arrangements without change.
One of the changes made by your committee in the exclusion for

income earned abroad is to deny any exclusion to an individual as a
"bona fide resident of a foreign country" if the individual: (1) has
earned income from sources within that foreign country; (2) has filed
a statement with the authorities of that country that ie. is not a
resident of it; and (3) has been held not subject to income tax as a
resident of that country. This is intended to prevent an individual
from avoiding income tax in the United States and the foreign country
by taking inconsistent positions with respect to residence in the two
countries.
The second change also relates to the exclusion for income earned

abroad by bona fide residents of a foreign country. The attention of
your committee was called to the fact that some residents of a foreign
country have for a long time received certain fringe benefits, which
in the past there was no need to value because of the unlimited ex-
clusion. The type of fringe benefits referred to are noncash. com-
pensation, such as provision for a home or a car. It has been suggested
that it may take some time to properly value these benefits. In
addition, ithas been suggested that the inclusion of such fringe benefits

87490-62----6
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in the U.S. tax base will present an adjustment problem for these
individuals. To give such individuals time to properly value these
benefits and adjust to their new tax status, your committee's amend-
ments provide that these fringe benefits will be entirely excluded from
taxable income for a taxable year ending in 1963, will be excluded to
the extent of two-thirds for years ending in 1964, and will be excluded
to the extent of one-third for years ending in 1965. Thereafter, these
amounts will be taxable to the extent that they, together with any
cash (or other) income earned by the individual from foreign sources
exceed the $20,000 or $35,000 limitation, whichever is applicable.
C. General explanation of provision

1. Ceiling on earned income exclusion.-The bill places a ceiling on
the amount which may be excluded from income in the case of a
citizen of the United States who is a bona fide resident of a foreign
country or countries. The bill provides that the total amount which
lmay be excluded with respect to the first 3 years an individual is
abroad as a b)ona fide resident is $20,000 a year. This is the same
ceiling which presently is applicable in the case of citizens or residents
of the United States who are abroad for a period of 17 out of 18 months.
However, in the case of the U.S. citizen who has been a bona fide
resident of a foreign country or countries for more than 3 years, tlhe
total amount which may be excluded under the bill in this case (except
for tile fringe benefits referred to below) is to be $35,000 per year
instead of $20,000. This higher ceiling is to apply with respect to
any portion of a taxable year remaining after the individual has been
a bona fido resident of a foreign country or countries for the u'linter-
tupted 3-year period. Where at the time of the passage of this
legislation the individual already has been a bona fido resident for
3 years or more, this higher ceiling will, of course, become applicable
immediately.

In applying either the $20,000 or $35,000 ceiling under community
property laws the total community income excludable may not
exceed thle amount which would be excludable if this income were not
community income. Thus, one $20,000 or $35,000 ceiling will apply
with respect to the husband's earnings abroad even though under
community property law, half of this income is the income of the wife.
However, if both husband and wife are abroad and earn income,
separate ceilings will be applied with respect to tlie earnings attribut-
able to tlie services of each.

Tlhe $20,000 or $35,000 limitation applicable to a bona fide resident
of at foreign country is not to apply to certain fringe benefits during
a transitional period. The fringe benefits referred to are tile right
to use prol)erty or facilities, such as a home or a car. No part of
such compensation received from sources without the United States
(unless paid by tle U.S. Government) is to be taken into account, and
only otlter earned income in excess of $20,000 or $35,000 will be taxed
for taxable years ending in 1963. For taxable years ending in 1964,
one-third of the value of this type compensation is to be taken into
account and for taxable years ending in 1965, two-thirds of the
value is to be taken into account. Thereafter, such compensation
will t)e fully taxable, subject to the $20,000 or $35,000 limitation, in the
same manner as any otlier compensation.

Thie bona fide resident rule has also been modified to provide that
an in(livi(lual is not to be treated as a bona fide resident of a foreign
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country if he has earned income in the foreign country, has made a
statement to the authorities of that country that he is not a resident
of it, and has been held not subject as a resident of that country to its
income tax. This does not prevent al individual from qualifying
under the exclusion for presence in a foreign courltry or countries for
17 out of 18 months. It also does not deny an individual an exclusion
as a bona fide resident if, under wholly consistent positions with
respect to residence in tlhe United States and a foreign country, he is
hold by both countries to be a nonresident.

2. Deferred compensation.-Under present law the bona fide resident
rule an(l the 17- out of 18-month rule work somewhat differently in
determining the year to which the exclusion relates. The bona fide
resident rule at present provides an exclusion without limit for
amounts received from sources without the United States which are
"attributable" to the period when the U.S. citizen was a bona fide
resident of a foreign country. This means that deferred compensa-
tion attributable to a period of foreign service is excludable even
though received many years after the period of service.
The 17- out of 18-month rule, however, because of tlhe $20,000

ceiling, has been interprIeted as limiting the exclusion wlich an
individual may receive to the proportion-of the taxable year, during
which the payment was received, in which the individual was abroad.
Thus, where the individual receives deferred compensation after he
has been back in the United States for an entire taxable year, no exclu-
sion is available. Moreover, in this latter case, hardship situations
have occurred where an individual, who has returned to the United
States early in a year, has received payments attributable to service in
the prior year, but because the individual is in the United States most,
or all, of the year little, or no, exclusion is available with respect to
this income.
The bill eliminates the problems referred to above by attributing

the incoIme, for purposes of applying the dollar limitation on the exclu-
sion, to the year in which the service is performed. This means that
the exclusion, merely because the individual has returned to the
United States before receiving the payment, will not be denied. How-
ever, most deferred compensation is made ineligible for the exclusion
by providing that no exclusion will be allowed for amounts received
more than 1 year after the close of the taxable year in which the serv-
ices are performed.

S. Pension income.-The provision of present law dealing with
annuities (sec. 72(f)) provides that in determining what the employee
or annuitant paid for an annuity contract, there is to bo included
contributions of the employer, if, had these contributions been paid
to the employee in the first instance, they would not have been taxable
to him. T'Pis provision generally has the effect of excluding employer
contributions to a pension plan from tax (in tile year the pension pay-
Iment is received) where tile employee is abroad and qualifies for tle
exclusion.
The bill nullifies this section by providing that the exclusion for

income earned abroad is not to be available in tile case of amounts
contributed after December 31, 1962, and subsequently received ass
pensions or annuities or amounts which otherwise would be included
in gross income in tlhe case of beneficiaries of tax-exempt trusts (sec.
402(b)), beneficiaries under nonqualified annuities (sec. 403(c)), or
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beneficiaries uider certain forfeitable contracts purchased by exempt
organizations (sec. 403(d)).
The bill also makes it clear that the tax-free'status df employercontributions will be continued in- the case of contributions made

after December 31, 1962, to the extent that they provide pension or
annuity credits where these credits arei attributable to services per-
fornied on or before that date if thie pension or annuity plan provisions
were in existence on March 12, 1962.

4.. Effective date.-The changes made by this provision (exc.ept for
the fringe benefits exclusion) are' to apply to aniounts received.'after
December 31, 1962, but only to the extent that these.atnounts are
attributable to services perform ed after that date or services per-
formed on or before that date, where on March 12, 1962, there did
not exist a right to receive these amounts.

XII. CONTROLLED FOREIGN CORPORATIONS

(Sec. 12 of bill and sees. 951-972 of code)
A. Reasons for provision
Under present law foreign corporations, even though they may be

American controlled, are not subject to U.S. tax laws on foreign source
income. As a result no U.S. tax is imposed with respect to the foreign
source earnings of these corporations where they are controlled by
Americans until dividends paid by the foreign corporations are
received by their American parent corporations or their other Ameri-
can shareholders. The tax at that tiine is imposed oli the Amnerican
shareholder with respect to the dividend income received, and if this
shareholder is a corporation it is eligible for a foreign tax credit with
respect to the taxes paid by the foreign subsidiary. In the case of
foreign subsidiaries, therefore, this means that foreign income taxes
are paid currently, to the extent of the applicable foreign income tax,
and not until distributions are made will an additional U.S. tax be
imposed, to the extent the U.S. rate is above that applicable in the
foreign country. This latter tax effect has been referred to as "tax
deferral."

There Iresident in his tax message last year questioned the desirability
of providing tax deferral with respect to earnings of U.S.-controlled
companies except in the case of investments in less developed coun-
tries. In this respect he emphasized removing tax deferral in the
case of what have been called "tax havens." Thus he stated:

The undesirability of continuing deferral is underscored
where deferral has served as a shelter for tax escape through
the unjustifiable use of tax havens such as Switzerland.
Recently more and more enterprises organized abroad by
American firms have arranged their corporate structures--
aided by artificial arrangements between parent and sub-
sidiary regarding intercompany pricing, the transfer of
patent licensing rights, the shifting of management fees, and
similar practices which maximize the accumulation of profits
in the tax haven-so as to exploit the multiplicity of foreign
tax systems and international agreements in order to reduce
sharplly or eliminate completely their tax liabilities both at
home and abroad.
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In this area the President recommended the:
* * * elimination of the tax haven device anywhere in the
world, even in the underdeveloped countries, through the
elimination of tax deferral privileges for those forms of
activities, such as trading, licensing, insurance, and others,
that typically seek out tax haven methods of operation.
There is no valid reason to permit their remaining untaxed
regardless of the country in which they are located.

'i'he House bill did not go as far as the President recommended. It
did not eliminate tax deferral generally, but instead was concerned
primarily with what had been referred to as "tax haven" devices. To
accomplish this result the House bill in general sought to end tax
deferral for income derived by U.S. controlled foreign corporations
from insurance abroad of U.S. risks; for certain foreign investment
income of these corporations; for their income from foreign sales sub-
sidiaries which are separately incorporated from their manufacturing
operations; and income invested in "nonqualified property," that is,
generally, earnings not needed in tle same trade or business or funds
indirectly brought back to the United States without full payment of
U.S. tax. In most of the categories described above deferral of the
tax was not denied where earnings were reinvested in a less developed
country. In addition, under the House bill (sec. 6) a special rule
was added which in general provided that in the case of sales between
a domestic corporation and a foreign controlled corporation the income
arising from the transaction was to be divided between the corpora-
tions involved on the basis of payroll assets, and sales or promotional
expenses attributable to the Unitc,.i States or the foreign country or
countries.
B. Comparison of committee amendments with House provision
Your committee has substituted a provision for the House bill

sections 6 and 13 which differs in several important respects from the
House bill sections. However, your committee's amendments, like
the House bill, also are designed to end tax deferral on "tax haven"
operations by U.S. controlled corporations.

In the area of income arising from insurance of U.S. risks, income
from passive investments, and income from sales subsidiary opera-
tions, your committee's provision is much the same as the HIouse bill.
In these areas among the more significant changes are provision for
inclusion of passive investment and sales subsidiary income in the
tax base of U.S. shareholders only if it represents 30 instead of 20
percent of gross income, and the expansion of the taxable categories
to include service income performed for related persons. Also impor-
tant are the changes relating to exclusions from the tax base for
reinvestments of income. Under your committee's amendments rein-
vestments which reduce the tax base are limited to reinvestments of
dividends and interest (or gains on the sale of investments) and these
income items must not only be reinvested in less developed countries
but also must be derived from such countries as well. However, the
qualifying reinvestments are not limited to those in a corporation in
a less developed country in which the taxpayer and no more than four
othel Americans have an interest of more than 50 percent, as was
provided by the House bill.
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Your committee's Iamendments differ considerably from the House
provision in that they are no longer concerned with the reinvestment
of earnings arising from the active conduct of a trade or business,
except to be sure that these earnings are not indirectly brought back
to the United States in a manner which avoids the U.S. tax. Thus,
there is no requirement that such earnings be reinvested in the same
trade or )usiness in which the taxpayer has been engaged in the last
5-year period or before December 31, 1962.
A second area in which your committee's amendments differ from

the House provision is in the treatment of patents, copyrights,
formulas, andprocesses, etc. developed or acquired in tle United
States. Under the I-ouse biil tax deferral in the case of controlled
foreign corporations having such patents, copyrights, etc., was to be
denied and the income eitherr actually or constructively attributable
to such items was to be taxed to the U.S. shareholders. Your com-
mittee's bill, in a separate section (sec. 10), provides for gains from any
such patents, copyrights, etc., to be taxed as ordinary gain in most
cases at the time of transfer of the patent or other rights from the
(domestic corporation to the foreign controlled subsidiary.
A third important change in your committee's amendments is thel

deletion of the income allocation rule provided by section 6 of the
House bill.

Your committee's amendments also differ substantially from the
I-ouse provision in that they provide two major relief provisions,
or "escape valves," which may be used by taxpayers to make section
12 inoperative in their case. One of these is designed to make section
12 inoperative where the overall foreign and U.S. taxes paid with
respect to the foreign operations is not substantially below what
the U.S. taxes would be on the income. Thus, your committee's
amendments provide a schedule of effective foreign tax rates and
corresponding percentages of distribution which if complied with
make section 12 inoperative. The second major relief provision
is tile export trade corporation provision. This provides, in general,
that where the products sold are those produced or grown in the
United States, landl where -the profit attributable to these. operations
complies with certain specified limitations, then this "export-trade( iIl-
comne"' is not to lbe subject to section 12 if tlhe earnings are reinvested(
in all export t'adle business.

Your committee's amendm(lllenls are described briefly below.
(C. General explanation of provision

1. Th/e(ieneral pattern of the promisions.---The bill provides that
certain tyl)es of ilncomel of controlled foreign corporations, even though
unldistrilbuted(, are to be included in tile income of U.S. shareholders
in tlle year tlhe ilc('oln is earned by tile foreign corporation. In these
casestlhe slharehloldlers are permitted to take foreign tax credits to tlhe
same extent as if actual d(istriibutions la(d been made. Under the
bill only U.S. shareholders are taxed onl tile undistr'il)uted inco me.'
'T1ll U.S. shareholders to b)e so taxed lmust, eitihe' actually or con-
str'luctively, h1av1e at least a 10-percent interest in tlhe voting power of
all (classes of voting stock of a controlled( foreign corporation. A

I U.S. sllharhohlers nre defined In thei ll us"U.S. I)ersons"' with the 10-percent stockholding. U.S.
persons, Inignclran , re U.S., citizens and( residents nad domestic corporations, pIartnershlips, andl estates or
trusts.
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foreign corporation is a "controlled foreign corporation" for this
purpose only if more than 50 percent of the combined voting power of
all classes of stock is owned directly or constructively by these U.S.
shareholders having a 10 percent or greater..stock interest.2

There are two categories of undistributed income which under your
committee's amendments are taxed to the U.S. shareholders of con-
trolled foreign corporations. The first of these categories is referred
to as income derived from insurance or reinsurance of U.S. risks.
The second category is referred to as foreign base company income.
This foreign base company income c(an il turn be brokencown into
base company personal holding company income, base compIany sales
income, and base company service income. Collectively, the income
derived from insurance or reinsurance of U.S. risks and foreign base
company income is referred to in the bill as "subpart F income."
Tlfe amount of this which may be taxed in any year is limited to the
earnings and profits of the controlled foreign corporation for the tax-
able year less deficits not otherwise offset since 1959.

Inaddition to certain types of undistributed earnings being treated
as if they were distributed and taxed to the U.S. shareholders of
controlled foreign corporations, the bill also provides- that earnings
invested in U.S. property (with certain exceptions) are to be taxed to
tlhe U.S. shareholders. In general terms, U.S. property is property
located in the United States or having a sit;us in the United States
unless used in the foreign trade or business. Earnings invested in
U.S. property are treated first as arising out of subpart F income
whichmeans that to the extent that subpart F income is taxed to
U.S. shareholders, the income of the corporation will not again be
taxed to the U.S. shareholders because of investments in U.S. property.
Similarly, actual dividend distributions are treated first as being paid
out of earnings invested in U.S. property, then out of subpart F
income, and only finally, if any balance remains, out of the accu-
mulated earnings and profits of the corporation which have not
already been taxed to the shareholders. Only when actual dividends
tare treated as paid out of this latter category do they represent
taxable dividends to the shareholders.
The earnings of a corporation classified as subpart F income or as

investments in U.S. property, give rise to taxable income to the U.S.
shareholders only for the portion of the earnings represented by the
portion of the year in which the corporation was a controlled foreign
corporation. Moreover, thle shareholders are taxed only on their
allocable share of tle earnings with tile result that any lmol(inllgs.by
foreigners or by Americans having less than a 10-plercent interest are
not taxe(l to any shareholders under this provision.

2. Incomre derived from insurance of U.S. )risks.--Since tile passage
of tlhe Lifer Insuranlce Company Income a'nx Act of 1959, wlhlic for
the first time in Imalny years imposed a tlax on underwriting gains
of these companies, it is understood that a lllumber of tlhe companies
involved lave attempted to avoid tax oil the gains by leinsuring
their policies abroad. In other cases the tax lils been avoi(led by
placillg the initial policy with a foreign insurance company either
controlled ly an American insurance company or controlled by other
Amerlican businesses.

2 'ho lO10.-rcentC holding may Ib on nly day of the taxaillo year of the corporation A swclnil additional
test of control provided in tlhe case of Insurance is (iscussed under the helilding of liisuraincc .
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To meet this problem the bill provides that where a controlled
foreign corporation receives premiums or other consideration for re-
insurance or the issuing of insurance or annuity contracts on property
in, or residents of the United States the income attributable to this
is to be taxed to the U.S. shareholders as a part of subpart F income.
This provision does not apply, however, unless the controlled foreign
corporation receives premiums or other consideration for reinsurance
or the issuing of insurance or annuity contracts representing U.S.
risks which are in excess of 5 percent of their total premiums and
other consideration.
The bill also covers the type of situation where the controlled foreign

corporation does not hold the policies involving U.S. risks but instead
holds other policies which, by arrangement with another corporation,
it has received instead of the insurance involving the U.S. risks, while
the other corporation holds the policies involving the insurance on
property in, or residents of, the United States.

In the case of insurance there also is an alternative definition of a
controlled foreign corporation. Under the alternative if U.S. persons
hold from 25 to 50 percent of the stock, any income from insurance or
reinsurance on U.S. risks is included in income taxed as subpart F
income where the U1.S. risks represent 75 percent of the gross amount
of all premiums and other considerations received with respect to risks
held by the company. This alternative rule for control is designed
to cover cases where the principal business is the U.S. risks but the
control is decreased in order to avoid the application of this provision.
The income subject to tax in the hands of the shareholders in the

case of life insurance companies is total gain from operations to the
extent attributable to-U.S. risks. In effect this represents all (not 50
percent) of the underwriting income as well as net investment income.

3. Foreign base company income.-The second component of the
subpart F income which will be taxed to the U.S. shareholders in the
case of controlled foreign corporations is foreign base company income.
This consists of foreign personal holding company income, foreign
base company sales income and foreign base company services income,
which are discussed below under paragraph headings a, b, and c.
Excluded from this foreign base company income is dividend and in-
terest income from 10-percent-related persons (and gains from the sale
or exchange of the underlying investments) which are attributable to
certain investments in less developed countries. Also excluded is cer-
tain income from shipping. In addition, special rules apply where the
foreign base company income represents less than 30 percent or more
than 70 percent of the controlled foreign corporation's gross income.
A further exception is provided for foreign corporations where it is
established to the satisfaction of the Treasury Department t tatthe
foreign corporations are not availed of to reduce taxes. These
exclusions and( special rules are discussed under paragraph heading
d. below.

a. Foreign personal holding company income.--lThe income referred
to here is income whichl under otellr provisions of tle code already is
defillCe(l s foreignn plersoInl jholdlilg companyll income." Generally
speaking, tills is incomei'lwhic isplassiilss character. It includes
income lfrom (livid(lllds, interest, lost royalties, annuities, etc. ThrI'
Ilo(ificlations mlade ill this definitionl of "foreign personal holding
conlpaly illncl " for purlIposes of this provision are noted below.



REVENUE ACT OF 1962 83

Your conilllittee, while rlcoglizing the need to maintain active
American business opelratilns 'broanl oln all equal colnmetitive footing
withll otller operating businesses in the same countries, nevertheless
sees no need to maintain thel deferral of U.S. tax where the investments
are portfolio types of investments, or where the company is merely
)passively receiving investment income. In such cases thllere is no
competitive problem justifying postponement of the tax until the
income is repatriated.
The section adopts the definition of "foreign personal holding com-

pany income" appearing elsewhere in the code (sec. 553) with various
modifications and adjustments.

First, all rental income is included in foreign personal holding corn-.
pany income for purposes of this provision. (Under sec. 553, rent
income is only included as foreign personal holding company income
if it constitutes less than 50 percent of the gross income of the
corporation.)
The second important modification provides that certain income

otherwise defined as foreign personal holding company income is not
foreign personal holding company income for purposes of this new
provision when it arises in connection with certain actual business
activities. Specifically, it is provided that rents and royalties received
from an unrelated person and derived from the active conduct of a
trade or business will not be considered foreign personal holding com-
pany income. It is also provided that dividends, interest and gains
from the sale or exchange of stock or securities derived in the conduct
of a banking, financing or similar business will not be considered
foreign personal holding company income. Another exception is made
for dividends, interest and gains from. the sale of stock or securities
derived from the investments made by an insurance company of its
unearned premiums or reserves necessary for the proper conduct of
its insurance business.

Finally, certain exceptions are made for income received from
related parties. Your committee saw no reason for taxing the U.S.
shareholders on dividends received by a controlled foreign corporation
from a related party where tlie U.S. shareholder would not have been
taxed if lie had owned the stock of the related party directly. For
this reason, dividends and interest received from a related corporation
wlicli is organized under the laws of tle same foreign country as the
controlled foreign corporation fand lhas it substantial part of its assets
used in its trade or business located in that foreign country, are not
included in -foreign personal holding Ccompany income. Rents,
royalties, and similar amounts received from a related party (whether
or not incorporated in the same jurisdiction) are also excluded froin
foreign l)ersonal holding col)pany income if these amounts are
received for the use of property within the country in which the
controlled foreign corporation is incorporated. Also excluded from
tle definition of foreign1lersonal holding company income is interest
received by a blanking or i lfinancial business firm fron at related person
also engaged in tlie banking or financing business, if the business of
(eacll is predominantly with unrelated persons. This1 means s that the
foreign personal holding coIpl)any income will not arise merely 1)ecause
of normal business transactions between two or more related financial
institutions.
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b. Foreign base company sales income.-Foreign base company
sales income is income derived from the purchase and sale of personal
property if the property is either purchased from a related person or
sold to a related person. However, this applies only where the prop-
erty purchased is manufactured, produced, grown, or extracted out-
side of the country where the controlled foreign corporation is or-
ganized and the property also is sold for use, consumption or use out-
side of that country. The provision also covers similar cases where
the controlled foreign corporation does not take title to the property
but acts on a fee or commission basis.
The "foreign base company sales income" referred to here means

income from the purchase and sale of property, without any appre-
ciable value being added to the product by the selling corporation.
This does not, for example, include cases where any significant amount
of manufacturing, major assembling, or construction activity is
carried on with respect to the product by the selling corporation.
On the other hand, activity such as minor assembling, packaging,
repackaging or labeling will not be sufficient to exclude the profits
from this definition.
The sales income with which your committee is primarily concerned

is income of a selling subsidiary (whether acting as principal or agent)
which has been separated from manufacturing activities of a related
corporation merely to obtain a lower rate of tax for the sales income.
This accounts for tile fact that this provision i.s restricted to sales
of property, to a related person, or to purchases of property from a
related person. Moreover, the fact that a lower rate of tax for such a
company is likely to be obtained only through purchases and sales
outside of the country in which it is incorporated, accounts for the
fact that the provision is made inapplicable to the extent the property
is manufactured, produced, grown, or ex'sracted in the country where
thle corporation is organized or where it is sold for use, consumption,
or disposition in that country. Mere passage of title or the place
of the sale are not relevant in this connection.

Also included in foreign base company sales income are operations
handled through a branch (rather than a corporate subsidiary) operat-
ing outside of the country in which the controlled foreign corporation
is incorporated, if tlhe combined effect of the tax treatment accorded
the branch, by the country of incorporation of the controlled foreign
corporation and the country of operation of the branch, is to treat
the branch substantially the same as if it were a subsidiary corpora-
tion organized in the country in which it carries on its trade or business.

c. Foreign base company services income.-Foreign base col)pany
services income is income derived from the performance of technical,
managerial, engineering, architectural, scientific, skilled, industrial,
commercial, or similar services, but only where they are performed
for a related person and are performed outside the country in which
tlhe controlled foreign corporation is organized.

As in tile case of sales income, the purpose here is to deny tax
deferral where a service subsidiary is separated fro manufacturing
or similar activities of a related corporation and organized in another
c(oulltry primarily to obtain a lower rate of tax for tle service income.

d. EIclusions and special rdles for foreign base company income.-
Thel three (categories of income d(iscri'ibed above wlich are called foreign
base (ompally income are to be taxed to thle U.S. sllareholders of a

fore(ignl controlled colrporationl only if this foreign 1)ase comnpaIny
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income represents at least 30 percent of the gross income of the
corporation. On the other hand, if the foreign base company income
exceeds 70 percent of gross income, the entire gross income (reduced
by deductions) of the corporation is to be treated as foreign base
company income and treated as if it were distributed pro rata to the
U.S. shareholders. Thus, where this foreign base company income
is relatively minor, the shareholders will not be taxed on any of it;
where it is a major factor, they are to be taxed on the entire income
of the corporation. Otherwise, only the actual foreign base company
income is to be taken into account.
The bill l)rovides that although otherwise classified as foreign base

company income, certain categories of income may, nevertheless, not
l)e taxable to the U.S. shareholders of the controlled foreign corpora-
tion. The amounts which may not be taxed to these shareholders
are dividend and interest income and gains from the sale or exchange
of investments, but only if this income or these gains arose from
qualified investments in less developed countries and only to the
extent tllat these amounts are reinvested in qualified investments in
less developed countries. What constitutes qualified investments
in these less developed countries is discussed under paragraph heading
(4) below. If a reduction in foreign base company income is granted
for an increase in qualified investments in a less developed country
and then at a later time these investments are decreased, then to the
extent of any foreign base coImpany income previously omitted from
the tax base of the U.S. shareholders, there is to be an increase in the
income of the controlled foreign corporation taxable to its U.S.
shareholders.
Tis exception for interest and dividend income (and certain gains)

from less developed countries is intended to make it possible for a con-
trolled foreign corporation, which is at least in part a holding company,
to reinvest dividends and interest obtained from a subsidiary in a less
developed country in another subsidiary il a less developed country,
without its shareholders being taxed on this income.
Another exception from the application of tlhe foreign base company

income is provided for income derived from the use (including the
hiring or leasing) of aircraft or vessels used in foreign commlerclv or
services directly related to the use of the aircraft or vessel. This
exception was providle(l by your committee primarily in the il)terests
of national defense. In tlis regard it was believed desirable to encour-
age a U.S.-owned maritime fleet and U.S.-owned airlines operating
abroad.
A final exception provided from the foreign base company income

is for any income received by a controlled foreign corporation, if it is
established to the satisfaction of tlhe Treasury Department that with
respect to this income the controlled foreign corporation has not ef-
fected a substantial reduction of income or similar taxes.

4.. Less developed country corporations.-As indicated above, interest
antd dividend income received from 10 percent related persons (and
gains on tle sale of tle underlying investments) may be deducted
from the sub)part I incomeo whicl; is taxable to the U.S. shareholders of
a controlled foreign corporation only if tlhe ilncomlmc was attributable to
qualified invstlnents in a less (eveloled country and was reinvested
in qualified investments inl less developedd countries.3 Provision is

'Tho 1)11l provides for n reduction in sihpl):rt F Inco'nc to the extent of tils dividend nid Interest Income
from less developedd countries or the increase in Investments in tihse countries, whichever Is the lesser.
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also llad(e for an increase in tile income taxable to the U.S. share-
holders wlienever there is a decc'rase in qualified investments in a less
developed country, to the extent they were initially attributable to
dividends or interest of the type referred to above. ''he concept of
less developed country corporations is also used under section 9 of this
bill in determining whlen the '"gross-up" of dividend income is not to
be applied. In addition, section 15 of tile bill makes use of the
concept. of less developed country corporations, since thle ordinary
incoele treatment provided under that provision in tel'case of certain
corl)orate liquidations and stock sales does not apply where tle cor-
poratioll involved is a less developed country corporation the stock
of which was held for more than 10 years.

Qualified investments in less developed countries under this pro-
vision consist of stock of a "less developed country corporation" and
obligations of such corporations which at their time of acquisition by
the controlled foreign corporation had a maturity of 5 years or more.
However, for either the stock or obligations to qualify the controlled
foreign corporation must own 10 percent or more of the voting power
of all classes of stock of the less developed country corporations In
addition, qualified investments also include obligations of a less
developed country.

"Less developed country corporations" consist of two categories.
First, they include foreign corporations incorporated in a less de-
veloped country, which are engaged in the active conduct of a trade
or business, which derive 80 percent or more of their income from
sources within less developed countries and which have 80 percent
or more (in value) of their assets in .property generally used in a trade
or business in a less developed country or in certain other specified
types of associated property. The specific assets in which this 80
percent of the assets must be invested are--

(1) Property used by it in its trade or business in less developed
countries;

(2) Money and bank accounts;
(3) Stock and obligations (having a maturity of 5 years or

more at time of acquisition) of less developed country corpora-
tions;

(4) An obligation of a less developed country;
(5) Investments required because of restrictions imposed by

less developed countries;
(6) Certain U.S. property, such as U.S. Government bonds,

money, property purchased in the United States for export, etc.,
which although having a U.S. situs, are excluded from the defi-
nition of "U.S. property." (For a more specific listing of tlie
U.S. property exceptions, see par. (5) below.)

'The second category of corporation classified as a less developed
country corporation are certain shipping o1 aircraft companies. 'hese
corporations must b) foreigncorporations (not necessarily incorporated
in at less developed country) receiving 80 percent or more of their gross
income fronm:

(1) 'Ihe ulse (or hiring or leasing for use) in foreigll (com1'1erCc
of aircraft or vessels registered under tle laws of at less developed
country; -

(2) From thei performance of services directly related to these
aircraft or vessels;
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(3) From the sale or exchange of such vessels or aircraft;
(4) Dividendos and interest received from foreign corporations

whichl ar. themselves less de'vloped cotuntry.corporationsunder the
definition contained in this category and in which the corporation
in question lhad at least a 10 percent stock interest; and

(5) Gain from the sale or exchange of stock or obligations of
foreign corporations which are less. developed country colrpo-
rations.

In addition, for these shipping or aircraft companies to qualify as
less developed couptry corporations they must have 80 percent or
more of their assets invested in assets used for the production of
the income described above.and in property which although having
a situs in the United States is not considered as "U.S. property"
(see exceptions listed in par (5) below),
Less developed countries under the bill are defined as foreign

countries (other than areas within the Sine-Soviet bloc) or possessions
of the United States where the President of the United States has
designated such a country or possession as economically less de-
veloped.4 However, the following countries are in no event to be
considered as less developed countries:
Australia Luxembourg
Austria Monaco
Belgium Netherlands
Canada New Zealand
Denmark Norway
France Union of South Africa
Germany (Federal Republic) San Marino
Hong Kong Sweden
Italy Switzerland
Japan United Kingdom
Liechtenstein
Once a country has been designated as a less developed country,

the President is not to terminate that designation without giving 30
(lays prior notice to the Setnate and House of Representatives of his
intention to (do so. Moreover, if at tle time of acquisition, property
was qualified investment in a less developed country, this property is
to continue to qualify thereafter even though the country ceases to
be a less developed country.

5. IThvestment of earnings in U.S. property.-In addition to the
income from insurance of U.S. risks and foreign base company income,
U.S. shareholders of controlled foreign corporations also are to be
taxed on other earnings of the corporation to the extent of the cor-
poration's investments in U.S. property. For this purpose U.S.
property is that acquired after December 31, 1962, which is-

(1) Tangible property located in the United States;
(2) Stock of a domestic corporation;
(3) An obligation of an U.S. person; or
(4) Any right to use in the United States a patent or copy-

right, an invention,ifiodel, or design whether or not patented, a
secret formula or process, or any other similar property right,
but only if any of the foregoing is acquired or developed by the
controlled foreign corporation for use in the United States.

4 Oversea territories, dIpartmo nts, provinces, or posssslons for this purpose iay be treated as separate
countries. 'I'ihs, even tholghl tel"honlo" country may Io classified as developed, the overseas area may
be considered less developed.
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Certain exceptions, however, are made to the above categories with
the result that the term "U.S. property" does not include-

(1) Investments in U.S. bonds, money, or bank accounts;
(2) Property purchased in' the United States for export to,

or for use in, foreign countries;
(3) Loans arising in connection with the sale or processing of

property where the amount of the loan would be considered ordi-
nary and necessary to carry on the trade or business of both the
lending and borrowing corporation had the sale been made
between unrelated persons, or in the case of processing, would
have been required of the lending corporation had the transaction
involving such processing occurred between unrelated persons;

(4) Aircraft, railroad rolling stock, vessels, motor vehicles, or
containers used in the transportation of persons or property in
foreign commerce predominantly outside the United States;

(5) Assets of an insurance company representing reserves
attributable to contracts which do not involve U.S. risks; and

(6) Assets of the controlled corporation equal to the earnings
and profits accumulated after December 31, 1962, and taxed( as
income from sources within the United States, of a foreign
corporation engaged in trade or business here.

Generally, earnings brought back to the United States are taxed to
the shareholders on tlhe grounds that tilis is substantially the equivalent
of a dividend being paid to them. Tlhe exceptions noted above, how-
ever, are believed to be normal commercial transactions without
intention to permit the funds to remain in the United States indefi-
nitely (except in the case of tlhe last category where full U.S. cor-
porate tax is being paid).

6. Minimum distribution to domestic corporation.-A major relief
provision under your committee's amendments is that which provides
that subpart F income (income from insurance of U.S. risks plus
foreign base company income) is not to be taxed to the U.S. corporate
shareholders if a schedule of minimum distributions is met. The
minimum distribution required varies with the effective foreign tax
rate and is as follows:

The required minimum
distribution of earn-
ings and profits after
foreign taxes is (per-

If the effective foreign tax rate is (percentage)- centage)-
Under 10 -.---.-----------.--------------------- 90
10 or over but less than 20------------. ---------- 80
20 or over but less than 30------.--.-- ---------- 70
30 or over but less than 40 .----------------------- 60
410 or over but less thln 42------------------..---- 50
42 or over but less thln 44 ---.--.-------.--------- 38,44 or over but less than 4i6----.------------------- 26
46 or over but not more than 47 ------------..-------- 11
Over 47- --..--------.. --------------------------- 0

Tle pIurpose of tills provision is to forego any tax on tlhe U.S.
slhareholders with resIlect to un(listriliutced income of controlled(
foreign corporations in those cases where tile conblill(ed foreign tax
and United States (to tile extent the latter is paid on tlhe distribute(l
incolle) is not substantially below the U.S. corporatee tatx rate. The
lower thoe foreign tax rate is, of course, the greater the (listrib)ltion
mlaust be, an(l tihe greater tlie proportion of thle total which must be
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subject to U.S. tax, if the aggregate tax is not to be substantially
below the U.S. corporate tax rate. Table 2 below allowss the combined
U.S. and foreign taxes implicit in the schedule set forth in this provi-
sion. This is shown both on the assumption thlat the "gross-up"
provision in section 9 applies and that it does not apply.5 The table
also shows the range of combined taxes in each bracket, assuming the
application of both the minimum and the maximum effective foreign
tax rate is applied in each bracket. It will be noted that the combined
effective tax rates range from 42.4 to 47 percent where the "gross-up"
provision applies and from 37.9 to 47 percent where it does not. For
the most part, however, the combined tax is around 46 percent where
the "gross-up" applies and 44 percent where it does not.

TABLE 2.-Total U.&, and foreign tax burden resulting from minimum distribution
schedule applied-to $100 of earnings of a controlled foreign corporation

Combined U.S. and foreign
Percent tax if dividend Is-

Assumed effective foreign tax rate distribution
required by
schledulo "Grossed Not "grossed

111)" I)"

0 percent -.----.------------- ---------------.------------ - 90 $47. 70 $44.22
10 percent--------------------.----..---------------------- 80 43.60 40.24
19 percent --------.--------------.------------.------------ 80 45.40 40. 38
20 percent ------------------------------------------------- 70 42.40 37.92
29 percent ----.--------------------------------------------- 70 45.10 40. 43
30 percent -------------------------------- ----------- 60 43.20 39.24
39 percent-------------------------------- --------------- 60 46.80 43.76,
40 percent--------.--------------------------------------- -- 50 46.00 43.60
41 percent--------------------------------------------- 50 46.60 44.25
42 percent-------- -------------------. -------------------- 38 45.80 44.20
43 percent -- --------- -------------------------------- 38 46.42 44.95
44 percent --------------------------------------------.- ---- 26 46.08 45. 16
45 percent-----------------.------------.------------------- 26 46.82 46. 00
46 percent---..---- -----------------.------.--.----- 14 46, 84 46.45
47 percent .----------------------- -------------------- 0 47.00 47.00

Taxpayers are permitted to apply the minimum distribution
schedule--

(1) separately for each controlled foreign corporation,
(2) for each chain of controlled foreign corporations,
(3) for all controlled foreign corporations, or
(4) for all controlled foreign corporations other than less de-

veloped country corporations.
In addition, taxpayers for purposes of this minimum distribution
schedule may treat branches as if they were wholly owned foreign sub-
sidiaries distributing 100 percent of their earnings. For this purpose
branches maintained in Puerto Rico or ia possession of the United
States are taken into account, if they would be controlled foreign
corporations if incorporated under the laws of Puerto Rico or the
possession, and the gross income of the U.S. shareholder includes in-
coiime derived from sources within Puerto Rico or thle possession.
A taxpayer in computing the minimum distribution nmay omit in-

come from a foreign corporation if it is estlal)islhed to thle satisfaction
of tile Treasury )DepartLmont that its earnings were blocked because of

I Th method of computing tloe combined tax can be illustrated by the case of the 10 percent foreign tax,
80 percent distribution Mildl no "gross-up" of the dividend. 'T'le foreign tax on the $100 in tils case Is $10,
leaving $90 after foreign tax, Of this amount 80 percent or $72 is distributed. A 52 Ipicent U.S, tax on tills
is $37.44. Tho credit allowed for foreign taxes paid Is $7.20 (73iooX$10), leaving a net U.S. tax of $30.21.
This pl)s tlie $10 foreign tax gives a combined tax of $40.24.

9.869604064

Table: Table 2.--Total U.S. and foreign tax burden resulting from minimum distribution schedule applied to $100 of earnings of a controlled foreign corporation


460406968.9



REVENUE ACT OF 1982

currency or other restrictions imposed by the laws of a foreign coun-
try. The minimum distributions referred to above may be computed
if the taxpayers so elect for an affiliated group of corporations (eligible
to file a consolidated return) in the same manner as if they were a single
U.S. corporation.

'The effective foreign tax rate referred to in the minimum distri-
bution is dtelrmillned by expressing the income, war profits, or excess
profits taxes paid or accrued to tlhe foreign countries or possessions
of the United States by the foreign corporation (or corporations)
involved as a percent bf tle earnings and profits-of the foreign cor-
poration (or corporations) plus the foreign taxes themselves. Tle
earnings and profits referred to here are to be determined according
to rules substantially similar to those applicable to domestic corpora-
tions. Taxpayers, however, will, by regulations, be permitted to de-
part from the U.S. rules where their books are kept on a different
basis and the variations in computations are not important. A dis-
tribution may be treated as being made in a year if paid within 60
days after the end of that year or in such longer period as the Treasury
Department by regulations prescribes. In addition, if a U.S. share-
holder in making its return applies for the minimum distribution
schedule and subsequently it is found that, for reasonable cause, it has
not met the minimum schedule, then subsequent distributions may
be made by the controlled foreign corporation (in a manner prescribed
under regulations) and be treated as if they had been- made in the
earlier qualifying period.

7. Export trade corporation.-A second major relief provision pro-
vided by the bill is the exception for "export trade corporations."
The bill provides that foreign base company income (i.e., foreign per-
sonal holding company income, base company sales income and base
company service income) in the case of export trade corporations is
to be reduced by the amount of their foreign base company income
which consists of "export trade income," Thus, the U.S. shareholders
of controlled foreign corporations will not be taxed on undistributed
income of these corporations (to the extent that it represents foreign
base company income) if these controlled foreign corporations are
export trade corporations having "export trade income." However,
the exclusion for foreign base company income representing export
trade income may not exceed the lesser of-

(1) 1}i times "export promotion expenses," (attributable to
the otherwise excluded income) or

(2) 10 percent of gross receipts of the export trade corporation
from the sale, installation, operation, maintenance or use of the
property from which it derives tile income which otherwise is
excluded. (In the case of commissions or fees, this 10 percent
is measured on the same basis on which the commissions or fees
are based.)

With the limitations it is not expected that the allocation rule in
present law (sec. 482) will be needed in many cases involving export
trade corporations.
The export trade income which is to be deferred also is limited to

the portion of this income which is invested by the export trade cor-
poration in "export trade assets" (or, more specifically, by the portion
of the increase in investments in such assets which is attributable to
export trade income which constitutes foreign base company income).
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Any amount of export trade income where U.S. taxation has been
deferred because of such investments, will subsequently be taxed if
there is a decrease in export trade assets.

This provision is intended to continue tax deferral in the case of
corporations engaged in export trade who are selling abroad products
produced, grown, or extracted in the United States. This is intended
as an encouragement to export trade. Nevertheless, limitations are
imposed to provide that the income attributed to the export trade
corporation is in line with the income actually generated by such activ-
ity. This is the function of limiting the export trade income to 1S
times export promotion expenses or 10 percent of gross receipts from
the property, whichever is the lesser. Also, the provision is inten-
tionally limited to the extent to which the export trade income re-
ceiving the special treatment is used for the expansion of the export
trade business, itself.
An "export trade corporation" for this purpose ig defined as ;a

controlled foreign corporation which derives 90 percent of its gross
income (for the prior 3-year period) from sources without the United
States and one which derives 75 percent or more of its gross income
(for the same 3-year period) from export trade income. However,
if 50 percent or more of the gross income of the controlled foreign
corporation (for the same 3-year period) is derived from income from
agricultural products grown in the United States, this 75-percent re-
quirement is not to apply.
The "export trade income" is an element in the definition of an

export trade corporation and also, to the extent included in foreign
base company income, represents the maximum amount of subpart F
income upon which tax deferral may be granted. Export trade income
is net income from-

(1) the sale to an unrelated person (where there is less than
50-percent common control) for use, consumption, or disposition
outside the United States of export property. Export property
is property manufactured, produced, grown, or extracted in the
United States. (In addition to the sale of export trade property,
there also is included commissions, fees, etc., from the performance
of services with respect to these sales or with respect to the
installation or maintenance of export property);

(2) commissions, fees, and other income from commercial,
industrial, or other services performed by an unrelated person
outside of the United States in connection with patents, copy-
rights, secret processes and formulas, goodwill, trademarks, trade
brands, franchises, etc., acquired or developed and owned by
the domestic corporation involved;

(3) commissions, fees, rentals or other income for the use of
export property by an unrelated person or attributable to the
use of export property in rendering technical, scientific, or engi-
neering services to an unrelated person; and

(4) interest from certain obligations which are export trade
assets.

"Export trade assets" are the type of property in which export
trade income must be reinvested if its taxation is to be deferred.
Export trade assets are--

(1) working capital reasonably necessary for the production of
the export trade income;
87490--62-7
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(2) inventory of export property, i.e., property manufactured,
produced, grown, or extracted in the United States, held'for use,
consumption, or disposition outside of the United States;

(3) facilities located outside of the United States for the storage,
handling, transportation, packaging or servicing of export prop-
erty; or

(4) evidences of indebtedness executed by unrelated persons in
connection with the payment for purchases of export property or
services.

As indicated previously, the export trade income (to the extent enter-
ing into foreign base company income) which may be deferred is
limited to 1 times "export promotion expenses" or 10 percent of
gross receipts from the property fromI wlich the export trade arises,
whichever is the lesser. "Export promotion expenses" are the follow-
ing expenses paid or incurred in connection with the export trade
income-

(1) a reasonable allowance for salaries or other compensation
for personal services,

(2) rentals or other payments for the use of property,
(3) a reasonable allowance for tile exhaustion, wear and tear

of property, and
(4) any other ordinary and necessary expenses to the extent

reasonably allocable to the export trade income.
No expense, incurred in the United States is to be treated as an export
promotion expense unless at least 90 percent of eacll category of ex-
pense is incurred outside the United States.

8. Other relieJ prouisions.-ln addition to the mlinilmum distribu-
tion schedule alnd export trad(le corporation pIrovision wlicll may ex-
clude from the tax base of U.S. shareholders ulndistributed incolle of
controlled foreign corporations, the bill provi(les two other important
relief measures. First, it provides that a U.S. shareholder who is anl
inllividlual may elect to be taxed(l U luonn distributed income of a
controlled foreign corporation attributed to him as if lie were a corpo-
ration rather than an individual. If the makes this election this
means that hie will be subject to a 30-percent tax on the first $25,000
of ulltistributed intcoI allocated to him and a 52-percent tax ol all
income allocated above tllis level. Against this 52-percent or 30-
percent tax rate, (re(lits will l)e allowed for income alnd otiler cre(ital)le
taxes paid by the controlled foreign corporation to foreign countries in
the same manner as if the individual were a (loliestic corporation.

''lle purpose of this provision is to avoid what might otherwise be
a hardship in taxing IL U.S. individual at high bracket rates with re-
Sl)ect to earnings ill a foreign corl)oration wiich he does-not receive.
IThis provision gives such individuals assurance that their tax burdens,
with respect to these tlundistributed foreign earnings, will be n1o heavier
than they would have beenihadl they invested in aIn Aimerican cor-
poraltion doing business al)road.

If ant ill(livi(lIual hals elected with respect to the earnings of a col-
trolle(l foreign colporallltionl o e tcreatedl as i' lie were It (Io llestic
corporation, 1111a then stubse(quently tatl actual distribution is made,
the bill provides that lie then is to l)e taxed only onl t1le excess of the
amount receive(l over the aillount of taxes he previously pai(l with
respect to tile ulndistribluted income. Therefore, if the individual
were to )e taxe(l on $100 of ulndistributed( income at a 52-percent tax
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rate, and then subsequently the $100 was paid to him as a dividend,
he would be taxed at individual income tax rates only on $48, namely,
the excess of the amount distributed to him over the taxes lie pre-
viously paid, assuming the foreign country involved had no income
taxes.

Another relief provision is provided with respect to any undistrib-
uted income representing "foreign base company income." The bill
provides that such income is not to be taxed to the U.S. shareholder if
it is established to the satisfaction of the Secretary of the Treasury
or his delegate that the incorporation of the controlled foreign cor-
poration in the particular foreign country involved does not have the
effect of substantially reducing income, excess profits or similar taxes.

9. Treatment provided in the case of Puerto Rico and U.S. posses-
sions.-lThe bill provides that a controlled foreign corporation docs
not include a. corporation illcorporated in Puerto Rico or a possession
of the United States if 80 percent or more of the gross income of the
corporation (for the prior 3-year period) is derived from sources
Within Puerto Rico or a possession of tlhe United States, and if 50
percent or more of tle gross income was derived from tle active con-
duct within Puerto Rico or a possession of the United States of
specified trades or businesses. TheI trades ori businesses qualifying
are tie following:

(1) manufacturing and processing of goods or other tangible
personal property,

(2) tle processing of agricultural or horticultural products
(including livestock, poultry, or fur-bearing ainin1ls),

(3) the catching of fish (whether or not on the high seas) or
extraction of natural resources, or the manufacturing or process-
ing of commodities obtained from such activities, or

(4) the ownership or operation of hotels.
Your committee has excluded Puerto Rico and U.S. possession

corporations from the operation of section 12 in recognition of their
special sntits and our sl)ecial interest ill encouraging investments in
such areas. Tlie (definition of tlhe excluded corporations parallels
(except for tlhe reference to tlie specific trades or businesses) the
provision in existing law whicli excludes front U.S. tax qualifying
businesses c'lrriced otl iln t lie possessions.

In addition to excluding these Puerto Riican or U.S. possessions
corporations from the application of section 12, your committee
has also provided that the term "UI.S. person" (anl, therefore, the
term U.S. shareholders) does not' include iu the case of a corporation
organized under the laws of Puerto Rico an individual who is a bonal
fide resident of Puerto Rico (within the meaning of sec. 933(1));
with respect to a corporation organized under the laws of the Virgin
Islands does not include an individual who is a bona fide resident of
tle Virgin Islands and whose income tax obligation is satisfied by
paying tax on income derived from all sources into the treasury of
the Virgin Islands andl in the case of a corporation organized under
the laws of anly other possession, does hot include a bona fiddle resident
of that possession (qualifying under sec. 932(a) of the code).
The effect of not treating these bona fide residents as U.S. persons

is -to provide that they do not qualify as U.S. shareholders in deter-
mnling whether or not llore than 50 percent of a foreign corporation
is controlled by 10-percent U.S. shareholders.
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10. Miscellaneous provisions.-
a. Foreign tax credit.-U.S. shareholders who are taxed on subpart

F income, on a decrease in investments in less developed countries,
or on the increase of earnings invested in U.S. property, can ob-
tain a foreign tax credit for foreign income, etc., taxes paid by the
foreign corporation if the shareholder is a person to whom such
a foreign credit would be allowed in the case of an actual distribution.
That means that foreign tax credits will be allowed where the share-
holder is a domestic corporation (or an individual electing to be
treated as a domestic corporation) holding the stock of a foreign
corporation and has at least a 10-percent voting stock interest.
Similarly, where a domestic corporation has at least a 10-percent
interest in a foreign corporation which in turn has at least a 50-
percent voting stock interest in a subsidiary, then a foreign tax credit
will be allowed the U.S. shareholder with respect to the earnings of
this subsidiary when undistributed earnings of the subsidiary are taxed
to the U.S. corporate shareholder. Taxes so allowed as credits will
not again be allowed as credits when actual distribiitions are made.
Where the foreign country imposes a tax directly on dividend

distributions, such a tax would not, of course, initially be taken into
account when the shareholder at an earlier date was taxed on un-
distributed earnings of a controlled foreign corporation. These taxes
on actual dividend payments, however, will be allowed as credits in
the year in which the actual dividends are paid, even though these
dividends are not taxable to the domestic corporation receiving them
because of an earlier inclusion by it of these amounts in its income.
Adjustments are made in the overall and per country limitations to
keep these limitations from reducing the creditable taxes in such
cases below what could be credited if the income taxed and taxes
attributable to this income had been taken into account in the same
year. Moreover, if the taxpayer has insufficient U.S. income tax
against which to offset such credits in the year of the actual distribu-
tion, then refunds are allowed.

b. Adjustments to basis of stock.-It is necessary where amounts
not actually distributed to the taxpayer are nevertheless taxed to him,
to increase his basis for the stock in the controlled corporation by the
amount so taxed to him. However, if subsequently actual distribu-
tions are made which do not result in any tax to the shareholder
because of the prior tax payment by him, then the basis of the stock
needs to again be reduced. The bill makes provision for these
adjustments.

c. Other provisions.-The bill provides that earnings and profits of
a foreign corporation for purposes of this provision are to be deter-
mined according to rules substantially similar to those applicable to
domestic corporations under regulations prescribed by the Secretary
or his delegate, The bill provides that earnings and profits of a con-
trolled foreign corporation are not to be taxable to the U.S. share-
holder when it is established to the satisfaction of the Secretary or his
delegate that such earnings are blocked because of currency or other
restrictions or limitations imposed by the laws of any foreign country.

11. Effective date.-This provision applies to taxable years of
foreign corporations beginning after December 31, 1962, and to taxable
years of U.S. shareholders within or with which these taxable years of
the foreign corporations end.
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XIII. GAIN FROM DISPOSITION OF CERTAIN DEPRECIABLE
PROPERTY

(Sec. 13 of bill and sees. 1245, 167(f), 170(e), 453(d) and 613(a) of code)
A. Reasons for provision
Under present law, in the case of depreciable property the tax-

payer may write off the cost, or other basis of the property over the
period of the useful life of the asset in his hands. This cost or other
basis can be written off evenly (i.e., in a "straight line" over the asset's
life), under the declining balance method, under the sum-of-the-year's
digits method, or under any other consistent method which does not
during the first two-thirds of the useful life of the property exceed the
allowances which would have been allowed under the declining balance
method. The depreciation deduction is a deduction against ordinary
income. If either the useful life of the asset is too short, or the
particular method of depreciation allows too much depreciation in
the early years, the decline in value of the asset resulting from these
depreciation deductions may exceed the actual decline. Wherever
the depreciation deductions reduce the basis of the property faster
than the actual decline in its value, then when it is sold there will be
a gain. Under present law this gain is taxed as a capital gain, even
though the depreciation deductions reduced ordinary income. The
taxpayer who has taken excessive depreciation deductions and then
sells an asset, therefore, has in effect converted ordinary income into
a capital gain.
The President stated that our capital gains concept should not

encompass this kind of income. He indicated that this inequity
should be eliminated, especially in view of the proposed investment
credit for newly acquired property. He states that, we should not
encourage the further acquisition of such property through tax in-
centives as long as the loophole remains.

This problem also is of major significance in connection with tlhe recent
depreciation liberalization announced by the Treasury Department.
Under this new approach, many taxpayers will be permitted to de-
preciate assets faster for tax purposes than has previously been the
case. Therefore, additional ordinary income would be converted
into capital gain if this were not dealt with in this provision.
B. 'Comparison of committee amendments with Touwse provision
Both the House bill and your committee's amendments treat as

ordinary income any gain on the sale or other disposition of certain
depreciable property to the extent of the depreciation deductions
taken. However, this treatment will apply to property subject to
the allowance for depreciation which is either (1) personal property
or (2) certain other tangible property but not including a building or
its structural comnlonents. Thie bill as passed by the House did not
apply this treatment to buildings or structural components thereof
and your committee has not changed this feature of the House-passed
bill.
The House bill applied to property disposed of after thie date of

enactment of this bill and provided that the only gain wliichl was to
be treated as ordinary income was to be depreciation occurring in
1962 and subsequent years. The bill, as amended by your committee,
will only apply to sales, exchanges, or other dispositions occurring
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during taxable years beginning after December 31, 1962. However,as under the House bill, in such dispositions, depreciation occurringin 1962 and subsequent years will result in ordinary income.
Your committee concurs with the House in believing that the new

treatment of gain on sale will make it possible to be more lenient in
determining salvage value. The bill as passed by the House providedthat the salvage value for depreciation purposes of an asset may be
reduced by up to 10 percent of its cost or other basis, and if this value
is less than 10 percent of basis it may be disregarded altogether.The bill as passed by the House provides that for a period of time
after the new ordinary income treatment becomes applicable, tax-
payers will have a new election to change their method of depreciation
from any declining balance or sum-of-the-years digits method to the
straight-line -method. 'This provision has been retained by yourcommittee.
The above description has been in terms of the sale or exchange

of a depreciable asset. There are, of course, other methods of dis-
posing of an asset which also are dealt with in this provision. In
the case of a gift or a transfer at death no gain is recognized at the
time of the disposition of the asset. In tlie case of a gift, however, the
ordinary income potential of the depreciation deductions carries over
into the hands of the donee. In the case of gifts to charity, although
no ordinary income is recognized at the time of tie gift, the charitable
contrilltion is reduced by the amount which would )e recognized as
ordinary income if the property were sold. Generally, in other cases
anyl gain which under present law would be recognized at tlle time of
tlie disposition of lan asset will 1)b treated as ordinary income to tlhe
extent of tnny ldepreciation deductions taken. In certain (cases, how-
ever, in order to prevent tax avoidance, tle l)ill provides for the
recognition of ordinary income on the disposition of an asset even
thougll gain llighlt not otherwise, 1be recognized. T'his is true in cer-
tain cases where a distribution is made by a corporation or partner-
ship). These provisions have been accepted by your committee.
Your committee has, however, artdedl a new provision providing for

an appropriated adjustmenllt in computing the "taxable income from
the property" for purposes of the limitation onl percentage depletion
in tle case of mining.-Tlll s provi isil is explained below.
C. General explanation of provision

1. General rule.-The general rule (in sec. 1245) provides that ordi-
nary income is to be recognized in the case of sales or exchanges to the
extent tlhe so-called recomputed basis, or the amount realized- in the
sale or exchange, whichever is lesser, exceeds the basis of the property
in tlhe hands of the person making the sale or exchange. "Recomputed
basis" is defined generally as equaling the adjusted basis plus the
depreciation deductions previously taken. The excess of the amount
realized over the adjusted basis Is, of course, the amount presently
recognized as capital gain. Since the rule requires that the smaller
of these two amounts be treated as ordinary income, this in effect
means that the ordinary income in the usual case is to be the gain
realized or the sumi of the depreciation deductions taken,-which-
ever is the smaller. Where there is a disposition of an asset without
a sale or exchange, gain is determined by reference to the fair market
value of the asset.
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Since this provision is to have prospective application only, in com-

puting depreciation for this purpose only depreciation deductions
occurring after December 31, 1961, are to be taken into account.
Depreciation deductions for this purpose include not only regular
depreciation deductions but also the special initial allowance dedilc-
tion and any deduction for the amortization of emergency facilities.
The special reduction in basis of property provided in connection with
the investment credit (sec. 2 of this bill) is not, however, treated as
a depreciation deduction for this purpose. Therefore, any gain on
sale attributable to this basis adjustment will still result in capital
gain (if gain from the property otherwise would be capital gain). The
depreciation deductions taken into account are not limited to those
taken by tlhe taxpayer, but also include deductions taken by others
from whom the taxpayer acquired the property, if the basis of the
property was carried over from the transferor. This would not be
true where the taxpayer acquired the property from another by reason
of the latter's death, since in this case the property receives a new
basis at death and this provision does not apply. Tle. general rule is
that the depreciation deduction taken into account for each year is
tlle amount allowed or allowable whichever is greater. However, a
special rule provides that the depreciation deductions taken into
account as to any year will be the amount "allowed" rather than tile
amount "allowable" if the former is smaller and the taxpayer can
establish what tlie amount was.
The typceof property reciving the ordinary income treatmllenlt de-

scribed' above is (1) personal property (other thanlii vestock), includ-
ing intangible personal property, and (2) other property which is
tangible, not including a building or its structural conlponents, wllich
is anl integral part of certain specified business activities or which con-
stitutes rlsearchl or storage facilities used in connection witl these
activities. Tl'e activities specified are manufacturing, production, or
extraction, or of frnishig transportation,tion,co n ratios, electrical
energy, gas water, or sewage disposal services.

1Thle ordinary income treatment provided by this section will be
applied upon tle sale of all property the acquisition of whicl could
have resulted in an investment credit (sec. 38 of tlie code as added )y
tlis bill). However, tlle ordinary il)colne treatment may also apply
to the disposition of property even though tlhe acquisition of this
specific propertydid not result in an investment credit. For ex-

aml)le, no investment credit may have been allowed upon the acquisi-
tion of the property because (1) its expected useful life was less tlian
4 years; (2) it was to be used outside of the United States; (3) it was
to be used by tax-exempt organizations or governmental units; or (4)
it was not new when acquired (and was over the $50,000 limit), etc.

2. 1iExceptions.-Except as specifically provided in thle bill, tihe ordi-
nary income treatment applies at any time property is disposed of,
The bill, however provides six general categories of exceptions to this
rule. 'lih first exception is for gifts. As pointed out above, however,
their depreciation deductions of the donor must be taken into account
tbythe donee, and may result in ordinary income to him if hle sells
tile property. In the case of depreciable property which is given to
a charitable organization, although no income is realized by the donor
at the time of tihe gift, the amount of the charitable contribution de-
duction lie may receive is reduced by tlie amount which would have
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been treated as ordinary income had the property been sold at its fair
market value (an amendment adding a new sec. 170(e)).
A second exception to the realization of ordinary income upon the

disposition of depreciable personal property is provided in the case
of transfers at death (except where the sale has occurred before death
and the income is treated as income in respect of a decedent under
sec. 691). In this case, however, there is not a carryover of the
income potential in the depreciation deductions to the decedent's
legatee or heir.

A. third category of exceptions to the realization of ordinary income
is provided in the case of a series of transactions which generally are
tax free and in which the basis is carried over. However, in these
transactions where there is any gain recognized, because the exchange
is accompanied by "boot" (i.e., money or its equivalent) then to the
extent of this gain, ordinary income may be realized (unless the de-
preciation deductions are smaller). The tax-free transactions referred
to relate to those occurring upon the complete liquidation of a sub-
sidiary (sec. 332); in the case of a transfer for stock or securities to a
corporation controlled by the transferor (sec. 351); in the case of a
transfer by a corporation which is a party to a reorganization of prop-
erty in pursuance of a plan of a reorganization solely for stock or
securities in another corporation also a party to the reorganization
(sec. 361.); and in the case of reorganizations in certain receivership
and bankruptcy proceedings (sec. 371 (a) and sec. 374). Also included
in the same category are contributions of property to a partnership in
exchange for an interest in the partnership, and distributions by a
partnership in partial or complete liquidation of an interest (but in
this respect see the special partnership treatment described below).
Despite the above rule there would be a recognition of ordinary in-
come where there is a contribution of depreciable property to a tax-
exempt organization (other than a tax-exempt farm cooperative) in
exchange for stock or securities in the exempt organization. Recogni-
tion of ordinary income in this case is provided because a disposition
of the property by the exempt organization would not ordinarily
give rise to the realization of ordinary income with respect to the de-
preciation deductions.

Another exception is provided in the case of so-called like kind
exchanges of property used for production or investment, and for
involuntary conversions. In exchanges of these types, the ordinary
income realized is not limited to any gain recognized, but also includes
gain taking into account the fair market value of nondepreciable or
other nonqualifying property acquired in exchange for depreciable
property. The realization of ordinary income (to the extent of
the depreciation deductions) is necessary in such cases since in the
case of property, other than depreciable personal property, there is
no opportunity for subsequent recovery of the ordinary income
element. A similar exception is provided in the case of the exchange
or sale of property in obedience to Federal Communications Com-
mission orders or orders of the Securities and Exchange Commission
(sees. 1071 and 1081). In these cases also, the ordinary income real-
ized is not limited to the gain recognized, but also includes any un-
recoverel depreciation charges with respect to exchanges of depreciable
personal property for other types of property.
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Special rules are also provided in the case of distributions of de.
preciable personal property by a partnership to a partner. A dis-
tribution of depreciable personal property by a partnership to a
partner, to the extent that the distribution accounts for the partner's
share of gain attributable to this property, is not to result in ordinary
income to the distributee partner at the time of the distribution.
However, the ordinary income potential of depreciation deductions
taken by the partnership (or by any earlier transferee from whom the
partnership acquired property without realization of gain) will be
carried over to the distribute partner. When he disposes of this
property, the ordinary income potential of these partnership (or pre-
partnership) depreciation deductions will be taken into account in a
manner substantially the same as that applying where the taxpayer
himself took the depreciation deductions. The property distributed
is given a "recomputed basis" to the partner equal to the basis of the
property in the hands of the partner plus any ordinary income gain on
which the partnership would have been taxed had the property been
sold by it (at its fair market value) immediately before the distribution.
The rule described above applies only to the extent a partner is

considered as receiving his share of the property representing ordinaryincome gain. An amendment made elsewhere to the code (sec. 751 (c))
provides that in other cases the ordinary income element in depreciable
property is to be considered as an "unrealized receivable.". Thus, to
the extent of depreciation deductions taken (or potential gain if
smaller) ordinary income will be realized in the case of the sale of a
partnership interest, in the case of a distribution to a retiring or
deceased partner, and in the case of distributions to a partner where he
receives either more or less than his proportionate share of property
reflecting this type of gain.

3. Dispositions resulting in ordinary income where no gain is presently
recognized.-In a series of situations your committee found it necessary
to recognize ordinary income even though capital gain in such situa-
tions is not recognized under existing law. This was done primarily
in those cases where the transferee receives another basis for the
property than that of th.l transferor. Tllis treatment is provided in
three types of cases where a distribution is made by a corporation
without the payment of a tax at tlhe corporate level on unrealized
appreciation in value: namely, where the property is distributed as
a dividend (under sec. 311), where the property is distributed in a

partial or complete liquidation by a corporation (sec. 336), and
where in a plan of complete liquidation a corporation sells tlhe de-
precitable p)crsonal property (t1ln( perhaps otiter assets) and withinl
12-month period completes the, liquidation of the corporation (sec.
337). Similarly, if the property is first sold by a corporation for
installment notes and tlhe gain which would be realized on such
sale is delayed because of the installment method of reporting, a
distribution of these notes to tile shareholders in a liquidation under
section 337 (12 months' liquidation) results in the recognition of
the same amount of ordinary income to the corporation as would
have been realized oln a cash sale of such notes. The same rule' is
applied whenever similar installment notes are distributed by a
corporation in a liquidation in which the basis of tle property to the
receiving shareholder is determined under section 334(b) (2) (purchase
of 80 percent of the stock of one corporation by another followed by
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the immediate liquidation of the corporation acquired). The other
situations where ordinary irfcome may be realized under this provision,
although capital gain would not otherwise occur, include the case
where a distribution is made by a partnership and the partner gives
up, or acquires, more than his proportionate share of this property.
Other cases involve the provisions relating to the exchange of "like
kind" property, involuntary conversions, sales or exchanges to effectu-
ate FCC policy, and exchanges in obedience to orders of the SEC.
In all of these cases where the property received in exchange for de-
preciable personal property is not itself depreciable personal property,
then ordinary income is recognized.

4. (omnputation of taxable income for purpose of limitation on per-
centage depletion. deduction.-The attention of your committee was
called to title fact that the House bill worked a hardship on certain
mining properties. At the time tlh depreciation deductions were
initially taken they reduced the "taxable income from the (minig)
property." Because percentage depletion deductions are limited to
50 percent of the taxl)ayer's taxable income from tile mining property,
in manly cases this lmeainlt smaller deductions for percentage depletion.
Under t leHouse bill part of these depreciation dedlictions were
recouped as ordinary income at thle time of the sale of the (depreciable
property but no comparable upward adjustment was made to the
,taxable income from tlli lining property for purposes of percentage
depletion.
Your collnittee has removed this discrimination against mining

J)roperties )y3' amendingg the percentage depletion provision of existing
law (sec. 613(a)) to provide that for )purposes of tlhe limiitation restrict-
ing tile percentage depletion deduction to 50 percent of taxable
income, tlis income, in case of miinling, ill effect is to be increased b)y
tlhe aliounllt of gain ta.xeld as ordinary income (under sec. 1245) which
is allocable to tlhe property. This increase in taxable incoIme, how-
ever, is rinte( only for pl)1ll)oses of comnlputilg taxable income flrom0 tle
property for tile 50-perceiit limitations, and(l for no other l)purpose.
TIle allen(llment is ac-olnlllislled by rIetucing the deductionss taken
into count with resl)et to lte expenses of milinng, used( in consulting
tie tlaxalel income from the property, )by thle portion of any gain
treated as ordinary income. 'This avoids tany-effect on tile computa-
tion of "gross income from property" (as dlfined( in sec. 613(c)).
No change is lmadne in existing law with} regard to tlhe treatment of
losses resulting from tlhe sale of Idel)eciable persona.1 property used
in exploiting a mineral property.

5. Salvage,vae.Tale.- e bill also amends the code, (a new subsec. (f)
in sec. 167) to provide that in computing the basis on whichdeprecia-
tion may be taken for personal property, salvage value may be ignored
to. the extent of an amount equal to 10 percent of the cost or other
basis for tlte property. Thus, if the expected salvage value equals
8 percent of tlie basis of tlhe property, the entire basis may be written
off in depreciation charges by tlle taxpayer. If the expected salvage
value is 12 percent, all but 2 percent of the basis of the property can
be taken into account in computing depreciation charges. The pro-
vision applies to depreciable personal property (other than livestock)
with a useful life of 3 years or more acquired after the (late of en-
actllen t.
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6. Change in method of depreciation.--Your committee recognizedthat some taxpayers who have been following liberal depreciationpolicies may desire to follow more conservative policies in order to
avoid the possibility of ordinary income treatment at the time of sale,
as provided by the bill. Therefore, the bill provides that a taxpayermay elect to change his method of depreciation with respect to depre-ciable personal property from any declining balance or sum of the
years digit method to the straight-line method. The right to make
this election will be available on or before the date for filing the re-
turn (including extensions of time) for the first taxable year beginningafter December 31, 1962.

7. Effective date.--This provision is to apply with respect to Jepre-ciation attributable to periods after December 31, 1961, and as to
dispositions of property during taxable years beginning after Decem-
ber 31, 1962. However, the provision relating to salvage value gen-
erally is effective for taxable years beginning after 1961.

XIV. FOREIGN INVESTMENT COMPANIES
(Sec. 14 of the bill and sees. 312(1), 1246 and 1247 of code)

A. Reasons for provision
For the small investor who desires to diversify his shareholdings

through the use of domestic mutual funds, or regulated investment
companies, present law provides that if a series of conditions are
met, including the distribution of at least 90 percent of the earnings-
of the regulated investment company, no tax is iml)osed on the in-
vestment company to the extent it distributes its earnings. Thus,
if a domestic company distributes its income currently, present law
provides for tlhe imposition of a single, rather than a double, tax, and
that one is imposed on the investor rather than tle company.

Increasingly in recent years, however, some taxpayers live sought
to avoid this tax by investing in foreign investment companies
rather than dollestic colm)anies. Under present. law a foreign in-
vestment, company usually pays no U.S. income tax, since U.S. tax is
imposed only on income derived from sources within tlhe United States
and such companies generally have no U.S. securities and, therefore,
have no income from U.S. sources, The U.S. shareholders of one of
these investment companies are likely to. pay a U.S. tax with respect
to such investments only when they sell the stock and then, of course,
this gain is taxed( as a capital gain rather than ordinary income. Tlie
U.S. shareholder would, of course, pay tax.on any dividlend income
received from such( a company, but most of these (coml)1anies follow
the announced policy of reinvesting all of their income in stocks or
)bonds in order to prevent tlie illmposition of any such dividend tax
by tlhe United States.
The tax avoidance occurring in tlhe case of these foreign investment

companies is a matter to whicl study has been given Since 1956.
Siince that time tlhe seriousness of this problemI has increased sub-
stantially. The Secretary of tlie Treasury in his testimony before
your c(omnimittee stated:

There are currently 13 of such companies, most of them
Canadian, registered with the Securities and Exchange Com-
mission, having total assets of $422 million. In addition,
there are apparently many more companies not so registered.
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It was proposed by the administration that the preferential treat-
ment for investments in these foreign investment companies be
eliminated by requiring U.S. shareholders in such companies to pay
tax currently on their share of tlhe income derived from the foreign
investment company. The provisions included in the House bill
achieve mullh the same result but without attempting to look through
the foreign corporation to the American shareholders.
The H-ouse bill in general terns provides that American share-

holders in these foreign investment companies, when they sell or
redeem their stock, are to b)e taxed at ordinary income rates on
their share of any earnings and profits accumulated in the foreign
investment company since December 31, 1962, or since the date they
aclquire'd te stock, whichever occurred more recently. However, it
also provides that this treatment can be avoided at the election of
the foreign investment company if it distributes 90 percent of its
taxable income other than net long-term capital gains currently and
if it informs the U.S. shareholders of their share of any net long-term
capital gains. However, for this treatment to apply, the U.S. share-
holders mrnst also include in income their share of capital gains whether
or not distributed. The distributions of ordinary income in this
case, since they are actual distributions, would, of course, in atny case
be reported for tax purposes by the U.S. shareholders.
B. Comparison of committee amendments with House provision
Your committee has retained the House provision ol foreign invlest-

ment companies with three relatively minor modifications.
Your committee recognized that with the removal of the tax

i1(1vantatges for these corporations ill beig foreign corporations, many
of tthe may desire to become domestic corporations treated as
regulated investment companies. However, under present law when
a foreign corporaiton is a party to a reorganization in which all of its
properties Iare aclqu(ire(d by a domestic corporation, clearance must be
obtained from the Inlternal Reveinue Service to the effect that the
reorganization is lnot iln p)ursulance of a plan having as one of its
p1rilniltll I)uIposes the( avoidance of Federal income taxes. Failure
to olbtaini sul(lh a clearance results in the imposition of capital gains
tax oin itiy ll)pleciation of value. Since your committee ,has allowed
a foreign, illnvestment (comnlilly which has been registered with tlihe
SEC li e riglit to elect to lla(ve! its shareholders treated ill a manner
substlanitially similrl' to thlat accorded to domestic regulated invest-
Ilmet. cOlll])anlies, it does not l)eliever that there is tiax avoildal((e if
such a companyy is ta party to a reorganizi tionl in which all of its
properties are acquired by ta.dollestic regulated investllment company.
Moreover, it, believes t tl the conversion of these colmlpanlies to
domestic companies simplifies the operation of tlie tax laws in the
case of tllil shareholders. For these ]reasons, it isp)l'ovi(lde that tlis
cilearallce from tlhe Internlnl Revenue Service llder sectiojl 307 need
not be ob)tainedi inl the case of oi)e of these foreign investment com-
panlies registered withll the S1Ciif it is a party to a reorganization in
which all of its properties lre acquired by a, domestic regulated
investllment coillpany before J1aliluary 1, 1964. however, this treat-
meiit is to be available only if, for the year 1963, tile corporation
elected to distribute nat least 90 percent of its ordinary income to its
sharehtol(des tllll either distribute, or treat as distributed, the excess
of its net long-term capital gain over its net short-term capital loss.
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The election provided foreign investment companies by the House
bill, to distribute most of their ordinary income currently and to
require their shareholders to report their share of the company's
capital gains (whether distributed or not), provides tax treatment
for these foreign investment companies which is substantially similar
to that now applicable to domestic regulated investment companies.
However, where domestic regulated investment companies have more
than 50 percent of their assets invested in securities in foreign corpora-
tions, present law permits the foreign tax credit, for which the regulated
investment company itself would otherwise be eligible, to be passed
on down to the shareholders. YQur committee's amendments, in
the interest of conforming the treatment for these foreign investment
companies to that provided for the domestic regulated investment
companies, provides a similar option in their case to pass down through
to the shareholders their foreign tax credits.
Your committee has also extended from 30 to 45 days the period

of time elapsing after the end of the taxable-year before the investment
companies must report to their shareholders their share of the undis-
tributed capital gains which they must take into account for tax
purposes. Other technical changes are also made.
C. General explanation of provision
As indicated above, the bill provides alternative tax treatment for

shareholders of foreign investment companies. Unless an election is
made to the contrary, ordinary income treatment, to a limited degree,
is provided at the time an investor in a foreign investment company
either sells his stock or it is redeemed. However, if tile company
ihas elected to distribute most of its taxable income and the share-
holders report capital gain, whether or not distributed, then at their
election the ordinary income treatment at the time of the sale of the
stock is not to apply. These two alternative provisions are discussed
below.

1. Ordinary income treatment on sale of stock.-The bill provides
that on the sale or exchange of stock in a foreign investment company
after December 31, 1962, any gain realized is to be treated as ordinary
income, rather than a capital gain, to the extent of the taxpayer's
share of the company's earnings and profits accumulated in years
beginning after December 31, 1962. For this purpose the taxpayer's
share of these earnings and profits is limited to those attributable to
his stock which have been accumulated during the period he has held
the stock (excluding-any earnings taxed to him when the company
was a foreign personal holding company or a controlled foreign cor-
poration). Had the company been a domestic company, currently
distributing most or all of its earnings, these same earnings would
have been taxable to him. Thus, this provision is not designed as
a penalty tax, but merely to accord to the extent practicable, the
same tax treatment as that provided for domestic regulated invest-
ment companies.
To give assurances that this ordinary income will not escape tax

where the shareholder holds the stock until death, the bill provides
that the step-up in basis, or increase in value, which would otherwise
occur at date of death is not to occur with respect to the amount which
would be ordinary income to the decedent had he sold the stock just
before death. Thus, when the estate, heir, or legatee sells the stock,
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the same amount (assuming the stock has not gone down in value) will
still result in ordinary income and will be subject to U.S. tax at that
time. However, the estate, heir, or legatee in such a case can treat
this as "income in respect of a decedent." Thus, in computing his
ordinary income tax he will be allowed a deduction for any estate tax
attributable to inclusion in the decedent's estate tax base of the amount
taxed as ordinary income.
Without regard to this provision, where a shareholder sells or

exchanges stock in one of these foreign investment companies after
holding it for not more than 6 months, the gain is short-term capital
gain. Since this type of gain is treated much like-ordinary income
for tax purposes, the bill provides that if stock in a foreign investment
company is held for 6 months or less the provision is not to apply.
A foreign investment company, for purposes of this provision, is de-

fined as a foreign corporation, either registered under the Investment
Company Act of 1940 as a management or unit investment trust, or
any other corporation engaged prinlarily in the business of investing,
reinvesting, or trading in securities where more than 50 percent of the
voting stock (and total value of all shares) is held directly or indi-
rectly by U.S. persons. "United States persons," a definition added
to the code by the foreign trust provision in this bill (sec. 7), means a
citizen or resident of the United States, a domestic partnership, a do-

, mestic corporation, and a domestic estate or trust.
To prevent avoidance of this ordinary income tax treatment through

the use of tax-free (or partially tax-free) exchanges in which stock in
a foreign investment company is exchanged for other stock (in a
tax-free incorporation or contribution to capital under sec. 351), the
bill provides that the substituted stock in such a case (where its basis
is determined by reference to tle basis of stock in a foreign invest-
ment company) is.to be treated substantially as if it were the foreign
investment company stock. Thus, upon its sale, any gain to the ex-
tent of tie appropriate share of the foreign investment company's
earnings and profits during the period it and the substituted stock
was held is to be treated as ordinary income.
The bill also contains several other provisions similarly designed to

prevent-the avoidance of the ordinary income treatment through
indirect ownership of the foreign investment company stock through
certificates in a trust, through stock in a domestic corporation, or
through a partnership. In this respect it is provided first that a share
of stock in a domestic corporation or a trust certificate is to be treated
as foreign investment company stock to the extent it represents such
stock. Secondly, it is provided that if a company is a member of an
affiliated group (with a 50-percent rather than an 80-percent stock-
ownership requirement), then the earnings and profits of the entire
group are to be allocated under regulations prescribed by the Treasury
Department in a manner to carry out the purposes of the bill. Thus,
where a foreign corporation is a holding company in the sense that it
holds the stock of one or more foreign investment companies, the share-
holders of the holding company will not be permitted to avoid ordinary
income on the sale of the foreign holding company stock merely
because the earnings and profits of the investment company (or com-
panies) have not been distributed to the holding company. Thirdly,
the bill provides that the ordinary income treatment is to apply to
redemlptons of stock by a foreign investment company which would
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otherwise be treated as sale transactions because of section 302(a)
(disproportionate buy-out of a shareholder) or because of section 303
(a redemption of stock to pay death taxes). Finally, the bill deals
with the sale or exchange of and also certain distributions with respect
to partnership interests. The bill provides that if any of the property
of the partnership is stock in a foreign investment company and
would have resulted in ordinary income had it been sold by the partner-
ship itself, then this amount is to be treated as an inventory item.
Thus, the sale of the partnership interest (and distributions in certain
cases) will generally result in the incurring of ordinary income treat-
ment with respect to the foreign investment company stock underlying
the partnership interest.
The bill provides that the shareholder upon sale of the stock must

establish the amount of the accumulated earnings and profits of the
foreign investment company and his share of these earnings during the
period of his investment. If he does not do so, the entire gain will be
treated as ordinary income. This information, of course, is necessary
to determine the amount subject to ordinary income tax. In addition,
the bill provides that every U.S. person owning 5 percent or more in
stock of a foreign investment company is to furnish with respect to
such a company such information as the Secretary of the Treasury
deems necessary in order to properly enforce the tax provisions
applicable to shareholders of these companies.
Your committee's amendments also provide that the clearance of the

Internal Revenue Service, required by section 367 of the code, need
not be obtained where a foreign investment company registered under
the Investment Company Act of 1940 is a party to a reorganization
in which all of its properties are acquired before January 1, 1964, by a
domestic regulated investment company. However, for this clearance
not to be required in such cases the foreign investment company Iust
have elected to distribute most of its income currently (as provided
under sec. 1247) for its taxable years beginning after December 31,
1962.

2. Election to distribute income currently.-.Foreign investment com-
panies which are registered with the SEC to sell stock in tils country
can elect to make the provision describedabove inapplicable under
certain conditions. Any such election must be made before Decemn-
ber 31, 1962.

For the provision referred to above to be inapplicable the electing
foreign investment company must agree with respect to the current
anld all sul)sequent years to-

(1) distribute 90 percent of its taxable income to its share-
holders. This is exclusive of capital gains.' Also, suci a corpo-
ration can elect to treat as distributed during the year distribu-
tions made in the first 2jnmonths after the end of the year.

(2) designate in written notices mailed to its shareholders their
shares of the excess of net long-term capital gains over net short-
term capital losses, and the portion, if any, which the corporation
hias distributed. These notices must 1be miiiled to the share-
holders within 45 days after the close of tile taxable year.

(3) provide such information as the 'Ireasury Department con-
siders necessary to carry out the purposes of tnis provision.

I For this purpose, as In the case of domestic regulated Investment companies, no net operating loss carry.
over Is allowed and no organizational expense deduction is allowed.
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In addition to the corporation's fulfilling these requirements,
however, the shareholder (who is a U.S. person), if he is to avoid
the ordinary income treatment upon the sale of his stock, also must
include in his income for tax purposes the excess of the net long-term
capital gain over the net short-term capital loss, which the company
in its notice to him designated as being his share of the company's
capital gains. If the shareholder does not do so for any year, unless_
this failure was due to reasonable cause and not to willful neglect, the
election provided by this provision will not apply when he sells or
otherwise disposes of his stock. 'I'hus, although other shareholders
might continue to qualify in such a case, the shareholder who did not
report this capital gain income, upon his sale of the stock will have
ordinary income (limited as indicated above). It is not made a condi-
tion of lqualification that the shareholder in such a case report his share
of the ordinary income of the corporation. However, since at least
90 percent of his share of this income will actually be distributed to
him, it must in fact be reported by him, in the same manner as any
other dividend income which he may receive from foreign sources.
The bill provides that qualified shareholders are to include in

coinputing their long-term capital gains both the distributed and the
undistributed portions of the excess of net long-term capital gains
over net short-term capital gains.
The bill further provides that the capital gains, reported by the

sla relholders, which are not actually distributed, are to result in a
decrlelase in earnings and profits of the corporation for the shareholders
who report them and also that the basis that they had for the foreign
investment company stock is to be increased by this amount.

Thle bill also provides that if a foreign investment company has
more than 50 percent of the value of its assets invested in securities
of foreign corporations and it is registered under the Investment
(Company Act, it may elect to itself forego any foreign tax credits
and instead pass these credits on to its shareholders on a pro rata
basis. In such cases tile shaIreholder takes b)oth the dividends and
his share of the taxes into his income and then claims a credit against
tentative tax for the foreign taxes, subject to the same limitations as
if he had paid them directly.
The election to distribute income currently with respect to the

foreign investment company continues until the company failsto
comply with the three conditions set forth above, unless the company
becomes a foreign personal holding company, or no longer is a foreign
investment company.
To prevent the use of the capital gains designating provision as a

means of obtaining short-term capital losses which may be short-term
capital gains or under certain circumstances ordinary income, merely
at the cost, or reporting a capital gain under this provision, the bill
provides that if the shareholder has held the stock for less than
6 months, then any loss realized on the sale of the stock within that
6-month period is to be treated as if it were a long-term rather than
short-term capital loss.

S. Effective date.-Tlhe amendments made by this provision apply
to taxable years beginning after December 31, 1962.
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XV. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK
IN CERTAIN FOREIGN CORPORATIONS

(Sec. 15 of bill and sec. 1248 of code)
A. reasons for provision
Under existing law, through an ordinary taxable liquidation or sale

or exchange, it is possible to bring earnings accumulated by a foreign
corporation back to this country merely by paying a capital gains
tax on such earnings included in the gain. Theoretically it is also
possible to bring earnings accumulated by a foreign corporation back
to the United States without payment of income tax through the use
of a tax-free reorganization (under sec. 368) or through the use of a
tax-free liquidation (under sec. 332). However, to (1o so the Com-
missioner of Internal Revenue must give clearance by determining in
advance that the transaction "is not in pursuance of a plan having as
one of its principal purposes the avoidance of Federal income taxes."
Generally the Commissioner has been unwilling to grant such approval
where there is an appreciable amount of earnings and profits accumu-
lated in a foreign corporation.
The bill has as one of its objectives in the foreign income area the

imposition of the full U.S. tax when income earned abroad is repatri-
ated. Full U.S. taxation will occur in the case of the ordinary taxable
liquidations or sales or exchanges only if the earnings andi profits
are in effect taxe(l as dividends (to the extent of any gain) at tlhe time
the funds are brought back to the United States. This objctti-v is
accomplished by this section of the bill.
B. Comparison of committee amendments with Ilouse provisions
Your committee has retained the basic structure of the House bill

but has made a number of important modifications in it, which are
discussed below.
Under the bill as passed by the House, amounts (to the extent of

undistributed earnings) received by an individual or corporate stock-
holder on the sale of the stock (as distinguished from a redemption)
were treated as ordinary income and not as dividends. Under your
committee's amendments, the appropriate portion of the gain on a sale
is also treated as a dividend.
Under the bill as passed by the House, no special treatment was

provided for individual shareholders of controlled foreign corporations.
They were required to take into their tax base as ordinary income the
entire gain in the year recognized. This meant the income might,
because of "bunching," be taxed at unusually high rates. Moreover,
the individual might be treated much worse than if the corporation
had-been a-domestic corporation subject to the U.S. corporate tax,
against which foreign tax credits could be taken, and then the balance
distributed and taxed to the individual at capital gains rates. Under
your committee's amendments, if the shareholder is an individual
his tax (on either a redemption or sale) is to be no greater than that
provided under the lower of two ceilings. The first ceiling provides
that the individual's tax is to be no greater than if the foreign corpora-
tion had been a domestic corporation paying the regular U.S. corporate
tax (offset by foreign tax credits allowable to a corporation) which
then made a liquidating distribution of the balance to the U.S. share-
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holder and this balance was subjected to capital gains tax. In other
words, this ceiling would provide a U.S. tax of no more than 52
percent against which foreign tax credits are taken, plus a capital
gains tax on the remaining 48 percent at not more than 25 percent.
Thus, the aggregate maximum tax could never be more than 64
percent (52 percent plus 25 percent of 48 percent). The second
ceiling is an averaging device. It provides that the tax is not
to exceed the amount which would have resulted had the earnings
and profits been distributed to the shareholder in the years they were
earned.
Your committee has also amended the House bill to provide that

earnings and profits are not to include profits on sales made during a
liquidation if the corporation could have qualified for tax-free sales on
liquidation if it had been a domestic corporation.

In addition, your committee has amended the section to provide
that it is not to apply to earnings and profits accumulated by a
foreign corporation while it was a less developed corporation if the
stock sold or exchanged was owned for at least 10 years before the
date of sale or exchange by the U.S. shareholder.
Your committee has also amended the House bill to provide that

the ordinary income treatment provided by this section is in no case
to apply to earnings and profits accumulated in taxal)le years beginning
-before January 1, 1963. Under the House bill the ordinary income
treatment could apply to earnings and profits accumulated since
February 28, 1913.
C. General explanation of provision

''The provision asaIllen(ll(d by your' comlmitteC applies to any sllre-
holder who owned 10 percent or more of the total colmined voting
power of tile stock of a foreign corporation at nlly time during tihe
5)-year )period ending on the (date of exchange but only if the corpora-
tion was a controlled foreign corporation at any time during the period
the stock was owned by tiheshareholder. (T'l'l 10-1)ercent ownership
is determined under tile constructive stock ownership rules in sec.
958(a) as added by this bill.)

'The section applies to any sale or exchange or to any surrender of
stock to tlhe corporation for redemption in a transaction which would
be treated as a sale or exchange under section 302 or section :331 (a
buy-out or a total or partial liquidation). If such a sale, exchange or
redemption occurs, and there is a gain on the transaction, there is
included in the gross income of the person surrelndering the stock, as
a dividend, the portion of such gain attributable to tile earnings a)nd
profits of the foreign corporation allocable to the stock surrendered,
accumulated whilo the shareholder held tie stock during a period in
.which the corporation was a controlled foreign corporation, in taxable
years beginning after December 31, 1962.

If the shareholder surrendering the stock is ta corporation, it is
entitled to a credit for foreign taxes paid by tile foreign corporation
in the same manner and to the same extent as it woull be entitled to
such credit in the case of any other dividend received from a foreign
corporation.

If the shareholder is an individual, the tax to be paid by him shall
not be greater than either the domesticic corporation limitation" or the
annuall distribution limitation," whiichiever is tile lesser.
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The "domestic corporation limitation" is the sum of-
(1) the excess of the U.S. income taxes which would have

been paid by the foreign corporation with respect to its income
if it had been a domestic corporation over the foreign income
taxes actually paid by such corporation, and

(2) the amount of capital gains tax which would have resulted
to the shareholder on the surrender of his stock, if the amount
actually received by him on such surrender were diminished by
the amount described in (1) above.

The "annual distribution limitation" is the amount equal to the
aggregate of taxes which would have been attributable to the amount
treated as a dividend had it been distributed to the shareholder as a
dividend in the year or years in which it was earned.
The earnings and profits for purposes of this section do not include

any amount attributable to gains on sales made in the course of a
liquidation if these sales would have been treated as tax-free-sales on
liquidation (under sec. 337(a)) had the foreign corporation been a
domestic corporation.

This section (oes not apply to earnings and profits accumulated by
a foreign corporation while it was a less developed country corpora-
tion (as defined in sec. 955(c), as added by the bill), if the stock sold or
exchanged was owned for at least 10 years by the U.S. persons before
the date of the sale or exchange. A transfer of stock by deatth is
viewed as not interrupting the continuous ownership.

This section also provides that any item of gross income of the
foreign corporation treated as income derived from sources within the
United States is not to be included in the earnings and profits to be
taken into account.
This section also contains provisions providing that earnings taxed

once under other sections secss. 951 and 1247) will not be taxed a
second time by virtue of this section.

This provision does not apply to distributions to pay death taxes
(sec. 303) or to gain realized because of "boot" on a reorganization
exchange (sec.- 356). It likewise does not apply to any amount which
is treated as a dividend, as a gain from the sale of an asset which is
not a capital asset, or as a short-term gain under any other section
of the code.

This section provides that unless the taxpayer establishes the
amount of the earnings and profits of the foreign corporation to be
taken into account, the entire gain from the sale or exchange is to be
considered a dividend.

This section will apply to sales or exchanges made after December
31, 1962, with regard to earnings and profits accumulated in taxable
years beginning after that date.

XVI. SALES AND EXCHANGES OF PATENTS, ETC., TO
CERTAIN FOREIGN CORPORATIONS

(Sec. 16 of bill and sec. 1249 of code)
A. Reasons for provision

Trhe H-ouse bill in section 13 (now sec. 12 in your committee's
.amendments) contained a provision which included in the income of
10-percent shareholders of controlled foreign corporations, income of
those corporations which arose from patents, copyrights, and exclusive
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formulas and processes which have been substantially developed,
created, or produced in the United States or acquired from related
U.S. persons. The House provision taxed this income to the U.S.
shareholders not only when it represented a royalty or similar pay-
ment received by the controlled foreign corporation, but also where
this corporation itself used the patent, etc. in the manufacture of goods
and derived income from the sale of the manufactured articles. In
this latter case it would have been necessary to have constructed the
income attributable to the patent, etc.
A considerable body of testimony before your committee indicated

that it was impractical to attempt to determine this constructive
income. Problems also arose, even in the case of royalty payments,
in determining how much of the income was due to the patent, copy-
right, etc., and how much might be due to services rendered in con-
nection with the use of such a patent, etc.

Therefore, your committee has deleted the part of the House pro-
vision attributing back to U.S. shareholders income from patents and
related rights, and substituted ia new provision which merely provides
that when a patent, invention, etc., is transferred to a foreign cor-
poration by a U.S. person controlling such corporation, that any gain
otherwise recognized is to be ordinary income rather than a capital
gain. An exception to this rule is provided where the transfer is to
enable the foreign corporation to use the property in its own manu-
facturing operations. Gain coming under this exception will continue
to be treated as capital gain. This amen(lnent applies only in the
case of transfers in taxable years beginning after December 31, 1962.
Your committee recognizes that the transfer of U.S. developed

patent and similar rights by a U.S. corporation to a controlled foreign
corporation causes a diversion of income from U.S. sources. It
believes that taxing any gain on such transfer as ordinary income
will, however, correct this situation as to such transfers in the future.
B. Comparison of committee amendments with HIouse provision
As indicated above, section 13 of the House bill (sec. 12 under your

committee's amendments) would have taxed income attributable to
patents, copyrights, and exclusive formulas and processes substan-
tially developed, created or produced in the United States or acquired
from related U.S. persons as giving rise to income which, whether
distributed or not, was to be taxable to U.S. shareholders of controlled
foreign corporations. Your committee has deleted this provision and
substituted the new provision which treats gains from the sale of
patents, copyrights, etc., as ordinary income rather than capital
gain when transferred by ta U.S. person to a foreign corporation which
it controls.
0. General explanation oj provision
Your committee's amendments added a new section to the code

providing tllat gain from the sale or exchange after December 31,
1962, of certain property rights to a foreign corporation by a U.S.
person -tontrolling that corporation is to be treated as ordinary
income rather than s capital gain. The type of property, the trans-
fer of which will lead to this ordinary income treatmentt, is--

(1) a patent,
(2) an invention,
(3) a model or design (whether or not patented),

110
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(4) a copyright,
(5) a secret formula or process, or
(6) any other similar property right.

This ordinary income treatment, however, is not to apply in the
case of gain realized from the sale or exchange for stock or contribution
to capital of such property if it is established to the satisfaction of the
Secretary of the Treasury or his delegate that the principal purpose of
the transfer was to enable the foreign corporation to use the property
in its own manufacturing operations.

For purposes of this provision, a U.S. person will be considered
as controlling a foreign corporation if it owns directly or indirectly
the stock possessing more than 50 percent of the voting power of all
classes of stock entitled to vote. In determining the indirect owner-
ship, certain constructive ownership rules (those in sec. 958) will be
applied.

This provision is to apply to taxable years beginning after Decemn-
her 31, 1962.

XVII. TAX TREATMENT OF COOPERATIVES AND PATRONS

(Sec. 17 of the bill and sees. 1381 to 1388 of the'code)
A. Reasons for provision

In 1951 Congress passed legislation which, taken together with prior
Treasury rulings, it generally was thought insured that earnings of
cooperatives would be currently taxable (to the extent they reflected
business activity) either to the cooperatives or to the patrons. How-
ever, certain court decisions, notably the Long Poultry Farm and B. A.
Carpenter cases, held that noncash allocations of patronage dividends
generally were not taxable to the patron, although they were deduct-
ible by the cooperative.
The President recommended that what was thought to be the law

in 1951 be provided specifically in the statute. Under the recom-
mendation cooperatives would be allowed to deduct amounts allocated
in cash or scrip as patronage dividends alnd patrons would be currently
taxable on the patronage dividends allocated to them arising out of
business activities.
The House bill adopts an approach which in substance is substan-

tially the same is that recommended by the President. It provides
that the cooperative is not required to take patronage dividends paid in
money, qualified allocations, or otller property, except nonqualified
allocations, into account in determining taxable income. A educationn
is also provided for the nonllualified allocations when they are re-
(deemed. For the patron, the bill provides that these same amounts
(to the extentt not attributable to purchases for personal living ex-
penses or capital itemn) are to be included in income for tax purposes
in the year received (or in the case of a nonqualified allocation, when
redeemed).

Qualified allocations for this purpose are defined by the House bill
as including first, allocations which the patron can redeem in cash at
their stated dollar amount at any time in the first 90 days after they
are issued and second, -qualified allocations which the patron has con-
sented to take into account at their face amount as income (unless
the patronage was with respect to personal living expenses or capital
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items). In the case of members, consent may be given by being a
member of the cooperative if there is a provision in the bylaws requir-
ing all members to agree to take the allocations into account. In the
case of nonmembers (and members if the cooDerative prefers) this
consent can be provided by the patron signing an agreement to do so.
(As explained subsequently your committee also provides another
manner of obtaining the consent of the patrons.) Your committee
agrees with thefiouse that, since in the case of either the 90-day or
consent allocation the patrons have constructively received the divi-
dend and reinvested it, it should constitute income to the patron
(where the patronage dividend arises from business activity) and
should be taxable to him.
The House provision is effective for taxable years beginning after

December 31, 1962, in the case of the cooperatives and in the case of
patrons is effective with respect to amounts paid by the cooperatives
in taxable years of the cooperative beginning after that date. Exist-
ing law will continue to apply with respect to allocations (including
their relemllption after tile specified date) issued with respect to patron-
age in earlier taxable years to which tile new provisions do not apply.
B. Comipari(on, of committee amendments with lHouse pr'ov;iitn
Your coIlinittee lias accepted the tax treatment outlined in the

House bill for cooperatives and tlleir patrons with two modifications.
First, it is provide(l that tit least 20 percent of patronage dividentIs
nlust be paid in cash f'or the cooperative to receive any ldeductionl with
respect to their p)atrolnage (ividenlds. Likewise, a 20-percent cash
)paylenllt must be lmadle for exempt cooperatives to 'receive a d(eduC-
tioln for distributions out of nonplatronage earnings. Second, a new
form of consent is p)rovi(led, nanlely, tlme qualified check, which tile
cooperative mIay use.
The House bill provided for withholding oni interest, dividends, and

patronage dividends at tlme rate of 20 percent,. Your committee's
bill lias substituted for the withhllolding provision a reporting system
for dividends, interest, and patromnge dividends. H-owever, in tile
case of patronage dividends, witllhholding also served the purpose of
providing tile patron with at least enougll funds to )pay the full first
bracket tax oil any qualified allocations taxable to liln. Your conm-
mnittee believes that it would be unfortunate to require tlhe patrons to
report these qualified allocations for tax purposes without being sure
that tie cooperative lmasde available to tile patrons enough cash to pay
at least the first bracket income tax. To give assurance thatt the co-
operative provides the patron with at least enough money to pay tiis
first bracket tax, your comnlittee lias provided that cooperatives must
pay at least 20 percent of telcir patronage dividends (antd in the case
of tax-exempl)t cooperatives other income (listribtiled on a patronage
basis) in cash if the cooperatives are to receive any (ledluctions for
allocations (and( te, patrons are to be required to include any such
anmoutnts in thllir incomee.

Under tlie House bill a patron could give his consent to being taxed
on a nonicashl patronage dividend (as having been constructively paid
to hill an(l tlien reinvested) either by providing such consent in writ-
ing, or by being a member of the cooperative during the period in
wlhicil its bylaws provided that mnemIbershlip constituted( sucli consent.
Your committee, in addition to these two procedures, has provided
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that consent may also be supplied by endorsing and cashing a qualified
check. The check must indicate, however, that by endorsing and
cashing it the patron is consenting to taking the remainder of the
patronage dividend into account in computing his taxable income.
This may be a convenient way of obtaining consent for some coopera-
tives, particularly from nonmemlbers, who it may be difficult for thd
cooperative to contact directly. For a cooperative to omit a patron-
age dividend under tils procedure in computing its taxable income
for the year the patronage,occurs, the qualified check must be endorsed
and cashed within 90 days after tile end of the payment period for the
cooperative, namely, within 90 days after 8/,months after tile close
of the cooperative's taxable year. A qualified check endorsed and
caslhed after that time will be deductible by the cooperative when the
endorsing and cashing occurs, as a redemption at that time of a
nonqualified allocation.
C. General explanation of provision
This provision deals both with the tax treatment of cooperatives

and the tax treatment of patrons.
1. Cooperatives covered by provision.-The tax treatment outlined

here applies to the so-called tax-exempt farmers' cooperatives, to
other farm cooperatives, to consumer cooperatives, and also to other
corporations operating on a cooperative basis. lThe provision does
not, however, apply to exempt mutual ditch, irrigation; or REA
cooperatives, to mutual savings banks, building and loan associations,
etc., or to mutual insurance companies. It also does not apply to
presently taxable organizations which are engaged in furnishing elec-
tric energy, or providing telephone service, to persons in rural areas.
These will continue to be treated tile same as under present law.

2. Patronage dividends.-Tthe bill provides that in determining the
taxable income of a cooperative there is not to l)e taken into account
)atronage (ividends which are paid in money, qualified allocations,
or other property (except nolnqualified allocations).1 A deduction also
is allowed for inon(ualified allocations when they are redeemed in
cash or other property (except allocations). If there is no taxable
income in the year of the redemption against which to take this deduc-
tion for redeemed nonqualified allocations, the cooperative may obtain
a credit or refund of the tax it paid in the prior year on tlhe earnings
represented by thle allocations. 'ITis gives the cooperative assurance
that tlhe deduction for tile redeemed patronage dividend will not be
wasted.
Under present law patronage dividends paid by taxable cooperatives

result in a reduction in tlhe cooperative's taxable income only if they
are paid during the taxable year in which the patronage occurred,
or within the period in the next year elapsiIg before tile prior year's
income tax return is required to be filed (including any extensions
of time granted). This is generally a 22-month period. In the case
of exempt farmers' cooperatives, these patronage dividends presently
are taken into account as a reduction in taxable income if paid at
any time before the 15th day of the 9th month following the close
of the year, but there is no requirement that the patronage must
have occurred ill that year. Tihe bill extends the time period in

I For purposes of the Internal revenue laws these patronage dividends'are treated In the same manner
as items of gross Income for which deductions were allowed.
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which taxable cooperatives can pay patronage dividends, and still
take them into account in reducing taxable income, until this 15th
day of the 9th month after the end of the year in question. This con-
forms the treatment to that already accorded exempt cooperatives.
This period of time is also made available to both "taxable" and
"exempt" cooperatives for payment of the other deductible amounts
described below. ,In addition, exempt cooperatives are now required
to pay the patronage dividends within 8} months after the year when
the patronage occurred. In the case of pooling arrangements extend-
ing over more than 1 year, the patronage is considered as occurring
in the year in which the pool closes.

3. Qualified allocation.-Allocations, or more exactly written notices
of allocation, must be in the form of capital stock, revolving fund
certificates, certificates of indebtedness, or other written notice which
indicates to the recipient the dollar amount allocated to hiln by the
cooperative. For the allocation to be a qualified allocation, 20 per-
cent of the patronage dividend involved must .be paid in money (or
in a "qualified check" referred to below).2 In addition, for the
allocation to be qualified one of two other conditions must be met.
The patron must either have the opportunity to take down the alloca-
tion in cash for a limited period of time, or, in one of three specified
forms, must have given his consent to having the allocation treated
as constructively distributed to him and reinvested by him in the
cooperative. With respect to the first of these requirements, the bill
provides that the patron must be able to convert the allocation into
cash at any time during at least the first 90 days after the allocation
is made. In addition, the patron must receive a written notice of the
right of redemption at the same time he is notified of the allocation.

In lieu of the right to convert an allocation into cash, an allocation
may be qualified where the patron gives his consent to have it treated
as a distribution made to him which he agrees to take into his income
for tax purposes (if the patronage arises from business activity).
Under your committee's amendments this consent may take any
one of three forms. For members of the cooperative this consent
may be given merely by becoming, or continuing, as a member after
the cooperative lhas adopted (after the enactment of this bill) a provi-
sion in its bylaws providing that nlmelmbrshil) in the cooperative
constitutes such consent. In this case, however, the mIemlber (or
prospective nmelmber) must be furnished with a written notice that
the l)ylNws contain such a provision and must be furnished a copy
of this provision. Such a consent cannot I)e revoked as long as the
patron is a member.
A second form of consent, whicll may be used either for members

of tile cooperative, nonmembers or both, is a. written statement signed
by thle patron in which he gives the consent referred to above. This
form of consent must originally be given by the patron to the cooper-
ative before the end of the year in which tile patronage occurs and
applies to all patronage in that year and subsequent taxablle years
until the consent is revoked. A revocation of this consent must be
in writing and can be made at any time but becomes effective only
for the first of the next year.8

2 lhe 20-p1errnt cash payment Is also required In the case of exemlt cooperatives for amounts lpati on a
patronage bass with respcc t to earnings derived from business done for tlh United States (or ny of its agonu-
cles) or from sources other thanlatronagu .h In the ease of pooling arrangements, a revocation Is ellectlvo only with resmeet to new pools.



REVENUE ACT OF 1962

A third form of consent, provided by your committee's amendments
involves the use of a qualified check. This may apply either to mem-
bers, nonmembers, or both, but applies only if neither of the other
two forms of consent had been obtained with respect to a patron.
UnI}er this form of consent the cooperative gives the patron a check
representing a portion of the patronage dividend.4 This check (which
also includes a similar instrument redeemable in money) must have
clearly imprinted on it a statement that its endorsement and cashing
constitutes consent of the patron to include the full stated dollar
amount of the allocation, referred to in the check, in his income, to the
extent provided by the Federal tax laws. To treat the noncash
allocation accompanying the qualified check as a qualified allocation,
the check itself must be cashed not later than 90 days after the pay-.
ment date of the cooperative for patronage dividends (that is, 90 days
after September 15 in the case of a calendar year cooperative). This
is not intended to deny the cooperative the right, however, to issue
the qualified checks substantially before the payment date and require
cashing within a 90-day period thereafter. In this manner, if the
cooperative wants to, it may require any cashing of the checks before
its payment date.
By any of the three forms of consent described above the patron has

in effect acknowledged constructive receipt of the entire amount of
the patronage dividend and has voluntarily reinvested the amount
of the allocation in the cooperative.

If an allocation is not a qualified allocation because one of the
conditions set forth above has not been met, it must be included
in the income of the cooperative in the year issued, with a deduction
being taken for this amount-by the cooperative only when the non-

qualified allocation is finally redeemed in cash or merchandise. If
at that time the cooperative is not able to make use of a deduction, a
refund may be obtained with respect to the taxes paid on this
amount in the year the allocation was issued.

4. Additional deduction for "exempt" farmers' cooperative.-In ad-
dition to reducing taxable income for qualifying patronage dividends,
the bill, permits the so-called exempt farmers' cooperative, as under
present law a deduction for amounts paid out as dividends on its capi-
tal stock. Such cooperatives also receive deductions for amounts
paid in money, qualified allocations, or other property (except non-
qualified allocations) to their patrons on a patronage basis where the
earnings involved are derived from business done for or with the U.S.
Government or from sources other than patronage (such as investment
income).

This deduction is the same as that provided by existing law except
that the deduction is limited to qualified allocations and must be
paid within 8K months after the year in which the earnings were
derived. Amounts paid in the redemption of nonqualified allocations
also are available to these exempt cooperatives as deductions under
the bill in the year of the redemption.

6. Treatment of patron.---With the exceptions referred to below,
under the bill the patron is required to take into income the patronage
dividends (and the nonpatronage distributions described above) paid

4T'ho check may also he used as part of a distribution of any amounts paid on a patronaro basis with
respect to earnings derived from business (lone with the UnitedStates (or any of its agencies) or from sources
other than patronage.
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in money, qualified allocations, or other property, and the amount he
is required to take into his income is the same as that which may be
currently deductible or excluded by the cooperative; namely, ill the
case of qualified allocations, there stated face amount, and in the case
of other property (except nonqualified allocations) its fair market
value. The patron also is required to take into income any lnonquali-
fled allocations which are redeemed. These amounts are taken into
the patron's income in the year in which they are received by him,
or in the latter case in the year in which the redemption occurs.

Generally, the effect of the treatment specified above for patrons
taken together with that also outlined above for cooperatives is to
obtain a single current tax with respect to the income of tlhe coopera-
tive, either at the level of the cooperative or at the level of the patron.
However, tils rule will not apply in the case of patronage dividends
paid with respect to purchases of personal, living, or family items.
with respect to tile patronage dividends even though they are not
In such cases there is to be lno ilnclusion iin tlhe inlcolne of the patron
taken into account by the cooperative. This is in accord with the con-
cept that patronage dividends represent price aldjustlments. There-
fore, tile platronageldividends i these cases represent downward\ price
adjustments of personal, living, or family items and shloul(d no more
lead to taxable income tlhan bargain purchases of such items elsewhere.
An exception to thlie rule for inclusion of tlie )a tlrollge dividends

in ilncomeic is also ll1ale for )patronlage dividends attlrilillt.l)blo to pur-
chases of dopre(iable I)roperty or capital assets. Iln such cases tlie
patrol is not requlirel to take tlhe (livi(ldld into incolle since it in
effect repl)lre(llts all ad(ljustmllnent ill the lri(ce paid for tllese articles
aind thllerefore is reflected in tlleir Nl)sis. Il1owever', tlhe lower 1)sis
for tlle property ill tile case of d(npreciable )property\ ill Iioein sallaler
depreciation (ded(lctions or in tlhe case of c'pitIl assets ({nd (detroc'iaile
assets) will result, ill a larger "gail upon sale.

6. eitul'rns of('o()r)/x'(ltir'e.'.--(lBcaiusetax-ex(emplll)t ('01o ativs unler
presentiI law 1're givelln until <81/2 months after tlhe end( of thle year to
allocate, or pay, patronage (dividendlls, tllhey also have 1ee)n given the
sanme period of time inl wliicll to file their tax Ireturns. This additional
time is nocessIrv sincewlhetlher or not there is an allocation or pay-
ment of tle dlividends, determines (lie size of tlhe taxlalle income of
the c(ooplieratioe.

Allowing taxable cooperatives this same tile in which to rmalle cash
andl qllified allocallions of patronage dividend distributions, and to
redeem onqlualified allocations, 11as presenteded tlhe same filing problem
ill tle case of their returns as w 'ell. T'Illrefore, tle bill provides that
the tax ret(1rn filing date for cooperatives generally is to e)c 82 months
after lthe e(nd of their taxable year. However, to prevent an organ-
ization allocatingr relatively little of its income oln a patronage basis
from obtaining this pol)OStpllnement in tlie filing date for its return, tle
bill limits this postl)onemellnt to those organizations which 1reeither
exempt cooperatives or (1) are under an obligation t.o allocate, or pay,
at least 50 percent. of their net patronage earnings in patronage divi-
dends or (2) actually allocated, or paid, at least that percentage of
their earnings inpatronage dividends during the last year in which
they hi(d any' suc(hl earnings.

7. /,flecti;e d(ate.--Generally, tlhe bill applies to taxanlle years of the
cooperatives beginning after I)ece(l )er 31, 1962. For tlie patrols
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these provisions are to apply with respect to amounts paid by the coop-
erative during a taxable year which, at the cooperative level, is also
subject to the new rules. Existing law continues to apply with respect
to patronage dividends paid before the date specified above (or after
that (late with respect to patronage in a prior year) and also with
respect to redemptions of patronage dividends after that (late if the
scrip involved was actually issued with respect to an earlier period.
XVIII. INCLUSION OF FOREIGN REAL PROPERTY IN BASE

FOR ESTATE TAX PURPOSES

(Sec. 18 of bill and sees. 2031, 2033-2038, 2040 and 2041 of the code)
A. Reasons for provision
Under present law real estate situated outside of the United States

is excluded from tle gross estate and therefore exempt from the
estate tax. This is an exception to the general rule that the gross
estate of decedents who are citizens or residents of tile United States
include -their entire property wherever situated. The exclusion of
real property located outside of tlhe United States from the estate tax
base, has been specifically provided for in the code since 1934. Before
that time the exclusion was granted under an opinion of the Attorney
General issued in 1918.

In 1951 Congress adopted legislation providing a credit for estate
and inheritance taxes paid to foreign countries. Before that time
the exclusion of real property from the estate tax base could be
justified oil tile grounds that the foreign country was likely to impose
a tax on real property located within its jurisdiction upon the death
of a foreign owner. However, with tlhe provision for the tax credit
in 1951, tlie possibility of double taxation was removed.

Tlie President in his tax program recommended that this exemption
be eliminated on tlie grounds that in recent years this lias l)een a
subject of abuse. It was stated thatriariltarly because of this tax
advantage, U.S. citizens and residents have been induced to make
investments in foreign real estate in countries with either no, or very
low, estate or inheritance tax rates.

Il vicw ol' tlIcse collsiderattions tile House bill requires the iincli-
sion of real property located outside of tlie UInited States in thle
estate tax base.
B. Comparison of committee amendments withHouse provision
Your committe lhas all(le no change in tile House provision other

than to advallc'e by 1 / years tlhe effective (late of tlie provision. Tllhus,
under your committee's action thle provision will generally become
eff(etive for decedentss (ding on or after January 1, 1963, rather than
July 1, 1964. As under tie House bill the provision becomes effective
for decedents,dying after the date of enact menlt of the bill in tlhe case
of property acquired on or after February 1, 1962.
C. General explanation of provision
Under present law, real property situated outside the United States

is excluded in determining thle value of at decedent's gross estate for
estate tax purposes. Tllis section of the bill amends various sections
of the code specifically to include such real property in the gross estate
of decedents who are citizens or residents of the United States. The
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property is included at its fair market value either at the date of death-
or at the optional valuation date.

In the case of decedents dying after January 1, 1963, the bill providesthat all real property located outside of the United States is to l)e
included in tlle gross estate. However, some real property may also
be included iln a (deceden(t's gross estate Iundl(er the bill ill tlie case of
those whro lie after lie dlat.e of enac('tlllent of tie bill but, before Janu-
ary 1, 19603. For (decedents dying in hiisperiodd, real pror)1)'ty located
outside of tle United States is to be included in tile gross estate if
it, was acquire(ll o oor after Felbruary 1, 1962, the (ldale tli(e House
ComnllitC onl Way's andl Meanislannotlln('ed its action on tliS 1)pr-
vision.

(Capitlal a(l(lilions or ilmpl)rovelllilets to real nroplerly, to I(h extenli
thely inaterially illcrealse t 1(e value of (lie propertyy and(l to ,lIe extent
they iare att.rilbuttable to constmliction, r'constlructionor' 'rcc(tion on or
after February 1, 1962, are treate(l in tie same manner as real property
acquire(l after 1lhat date. Thllus, tl(hy are include(l in the gross estates
of (lece(lents dying after the date of enactmlent of the bill.

XIX. REPORTING OF INTEREST, DIVIDENDS AND PATRON-
AGE DIVIDENDS OF $10 OR MORE A YEAR

(Sec. 19 of the bill and sees. (6042, 6044, 6048, 6652 land 16678 of the'
code)

A. Reasonslor provision
T'he H-ouse bill would have pIrovided ai 20-percent withholding tax

applicable to most interest., dividend and patronage dividend pay-
ments. In recognition of tlie llhardshlip that a universal withholding
system woulll )provide, the Housie bill provi(led for an annualal exesmtion
certificate system for individuals expecting to hanve no tax liability.
In addition, it provi(lded for quarterly refunds of overwit11hholding
to be 11(lde to ildivid(luals expecting to havetOx liability, but; with
incomes of less than $5,000 in tIhe case of single, persons or $10,000
in the case of married couples. 'Tl refunds in this case were intended
to be made on a quarterly basis during tlhe year ill which the with-
holding occurred inl or(ler to relieve thel Ihartlslhip with respect to the
individuals being overwitlhell upon. In addition, under certain
circumstances, exeml)tioln certificatese, iral-annual refundsstand crIedits
and offsets would hiave been available under tle H-ouse bill in tlhe case
of governments, tiax-exeml)t organizations, or corporations.
Your committee has studied at length the system provided by the

House bill for witlhholdinig on dividends, interest, and patronage
divil(dends. I'l a(l(itiorll it, hlas conlsi(1 ver(l u1lilIeroulS a.lterlllnative witll-
holldingprovisions. It is conlvil(ce(l after thiils ana111ysis, hOwever, that
the )provision ilitle 101 lse bill, as well as thle altternatlives, are neithlher
simple in o)per'tionl nor free of sll)stantltial iarisllil) for l)roat groups
of taxpayers.Fu'tihiermore, i, represents aheavyy ad ministrative
b)tlur en for thlle businesses wilichi would( Ilave. to perfor;n thlbe witdllhold-
ing anltl collecting ftlltiot s for (le overtlmelllnt. It also appearstlllat thlero ear11 nlers111 tax avoi(lance possibilities il a system pr)o-
vi(ing -exempltion certificates and in tra-annulal refunds. Tie. exemp-
tion certificate procedure und(ler tihe, HotseIill was available only to
tlios(, who expectvdl to liave no tax liability whatsoever (unless the
p(e'sois involved( wer( undlll( age 18). T''hus, many individuals, who
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could expect to have a small tax liability, but be faced with substantial
overwithholding on dividends and interest, would receive no relief
under this exemption certificate system. Such individuals instead
would have lhad to rely upon thle quarterly refund system to recoup
their overwithholding. Those who filed these claims could expect a

delay of at least :3 or 4 weeks and perhaps as muchl as 3 or 4 months
before the withheld amounts were returned. Tllis would deprive
them of the use of these funds for living expenses or as sources of in-
vestment during the interval. Moreover, the quarterly refund claims
which would have had to be made four times a year involved a com-

plex procedure.
While the exemptions certificate and quarterly refund procedures of

thle House bill dli( not resolve the hardship problems for the share-
holder or depositor, they nevertheless presented many compliance
problems for the corporate. ndl batlk payers of the dividends and
interest. Especially difficult from their standpoint would be tlie
processing of tle exemption certificates, which not only must )be filed
each year but also might, be subject to change during the year as tle
individual's expectations with respect to his prospect of having a tax
liability changed.

III aldditioll, the House bill would have )presented serious adiniiis-
trative problems for tile Internal Revenue Service. 'Tlle use of the
exemption certificates, for example, in practice might not have been
limllited to those who"rea'1sonably expect no tax liability." Moreover,
since the individual, w1ien lie filed his quarterly refund claim, leied
submit no proof of the receilt of dividend or interest payments, }here
also there would seem to be a chance of fraud as wellhs unintentional
mistakes. Nor is it clear that tlhe ordinary recipients of dividends
and interest would understand tlle so-called "gross-up" system which
thel House bill required them to follow in reporting dividends and
most interest on thliir tax returns.

Despite the shortcomings of a system for withholding on dividends,
interest, and patronage dividends, your committee strongly endorses
the concept that everyone must pay his full share of the income tax
liability. Moreover, it recognizes that the underreporting of dividends
and interest on tax returns is a serious problem which needs correction.
However, it has concluded that an iproved reporting system is
preferable to provision for withholding.
Your committee believes that the matching of information returns

and tax returns by the Government can provide essentially the same
check ondividendd( and interest reporting as a withholding system,
except that the effectiveness of tie information returns is not limited
to collecting the tax at the first bracket rate. While it may be
difficult initially to provide a full matching of information and tax
returns, the extended use of automatic data processing, together with
the accounting number system provided for in legislation enacted last
year, should quite soon make it possible to provide for a full matching
of these information and tax returns.

It is recognized that improving the collection of tax with respect
to dividend, interest, and patronage dividend payments by an cx-
panded use of information returns may involve some increase in the
personnel of the Internal Revenue Service. It is believed, however
that this is preferable to the complications and hardships which would
be involvedtender a withholding system.
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As a result, your committee, in lieu of the withholding provisions
of tJle House bill, provides that payors of dividends, interest, and
patronage dividen(ls are to report annually to the Fc(leral Government
all such payments aggregating $10 or Ilore per person. In addition,
they are to send the recipients of these dividends, interest payments,
or patronage dividends an annual statement indicating the total of
such payments.
B. Comparison of committee amendments with lHouse provision
As indicated above, the House bill made provision for withholding

at a rate of 20 percent with respect to most interest, dividend, andi-
patronage dividend payments. In this system provision was made
for the use of exemption certificates for individuals expecting to have
no tax liability and a system of quarterly refunds for those having
a tax liability but subject to overwithholding. Your committee's
amendments in lieu of this provide for the sul)mission by payors of
information returns to the Government for interest, dividends, and
patronage dividends of $10 or more per personal per year. Essentially
the same information lmlust also be submitted by these payors to tlie
recipients of interest, dividends, or patronage dividends. The re-
porting system provid(led is described more fully bo)low.
C. General explanation of provision

1. Reporting requirements.--'lThe bill provides that (lividend, interest
or patronlage (livi(led lpayors who iake payinnlts (dlrilig the year ag-
gregating $10 or mllore to any pl)ersO are to file antlual returns with tile
Illternal Revenue Service relportilg sullch payments. (T'le term "p)ay-
111ents" is intended to include not only actual playmrieints in cash or its
equivalent butt also credits to tile account of the p)ayee which lie mnay
withdraw at any time without restrictionsl) Tlle return Ilust show
tie aggregate, amount of tile )payments to tlie person involved Land give
-tile nllamel a1d1 ad(lress of tile pelsoll to whomlI tlie l)laymlets are mad11e.
T'he bill also provides tllat liomIlinees, who receive payI.enlts of divi-
denlds or interest anlll make( payments of $10 or more to other persons,
also are to lake a return to the Goverlnment with respect to annual
l)aymlelnts of $10 o1r more per person. T'lhis category includes such
payme!ll ts as thl1ose mdIlle lby stockl)rokers to illivi(luals wllere tlhe
stock is (registered ill tile street11iallme of tlte broker. Ill tlie case of
I)atroallge, (livi(delds, only cool)eratives to whllich the 1lew pI)rovisiolls of
this bill apply (se(c. 17) lmust file tiese returns with reslpe't to )atroIl-
age (livitlde(lns.

Existing law in tile case of dividends payments provides for the sub-
mission of inllormlation retiurmis by every coop)eralioIn "when req(Iuired
by tile Secretary or his delegatee" U(nder regulation)s (sec. 1.6042-1)
tle T'reasury Departm)'lltll, iais required informolaLtionl ret.ul'ln relpor'tilig
by those mllaking divi(led(l )payllments llurig thl( ealen1,dar year of $10
or miore. Inl tlie case of interest pl)aymlenrlts, present law requires tlle
sui1)ilbission of inlorLmationl retlurls wit h respect to paylllents of $G00
orl mole, ias is true ill tl( (case of n111umerolus olller types of pityllmelits
lmal(le ill tle course of a trade or b1)siless. Ill al(litiol, present law
provides that l)ayllie(lits of inLtereslt by corporations, regardlless of
allmollut, "whiell re(luire(l l)y regllations of tile,Secretary or Ills (ele-
gate" Imlust 1)e reported to tile Ilternal Revenlue Service. ll t.he case
of interest, 11owever, tile secretary las not, by regulations plrovi(e( for
reportilig with respect to pIayme'lltes of less thain $000. . Ill tie case of
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patronage dividendss, present law requires reporting to the Internal
Revenue Service with respect to amounts of $100 or more. It also
authorizes the Secretary to require reporting with respect to lesser
amounts. The Secretary has not, however, exercised this authority.
Your committee's amendments, il addition to making mandatory

the reporting of dividends, interest, and patronage dividends of
more than $10 per year per person, also continue the provisions of
present law permitting the Secretary at his discretion to require
reporting with respect to smaller amounts.

In addition to the reporting to the Internal Revenue Service, your
committee's amendments also require that annual statements be
submitted to all recipients of dividend, interest, and patronage divi-
dend payments of more than $10 a year. These statements must
show the amount of the payment reported to the Government and the
name and address of tihe payor. No such statements are required,
however, to be furnished to any person if the aggregate of these
dividend, interest, or patronage dividend payments is less than $10
a year.

2. Penalty provisions.-Your committee, in the interest of being
sure thllat the information returns are supplied the Government,
and also that the statements are submitted to tile dividend, interest,
or patronage dividend recipients, has provided civil penalties which
apply in tlhe case of noncompliance.

lThese new penalties apply with respect to the failure to supply the
information statements to those receiving $10 or more a year and
also to failures to supply information returns to tie Internal Revenue
Service witl respect to dividend, interest, and patronage dividend
payments of $10 or more a year per person. Tle penalty provided
in these cases, for failing to provide either a statement to the recipient,
or an information return to the Government, with respect to each
person to whom $10 or more a year was paid, is $10 for each statement
or return not so filed, but not to exceed $25,000 for failures to file re-
turns with the Grovernment and $25,000 for failures to submit state-
ments to payees, witl respect to the payor in any calendar year.

Existing penalties (in general $1 per statement but not more than
$1,000 )per payor) will continue to apply with respect to the reporting
which tlhe Secretary of the Treasury may require "for payments
aggregating less than. $10 a year."

3. l)efJitions.-In defining dividend, interest, and patronage divi-
(lend. payments subject to tile reporting requirements your committee
hlas followed quite closely the definitions contained in the House bill
for purposes of withholding.

Divi(lends are defined as distributions by a corporation wliich, for
purploses of the Internial Revenue Code, generally are classified as a
dividend. ''he definition of dividends for this purpose also includes
p)anylltnts made by stockbrokers to any person as , substitute for a
(ividl(eid. 'Tiis is primarily concerned with payments Ina(le by
brokers to persons wliosc stock has been borrowed to cover short
sales lbut whlo are (uI "(divi(lendl" ptaylmenlts.Excluded from the definition of dividends for purposes of these
reporting requiremlenIts are: (1) to the extent provided by regulations,tany distribution or payment by a foreign corporation or to a foreign
corporation, nonresi(denlt alien, or foreignplartnershlip; and (2) un-
(listril)uted taxable income of smalll business corporations electing to
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have their income taxed to their shareholders. In any case where a
payor is unable to determine whether a payment is a dividend, he is
to include the entire amount as a dividend for reporting purposes.

Interest for purposes of the reporting requirements is defined as-
(1) interest on evidences of indebtedness (such as bonds,

debentures, notes, and certificates) issued by a corporation in
registered form. In addition, to the extent provided in regula-
tions, interest on other evidences of indebtedness issued by a
corporation of a type offered by corporations to the public;

(2) interest on bank accounts;
(3) interest, or other amounts, paid by mutual savings banks,

savings and loan associations, or similar organizations with respect
to deposits or similar funds left with such institutions;

(4) interest on amounts held by insurance companies under an
agreement to pay interest; and

(5) interest on deposits with stockbrokers and dealers in
securities.

For reporting purposes the termn "interest" does not include (1)
interest on tax-exempt State and local government obligations, (2)
to the extent provided by regulations, interest paid by or to foreign
corporations, nonresident aliens, or foreign partnerships, and (3)
interest on tax-free covenant bonds. These categories for which
reporting in tile case of interest payments is required to include
practically no interest payments by individuals.

In the case of patronage dividends, reporting is to applly to patron-
age dividends paid in money, qualified allocations or other property
except nonqualified allocations, amounts paid by tax-exempt coopera-
tives witl respect to earnings from business done with the U.S.
Government or attributable to other than patronage and nonqualified
allocations which are redeemed.

T'le exceptions where the reporting does not. apply in the case of
patronage dividends include, to tihe extent provided by regulations,
Ipaynlents made l)y a foreign corporation, to a foreign corporation, to
a nonresident alien or to a foreign partnership. In addition if a
cooperative applies to the Scretairy or his delegate for exemption
from lli( reIorling reqmuiremenllt on ille grounds that tlie cooperative
is primarily engaged in selling at retail goods or services of a type
generally for personal, living or family .-e, and the Secretary deter-
mines tils is true, no reporting shall be required with respect to such
cooperative.

I/. Inspection oj books.--PPresent law (sec. 7605(b)) provides certain
procedures which must be followed if the Internal Revenue Service
needs to make an additional inspection of a taxpayer's books of account
after it. has once done so. lUnder this section, the Secretary or his
delegate may not 11make an additional inspection before (1) an investi-
gation wllicl shows necessity for the additional inspection and (2)
notification of tle taxpayer in writing that the inspection is necessary.
At present there are relatively few cases where it is necessary for the
Service to 1ropenl a taxpayer's return which hls been audited. How-
ever, with tlle expanded information reporting provided by your
committee, it is expected tllat the Service will follow up discrepancies
each year with respect to many1 taxpayers. There are difficulties in
coordinating these inquiries as to discrepancies disclosed by informna-
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tion returns with general audits of tax returns selected for examina-
tion. Such inquiries will be made as a routine follow-up of machine
operations, and in most instances will be carried out independently
of regular audit procedures.
Your committee wishes to make it clear that an Internal Revenue

Service contact with a taxpayer solely for the purpose of verifying
the correct amount of interest, dividends, and patronage dividends
to be reported in cases of discrepancy between information returns
and a tax return should not be considered as an inspection of a tax-
payer's books of account (within the meaning of sec. 7605(b)). Thus,
such an inquiry will not require an investigation and notification to
the taxpayer in cases in which a prior audit has been conducted, nor
will a subsequent audit require the investigation and notification
merely because there has previously been an inquiry limited to deter-
mining the correct reporting by the taxpayer of items of gross income
subject to reporting on information returns by the payors thereof.

XX. INFORMATION WITH RESPECT TO FOREIGN
ORGANIZATIONS

(Sec. 20 of the bill and sees. 6038, 6046, and 6678 of the code)
A. Reasons for provision
The administration has asked for the right to obtain more informa-

tion with respect to operations of Americans abroad. First, with
respect to the annual information return, now required of domestic
corporations controlling foreign corporations, it was requested that
this return also be required of individual citizens or residents of the
United States controlling foreign corporations. Second, in addition
to the various specified types of information now required to be sub-
mitted, it was also requested that the Treasury Department be per-
mitted to require the furnishing of other information which is similar
or related in nature to that specified in the existing provision. Third,
existing law requires the supplying of this information with respect
to a foreign subsidiary, or a subsidiary of such a subsidiary. It was
desired that this information also be required of any other controlled
foreign corporation. Fourth, it was requested that the definition of
'control" be broadened to include most of telu constructive ownership
rules generally applied elsewhere in the code.
The administration also requested that the information return now

required of officers, directors, and significant shareholders of foreign
corporations upon the creation, organization, or reorganization of such
corporations also b1e required of persons who tre now, or when they
become, officers, directors, or important shareholders.

In addition, the administration requested that a civil penalty be
provided for those failing to file the returns as to organization, reorgan-
ization, etc., of foreign corporations. The penalty in this case is to be
$1,000 unless it can be shown that the failure is due to reasonable
cause.
The House bill provided for the submission of this additional

information.

87490-432--9
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B. Comparison of committee amendments with House provision
Your committee has accepted the House provision for expansion of

the information to be required with respect to foreign organizations,
witll four modifications. Two of these relate to the annual informa-
tion return. First, with respect to tie annual information return it
has provided a "ceiling" on the penalty which may be imposed in
those cases where tliis information is not supplied. The penalty
wider present law in general terms provides that failure to supply the
required information will result in ai decrease of 10 percent in the
foreign tax credit allowed to a domestic corporation, plus an additional
5 percent for each additional 3-month period during which the failure
to furnish the information continues. Your committee's amendments
provide that in no event shall this penalty exceed $10,000 or the income
of the foreign corporation with respect to which the failure occurred,
whichever is the greater. Second, in the case of the annual informa-
tion return, in determining whether or not 50-percent control exists,
your committee lils narrowed somewhat tle onstructive ownership
rules applied under the House}bill.

In tlhe case of tlie inllorlmation required with respect to organizations,
reorganizat ionsl, 'tc., your comnlillittee also iras lmade two amendments.
First, it. provided that officers or directors who are U.S. citizens need
supply information only if tl(ere are 5-p)('rcent U.S. shareholders, and
that the information they submit be only the names and addresses
of such shareholders. Secondl, it has Iadded a provision that no
information is to b)e required to be furnished with respect to a foreign
corporation unless that information was required under regulations
in effect' 90 days prior (30 days prior at the beginning of the first year)
to the date on which the U.S. persons become liable to file the return
with respect to the information.
C. General explanation of provision.

1. Annual information retturn.---In 1960 Congrelss enacted legislation
(Public Law 86-780) providing that domestic corporations must
furnish with respect to foreign corporations which they control and
also with resIect to foreign subsidiaries of any such foreign corporations
information slecifying--

(1) T'ie nlamell l,l , and nature of business of the foreign
corporation alnd country of incorporation;

(2) Tlie aecuillnulatedl profits of the foreign corporation or
subsidiary, including items of iicomne, deduction, and other items
taken into account in conl)uting these accumulated profits;

(3) A balance slieet of the foreign corporation or foreign
subsidiary;

(4) ITransactions between thle foreign corporation or foreign
subsidiary and (a) otler foreign corporations or foreign subsidi-
aries colltrolled(l y tlie domestic corporation, (b) thle domestic
corporation or (c) any sharehlolder owning at least 10 percent of
tile stock of tle( domeiistic corporation; and

(5) A description of tile various classes of stock outstanding
anl( name and address anod numnl)cr of shares held by each citizen
or resi(ellt of tl(e Unlited States and dlolnestic corporation holding
5 pl)'erlct or mIlore of tlime stock of tile foreign corporation or
foreign subsidiary.
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Corporations failing to supply any of the information required on the
due date receive a 10-percent reduction in their foreign tax credit
otherwise available with respect to the income derived from all the
foreign corporations or their subsidiaries.- If the failure to supply tie
information continues for more than 90 days, after notification of this
failure, then for each 3 months of additional time kor fraction) the
reduction in the credit is increased by 5 percent.
The House bill amends this information provision in several respects.

First, it requires-U.S. citizens or residents, domestic partnerships aird
domestic estates or trusts as well as domestic corporations controlling
the foreign corporations to supply the information specified. Second,
"control" is redefined by adding most of tlhe constructive ownership
rules of the existing section 318(a). Third, the House bill also
extends somewhat the type of foreign corporation with respect to
which information must be supplied. Existing law applied to foreign
corporations controlled by Americans and subsidiaries 'which they
control. In other words, it applies to two levels of ownership of
foreign corporations. Tihe bill extends the requirement to apply to
any number of levels of ownership so long as there is control of the
corporations involved. Fourth, in additioll to tlhe listed types of
information, the Treasulry Department may also require tile furnishing
of any other information which is similar or related in nature to that
specified.
Your committee has accepted the House ameneldmnts with a ilodi-

fication of the constructive ownership rules referred to above and
with tile addition of a "ceiling" on the penalty provided b)y present
law for the failure to supply the information required. In the case
of tihe constructive ownership rules it has provided that stock owned
by a partner, an estate, a trust, or a corporation will not be treated
as being owned by thle partnership, estate, trust or corporation if
this treats a U.S. person as owning stock owned by a person who
actually is not a U.S. person. Your committee's amendments also
provide that a person is not to be considered as owning his pro rata
share of stock held by a corporation if his stock interest is not more
than 10 percent.
As indicated above, if a domestic corporation fails to supply

information with respect to a subsidiary, it may lose anywhere from
10 to 100 percent of its foreign tax credit, even though only a small
proportion, or none, of this credit may be attributable to the subsidiary
with respect to which the information is not supplied. ' Your coIm-
mittee's amendments limit tlhe credit which may be denied in such a
case to $10,000 or the amount of income of tile foreign subsidiary
with respect to which the failure occurs, whichever is the greater.

2. Information with respect to organization, reorganization, etc.-
Present law also requires U.S. citizens or residents who are officers or
directors of a foreign corporation within 60 days of its creation, organi-
zation or reorganization, and also U.S. persons who within the same
60-day period own 5 percent ormore of the value of the stock of the
corporation, to supply information with respect to this corporation.
The return is required to contain sucli information as the Secretary
of thle Treasury or his delegate prescribes by forms or regulation as
necessary to carry out the provisions of thee income tax laws.
Under existing law it is possible to avoid this information require-

ment where the U.S. citizen or resident first becomes an officer, direc-
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tor, or owner of 5 percent or more of the value of the stock of the cor-
poration after the 60-day period. To prevent this avoidance of the
information requirement the bill extends the requirement for supplying
the information so that it applies to those U.S. citizens or residents
who are officers, directors, or shareholders with more than a 5-percent
interest on January 1, 1963, or who acquire such positions after that
date. This information also is to be supplied by shareholders whose
holdings after that date are increased to 5 percent (or where they
acquire an additional 5 percent of the stock of the corporation). This
reporting requirement in the case of U.S. citizens or residents who are
officers or directors, however, under your committee's amendments
applies only if there is a U.S. person who holds 5 percent or more of
the stock of the corporation. Moreover, only the names and addresses
of the 5-percent shareholders who are U.S. persons are required to be
reported.
Your committee has also added an amendment to provide that no

information is to be required of a foreign corporation unless that infor-
mation was required under regulations in effect 90 days (30 days at
the beginning of first year) prior to the time the liability to file a
return under this provision arises.
The bill also adds a new section to the code providing a civil

penalty in the case of any person required to file the return referred to
here who fails to do so at the time required, or who files a return which
does not show the information required. Tlhe penalty in this case is
to be $1,000 unless it is shown that the failure is due to reasonable
cause.

3. Effective dates.-The amendments with respect to the annual
information return apply with respect to annual accounting periods of
the foreign corporations beginning after December 31, 1962. The
amendments relating to the filing of returns as to organization, reorgan-
ization, etc., of foreign corporations takes effect on January 1, 1963.

XXI. CLEARING OF LAND

(Sec. 21 of the bill and sec. 182 of the code)
A. Reasons for provision
Under existing law expenses incurred in carrying on a trade or

business of farming are deductible in determining taxable income.
In 1954 Congress amended the statute to include in the deductible
category expenses for soil and water conservation.

.Tlhis new rovision deals with a problem quite similar to that which
resulted in the enactment of the soil and water conservation provision.
At the present time, expenditures madIe during the preparatory period
in extending a farm may no, be deducted since they are not expenses
incurred in the business of farming. Examples of expenditures of
this nature whicl, under existing law, must be capitalized 'are ecxpendi-
tures (including material and labor) incurred in: (1) Clearing brush,
trees, and stumps, (2) leveling and conditioning land, and (3) straight-
ening crelk beds. Because expenditures for these purposes, when
incurred in order to make the land suitable for farming (like expenses
for soil conservation), also are closely associated with the trade or
business of farming, your committee believes that it would be proper
to allow their deduction to a limited extent.
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B. Comparison of committee amendment with House provision
There was no comparable provision in the House bill.

C. General explanation of provision
This provision permits taxpayers engaged in the business of farming

to deduct, in computing their Federal income tax, expenditures
incurred by them in clearing land to make it suitable for farming.
Activities included il clearing and preparing land to make it suitable
for farming include the clearing of brush, trees, stumps, and boulders,
the leveling and conditioning of the land, and the diversion of streams.
Under the bill, deduction of expenditures in any taxable year for

these purposes may not exceed $5,000, or, if lesser, 25 percent of the
taxpayer's taxable income from farming. In determining the amount
which may be deducted within these limitations, the farmer is per-
mitted to include a reasonable allowance for depreciation with respect
to tractors and other items subject to the allowance for depreciation
which are ordinarily used by him in his farming activities but which'
actually may have been used also in the clearing of land.

This provision is to apply for taxable years'beginning after De-
cember 31, 1962.

XXII. CHARITABLE CONTRIBUTIONS MADE FROM INCOME
ATTRIBUTABLE TO SEVERAL TAXABLE YEARS

(Sec. 22 of the bill and sec. 1307 of code)
A. Reasons for provision

In the case of individuals who receive compensation in 1 year for
services performed over a period of more than 3 years, or who receive
a lump sum of income from an invention or artistic work (or from
certain other specified sources) present law provides that the tax on
this income is not to be greater than the tax which would have resulted
if the bunched income had been received ratably over the period to
which i't is attributable. The effect of this is to permit income to
be averaged for tax purposes in the specified situations.

In applying this provision, the Internal Revenue Service has ruled
tlat deductions based upon adjusted gross income (such as charitable
contributions and medical expenses) must be recomputed each time
a different amount is taken to represent adjusted gross income in de-
termining tax under the averaging provisions (IR-Mim. 43, 1952-
2CB 112). It has come to the attention of your committee that be-
cause of this recomputation some individuals who make substantial
charitable contributions in years in which they receive "bunched in-
come" are unable to take full advantage of the deduction for such
contributions. This occurs because, although the bunched income in
effect may be spread over the years to which it is attributable, con-
tributions may be deducted only in the year in which they are made.
Thus, while the charitable contribution may have been fully deducti-
ble if the individual's adjusted gross income for the year were deter-
nmined( before the spreadillg, once the spreading provisions are applied
adjusted gross income for the year in which the contribution is made
must be reduced, thereby limiting the amount of the charitable con-
tribution which may be deducted.
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To prevent this wastage of charitable contribution deductions your
conimittee has added to the House bill a provision which permits the
individual an election to apply the charitable contribution limitations
to the adjusted gross income before the bunched income in effect is
spread over the years to which it is attributable.
B. ('omparison of committee amendments with IIouse provision

Thilere is no comparable provision in the House bill.
C. General explanation of provision

This provision adds to tile statute a special rule for determining the
amount of charitable contributions deductible by an individual when-
his "bu)nched income" is to be spread under the special "averaging"
provisions of the tax law. Under this rule the limitation on charitable
contributions (20 or 30 percent of adjusted gross income) made in the
year in which the bunched income is received may be applied before
the income is spread over the years to which it is attributable. Only
the net amount of bunched income remaining after the charitable
contribution has been deducted will in effect be spread back over the
years to which attributable. If the individual elects to deduct
charitable contributions in this manner, he cannot include again any
portion of the bunched income in determining the limitation on chari-
table contributions for the year in which the bunched income is re-
ceived after the income is spread over the years to which it is
attribl table.

'This provision is to apply with respect to taxable years beginning
after Dl)cemlber 31, 1 962.

XXIII. EFFECTIVE DATE OF SECTION 1371(c) OF
THE INTERNAL REVENUE CODE OF 1954

(Sec. 23 of bill and sec. 1371 (c) of code)
A. Reasons for provision,

Jnlder existing law certain smnll business corporations may elect
to have income taxed directly to their shareholders, tlherely elim-
inatinlg tax at tle corporate level. FJor such an election to b) vallid,
however, t lie corporation must have no more than 10 shareholllders
andl eacll shllarellolder mustl give hlis collsent to the election.

Previously a problem existed as to the proper method of deter-
niniiig tlle number of shareholders of a corporation in community
properly States or where' lile stock of a corl)oration was held jointly
)y Ilusbnl)d andl wife. Tn 1959 ConIgress removed this pr1)obleml by
spl)(ific ally l)roviding hlow (lle llnumber of sllareholders was to be deter-
mill('(l whilerehus/)anldand wifte resid(l(l in community l)ropeltly States
or whllre they held slock joinltly. Congress )provide(l in suc(ll cases
that tlie si)ous(s would b}(e recalled ats olne stllareelollder (P'ubl)ic Law
80--376, approve -Septembler 23, 1959). ''lis provision was made
effective withl resl)ect to taxable years of smllall businesss corl)orations
(begillling after December 31, 1959)., loweoveir, cases lave come to the
attentiOn of your (cOllllittee in w\ic small1 ll)usiness corporations
were l)Irevelnted from making (or continuing) lan election to have their
incoeIl of 1)958 an(I 19)59 tl.xe(l to lthleir shlarelloldlers because ]1us-
bl)tlis nrid wIives in comnllmnllit ropryro rty ,altes or lwho held stock
jointly lhave eachll been counllt(ld as a separate shareholder for those
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years. Thle first year with respect to which such an election could
be made was 1958.
Your committee does not believe that the rule enacted by Public

Law 86-376 for determining the number of shareholders of a small
business corporation should be limited to'years after 1959, but should
apply to all years for which such an election may be made. This will
insure the application of the same rules in applying the 10-shareholder
limitation for all years in qualifying a small business corporation for
such an election. Accordingly, this provision of tle bill makes that
rule of Public Law 86-376 apply also to years 1958 and 1959.
B. Comparison of committee amendments with House provision
There is no comparable provision in tle House bill.

0. General explanation of provision
This bill provides that with respect to the years 1958 and 1959, in

determining the number of shareholders of a small business corporation
for purposes of the election provided by subciapter S of tile Internal
Revenue Code (under which shareholders are taxed directly on the
corporate earnings), spouses who hold stock of such a corporation
jointly or under the community property laws of a State are to be
treated as one shareholder; that is, section 1371(c) of the code will
now be applicable to such years.

In order to insure that a small business corporation wliose status
may be affected by this provision will have an opportunity to qualify
for treatment under subchlapter 8, the bill provides a special 1-year
period within which a special election may be( made to have the earlier
effective (late of section 1371(c) apply. For tlhe special election to
be valid, however, a corporal.ton must have met the statutory require-
ments of sulbchapter S in 1958 alnd 1959, and must have filed a timely
election to be sul)ject to subchapter S for those years. FurtIhermore,
eacli person wlio is a shareholder at tlhe time of the special election
must give his consent and each person who was a shareholder for any
taxable year ending before tlle year iln whlictl the special election is
made also lilust give his consent. Finally, where an election (and
tlie requisite consents) ]ias been made, tlle statute of limitations for
assessing additional tax against tlie corporation or its shareholders is
to remain open), or be ol)ened, for 1 year following thec (late of tlhe
election. Tax assessed or Clredit, or refunds gratedw ithintlis special
period of limitations llllst relate only to changesls resuiltinlg diireltly
from tlie election.

XXIV. CERTAIN LOSSES SUSTAINED IN CONVERTING FROM
STREET RAILWAY TO BUS OPERATIONS

(Sec. 24 of tile bill)
A. Ieason,s .for prol sioit,

Present, law provides t hat )llsillnss losses inc1Iurred( in one yeav can
1)0 carried black to tle 3 prlior years anll tlien, to the extst, nto ab-
sorbed by inlcolme in tlhose years, (arriedl forward( to tlie 5 suc(ce(ding
years after I lie ye1ar in w\hlic te losses occt1r'redl. Forinost. cOnl)anies
which again earn income such a period is long enough to absorb all
of their losses against income.
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Rapid transit companies in recent years have had a special problem
in connection with the very large losses they have incurred in convert-
ing from streetcar to bus operations. Because of the size of these
losses, most transit c(olnpanies have spread their conversion to buses
over many years----solme over as many as 15 years-so that a sufficient
period will be available to absorb the losses against income. How-
ever, a situation has come to the attention of your committee in
wlhic(h tIhe conversion from streetcars to }buses was completed in an
18-month period [t, appears tlat tlhe conversion was made in such
a shlorlt period because of fraud on (te )artl of thle then existing manage-
ment. Moreover, evidence is available that the then existing manage-
ment inimae (hIis c(vc'oersion in t lie 18-montl, period despite tlhe fact
itat it was pointed( out to tllem by their financial experts that such
losses couldl not be absorbed witllin the period of the 5-year carry-
forward.

After the mismanagement was discovered, the company was reor-
ganized and new officers and a new board of directors elected. How-
ever, tlhe conversion from streetcars to buses in the 18-month period
could not be undone. As a result of this conversion the company
sustained a loss of approximately $10,200,000. At the end of the
5-year carryforward period about $5,200,000 of this loss remained
unused. \Wlile the company has recently been making a small profit,
it appears that rate increases may have to be requested if this remain-
ing loss cannot be offset against tlhe income of future years.
Your committee believes that since ordinary prudent, honest man-

agement would have spread the conversion over a number of years, a
longer carryforward of tle unused loss should be permitted. This
is a particularly serious problem because of the present inadequacy of
our- mass transportation system and the fact that a rapid transit
system is involved here. Moreover, in this case it is likely that in the
long run it will be the users of the transportation who will suffer if
the company is not permitted to utilize the benefit of this loss.
B. Comparison of committee amendments with House provision.
There was no comparable provision in the House bill.

0. General explanation of provision
The bill provides that in the case of net operating losses incurred in

the calendar years 1953 and 1954, principally as a result of the conver-
sion from streetcar to bus operations, an additional 5 years is to be
allowed to offset such losses against income. The bill achieves this
result by providing that such losses are to be known as "unused con-
version losses" to the extent they still remain unused after the end of
the normal 5-year carryforward period. The bill provides that such an
unused conversion loss from these 2 years is to be considered a net
operating loss sustained in 1959 and therefore available as a net oper-
ating loss carryforward to the calendar year 1960 and four subsequent
ta.xal)le years.
The treJatmentOl, described above is to apply only for years in which

the taxpayer is engaged in tle furnishing or sale of transportation on
a local electric railroad, -trackless trolley system, or bus system.
The rates for thle transportation in such cases must have been estab-
lishe( or approved by a governmental unit, by a public service or
public utility commission or similar body.
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In the case brought to your committee's attention there is an
unused loss of approximately $5,200,000 from the years 1953 and
1954, and it is estimated, based upon anticipated revenues, that from
$2 to $3 million of this loss can be offset against income in the addi-
tional 5-year period allowed by this bill.

XXV. PENSION PLAN OF LOCAL UNION NO. 435, INTERNA-
TIONAL HOD CARRIERS' BUILDING AND COMMON LABOR-
ERS' UNION OF AMERICA

(Sec. 25 of the bill)
A. Reasons for the provision
Under present law, a pension trust is qualified for income tax exemp-

tion only if it meets certain requirements relating to coverage of emn-
ployees and nondiscrimination of contributions or benefits. Where
the pension trust is properly qualified, not only is it exempt from
Federal taxation with respect to its income, but contributions paid to
it by an employer on behalf of his employees are deductible for Federal
income tax purposes. Thus, there is considerable incentive for a
pension trust to meet the requirements of the Internal Revenue Code
and thereby become a qualified trust.

Occasionally, however, it is difficult for a pension trust to achieve
qualified status before employer contributions are received by it.
This is particularly true in the case of pension plans negotiated under
collective-bargaining agreements with many employers, botll large and
small. Often, considerable time is required to obtain sufficient factual
data upon which to insure the actuarial soundness of the plan. Some-
times a formality is not properly performed.

In such cases, where the pension plan operates for some period as a
nonqualified plan prior to securing qualification under the Internal
Revenue Code, any income it may earn during such period is subject
to income tax, thereby reducing amounts which would otherwise
serve to provide employee benefits under tile plan. In addition,
employer contributions are not allowed as deductions unless the
employee is given immediate vested rights to the contribution.
Your committee believes these are rather severe consequences,

particularly where failure to meet the conditions of tile statute for
qualification is due to the fact thalt, because the plan involved many
employers, the arrangements could not be worked quickly although
it was the initial intention of both the employers and the unions to
meet those conditions. If the pension trust has never been operated
in a manner which would jeopardize the interest of its beneficiaries,
and if, when completed, the pension plan of which the trust is a part
conforms with the Internal Revenue Code and has received the
approval of the Internal Revenue Service, your committee believes
it is just, under such circumstances, to provide that the pension plan
be treated as a qualified trust during the intervening period between
its inception and the time it actually qualified for tax exemption.
B. Comparison. of committee amendments with House provision
There is no comparable provision in the House bill.
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C. General explanation of provision
This section of the bill provides that the pension plan of LocaI

Union No. 435, International Hod Carriers' Building and Common
Laborers' Union of America, established pursuant to negotiations
between the union and the Building Trades Employers' Association
of Rochester, which is a qualified trust under section 401(a) of the
Internal Revenue Code, is to be treated as having been a qualified
trust and to have been exempt from taxation for the period beginning
May 1, 1960, and ending April 20, 1961. For this provision to apply
however, it must be shown to the satisfaction of the Secretary of the
Treasury or his delegate that the trust has not in the period designated
been operated in a manner which would jeopardize the interests of its
beneficiaries.
Under the bill not only will the income of the pension plan during

the specified period be exempt from tax but also contributions made
under the plan within such period by employers generally will be
deductible by them in determining their Federal income tax liability.
XXVI. CONTINUATION OF PARTNERSHIP YEAR FOR SUR-
VIVING PARTNER IN A TWO-MAN PARTNERSHIP WHERE
ONE DIES

(Sec. 26 of bill and sec. 188 of 1939 code)
A. Reasons for provision
The attention of your committee has been called to a case where

tlhe partnership provisions of the 1939 Code worked a substantial
hardship. The case brought to your committee's attention involves
a two-manI)artnershil) with a partnership year( ending on January 31.
The 1939 Code provides that income of partnerships is to be reported
by the partners for tax purposes in their year in which, or with which,
the partnership year ends. Thus, income from the partnership year
ending on January 31, 1946, for example, would be reported by part-
ners on a calendar year basis in their calendar year 1946. However,
where one of the partners dies, for example, before the end of Decem-
ber, 1946, the partnership income in tlat year, which ordinarily would
be reported for tax purposes by the partners in 1947, must then be
reported by the partners, or their estate, in the calendar year 1946.
This can result in a bungling of income, and therefore application of
the higher surtax rates, since income of a partner for as long as 23
months may, in this manner, have to be reported in a single year.
At the time of the passage of the 1954 Code, the law was changed

to provide that the parttlership year was not to close upon the death
of a partner but instead was to run to its normal conclusion. In this
regard the report of your conllmittee on thle 1954 Code stated as follows:

Under present law there hais been the contention that the
death of a partner closes the partnlershlip year and [in] the
buinching of more tainl a, year's income in the (lecedent's
last year. Where' tlel partlerslhip aId(l thle partners are on
(lifterellt taxable years, this would have the effect of con-
centratintig as nmuchI as 23 months' income in tlhe final return
of the (deceased partlier,that is, tlhe illcOlle for the )artller-
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ship year ending. within his taxable year and the income
-for the taxable year closed by the partner's death.

The problem presented in the case called to your committee's
attention occurred before the 1954 Code provision became applicable.
Moreover, here the bunching occurs not only with respect to the
deceased partner, but with respect to the surviving partner as well
since a partnership was held to no longer exist upon the death of
one of two partners.
B. Comparison of committee amendments with [Iouse provision
There is no comparable provision in the House bill.

C. General explanation of provision
Thle bill adds a provision to the 1939 Internal Revenue Code to

provide that the death of a partner in a two-man partnership is not
to result in the termination of the partnership, or the closing of the
taxable year of the partnership with respect to the surviving partner,
prior to the time the partnership year would have closed if neither
partner had died nor disposed of his interest. Thus, in the case of a
partner dying in 1946 where the partnership year does not end until
January 31, 1947, the partnership year would continue to that date
and the income for such year would be reported by the surviving part-
ner onl li-s tax return for 1947. Tils provision is to apply only if thle
surviving partner so elects within 1 year after the date of enactment of
this provisions.

This amendment applies to taxable years of a partnership beginning
after December 31, 1946, to which thle Internal Revenue Code of 1939
applies. Generally tlic 1939 Code applied to partnership taxable
year beginning before January 1, 1955. The bill also provides that
if refund or credit for an overpayment resulting from the application
of this provision is prevented by the operation of any law or rule
of law (otller than those relating to closing agreements or compro-
mises) the refund or credit of tlhe overpayment may nevertheless be
made if the claim is filed within 1 year after tlhe date of enactment of
this bill.

XXVII. TREATIES

(Sec. 27 of bill)
Section 7852(d) of tie code provides thalrt no provision o1 tlhe

internal revenue title is to apply where its application would be)
contrary to any treaty obligation of tlie United( States iln reflect oln the
datl of tlie (ln(trinent of the( Internal R(venue( Code.
The House bill provided that section 7852(d) of the code was not

to apply to any provision contained in this bill and that if any pro-
vision in this bill would contravene anly existing tax treaty, then tile
new statutory law was to have precedence over tile prior treaty
obligation.
Numerous witnesses before your' committee have expressed the

view that provisions in tlhe bill would 1)(, contrary to tax treaty obli-
gations of the United States. Your commniittee lhas no desire to
abrogate any provision in any treaty. For tlllat reason, it. las sulb-
stituted for the provision in the House bill, language which provides
that no provision of tils bill is to apply in any case where its appli-
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cation would be contrary to any treaty obligation of the United
States. The Secretary of the Treasury in his appearance before your
committee has indicated that he.is in agreement with the adding of
this provision.
XXVIII. NEW ELECTION TO FILE SEPARATE RETURNS

WHERE CONSOLIDATED RETURN HAD BEEN FILED

The Internal Revenue Code leaves to regulations issued by the
Treasury Department requirements as to the filing of consolidated
returns by an affiliated group and the requirements for changing from
a consolidated return to separate returns. Generally it has been held
that a consolidated return on(e filed must be continued in subsequent
years unless there is a significant change in the tax laws. Your com-
mittee agrees with the House that enactment of this bill constitutes
a significant change in the tax laws and that a new election to file
separate returns where a consolidated return has previously been filed
should be available for the first taxable year ending after the date of
enactment of this bill.
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TECHNICAL EXPLANATION OF THE BILL

SECTION 1. SHORT TITLE, ETC.

(a) Short title.--ection l(a) of the bill provides that the bill may
be cited as the "Revenue Act of 1962."

(b) Table of contents.-Section 1(b) of the bill consists of a table of
contents for the bill.

(c) Amendment of 1954 (odle.-Section 1 (c) of the bill provides that,
except as otherwise expressly provided, whenever in the bill an
amendment or repeal is expressc(l in terms of anl amendment to (or
repeal of) a section or other provision, the reference is to be considered
to be nitade to a section or other provision of the Internal Revenue
Code of 1954.

SECTION 2. CREDIT FOR' INVESTMENT IN CERTAIN
DEPRECIABLE PROPERTY

(a) Allowance of credit.-Section 2(a) of the bill redesignates
section 38 of the code as section 39 and inserts a new section 38 in
part IV of subchapter A of chapter 1 (relating to credits against tax).

Subsection (a) of the new section 38 provides that there is to be
allowed, as a credit against the tax imposed by chapter 1 of the code,
the amount determined under the new subpart B, added by section
2(b) of the bill. Subsection (b) of the new section 38 requires the
Secretary of the Treasury or his delegate to prescribe such regulations
as may be necessary to carry out the purposes of the new section 38
and the new subpart B.

(b) Rule.sfor computing credit.-Section 2(b) of the bill adds a new
subpart B to part IV of subchapter A of chapter 1 of the code. The
new subpart consists of three sections (secs. 46-48) which are explained
below.

SECTION 46. AMOUNT OF CREDIT

(a) Determination of amount.-Paragraph (1) of section 46(a)
provides in general that the credit allowed for the taxable year is to
be an amount equal to 7 percent'of the qualified investment as defined
in subsection (c) of section 46. Under paragraph (2) of section 46(a)
the amount of the credit may not exceed so much of the liability for
tax for the taxable year as does not exceed $25,000 plus 25 percent of
so much of such liability as exceeds $25,000. However, the $25,000
amount provided by section 46(a)(2) is reduced in the case of certain
married individuals filing separate returns (see sec. 46(a)(4)), cor-
porations which are members of affiliated groups (see sec. 46(a)(5)),
trusts and estates (see sec. 48(f)(3)), and certain other special types of
taxpayers referred to in section 46(d).

Un(ler paragraph (3) of section 46(a), the liability for tax for the
taxable year is defined as the tax imposed by chapter 1 (including the
2-percent tax on consolidated taxable income) reduced by tlhe sum
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of the credits against the income tax allowed by sections 33, 34, 35, and
37. For purposes of determining the liability for tax, tfhe taxes
imposed by sections 531 and 541 (relating, respectively, to the accumu-
lated earnings tax and the personal holding company tax) are not
considered taxes imposed by chapter 1. Thus, the liability for tax
as defined in section 46(a)(3) and the credit allowable for the taxable
year under section 38 are determined before computing any tax
imposed by section 531 or 541.

Paragraph (4) of section 46(a) provides generally that, in the case
of separate returns filed by a husband and wife, the credit allowed to
each may not exceed so much of the liability for tax for the taxable
year as does not exceed $12,500 plus 25 percent of so much of such
liability as exceeds $12,500. However, this reduction in the limitation
applies only if the taxpayer's spouse is entitled to an investment
credit for the taxable year of such spouse which ends with, or within,
the taxpayer's taxable year. Such spouse may be entitled to an in-
vestmncit credit either because of qualified investment made in such
taxable year for (whether directly made or whether allocated to such
spouse by, for example, a subch. 8 corporation or a partnership), or
because of nll unused credit carryback or carryover to, such taxable
year.

Paragraph (5) of section 46(a) provides generally that the $251000amount specified in subparagraphs (A) and (B) of section 46(a)(2) is to
be reduced for each corporation which is a member of an affiliated
group by apportioning $25,000 among the members of such group in
the manniler prescribed by regulations of the Secretary of the Treasury
or his delegate. An affiliated group within the meaning of section
46(a)(5) is one described in section 1504(a), except that any corpora-
tion may be treated asta member of an affiliated group. Thus, an
affiliated group for )purposes of section 46(a.)(5) may include any of
t.he corporations excluded by section 1504(b) from being a member
of an affiliated group for I)Urposes of filing a consolidated return.
For examnl)e, an affiliated group within the meaning of section 46(a)(5)
could include a corporation exempt from taxation under section 501
or a foreign corporation.
The application of the limitation provisions of section 46(a) may

be illustrated by the following example:
The qualified investment of an unmarried taxpayer is $2,050,000.

His liability for tax for the taxable year is $185,000. The credit
computed without regard to the limitation in section 46(a)(2) is
$143,500 (7 percent of $2,050,000). The allowable credit for the
taxable year is $65,000 ($25,000 plus 25 percent of $160,000).

(b) Carryback and carryover of unused credits.--Section 46(b)
as I)assed by tile House provided at 5-year carnyover for unused credits.
Your committee lias added a 3-year carryback for unused credits.

Pargrarph (1) of section 46(b) provides for a 3-year carryback and
a 5-year carryover of any unused credit. Under this provision, if
the credit earned during tihe taxable year exceeds the limitation under
section 46(a)(2) for that year (hereinafter referred to as "unused
credit year"), the excess (the credit earned but not used to reduce
tax for that year) is a carryback to each of the 3 preceding taxable
years, and a carryover to each of the 5 succeeding taxable years and,
subject to the limitation of paragraph (2) of section 46(b), is to be
added to the amount allowable as an investment credit for those
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years. Such excess, however, may be a carryback only to taxable
years ending after June 30, 1962. The entire amount of the excess
(the unused credit for any unused credit year) must be carried first
to the earliest of the 8 taxable years to which section 46(b) permits
it to be carried. It may then be carried to each of the other 7 taxable
years (in order of time) to the extent that, because of the limitation
provided in paragraph (2) of section 46(b), it could not be added for
a prior taxable year.

Paragraph (2) of section 46(b) provides that the amount of the
unused credit from an unused credit year that may be added to the
amount allowable asfan investment credit for any of the 3 preceding
or 5'succeeding taxable years is not to exceed the amount by which
the limitation (determined under sec. 46(a)(2)) for such preceding or
succeeding taxable year exceeds the sum of (1) the investment credit
allowable for such year by reason of investment made in such year,
and (2) other allowable unused credits which are attributable to
years prior to the taxable year in which the unused credit originated.
Thus, before an investment credit carryback or carryover from an
unused credit year may be taken into account in any preceding or
succeeding taxable year, the credit allowable for such preceding or
succeeding taxable year (determined without regard to carrybacks
or carryovers 'of unused credits to that year) will first be applied.
Unused credits originating from taxable years prior to the unused
credit year will be applied next. To the extent that the investment
credit carryback or carryover from an unused credit year cannot be
used in a particular preceding or succeeding taxable year because the
sum of the credit earned and allowable in that year and the carrybacks
and carryovers to that year from taxable years preceding the unused
credit year exceed the limitation on allowable credit for such year,
the carryback or carryover will be carried forward to the next suc-
ceeding taxable year.
Effect of net operating loss carryback

Paragraph (3) of section 46(b) provides that to the extent that an
unused credit arises by reason of a not operating loss carrvback,
subparagraph (A) of section 46(b)(1) will not apply. Although no
investment credit carryback of an unused credit will be allowed to
the extent that the unused credit arises from the application of a net
operating loss carryback, the full amount of the unused credit so
arising will be available for use as an investment credit carryover.
Thus, assume a taxpayer's credit based on investments in 1965 is
$25,000, and such credit is allowable in full for that year. Subse-
quently, such taxpayer has a net operating loss that lie carries back
to 1965 which eliminates the taxpayer's liability for tax for that year.
The $25,000 credit (no longer allowable for the year 1965) is an invest-
ment credit carryover that may be carried forward to the 5 succeeding
taxable years but is not to be treated as an investment credit carry-
back.
Taxable years beginning before July 1, 1962
Paragraph (4) of section 46(b) provides a transition rule relating

to the amount of an investment credit carryback that may be addled
under section 46(b)(l) for a taxable year beginning before July 1,
1962, and ending after June 30, 1962. For purposes of determining
the amount that may be carried back to such a taxable year, the
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amount of the limitation provided by section 46(a)(2) will be con-
sidered to be an amount which bears the same ratio to such limitation
as the number of days in such year after June 30, 1962, bears to the
total number of days in such year.

Thle application of the carryback and carryover of the unused
credit provided for in subsection (b) of section 46 may be illustrated
by the following exailmples:

Example 1.-A new taxpayer's credit based on his investment
for the taxable year 1963 amounts to $120,000, and the limitation
under section 46(a)(2) is $110,000. The taxpayer's. unused credit
for 1963 amounts to $10,000 ($120,000 minus $110,000), which he
may carry forward to 1964 and the 4 succeeding taxable years (there
is no carryback because 1963 is the taxpayer's first taxable year).
The credit based on his investment for 1964 is $135,000, and the
limitation under section 46(a)(2) is $120,000. Since the taxpayer-
is limited to a credit of $120,000 for 1964, his total unused credits
to be carried forward to 1965 amount to $25,000, $10,000 from 1963
and $15,000 from 1964. - There is no carryback to 1963 of the $15,000
unused credit from 1964 because the credit based on investment for
1963 already"exceeds the limitation. Thie credit based on the tax-
payer's investment for 1965 is $135,000, and the limitation under
section 46(a)(2) is $140,000. Thie taxpayer first applies the $135,000
for 1965 against the $140,000 limitation. He next applies any unused
credit carried forward from 1963 against the remaining $5,000 allow-
able. Since the $10,000 credit carried forward from 1963 is inl excess
of the $5,000 remaining amount allowable for 1965, lie has unused
credits to carry over to 1966 of $20,000, $5,000 from 1963 and $15,000
from 1964.
Example 2.-X files his tax return on the basis of a calendar year.

X's credit based on his investment, and the limitation under section
46(a)(2) for each of the taxable years 1962 through 1968 is as follows:

Credit Limitation

19?...----------------------.--.----------------------------.--- $76, 000 $200, 000
1963...-----. ---.----- --------------.-------------------- 250,000 160, 000
1964.------....---- ----------..--------.---------------------- 200, 000 210,000
195..-------..---- ----.--..-----------------------..-------- - 210,000 230,000
196 ...--.----------------.-------- ----------.------------ 220, 000 260, 000
1967...------------------,------------------------------------------ 20,000 220, 000
198.....--..-----------------------.----- ----- ----.-------- 270,000 280,000

X's credit for 1962 (for investment in property acquired after June 30,
1962) is allowable in full since it is less than tlhe limitation for that
year. His credit for 1963 of $250,000 is limited by section 46(a)(2)
to $160,000. The unused credit for that year of $90,000 is an invest-
ment credit carryback to 1962, and an investment credit carryover
to 1964 through 1968. The amount of the 1963 unused credit that
may be added for 1962 is limited to $25,822 ($200,000X184/365, less
$75,000) by reason of the application of section 46(b)(4). The balance
of the 1963 unused credit, $64,178 ($90,000 less $25,822) is carried
forward to 1964; $10,000 of the 1963 unused credit may be added
to the amount of the credit allowable in 1964 since the limitation
on the credit for 1964 exceeds the credit earned for that year by
$10,000 ($210,000 less $200,000). Tie $54,178 balance of tlie 1963
ulused credit ($64,178 less $10,000) is then carried forward to 1965;
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$20,000 of the 1963 unused credit may be added to 1965 since the
limitation on the credit for 1965 exceeds the credit earned for that
year by $20,000 ($230,000 less $210,000). Tie remaining balance of
tlhe 1963 unused credit, $34,178, is carried to 1966 and may be added
ill full to the amount of the credit allowable in 1966 since the limita-
tion for that year exceeds the credit earned for that year by more than
the amount of the carryover. 'The unused credit from 1967 of $40,000
($260,000 credit earned less $220,000 limitation on credit) is an invest-
ment credit carryback to 1964, 1965, and 1966, and a carryover to
1968 and the 4 succeeding taxable years. None of the 1967 unused
credit may be added for 1964 or 1965 because for each of those years
the sum of the credit earned and allowable and the additions on
account of unused credits from prior unused credit years exceeds the
limitation for such years; $5,822 of the 1967 unused credit may-be-
added for 1966 since the limitation for that year ($260,000) exceeds
by $5,822 the sum of the credit earned dand allowable for that year
($220,000) and the additions on account of the 1963 unused credit
($34,178); $10,000 of the 1967 unused credit may be added for 1968,
and the balance ($24,178) may be carried forward to the-4 succeeding
years.

(c) Qualified investment.-Paragraph (1) of section 46(c) defines
"qualified investment" to mean, with respect to any taxable year,
tlhe aggregate of the applicable percentage of the basis of each new
section 38 property placed in service by the taxpayer during such
taxable year, plus the aggregate of the applicable percentage of the
cost of each used section 38 property placed in service by the taxpayer
during such taxable year. Under paragraph (2) of section 46(c), the
applicable percentage to be applied to the basis (or cost) is (1) 33%
percent if the estimated useful life is 4 years or more but less than 6
years, (2) 66% percent if the estimated useful life is 6 years or more
but less than 8 years, and (3) 100 percent if tile estimated useful
life is 8 years or more.

Tlhe basis of "new section 38 property" is to be determined under
the general rules for determining the basis of property. Thus, the
basis of property purchased or constructed would generally be its cost.
If property is acquired in a. nontaxable exchange to which section 1031
applies by trading in old property, and paying a cash difference, the
basis of the newly acquired property would be equal to the adjusted
basis of the old property, plus the cash paid. H-owever, thle basis
adjustment required by section 48(g) is to be disregarded for purDoses
of computing the credit.

Tlhe cost of each "used section 38 property" is to be determined in
accordance with section 48(c)(3)(B) and with regard to section 48(g).
However, tile aggregate cost of used section 38 property which may
be taken into account in any taxable year in computing qualified in-
vestment cannot exceed $50,000. (See sec. 48(c)(2).)

T'le credit will apply to new and used property only for the first
taxable year such property is placed in service by the taxpayer. The
dllte on which property is placed in service is the first date depreciation
would be allowable to the taxpayer if he computed his depreciation
deduction on a daily basis. Thus, in determining the (late an asset is
placed in service, the fact that the taxpayer, in computing his depre-
ciation allowance, uses an assumed timing of additions under one of
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the "averaging conventions" is to be disregarded, but only for the
purposes of the investment credit.
The estimated useful life of any property is to be determined as of

the time such property is placed in service-by the taxpayer, and with
reference to the useful life in the hands of the taxpayer. Thus, if a
taxpayer acquires used section 38 property with a remaining useful
life of 3 years in his hands, such property will not qualify regardless
of the original estimated useful life to the previous owner. See
section 48(d) for the useful life to be used by certain lessees. -The
estimate of the useful life is to be based on the facts and circumstances
known on the date the asset is placed in service.
An estimated useful life must be assigned to each separate property.

Thus, if a taxpayer is using a multiple-asset account, he must assign
a useful life to each asset in such account for the purpose of computing
his qualified investment. If a taxpayer is using a method of deprecia-
tion, such as the units of production method, which does not measure
useful life in terms of years, he must estimate useful life in years in
order to compute his qualified investment.
The provisions of paragraphs (1) and (2) of section 46(c) may be

illustrated by the following examples:
Example 1.-Corporation Y acquires and places in service during

1963 the following new and used section 38 assets:

Estimated
Property useful life Basis or cost

(years)

A (new)-----------------------------------------...------ ..- - -------- - -5-, 000
B (now)---------------------................---------------------------------..............................--------10 90,000
C (new) .-------------- -------.. ..... ---..--..--------- 6 lf0,000
D (used).------- ...--- -------------------... 4 30.000

Corporation Y's qualified investment for 1963 is $220,000 determined
in the following planner:

Property Basis or cost times applicable percentage Qualified
investment

A------------- ---.-----.......--- $.00,000X3335 percent------------............... $20,000
B ..................................... $90,000X100 percent ........- ....----- ..---- . 90,000
C-------------------------------....................................... $160,000X61 percent---------------------------..... 100.000
D-----------.. ------------------. $30,000X33,j percent.-----..-----.--...--. 10,000

Total-------------..-----.---..---.------------.--------------.------- - 220,000

Example .-Mr. X, unmarried, owns and operates a business as
a sole proprietorship and reports income on a calendar-year basis.
-He is also a llmember of theXYZ partnership, which is also on a calendar-
year basis. During 1963 Mr. X acquires and places in service in his
sole proprietorshiI) a new section 38 property having an estimated
useful life of 9 years and a basis of $25,000. Also during 1963 the
XYZ partnership acquires anld places in service a new section 38
property leaving an estimated useful life of 4 years to the partnership
an(Id i basis of $18,000.

X's share of the basis of the new section 38 property acquired bly
partnership XYZ is $6,000. X's qualified investment for 1963 is
$27,000, composed of $25,000 from his sole p)roprietorshlli) (basis of
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$25,000 times applicable percentage, 100 percent), and $2,000 attrib-
utable to the property of the XYZ partnership (basis of $6,000 times,
applicable percentage, 33% percent).
Public utility property

Paragraph (3) (A) of section 46(c) provides that in the case of section
38 property which is public utility property, the amount of the
qualified investment is to be three-sevenths of the amount ascertained
under section 46(c)(1) with respect to such property.

Paragraph (3)(B) of section 46(c) defines "public utility property"
as property used predominantly in the trade or business of the furnish-
ing or sale of (i) electrical energy, water, or sewage disposal services,
(ii) gas through a local distribution system, (iii) telephone service,
or (iv) telegraph service by means of domestic telegraph operations
(as defined in sec. 222(a)(5) of tlhe Communications Act of 1934, as
amended; 47 U.S.C., see. 222(a)(5)), if the rates for such furnishing
or sale have been established or approved by a State (as defined in
sec. 7701(a)(10) of the code) or political subdivision thereof, by an
agency or-instrumentality of the United States, or by a public service
or public utility commission or other similar body of any State or
political subdivision thereof. The term "established or approved"
by a State, etc., includes the filing of a schedule of rates with any of
the named bodies having the power to approve such rates, even though
such body has taken no action on the filed schedule.

If a taxpayer is engaged in one or more regulated activities enumer-
ated in section 46(c)(3)(B) (hereinafter referred to as a utility activ-
ity) and is also engaged in a separate trade or business that is not con-
sidered a utility activity, property used in the latter trade or business
is not subject to the reduction contained in paragraph (3) (A) of section
46(c). If-property is used by a taxpayer both in a utility activity and
a nonutility activity, the characterization of such property is to be
based on the predominant use of such property during the taxable
year the property is placed in service. Once property is characterized
as public utility property, the fact that in any subsequent year such
property is used predominantly in thle nonutility business is to be
disregarded.

"Public utility property" includes property leased to a taxpayer
which uses such property predominantly iln t utility activity. Thus,
property leased to a taxpayer wlhicli uses the property predominantly
in at utility activity during a taxable year is to be treated as public
utility property for purposes of computing tie lessor's credit. "Public
utility l)roperty" also includes prol)erty which is leased to others by
a taxpayer wliere the leasing of sucl property is p)art of its utility
activity.

Section 38 property which is not public utility property is not
subject to tlhe three-seventhls reduction contlained in section 46(c) (3)
(A). T'hus, for example, ill thle catse of property which is usedl pre-
dominatlly in interlatiollll telegraph operations, w\lichl is lot used
lpredolllilltly outside I I(e UnIited States, an(d whichl otherwise q(1li-
fies as section 38 l)roi)rty, tlie (utllified investment is to be (deter-
mined. without reduction 1)y reason of section 46(c)(3)(A).

TIle provisions of section 46(c)(3) may be illustlratd by the follow-
ing exampI)le:

(Corporation X is engaged in a trade or b)usillss of fulnishling tele-
)phone services, the rates of which havebeen established by a publlic
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utility commission. Corporation X is also engaged in a separate
nonutility trade or business. During 1963 corporation X acquires
and placs in service two new section 38 rplop)erties, each with it basis
of $30,000 and aln estillatetd useful life of 7 years. One of these
properties is used exclusively in the utility activity. Tlhe other prop-
erty is also 1used( at times inl the utility activity, but is used in the
separate nonutility trade or business mlorel than 50 Ipercelt of tlhe
tilile luringg the txal)le year 1963. Corporation X's qualified invest-
mllt is $2S,571 which1 includes $20,000 attributable to nonutility
property ($30,000 basis times applic-able percentage, 66percent) plls
$8,571 Iattttriblltable to public utility property (tl ree-seventlls tiles
($30,000 basis times applicable percentage, 66% percent)).
Certain replacement property

Paragitaph (4) of section 46(c) is a new provision added by your
committee. This new paragraph provides that, for purposes of section
46(c), if section 38 properIty is placed in service b)y the taxpayer to
replace property which was destroyed or damaged by fire, storm,
shipwreck, or other casualty, or was stolen, the basis (or cost in the
case of used property) of such section 38 property which (but for this
paragraph) would be taken into account under section 46(c)(1) as

qualified investment, shall be reduced by an amount equal to the
amount received by the taxpayer as compensation, or otherwise, for
such prol'erty so destroyed, etc., or by an amount equal to the ad-
justed basis of such property so destroyed, etc., whichever is the
lesser. IHowever, the above rule shall not apply in any case in which
the reduction in qualified investment attributable to the substitution
required by section 47(a)(1) with respect to the property so destroyed,
damaged, or stolen (determined without regard to section 47(a)(4)),
is greater than thereduction in basis (or cost) described in the preced-
ing sentence. In order to constitute replacement property, the newly
acquired section 38 property need not be placed in service within tile
saLme taxable year of the destruction, etc., of the rel)laced property.

T'lie provisions of paragraIph (4) of section 46(c) may be illustrated
by tihe following examples:

Example 1.--On0 Janualry 1,1964, corporation X acquires and
places in service a new section 38 asset with al basis of $30,000 and l,

useful life of 6 years. 'I'he qualified investment with respect to such
asset is $20,000 ($30,000 basis X ,66% percent, applicable percentage).
On January 1, 1965, such asset is destroyed by fire. X receives
$23,000 in insurance proceeds as colll)ensation for the destroyed pro1p-
oerty and on D)ec(ember 15, 1965, lurchalnses 'or $35,000 an asset to
rel)laco tlw asset that was sdestroyed. 'Ti( adjusted basis of the de-
stroyed asset onl January 1, 1965 is $24,500. Tlie( basis of the replace-
ment asset Illlst, b)o .l(lucll d forlp)ll)oses of thelonew supl)lart B1y
$23,000, since that sum is less thnl the a(ljust(ld basis of the destroyedd
property on Janurlly 1, 19f65!($24,500), Iand is greater thall the re(luc-
tion in qualified investment ($20,000)w\lic(l wouldlhave 1)bee required
liad section 47(a)(1) been al)l)lical)le. Since section 46(c)(4) applies,
section 47(a)(1) does not apply. (See sec. 47(a))(4).)

Example 2.--Assuine the same facts as in example 1, except that
thie insurance proceeds are $17,000. In such case, no reduction in the
basis of thle replacement asset is required since tioe reduction in quali-
fied investment under section 47(a)(1) ($20,000) is greater than tlei
reduction in basis ($17,000) which would have been required under
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section 46(c)(4). Since section 46(c)(4) is not applicable, tle credit
attributable to the asset replaced will be recomputed by applying
section 47(a)(1).

(d) Limitations with respect to certain persons.-Subsection (d) of
section 46 limits the applicability of the credit with respect to certain
persons. Paragraph (1) of section 46(d) provides that both the
qualified investment and the $25,000 amount specified under sub-
paragraphs (A) and (B) of section 46(a)(2) are to be equal to a ratable
share of such items in the case of the following organizations:

(1) mutual savings banks, cooperative banks, and domestic
building and loan associations, to which section 593 applies;

(2) regulated investment companies and real estate investment
trusts subject to tax under subchapter M; and

(3) cooperative organizations described in section 1381 (a).
Under paragraph (2)(A) of section 46(d), in the case of a mutual

savings bank, etc., its ratable share of the qualified investment and
the $25,000 amount specified in subparagraphs (A) and (B) of section
46(a)(2) is equal to 50 percent of such items.
Under paragraph (2)(B) of section 46(d), in the case of a regulated

investment company or a real estate investment trust, tile qualified
investment and the $25,000 amount specified in subparararahs (A)
and (B) of section 46(a)(2) are to be taken into account in the-same
proportion as its taxable income (as defined in sec. 8f52(b)(2) or sec.
857(b)(2), respectively) bears to such taxable income computed
without regard to the deduction for dividends paid (as defined in sec.

852(b) (2) (D) or 857((b) (2) (C), respectively).
Under paragraph (2)(0) of section 46(d), a cooperative organiza-

tion lescribl)d in section 1381(a) is to take into account its qualified
inlvestmenl and the $25,000 amount specified in subl)aragraplhs (A)
and (B) of actionon 1(;6)C(2) in the same proportion as its taxable
inconle bears to its tax le incomeince reased by amounts to which
sectionI1382 (1)) o' (c) applies and similar amounts tlh tax treatment
of w )ichll is; deteol' ;.(1 \it.||l |,|, regfardl ( stl ,bealpt)l er 'I ' (;e(. 1 :385
ani( followillng). T'. , in thlic (e: of a taxablle year of a c ,I)erative
organlli Aition bl)einnling before J)nalllllry 1, 1963, the denonlirnltor of
,the proportion for ;ucl oiftxanization is det'nlinled by a(ldingl to its
taxable ilncocme alny patrolil1(e dividendswieic!! are Oexludled or do-.
ducted and mnyin(, patronll 'o distrilltionls which are de(ductel(
under section !2(b) (1. Inl{he case of 1any tfa'f ble year of the
organization beginningp, i"'r Deceell)r 31, 1962,t2{! (lenoeliniltor is
(leterlmined by ad(lin to tixal)le' illcome (in addition o amintlouts to
which .sec. 13&82 (b) 0o (e) applies) any .,1souints of hlle tyl)e (lesril)ed
ill the preeed(ingl sentence( whichilare e,:.ided or(ledluctedl without
rfegard(l to section 1382 (1)) or (c) I)ecaueI:; they 1are attrib.tliblle to
patrolnage occurring before 1 9(3.

if lany of tlceacs special taxl)ayers to which :¢retionl 16(d) appl)lies
are members of all affiliated groupias deficled iln actionon l46((a)(5), the
$25,000 amount Rspecified ill ilblarngraI)}ls (A) iatd (B) of ;section
46(a)(2) is to le red'('ce( in accordallnce with section 46 (a)(()b() fore
ldeter('ining tlie ratal)le share of such it.eml un1er section 46d((l).

1The provisions of section 46(d) nmay be illustrated by t(ie following
example:

T'he total qualified investment of a regulated investment company
is $150,000, and its investment company taxable income is $50,000
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after taking into account the deduction for dividends paid provided
by section 852(b)(2)(D), and $1 million without regard to such
deduction. Such organization's qualified investment would be $7,500
($150,OOOX $o,0,000 Similarly, the $25,000 amount specified in
subparagraphs (A) and (B) of section 46(a)(2) would be reduced to

$1,250 ($25,0OO $50,000--), and the 25-percent limitation of section
46(a)(2)(B) would apply to the tax liability in excess of $1,250.
SECTION 47. CERTAIN DISPOSITIONS, ETC., OF SECTION 38 PROPERTY

(a) Il general.-Section 47 provides, in general, for an adjustment
of prior credits (including credit carrybacks and carryovers) and an
increase in the tax imposed by chapter 1 if property (1) is disposed
of or otherwise ceases to be section 38 property with respect to the
taxpayer before the close of the useful life which was taken into
account with respect to such property in computing the credit, or
(2) becomes public utility property. Subsection (a) of section 47
provides that adjustments due to the application of section 47 and
increases in tax resulting from such adjustments are to be determined
under regulations prescribed by the Secretary of the Treasury or his
delegate.
Early disposition, etc.
Under paragraph (1) of section 47(a), the tax for a taxable year in

wllich property is disposed of or otherwise ceases to be section 38
property before the close of the useful life which was taken into account
in computing the credit is to be increased by the amount by which
thle-credits allowed under section 38 for all prior taxable years would
have been decreased by reason of a(ljustlents of the credits for such
taxabi)l years. Such (adjustment is to 1)e maldelI y recomputingqualifiedi investllont for the year in whicll tlle basis (or cost) of tlhe
)property that (eases to 1e section 38 property was included in quali-
fied( investment and by recoill)Iuting tle credit (and credit carrybacksanld calryov(ers) accordingly. Qualified investment is to be reconm-
l)utel by substituting, in lieu of the estimated useful life of tile
property thllat was originally taken into account in applying the
aptllicable percent age, the Iperiod beginning with the time such
property was placed( in service ly the taxpayer and ending with the
tine suil(h1 property ceased to 1)e section 3t8 l'property. 1 iis pl)riod is
hereinallfter re'erredl to as t( actual period of' use. In (leterminling
tOll aolluntlt of tce aggrega'te (lecr(ease in thle (redits allowed for all
prior taxal)le years, d(1l regar(l is to 1) acoraaccOl'(e(l previous recom-
pltaiions of (l v,,ifiedives ilen, cre(lits, aind credit carrybacks and
carryovers iresullting froman1 rior application ot section 47. Of
(COUI1s'o, if tlie actual p)(eriod of .use woul(l have 11n effect on the ap-
l)rol)riate appl)lical)le perceilltag( to 1)e alllie(l, no a(ljustment is
necessary.rThus, for example, if the estimated useful life is 10 years,
and 1t (lisl)osition occurs resulting in an actual period of use of 8 years,
no IadljustlIIIncl t results, silicec tle apl)licablep)erclntI(age remains 100
prc'e0lnt in either case.

1x('cel)t as l)rovi(I(e in section 47(1)), wllenever. section 38 property
is dislposedl of, suchll)roperty ceases to be section 38 property with
re1spectl totle taxpayer. Inl general, property will be considered dlis-
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posed of whenever it is sold, exchanged, transferred, distributed,
involuntarily converted, or disposed of by gift. Thus, a cessation will
occur when property is contributed to a partnership or to a corpora-
tion. (However, see sec. 47(b) for an exception where the contribu-
tion of property constitutes a mere change in the form of operating
the trade or business.) Generally, the lease of property is not con-
sidered to be a disposition for purposes of applying section 47. How-
ever, if a taxpayer leases out property which he would ordinarily
dispose of by sale or exchange and it appears that a purpose of the
lease is to avoid the application of section 47, then such lease will be
considered a disposition.

Additional examples of property ceasing to be section 38 property
include (1) property (or a portion thereof) which is no longer subject
to depreciation with respect to the taxpayer because, for example, it
is shifted from a business to a personal use, and (2) property which is
used in any taxable year predominantly outside the United States, by a
governmental unit, etc. Similarly, property of a partnership (or
subch. S corporation or estate or trust) ceases to be section 38 prop-
erty with respect to the taxpayer (partner, shareholder, or beneficiary)
when such taxpayer sells his interest in the partnership (or shares of
stock or beneficial interest). Furthermore, when section 38 property
is leased, and the lessor elects to treat the lessee as the purchaser of
the property under section 48(d), a termination of the lease will result
in the application of section 47 with respect to the lessee, unless
the property does not cease to be section 38 property with respect to
tlhe lessee.
The provisions of section 47(a)(1)(may be illustrated by the follow-

ing example:
Corporation X acquires and places in service aInew section 38 asset

on January 1, 1963. Such asset has a basis of $30,000 (determined
without regard to sec. 48(g)) and an estimated useful life of 8 years.
Assuming this is the only section 38 asset corporation X places in
service during its taxable year ending December 31, 1963, X's quali-
fied investment is $30,000 ($30,000 basis times applicable percentage,
100 percent). Such investment entitles X to a credit of $2,100
(7 percent times $30,000). Corporation X's liability for tax for 1963
is $100,000, and X reduces its tax liability by the full $2,100. On
January 1, 1968, corporation X sells such asset. 'I'here will be added
to thle taxes imposed by chapter 1 for X's taxable year ended Decem-
1)er 31, 1968, $1,400 which is the aggregate decrease in credits allowed
resulting solely from subsiuttting ta 5-year life for such asset in com-
puting qualified investment in 1963. l'lhe sum of $1,400 is arrived
at by first applyillg an alpplicable perlcetage of 33 percent to tile
basis, resulting inlnn adjustedqualified investment of $10,000 ($30,000
basis times 33i percent, the applicabl) percentage based on tile actual
period of use of 5 years). Since the recomputed qualified investment
results in anl adjusted credit of $700 (7 percent times $10,000), tlle
aggregate decrease in credits is $1,400 ($2,100 credit allowed minus
$700 adjusted credit).
Property becomes public utility property

Section 47(a)(2) provides that the credit is to bo adjusted if during
any taxable year any property previously taken into account in
determining qualified investment as nonutility property becomes
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public utility property. Property becomes public utility property
if in any 1 taxable year the property is used predominantly in a
trade or business described in section 46(c)(3)(B) by the taxpayer
or by a person leasing such property from the taxpayer. Once such
property becomes public utility property in the hands of the taxpayer,
the fact that in any subsequent year such property is used by such
taxpayer predominantly in a nonutility activity is to be disregarded.
(See sec. 46(c)(3)(B) for the definition of public utility property.)

In such a case, the tax liability for the taxable year in which the
property becomes public utility property is to be increased by the
amount that the credits allowed under section 38 for all prior taxable
years is decreased by the adjustment. The adjustment is to be
made by treating the property as public utility property beginning
with the year the property was placed in service, but with due regard
to the use of the property as nonutility property before such change in,
use. For purposes of the adjustment, it is assumed that the property
will continue to be used as section 38 public utility property for the
estimated useful life of the property which was taken into account in
computing the credit in the year the property was placed in service.

If property becomes public utility property before the close of the
useful life which was taken into account in computing the credit under
section 38, the proper applicable percentage to be used in recomputing
qualified investment is determined by adding (1) the applicable per-
centage (either 0, 33%, or 66% percent) earned by the property as non-
public utility property prior to the change in use, and (2) three-
sevenths times the difference between the applicable percentage
originally taken into account in computing the credit in the year the
taxpayer placed the property in service and the applicable percentage
determined in (1). Thus, if property with an original estimated
useful life of 10 years is used predominantly as public utility property
after use as nonutility property for 5 years, the applicable percentage
to be used in recomputing qualified investment is 61.9 percent. This
percentage is arrived at by adding 33% percent (the applicable per-
centage earned by the property as nonpublic utility property) plus
three-sevenths of G63% percent (100 percent original applicable per-
centage, less 335% percent, applicable percentage earned as nonutility
property).

If property becomes public utility property and section 47(a)(2)
applies, and if such property is subsequently disposed of or used in a
manner causing section 47(a)(1) to apply, proper adjustment for the
fact that section 47(a)(2) hlas previously applied is to be made in
applying section 47(a)(1).
Carrybaccs and carryovers adjusted

Section 47(a)(3) )provides that carrybacks and carryovers of un-
used( credits under section 4((b) are to be adjusted b)y reason of a
disposition or other cessation described in section 47(a) (1), or by
reason of a cllange inll u (described in section 47(a)(2). 'Thuls, even
if tlie rXc1ompultation of qualified investmentrel,tllle'([ section
47(a)(1) (does not result inll (lec(rsase ill tihe, credits allowed, credit
carrybackls and carryovers are to be adjusted.
The provisions of section 47(a)(3) may be illustrated by the following

examplle:
In 1963, corporation X, a new taxpayer, acquired and placed in

service a number of section 38 assets. One of these was asset A which
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has a basis of $300,000 and an estimated useful life of 8 years. X's
qualified investment and liability for tax for such year were $2,-
300,000 and $525,000 respectively. In 1963, X's tentative credit
was $161,000 (7 percent times $2,300,000), but because of the limita-
tion contained in section 46(a)(2) the credit allowed for such year was
$150,000 ($25,000 plus 25 percent of $500,000). Therefore, an $11,000
credit carryover was available for 1964 and succeeding years. On
January 1, 1970, X trades in asset A in exchange for a new asset.
Under tlese facts, corporation X must adjust its credit for 1963 1)y re-
computing the qualified investment attributable to asset A. The
original qualified investment with respect to asset A was $300,000
($300,000 basis times applicable percentage, 100 percent); the recom-
puted qualified investment is $200,000 ($300,000 basis times applicable
percentage, 66% percent based on the actual period of use of asset A).
therefore, the total recomputed qualified investment is $2,200,000
($2,300,01)0 minus $100,000). In this case, the adjustment of the
credit for 1963 will not affect the credit allowed in 1963 but will reduce
the credit allowable as a carryover to 1964 and succeeding years. This
Is because in recomputing the credit, X's credit is reduced to $154,000
(7 percent times $2,200,000). Since X's adjusted credit is still in
excess of the limitation of $150,000 for 19631 there is no decrease in
credits allowed in 1963, and hence no increase in X's liability for tax for
1970 attributable to credits allowed in 1903. Thus, only the $11,000
unused credit carryover from 1963 is affected by the recomputation.
Such carryover as adjusted is $4,000 ($154,000 adjusted credit for
1963 minus $150,000 credit used in 1963). To the extent more than
$4,000 of the original carryover from 1963 has been used by the tax-
payer as a credit against tax for 1964 or any succeeding year, such
credits shall be adjusted and the dereasw attributable thereto will be
added to X's 1970 tax.
Property destroyed by casualty, etc.

Paragraph (4) of section 47 (a) was added to the bill by your commit-
tee. Paragraph (4) provides an exception to section 47(a)(1). If
(1) any property is disposed of, or otherwise ceases to be section 38
property with respect to the taxpayer, on account of its destruction
or damage by fire, storm, shipwreck, or other casualty, or by reason
of its theft, and (2) section 38 property is placed in service by the
taxpayer to replace the property described in (1); and (3) the reduc-
tion in basis (or cost) of the replacement property resulting froin the
application of the first sentence of section 46(c)(4) is greater than t'e
reldtction iln qualifiedd investment which (but for this paragraph) would
l)e mllade l)y reason of the substitution required by section 47(a) (1) with
respect to the destroyed, etc., property, then, no increase in tax shall
be made under section 47(a)(1) and no adjustment in unused cre(lit
carryovers will be made under section 47(a)(3). (See the discussi.m
of sec. 46 (c)(4) in this rel)ort for examples which illustrate the aplli-
cation of this I)rovision.)

(b) Section not to apply in. certain cases.---Subsection (b) of section
47 provides additional exceptions to the adjustments required by
section 47(a).
The first exception provides that section 47(a) will have no appli-

cation to the transfer of property which arises I)b reason of an indi-
vidual taxpayer's death. TIius, on the dlath of an individual tax-
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payer, the transfer of the decedent's property interests to his personal
representative or heirs will be disregarded. Nor will section 47(a)
apply to the transfer of a deceased taxpayer's interest held in joint
tenancy (either as a joint tenant, or a tenant by the entirety) to the
surviving owners of the property: The effect of this provision is that
all properties held by a decedent at the time of his death for which the
credit has been granted will be deemed held by the decedent for the
useful life estimated by the decedent in computing his credits.
Another exception provided by subsection (b) of section 47 is that

section 47(a) will not apply to thetransfer of property to the acquiring
corporation in a transaction to which section 381(a) applies. (See
sec. 381(c)(23) for the treatment to be accorded the acquiring corpora-
tion with respect to the credits of the'acquired corporation, including
the sec. 47 adjustments with respect to dispositions by the acquiring
corporation of property transferred by the acquired corporation.)

In ad(lition, subsection (b) of section 47 provides, in effect, a sus-
pension of the application of section 47(a) where there has been a
mere change in tlhe form of conducting a trade or business so long as
(1) the property is retained in such trade or business as section 38
property, and (2) the taxpayer retains a substantial interest in such
trade or business. On the occurrence of any event which results in
a failure to meet either of the conditions described above, the property
will be deemed to cease to be section 38 property when such event
occurs. Thus, in determining whether the property ceases to be
section 38 property before the close of its estimated useful life, the pe-
riod the property was held as section 38 property before the mere
challnge in form of conducting the tlrde or business will be tacked on
to tlhe period beginning with the change in form and ending with the
occurrence of the event which results in a failure to meet either of tlhe
conditions specified in the first sentence of this paragraph.
The phrase "a mere change in the forn of conducting the trade or

business" (whether through incorporation, the formation of a partner-
ship, or otherwise) applies only to cases where the properties of a
trade or business are transferred. Thus, the transfer of section 38
assets to a newly formed corporation in a transaction to which section
351 applies will not fall within the scope of the exception unless the
transaction involves the transfer of tlhe trade or business in which
such assets were used.
The determination of whether the taxpayer has retained a substan-

tial interest in the trade or business is to be made immediately after the
change in form of conducting the business, as well as after each time
the taxpayer disposes of a portion of his interest in tile new enter-
prise. However, in any case where a taxpayer's interest in tile business
of the new enterprise remains constant in relation to his former
interest, the taxpayer will be considered as having retained a sub-.
stantial interest, in tle trade or business. Thus, where a taxpayer
owns a 5)-percent interest in a partnership, and after tlie incorporation
of that partnership tile taxpayer retains a 5-percent interest in the
corporation, the taxpayer will b) consider( d s having retained a
substantial interest in the trade or business as of the (late of the
change in form.
The provisions of section 47(b) may be illustrated by the following

example,s:
Example 1.--On July 1, 1962, the XYZ partnership acquires and

places in service asset A, a new section 38 asset, with a basis of $30,000
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and an estimated useful life of 8 years. One-third of the basis of
such asset is taken into account by each of the three partners of the
XYZ partnership ill computing their individual credits. On January
1, 1964, the XYZ partnership transfers all of its assets to tlle XYZ
corporation, t newly formed corporation, in exchange for all of the
stock of XYZ corporation. Such stock is then transferred pro rata
to the partners. The XYZ corporation continues to operate tile same
trade or business formerly conducted as a partnership. On September
1, 1970, the XYZ corporation sells asset A. Assuming all tle l)artners
have continuously retained a substantial interest in the XYZ corpo-
ration and asset A was used in the business as a section 38 asset until
September 1, 1970, no adjustment is required under section 47 since
the total holding period of asset A for each partner exceeds 8 years
(18 months while used by the XYZ partnership and 80 months while
used by the XYZ corporation or a total of 8 years and 2 months).
Example 2.-On January 1, 1963, the X corporation acquires and

places in service a new section 38 property (witl an estimated useful
life of 6 years) which it takes into account in computing a credit.
Such property is used in X's manufacturing business. X corporation
is also engaged in a separate personal service business. In 1964, the
X corporation transfers the assets of the manufacturing business
(including the sec. 38 property upon which the X corporation took a
credit) to a newly formed corporation, the Y corporation. X corpo-
ration then transfers to its shareholders all of the stock of the Y
corporation. Since the X corporation does not retain a substantial
interest in the manufacturing business, section 47(a) will apply to the
transfer of the assets to Y corporation.

(c) Special rule.-Subsection (c) of section 47 provides a special rule
for treating the increase in tax resulting from tile adjustment of the
credit. In general, such increase il tax will be treated as a tax im-
posed by chapter 1. 1However, it will not be so treated for purposes
of determliinig the amount of the credits under section 33 (relating to
tax of foreign countries and possessions of tile United States), section
34 (relating to dividends received by individuals), section 35 (relating
to partially tax-exempt interest received by individuals), section 37
(relating to retirement income), and section 38 (relating to investment
in certain depreciable property). Thus, the increase in tax is not to
be taken into account in determining a taxpayer's liability for tax as
defined in section 46(a) (3), and hence will have no effect on the limita-
tion contained in section 46(a) (2). However, all adjustments to credit
carryovers to the current taxable year resulting from a cessation or
change in use during such taxable year are to be taken into account
in determining tlhe amount of credit carryovers which may be used for
such year.

SECTION 48. DEFINITIONS; SPECIAL RUIES

(a) Section 38 property.-- Section 48 contains various definitions and
special rules necessary to tle application of the investment credit.
Section 48(a) defines tlhe type of property investmllnt wllich will
qualify for thle credit.
In general
The term "section 38 property" is defined by section 48(a)(1) as

property whicll is tangible personal )roperty, or which is other
tangible property (not including a building and its structural conI-
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ponents) but only if such other property is used as an integral part
of manufacturing, production, or extraction, or of furnishing transpor-
tation, comllllmuications, electrical energy, gas, water, or sewage dis-
posal services, or is a research or storage facility used in connection
with any of the foregoing activities. The property described above,
however, must be property with respect to which depreciation (or
amortization in lieu of depreciation) is allowable, and such property
must have a useful life of 4 years or more (determined as of the time
such property is placed in service). (See the discussion of useful life
in this report under sec. 46(c), relating to qualified investment.)

If an asset is in part subject to an allowance for depreciation and
in part nondeIreciable, only the proportionate part of the asset
which is subject to depreciation will qualify as section 38 property.
Thus, if an asset is used 80 percent of the time in a trade or business
and is used 20 percent of the time for personal purposes, only 80
percent of such property will qualify as section 38 property subject
to depreciation. Further, property does not qualify to the extent
it is treated as property which is used for personal, living, and family
purposes under section 274 (relating to disallowance of certain
entertainment, etc., expenses).

Property may qualify as section 38 property if amortization is
allowable with respect to such property in lieu of depreciation.
Amortization in lieu of depreciation is allowable, for example, if a
lessee makes improvements on leased property which have a longer
estimated useful life than the remaining term of the lease and amortizes
the cost of such improvements over the remaining term of the lease.

''angible personal property ltmay qualify as section 38 property
irrespective of' whether it is used as an integral part of manufactur-
ing, production, or extraction or of the furnishing of transportation,
collunlllllications ,electrical e energy ,gas, water, or sewage disl)osal
services. Local law definitions will not be controlling for purposes
of determlining the meaning of tle term tangiblee personal property."
For p)url)oses of section 48, the term "tangil)le personal property"
includeds anIy tangible pl)ropertly excel)t land, and iml)oveOmenlts there-
to, such as buildings or other inliherently perml nenlt structures thereon
(including itciems which are structural components of such buildings
or structures). Assets accessory to the operation of a business, such
as lmalchiner,' printing presses, transportation or office equip)lent,
refrigera to'rs, individual air-conlitioning units, grocery counters, test-
ing equipment, disl)lay racks and shelves, etc., generally constitute
tangible personal property for purposes of section 48, even though
such assets may be te,1rme(1 fixtures under local law. Further, assets
in the nature of inlachinery will be considered "tangible personal
property" for purposes of section 48 whether they are placed within
or without a buildling or other structure. Thus, for examl)le, a gaso-
line pump, or a lhydrtaulic car lift, although not within any structure,
will nevertheless -be considered "tangible personal propertyy" Intan-
gible property, such(l as patents and copyrights, (loes not qualify as
sectioll 38 property.

Buildings ian(l slructlural conil)oneints thereof are not eligible for
tie credit. 'lThe terml buildingn" is to )e given its commonly aCCel)pt(ed
ielllanling, that is, a structure or e(ifice enclosillg a space withinitis
walls, andl usually covered by a roof. It is tll basic st ructure of an
improvement to land( tlhe purpose of which is, for example, to )rovide
shelter 0or housing or to provi(le working, office, display, or sales space.
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The term would include, for example,. the basic structure used as a
factory, office building, warehouse, theater, railway or bus station,
gymnasium, or clubhouse. The term "structural components" of a
building includes such parts of the building as central air-conditioning
and heating systems, plumbing, and electric wiring and lightingfixtures, relating to the operation and maintenance of the building.

In addition to tangible personal property, other tangible property
(not including a building and its structural components) used as an
integral part of the manufacturing, production, or extraction process
or as an integral part of a system of furnishing transportation, commu-
nications, electrical energy, gas, water, or sewage disposal services may
qualify for the credit. Property is to be considered as being used as an
integral part of a system of furnishing transportation, communica-
tions, electrical energy, gas, water, or sewage disposal services only
if such property is used by one engaged in the trade or business of
furnishing such services. Thus, if a manufacturing firm constructs
an airstrip for use by airplanes operated for the convenience of its
officers and employees, such airstrip would not qualify as section 38
property since the manufacturing frmn is not engaged in the trans-
portation business.
The terms "manufacturing," "production," "extraction," and the

businesses of furnishing "transportation," "communications," "elec-
trical energy," "gas," "water," or "sewage disposal" services are to
be given their commonly accepted meaning. Thus, for example,
manufacturing or production includes the construction, reconstruction,
or making of property from or with scrap, salvage, or junk material,
as well as front new or raw material, (1) by processing, manipulating,
refining, or changing the form of an article, or (2) by combining or
assembling two or more articles, and includes the cultivation of the
soil and the raising of livestock and other farm produce. Section 38
property would include, for example, property used as an integral
part of the extraction, processing, refining, and fabrication of minerals
or mineral products; the growing, raising, processing, and packing or
packaging of foodstuffs; the operation of sawmills and the production
of lumber and lumber pro(llucts and other building materials; and t.he
manufacture, treatment, and packaging of textiles, paper, leatller
goods, glass, etc. Examples of transportation businesses would be
ri..lroads and airlines. exampless of coninuicdtiona business would
include businesses furnishing telephone and telegraph services or radio
or television broadcasting stations.

In order to qualify for the credit, property (other than tangible
personal property nahn research or storage facilities used in connection
with the specified activities) must be used as an integral part of one or
more of the specified activities. Thus, for example, section 38 prop-
erty would ordinarily not include such assets as pavements, parking
areas, advertising displays, outdoor lighting facilities, or swimming
pools which, although used as a part of the overall business operation,
are not used directly in the specified activities. Specific examples of
qualifying property which normally would be used as an integral
part of one of the specified activities are blast furnaces, oil and gas
pipelines, and railroad tracks and signals. Fences will qualify as
section 38 property where used as an integral part of a specified
activity as, for example, where used in connection with the raising of
livestock.
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Research or storage facilities (other than buildings) are eligible for
the credit if used in connection with any of the specified activities,
although such property is not an integral part of the activity.
Examples of such facilities include wind tunnels and test stands.
Property used outside the United States
Subparagraph (A) of section 48(a)(2) provides that, subject to cer-

tain exceptions contained in subparagraph (B) of that section, the
term "section 38 property" does not include property used predomi-
nantly outside the United States (as defined in sec. 7701(a)(9)). The
term "predominantly outside the United States" means that the
property must be physically located outside the United States more
than 50 percent of the time during any one taxable year. Thus, if
property is originally placed in service in the United States and a
credit is received on such property, but such property is thereafter in
any one year used predominantly outside the United States, such
property ceases to be section 38 property with respect to the taxpayer
who obtained the credit, regardless of the fact that the property is
later returned to the United States. Furthermore, if property is
originally placed in service by the taxpayer outside the United States
and is used predominantly outside the United States during the tax-
able year originally placed in service, such property cannot qualify
as section 38 property with respect to such taxpayer.
Subparagraph (B)(i) of section 48(a)(2) provides that any aircraft

which is registered by the Administrator of the Federal Aviation
Agency and which is operated, whether on a scheduled or nonscheduled
basis, to and from the United States may be section 38 property even
though it is used predominantly outside the United States. The
term "to and from" the United States is not intended to exclude an
aircraft which makes flights froin one point in a foreign country to
another such point, as long as such aircraft returns to the United
States with some degree of frequency.
Subparagraph (B)(ii) provides that rolling stock of a domestic

railroad corporation subject to part I of the Interstate Commerce
Act which is used within and without the United States does not lose
its eligibility for the credit even though it is used predominantly
outside the United States. For the purposes of subparagraph (B) (ii)
the term "rolling stock" means locomotives, freight and passengertrain cars, floating equipment, and miscellaneous transportation
equipment on wheels, the expenditures for which are chargeable to the
equipment investment accounts in the uniform system of accounts
for railroad companies prescribed by the Interstate Colmmerce
Commission.
Subparagraph (B)(iii) provides that any vessel which is documented

under the laws of tho United States and which is operated in the
foreign or domestic commerce of the United States may qualify as
section 38 property.

Sulbparagraph (.B)(iv) provides that any motor vehicle of a U.S.
person (as defined in sec. 7701(a)(30)) which is operated to and from
the United States with some degree of frequency may be section 38
property oven though predominantly used outside tle United States.
Subparagraph (B)(v) provides that any container of a U.S. person

which is used in the transportation of property to and from tile United
States may be section 38 property even though used predominantly
outside the United States.
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Subparagraph (B)(vi) provides that property (other thliaivessels or
aircraft) of a U.S. person which is used for tile purposes of exploring
for, developing, removing, or transporting resources from the outer
Continental Shelf of the United States (within the meaning of sec. 2
of tile Outer Continental Sholf Lands Act, as amended and supple-
mented; 43 U.S.C., sec. 1331) may be section 38 property. Thus, for
example, the credit may be allowed for offshore drilling equipment.
Property used for lodging
The first sentence of paragraph (3) of section 48(a) provides tlat

the term "section 38 property" does not include property which is
used predominantly to furnish lodging or is used predominantly in
connection with the furnishing of lodging. Tlhus, if property is used
predominantly to furnish lodging in tlhe year it is placed in service,
it does not qualify as section 38 property. If property on which a
credit has been allowed is used predominantly to furnish lodging in
any subsequent year, such property will cease to be section 38 prop-
erty. Property which is generally considered to be used to furnish
lodging includes beds and other furniture and fixtures used in the
accommodations for lodging.

Thie second sentence of section 48(a)(3) provides two exceptions
to the rule excluding from the credit property used for lodging or in
connection with the furnishing of lodging. Subparagraph (X) of such
second sentence provides that nonlodging commercial facilities which
are available to persons not using the lodging facilities on the same
basis that they are available to persons using the lodging facilities
may qualify for the credit. For exanlmle, tangible personal property
used in a restaurant or pharmacy may qualify as section 38 property
notwithstanding the fact that tlhe restaurant or pharmacy is operated
in connection with lodging facilities such as an apartment house.
HTowever, the furniture and fixtures, rugs, draperies, etc., used, for
example, in the lobby cf an apartment house would be excluded since
they are furnished in connection with the furnishing of lodging and
since the lobby of an apartment house is not a nonlodging commercial
facility.
Subparagraph (B) of the second sentence of section 48(a)(3) pro-

vides that property used by a hotel or motel in connection with the
trade or business of furnishing lodging may qualify for the credit
where the predominant portion of the accommodations is used by
transients. Thus, if more than half of the rooms used to accommo-
date guests of a hotel or motel are normally used on a transient basis,
thle property used in such hotel. or motel may qualify for the credit
even though it is used in connection witli furnishing lodging. Con-
versely, if less than half of the accommodations are normally used on
a transient basis, none of the property used in the hotel or motel may
qualify for the credit except for property used in connection with a
nonlodging commercial facility.
Property 'used by tax-exempt organizations
Paragraph (4) of section 48(a) provides that property used by an

organization (other than a cooperative described in sec. 521) which
is exempt from the tax imposed by chapter 1 of the code shall be
treated as section 38 property only if such property is used predomi-
nantly in an unrelated trade or business the income of which is sub-
ject to tax under section 511. T'he term "property used by" an
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organization exempt from tax includes property leased to such an
organization, as well as property leased by such an organization to
another person. Thus, if property does not qualify under section
48(a)(4) because it is leased to- an organization exempt from tax, no
credit is allowable to the lessor with respect to such property.
Property used by governmental units
Paragraph (5) of section 48(a) also excludes from the term "sec-

tion 38 property" property used by the United States, any State (as
defined in sec. 7701(a)(10) of the code) or political subdivision thereof,
ay international organization (as defined in sec. 7701(a)(18) of the
code), or any agency or instrumentality of any of the foregoing.
Livestock

Paragraph (6) of section 48(a) which was added by your committee
provides that livestock will not be treated as section 38 property.
The term "livestock" includes horses, cattle, poultry, and fur-bearing
animals, irrespective of the use to which they are put or the purpose
for which they are held.

(b) New section 88 property.-Subsection (b) of section 48 provides
that, for purposes of the credit, "new section 38 property" ncmans only
section 38 property, the construction, reconstruction, or erection of
which is completed by the taxpayer after June 30, 1962, or acquired by
the taxpayer after that date, provided the original use of such property
commences with the taxpayer and commences after such date. In
the case of property constructed, reconstructed, or erected by the
taxpayer, there is to be taken into account in determining the basis
of such property only that portion of the basis which is properly at-
tributable to construction, reconstruction, or erection after June 30,
1962. The principles applicable under section 167(c) of the code are
to be applied under section 48(b) in determining, for example, when
the property is acquired by the taxpayer, whether the original use of
the property commences with the taxpayer, and the portion of the
basis of property completed after June 30, 1962, which is attributable
to construction, reconstruction, or erection after that date.

(c) Used section 38 property.-Paragraph (1) of section 48(c) de-
fines tlhe term "used section 38 property" as section 38 property ac-
quired by purclhse after June 30, 1962, which is not new section 38
pro perty.

Used section 38 property does not include property which, after its
acquisition by the taxpayer, is used by alpersonI who used such prop-
erty before such acquisition. This rule also applies where tlhe prop-
erty after ac(lqisitioln by the taxl)pyer is ulsed by a person wiho is
related to a person who used the property before acquisition. Such
person will I)e considered as related if the relationship is one described
in section 179((d)(2) (A) or (B) (as, for example, where the parties are
nmemberl s of an affiliated group, as lefilnedl in sec. 48(c)(3)(C)). Thus,
if Property were sold ulnd(er a sale tald leaseback arrangement, such
property in tilehands of the p)urchaser-lessor would not be used sec-
tion 38 property since the property, after its acquisition, is beinl used
by the same person who used it before the acquisition. Similarly,
wliere a taxpayer has been leasing property, and subsequently pur-chases such property (whether or not the lease contained a purlclnse
option feature), such property is not used section 38 property with
respect to such taxpayer, since it is being used by the person who used
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such property before its acquisition. In addition, if property owned
by a lessor is sold subject to a lease or is sold upon the termination of a
lease, the property will not qualify as used section 38 property with
respect to the purchaser, if thereafter the property is used by a lessee
who used the property before the acquisition. For purposes of apply-
ing the rule contained in section 48(c)(1), property will be considered
used by a person only if a substantial use is made. Thus, property
would not be disqualified as used section 38 property merely because a
person using the property after acquisition had also made some casual
use of it before acquisition.
Dollar limitation
Under subparagraph (A) of section 48(c)(2), the cost of used

section 38 property which may be taken into account under section
46(c)(1)(B) in computing qualified investment for any taxable year
is not to exceed $50,000. If the total cost of used section 38 property
placed in service during the taxable year exceeds $50,000, the taxpayer
must select the particular assets he wishes to be taken into account
in computing qualified investment (but not to exceed an aggregate
cost of $50,000). The selection of the specific assets to be taken into
account is to be made at the time and in the manner prescribed by
regulations. Such selection may be changed only in the manner
and to the extent provided by the regulations. Thus, if a taxpayer
has a cost of used section 38 property of $25,000 acquired in con-
nection with the operation of a sole proprietorship, $30,000 allocated
to him from a subchapter S corporation, and $20 000 which is his
share of the cost of used section 38 property acquired by a partnership
of which he is a member, he may select from the total of $75,000 the
particular assets which he wishes to take into account for purposes of
computing qualified investment. If the assets selected all have useful
lives of between 4 and 6 years, the maximum qualified investment
in used section 38 property will be $16,667. If the assets selected
all have useful lives in excess of 8 years, qualified investment in used
section 38 property would be $50,000.
Subparagraph (B) of section 48(c)(2) provides that in the ctlse of a

husband or wife filing a separate return, the cost of used section 38
property that may be taken into account is not to exceed $25,000.
If this subparagraph applies, and such cost exceeds $25,000, the
husband or wife may select, under regulations prescribed by the Secre-
tary of the ITreasury or his delegate, the assets to be taken into account,
but only to the extent of an aggregate cost of $25 000. Subparagraph
(B) shall apply, however, only if the spouse of tihe taxpayer has pur-
chased (or has been allocated) used section 38 property which may b1
taken into account in qualified investment for the taxable year of
such spouse which ends within or with the taxpayer's taxable year.
Thus, if both husband and wife have purchased (or have been allo-
cated) any used section 38 assets for the taxable year (ns described
above) and they file separate returns, the maximum cost of used section
38 property which may be taken into account by each is $25,000; but
if only one spouse has purchased (or has been allocated) any used
section 38 assets, such spouse may take into account $50,000 of the
cost of used section 38 property.
Subparagraph (C) of section 48(c)(2) provides that in the case of an

affiliated group, the $50,000 limitation is to be reduced for each
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member of the group by apportioning the $50,000 limitation among
the members of the affiliated group in accordance with their respective
amounts of used section 38 property which may be taken into account.
The phrase, "their respective-amounts of used section 38 property
which may be taken into account", has reference to the total cost of
used section 38 property without regard to the $50,000 limitation or
the applicable percentages to be applied in computing qualified
investment. An affiliated group is one defined in section 1504(a)
except that the phrase "more than 50 percent" is to be substituted for
the phrase "at least 80 percent" each place it appears in section 1504
(a), and all corporations are to be treated as includible corporations.
Thus, even if a corporation is excluded under section 1504(b) from
being a member of an affiliated group for purposes of filing a consoli-
dated return, it nevertheless will be treated as an includible corporation
for purposes of section 48(c).

Subparagraph (D) of section 48(c)(2) provides that, in the case of
partnerships, the limitation on the amount of used section 38 property
which may be taken into account is to apply both with respect to the
partnership and with respect to each partner. Thus, a partnership
will be limited to used section 38 property having a cost of $50,000
regardless of the number of partners.If the aggregate cost of used section 38 property purchased by the
partnership during a taxable year exceeds $50,000, the partnership,.
under regulations prescribed by the Secretary of the Treasury or his
delegate, is to select the properties, the cost of which is to be taken into
account by the partners. Each partner will then combine his share
of the cost of the used section 38 property selected by the partnership
with the cost of any other used section 38 property to which he may be
entitled. This combined amount may not exceed $50,000 (or $25,000
in the case of certain married individuals under section 48(c)(2)(B)).
If such amount exceeds $50,000, the taxpayer will then select the
properties to which the applicable percentages are to be applied in
computing his qualified investment.
Definitions
Subparagraph (A) of section 48(c)(3) provides that thle principles

of section 179(d)(2) of the code are to be applied in determining
whether the property has been acquired by purchase. Thus, for
example, used section 38 property is not acquired by purchase if it is
acquired from a person whose relationship to the person acquiring it
would result in the disallowance of a loss under section 267 or 707(b)
(except that in applying sec. 267 (b) and (c), the family of an indi-
vidual includes only his spouse, ancestors, and lineal descendants,
and not his brothers and sisters). Furthermore, the term "purchase"
does not include the acquisition of property by one member of an
affiliated group (as defined in sec. 48(c)(3)(C)) from another member
of the same affiliated group,for the acquisition of property the basis
of which is determined in whole or in part by reference to the adjusted
basis in the hands of person from whom acquired, or under 1014(a)
(relating to property acquired from a decedent).

Sublmaragralph (B) of section 48(c)(3) provides that the cost of used
section 38 property does not include so much of the basis of such
property as is determined by reference to time adjusted basis of other
property held at any time by the personn acquiring such property.
Thus, for example, if the basis of used section 38 property acquired is
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determined under section 1031 (relating to certain nontaxable ex-
changes), the preceding rule applies. In addition, if property is
disposed of (other than by reason of its destruction or damage by fire,
storm, shipwreck, or other casualty, or its theft) and used section 38
property which is similar or related in service or use is acquired as a
replacement therefor (whether before or after the disposition), in a
transaction to which the preceding rule does not apply, the cost of the
used section 38 property acquired is the basis of such property,
reduced by the adjusted basis of the property replaced. In such a
case, if the basis of the replacement asset is $2,000 and the adjusted
basis of the replaced asset is $1,200 at the time of its disposition, the
cost of used section 38 property would be $800. Notwithstanding the
rules described in this paragraph, the cost of used section 38 property
is not to be reduced by the adjusted basis of any property disposed of
if by reason of section 47 the disposition of such property gives rise
to an increase of tax or a reduction of unused credit carrybacks or
carryovers. The cost of used section 38 property acquired as a replace-
ment for property which is destroyed or damaged by fire, storm, ship-
wreck, or other casualty, or which is stolen, shall be determined under
section 46(c)(4).

(d) Certain leased property.-Subsection (d) of section 48 provides
that in certain cases where property is leased, the lessor may elect to
treat the lessee as having acquired such property. This rule applies
only with respect to property which is new section 38 property in the
hands of the lessor. Thus, for example, the election may not be made
with respect to property owned by an organization exempt from tax
unless the property is used predominantly in an unrelated trade or
business, the income of which is subject to tax under section 511.

In addition, the election may be made only with respect to the first
lessee of such new section 38 property, and only if such property would
constitute new section 38 property if such lessee had actually acquired
the property. Thus, for example, the el-action cannot be made if the
first lessee uses the property predominantly outside the United States.

Also, for purposes of determining whether such property would con-
stitute new section 38 property if purchased by the lessee, the original
use of the property will be deemed to commence with the first lessee
if he is the first person to use such property for its intended function.
Thus, the fact that the lessor may have for example, tested, stored,
or attempted to lease the property to other persons will not preclude
the lessee from being deemed the original user as long as neither the
lessor nor any other person has physically used the property for its
intended function before its use by the lessee. Moreover, in deter-
mining whether the property. qualifies as new section 38 property to
the lessee and in determining the amount of his qualified investment
with respect to such property, the estimated useful life of the property
to the lessee will be deemed to be the estimated useful life in the hands
of the lessor. The election is not available if the lessor is a person
referred to in section 46(d); i.e., a mutual savings bank, cooperative
bank, or domestic building and loan association to which section 593
applies; a regulated investment company or real estate investment
trust subject to taxation under subchapter M; or a cooperative organ-
ization described in section 1381(a).

If the election is made, the lessee will be treated for all purposes of
subpart B as though he had acquired the property. Thus, if the leased
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property is disposed of by the lessee, or if it otherwise ceases to be
section 38 property to him, such property wi.l be subject to the provi-
sions of section 47 applicable to such cessations. Also, if the first
lessee of property is treated as-having acquired such property, the
lessor is thereafter precluded from obtaining a credit as to such prop-
erty. The election under section 48(d) will be made at such time in
such manner, and subject to such conditions as may be provided in
regulations prescribed by the Secretary of the Treasury or his delegate.

In any case in which the lessee is treated as having acquired the
property, the lessee's investment is deemed to be equal to the fair
market value of the property if such property is constructed by the
lessor or by a corporation which controls or is controlled by the lessor
within the meaning of section 368(c). In any other case the lessee's
investment is the basis of the property in the hands of the lessor.
A new sentence has been added to the provisions of section 48(d) as

contained in the House bill. This sentence provides that if a lessor
makes the election under section 48(d) in respect of any property, then
under regulations prescribed by the Secretary of the Treasury or his
delegate, section 48(g) shall not apply with respect to such property,
and the deductions otherwise allowable to the lessee for amounts paid
to the lessor under the lease will be adjusted in a manner consistent
with the provisions of section 48(g). Thus, rather than the lessor
being required to reduce the basis of the property in respect of which
he has elected to treat tile lessee as a purchaser, the lessee will be
required to reduce the amount of his deductions for rental payments
(over a period of time, as provided by regulations) by an amount
equal to the credit (determined without regard to the limitation
contained in sec. 46(a)(2)).

If, because of a credit or unused credit, a lessee's rental deductions
have been reduced, and such credit or unused credit is later reduced
because of the application of section 47(a), then an adjustment to
the lessee's rental deductions shall be made (in a manner consistent
with sec. 48(g) (2) and under regulations prescribed by the Secretary of
the Treasury or his delegate) to the extent of the prior diminution of
rental deductions attributable to such credit or unused credit.
The provisions of section 48(d) may be illustrated by the following

example:
X corporation is engaged in the business of manufacturing and

leasing new and reconditioned equipment which in its lands has an
estimated useful life of 8 years. After December 31, 1962, X corpora-
tion constructs machine No. 1, having a fair market value of $15,000
and a cost of $10,000, and reconditions machine No. 2 at a cost of
$5,000. Y corporation leases both machines from X immediately
after their construction and reconditioning and before X has made
any other use of such machines. As to machine No. 1 if X elects to
treat the property as being acquired by Y, such mDachine will have
a basis of $15,000 in Y'S 1tlad, and an estilnated useful life of 8 years,
for purposes of determining qualified investment (assuming the prop-
erty otherwise (qualifies as new sec. 38 property in Y's handss, Y's
rental deductions will be reduced (in thle manner prescribed by regula-
tions) by an aggregate amount equal to the credit attributable to
such property, $1,050 (7 percent times basis of $15,000). The election
is not available with respect to machine No. 2, since a reconditioned
machine would not constitute new section 38 property if the lessee
had purchased it. In such a case, while X corporation cannot make
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the election to let the Y corporation take the credit, X corporation
would be entitled to a credit based on its expenditure of $5,000 as an
investment in new section 38 property, the reconstruction of which is
completed after December 31, 1962.

(e) Subchapter S corporations.-Subsection (e) of section 48 provides
for the application of the credit in the case of an electing small business
corporation under subchapter S. The qualified investment of the sub-
chapter S corporation is allocated pro rata among the persons who are
shareholders on the last day of the corporation's taxable year. The
qualified investment is ascertained at the corporate level, and thus the
aggregate cost of used section 38 property that may be allocated to the
shareholders is limited to $50,000. If the cost of used section 38 prop-
erty purchased by the subchapter S corporation exceeds $50,000 in any
one taxable year, the corporation is to select, under regulations pre-
scribed by the Secretary of the Treasury or his delegate, the properties
the cost of which may be taken into account by its shareholders.
Any person to whom an investment is apportioned under subsec-

tion (e) of section 48 is to be treated as the taxpayer with respect to
such investment, and such investment will not (by reason of such
apportionment) lose its character in his hands as an investment in
either new or used section 38 property. Thus, each shareholder will
take into account, in determining his own qualified investment, his
allocated share of the corporation's qualified investment in new sec-
tion 38 property. He will also take into account his allocated share
of the corporation's investment in used section 38 property. Of
course, since only $50,000 cost of used section 38 property may be
taken into account, if a shareholder's combined cost of used section
38 property exceeds $50,000, he must select the properties to be taken
into account in computing his qualified investment.

If a shareholder includes in his qualified investment any portion
of the basis or cost of property acquired by the subchapter S corpora-
tion and the corporation subsequently disposes of such property, or
if the shareholder disposes of his stock in such corporation, the share-
holder will be subject to the provisions of section 47 with respect to
such property.

(f) Estates and trusts.-Subsection (f) of section 48 provides rules
for applying the investment credit to estates and trusts. Paragraph
(1) of section 48(f) provides that the qualified investment for any
taxable year is to be apportioned between the estate or trust anSl the
beneficiaries on the basis of the income of the estate or trust allocable
to each. The qualified investment is ascertained at the trust or estate
level, and tlius the aggregate cost of used section 38 property that
may be apportioned between the estate or trust and the beneficiaries
is limited to $50,000. If the cost of used section 38 property pur-
chased by the estate or trust exceeds $50,000 in any one taxable year,
the estate or trust is to select, under regulations prescribed by the
Secretary of tile Treasury or his delegate, the properties the cost of
which may be taken into account.
Paragraph (2) of section 48(f) provides that any beneficiary to

whom the investment is apportioned is to be treated as the taxpayer
with respect to such investment, and such investment will not (by
reason of such apportionment) lose its character as an investment in
either now or used section 38 property. If the combined cost of
used section 38 property available from all sources to any beneficiary
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exceeds $50,000, such beneficiary must select the properties the cost
of which is to be taken into account in computing his qualified invest-
ment. The term "beneficiaries" as used in section 48(f) includes
heirs, legatees, and devisees.

Paragraph (3) of section 48(f) provides that the $25,000 amount
specified under subparagraphs (A) and (B) of section 46(a) (2) applica-
ble to such estate or trust is to be reduced 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) of section 48(f)
bears to the entire amount of tile qualified investment. Thus, in a
case where the qualified investment of the estate or trust is $1 million,
and $250,000 of such amount is allocated to the estate or trust
because 25 percent of the income is allocable to the estate or trust,
the $25,000 amount in the case of such estate or trust is reduced to
$6,250.

(g) Adjustments to basis of property.-Subsection (g) of section 48
was added to the bill by your committee. Paragraph (1) of section
48(g) provides tlhe general rule that the basis of any section 38 property
shall (for purposes of subtitle A, relating to income tax, other than
for purposes of new subpart 1B of pt. IV of subch. A of ch. 1) be reduced
by an amount equal to 7 percent of the qualified investment of such
property as determined under section 46(c). Thus, an adjustment to
basis must be, made even though the limitation under section 46(a)(2)
reduces the amount of the credit the taxpayer may take into account.
Such reduction in basis shall be made before any depreciation deduc-
tions are computed. It shall also be taken into account for purposes
of determining gain or loss on the sale or disposition of the property,
and for any other purpose for which the determination of basis is
relevant, except that such adjustment shall be disregarded for pur-
poses of computing (or recomputing) the credit under section 38.
No adjustment to basis shall be made in the case of property with
respect to which an election under section 48(d) (election of lessor to
treat lessee as having acquired tlhe property) has been made. (See
sec. 48(d).) If the cost of used section 38 property for any taxable
year exceeds $50,000, the basis of only those assets selected to be
taken into account under section 46(c)(1)(B) shall be adjusted.
Paragraph (2) of section 48(g) provides that if the tax under chapter

1 of the code is increased for any taxable year under paragraphs (1)
or (2) of section 47(a) (relating to certain dispositions, etc., of sec. 38
property) or an adjustment in carrybacks or carryovers is made under
paragraph (3) of such section, the, basis of tile property described in
section 47(a) (1) or (2) slall be increased by an amount equal to the
portion of the increase in tax and adjustments to carrybacks or carry-
overs attributable to such property. Whenever the preceding
sentence applies, the increase in the basis of the property shall be
made immediately before the event causing the application of section
47(a) (1) or (2). Thus, thle adjustment will be taken into account
for purposes of determining gain or loss on a disposition of the
property. (In the case of property subject to an election under sec-
tion 48(d), see sec. 48(d).)
The provisions of paragraphs (1) and (2) of section 48(g) may be

illustrated by the following example:
Corporation X acquires and places in service a new section 38 asset

on January 1, 1964, the first day of its first taxable year. Such asset
has a basis of $60,000 and an estimated useful life of 10 years. Cor-
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portion X's credit is $4,200 (7 percent times $60,000, qualified
investment), but since X's liability for tax (as defined in sec. 46(a)(3))
is only $4,000, X can only take ilto account $4,000 of its credit. X
will have an unused credit carryover of $200. However, X must
reduce the $60,000 basis of its section 38 asset by the full $4,200 credit.
The basis of such section 38 asset for purposes of computing a depre-
ciation allowance for the year ending December 31, 1964, is $55,800
($60,000 basis less $4,200 credit determined without regard to the
limitation of sec. 46(a)(2)). On June 30, 1965, corporation X sells
such asset. There will be added to the taxes imposed by chapter 1
for X's taxable year ending December 31, 1965, $4,000 (the aggregate
decrease in the credits allowed resulting solely from substituting a

1}-year life for such asset in recomputing qualified investment for
1964). The unused credit carryover to 1965 is reduced from $200 to
zero. (See sec. 47(a)(3).) The basis of such asset immediately prior
to the sale on June 30 shall be increased by $4,200 ($4,000, the increase
in tax, plus $200, the adjustment in carryovers, attributable to the
property).

(c) Deduction Jor unused credit.-Subsection (c) of section 2 of the
bill'was added by your committee. It adds new section 181 to part
VI of subchapter B of chapter 1 (relating to itemized deductions for
individuals and corporations). Section 181 provides that if the
amount of the credit earned (after taking into account any reductions
in credit and credit carryovers resulting from the application of sec.

47(a)) exceeds the limitation provided by section 46(a)(2) for any
taxable year, and if any portion of such excess credit las not, after
tlhe application of section 46(b) (relating to a 3-year carryback and a

5-year carryover of unused credits), been allowed to the taxpayer as
a credit under section 38 for any taxable year, then an amount
equal to such portion shall be allowed to the taxpayer as a deduction
for the first taxable year following the last taxable year in which such
portion could under section 46(b) have been allowed as a credit. In
the case of property witl respect to which an election under section
48(d) has been made, thie lesseo of such property is the taxpayer and
will be entitled to such deduction.
However, if a taxpayer dies or ceases to exist prior to the first

taxable year following the normal expiration of an unused credit
carryover (5 years), an amount equal to the unused credit, or an
amount equal to the proper portion thereof, shall under regulations
prescribed by the Secretary of the Treasury or his delegate, be allowed
to the taxpayer as a deduction for the taxable year in which suhe
death or cessation occurs. The preceding rule shall not apply to a
corporate acquisition to which new paragraph (23) of section 381(c)
applies. A properr portion" of the unused credit carryover means
that a deduction shall be allowed only to the extent that the reduction
in basis under section 48(g) (or reduction in lease payments under
sec. 48(d)) has caused a diminution of prior depreciation allowances
(or rental payments).

Thle provisions of section 181 may be illustrated by the following
examples:
Example 1.--Y corporation's credit based on its investment for the

calendar year ending December 31, 1964, its first taxable year,
amounts to $100,000 and the limitation under section 46(a)(2) is
$60,000. Y's unused credit for 1964 is $40,000 ($100,000 minus
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$60,000), which it may carry forward to 1965, and the 4 succeeding
taxable years. However, because of successive net operating losses
through 1969, Y is unable to use any portion of the $40,000 as a credit
against tax; nor has the $40,000 unused credit carryover been adjusted
under section 47(a)(3). For the taxable year ending December 31,
1970, Y, in computing its taxable income, may take a deduction for
$40,000 under the new section 181.
Example 2.--Corporation X acquires and places in service a new

section 38 asset, asset A, on January 1, 1964, the first day of its first
taxable year. Asset A has hn estimated useful life of 4 years. The
credit with respect to such asset is $50,000, but because of the limita-
tion based on tax, only $30,000 is taken into account as a credit in
1964. X has an unused credit carryover of $20,000 which may be
carried forward through 1969. Because of substantial purchases of
section 38 property in 1965, 1966, 1967, and 1968, X is unable to use
any portion of the $20,000 credit carryover as a credit against tax.
By 1968, asset A has been fully depreciated. On December 31,
1968, X distributes all of its assets in complete liquidation and dis-
solves. The transaction is not one to which section 381(c) applies,
and section 48(g)(2) does not apply to the transfer of asset A.
For the taxable year ending December 31, 1968, X, in computing its
taxable income, may take a deduction for $20,000 under section 181.

(d) Certain corporate acquisitions.-Subsection (d) of section 2 of
the bill, which corresponds to subsection (c) of section 2 of the bill as
passed by the House, provides an amendment to section 381 (c) of the
1954 Code (relating to the carryover of tax attributes in the case of
certain corporate acquisitions) by adding paragraph (23) thereto. Sec-
tion 381(c)(23) provides that the acquiring corporation is to take into
account (to the extent proper to carry out the purposes of sec. 381
and sec. 38, and under such regulations as may be prescribed by the
Secretary of the Treasury or his delegate) the items required to be
taken into account for purposes of section 38 in respect of the dis-
tributor or transferor corporation. Thus, for example, the regulations
under section 381(c)(23) will provide rules for the carryover of anyunused credit carryovers of the distributor or transferor corporation,for the application of new section 181, and for the application of
section 47 to dispositions by the acquiring corporation of propertyacquired from the distributor or transferor corporation.

() Statutes of limitations and interest relating to investment credit
carrnbacks.--Subsection (e) of section 2 of the bill, which was added to
the bill by your committee, amends certain provisions of the code
relating to statutes of limitations and interest. These amendments
were made necessary by the adoption of the provision allowing a
3-year carryback of any unused investment credit.

Paragraph (1) of section 2(e) of tlhe bill amends section 6501, re-
lating to limitations on assessment and collection, to provide that in
tlle case of a deficiency attributable.to the application of an invest-
mCent credit carryback, the deficiency may be assessed at tany time
before the expiration of the period within which a deficiency may be
assessed for the taxable year in which the unused investment credit
arose (i.e., the unused credit year) which results in such carryback.Tllis p)rovriion in effect suspends the statute of limitations on teio
assessment of a deficiency on account of the disallowance of an erro-
neous or improper investment credit carryback until the expiration of
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the statutory period of limitation on assessments attributable to the
taxable year from which the investment credit carryback arose.
Paragraph (2) of section 2(e) of the bill amends subsection (d) of

section 6511, relating to limitations on credit or refund, by adding a
new paragraph (4) thereto, entitled "Special period of limitation with
respect to investment credit carrybacks." Subparagraph (A) of new
paragraph (4) provides that a claim for credit or refund relating to
an investment credit carryback may be filed at any time before the
15th day of the 40th month (or 39th month, in the case of a corpora-
tion) following the end of the taxable year of the unused investment
credit which gave rise to the carryback, or within the period pre-
scribed in section 6511(c) in respect of such year (relating to special
rules applicable in case of extension of time by agreement), whichever
expires later. Subparagraph (A) of new paragraph (4) also provides
that in the case of such a claim, the amount of the credit or refund
may exceed the portion of the tax paid within tlhe period provided in
section 6511 (b)(2) or (c), depending on whichever is applicable, to
the extent of the amount of the overpayment which is attributable to
the cairyback.
Subparagraph (B) of new paragraph (4) of section 6511(d) provides

rules for the application of the special period of limitation with respect
to the investment credit carryback. Subparagraph (B) provides that
if the allowance of a credit or refund of an overpayment of tax attrib-
utable to an investment credit carryback is otherwise prevented by
operation of any law or rule of law other than section 7122, relating to
compromises, such credit or refund may be allowed or made, if a
claim therefore is filed within the period provided in section 6511(d) (4)
(A). In the case of any such claim for credit or refund, the determina-
tion by any court, including the Tax Court, in any proceeding in
which the decision of the court has become final, shall not be conclusive
with respect to tlhe investment credit, and the effect of such credit, to
the extent that such credit is affected by a carryback which was not
an issue in such proceedings.
Paragraph (3) of section 2(e) of the bill amends subsection (e) of

section 6601 (relating to interest on underpayment, nonpayment, or
extensions of time for payment of tax) to provide that if the credit
allowed by section 38 for any taxable year is increased by reason of
an investment credit carryback, the increase shall not affect the com-
putation of interest under section 6601 for the period ending with the
last day of the taxable year in which the investment credit carryback
arises (the unused credit year).
Paragraph (4) of section 2(e) of the bill amends subsection (f) of

section 6611, relating to interest on overpayments, to provide that for
purposes of the p)ayentlt of interest on an overpayment of tax result-
ing from an investment credit carryback, such overpayment will be
deelned not to have bleen made prior to the close of the taxable year
ill which the investment credit carryback arises. Thus, if an unused
investment credit for the calendar year 1968 is carried back to 1965,
and an overpayment of tax for the year 1965 results, no interest will
be allowed or paid in respect of such overpayment for any period
prior to I)ecember 31, 1968.

(f) Technicalanmendment.-Subsection (f) of section 2 of the bill,
which was added by your committee, amends section 1016(a) of the
1954 Code, relating to adjustments to basis, by adding a new para-.
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graph 19 thereto. Under the new section 1016(a)(19), an adjustment
must be made to the basis of property which is or has been section 38
property, to tile extent provided in section 48(g).

(g) Clerical amendments.--Subsection (g) of section 2 of the bill,
provides a clerical amendment to part IV of of subchapter A and part
VI of subcehapter B of challpter 1 of the 1954 Code.

(hl) Eifective date.-Subsection (h) of section 2 of the bill provides
that the amendments made by section 2 of the bill are to apply with
respect to taxable years ending after June 30, 1962.

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

Except for the addition by your committee of a provision relating
to stockholders and employees, this section is identical to section 3
of the bill as passed by the House. Subsection (a) of section 3 amends
section 162 (relating to trade or business expenses) by redesignating
subsection (e) as subsection (f) and by inserting after subsection (d) a
new subsection (e) relating to appearances, etc., with respect to
legislation.

Paragraph (1) of the new subsection (e) provides that the deduction
allowed by subsection (a) of section 162 is to include all of the fol-
lowing ordinary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business: (1) expenses in
direct connection with appearances before, submission of statements
to, or sending communications to, the committees, or individual
members, of iedleral, State, or local legislative bodies with respect to
legislation or proposed legislation of direct interest to the taxpayer,
(2) expenses 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
tlhe taxpayer and to such organization, (3) that portion of dues
with respect to any organization of which the taxpayer is a member
which is attributable to tlhe expenses of the activities above described
in this paragraph which are carried on by such organization, and
(4) expenses in direct connection with communication of information
between the taxpayer and an employee or stockholder with respect
to legislation or proposed legislation of direct interest to tle taxpayer.
Paragraph (1) also provides that the expenses referred to therein are to
include, but not be limited to, tlhe cost of preparing testimony and
traveling expenses described in sub)section (a)(2) of section 162.
Paragraph (2) of the new subsection (e) provides that the provisions

of paragraph (1) are not to be construed as allowing the deduction of
any amount paid or incurred (whether by way of contribution, gift,
or otherwise)--

(1) for participation in, or intervention in, any political cam-
)aign on behalf of any candidate for public office, or

(2) in connection with ainy attempt to influence the general
public, or segments thereof, with respect to legislative matters,
elections, or referendums.

Subssection (b) of this section of the bill provides that the amenld-
ments made by subsection (a) are to apply to taxable years beginning
after December 31, 1962.
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SECTION 4. DISALLOWANCE OF CERTAIN ENTERTAIN-
MENT, ETC., EXPENSES

(a) Denial of dcduction.-Subsection (a) of section 4 of the bill
adds to part IX of subchapter B of chapter 1 of the code (relating to
items not deductible in computing taxable income) a new section 274.

SECTION 274. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC.,
EXPENSES

Section 274 provides generally that certain expenses deductible in
full under present law will be partially or completely disallowed for
purposes of chapter 1 of subtitle A. Since section 274 is a disallow-
ance provision exclusively, no expense would become deductible by
reason of its enactment. In other words, the tests for deductibility
under provisions of existing law (such as sees. 162, 165, 167, and 212)
must first be met before the provisions of section 274 become operative.
In addition, subsection (d) (relating to substantiation) of the new
section 274 must be applied before determining the extent to which
an expense or other item is disallowed under subsection (a), (b), or (c)
of section 274.

(a) Entertainment, amusement, or recreation.-
Activity.-Paragraph (1)(A) of subsection (a) of new section 274

provides that no deduction otherwise allowable under chapter 1 of
the 1954 Code is to be allowed for any item with respect to an activity
which is of a type generally considered to constitute entertainment,
amusement, or recreation, unless the taxpayer establishes that the
item was directly related to or associated with the active conduct of
his trade or business. Such deduction in no event is to exceed the
portion of such item directly related to or associated with the active
conduct of the taxpayer's trade or business.
Examples of "entertainment, amusement, or recreation" are enter-

taining guests at nightclubs, country clubs, theaters, football games,
and prizefights, and on hunting, fishing, vacation, and similar trips.
In addition, "entertainment" includes satisfying the personal, living,
or family needs of any individual (which woulf otherwise constitute
a business expense to the taxpayer) such as the furnishing of food and
beverages, a hotel suite, or an automobile. By referring to an activity
which "is of a type generally considered to constitute" entertainment,
amusement, or recreation, the subsection provides an objective test
for determining whether an activity is to be treated under this new
provision.

Facilities.--aragraph (1)(B) of subsection (a) of new section 274
provides that no deduction otherwise allowable under chapter 1 of tile
code is to be allowed for any item with respect to a facility used in
connection with an activity generally considered to constitute enter-
tainmenltt, amusement, or rcreation, unless the taxpayer establishes
that tile facility was used primarily for the furtherance of his trade or
business, and that the item was directly related to or associated with
the active conduct of his trade or business. Such deduction in no
event is to exceed the portion of such item directly related to or
associated with the active conduct of the taxpayer's trade or business.
Thle same tests for determining whether an item is directly related to
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or associated with the active conduct of a trade or business apply as in
the case of an item under paragraph (1)(A).
The term "facility" includes any item of personal or real property

owned or rented by the taxpayer, such as a yacht, hunting lodge, fish-
ing camp, swimming pool, tennis court, bowling alley, automobile,
airplane, apartment, hotel suite, dining room, and cafeteria. In addi-
tion to the items more commonly regarded as "expenses" for enter-
taining, discussed above, paragraph (1)(B) also relates to other items,
such as depreciation and losses realized on certain sales.
Under paragraph (1)(B), in addition to the requirement that tlhe

item be directly related to or associated with the active conduct of the
taxpayer's trade or business, the facility must be used primarily for
the furtherance of the taxpayer's trade or business. Thus, if a facility
is used more than one-half for business entertaining, so that more than
one-half of the entertainment expense with respect to such facility
would be deductible as a business expense under present law, that
portion is still to be deductible to the extent it meets the test of being
directly related to or associated with the active conduct of the tax-
payer's trade or business If less than one-half of such entertainment
expense would be deductible lnder present law, no deduction is to be
allowed.
Paragraph (2) of subsection (a) of new section 274 prescribes two

special rules for purposes of applying paragraph (1). All dues and
fees paid to any social, athletic, or sporting club or organization will
be treated as items with respect to a facility used for entertaining.
Thus, only if the taxpayer uses a country club to which lhe belongs
primarily for the furtherance of his business will a deduction be
allowed for dues or fees paid to such club, and then only to the extent
that such use is directly related to or associated with the active con-
duct of his business. In addition, in applying paragraph (1) an

activity described in section 212 (relating to expenses for the produc-
tion of income) is to be treated as a trade or business.

(b) Gifts.-Subsection (b)(1) of new section 274 is the same as
passed by tle House except that your comlnittee has added three
exceptions to the term "gift." Generally, subsection (b)(1) disallows
all expenses for gifts to individuals in excess of a cumulative total of
$25 per year per recipient. Tlie reference to "indirect" gifts in this
subsection includes situations where the gift is intended for the even-
tual use or benefit of an individuals but is made initially to his corpora-
tion or to some memller of his family. 'The term "gift", for purposes
of section 274, lhas, in general, the samll meaning as it does under
section 102 of the code (relating to the exclusion of gifts and inhieri-
tances from gross incomnce).
Any itelm which is exclldable from gross income under a provision

of chapter 1 of tlle code other than section 102 is not a "gift" within
t}e meaning of sll)section (b)(1). To illustrate the applicability of
sul)section (b)(1), a payment by anemployer to a deceased employee's
widow wllich is excludable from herl income by reason of the gift ex-
clusion provision, section 102, will not )e deductible lby the employer
inexcesss of $25, whereas tle treatment by an employer of a payment
to a deceased employee's widow which is not a gift but which con-
stitutes an employee's death benefit excludable by the recipient under
section 101(b)) of the code will not be affected by this provision. As
another exampIle, amounts paid to »an individual as a scholarship)
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which are excludable from the individual's gross income under section
117 of the code are not "gifts" within the meaning of this subsection.
Similarly, those prizes and awards which are excludable from a
recipient's gross income under section 74(b) of the code are not
"gifts" within the meaning of this subsection.
Subparagraph (A) sets forth the first exception to the term "gift"

added by your committee. It provides that the term "gift" does not
include an item which cost the taxpayer not more than $4 on which
the name of the taxpayer is clearly and permanently imprinted and
which is one of a number of identical items distributed generally by
the taxpayer. Thus, the deductibility of the cost of any such item
will not be affected by section 274(b) and the taxpayer will not have
to take such items into account in connection with the $25 limitation
in such section.
The second exception, in subparagraph (B), excludes from the term

"gift" any sign, display rack, or other promotional material to be used
on the business premises of the recipient. Such items are sometimes
referred to as "point-of-purchase" advertising materials.
Subparagraph (C) contains the third exception to the term "gift"

added by your committee. It provides that "gift" does not include
an item of tangible personal property, such as a watch, whicl costs
the taxpayer not more than $100 and which the taxpayer awarded
to an employee because of his length of service or for his safety
achievement. This exception relates only to deductibility by the em-
ployer. It is not intended to have any effect in determining whether
the employee who receives the award is to be taxed on its value.

Since the question in subsection (b)(l) is what portion of the tax-
payer's expense will be disallowed, the $25 amount necessarily relates
to the taxpayer's cost rather than to the value of the property to
the donee. However, certain incidental costs, such as packaging,
insurance, and mailing or other delivery, will be disregarded in deter-
mining whether the'$25 limit has been exceeded.

There is a possibility of overlapping application of subsections (a)
and (b), since some items can reasonably be classified both as gifts
and as entertainment. Different rules under section 274 apply de-
pending on the classification of the item. As described in greater
detail below, the express authority given to the Secretary of the
Treasury or his delegate to prescribe regulations will be used to solve
these problems of classification so as to clarify and make more certain
the application of section 274.

Subsection (b)(2) prescribes two special rules for applying subsec-
tion (b)(l). Under subsection (b)(2)(A), in the case of a gift by a
partnership (including a gift made by a partner with respect to the
business of the palrtnership), the $25 limitation will be applied at the
partnership level, as well as at the level of the individual partner.
FlIhus, deductions for gifts made with respect to partnership lbusiness
will not exceed $25 pel recipient, regardless of the number of partners.
Under subsection (b)(2)(B), a husband andl wife are for llrposes

of subsection (b)(l) treated as one "taxpayer". ThIus, in the case of
a gift by a husband and wife, the spouses will be treated as one donor.
However, since "taxpayer" in subsection (b)(l) refers only to the
donor of a gift, this special rule does not pertain to gifts, for example,
made by an individual to a husband and wife who are partners in
a business.

87480--2--12
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(c) Traveling.-This is a new subsection adopted by your commit-
tee. Under present law if a taxpayer travels to a destination and
while at such destination engages in both business activities (or activ-
ities described in section 212) and personal activities, traveling ex-
penses to and from such destination are deductible only if the trip is
related primarily to the taxpayer's trade or business. If the primary
purpose is business the entire amount of such traveling expenses is
deductible. If the trip is primarily personal in nature no part of the
traveling expenses to and from the destination is deductible even
though the taxpayer engages in business activities while at such des-
tination. However, expenses while at the destination which are prop-
erly allocable to the taxpayer's trade or business are deductible even
though the traveling expenses to and from the destination are not
deductible.

Tlie new subsection (c) which your committee has added to section
274 provides tllat in the case of ally individual who is traveling awayT
f'ro home ill pursuit of a tratle or business or in pursuit of an activity
described in section 212, no deduction shall be allowed under section
162 or section 212 for that portion of the expenses of such travel
otherwise allowable under such section which, under regulations pre-
scribed by tlhe Secretary of the Treasury or his delegate, is not allocable
to such trade or business or to such activity. Under this provision
a taxpayer must meet two tests before he becomes entitled to deduct
traveling expenses. First, the expenditure must be deductible under
the rules of section 162 or 212. If it is not deductible under those
sections the taxpayer gets no deduction and no reference to the rules
of section 274(c) is necessary. However, if an expenditure is deducti-
ble under section 162 or 212 then the expenditure must be subjected
to the allocation rules of section 274(c) to determine the extent to
which the expenditure is ultimately deductible.
To avoid the application of section 274(c) in cases where the possi-

bilities of abuse are relatively small your committee's amendment
provides that the provision shall not apply to the expenses of any travel
away from home which does not exceed 1 week or where the portion of
the time away from home which is not attributable to tile pursuit of the
taxpayer's trade or business or an activity described in section 212
is less than 25 percent of tlhe total time away from home on such travel.

Tirle operation of subsection (c) may be illustrated by the following
examples:

ExLample 1.-Taxpayer A flew from New York to London where he
conducted business for 2 (lays. A ihen flew to Stockholm for a 14-day
vacation after which lhe flew back to New York from Stockholm.
'The trip took 18 days, 2 of which were attributable to tle flight to
London and return. A would not have made the trip except for
the business he llad to conduct in London. Under present law A
could (leduct tlhe entire cost attributable to transportation and food
to and from London and the food and lodging during tlh 2 days spent
on business inlondon. 'llh traveling expenses attributable to the
vacation part of his trip including transportation, food, and lodging
would not l)e deductiltle under present law. Such personal expendi-
tures would also notb)e deductible under section 274(c) in the bill.
In addition under such section, since tlhe travel away from home
exceeded a week and the time devoted to personal activities was not
less than 25 percent of the total time away from homo, it is contem-
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plated that the regulations will provide that fourteen-eighteenths (14
days devoted to personal activities out of a total of 18 days away
from home on the trip) of the costs attributable to transportation and
food to and from London are to be disallowed. The deductibility of
cost of the food and lodging during the 2 days spent on business in
London would be determined under section 162(a)(2), as amended
by the bill.
Example 2.-Taxpayer B flew from New York to Paris where he

conducted business for 1 day. He spent the next 2 days sightseeing in
Paris and then flew back to New York. Thle entire trip, including
2 days flying to and from Paris, took 5 days. B would not have made
the trip except for the business he had to conduct in Paris. Under
present law B can deduct the entire cost of his transportation and food
to and from Paris, and the food and lodging attributable to the 1
business day in Paris but not the food and lodging attributable to the
2 days spent on sightseeing. Since the trip did not exceed 1 week,
the allocation rules of section 274(c) would not apply.
Example 3.-Taxpayer C flew from Now York to Brussels where lie

spent 14 days on business and 5 days on personal matters and then flew
back to New York. The entire trip, including 2 flying days, took
21 clays. C would not have made the trip except for the business
he had to transact in Brussels. Under present law C could deduct
the entire cost attributable to transportation and food to and from
Brussels and the food and lodging during the 14 days spent on busi-
ness but not the food and lodging attributable to the 5 clays spent on
personal matters. Although the trip exceeded a week the time away
from home attributable to noilbusiness activities (5 days out of 21) was
less than 25 percent of the total time away from home during the
trip. Therefore the allocation rule of section 274(c) does not apply.

(d) Substantiation required.-This subsection, except for a clerical
change, is identical to subsection (c) of section 274 of the bill as passed
by the House. It imposes another limitation on traveling expenses
deductible under section 162(a)(2) or 212, on items with respect to
activities described in subsection (a) as entertainment, amusement,
or recreation, or with respect to facilities used in connection therewith
(whether or not excepted from the application of su1)sec. (a) of
sec. 274 by sublsec. (o)), and on expenses for gifts. Subsection
(d) overrules with respect to the described expenditures the case
of Cohan v. Commissioner, 39 F. 2d 540 (C.A. 2d 1930). That
case held that where evidence indicates that a taxpayer las in-
curred deductible travel or entertainment expenses but their exact
amount cannot be determined, tloe court must make "as- close an
approximation as it can" and not disallow the deduction entirely.
Under subsection (d) approxillmations of the type which ulndler the
Cohan doctrine hilve been sufficient to entitle the taxpayer to a
deduction will not longer have that effect. In other words, if the
taxpayer fails to substantiate an item as required by subsection (d)
an(l the regulations thereunder, tlhe item will be completely disallowed.

Subsection (d) provides that no deduction is to bo allowed for the
above-described items unless the taxpayer substantiates by adequate
records or by sufficient evidence corroborating his own statement the
following: tfio amount of such expense or other itenm;\the time and
place of the travel, entertainment, amusement, recreation, or use of the
facility, or the (ate and description of the gift; the business purpose
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of the expense or other item; and the business relationship to the
taxpayer of the persons entertained, using the facility, or receiving
the gift. The taxpayer's records or corroborating evidence, must
pertain to separate expenses or other items of deduction, not, to ag-
gregate amounts.

Generally, a clear, contemporaneously kept diary, account book, or
similar record containing the information specified in subsection (d)
will be an adequate record within the meaning of this subsection.
However, receipts, canceled checks, paid bills, stubs, or other similar
records Lmay be required in certain cases, as, for example, to substanti-
ate thle amount expended for lodging and transportation while travel-
ing on business. Thus, the taxpayer may bo required to preserve
hotel bills or transportation receipts to substantiate such items by
adequate records. In order to avoid hardship, a reasonable recon-
struction of expenditures will be accepted in those cases where the
absence of records is due to circumstances beyond the taxpayer's
control, such as destruction by fire, flood, or other casualty.
Where the taxpayer fails to maintain adequate records with respect

to any of the described aspects of an expense, that aspect must be
substantiated by the taxpayer's own statement corroborated bly suf-
ficient evidence. The taxpayer's own uncorroborated statement will
not constitute substantiation with respect to any such aspect. T'he
evidence required may vary with respect to each aspect of an item
claimed as a deduction. 'Thus, circumstantial evidence, sucl as the
nature of the business activities of the taxpayer and of the person
entertained, may be sufficient to corroborate the taxpayer's statement
regarding business purpose and business relationship, whereas more
direct evidence, such as the testimony of witnesses, will be required
to substantiate amount, time, place, date, and description.
Under subsection (d), tlle Secretary of the Treasury or his delegate

is authorized to provide by regulations that some or all of the require-
ments of subsection (d) are not to alply in the case of an expense
which does not exceed an amount determined under such regulations.
Thus, the regulations could provide that a fixed scale of allowance
for mileage or per diem in lieu of subsistence, based upon reasonable
business practices, will be acceptable in lieu of detailed substantia-
tion. Similarly, tihe regulations could prescribe an exception for
de-mninimis expenses.

(e) Exceptions to application oj subsection (a).--Subsection (e) of
the new section 274 is identical to subsection (d) of the bill as passed
by thle House except for clerical changes and an amendment to para-
graphl (6) discussed bl)low. Subsection (e) contains rnime exceptions
to the general rule of section 274(a). These exceptions are to the
disallowanlce provision of subsection (a) exclusively. The fact that
an iteii is not covered by one of the nine exceptions does not mean
that ipso actoro it will b)e disallowed utlnder subsection (a). ft is to be
leml)hlasized that tlie new section 274(0) in hio way changes existing
law witll respect to the disallowance of expenses by reason of failure
to meet tlme "ordinary and necessary" test in section 162 or 212 of the
code. Fu'rtlherlore, tlle substanlltiation requirements of subsection (d)
also must be fulfilled with respect to tlie items covered by these
exceptions.

Ilaralgraph (1) exceC)ts from the disallowance prescribed in subsec-
tion (')(1) expenses for food nd beverages furnished under circum-
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stances which are of a type generally considered to be conducive to a
business discussion, taking into account the surroundings in which
furnished, the taxpayer's trade, business, or income-producing activity,
the relationship to such trade, business, or activity of the persons to
whom the food and beverages are furnished, and any other relevant
facts. There is no requirement in this exception that business actually
be discussed. Thus, if the described circumstances are established,
and if the amounts are deductible under section 162 or 212 and are
substantiated as required under section 274(d), the expenses for food
and beverages will be deductible without reference to the "directly
related to or associated with" tests of subsection (a)(l). Of course,
tradee or business" is not restricted to comninercial activities but
includes other activities such as teaching, the practice of law or
medicine, etc.

Paragraph (2) relates to food and beverages furnished on the tax-
payer's business premises. By reason of this exception, no expense for
food and beverages furnished on the business premises primarily to
employees of the taxpayer will be disallowed under section 274(a).
In addition, expenses for food and beverages furnished to nonemployee
business guests will be deductible if furnished in a dining room which
is primarily for the taxpayer's employees and is located on the tax-
payer's business premises. Paragraph (2) also excepts from disallow-
ance expenses for facilities to the extent they are used in connection
with furnishing the above-described food and beverages. The excep-
tion provided by paragraph (2) applies to both the typical company
cafeteria and meals furnished to employees because their presence on
the job at all times is essential.
The exception in paragraph (3) applies to expenses for goods,

services and facilities to the extent that the expense is properly
treated by the taxpayer, with respect to the recipient of the enter-
tainment, amusement, or recreation, as compensation paid to an em-
ployee on the taxpayer's income tax return and as "wages" for pur-
poses of withholding. Thus, a taxpayer rewarding a key employee
with a vacation trip would not be disallowed the expenses under
section 274 (a) if the taxpayer treated the expenses as wages for
withholding purposes and deducted them on his income tax return
as compensation paid to the key employee. Salary paid to the
captain of a yacht used for business entertaining does not come within
this exception.

If an expense properly constitutes a dividend to a shareholder, or
if it constitutes unreasonable compensation to an officer or employee,
the exception in paragraph (3) will not prevent its disallowance.

Paragraph (4) excepts from disallowance with respect to the tax-
payer certain expenses paid or incurred by the taxpayer in connection
with tlh performances by him of services for another person (whether
or not such other person is the taxpayer's employer) for which tho
taxpayer is reimbursed by such other person under a reimbursement
or other allowance arrangement. This exception prevents the double
disallowance of a single expenditure, once with respect to the person
who actually bears the expense and benefits from it and once with re-
spect to the person who pays the expense on behalf of the first person
and is reimbursed therefor. However, two qualifications are provided
which insure that a described expense will be disallowed at one level.
If the services are performed by a taxpayer, who is an employee, for his



176 REVENUE ACT OF 1962

employer, and if the employer treats tle expense as compensation paid
to the employee and it falls within the scope of the subsection (e)(3)
exception, tile subsection (e)(4) exception does not apply. If ttle
services are performed by the taxpayer for a person who is not the tax-
payer's employer, the subsection (6) (4) exception does not apply unless
the taxpayer accounts to such other person by means of records or
other sufficient evidence which would satisfy the substantiation re-
quirement of subsection (d). The term reimbursementt or other
expense allowance arrangement" is derived from section 62(2)(A) of
the code and has the same meaning in section 274(e) (without regard
to whether the taxpayer is the employee of the person for whom services
are performed) as it does in that section.

Paragraph (5) provides an exception for expenses for recreational,
social, or similar activities which are primarily for the benefit of the
employees of the taxpayer. This exception applies to the usual
employee fringe benefit programs. For example, the expenses of
operating a company bowling alley or swimming pool which is avail-
able to all employees generally will be deductible. Similarly, the
costs of the office Christmas party or summer outing generally will be
deductible.

In order to exclude from this exception benefits primarily for
executives and owners of closely held businesses, the exception applies
only with respect to activities which are primarily for employees other
than employees who are officers, shareholders or other owners who
own a 10 percent or greater interest in the business, or highly com-
pensated employees. In determining whether an employee owns a
10 percent or greater interest in the business, the employee is to be
treated as owning anr interest owned by a member of his family
(within the meaning of sec. 267(c)(4)).
Paragraph (6) )provides an exception for expenses incurred by a

taxpayer which are directly related to business meetings of his em-

ployees, stockholders, agents, or directors. This paragraph is sub-
stantially the same as paragraph (6) of subsection (d) of section 274
in tho bill as passed by the House except that whereas the bill as passed
by the House was limited to meetings of employees and stockholders,
your committee's amendment also includes meetings of agents and
directors of tlhe taxpayer. 'ITlis exception pertains only to mIeetings
which are principally for the discussion of business. T'o illustrate, a
meeting of employees for the principal purpose of introducing theoi
to and instructfilg them with respect to t new procedure for condIucting
the employer's business would be considered a business meeting.
Similarly, a regular annual meeting of stockholders for the election of
directors and discussion of corporatetaffairs would be considered a
business meeting. A convention of employees for the principal purpose
of rewarding them for their outstanding performance of services for
their employer would not be considered a business meeting. However,
such a convention might come within the scope of paragraph (3) or (5).

Paragraph (7) pertains to expenses directly related and necessary.
to attendance at business meetings or conventions of exempt section
501(c)(6) organizations. It is similar to the exception in paragraph.
(6), except that it relates only to attendance at meetings, or conven-
tions of business leagues, chambers of commerce, real estate boards,
or boards of trade which are exempt from tax under section 501(a).



REVENUE ACT OF 1962 177

Paragraph (8) pertains to goods and services (including the use of
facilities) which are made available by the taxpayer to the general
public. By reason of this exception, expenses for entertainment of
the general public by means of television, radio, newspapers, and the
like will continue to be deductible under section 162. Similarly, a
deduction may still be claimed under section 162 for the expense of
maintaining private parks, golf courses, and similar facilities, to the
extent that they are available for public use. For example, if a cor-
poration maintained a swimming pool for the use of its executive
officers and their guests, but during the summer months made the pool
available for a period of time each week to the children participating
in the local public recreation program, the portion of the expenses
relating to such public use of the pool would come within this exception.

Paragraph (9) is designed to insure that no expense will be dis..
allowed under subsection (a) if it is for goods or services which are
sold by the taxpayer in a bona fide transaction for an adequate and
full consideration in money or money's worth. Thus, the cost of
producing nightclub entertainment for sale to customers will not be
disallowed. Similarly, the cost of operating a pleasure cruise ship as
a business will not be disallowed.
The last sentence in subsection (e) makes it clear that the "expenses"

to which paragraphs (1) through (9) relate include such items as
depreciation and losses.

(f) Interest, taxes, casualty losses, etc.--This subsection, except for
a clerical change, is identical to subsection (e) of new section 274 of
the bill as passed by the House. Subsection (f) excepts from the
provisions of section 274 items which would constitute allowable
deductions for an individual taxpayer regardless of whether he was
engaged in any trade or business. Examples of such items are interest,
taxes such as real property taxes, and casualty losses. Thus, if a tax-
payer owned a fishing camp, he could still deduct mortgage interest
and real property taxes in full even if its use was not primarily for
the furtherance of the taxpayer's trade or business.

(g) Treatment of entertainment, etc., type facility.-This subsection,
except for a clerical change, is identical to subsection (f) of new section
274 of the bill as passed by the House. This subsection prescribes
the treatment to be accorded facilities coming within the purview of
subsection (a)(1)(B), for purposes of chapter 1 generally. To the
extent that expenses and other items with respect to a facility are
disallowed under subsection (a) that portion of the facility is to be
accorded the treatment provided under present law to an asset used
exclusively for personal, living, and famnilr purposes. Thus, the por-
tion of a facility so treated will not be subject to depreciation, and
losses incurred on the sale of such portion will not be deductible.

(h) Regulatory authority.--This subsection, except for a clerical
change, is identical to subsection (g) of new section 274 of the bill as
passed by the House. Subsection (h) authorizes the Secretary of the
Treasury or his delegate to prescribe such regulations as he deems
necessary to carry out the purposes of section 274. For example,
under this authorization rules will be prescribed for determining
whether subsection (a) or subsection (b) applies to an expenditure to
which both subsections might be considered to apply I teams are to
be given the character ascribed to them by the public generally and
without regard to the revenue consequences of the characterization.
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In addition, the Secretary of the Treasury or his delegate is required
to prescribe rules for determining whether section 274 (a) or (b)
applies with respect to an expenditure which could also be described
as falling solely within the purview of some other section. This over-
lap problem will be resolved by ascribing to the expenditure a character
which carries out the purposes of section 274. If the item confers a
personal benefit in the form of entertainment, amusement, recreation,
or a personal, living, or family need of the individual it will be treated
as a section 274 item.
The problem of tihe overlap of subsections (a) and (b) of section

274 can be illustrated by a case where a taxpayer provides one of
his customers with tickets to an amusement event. Hero both the
entertainment and gift provisions might apply. Under the regulations
the entertainment provision always will apply with respect to such
theater tickets regardless of whether the taxpayer accompanies the
customer to the theater or sends him the tickets. On the other hand,
gifts of a chattel such as a book or a toy will be classified as a gift,
coming within tile purview of subsection (b), eyen though the use of
the item results in the entertainment of the recipient. Packaged food
andl beverages will be treated as gifts, while food and. beverages con-
sumced at meals will be considered entertainment.

Tlhe problem of properly characterizing an expenditure for purposes
of determining whether section 274 is applicable, or whether the ex-
penditure is to be treated solely under some other section, can be
illustrated by a case where a taxpayer distributes to each of his cus-
tomers a valuable gift which is inscribed with the taxpayer's name.
Expenditures for such items might be characterized as advertising
expenses or as expenses for gifts. Under the regulations, expenditures
for such items will be characterized as gifts.
SECTION 4. DISALLOWANCE OF: CERTAIN ENTERTAIN-

MENT, ETC., EXPENSES (Continued)
(b) Traveling expenses.--The House bill amended section 162(a)(2)

of tlhe 1954 Code (relating to traveling expenses while away from
home) by striking out the existing provision under which tlhe "entire"
amount expended for meals andl lodging is included ill tile allowable
reductionn and would have substituted therefore a provision under
which there is to be included a "reasonable" allowance expended for
meals and lodging. In lieu of the H-ouse provision your committee's
amendlnment provides that the allowable deduction is to include
amounts expended for meals and lodging other than amounts which
are lavishI or extravagant unldr the circumstances.

(c) Effective date.--The House bill provided that the amendments
made )y section 4 are to apply with respect to taxable years ending
after June 30, 1962, but only with respect to periods after such date.
Your committee's action makes this provisionn effective with respect
to taxable years Oending after December 31, 1962, but only with
respect to periods after such date.
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SECTION 5. AMOUNT OF DISTRIBUTION WHERE CERTAIN
FOREIGN CORPORATIONS DISTRIBUTE PROPERTY IN
KIND

(a) Amount distributed.-Subsection (a) of section 5 of the bill
amends section 301(b)(1) (relating to amount distributed to corporate
distributees) of the 1954 Code by adding at the end thereof a new
subparagraph (C). The general rule in new subparagraph (C) pro-
vides that for purposes of section 301 the amount of a distribution of
property (other than money) received by a corporate shareholder from
a foreign corporation will be the fair market value of such property.
An exception to the general rule is provided in cases where a divi-

dends received deduction is allowable under section 245 with respect
to such a distribution. In such a case, to the extent the distribution
of such property is out of earnings and profits described in section
245(a) (1) and (2), the amount to be taken into account (for purposes of
sec. 301 of the code) with-respect to property other than money is the
sum, determined under regulations prescribed by the Secretary of the
Treasury or his delegate, of the amounts computed under subpara-
graphs (C)(i) and (C)(ii). The amount under subparagraph (C)(i)
is that proportion of the lesser of-

(1) the fair market value of such property, or
(2) the adjusted basis (in the hands of the distributing cor-

poration. immediately before the distribution) of such property,
which is properly attributable to gross income from sources within
the United States. The amount under subparagraph (C)(ii) is that
proportion of the fair market value of such property which is properly
attributable to gross income from sources without the United States.
The application of subparagraph (C) mnay be illustrated by the

following example involving corporation X, a domestic corporation
which owns 100 percent of the outstanding stock of corporation Y a
foreign corporation. Corporation Y, which makes its return on the
basis of the calendar year, has earnings and profits of $200,000 for 1963
and derives 60 percent of its gross income from sources within the
United States during 1963. For an uninterrupted period of 36 months
ending with the close of 1963, corporation Y has been engaged in
trade or business within the United States and has derived 50 percent
or more of its gross income from sources within the United States.
Assume that the only distribution made by corporation Y during 1963
is a distribution of property which has a fair market value of $100,000
and an adjusted basis (in the hands of the distril)uting corporation
immediately before the distribution) of $40,000. Tho amount of the
distribution of such p)rol)ertyv as ldetermini(,d under section 301 (b) (1) (C)
is $64,000, coml)putedsl follows:
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(1) Amount computed under section 301(b)(1)(C)(i): That proportion
of the adjusted basis of such property (since it is less than the fair
market value) which is properly attributable to gross income from
sources within the United States, that is, adjusted basis multiplied
by the ratio which gross income from sources within the United
States bears to gross income from all sources. $40,000X 60 per-
cent-----.-.------------------.----------------.-.---- - $24, 000

(2) Amount computed under section 301(b)(1) () (ii): That proportion
of the fair market value of such property which is properly attrib-
utable to gross income from sources without the United States, that
is, fair market value multiplied by the ratio which gross income
from sources without the United States bears to gross income from
all sources. $100,000X40 percent--------------.------------ 40, 000

(3) Amount of distribution of property for purposes of section 301-. 64, 000
(b) Basis.-Subsection (b) of section 5 of the bill amends section

301 (d) of the code (relating to basis of property) by adding a new para-
graph (3). The new paragraph (3) provides that where the amount of
a distribution of property other than money is determined in accord-
ance with the provisions of subparagraph (C) of section 301(b)(1), the
basis of such property shall be the amount of the property distribution.
Thus, in the above example the property distributed would have a
basis in the hands of corporation X, the distributee, of $64,000, the
amount of the distribution.

(c) Dividends received from certain foreign corporations.--Para-
graph (1) of subsection (c) of section 5 of the bill amends section 245
of the 1954 Code (relating to dividends received from certain foreign
corporations) by adding a new subsection (b). The new subsec-
tion (b) provides that for purposes of computing the dividends re-
ceived deduction under section 245(a) the amount of any distribution
of property other than money shall be determined under section 301
(b)(1)(B). Under section 301(b)(1)(B) the amount of a distribution
of property to it corporate shareholder is the lesser of (1) the fair
market value of such property, or (2) the adjusted basis of such
property (in the hands of the distributllg corporation immediately
before the distribution). Thus, for purposes of section 245, the
amount of the dividend in the above example would be $40,000, rather
than $64,000, and the amount allowed as a deduction under section 245
would be $20,400 ($40,000Xt60 percentX85 percent).

Paragraph (2) of sulbsection (c) of section 5 of the bill amIends sec-.
tion 245 of the 1954 Code so its to (lcsignate the existing text as sub-
section (a) of section 245.

Subsection (d) of section 5 of the House bill, which provides that
the section 301(b)(1)(}B) amount of a distribution of property other
thanmoney is to. be used in computing the credit for foreign
taxes under section 902 hias been deleted. Therefore, the section
301 (b) (1) (C) amount will be used in this respect.

(d)effective date.--Subsection (d) of section 5 of tho bill, identical
with subsection (o) of such section of tlh bill as passed by the House,
provides tlhat tle atmendiments mado by section 5 of the bill shall
apply to distributions madno after Deccl)er 31, 1962.

SECTION 6. MUTUAL SAVINGS BANKS, ETC.

(a) In general.--Subsection (a) of section 6 of the bill as reported,
which corresponds to section 8 of the bill as passed by the House,
amends section 593 of the 1954 Code to provide a now method for
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calculating the deduction for additions to bad debt reserves allowable
to the mutual savings banks, domestic building and loan associations,
and cooperative banks, referred to in section 593(a) (all of which are
hereinafter referred to as mutual savings institutions).

SECTION 593. tESERVEf FOR LOSSES ON LOANS

(a) Organizations to which section applies.-Subsection (a) of section
593, as amended by the bill, provides that section 593 is to 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 profit. This description of the organizations to which
the amended section 593 applies is substantially the same as that
contained in section 593 of existing law, and no substantive change
is made by this change in description. As is noted below, however,
section 7701(a)(19) (definition of clomestic building and loan associa-
tion) was amended by section 8(c) of the bill as passed by the House,
and section 6(c) of the bill as reported by your committee further
amends such section.

(b) Additions to reserves for bad debts.-Subsection (b)(1) prescribes
the method for determining the reasonable addition for the taxable
year to tile reserve for bad debts under section 166(c), and also specifies
the reserves to which such additions shall be made. Such reasonable
addition is the sum of two amnounts--(1) the amount added to the
reserve for losses on nonqualifying loans, and (2) the amount added
to the reserve for losses on qualifying real property loans.
The first amount is that determined under section 166(c) to be a

reasonable addition to the reserve for losses on nonqualifying loans.
Nonqualifying loans are defined in subsection (e)(2), and (with cer-
tain exceptions) are loans other than loans secured by an interest in
improved real property.
The second amount is the amount determined by the taxpayer to

be a reasonable addition to the reserve for losses on qualifying real
property loans. Qualifying real property loans are defined in sub-
section'(o)(1) and (with certain exceptions) are loans secured by an
interest in improved real property. Under the bill as passed by the
House, the amount of the reasonable addition to the reserve for losses
on such loans could not exceed the amount determined under one of
three different methods described in paragraphs (2), (3), and (4) of
subsection (b), whichever method produce(? the largest amount.
Your committee has amended subsection (b)(1) to provide that the

amount of the addition for a taxable year to the reserve for losses on
qualifying real property loans, when added to the amount of the
addition to the reserve for losses on nonqualifying loans, shall in no
case be greater than the amount by which 12 percent of the total
deposits or withdrawable accounts of depositors of the taxpayer at
tlle close of such year exceeds the sum of its surplus, undivided profits,
and reserves at the beginning of such year (taking into account any
portion thereof attributable to the period before the first taxable year
beginning after December 31, 1951).
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Percentage of taxable income'method
This method is described in subsection (b)(2). Under the bill as

passed by the House the amount of the reasonable addition to the re-
serve for losses on qualifying real property loans for a taxable year was
limited to the excess of an amount equal to 60 percent of the tax-
able income for such year over the amount determined under section
166(c) to be a reasonable addition to the reserve for losses on non-
qualifying loans. For purposes of- this method, taxable income is
determined without regard to any deduction under section 166(c) for
any additions to the reserves for bad debts, and also by excluding
from gross income any amount included therein by reason of subsec-
tion (f) (relating to the treatment of certain distributions of property
to stockholders by a domestic building and loan association).
Your committee has made two amendments to subsection (b)(2).

The first amends subparagraph (A) of subsection (b) (2) to provide that
the amount computed under that subparagraph shall be an amount
equal to 50 percent of taxable income for the taxable year (rather
than 60 percent) in the case of a taxpayer which is a domestic building
and loan association having capital stock with respect to which any
distribution of property (as defined in sec. 317(a)) is not allowable
as a deduction under section 591. In the case of a mutual savings
institution other than one described in the preceding sentence the
percentage figure remains at 60 percent.
Your committee's second amendment to subsection (b)(2) pro-

vides that the amount of the addition determined thereunder shall
not exceed such amount as is necessary to increase the balance (as
of the close of the taxable year) of the reserve for losses on qualifying
real property loans to 6 percent of such loans outstanding at such time.
Percentage of real property loans method
Under this method, which is described in subsection (b)(3) and

which lhas been anlended by your committee to provide a special de-
duction for certain new companies, the amount of the reasonable
addition to the reserve for losses on qualifying real property loans is
limited to the amount necessary to increase the balance (as of the close
of the taxable year) of such reserve to an amount equal to the amount
ldescriledl inl sullpalragrapll (A) or equal to the sum of two amounts
whlicli are described in sull)paragrapl)s (A) and (B) of such sulsection.
The first amount, which applies in tlhe case of all mutual savings in-
stiitutions, is an amount equal to 3 percent of' lqualifying real pro)lerty
loans outstan(ling at tlhe close of tlle taxable year. The'l secon(l
amount applies only to a mutual savings institution wlhicll is a "nlew
company" and wlhicll does not have capital stock with respect to
whicllldistri)butilons of property, (as definedd il s(ec. 317(a)) are not allow-
able as a deduction under section 501., In tlle case of sucli all institu-
tion, such second amount is equal to (i) 2 percent of such loans out-
standing, or 2 percent of $4 million, whichever is the lesser, reduced
(but not below zero) by (ii) tlo amount, if any, of the balance (as of the
close of the year) of tlhe taxpayer's sull))lemlcntal reserve for losses oil
loans. 1For l)urposes of collllutilg su1(ch second t1amount, a mutual
savings institution qualifies as a "nrew company" for any taxable year
only if such taxable year begins not more than 10 years after the first
da;y on wliicl it (or any pretdeeessor) was authorized to (lo business
as tan organizations described in section 593(a).
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Experience method
Under this method, described in subsection (b)(4), the amount of

the reasonable addition to the reserve for qualifying real property
loans is limited to the amount determined under section 166(c)
(without regard to sec. 593(b)) to be a reasonable addition to such
reserve.

(c) Treatment of reservesfor bad debts.-Subsection (c)(1) of section
593 as amended Irovides that each mutual savings institution which
uses the reserve method of accounting for bad debts is to 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. Except as provided in the last sentence of para-
graph (5) of this subsection, which is a new paragraph added by your
committee, such reserves are to be treated for all purposes as reserves
for bad debts. Thus, although these reserves are termed reserves
for "losses," they are reserves for bad debts; and any charge to any
such reserve for an item other than a bad debt will result in the
inclusion in gross income of an amount equal to such charge. As is
indicated below, however, any portion of the reserve for losses on
qualifying real property loans which represents amounts allocated
thereto pursuant to subsection (c)(5) shall not be treated as a reserve
for bad debts for any purpose other than the determination of the
amount deductible under subsection (b).
Allocation of pre-1963 reserves

Paragraphs (2) and (3) of subsection (c) prescribe rules governing
the method of allocating pre-1963 reserves among the three reserves
described above. The term "pre-1963 reserves" is defined by para-
graph (4) to mean the net amount, determined as of the close of
December 31, 1962 (after applying the provisions of subsec. (d)(1)
relating to taxable years beginning in 1962 and ending in 1963),
accumulated in the reserve for bad debts pursuant to section 166(c)
(or the corresponding provisions of prior revenue laws), whether or
not determined with reference to section 593, for taxable years begin-
ning after December 31, 1951.

Paragraph (2) of subsection (c) provides that such pre-1963 reserves
shall, as of the close of December 31, 1962, be allocated to, and con-
stitute the opening balances of, the reserve for losses on nonqualifying
loans, thle reserve for losses on qualifying real property loans, and the
supplemental reserve for losses on loans.

Paragraph (3) of subsection (c) provides that tlh pre-1963 reserves
shall be allocated first to the reserve for losses on nonqualifying loans
to the extent that such reserve is not increased above the amount
which would constitute a reasonable addition under section 166(c)
for a period in which such nonqualifying loans increased from zoro to
the amount thereof outstanding at the close of Decemnber 31, 1962.
Thus, the pre-1963 reserves will be allocated to tlhe reserve for losses
on nonqualifying loans in an amount not in excess of the maximum
amount (determined without regard to any annual limitation which
might be imposed under sec. 166(c) on building such reserve to its
full amount) which could have been added, as of the close of 1962,
to such reserve under subsection (b)(1)(A) if the balance of such re-
serve imlnediately prior to sucl addition had been zero. l'he remain-
ing portion of tlhe pre-1963 reserves is then allocated to the reserve for
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losses on qualifying real property loans to the extent such reserve is
not increased above the larger of two amounts. The first amount is the
amount which would be determined under paragraph (3)(A),.of sub-
section (b) as being necessary to increase the balance of the reserve
from zero to 3 percent of qualifying real property loans outstanding
at the close of December 31, 1962. 'I'le second amount is the amount
which would be determined under section 166(c) (without regard to
sec. 593) to be a reasonable addition to the reserve for losses on
qualifying real property loans for a period in which such loans in-
creased from zero to the amount thereof outstanding at the close of
December 31, 1962. Any remaining balance of the pre-1963 reserves
is allocated to the supplemental reserve for losses on loans.

Paragraph (5) of subsection (c) is a new provision which your con-
mittee has added to the bill. This paragraph provides that if, after
the allocation of pre-1963 reserves to the reserves for losses on non-
qualifying loans and for losses on qualifying real property loans, the
opIening balance of the reserve for losses on qualifying real property
loans is less than the maximum amount prescribed by paragraph
(3)(B), then, for purposes of subsection (c), the term "pre-1963
reserves" shall also include so much of the taxpayer's "pre-1952
surplus" as does not exceed the amount by which such opening balance
is less than the amount described in such paragraph (3)(B). As used
in tlhe preceding sentence the term "pre-1952 surplus" refers to the
taxpayer's surplus, undivided profits, and bad debt reserves deter-
mined as of December 31, 1962, and attributable to the period before
the first taxable year beginning after December 31, 1951, but does not
include any portion thereof attributable to interest which would have
been excludable from gross income under section 22(b)(4) of the
Internal Revenue Code of 1939 (relating to interest on governmental
obligations) or the corresponding provisions of prior revenue laws.

Paragraph (5) also provides that, notwithstanding the second
sentence of paragraph (1) (which requires that the three reserves
established pursuant to subsec. (c) shall be treated as reserves for
bad debts), any portion of the pre-1952 surplus included in the reserve
for losses on qualifying real property loans shall not be treated as a
reserve for bad debts for any purpose other than determining the
amount of the addition to the reserve for losses on qualifying real
property loans, and for such purpose such portion shall be treated as
remaining in such reserve. Thus, such portion of the pre-1952
surplus as is included in the reserve for losses on qualifying real
property loans as of the close of December 31, 1962, shall be deemed to
bo included in the balance of such reserve as of the close of each taxable
year to which the amended section 593 applies, but only for the limited
purpose of determining the maximum permissible addition to such
reserve under subsection (b). For all other purposes such portion of
tlhe plre-1952 surplus will retain the character that it has under existing
law. Thie effect of your committee's addition of paragraph (5)
to subisection (c) is to place an institution which accumulated most
of its reserves and surplus prior to 1952 on the same basis, for purposes
ol computing future additions to reserves, as an institution which
accumulated most of its reserves after 1951.

Subsection (c)(6), which is identical to subsection (c)(5) of section
593 il the bill as passed by the House, provides that any debt be-
coming worthless or partially worthless in respect of a qualifying real
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property loan shall be charged to the reserve for losses on such loans,
and any debt becoming wortldess or partially worthless in respect of
a nonqualifying loan shall be charged to the reserve for losses on non-
qualifying 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) Taxable years beginning in 1962 and ending in 196S3.-Subsection
(d) of the amended section 593 contains provisions for the conputa-
tion of taxable income in the case of a taxable year which is a fiscal
year beginning in 1962 and ending in 1963. With certain exceptions,
the general effective date provision in section 6(g)(1) of the bill makes
the amended section 593 applicable with respect to taxable years end-
ing after December 31, 1962. However, subsection (d) makes section
593 take effect witll respect to fiscal year taxpayers as of January 1,
1963. Subsection (d) apportions taxable income for the entire taxable
year (determined without regard to any deduction under sec. 166(c))
between tile part of the taxable year which falls in- 1962 and the
part wlich falls in 1963. Such taxable income is allocated to each
part year on the basis of the ratio which the number of (lays in each
such part year bears to tihe number of days in the entire taxable year.
The portion of such taxable income allocable to the part of the year
occurring before January 1, 1963, is then reduced under subsection
(d)(1) by an amount equal to tle deduction which would have been
allowable under section 166(c) for an addition to thel reserve for bad
debts as if such part year constituted a taxable year and as if section
593, as in effect before the amendments made by section 6 of the bill,
applied. Tlhe portion of such taxable income allocable to the part of
the taxable year occurring after December 31, 1962, is reduced, under
subsection (d)(2), by an amount equal to the deduction for an addi-
tion to a reserve for bad debts which would be allowed under section
166(c) (taking into account the amendments imade by sec. 6 of the
bill) if such part year constituted a taxable year,. Tlhe amounts of
taxable income thus obtained for each part year arena then adlded to
obtain the taxable income for the entire taxable year.
The amount of the deduction allowable for the pre-1963 part year

to a mutual savings institution under subsection (d)(l) is limited, by
reason of section 593(2) of existing law, to the amount by which
12 percent of the total deposits or withdrawable accounts of its
depositors at the close of such part year (Dec. 31, 1962) exceeds tleo
sum of its surplus, undivided profits, and reserves at the beginning
of the taxable year. In addition, by reason of section 593(1) of
existing law, the deduction allowable under subsection (d)(1) for the
pre-1963 part year to a mutual savings institution cannot exceed the
amount of its taxable income (determined without regard to any
deduction under sec. 166) allocable to the pre-1963 part year. Al-
though thle amount of the deduction allowable for the pre-1963
part year under subsection (d)(1) cannot be determined until tlhe
close of the entire taxable year (by reason of the taxable income
limitation and because the amount must be reflected on the institu-
tion's regular books of account), tils amount is added to the insti-
tution's pre-1963 reserves. T'lle pre-1963 reserves are then allocated
under the rules of subsection (c), as of tile close of December 31, 1962,
by reference to the amount of nonqualifying loans anld qualifying real
property loans outstanding at that time.
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The deduction referred to in subsection (d)(2) for the post-1962
part year is determined under subsection (b) and is equal to the sum
of the amount of an addition to the reserve for losses on nonqualifying
loans plus the amount of an addition to the reserve for qualifying
real property loans. The amount of the addition to the reserve for
nonqualifying loans is computed by reference to the amount of such
loans outstanding at the close of the taxable year in relation to the
balance in the reserve for such loans at that time. The amount of
the addition to the reserve for qualifying real property loans, if
determined under the percentage of taxable income method, would
be equal to the excess of an amount equal to 60 percent (or 50 percent,
as the case may )e) of the taxable income (determined under subsec.
(b)(2)) which is allocable to the post-1962 part year over the amount
of the reasonable addition to the reserve for nonqualifying loans. If
the addition to the reserve for qualifying real property loans is deter-
mined under the percentage of real property loans method or the
experience method, it would be computed by reference to the amount
of such loans outstanding at the close of the taxable year in relation
to the balance in the reserve for such loans at that time.

(e) Loans defined.-Subsection (e) of the amended section 593
defines, for purposes of that section, the terms "qualifying real
property loans", "nonqualifying loans", and "loans".
The term "loan" is defined to mean debt, as the term "debt"

is used in section 166. Since subsection (e) of section 166 is made
inapplicable by section 582(a) in the case of a mutual savings insti-
tution, the term "loan" includes a debt evidenced by a security as
defined in section 165(g)(2)(C). For purposes of subsection (e), a

taxpayer will be considered to have made a loan to the extent of his
participation in the loan, whether the loan was made by him or by
another person.

Under paragraph (1) of sullbsectioiicLa'j"'qualifying real property
loan" is defined toIment any loan of the taxpayer which is secured by
an interest inimproved real plro)pe'ty unless such loan is described in
stubpartlagrapll (A), (B), (C), or (D) of such paragraph. The loans
described intlleso subparnagraphs are: (A) any loan evidenced by a
security (as defined in sec. 165(g)(2)(C)); (1) any loan, whether
or not evidenced by a security as defined in section 165(g)(2)(C),
the primary obligor on which is a government or political subdivision
or instrumentality tiereoof, a bank as defined in section 581, or another
mlemllberl of the saine affiliated group; (C) any loan to the extent secured
by a deposit in or slihro of the taxpayer; and (D) any loanI which,
within a 60-diy period )beginning in one taxable year of the creditor
and ending in its next taxal)le year, is made or acquired and then
rep),id or disposed of, unless tile transactions by which such loan was

1nmde orI acquired and then repaid or disposed of, are established by
the taxpayer to1be for bona fido business purposes.
The term "affilillted group" is defined as having tile meaning

assigned to suchternl b)y section 1504(a)of existing law; except that
(1) tle)ll hrse "nmore than 50%" shalll e substituted for the phrase
"at least 80%" each place it appears in section 1504(a), and (2) all
corporations slall be treated ns includille corporations (witliout any
exclusion under sec. 1504(b)).

Palragraph (2) of stiusection (e) defines the term "nonqualifying
loan" as any loan ot the t taxpayer wliich is not a qualifying real l)rop-
erty loan as ldefineld by tlie bill. Thlms, a loan which is, for example,
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evidenced by a security as defined in section 165(g)(2)(C), is treated
as a nonqualifying loan irrespective of the fact that it may be secured
by improved real property.

(f) Distributions to shareholders.-Subsection (f) of the amended
section 593 prescribes rules governing certain distributions of property
(as defined in sec. 317(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. The term "distribution"
is defined to include any distribution in redemption of stock or in
partial or complete liquidation of the association, as well as dividend
distributions as defined in section 316(a).

Paragraph (1) of subsection (f) provides, in general, that a distribu-
tion with respect to its capital stock is to be treated as made, first, out
of the association's earnings and profits accumulated in taxable years
beginning after December 31, 1951 (to the extent thereof); second, out
of the reserve for losses on qualifying real property loans, to the extent
the additions to such reserve exceed tle additions wlhic would have
been allowed under the experience method described in subsection
(b) (4); third, out of the supplemental reserve for losses on loans (to the
extent thereof); and, finally, out of such other accounts as may be
proper. Tle foregoing order of charging applies to all subsection (f)
distributions other than tlose in redemption of stock or in partial or

complete liquidation of tlle association. In these latter situations the
distribution is treated as made, first, out of tlie reserve for losses on

qualifying real property loans tothe extentthe additions to such reserve
exceed the additions which would have been allowed under tlhe experi-
ence method described in subsection (b)(4); second, out of the supple-
mental reserve (to the extent thereof); third, out of earnings and profits
accumulated in taxable years beginning after December 31, 1951 (to
the extent thereof); and, finally, out of other appropriate accounts.
In determining the portion of the reserve for losses on qualifying real
property loans out of which a distribution described in subsection
(f)(1) is treated as made, the word "additions," as used in subpara-
graph (B) of subsection (f)(1), includes both the additions made to
such reserve under subsection (b)(1)(B) and the amount of the prc-
1963 reserves allocated thereto pursuant to subsection (c)(3). In
computing the amount of the additions whlic would have been
allowed under the experience method, tlhe amount of tle pre-1963
reserves initially allocated, and the subsequent additions, tothle reserve
for losses on qualifying real property loans sliall be comll)ut(ed solely
by reference to the experience method.

Paragraph (2) of subsection (f) provides that, if a distril)ution
described inp1aragrapli (1) is treated as having been made out of thei
reserve for losses onqualifying real property loas oro uto f tile sup-
plemental reserve for losses on loans, theLlamount chargee( aIgainst
such reserve shall betlhe amount which, wlhen reduced by tle amount
of Federal income tax attributable to tie inclusion ofstuchl amount
in gross income, is equal to the amount of such distribution. Any
amount so charged against such reserve slall be included in tile gross
income of the distrilutor association. Since the amount so ilnlu:ded
in gross income is also includedin earnings and profits, tle effect of
subsection (f) is to treat sluchamIllount as having been first transferred
from tle reserves to earnings and( profits and then charged to earnings
and profits. Tihus, this rule will normally insure thatthere will be

87490-2---18

187



188 REVENUE ACT OF 1962

earnings and profits sufficient to make distributions whicll are in
reality dividends taxable as such, even though the association has
previously deducted, in computing its earnings and profits, the
amount of additions to its bad debt reserves. However, apart from
the consequences which flow front tihe fact that earnings and profits
will be created b)y such charges to the reserves, income tax conse-
quences to stockholders are not otherwise affected by subsection (f).
Paragraph (3) of subsection (f) provides special rules. Subpara-

graph (A) provides that, for purposes of treating a distribution as
having been made out of the reserve for losses on qualifying real
property loans, additions to such reserve for the taxable year in wlich
the distribution occurs shall be taken into account. Thus, the
amount of such reserve will be augmented by tle addition to such
reserve computed under subsection (b) before the reserve is reduced by
reason of treating a distribution as having been made out of the
reserve. Sublpargraph (B) provides that, for purposes of comnputilng
(under sec. 593, as amended by tile bill) the amount of a reasonable
addition to tile reserve for losses on qualifying real property loans
for any taxable year, any amount chargeLd (luring ally year to such
reserve ptiursuan t to tie provisions of paragraIph (2) of subsection (f)
shall not be taken into accolut. Thus, tle amount lby whic!l such
reserve is Ireduced by reason of distributions to stockholders cannot
serve as the basis for subsequent deductible additions to such reserve.

SECTION 6. MUTUAL SAVINGS BANKS, ETC. (Continlued)
(b) lFo)reclosure on property securing loans.-Subsection (b) of section

6 adds a new section 595 to the code. h'e section applies only to a
creditor which is a mutual savings institution described( in the ameIlled
section 593(a).
Nonreco(glition of g(ain or lossasa rresult of foreclo.s'urc'

Subsection (a) of tile new section 595 pIrovides that ill tlie case of a

creditor which is all organization (describe(l ill section 593(a), 1no gaili
or loss shall be recognized, and no (de)t shall be considered as becolll-
ing worthless or partially worthless, as tlhe result of such organization
having bid(l il att foreclosure, or having otherwisere'duce(l to ownership)
or possession,by agreement or process of law, anyl)roperty which was\
security for tlhe pIayment of aly in(debted(less.
Character of property

Sublls(ction (b) of tile lew section 595 provides that, for purposes of
sections 1(66 (relating to tile reductionn for bad debts) andll 1221 (relat-
ilg to tlle (lefinlition of a capital asset), lanI property alcquire(l ill a

tranlsac(tionl witll respect to which gaini or loss was not recognized to tlie
cre(litor by reason of subsectionl (a) slall )be considered as property
having the saenl characteristics as tile indel)te(dlness for which such
property was security. h''lie subsection fl'rtller provides that atilV
amount realized by such creditor with resIect to such property slall
be treated (for purposes of ch. 1 of thle code) as a payment onI
account of such indebtedness, stand that any loss with respect to such
property shall be treated as a bad debt to which the provisions ol
section 166 apply.
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Basis
Subsection (c) of the new section 595 provides that, the basis of anlly

property acquired in a transaction to which subsection (a) applies
shall be the basis of the indebtedness for which such property was
security, determined as of the date of the acquisition of such property,
properly increased for any costs of acquisition.
Regulatory authority

Subsection (d) of the new section 595 provides that the Secretary
of the Treasury or his delegate shall prescribe such regulations as he
may decin necessary to carry out the purposes of this section.

(c) Definition oJ a domestic building and loan association.-Subsec-
tion (c) of section 6 amends section 7701(a) (19) of tlhe code to provide
1a newi definition of the term "doinestic building and loan association."
As amended by your commit ee, paragraph (19) of section 7701(a)
defines this term to mean any domestic building and loan association,
domestic saviiigs ald loan association, or Federal savings iInd loan
association, which meets each of the requirements plrescrl'ied )by sub-
p1aragraphs (A) through (E1) of' such 1aragralph. For I)uII)OSCS of
(onVenience, S1uch association are hereinaft er referred to ias domesticc
savings associations."

Sul)paragraph (A) of paragraph (19) provides that the domestic
savings association must be either an insured institution within tihe
meaning of section 401(a) of the National IHlousing Act (12 U.S.C.,
sec. 1724(a)), or sul)ject by law to supervisioll or examination by
State or Federal authority having supervision over such associations.
Thel "insured institutions" referred to are those tlhe accounts of which
are insured by the Federal Savings an1d oIonsurIIance Corporation.
Subparagraph (B) thereof requires that substantially all the busi-

ness of tlle domestic savings association consist of acquiring the
savings of tlhe public land investing in loans described in subparagraph
(C). Thus, even though such an association otherwise meets the
asset requirements imposed by subparagraphs (C), (D), (E), and (F) of
paragraph (19), it will nevertheless not qualify as a(domestic building
and loan association if more than an insubstantial portion of its
business consists of, for exanmle, mortgage or insurance brokerage
activities.

Subparagraph (C) of paragraph (19) requires that at least 90
percent of the amount of the total assets of a dlllCestic savings as-
sociation1must consist of (i) casi (including tine or demand deposits
with, or withdrawable accounts in, other financial institutions), (ii)
obligations of-tlle United States or of a State or political sul)division
thereof, and stock or obligations of' a corporation which is anl in-
strullnenltality of tile United States, or of a State or political subdivi-
sion thereof, (iii) loans securedb1y an interest il reacl property an(d
loans made for thle improvement of real property, (iv) loans secured.
lyta deposit or share of1a mnemler ofsuch association, and (v) prop)-
erty acquirCed through the liquidation of (lefaullted loans which aire
securelyd by an interest in real property orwwhich are made for the
improvement of such property. In (letermnining whether the por-
·ccntage requirements im posed by paragraph (19) are met, the alloulnt
of each item incluldel in the amount of total assets of a domestic
savings association shall be mleasu'led bythle adjusted basis of such
item, as determined under section 1011 (relating to the adjusted basis
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for determining gain or loss), or by such other method as is in accord-
ance with sound accounting principles,
Subparagraph (D) of paragraph (19) provides that, of the assets

which are taken into account by the taxpayer under subparagraph (C)
as assets constituting the 90 percent of total assets, at least 80 percent
of such 90 percent must consist of (1) cash and governmental obliga-
tions described in clauses (i) and (ii) of subparagraph (C), and (2)
loans secured by an interest in real property which is (or, from the
proceeds of the loan, will become) residential real property, or of
loans which are made for the improvement of such residential real
property. Subparagraph (D) further provides that at least 70 per-
cent of such 90 percent must consist of (1) cash and governmental
obligations described in clauses (i) and (ii) of subparagraph (C), and
(2) loans secured by an interest in real property which is (or, from
the proceeds of the loan, will become) residential real property con-
taining four or fewer family units, or of loans made for the improve-
ment of residentiaLrceal property containing four of fewer family units.

Subparagraph (E) of paragraph (19) provides that not more than
18 percent of the total assets of the-taxpayer may consist of assets
other than those described in clause (i) of subparagraph (D) (cash,
certain Government ol)ligations, and loans secured by lan interest in
improved presidential real property); and not more than 27 percclt
of the total assets of tlhe taxpayer may consist of assets other than
those described in clause (ii) of subparagraphl (D) (cashl, certain
Government obligations, and loans secured by one- to four-family
residential real prlopcrty). HIow\ever, the 18- and 27-percent limiitations
contained i tllis sul)paragraLlh-shall be increased b)y the null)er, if
any, of percentage points (including any fraction of a percentage
point) by which 10 percent exceeds the percentage of tlhe total assets
consisting of assets described in clauses (i) an( (ii) of subpalragraph
(C) (cashi and certain governmental obligations). Thus, a mutual
savings institution may not have more than 18 percent of its total
assets in commercial loans, nor more than 27 percent of its total
assets in commercial loans and loans secured by alartmenlt )buildings,
except to the extent its cash and governmental obligations constitute
less than 10 percent of its assets.

Subparagraph (F) of paragraph (19) provides that none of the
assets of a domestic savings association may be invested in the stock
of any corporation, other than stock of a corporation which is an in-
strumlentality of the United States or of a State or political subdivision
tiujrcof, stock acquired through the liquidation of at defaulted loan
which was secured by an interest in real property or inade for tlio
improvemcllt of real property, or stock representing a withdraw wal)le
account in another financial institution,

(d) Clerical amendmen.ts--Subsection (d) of section 6 contains
clerical iamendme(nnts.

(e) I'epceal of exermlaptiol, from certainly excise t(aXes.---JInd(er section
5(h) of the HIone Owner's Loan Act of 1933 (48 Stat. 132; 12 U.S.C.,
sec. 1464(1i)), Fl'(eeral savings and loan associatl ions are evx(eip1tedil
f'roll F'eeral taxes olll(,Irtiian J)aylroll tlxes and incolie, war profits,
an(l exc((ss profits tx(es, t lie le(hal incidence of wlliicl would fall Ill)pon
sucih! associal-ions. T'limus, under existing law Federal savings an(l loan
atsso('illtions are not- sI1)ject, to tlie( c(is(' taxes wlic('l sections 4251
and 42601 of t.lie code illlpose, I'resl)c.lively, on coilll llli(lions al(l
the transportation of persons. Subsection (d) of this section of the
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bill as passed by the House eliminated the exemption which section
5(h) of the Home Owner's Loan Act accorded those associations with
respect to the taxes imposed by sections 4251 and 4261. Paragraph
(1) of subsection (e) of this section of the bill, as reported by your
committee, amends section 5(h) of the Home Owner's Loan Act so
as to eliminate entirely the exemption from Federal taxes which that
section now provides in the case of Federal savings and loan asso-
ciations.

Under section 4382(a)(2) of the -code, capital stock and certificates
of indebtedness issued by domestic building and loan associations (as
defined in sec. 7701(a)(19)) and cooperative banks are exempt from
the docUlmntairy stall) taxes imposed by cllal)ter 34 of the code.
Your committee has added t new paragra)ph (2) to section 6(e) of the
bill which eliminates this exemption insofar as it extends (i) to all
certificates of indebtedness (alS defined in sec. 4381(a)) issued by a
domestic building and loan association or cooperative bank, and (ii)
to shares or certificates of stock issued by such ia domestic building
land( loan association or cooperative blank wit-h respect, to which any
(list ributiion of prol)erty (as definedd in sec. 317(a)) is not allowablel as
la (eduction under section 591. Thllls, your committee's amlendlment
of section 4382(a)(2) continues the exemption which that section pro-vidles in the case of shares or certificates of stock issued by such
associations or banks and representing deposits or withdrawable ac-
counts, as well as the exemption which it. provides inthie case of all
shares or certificates of stock and certificates of indebtedness issued
by mutual ditch or irrigation companies. As used in section 6(e)(2)
of tlie bill, tlle term "(domestic building and loan association" includes
homestead associations which qualify under the amended definition
of dlomlestic building and loan associations contained in section 6(c)
of the bill.

(f) D)eduction for dividends or interest paid oln deposits.-Subsection
(f) of section 6 of the bill, wlich has been added by your committee,
namendls section 591 of existing law )by providing that-in addition to
mutual savings banks, cooperative banks and domestic building and
loan associations-savings institutions chartered an(d supervised as

savings and loan associations or similar associations under Federal or
State law shall be allowed as a deduction in computing taxable income
amounts paid to, or cre(lited to the accounts of, depositors or holders
of accounts as (lividends or interest on their deposits or writhdrawable
accounts, if such' amounts paid or credited are withdrawable on demand
subject only to customliary notice of intention to withdraw. Thus
even though an association chartered and slupervised as a savings andi
loan or similar association under Federal or State law may not qualify
ias a domesticc building and loan association a-; defined in section 7701
(a)((19), as amended, yoIur committee's amendmenIt will insure tlie
deductibility of (livilends or interest l)aid on such witlhdrawablle
accountsorl deposits.

(g) '/ffectielvedatcs.---SI1usection (g) of section 6 of thle bill provides
effective dates for subsections (a), (b), (c), and (e) of section 6 of tlie
bill.

Paragra)ph (1) of section 6(g) of the bill provides that tile amenld-
m1ents made by section 6(a) of the bill (wliich amends sec. 593 of exist-
illg law) shall appll to taxable years ending after Decembler 31, 1962,
except tliat section 593(f) of tlhe code shall apply to distributions made
after December 31, 1962, in taxable years eidling after such date.
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Paragraph (2) of section 6(g) of the bill provides that the amend-
ments made by section 6(b) of the bill (which adds a new sec. 595)
shall apply to transactions described in section 595(a) of tile code
occurring after Decemlber 31, 1962, in taxable years ending after such
date.

Paragraph (3) of section 6(g) of the bill provides that the amenid-
ment ind(ld by section 6(c) of the bill (which amends section 7701(a)
(19) of existing law) shall apply to taxable years beginnillg flter the
date of the enactmlent oftthe bill.

Paragraph (4) of section 6(g) of tile bill, as amended by your
COmlllnittee, provides that subsection (c) of the bill shall become
effective on January 1, 1963, except that, in the case of the tax im-
posed by section 4251 of the code, subsection (e) shall apply only with
respect to amounts paid pursuant to bills rendered after December 31,
1962; and, in the case of the Lax imposed by section 4261 of the code,
subsectioni (e) shall apply only with respect to transportation be-
ginning after )Deceinber 31, 1962.

SECTION 7. DISTRIBUTIONS BY FOREIGN TRUSTS

'['his section is tle samlle as section 9 of thle bill as passed by the
House, with two exceptions. First, your committee has changed the
definition of tlib term "foreign trust created by a U.S. person" so that
a foreign trust will come within the definition only to the extent of
money or prolprty (ilnluding accumulated earnings therefrom) trans-
ferred to tile trust by a U.S. person or' lnder the will of a U.S. citizen
or resideiit. SecCOl(l, a clhnge has also beein zuade ill tleeffective date
provisioil to provide that tlhe ailendlllents made by the bill shall apply
to distribiutionls aii(lde after the date of ellnactlnent of thle bill.

(a) Definitions.--Sectionl 7(a) of the bill allendls section 643 of tho
1954 Code (definitions relating to tle income of estates and trusts)
in the following respects:

Modification of distributable ?net income.-Section 7,(a)(1) of the bill
alllends section 643(a) (relating to modifications taken into account
in collp)ultillg distributallle net income) in two aspectscts. First a new
sut)laragralph (B) is addled to section 643(a)(ti) to provide tfat tlh
gross income of a foreign trust from sources within the United States
is to be (leter(llinled without Cregard to section 894 (relating t.o incone
exemllptun)(ler treaty). A further amendment is made to section
643(a)(6))by the additioll of a new su)bplaragraph)l (C). 'Flie nlew
section 643 (a) (6) (C) )provides that section 643(a)(3) (relating to
cal)ital gaills and( losses) is nlot to appIly to a "foreign trust created by
a U.S. l)eIrs(ol," as (lefilled ill section 643(d). In lieu of the rules )pro-
vid(ll by section 643(a)(3), the new subplaragraplhll (C) provides that
there is to be inclluledl il dlistril)utabl leet ilIcolme gains flroml tile sale
or exclhanlge of capital assets, reduced by losses from scsahsales or
exc'lhangSes tot1le extelit su('ch losses do 1ot, exceed gains from such sales
or exchanges. The new sull}lbparagraph (( ) also provides that tile
dledlictioii uid(ler section 1202 (reIlatiing to reductionn for excess of
capital gains over capital losses) is not to be takell into a.ccounllt.
Existing section 643(a)(3) will continue to apply to trusts otlier than
foreign trusts e,rated by U.S. persons.
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Foreign trusts created by U.S. persons
Section 7(a)(2) of the bill adds a new subsection (d) to section 643

of the 1954 Code. The new section 643(d) provides that, for purposes
of part I of subchapter J (relating to estates, trusts, and beneficiaries),
the term "foreign trust created by a U.S. person" means the portion
of a foreign trust (as defined in sec. 7701(a)(31)) attributable to money
or property transferred to it directly or indirectly by a U.S. person
(as defined in sec. 7701(a.)(30)), or under the will of a decedent who
at the date of his death was a U.S. citizen or resident, and including
all accumulated earnings, profits, or gains attributable to such money
or property. A foreign trust, created by a personal who is not a U.S.
person, to which a U.S. person transfers money or property would
under this definition be in part a foreign trust created by a U.S. person.

(b), (c), and (d) Modification of throwback.l-Subsections (b)
through (d) of section 7 of the bill make various amendments designed
to modify the so-called throwback provisions of the code in their ap-
plication to certain foreign trusts.
Existing law
Under existing law the so-called throwback provisions of sub-

chapter J operate substantially as follows: When a beneficiary
receives as a distribution an amount in excess of current distributable
net income, and the distribution exceeds $2,000, it is called an accunlu-
lation distribution. The beneficiary is taxed on this amount to the
extent there was undistributed net incomee df-lhe trust in any of the
preceding 5 years, the undistributed net income of such prior years
being taken into account in inverse order. Undistributed net income
consists of undistributed (listributable net income for a taxable year,
minus the taxes on the trust attributable to such undistributed
amount. The beneficiary is also required to include in gross income
in appropriate portion of the U.S. income taxes, if any, iml)osed on
the trust with respect to the undistributed net income, but lie receives
a tax credit based on the taxes tlhe trust would not have llad to pay
if the undistributed distributable net income had actually been paid
to the beneficiary.

Althougll uder section 668(a) tile beneficiary is taxable currently
on the entire distribution, as well as on the taxes on tll trust allocable
to that amount, the tax attributable to the distribution cannot
exceed the tax lie would have paid had tle distribution been paid to
him on the last day of each of tle preceding taxable years to thle extent
thle iundistril)uted net incomeof each of those years is cosidered
absorbed by the distril)ution. Tlie taxes deemed (istrilute( to him
areH sinlilarlyl spread back.
Under existing law, however, as not ed, the throwback rille does not

operate with respect to distriblutions made out of accumllulatiolls for
taxable years before the fifthyear precedifig thle taxable year. In
addition, there are certain exceptions to \whlat maly be taken into ac-
count ill dleterminiing \wilethler thllee ias I)een an acciumultioil distri-
bution, e.g., a distribution out of ac(cumilltions for a minor, or a final
distribution of the trust Itlade to a beneficiary more tlita 9 years after
the date of tlie last transfer to the trust.
Modification of accumulation distribution

Section 7(b)(1) of the bill amends section 665(b) (relating to the
definition of accumulation distribution) to limit the application of
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such definition to trusts other than foreign trusts created by U.S.
persons. A new section 665(c), added by section 7(b)(2) of the bill,
provides a definition of accumulation distribution for foreign trusts
created by U.S. persons. Under this new definition, a distribution
in excess of current distributable net income constitutes an accumula-
tion distribution whether or not the distribution exceeds $2,000. In
addition, there are no exceptions to what is taken into account in
determining whether there has been an accumulation distribution.
Thus. any distribution in excess of current distributable net income
will, under the new section 665(c), be an accumulation distribution.

Thie last sentence of section 665(c) provides. that any amount paid
to a U.S. person which is from a payor who is not a U.S. person, and
which is derived directly or indirectly from a foreign trust created by
a U.S. person, is to be deemed in the year of payment to have been
directly paid by the foreign trust. Thus, if a nonresident alien
receives a distribution from a foreign trust created by a U.S. person
and hie then pays the amount of the distribution over to a U.S. person,
the payment of such amount to thie U.S. person represents an accumu-
lation distribution to tie U.S. person froin such trust, to the extent
that the amount received would have been an accumulation distribu-
tion had thle trust paid the amount directly to the U.S. person. An
example o' a payment indirectly derived by a nonresident alien from
such a foreign trust would be where the trust distributes to a foreign
trust which was not created by a U.S. person, and which latter foreign
trust makes a distribution to the nonresident alien. In this case, the
payment over to a U.S. person is considered to have been made from
tle initial and not from the intervening trust. The same result
wouhl obtain if the intervening trust were a foreign trust created by
a U.S. person. However, even if a payment is made to a U.S. person
by a person who is not a U.S. person and who directly or indirectly
derived the amount paid from a foreign trust created by a U.S. person,
tile receipt of the amount by the U.S. person is not considered the
receipt of an accumulation distribution front a trust if thle amount is
received under circumstances indicating lack of intent on the part of
tlhe parties to circumvent thle I)lrlposes of section 7 of the bill.
Other modifications of the throwback rule
The restriction of tile throwback rule to tlhe 5 preceding taxable

years of the trust is removed by section 7(c)(2) of the bill for foreign
trusts created by a U.S. person. However, this unlimited throwback
will operate only for years governed by the 1954 Code.

Section 7(d) of tile bill adds a new sentence to section 668(a) (relat-
ing to amounts treated as received in plior taxable years). In tile
case of aUt.S. person who is a beneficiary of a foreign trust created
by a U.S. lpersoll, this sentence- conditions the availability of the
limitation onl tax provided by section 668(a) on a beneficiary's meeting
the information requirements of new section 669(b), added by section
7(e) of tile bill

I'lo provisions of sul)chIal)ter J which remain unchanged by tile bill
will conltinuel to apply as under existing law. 'Thus, tile credit allowed
to a 1Ieneficiary by section 668(b) for U.S. income taxes paid by thle
trust, alld the credit against tax for taxes imposed by foreign countries
will continue to be available.



REVENUE ACT OF 1962

(e) Limitation on tax.-Section 7(e) of the bill adds a new section 669
to subpart D of part 1 of subchapter J of chapter 1 (relating to treat-
ment of excess distributions by trusts).

SECTION 669. SPECIAL RULES APPLICABLE TO CERTAIN FOREIGN
TRUSTS

Section 669 provides that a beneficiary who is a U.S. person and
who satisfies certain additional requirements may elect between two
methods of computing the limitation on tax attributable to an ac-
cumulation distribution received from a foreign trust created by a
U.S. person. These two methods are in addition to the method avail-
able to the beneficiary of computing his tax in the ordinary way by
including in income the entire amount of an accumulation distribution
when it is paid, credited, or required to be distributed. The addi-
tional requirements referred to which must be satisfied by the bene-
ficiary are those provided in section 669(b), relating to the furnishing
of certain information by the beneficiary with respect to tile operation
and accounts of the trust. Information may be required to be fur-
nished for each taxable year of the trust on the last day of which an
amount is deemed distributed by the trust under section 666(a). The
nature and extent of the information required is to be determined by
regulations prescribed by the Secretary of the Treasury or his delegate.
First method of limiting tax
As noted above, section 669(a) provides for an election by the

beneficiary as between two methods of computing the limitation on
tax attributable to the receipt of an accumulation distribution. The
first method is the one provided by existing law, and which is now
contained in the next to the last sentence of section 668(a). H-ow-
ever, section 669 (a) (2) (B) provides that this method may not be
elected if the beneficiary was not alive on tle last, clay of ellch pre-
ceding taxable year of tile trust with respect to whicll a distribution
is deemed made under section 666(a). Thus, if a portion of an
amount received as an accumulation distribution was accumulated by
the trust during years when the beneficiary was ulllorn, tlie bonefl-
ciary is not permitted to elect tile limitation on tax provided by
section 669(a) (1) (A).
Second method of limiting taz
The second method of limiting tax is provided by section 669(a)

(1)(B). Under this method the beneficiary's gross income for tile
taxable year in which the accumulation distribution is paid, credited,
or required to be distributed to himi (determined without regard to the
inclusion in income required by section 668(a) of any amount other
than plursuant to section 669(a)(l)(B)) and for each of his 2 taxable
years immediately preceding such year is recomlputed solely for pur-
poses of determining tlie limitation on tile beneficiary's tax for tlhe
current year. Thle income for each of sucll 3 years is recompluted b)y
adding thereto an amount determined by dividing the amount re-

quired to )e included in income under section 668(a) by the nulml)er
of preceding taxable years of tle( trust on tile last day of each of which
an amount is deemed under section 666(a) to have b)ceen distributed.
There is then c(,omputed tie increase in tax for each *of such 3 years
attributable to the'increased amount of gross income. Tlhe aggregate
of tile increases in tax for such 3 years is divided by 3 to arrive at an
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average increase in tax for such 3 years. This average increase in tax,
multiplied by the number of preceding taxable years of the trust
from the income of which the distribution is made, is the limitation on
the beneficiary's tax liability (before the application of aly credit for
taxes paid by the trust allowed by sec. 668(b)) with respect to the
accumulation distribution.
The computation made under the alternate election provided by

section 669(a)(1)(B) is modified in two cases. When an accumula-
tion distribution is deemed under section 666(a) to have been dis-
tributed on the last day of less than 3 taxable years of the trust, the
taxable years of the beneficiary for which a recomputation is made
under section 669(a)(1)(B) is limited to the number of years to
which section 666(a) applies, commencing with the most recent
taxable year of the beneficiary. Also, no recomputution of gross
income is to be made for a beneficiary for a taxable year for w-hich
he was not alive on the last day thereof; and if the beneficiary has no
preceding taxable year, the recomputation of gross income is 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 section 669(a)(1)(B).
The application of the preceding paragraph may be illustrated by

the following examples: Assume that a foreign trust created by a
U.S. person accumulates $3,000 of income for one year and $7,000 for
a second year and then distributes the accumulated income on Jan-
uary 1, 1965, to a beneficiary who is a U.S. person. The limitation
on tax computed under section 669(a)(1)(B) would be determined by
recomputing the benficiary's gross income for 1964 and 1965 by
adding $5,000 to each year. If the same distribution were made to
an infant who was born in 1965, the limitation on tax would be
comlllputed by adding $5,000 to his gross income for sucl year. Tihe
resulting increase in tax would be multiplied by 2 to arrive at the
limitation on the increase in his tax for 1965 attributable to such
distribution.
Effect of prior election

Section 669(a)(3) provides special rules which have application
when a beneficiary who is a U.S. person receives a second or succeeding
accumulation distribution from a foreign trust created by a U.S.
person.

If a beneficiary has elected the limitation on tax provided by section
669(a)(1)(B) (the second method described herein) with respect to an
accumulation distribution, and with respect-to a subsequent accumu-
lation distribution he desires to elect the limitation on tax provided
by section 669(a)(1)(A) (the method provided by existing law), for
purposes of computing the limitation on tax with respect to the
subsequent accumulation distribution the income of any year with
respect to which an amount is deemed distributed to a beneficiary
under section 666(a) is to include amounts previously deemed distrib-
uted' to such beneficiary for such year as a result of an accumulation
distribution with respect to which an election under section
669(a)(1)(B) was made. The result of this rule is to require that for
the purposes of computing tie limitation on tax under section
669(a)(1)(A) with respect to an accumulation distribution, all previous
elections are considered to have been made under section 669(a)(1)(A).
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A special rule is also provided by section 669(a)(3) regardless of the
limitation on tax elected with respect to a prior accumulation distri-
bution when, with respect to a subsequent accumulation distribution,
the limitation on tax provided by section 669(a)(1)(B) is elected by
the beneficiary. When this occurs the number of preceding taxable
years of the trust with respect to which an amount is deemed distrib-
uted to a beneficiary under section 666(a) is to be determined without
regard to any such year with respect to which an amount was pre-
viously deemed distributed to such beneficiary.

(f) RIequirement oJ inJormation return.-Section 7(f) of the bill
amends subpart B of part III of subchapter A of chapter 61 (relating-
to information concerning transactions with other persons) by adding
a new section 6047.

SECTION 6047. RETURNS AS TO CREATION OF OR TRANSFERS TO CERTAIN
FOREIGN TRUSTS

Section 6047 provides for the filing of all information return oil or
before the 90th daly after the creation of any foreign trust by a U.S.
person or after the transfer of any money or )property to alforeign
trust by a U.S. person. The return is to be in sucli form and is to
set fortll, in respect of the foreign trust, such information as the
Secretary of the Treasury or hils delegate plresclribes by regulation as
necessary for carrying out the provisions of tlhe income tax laws.
The return is required to be filed by the grantor in the case of an
inter vivos trust, the fiduciary of an estate in the case of a testalmen-
tary trust, or by tlCe transferor to a foreign trust, as tle case mlay be.

(g) Penalty for failure to file return.-Section 7(g) of thle bill amtends
subcllalpter B of chapter 68 (relating to assessable penalties) b!y adding
ta new section 6677.

SEIC'IION 6677. FAILURE TO FILE INFORMATION RE''URNS WV[TII RESPECT
TO CERTAIN FOREIGN TRISTS

Section 6677(a) provides that, in addition to any criminal penalty
proNvi(led by law (sucll as thepenalty provide(l by sec. 7203 for willful
failure to file a return),any l)persn required to file a retlln under sec-
tion 0047 who fails to file such return at. tlle time provided ill such
section, or wlio files a return which does not show tlhe ilnforllation
require(l pursuant to such section, is to pay aI penalty equal to 5 per-
cent of tile 1am1ount) transferred to a trust, but not more than $1,000,
unless it is shown that sucli failure is due to reasoliable cause.

Section 6677(b) provides that tlhe assessment or collection of any
penalty imposed by section 6677(a) is not to be subject to the defi-
ciency procedures provided by sulchapter B of chapter 63 of the code.

(h) Definitions.-Section 7(h) of the bill amends section 7701(a)
(relating to definitions) by adding paragraphs (30) and (31). Para-
graph (30) defines tile term' "U.S. person" to mean an individual who
is a citizen or resident of tile United States; a donlestic p)artnershilp; a
domestic cooraotionl; an(i any estate or trust (other than a foreign
estate or foreign trust, within tile meaning of sec. 7701(a)(3.1)).
Paragraph (31) defines the terls "foreign estate" aned "foreign trust"
to niean an estate or trust, as tile case may be, tile income of wlich
from sources without the United States is not includible in gross
income under subtitle A of the code (relating to income taxes).
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(i) Technical amendments.-Section 7(i) of the bill amends the
tables of sections where necessary to reflect the addition of the new
sections added by the bill.

(j) Effective date.-The amendments made by section 7 of the bill
(other than by subsecs. (f), (g), and (h)) are to apply with respect. to
distributions made after the date of the enactment of the bill. The
amendments made by subsections (f), (g), and (h)_will take effect on
such date of enactment.

SECTION 8. MUTUAL INSURANCE COMPANIES (OTHER
THAN LIFE, MARINE, AND CERTAIN FIRE OR FLOOD
INSURANCE COMPANIES), ETC.

(a) Imposition of tax.-Subsection (a) of section 8 of the bill,
which corresponds to subsection (a) of section 10 of the bill as passed
by the House, amends the heading and table of sections for part II
of subchapter L of chapter 1 of the 1954 Code to conforin them to the
substantive changes made by tlie bill. In addition, subsection (a) in
effect strikes out existing section 821 of the code and substitutes a
new section 821, relating to the tax on mutual insurance companies to
which part II applies.
SECTION 821. TAX ON MUTUAL INSURANCE COMPANIES TO WHICH PART II

APPLIES

(a) Imposition of tax.-Subsection (a) of the new section 821
provides tlle general rule for taxing mutual insurance companies
(including interinsurers and reciprocal underwriters). Thle tax
will not apply to ia mutual life insurance company, or to i mutual
marine or mutual fire or flood insurance coipanly subject to the tax
imposed by section 831 of the 1954 Code. In a(ldition, the tax will
not apply if the alternative tax imposed by the new section 821(c)
(relating to alternative tax for certain small companies) applies.
Also, under subsection (d) of section 8 of the bill as amended by your
committee, mutual insurance companies (other than life or marine)
whose gross receipts (not including capital gains) for tlhe taxable year
(do not exceed $150,000 will b)e exempt from tax under section 501(c)
(15) of the 1954 Code.
The tax imposed by tle new section 821 (a) applies to each taxable

year beginning after Decembler 31, 1962. T'he tax is to consist of--
(1) a normal tax--

(A) in the case of taxable years beginning before July 1,
1963, of 30 percent of the inmutual insurance company taxable
inl'come, or 60 percent of the amlloulnt by which such taxable
incomi(e exceeds $0,000, whicheverisis the lesser; and

(B) in thle case of taxable years beginning after June 30,
1963, of 25 percent of the mutual insurance complanly taxable
income, or 50 )percent of thle allonlllt l)y wli(cll slucl taxable
income exceeds $6,000, whicllever is tle lesser.; 1lus

(2) a surtax of 22 percent of the mutual insurance company
taxablle income (computed without regard to tile (deduction
provided in section 2,42 for partially tax-exemll)t interest) in excess
of $25,000.

TUnder existing law a 1111tul insurance coml)pany wh'lli( is sull)ject to
tlie tax on investllent income only is e(xell)t from tax if its ilutuil
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insurance company taxable income does not exceed $3,000. Simi-
larly, existing law provides special notch relief if such a company'has
mutual insurance company taxable income between $3,000 and $6,000.
Under tlhe bill, companies having mutual insurance company taxable
incollme (as defined in the nedv sec. 821(b)) which does not exceed
$6,000 will be exempt from tax, and the special notch provision will
apply if the company has mutual insurance company taxable income
between $6,000 and $12,000.

(1)) Mutual insurance company taxable income defined.-Subsection
(b) of the new section 821 defines the term "mutual insurance company
taxable income" for purposes of part II of subchapter L. Under this
definition, mutual insurance company taxable income means the
amount by which-

(1) tile sum1 of---
(A) tle taxable invest ment income (as defined in sec.

822(a) (1)),
(B) tle statutory underwriting income (as defined in

sec. 823(a)(1)), and'
(C) tle amounts required by section 824(d) to be sub-

tracted from tle Iprotection against loss account, exceeds
(2) tile sum of--

(A) tlie investment loss (as (defined in sec. 822(a)(2)), if

(B) tlie statutory underwriting loss (as defined ill sec.
823(a)(2)), if any, aind

(C) the unused loss deduction provided by section 825(a).
If for aly taxable year tile amount determined under paragraph (2) of
tile new section 821(1b) exceeds tlhe amount determined under para-
gra1ll (1) of tile new section 821 (b), thle mutual insurance company
taxable income siall be zero.

(c) Alternative tax for certain small companies.-Paragraph (1) of
the new section 821(c) provides all alternative tax which is in lieu of
the tax imposed by section 821(a) for taxable years beginning after
December 31, 1962. Except as provided in section 821(c)(3)(B),
this tax applies in tile case of every mutual insurance company
described ill section 821(c)(3)(A) and consists of-

(1) a normal tax-
(A) in tihe case of taxable years beginning before July 1,

196:3, of 30 percent of tlhe taxable investment income, or 60
percent of tile amount, by which such taxable income exceeds
$3,000, whichever is the lesser; and

(B) in tile case of taxable years beginning after June 30,
1963, of 25 percent of tlhe taxable investment income, or 50
perceilt of the anliount by which such taxable income exceeds
$3,000, whichever is the lesser; plus

(2) a surtax of 22 percent of the taxable investment income
computedd without regard to the deduction provided in sec. 242
for partially tax-exe()pt illt(erest) in excess of $25,000.

Tl'us, paragrlapi (1) of the new section 821(c) provides, in effect, that
certain small mutual insurance companies shall be taxed at regular
corporate rates on taxable investment income only. Under tile bill,
such companies will continue to be taxed the same as under present
law, except that the alternative 1-percent tax will not apply. Accord-
ingly, if sulch a colmpanly lhas taxable investment income of less than
$3,000, it is not subject to tax, and if the taxable investment income
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is between $3,000 and $6,000, it is entitled to special notch relief.
Unless such a company makes an election to be taxed under section
821(a), its underwriting gains or losses will not be taken into account
for purposes of determining its tax liability.

Paragraph (2) of the new section 821(c); like section 821(c) of exist-
ing law, provides a special tax reduction for companies subject to tax
under section 821. Your committee's amendments, however, provide
for larger dollar amounts. Thus, if the gross amount received during
the taxable year from the items described in section 822(b) (other
than par. (1)(D) thereof) and premiums (including deposits and
assessments) is over $150,000 but less than $250,000, the tax other-
wise computed under paragraph (1) of section 821(c) is reduced to an
amount which bears the same proportion to such tax as the excess
over $150,000 bears to $100,000. Under the bill as passed by the
House, if the gross amount received during the taxable year from items
described ill section 822(b) (other than par. (1)(D) thereof) and pre-
miums (including deposits and assessments) was over $75,000 but less
than $125,000, the tax otherwise computed under paragraph (1) of
section 821(c) was reduced to an amount which bore the same propor-
tion to such tax as the excess over $75,000 bore to $50,000. However,
this special relief provision is to apply only to companies wlich are
subject to the tax imposed by the new section 821 (c) and is not to
apply in tlhe case of companies which are subject to the tax imposed
by the new section 821 (a).Sutbparagraph (A) of tlle new section 821(c)(3) provides that, except
Is provided by section 821 (c)(3) (B), every mutual insurance colip)any
(other talin a life insurance company and other thin a fire or flood or
marine insurance company sutlject to the tax imposed by sec. 831) is
to be sul)ject to the tax iinposed by section 821 (c) if tlle gross lamouint
received during the taxable year from the items describedd in section
822(1)) (other than par. (1)(D) thereof) alld )preniunls includingg
deposits and assessments) exceeds $150,000 but does not exceed
$6000 e$15,000e$ nd $600,000 are amounts increased by your
committee's amendments from almounlts of $75,000 anld $300,000,
respectively, in the bill as passed by the House.

Subpl)l)nagrai)ph (B) of the new section 821(c)(3) )provides thllt a
mutual insurance company described in section 821(c)(3) (A) shall
not be subject to the alternative tax iml)osed( by section 821(()(1)
for the taxable year if there is in effect for tile taxable year lan
election made b)y such company under section 821 (d) to be talxal)le
under section 821 (a), of if there is nly aimomunt in tlle protection against
loss account of such company at the beginning of the taxable year.
Where the alternative tax treatment for certain small companies does
not apply by reason of there being tln nllount in the protection against
loss account at the beginning of tile taxable year, the bill provides
that an election may be llnde to sub)tract such amount from the
protection against loss account as of tile (lose of thle prece(ling taxl)le
year. (See sec. 824(d)(5).)

(d) 'Election to include statutory underwriti'ln income or loss.-'Para-
graphl (1) of the new section 821 (d) preoviles that nny mutllt1tll insurllncecompany which is subject to t.the tax. illmposed by section 821(c) may
elect to be subject to the tax imposed b)y section 821 (a). Panrgraph
(2) provides that if the compallry mlllakes such an election it. shall be
sub)jctt to the tax ilmpose(l by section 821 (a) for the first taxable year
for which the election is ma(le andi for all taxable years thereafter
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unless the Secretary of the Treasury or his delegate consents to a
revocation of such election. Under the bill, it is not intended to per-
mit such companies an annual election to be taxed either under sub-
section (a) or (c) of the new section 821. However, there may be
some situations where because of a substantial change in the character
of the taxpayer's operations there would be an undue burden or mate-
rial hardship if such taxpayer were not permitted to revoke its prior
election. Under such circumstances, the bill provides that the election
mnay be revoked with the consent of the Secretary of the Treasury or
his delegate. If, however, for any taxable year for which the election
would otherwise apply, the gross amount received by the company
during the taxable year from the items described in section 822(b)
(other than par. (1)(D) thereof) and premiums (including deposits
and assessments) does not exceed $150,000, such election will ter-
minate automatically. Thus, if for any taxable year after such a
termination such a company has gross receipts from such sources of
over $150,000 but not more than $600,000, it shall be subject to tax
under section 821(c) unless it makes a new election to be taxed under
section 821 (a).

(e) No U.S. insurance business.-Subsection (e) of the new section
821 is identical with section 821(d) of existing law and provides that
foreign mutual insurance companies (other than a life insurance
company and other than a fire, flood, or marine insurance company
subject to lhe tax imposed by sec. 831) not carrying on an insurance
business within the United States are not to be subject to tax under
part II of subchapter L but shall be taxable as other foreign corpo-
rations. (See sec. 881 of the code.)

(f) Special transitional underwriting loss.-Paragraph (1) of this
subsection, for which there is no corresponding provision in the
bill as passed by the House, provides a special transitional rule for
determining the mutual insurance company taxable income of every
mutual insurance company which has been subject to the tax imposed
by this section (as in effect before enactment of this subsection) for
the 6 taxable years immediately preceding January 1, 1963, and which
has incurred an underwriting loss for at least 5 of such 6 taxable years.

Paragraph (2) of the new section 821(f) provides, for purposes of
this part, that the mutual insurance company taxable income for the
taxable year of a company described in paragraph (1) shall be the
mutual insurance company taxable income for the taxable year (de-
terminied without regard to this subsection) reduced by the amount
by which-

(A) the suml of the underwriting losses of such company for
the 6 taxable years prior to January 1, 1963, reduced by the
underwriting gain (luring such years, exceeds

(B) the total amount by which tlie mutual insurance company
taxable income was reduced by reason of this subsection in prior
taxable years.

Paragraph (3) of the new section 821 (f) provides that for purposes
of this subsection tihe term "'un(lerwriting loss" mlleans the statutory
underwriting loss, computed without any deduction under section
824(a), and that the term "un(lerwritiing gain" means statutory
underwriting income, comlputel without any delduction under section
823(c) or any deduction under section 824(a).

Paragraph (4) of the new section 821 (f) provides that this subsection
shall only apply with respect to taxable years beginning after Deceii-
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ber 31, 1962, and before January 1, 1968, for which the taxpayer is
subject to the tax imposed by section 821(a).

(g) Cross-references.-Subsection (g) of the new section 821,
corresponding to subsection (f) of the bill as passed by the House, con-
tains cross-references to section 501(c)(15) of the code (relating to
exemption from tax of certain mutual insurance companies) and
section 1201(a) (relating to alternative tax in case of capital gains).
SECTION 8. MUTUAL INSURANCE COMPANIES (OTHER
THAN LIFE, MARINE, AND CERTAIN FIRE OR FLOOD
INSURANCE COMPANIES), ETC. (Continued)
(b) Taxable investment income.-Subsection (b) of section 8 of the

bill, which corresponds to subsection (b) of section 10 of the bill as
passed by the House, contains technical amendments to sections 822
and 823 of the code. These amendments, in effect, retain the existing
substlantive provisions of section 822 but change the designation of the
excess of gross investment income (as defined in sec. 822(b)) over gross
investment deductiolls (as provided in sec. 822(c)) from "mutual
insurance company taxable income" to "taxable investment income."

Sublsectionl (b)(l) of section 8 of the bill changes the heading of
section 822 to refer to taxable investment income and amends sec-
tion 822(a) to definee tlhe terms "taxable investment income" and
"ilnvestnient loss" for purposes of part II of subchapter L. The in-
vestment loss is tile excess of gross investment deductions over gross.
investment, in(conw(.

Subsection (b)(2) of section 8 of the bill amends section 822(c)
of tlhe code (relating to deductions) and section 822(c) of the code
(relating to foreign mutual insurance companies) by striking out the
term "Imlltuall insurance company taxable income" each place it
ap)pears and inserting ill lieu thereof the term "taxable investment
in(comne". 'IThis amtllndtment conforms to the amendment to section
822(a1).

Subsection(b)(3) of section 8 of tile bill amends section 822(c)(7)
of ,lle code relatingg to special deductions) and provides that for
purl)oses of pIaragrtapIh (7) of section 822(c), in applying section 246(b)
(re ltliing to limitation on aggregate amount of deductions for dividends.
receivedl, thlle reference in section 246(b) to 'taxable income" is to be
treate(l as a reference to "taxable investment income."

Subsection (I))(4) of section 8 of the bill redesignates section 823
of tlie code (rellitilng to other definitions) as subsection (f) of the new
section 822.

(c) Statut'or' unlder''1litiq income or loss.---Subsection (c) of section
8 of tlie bill, wilichll correspollds to subsection (c) of section 10 of the
bill ais passed )by tlie Hlouse, adds (after sec. 822(f), as redesignated by
sui)s(e. (b))(4) of sec. 8 of the bill) a new section 823, relating to deter-
mlillitiol of statutory ulnderwlr'iting income or loss, and a new section
824, relating to t(ljllst men ts to provide protection against losses.

SECTION 823. D)E'ITLMINAATION OF STATUTORY UNDERWRITING INCOME.
OR LO()SS

(a) In /enzerl. --l'- iu'trrtapli (1) of thae new section 823(a) defines.
the term "statutory undllerwritiing income" for purposes of part II
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of subchapter L. Under this definition, statutory underwriting in-
come is the amount by which-

(1) the gross income which would be taken into account ill
computing taxable income under section 832 i' the taxpayer
were subject to the tax imposed by section 831, re(luced by the
gross investment income (as determined under sec. 822(b)),
exceeds

(2) the sum of-
(A) the deductions which would be taken into account in

computing taxable income if tile taxpayer were subject to
the tax imposed by section 831, reduced by the deductions
provided in section 822(c) (relating to (deductions in coim-
puting taxable investment income), plus

(B) tlie deductions provided in sul)sectioin (c) of the new
section 823 (relating to special reductionn for small company
having gross amount of less than $1,200,000) and in section
824(a) (relating to deduction to provide protection against
losses).

Thus, generally, the income of a company subject to tax under section
821 (a) will be derived from the income as computed if it were subject
to tax under section 831. For example, under existing law, mutual
fire and casualty insurance companies must annually accrue all market
discount attributable to the taxable year on bonds or securities which
they hold. (See sec. 822(d)(2).) For purposes of computing taxable
investment income this rule will continue to apply. -However, since
in computing statutory underwriting income, taxable investment
income is subtracted from income determined as if tlhe company were
subject to tax under section 831, and since market discount is not
required to be annually accrued l)y companies subject to the tax
imposed by section 831, the effect is to un(lrstate wlIat would olther-
wise be the statutory underwriting income by an amount equal to
the amount of such atccrual. Accordingly, the net effect under the
bill, is that mutual fire and casualty insurance companies subject,
to the tax imposed under section 821(a) will treat market discount in
the same manner as such item is presently treated iil tlie case of a
company subject to tax under section 831. In tile case of a company
subject to tax under section 831, any income attributable to market
discount is subject to capital gains treatment at such time as the bond
is sold or redeemed.

Paragraph (2) of tile new section 823(a) provides that, for liTi'poses
of part II of subchapter L, the til'll "statutory lundlerwriting loss"
means the amount by which the amount, referred to in paragralpl
(1)(B) of thle new section 823(a) exceeds tlhe atllounlt referred to in
paragraIpl (1)(A) of tlie new section 823(a).

Paragraphs (1) and (2) of tile new section 823(a) provide, ill effect,
that for purposes of determining statultory ull(derwriting illcollie or
loss for thle taxable year a mutual illnsurancell colmill)anl subject to tlie
tax imposed by section 821(a) must first take into accounts the sallme
gross incoelc andl deduction items (except as Ilmodified by sec. 823(1)))
as a taxpayer subject to tax under section 831 would take into account
for purposes of determining its taxable income un(del section 832.
These items are then reduced to the extent that they include amounts
which are included in determirinig t.axa)le in'vestlelint inlconi under
section 822 (a). In addition, tle taxpayer is allowed ai dled(uc tion for
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the amount determined under section 824(a)' (relating to deduction to
provide protection against losses) and, in the case of a company having
gross receipts of less than $1,200,000, an additional deduction equal to
thle amount determined under-section 823(c)(1), after the application
of the limitation provided il section 823(c)(2).

(b) Modifications.-Subsection (b) of the new section 823 provides
certain modifications to, the general rule for determining statutory
underwriting income or loss contained in section 823(a). Paragraph
(1) of section 823(b) provides that for purposes of applying section
823(a), tlhe deduction for net operating losses provided by section 172
is not to be allowed. (However, a company is allowed an unused
loss (ledluction under the provisions of sec. 825.) Paragraph (2) of
tlhe new section 823(b) provides a special rule which applies in the
case of an interinsurer or reciprocal underwriter which is subject to
the tax imposed by section 821(a). This rule provides that if such
a company, before the 16th day of the 3d month following the close
of the taxable year, credits the individual account of each of its sub-
scribers with an amount, representing savings to subscribers for the
taxable year, which it would be obligated to pay promptly to such
subscriber if' he terllminate(d his contract. at thle close of tile company's
taxable year, tllen--

(1) there is to be allowed as a deduction the increase for the
taxabLle year in savings credited to subscriber Iaccounts, or

(2) tlere is to be included as an itemn of gross intcoime tlhe
tlecrease for the taxable year in savings credited to subscriber
.ccounll ts.

Any amount representing savings credited to his account for the
taxable year is to be treated by the subscriber as a dividend paid. or
declared for purposes of his taxable income. Thus, the amount of any
savings credited to a subscriber within the meaning of this section
shall be. taken into account by himi in(computing his income to the
extent that thle cost of the insurance with-respect to whicll the savings
are credited constitutes a business expense.

(c) Special deductionfor small company having gross amount of less
than $1,200,000.--Subsection (c) of the new section 823 is identical to
the bill as passed by the House, except for the increase in the gross
amount provided by your committee's bill and relates to the special
deduction for certain snall companies having gross receipts of less than
$1,200,000. Paragraph (1) of the new section 823(c) provides that if
the gross amount received during the taxable year from the items
described in section 822(b) (other than par. (1)(D) thereof) and net
premiums (including deposits and assessments) is less than $1,200,000,
then, subject to the limitation provided in paragraph (2) of the new
section 823(c) there shall be allowed an additional deduction for pur-
poses of determining statutory underwriting incoin e or loss (under
subsec. (a) of tile new set. 823) for the taxable year. This additional
deduction is $6,000; except that if the gross amount exceeds $600,000,
thle aIdditionl deduction is limited to anllamoulnt equal to 1 percent
of tihe llmolont l)y wh.i('cl $1,200,000 exceeds suchl gross anount..T'11e
sp1)lecil ded(tction providedb(y p)artLgrvpl) (1) does not apply if the tax-
pay'r is either subject to tioe ttax illposed by section 821(c) (relating
to ,ltiennitive( tax for certain small companies) or hls gross amounts
of $1 .2((),000 or more.
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Paragratph (2) of the new section 823(() provides that tile amount
of the deduction allowed under paragr ,ph (1) of the new section 823(c)
is not to exceed the statutory underwriting income (as defined in sec.
823((a,)(1)) for the taxablectle ,r, computed without regard to the
deduction under paragr.plli (1) or the deduction allowed under section
824(a) (re'.,ting to deduction for protection against losses).

Example: Thle .lpulication of section 82:3(c) iml,y be illustrated by
the following example:
Company M, a Ilmtuall insurance company subject to the tax

imposed by section 821(,.), hls the following items for t tletaxable
year 1963:
Gross amount for purposes of sec. 823(c)(1).(-_-.------.-.----__. $800, 000
(ross investment income (including capital gains) -----_------------ 150, 000
Capital gains..-..--..--.------------.......-- -----_. 100, 000
Gross income under sec. 832 .-----.-----_-----.----..---..----- 900, 000
Deductions under sec. 822(c)--------------------_------------...... 142, 000
Deductions under sec. 832 (as modified by sec. 823(b)) ------------._ 866, 000
Under tile provisions of section 823(c)), company M's special small
company deduction for the taxal)le yearl 1963 would be $4,000, com-
pute(I as follows:
(1) Gross amount for purposes of sec. 823(c)(1) _-----------___---- $800, 000
(2). Amount by which $1,200,000 exceeds item (1) ($1,200,000 minus

$800,000) ----------------------------------------------- 400, 000
(3) 1 percent of item (2), not to exceed $6,000 ..------------.--._--- 4, 000
(4) Gross income under sec. 832, reduced by gross investment

income ($900,000 minus $150,000)-..-------_....- $750, 000
(5) D)eductions under sec. 832 (as modified by sec. 823 (b)), re-

duced by deductions under sec. 822(c) ($866,000 minus
$142,000) . -.-----_-----.--------. 724, 000

(6) Limitation on deduction under sec. 823(c)(1) (excess, if any, of
item (4) over item (5))-.----------------.-----------.---- 26, 000

(7) I)eduction under sec. 823(c)(1) (item (3) or item (6), whichever
is the lesser) ------------------------.......------------- 4, 000

s.E(CTION 824. AI)JUSTMENTSTOr 1'ROVI)I.;IEPROTECTION AGAINST I)OSSES

(a') Alllouance of (le/lucfion.--lPragrlaphl (1) of tlhe new section
824(a) provides that for purposes of determining the statutory under-
writing income or loss (as defined in sec. 823(a)) for any taxable year
there is to be allowed as a deduction to provide protection against,
losses tlhe s1tu of--

(1) I po)',("Oitof llth 1o'sses inctln'ied tring he taxable year (as
(let e'rmilined under s'(. 832(b)(5)); plus

(2) 25 percent of tle ulndterwriting gain for tlie taxable year;
(3) if tile concentrated win(lstorllll, fce'., p)I'rlliilll percentage

for tle taxablle year (as defined in par. (2) of the new see. 824(a))
(ex((eds 40 pe''cent, thle aIounlt determined by al)plying so much
of the (concentl',at(ed wint:isI ormn , el(c., pl)remlilml percentage as ex-
(ceeds 40 l)porent to 1(he unlier(writing gain I'o tle) taxable year.

This pIaragraph is1tli) s,)lmeln.s tlhe (orreSlponl'ing provision under the
bill as passed by the House, except that under your committee's
amendments tle excess of the premium percentage over 40 percent,
instead of 50 percent, is used in determining that part of the protection
against loss deduction provided by subpalragraph (C).

For proposes of paragraph (1) of the new section 824(a), the term
''i"undeliwriting gain" means the statutory underwriting income com-
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puted under section 823(a) without regard to the deduction provided
by paragraph (1) of the new section 824(a).
Subparagraph (C) of the new section 824(a)(1) permits an addi-

tional deduction for protection against losses in the case of certain
companies having concentrated windstorm, etc., risks. For example,
assume that for the taxable year 1963, W, a mutual insurance company
subject to the tax imposed by section 821(a), has an underwriting gain
(for purposes of sec. 824(a)) of $100. Assume further that W's
concentrated windstorm, etc., premium percentage (as determined
under sec. 824(a)(2)) for the taxable year is 70 percent, and losses
incurred during the taxable year are $1,000. Under the provisions of
section 824(a), W's deduction for protection against losses for 1963
would be $65. Of this amount, $10 (1 percent of losses incurred, or 1
percent of $1,000) is due to the application of section 824(a) (1) (A), $25
(25 percent of underwriting gain, or 25 percent of $100) is duc to the
application of section 824(a)(1) (B), and $30-the amount determined
by multiplying the underwriting gain bly so much of the concentrated
windstorm, etc., premium percentage as exceeds 40 percent, or 30
percent (70 percent minus 40 percent) times $100-is due to the
application of section 824(a)(1)(C).

Paragraph (2) of the new section 824(a) defines the termI "concen-
trated windstorm, etc., premium percentage." T'lls definition is
changed from that of the bill as passed by the H-ouse only by the addi-
tion in the bill as reported of a provision for losses arising within a
200-mile radius of any point selected by the taxpayer. Thus, for any
taxable year tile percentage is obtained by dividing-

(1) the amount of the premiums earned on insurance contracts
(luring time taxable year (as (lefined in sec. 832(b)(4)), to the
extent attributable to insurance against losses arising either in
any one State or within 200 miles of any fixed point selected by
tile taxpayer from windstorin, hail, flood, earthquake, or similar
hazards, l)y

(2) tile total amount of tlie premiums earned on insurance
contracts during the taxable year (as defined in sec. 832(1))(4)).Tlhe taxpayer may annually select, within tlie period of limitation

allowed, any geographical area permitted by this paragraph. For ex-
ample, a company located in Springfield, Ill., may in one year use as
the numerator of the fraction the amount of premiums attributable to
special insurance risks located within tlhe State of Illinois; in the second
year the amount of premiums attributable to sucl insurance risks
located within 200 miles of Peoria; and in the third year the amount of
premiiums attributable to such insurance risks located within 200 miles
of Cedar Rapids, Iowa. For purposes of this paragraph, the term
"similar hazards" includes tornadoes, cyclones, and similar natural
phenomena but does not include insurance against fires, explosions,
or riots. In tle case of a company wlicll issues contracts insuring
against a combination of risks, some of whlicll are incluel(led under this
paragraph and some of which are not inclu(le(l under tis I)aragrap)l,
a reasonable allocation of tle premiums earned for thie taxable year
with respect to such contracts will be madeC for purposes of deter-
mininlg suc(l company's concentrated win(Istormn, etc., premium per-
centage for tlhe taxable year.

(b) Protection against loss account.-Subsection (b) of the new sec-
tion 824 requires every insurance company subject to the tax imposed
by section 821(a) for any taxable year to establish and maintain a
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protection against loss account. This account is to be established for
taxable years beginning after December 31, 1962, and the beginning
or opening balance of such account is to be zero.

(c) Additions to account.-Subsection (c) of the new section 824
relates to the amount which is to be added to the protection against
loss account, for each taxable year for which the taxpayer is subject
to the tax under section 821(a). Subsection (c) of the new section
824 provides that the amount to be added to the protection against
loss account is to be an amount equal to the deduction for protection
against losses provided by section 824(a) (1).

(d) Subtractions.-Paragraphs (1), (4), and (5) of the new section
824(d) sets forth the amounts which are to be subtracted from the
protection against loss account. The amount which is required to be
subtracted under section 824(d) is taken into account under section
821 (b)(1)(C) for purposes of determining mutual insurance company
taxable income. Except for the amendments described below, the
subtractions required under your committee's bill are identical with
those provided in the bill as passed by the House.
Paragraph (1) of the new section 824(d) provides that, after making

the additions required by section 824(c) for the taxable year, there
shall be subtracted from the protection against loss account-

(A) first, an amount equal to the excess (if any) of the protec-
tion against loss deduction allowed under section 824(a) for the
taxable year over the underwriting gain (as defined in sec. 824(a)
(1)) for tie taxable year,

(B) then, tie amount (if any) by which-
(i) tile su11m of the investment loss for su(cll year and the

statutory un(lerwriting loss (reduced by the amountt referred
to in subpar. (A)) for sluch year, exceeds

(ii) the sum of the statutory underwriting income and the
taxable invest lIent income for sulch taxable year,

(C) next (in the order in which tih losses occurred), amounts
equal to the unused loss carryovers to sull(' taxable year,

(D) next, any amount remaining wllifc was added to the
account for tlhe fifth preceding taxable year, nlinus one-half
of und(lerwciting gain remaining in the (account for such taxable
yvear hlli(cll was added under sul)se(tion (a)(1) (B), and

(E) finally, thle amount lby which the total amount in the
account exceeds whllichever of the following is the greater:

(i) 10 percent of premiums earned on insurance contracts
during the taxable year (as defined in sec. 832(b)(4)) less
dividends to policyholders (as defined in sec. 832(c)(l1)), or

(ii) the total amount in the account at the close of the
l)receding taxable year.

Under the bill as passed by the House, subparagraph (A) of the
new section 824(()(1) provided that the first subtraction from the
protection against loss account was to have been made for so much of
the statutory underwriting loss as was generated either by the deduc-
tion for dividends to policyholders (as defined in sec. 832(c)(11)) or
by the deduction provided( in section 824(a) for protection against
losses. Thus, under tile bill as passed by the House, any underwriting
loss which was attributable to the payment of policy dividendls could
not bte aplplicd against taxable investment income unless tile balance
in tile protection against loss account had first been reduced to zero.
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Your committee has amended subparagraphs (A) and (B) to provide
in effect that any portion of the statutory underwriting logs which is
attributable to the deduction for dividends to policyholders may first
be applied against taxable investment income. Under your commit-
tee's amendments, however, no portion of the statutory underwriting
loss which is attributable to the deduction for protection against losses
provided in section 824(a) may be applied against taxable investment
income since it is applied against tlhe balance in the protection against
loss account.

Under sulparagraphl (B) of the new section 824(d)(1), the statutory
underwriting loss is subtracted from the protection against loss account
but only to tile extent that such loss exceeds the taxable investment
income and the amount determined under subparagraph (A) for tile
taxable year. Thle adjustment for the amount subtractedunder
subt)pn)agra)ph (A) is required by reason of your committee's amend-
ment, to subparagral)h (A), and prevents the same item from being
subtracted from the protection against loss account more than once.
In addition, subparagraph (B) provides that where there is an invest-
ment loss for the taxable year such loss must first be applied against
statutory underwritiIlg income and then any remaining amount; must
be applied against any balance in the protection against loss account.
Or, if there is both a statutory underwriting loss after the reduction
referred to in stib)paragralph (A) and an investment loss, the sum of
these losses Imust be so ap)l)lied. Only then ay any remaining amount
give rise to tnll 1unused loss.

Subpm'agralph (D) of the new section 824(d)(1) provides for the
subtraction of certain amounts added to theprotection against loss
account for any taxable year under section 824(c) if such amounts
rellain in tlhe account for 5 taxable years. Under subparagraph (D)
of tihe lew section 824(d), tile entire amount remaining in thle account
from the fifth precefding taxable year which was added by reason of
section 824(a)(1)(A) (relating to deductions for 1 percent of losses in-
curred duringg th ttlaxal)le year) or section 824(a)(1))(C) (relating to
additional deduction for certain complaniies leaving concentrated wind-
storm ,etc., risks) is to be subtracted from tile protection against loss
account. Therel, is also to be subtracted under subparagrai)h (D) of
the new section 824(d)(1) an amount representing one-half of the
amount remaining ill tile account with respect to such fifth preceding
taxable year which was add(led b)y reason of section 824 (a)(l)(B) (relat-
ing to deduction for 25 percent of underwriting gainl for the taxable
year). (For a special rule with respect to a reciprocal illlking the
election provided in sec. 826(a), see sec. 826(d).)
Subparagraph (E) of tlhe new section 824(d)(1) provides (taking into

account the priority rule in sec. 824(d)(3)(B1)), in effect, a ceiling on the
amount which can be added( !to Iad remain in the protection against
loss (account for the taxable year for which the amount is added. Sub-
p)aragraph (E) provides that if the total amount in the account (as
determined under sec. 824(d)(2)) exceeds thle greater of (1) 10 p)er-
cecit of premiiulis earnlled on insurance contracts during the taxable
year (as defined in sec. 832(b)(4)) le;s (lividen(ls to policyholders (as
defined in sec. 832(c)(11)), or (2) the total amount in the account at
tlhe close of the preceling taxable year, then the amount of such excess
shall be subtracted from the protection against loss account.

Paragraph (2) of the new section 824((1) contains rules for determlin-
ing the ceiling on the protection against loss accotint. It provides
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that for purposes of paragraph (1)(E) of the new section 824(d), the
total amount in the account is to be determined-

(1) after the application of section 824(d) without regard to
paragraph (1)(E) thereof, and

(2) without regard to amounts remaining in the account which
were added, with respect to all taxable years, under section
824(a)(1)(C) (relating to additional deduction to provide pro-
tection against losses for certain companies having concentrated
windstorm, etc., risks).

Under paragraph (2) of the new section 824(d), for purposes of deter-
mining the ceiling on the protection against loss account in the case of
a company having concentrated windstorm, etc., risks, any amount
added to the account by reason of the application of section 824(1)(1)
(C) is not to be taken into account.
Paragraph (3) of the new section 824(d) provides rules relating to

the priority in which the subtractions from the protection against loss
account are to be made. Under paragraph (3) (A) of the new section
824(d) the amounts required to be subtracted from the protection
against loss account under section 824(d)(1) (A), (B), and (C), are to
be made-

(1) first (on a first-in, first-out basis) from amounts in the
account with respect to the 5 preceding taxable years and tile
taxable year, and

(2) then from amounts in thle account with respect to earlier
years.

Under paragraph (3)(B) of ihe new section 824(d), the amounts re-
quired to be subtracted from the protection against loss account
under section 824(d)(1)(E) are to l)e subtracted only frol alllounts
in the account with respect to the taxable year.
Under paragraph (3)(C) of tile new section 824(d), if the amount

to be subtracted from the total amounts in tle account. with respect
to any taxable year is less than such total, the amount required to
be subtracted from the protection against loss account under section
824(d)(1) (A), (B), (C), and (E) is to be subtracted from each of tlhe'
amounts referred to in section 824(a)(1) in tile account with respect
to such year in the proportion which each bears to the total anlount
in tlhe account with respect to such year'. For example, assume that.
for tlle taxable year 1966, N, a mutual insurance company sul)ject to
the tax imposed by section 821(a), is required to subtract $60 from
its protection against loss account under section 824(d)(1) (other than
under subpar. (E)). Assume that the total amount in tlhe account
for 1963 (the first preceding taxable year for whicl additions to the
account were made) is $100. Assume further that of this $100 bal-
ance, $30 is due to the application of section 824(a)(1)(A), $50 is due
to the application of section 824(a)(1)(B), and $20 is due to the
application of section 824(a)(1)(C). Under paragraph (3)(C) of the
new section 824(d), since thef amount to be subtracted from tihe bal-
ance in the account with respect to 1963 is less than such balance,
the amount to bo subtracted from each of the amounts in tle account
with respect to such taxable year shall be in tlhe proportion which
each bears to such total. Accordingly, the amount in tile account
by reason of the application of section 824(a)(1)(A) shall be reduced
by $18 (30/100X$60). The amount in the account with respect to
the application of section '824(a)(1)(B) shall be reduced by $30



210 REVENUE ACT OF 1962

(50/100X$60). The amount in the account with respect to the appli-
cation of section 824(a)(1)(C) shall be reduced by $12 (20/100X$60).

Paragraph (4) of the new section 824(d) provides that if the taxpayer
is not subject to tax under part II of subchapter L for any taxable
year, tlhe entire amount in tile protection against loss account at the
close of the preceding taxablle year is to be subtracted from the account
in such )receding taxable year and included in mutual insurance
company taxable income (as definedd in sec. 821 (b)) for such preceding
taxable vear'.

Paragraph (5) of tile \new section 824(d) provides that for any tax-
al)le year for which the c('Olil)any is subject to tlhe tax imposed by
section 821(a), it may elect. to subtract from its protection against
loss accolunlt any amountwhichh, except for tlhe application of tils
electioll, would be in suchl account as of the close of such taxable year.
Tlie amoullt elected to beo subtracted from tile prOtection against
loss account is to be included in mutual insurance company taxable
income (as defined in sec. 821(b))) for tlhe taxable year. T'lle election
must }be made after the close of the taxable year for rwhlichl itis to
apply and n1ot later than tlet imetlll prescriibeI by law for filing tile
return (ill(lludilig extellsions thereof) for the taxable year following
such taxable year, and in such manner and form as the Secretary of
the Treasury or his delegate may by regulations prescribe. The
election is to apply only with respect to tlhe taxable year for which it
is made and once such an election has been made it. may not subse-
quently b1e revoked.

l1':rample..--Tle anplihcation of nlew section 824(d) may be illus-
trnat(d by1 tlie following examples:

16Example I.-lFoi the taxal)le year 1969, X, a mutual insurance
conljpany subject to tlhe tax imposed by section 821(a), has taxable
ilnvestmentlt income of 25 and a. statutory uIl(lerwr'iting loss of 22 (in-
cludirlg a. protection against loss (de(luction of 7 which is entirely attrib-
utable to the application of sec. 824(a)(l)(A)). The following table
shows tire protection against loss account of X before and after the
application of section 824(d) for the taxahlle year 1969:

1963 196 1905 1966 1967 1968 1969
*-- .- ---

Protection against loss account: Balance remaining in ac-
comunt with respect to eacli taanbl) year (before appllca-
tion of sec. 824(d)) -...- ----.---- ------ ------------. --. 3 1 1 1 2 1 7

Balance romaininii in account with respect to cache taxable
year (after applllation of sec. 824(d)) ...------------------ 3 0 0 0 0 0 0

Unler tile provisions of section 824(d)(1)(A), for the taxable year
1969, X would sul)tract 7 from its protection against loss account
(tile namounlt 1by which the protection against loss le(luction allowed
under sec. 824(a) for the taxal)le year exceeds tlie underwriting
gain fori thle tIxnble!ye(ar, or 7 llinlus 0). Udlltler tlie )provisiolis of
section 824(4) (3)(A), siiu'e Itie sul)tractiolls are to be) made with
r(slpect to ailoliits ill tile a(ccoillit for llie 5 l)rece(dlinlg taxable years
and the taxiale year on a first-in, first-out basis, X would first apply
tile anlottlit to be suil)tracted to tire aInOllnil ill tile accouilt, witil
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respect to 1964, 1965, 1966, 1967, and 1968, in that order. This
would reduce the total iamouInt inl the accoullt, with respect to such
taxable years by 6, 1and1 tile balallce iln the accoullt with,respctt to
each of the taxable years 1964 through 19(68 would be reduced to
zero. 'Tli remaining Iamount required to be subtracted under sec-
tion 824(d)(1)(A), 1 (7 minus 6), would then be subtracted from the
anlounlt added to thll account for le taxable year, 7 (lan amount
equal to the protection against loss deduction for the taxable year
1969), leaving a balance of 6 (7 minus 1) inl the account withl respect
to 1969. No proration of the subtraction from the amolllult il the
account for 1969 is required uIlId er section 824(d1)(3)((.) since the
entire ailounit addled to the accouiit ill 1969 was ad(ldd by reason of
section 824(a)(1)(A).
Example 2.--Assuime tlhe facts are the same as in example 1, except

that X has taxable investment income of 7 (instead of 25) for the
taxable year 1969. After the application of section 824(d) for the
taxable year 1969, the results would be as follows:

Protection against loss account

1963 1964 1965 1966 1967 1968 1969

Balance remaining in account with respect to each taxable
year (after application of sec. 824(d)) --..-- .------.-.. 1 0 0 0 0 0 0

Under the provisions of section 824(d)(1), for the taxable year 1969,
X would subtract 15 from its protection against loss account. Of this
amount, 7 would be attributable to the application of section 824(d)
(1)(A) (i.e., the amount by whi::h the protection against loss deduc-
tion allowed under sec. 824(a) for the taxable year exceeds the under-
writing gain for the taxable year, or 7 minus 0), and 8 would be at-
tributable to the application of section 824(d)(1)(B) (i.e., the amount
by which the statutory underwriting loss for the taxable year, reduced
by the amount determined under sec. 824(d) (1)(A), exceeds the tax-

bl e investment income for tlhe taxable year, or the ilamount by which
15 (22 minus 7) exceeds 7). Under section 824(d)(3)(A)(i), this sub-
traction would be made ((oln a first-in, first-out I)asis) from amounts in
the account with respect to 1964, 1965, 1966, 1967, 1968, and 1969, in
that order. This \would reductle the total amount in the a(ccoullt with
respect to such taxable years by 13, andt tile 1alalnce in the account
with respect to eacli of the taxable years 1964 through 1969 would be
reduced to zero. Under the provisions of section 824(d)(3)(A)(ii), the
remaiinig amount required to be subtracted under section 824(d)(A), 2
(15 minus 13), would then be sul)tracted from the amount in the ac-
count witl resl)ect to 1963 (i.e., the amount representing one-half of
the amount added by reason of sec. 824(a)(1)(B) which was not re-
quired to )be subtracted from tihe protection against loss account under
sec. 824(d)(1)(D) in 1968). 'I'hus, the amount in the account with
respect to 1)963 would be reduced to 1 (3 Iinius 2).

Example S.-Assume that Y, a mutual insurance company subject
to tax under section 821 (a), hlis a -protection against loss account
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which reflects the following items for the taxable years 1963 through
1968:

Additions to protection against loss account

1963 1964 1965 1966 1967 1968
w~~ ~ ~ ~ I - -- -- - -

Additions:
1 percent of losses incurred..................... 15 20 60 60 60 60
25 percent of underwriting gain -----.------------ 60 20 40 50 45 45
Additional deduction for concentrated risks------- 56 0 0

40

0
0 105 0l5''tal-------------.................................-------------------......----- 75 40 105 11 105 15

Y, in computing mutual insurance company taxable income for 1968,
is required to subtract from the account with respect to 1963 the
entire amount of the 1 percent of losses incurred added for 1963 (15)
and one-half of the underwriting gain (30) added for such year. Upon
taking into account these subtractions, the balance in the protection
against loss account with respect to 1963 is 30 (the one-half remaining
in the account after the application of par. (1)(D) of sec. 824(d)).
Assume further, that for the taxable year 1969, Y has taxable in-

vestment income of 50, underwriting gain of 80, resulting because of
incurred losses of 4,000, expenses of 1,000, and premiums earned less
dividends to policyholders of 5,080. Under section 824(a), the pro-
tection against loss deduction for 1969 is 60. After applying section
824(c), but before applying section 824(d) for 1969, the protection
against loss account as of the close of 1969 (after subtracting in 1968
the 45 amount with respect to 1963) would be as follows:

Protection against loss account

1963 164 1965 1966 1967 1968 1969

Additions:
1 percent of loss incurred.----------------- 0 20 60 60 60 60 40
25 percent of underwriting gain------- 30 20 40 50 4 5 20
Additional deduction for concentrated
risks----- ........-------------- 0 0 5 0 0 0

Total with respect to taxable year... 30 40 105 - 115 105 105 60

'Total (us of end of each year before
196 sbtractions) ------------- 30 70 175 290 395 500 560

After making the addition to the protection against loss account for
1969 and obtaining the results shown in the table above, Y is required
to make the subtractions for 1969 from the account. These subtrac-
tiolns may be summarized as follows:

Subtractions under section 824(d) for 1969

'LnTxalslv year wit Il rcsljct to ;lichl aino;int I11HI I 11il 196I')5 IWci 167 191X8 1969
is siibtriiLtl d

Par. (I)(A) subtraction .......-....--- ....--- 0 o(o
Par, (I)(1) subtraction..--..------------------- 0 0 0 0 0
a'r. (I ((C) subtraction----......---...------------- () 0 0 0
Par. (I)(l)) subtraction --................... 1 30 0 00 0 0
Par. (!)(E) subtraction ........-.....-..------- - 0 0 0 12
Pars. (I) an () subtraction.------....----------............0 0 0 0 0 0

1 20 represents the amount added for 1961 with reference to incurred losses; 10 represents one-half of the
amount added for 1964 with reference to underwriting gain,
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After determining the subtractions with respect to years before
1969, the next step is to determine whether any subtraction is required
for the taxable year 1969 under section 824(d)(1)(E). Since the total
balance in the account after the application of section 824(d) (other
than par. (1)(E) thereof), 520 (560 minus 30, and excluding 10 added
to the account by reason of the additional deduction for protection
against losses for concentrated windstorm, etc., companies provided
by sec. 824(a)(1)(C)), exceeds 10 percent of premiums earned on
insurance contracts during the taxable year less dividends to policy-
holders, 508 (10 percent of 5,080), Y would be subject to tlhe ceiling
on the protection against loss account for the taxable year 1969 and
would be required to subtract 12 (the excess of 520 over 508) from the
account under section 824(d)(1)(E). Under the provisions of section
824(d)(3)(B) this subtraction would be made only from amounts in
the account with respect to the taxable year 1969. Under the provi-
sions of section 824(d)(3)(C), however, since the amount to be sub-
tracted, 12, is less than the total amount added to the account for the
taxable year, 60 (40 plus 20), the subtractions under section 824
(d)(1)(E) would be applied ratably against each of the Iamounts added
to the account for the taxable year. Thus, the amount remaining in
the account with respect to section 824(a)(1)(A) for the taxable year
1969, would be 32 (40 minus 40/60X12, or 40 minus 8), and the
amount remaining in the account with respect to section 824(a)(1)(B)
for the taxable year 1969, would be 16 (20 minus 20/60X12, or 20
minus 4).
Based on these facts, Y's mutual insurance company taxable income

for 1969 would be 112 (the sum of taxable investment income of 50,
plus statutory underwriting income of 20 (underwriting gain minus
protection against loss deduction, or 80 minus 60), plus subtractions
from the protection against loss account under sec. 824(d) of 42).

SECTION 825. UNUSED LOSS DEDUCTION

(a) Amount of deduction.-Subsection (a) of tle new section 825
provides that, for purposes of part It of sublchapter L, the unused
loss deduction (used in the determination of mutual insurance company
taxable income under sec. 821(1)) shall be an amount equal to the
unused loss carryovers and carrybacks to the taxable year.

(b) Unused loss defined.--Subsection (b) of the new section 825
defines the term "unused loss," for purposes of part II of subchapter L,
as the amount by which-

(1) the sum of the statutory underwriting loss (as defined in
sec. 823(a)(2)) and the investment loss (as defined in sec.
822(a) (2)), exceeds-

(2) the sum of-
(A) tlhe taxable investment income (as defined in sec.

822(a)(1)),
(B) the statutory underwriting income (as defined in sec.

823(a)(1)), and
(C) the amounts required to be subtracted from the pro-

tection against loss account under section 824(d).
If the sum of the items under (1) does not exceed the sum of items
under (2), the unused loss is zero.
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(c) Loss year defined.-Subsection (c) of the new section 825 defines
as the loss year, for purposes of part II of subchapter L, any taxable
year in which a company subject to the tax imposed by section 821 (a)
has an unused loss which is more than zero.

(d) Years to which carried.-Subsection (d) provides that the ulnlsed
loss for any loss year is to be al unused loss carryback to each of the
3 taxable years preceding the loss year and an unused loss carryover
to each of the 5 taxable years following the loss year. (For certain
taxable years to or from which an unused loss may not be carried, see
section 825(g).)

(c) Amount oJ carrybacks and carryovers.-Subsection (e) of the new
section 825 provides that for any loss year, the entire amount of the
unused loss, determined under the provisions of section 825(b), shall
be carried to tlle earliest of taxable years to which such loss may be
carried under section 825(d) (subject to the limitations of sec. 825(g)).
The amount of the unused loss carried to each of telc other taxable
year (permitted under section 825(d)), following the earliest taxable
year shall be the excess of such loss over the sum of the offsets for eacl
taxable year preceding the taxable year to which tlle loss is carried.

(f) Offset defined.--Subsection (f) of the new section 825 defines the
term "offset," for purposes of section 824(e)'and provides that the
taxable year to which an unused loss is carried is to be referred to as the
"offset year." "Offset" is defined as the mutual insurance company
taxable income for the offset year in the case of an unused loss carry-
back from the loss year to the offset year. In the case of ail unused
loss carryover from tile loss year to the offset year, thle offset. is the
sunm of the amount required to be subtracted from tlle protectiion
against loss account under section 824(d)(1)(C) for tile offset year and
the mutual insurance company taxable income for the offset year.
For purposes of computing the offset, the mutual insurance company
taxable income for the offset year (as defined in sec. 821(b)) shall be
determined without regard to any loss carryback or carryover to the
offset year fromtle losa; year, or any year thereafter.

Example: The application of section 825 may be illustrated by tile
following example:
For the taxable year 1967, F, a mutual insurance company subject

to the tax imposed b)y section 821(a), has the following items:
Taxable investment income --...------------------------------------ 1
Underwriting loss ---------------. 59
Addition to protection against loss account.. --------------------------- 8
Statutory underwriting loss-------- ------------------------- ------- 67
As explained below, the subtractions from protection against loss

account are as follows:
Amount subtracted from amounts in account with respect to taxable years

19(63 through 19O66-----.---------------f---------------------f- 18
Amount subtracted from amounts in account with respect to taxable year

1967)(7--------------------------------------------------------- 8

'otal subtractions from protection against loss account under see.
824(d)-2----------------. ....----.... ---..----. .-------- 26
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The application of section 825 in this case may be illustrated by the
facts and results shown in the following table and explained below:

Taxable year-

1963 1904 16 1966 1967 198

Protection against loss account:
Addition to account during taxable year...-----.- 6 2 3 7 8 7
Subtraction from account during taxable year.-. 0 0 0 8 7

Protection against loss account (at end of year). 6 2 3 7 0 0
Protection against loss account (at end of tax-
able year 1968) ---------------------------- 0 0 0

Unused loss----.-----------------.------------- 0 0 0 40 0
Unused loss carryhack--------.------------------ 0 40 35 26 0 0
Unused loss carryover-----------.--.-------...---- 0 0 0 0 18
Unused loss deduction .---..------------------------ 0 40 36 26 0 18
Mutual insurance company taxable income (com-
puted without regard to unused loss) ------------ 13 5 10 7 0 2

Mutual insurance company taxable income (com-
puted with regard to unused loss) ---.--.--.------- 13 0 0 0 0 0

Oilset for year------------------------------------ 0 5 10 7 0 9
Oltset total ----------------.------.------ 0 6 16 22 0 31

1967: Under tie provisions of section 825(b), F's unused loss for
1967 is 40, the amount by which the sum of the statutory under-
writing loss and the investment loss, 67 (67 plus 0), exceeds the sum
of the taxable investment income, the statutory underwriting income,
and the amounts required to be subtracted from the protection against
loss account under section 824(d) for the taxable year, 27 (the sum of
1, O, and 26, respectively).
1967 carryback to 196//: Under the provisions of section 825(e),

the entire unused loss for 1967 of 40 is carried back to 1964, the earliest
year to which the loss may be carried under section 825(d). Since
there are no other amounts carried to 1964, the unused loss deduc-
tion for 1964 is 40. Thus, after taking the unused loss deduction
into account, the mutual insurance company taxable income for 1964
is zero, and the offset for 1964 is 5 (the mutual insurance company
taxable income for 1964 determined without regard to the unused
loss carryback from 1967 or any year thereafter).

1967 carryback to 1966: The portion of the unused loss for 1967
which is carried back to 1965 is 35 (40 minus 5, the offset for 1964).
After taking the underwriting loss deduction into account, the mutual
insurance company taxable income for 1965 is zero. The offset for
1965 is 10, the mutual insurance company taxable income for 1965
determined without regard to any unused loss carryback or carryover
from 1967 or any year thereafter.

1967 carryback to 1966: The portion of the unused loss for 1967
which is carried back to 1966 is 25. This amount is the excess of the
underwriting loss for 1967 of 40 over the sum of the offset for 1965 (5)
and the offset for 1966 (10). Thus, as a result of the unused loss for
1967, the mutual insurance company taxable income for 1966 is
reduced to zero. The offset for 1966 is 7.

1967 carryover to 1968: Under tle provisions of section 825(d), tile
portion of the unused loss for 1967 wlich is carried forward to 1968 is
18 (40 ilintusls tile sutI of 10, 5, and 7, tile offsets for 1964, 1965, and
1960, rIspecltively). Under section 825(f)(2), tlils amount is first
applied against ally alnounts in tile protection against loss account at
the (ld(I of 1968, and is tlheni applied against tile mutual insurance
company taxable income for 1968. Thus, assuming that tilere are
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no other subtractions from its protection against loss account under
section 824(d) for 1968, F's protection against loss account of 7 is
reduced to zero by reason of tile subtraction under section 824 (d) (1) (C).
rhe remaining portion of the unused loss for 1967 which is carried
to 1968, 11 (18 minus 7, the alilount of the unused loss carryover to
1968 which is subtracted from tile protection against loss accounts
under see. 824(d (1M (C)), is then applied against the mutual insurance
company taxable i i:ome for 1968. Thus, after the application of the
unused loss reductionn for 1968, the mutual insurance company taxable
income for 1968 is zero. The offset for 1968 is 9, the sum of the
amount required to be subtracted from the protection against loss
account under section 824(d)(1)((C) for 1968 (7), plus the mutual
insurance company taxable incomelc for 1968, determined without re-
gard to the umIsed loss carryover from 1967 or anyiunused loss carry-
}ac(k from 1967 or an.v yeiar thereafter (2). Tlle remaining 9 of tlhe
ullused loss for 1967 (410 minus the sum of 10, 5, 7, and 9, tlhe offsets
for 1964, 1965, 1966, and 1968, respectively), is carried forward to
1969, and to the extent not used in that year or any yearn thereafter,
may be carried forward to 1970, 1971, and 1972, in thatl order.

(g) Limitations.-Subsection (g) of tlhe new section 825 provides
tlat, for purposes of part IT of subchapter L, an unused loss (as defined
in sec. 825(b)) may not b)e carried-

(1) to or frolmi alny taxable year beginning before January 1,
1963;

(2) to or I'romll vany taxalbtle year for which tlle insuz'raitce co(m-
)paliy is lno t subject to tax imposed by section 821(a1); 1or

(3) to any ttaxal)le year if, betweenl tile loss year and such
taxable year, therei is ellrillltrvenilg taxable yeal for wlhic tile
illsurall(ce compal),tly WiS !ot subject to tlhe tax iilposed bty section
821 (a).

Examples. --The al)l)licatiol ol section 825(g) maiy )be illustrated by
tlle following:
Example I.---For the taxable year 1963, M, a mIutual insurance

comil)lIy sul)ject to tax imllIosd(l I)y section 821 (a), lias lan unused
loss (as (lef.iled il sec.. 825(1))) of $65,000. Trle loss may not be
(carried back to anv taxable year beginlnilg before 1963. Ilowever,
the loss may)11e carried forward to each of tile 5 taxable years following
1963 provided that for e(ach of such succeedlig taxalSle years M is
subject to tle tax iml)osedl b)y sect ion 821 (a).

Example 2.--Assume tile facts lar the samle als in example 1, except
that for tlhe taxable year 1964, tle gross amount received by M from
tile items describedd in section 822(b) (other tlanll par. (1)(D) thereof)
anld preIIiuIms includingg depositsiand assessments) exceeds $150,000
but (oes not exceed $600,000. If IM does not make the election under
section 821(d) (relating to election to be taxed under sec. 821(a) for
1964), the loss will not be allowed as an unused loss carryover since,
1)b reason of section 825(g)(3), the unused loss Imay not be carried to
any, taxable year if, between telC loss year and( such taxal)le year,
tlh're is an intervening taxal)le year for which the insurance company
was not subject to the tax imposed b1ysection 821 (a), ald by reason
of section 825(g)(1), the unused loss may not I)e carried to any taxable
year beginning before 1963.
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SECTION 826. ELE(CTlON' BY RECIPROCAl,

(a) In general.-Subsection (a) of the new section 826 provides that,
except as provided in section 826(c), any insurance company which
is an interinsurer or reciprocal underwriter (referred to in sec. 826
as a "reciprocal") subject to the tax imposed by section 821(a), may
elect to be subject to the limitation provided in subsection (b) of the
new section 826. Such election shall be made, under regulations
prescribed by the Secietary of the Treasury or his delegate, not later
than the time prescribed by law (including extensions thereof)
for i'lin'g thl return for tile year for which such election is first to apply.
Th( (el,'ctioqi is to apply for the taxable year for which made and for
all sucleedinga taxable years and ILmy not be revoked without the con-
sent of the Secretary of the Treasury or his delegate. The effect of
such election is to increase the income of the reciprocal by the
income of its attorney-in-fact attributable to the reciprocal for pur-
poses of computing the taxes imposed by section 821(a) and to allow
such reciprocal a credit for the taxes paid by tlhe attorney-in-fact with
respect to the income attributed to the reciprocal.

(b) Limitation.--Subsection (b) of the new section 826 provides
that a reciprocal making the election provided under section 826(a)
slall limit the deduction for amounts paid or incurred in the taxable
year to the attorney-in-fact to such amounts as are deductible b)y the
attorney-in-fact in respect of the income received by the attorney-in-
fact from the reciprocal. In no case may such, deduction of the recip-
rocal be increased by the deductions of the attorney-in-fact allocable
to the income received from the reciprocal.

(c) Exception.-Seetion 826(() provides ti)alt no election under
section 826 (a) lmay be made l)y a recipriocall Ilulelss its attorney-in-
fact.--

(1) is a corporation subject to tihe taxes imposed by section
11 (b) and (c) of sul)title A;

(2) consents to maIlie available such informa tionll as may be
required during the period ill which lai election madeunder sub-
section (a) is in effect;

(3) reports income received from the recilplocal and deductions
allocable thereto under the same method of accounting used b)y
the reciprocal in rel)orting deductions for amountspaid or in-
curred to t.le attorney-in-fact; and

(4) files its return on a calendar-year basis.
(d) Special rule.-Under 4te bill as passed by tile I-ouse, the

limitation under section 826(b) would not have been taken into ac-
count by any reciprocal electing under section 826(a) either for
purposes of computing the protection against loss deduction provided
in section 824(a) or for purposes of computing the addition to the
protection against loss account provided in section 824(c). Thus, inl
effect, a recil)procal lllakil tlie election would not. h}ve included any of tlhe
income of tlhe attorney-in-fact;i; computing its protection against loss
deduction. Your commlitted hals atllen(ledl this section to provide that
the protection against loss deduction, tnd the amount added to the
protection against loss account, for the taxable year, lmay be in-
increased to reflect any allmoluts attributable to the consolidation
permitted under this subsection. However, your committee has
provided a special rule that in applying section 824(d)(l)(D) any
amount which was added to the protection against loss account by
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reason of such an election shall be treated as having been added
by reason of section 824(a) (1)(A). The effect of this special rule is
that no portion of the amount added to the protection against loss
account by reason of the election under section 826(a) (i.e., the amount
by which 25 percent of consolidated underwriting income exceeds-25
percent of underwriting income determined prior to consolidation),
may be deferred for more than 5 years.

(e) (redit.-Subsection (e) of the new section 826 provides that
any reciprocal electing to be subject to the limitation provided in
subsection (b) shall be credited with the tax paid by its attorney-in-
fact with respect to the income of the reciprocal in such taxable year.

(f) Surtax exemption denied.-Subsection (f) of the new section 826
provides that any tax imposed upon the increase in the income of the
reciprocal attributable to the limitation under subsection (b) shall
be computed without regard to the $25,000 surtax exemption provided
in section 821(a)(2).

(g) Adjustment for refund.--Subsection (g) of the new section 826
provides that 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 or refund as a result of the application of subsection
(e) of the new section 826, the taxes of the reciprocal for the year in
which such credit or refund is allowed shall be properly adjusted
under regulations prescribed b)y the Secretary of the Treasury or his
delegate. 'This adjustment prevents the reciprocal and the attorney-
in-fact from obtaining a credit or refund with respect to the same tax.

For example, assume that a reciprocal has elected in 1963 to be
subject to the limitation provided in section 826(1)) and such election
is still in effect in taxable year 1966. Assume further that in taxable
year 1969 its attorney-in-fact receives a refund or credit with respect
to taxable year 1966. In such case, tlle taxes of the. reciprocal in
taxable year 1969 shall be properly adjusted under regulations pre-
scribed by the Secretary of the Treasury or his delegate.

(h) Taxes of attorney-in-Jact unaffected.-Subsection (h) of the new
section 826 provides that nothing in section 826 shall either increase
or decrease the taxes imposed by chapter 1 on the income of the
attorney-in-fact.
Example.-The application of section 826 may be illustrated by the

following example:
For tile taxal)le year 1963, R, a reciprocal underwriter subject to

the taxes imposed by section 821(a), ias tlhe following itens (deter-
mined before applying any election under sec. 826):
Gross income under sec. 832 ---.----------------------- ---------- $578
Gross investment income -------------....-----..------ -------------- 50

Deductions under sec. 832 (as modified by sec. 823(b)):
Deduction for amounts paid by R to attorney-in-fact A ...... $100
All other deductions .--------------.----_-------------- 500

lTotal deductions under sec. 832 .---.--------------_--- 600
Deductions under sec. 822(c) --------..---------------------------. 40
Incurred losses*----------...--------------.---------------------- 400
Protection against loss deduction ---------_------_---_--------------- 4
Underwriting gain ---------------------------------------------- 0
Mutual insurance company taxable incomei--------------------.------ 0
Unused loss----.--------------------------------------------------- 22
Credit or refund for taxes paid..------------------------------------ 0
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Assume that the deductions of attorney-in-fact A allocable to the
income received by A from R are 60 and the tax paid by A allocable
to the income received from R is 16. If R elects to be subject to the
limitation provided in section 826(b), the results for 1963 would be
as follows:
Gross income under sec. 832 ------------------------------------- 578
Gross investment income ------------_--------------_-------- _----- 50

Deductions under sec. 832 (as modified by sec. 823(b)):
Deduction for amounts paid by R to attorney-in-fact A------ 60
All other deductions ------------------------------------ 500

Total deductions under sec. 832 ----------------------- 560
Deductions under sec. 822(c) ---__-----------------_-----------_---- - 40
Incurred losses ----------.-------------------------------------- 400
Protection against loss deduction------------------------------------ 6
Underwriting gain -----------------------------------------------. 8
Mutual insurance company taxable income, -------------------------- 12
Unused loss-----------------.--.-----------------------_---------- 0
Credit or refund for taxes paid -------------------------------------, 16
Under the provisions of section 826(b), R's deduction for amounts

paid or incurred to the attorney-in-fact in the taxable year 1963 would
be limited to the deductions of A allocable to the income received by
A from R. Thus, R's dedllc.ions under section 832 (as modified by
sec. 823(b)) for 1963 woufl:l b;e 60 (the deductions of A which are
allocable to the income receivrl bTy A from R). As a result of making
the election under section 826(a) for the taxable year 1963, R's under-
writing gain would be 8, and its statutory underwriting income would
be 2 (the underwriting gain of 8 minus the protection against loss
deduction of 6-of which 4 represents the amount determined under
sec. 824(a)(1)(A) and 2 represents the amount determined under sec.
824(a)(1)(B)-or 8 minus 6). Accordingly, R's mutual insurance
company taxable income for 1963 would be 12. This amount consists
of the taxable investment income of 10 (gross investment income
minus deductions under sec. 822(c), or 50 minus 40) plus the statutory
underwriting income of 2. Since all of R's mutual insurance company
taxable income of 12 is attributable to the limitation under section
826(b), the entire amount is subject to the surtax under section S21(a)
(2) without regard to the $25,000 surtax exemption. The credit of 16,
representing that part of the taxes paid by A which is allocable to the
income received by A from R, may be applied by R against its taxes
with respect to its mutual insurance company taxable income of 12
for 1963, and R would be entitled to a refund of any excess of the
amount of such credit over its tax liability for 1963.
Under the provisions of section 826(d), no portion of the amount

added to such account in 1963 by reason of the election under section
826(a), 2 (25 percent of the amount by which the consolidated under-
writing gain exceeds 25 percent of the underwriting gain determined
without regard to the election under sec. 826(a), or the amount by
which 25 percent of 8 exceeds 25 percent of 0), may be permitted to
continue to remain in the protection against loss accounts beyond the
taxable year 1-968.

(d) Exemption from tax.-The bill as reported by your committee
adds an amendment to section 501(c)(15) (relating to exemption from
tax of certain mutual insurance companies) by striking out "$75,000"
and inserting in lieu thereof "$150,000". Thus, the $75,000 exemption

87400--2--15
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for certain mutual insurance companies under existing law is increased
to $150,0001 in accordance with the changes made in section 821 by
your committee.

SECTION 8. MUTUAL INSURANCE COMPANIES (OTHER
THAN LIFE, MARINE, AND CERTAIN FIRE OR FLOOD
INSURANCE COMPANIES), ETC. (Continued)
(e) Mutual fire insurance companies operating on basis of premium

deposits.-Subsection (e) of section 8 of the bill, which corresponds to
subsection (d) of section 10 of the bill as passed by the House, amends
section 831(a) of the 1954 Code to include mutual fire insurance
companies operating on the basis of premium deposits among the
companies which are subject to the tax imposed by part III of sub-
chapter L of chapter 1 of the code. Your committee's amendment
adds mutual flood insurance companies to this group.

(1) Application of section 831(a).-Subsection (e)(l) of section 8 of
the bill amends section 831(a) of the code (which imposes a tax on
certain mutual marine and mutual fire insurance companies and on
stock insurance companies which are not life insurance companies) to
provide that, for taxable years beginning after December 31, 1962,
mutual fire or flood insurance companies operating on the basis of
premium deposits are to be subject to tax under part III of sub-
chapter L. Under existing law, mutual fire insurance companies
operating on the basis of premium deposits (the so-called factory
mutual insurance companies) are taxed in the same manner as any
other mutual insurance company (other than a life or marine or fire
insurance company issuing perpetual policies); thus, these companies
are subject to the tax imposed by section 821. (See Philadelphia
Manufacturers AMutual Insurance Company v. Commissioner (1959),
33 T.C. 490, aff'd (C.A. 3d 1960) 284 F. 2d 296.) Under the bill, every
mutual fire or flood insurance company 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 policies are written,
will be subject to the tax imposed by section 831(a) 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. For purposes of this
subsection, in the case of a mutual flood insurance company, the
premium deposits will be considered to ble the same if the payment
of a premium increases the total insurance under the policy in an
amount equal to the amount of such premium, and the omission of
any annual premium does not result in the reduction or suspension
of coverage under the policy.

(2) T'reatme'nt of unabsorbed premium deposits.-Subsection (e)(2)
of section 8 of tle bill amends section 832(b)(4) of the code (relating
to definition of premiums earned) to provide that for purposes of
determining the premiums carne(l on insurance contracts during the
taxable year in the case of a mutual fire or flood insurance company
operating on tile basis of premium deposits, tile terIm "unearned premi-
urns" means (witl respect to the policies described in sec. 831(a)(3)(B))
the amount of unabsorbed premiumnl deposits which the company
would be obligated to return to its policyholders at the close of the
company's taxable year if all of such policies were terminated at such
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time. This paragraph further provides that for purposes of deter-
mining the amount which such company would be obligated to return
to its policyholders at the close of any taxable year, the company
must use its own schedule of unabsorbed premium deposit returns
then in effect.

(3) Conforming amendments.-Subparagraph (e)(3) of section 8 of
the bill amends section 832(b)(1)(C) of the code (relating to definition
of gross income) to conform to the amendment to section 831 (a).

(4) Adjustment of premium deposit.-Subparagraph (e)(4) of section
8 of the bill amends section 832(c)(11) of the code (relating to deduc-
tion for dividends to policyholders) to provide that the term "dividends
and similar distributions" includes amounts returned or credited to
policyholders on cancellation or expiration of factory mutual policies
described in the new section 831(a)(3)(B).

(6) Additional item of income.-Subparagraph (e)(5) of section 8 of
the bill amends section 832(b)(1) of the code (relating to the definition
of gross income) to provide that, in the case of a mutual fire or flood
insurance company operating on the basis of premium deposits, gross
income includes an amount which is equal to 2 percent of premiums
earned on insurance contracts during the taxable year with respect to
policies described in section 831(a)(3)(B) after deduction of premium
deposits returned or credited during the same taxable year. The term
"premiumns earned on insurance contracts during the taxable year", for
purposes of this section, means thea bsorbed premiums for the taxable
year determined in accordance with the schedule of unabsorbed
premium deposits in effect at the end of the taxable year.

(f) Election of certain mutual companies to be taxed on total income.-
Subsection (f) of section 8 of the bill, which corresponds to subsection
(e) of section 10 of the bill as passed by the House, amends section
831 of the code (relating to tax on insurance companies (other than
life or mutual), mutual marine insurance companies; and mutual fire
insurance companies issuing perpetual policies) by redesignating
subsection (c) as subsection (d) and adding a new subsection (c).
Tle new section 831 (c) provides that any mutual insurance company
engaged in writing marine, fire, and casualty insurance which for any
5-year period beginning after Decembcr 31, 1941, and ending before
January 1, 1962, was subject to the tax imposed by section 831 (or
the tax imposed by corresponding provisions of prior law) may elect
to be subject' to the tax imposed by section 831, whether or not
marine insurance is its predominant source of premium income. If
such election is made, the electing company shall be subject to the
tax imposed by section 831, for years beginning after December 31,
1961, rather than subject to tile tax imposed by section 821. Such
election shall not be revoked except with the consent of the Secretary
of the Treasury or his delegate.

(g) Technical amendments, etc.-Tllis subsection, wllich corresponds
to subsection (f) of the bill as passed by the House, makes certain
technical changes to provisions of the 1954 Code outside of parts
II or III of subchapter L to conform those provisions to tlhe changes
in subchapter L made by section 8 of tlhe bill.

(1) Credit for foreign taxes.--Subsection (g)(1) amends section 841
of the _code (providing for the allowance to an insurance company of
the foreign tax credit provided in sec. 901) so as to define the term
"taxable income," as used in section 904, to mean the mutual insurance
company taxable income (as defined in sec. 821(b)) in the case of the
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tax imposed by section 821(a), and the taxable investment income
(as defined in sec. 822(a)(1)) in the case of the tax imposed by
section 821(c).

(2) Adjustments to basis for depreciation sustained.-Subsection
(g)(2) amends section 1016(a)(3) of the code (relating to adjustments
to basis for depreciation, etc., sustained) to provide, in effect, that any
exhaustion, wear and tear, obsolescence, amortization, and deprecia-
tion, to the extent sustained (and to tie extent sec. 1016(a)(2) does
not apply), on property held in respect of any period since February
28, 1913, by a person subject to tax under part II of sul)chapter L
(or the corresponding provisions of prior income tax laws), must be
taken into account in (determining the adjusted basis of such property.

(3) Alternative tax on capital gains.-Subsection (g)(3) amends
section 1201(a) of tle code (relating to alternative tax on capital
gains) to conform to the amendment to section 821.

(4) Clerical amend(ments.--Subsection (g)(4) makes clerical con-
forming changes.

(li) -Iffective date.-Sulsection (11) of section 8 of the bill provides
that the amendm cents made by section 8 of the bill (other than by
subsec. (f)) shall apply only with respect to taxable years beginning
after December 31, 1962. Section 831(c) of the code, as added by
subsection (f) of section 8, is applicable for taxable years beginning
after December 31, 1961.

SECTION 9. DOMESTIC CORPORATIONS RECEIVING
DIVIDENDS FROM FOREIGN CORPORATIONS

Section 9 of the bill, corresponding to section 11 of the bill as
passed by the House, deals witl tlhe method to le used for deter-
mniing the amount of foreign income tax deemed to have been paid
by domestic corporations with respect to dividends received from
foreign corporations for purposes of allowance of a foreign tax credit
under section 902 of the code. Section 9 of tlhe bill revises section
902 of the code, and requires (undei' a new sec. 78) tlhe inclusion of
certain taxes deemed paid in income as a dividend from corporations
other than certain less developed country corporations (the bill as
passe( lby the oIuse applied such rule to dividends from all foreign
corporations). Tlhe new section 902 omits the present subsection
(d), which provides a sl)ecial rule for allowance of a foreign tax credit
with respect to royalty or compensation payments nnade by certain
wholly owned foreign subsidiaries to domestic parents in lieu of
dividends. Section 9 also changes the source of i(ncomel rule of section
861(a)(2)(B) with respect to dividend income received from a foreign
corporation whic(l derived income from sources within tile United
States and for wlich a dividends received deduction was allowed under
section 245.

(a) Entire amount of foreign tax to be taken into account.-Subsection
(a) of the new section 9 revises section 902. Paragraph (1) of sub-
sectiols (mm) anld (1)) of section 902 as revised, and subpnragraphn (A)
of sublsection (c) (1), provide a new formula for determining tile amount
of foreign income tax deeCmed to have been paid by a lomlestic corpo-
ration with respect to dividends received from a foreign corporation
other than a less developed country corporation. Paragraph (2) of
sul)sections (a) and (1)), and subparagraph (B) of subsection (c)(1),

222



REVENUE ACT OF 1962

of section 902 as revised continue existing law for determining the
amount of foreign income tax deemed to have been paid by a do-
mestic corporation with respect to dividends from less developed
country corporations. Subsections (b)(1) and (c)(l)(A) apply only
if subsection (a)(1) applies, and subsections (b)(2) and (c)(l)(B) apply
only if subsection (a)(2) applies. The first clause of section 902(c)(1)
of existing law defines accumulated profits as gains, profits, or income
reduced by the amount of taxes with respect thereto. Under subsec-
tion (c)(1) (A) of section 902 as revised, however, accumulated profits
are defined as gains, profits, or income computed without reduction
by the amount of the income, war profits, and excess profits taxes
imposed by a foreign country or possession of tlie United States on
or with respect to such profits or income. Taxes imposed by the
United States will, however, continue to reduce such accumulated
profits.
The redefinition of accumulated profits increases the amount

of taxes to be taken into account in applying the proportions provided
in section 902 (a)(l) and (b)(l) of the code. Under existing law,
a credit is allowed to a domestic corporation for all or a part of the
foreign taxes paid on or with respect to the accumulated profits of
the foreign corporation making a distribution. However, by the
existing definition, accumulated profits are total profits less taxes
thereon. The Supreme Court, in Almerican Chicle Co. v. United States,
316 U.S. 450 (1942), has held that the amount of tax paid on or with
respect to a foreign corporation's accumulated profits is the same
proportion of total taxes on profits as nccuunlated profits is of total
profits. Thus, if a corporation had total profits of $100, foreign
taxes of $40, and therefore accumulated profits of $60, the amount
of taxes paid on or with respect to accumulated profits would be
$24 ($40X$60/100). If the accumulated profits of $60 were paid
as a dividend, no more than $24 could be allowed as a credit as deemed
paid under section 902 of existing law.
As amended, the section 902(c)(1)(A) definition will permit the

taking into account of a stated proportion of total taxes under sec-
tion 902(a)(1) and 902(b)(1). For such purpose it is no longer neces-
sary to apply the American Chicle rule. Since accumullated profits
would be total profits without reduction for taxes paid terI'eon, the
amount of taxcs paid on or with respect to accumulated profits would,
in thel above examplle, be $40 rather than $24.

Subsections (a)(l) land (b)(1) of section 902 as revised provide for
the use of the proportion which distributed dividends beatr to tlie
accumulated profits in excess of foreign taxes. The result is to con-
tinlle under such subsections the use of the ratios under existing
law, but because of section 902(c)(l)(A) the iUnount against wliich
tile ratios operate is increased.

T'le application of these changes in a section 902(a)(1) computation
may be illustrated by the following example involving corporation P,
1a (lonestic ('orporation which owns 100 percent of the voting stock
of corporation FC, a foreign corporation not a less developed country
corporation. It is assumed that all transactions have taken place
within, and are related to, the same taxable year.
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Example 1
(i) Gains, profits, and income of corporation FC ---------..----------- $100
(ii) Foreign tax paid by corporation FC with respect to such gains, profits,

and income------------------------------------------------- 30
(iii) Accumulated profits of corporation FC computed without reduction

for foreign taxes (sec. 902(c)) .------------------------------ 100
(iv) Accumulated profits of corporation FC reduced by foreign taxes (sec.

902(a)) ---------------------------------------------------- 70
(v) Dividends paid by corporation FC to corporation P---------------- 36
(vi) Corporation P is deemed to have paid the same proportion of the total

tax paid by corporation FC as dividends, determined without regard
to section 78, bear to accumulated profits in excess of taxes: $30X
35/70------------------------------------------------------ 15

Example 1 will apply to all dividends received by a domestic corpo-
ration after December 31, 1964, from a foreign corporation (not a less
developed country corporation), regardless of the year in which the
profits from which such dividends were paid were accumulated.
Example 1 will also apply with respect to dividends received by a do-
mestic corporation from such a foreign'corporation in its taxable years
beginning after December 31, 1962, so long as the dividends from the
foreign corporation are attributable to accumulated profits of the
foreign corporation for its taxable years beginning after December 31,
1962. However, for periods before January 1, 1965, the American
Chicle rule a-nd the present section 902(a) treatment will continue to
apply where the dividends from such a foreign corporation are at-
tributable to accumulated profits for taxable years beginning before
January 1, 1963. Following the established rule, a foreign corpora-
tion is considered to be making a distribution first from its accumulated
profits for its current taxable year and then from its accumulated
profits of its immediately preceding year, etc.
The following example illustrates the above rules where a dividend

is distributed out of both accumulated profits for taxable years begin-
ning after December 31, 1962, and accumulated profits for taxable
years beginning before January 1, 1963. The facts are the same as
in example 1 except for the noted differences:
Example 2

(i) Gains, profits, and income of corporation FC in 1963--------.------ $100
(ii) Foreign tax paid by corporation FC with respect thereto ------------ 40
(iii) 1962 accumulated profits and foreign tax:

Accumulated profits (existing sec. 902(c)) -.------------------. 60
Foreign tax ----_---------.-----------------..------------ 40

(iv) I)ividends paid by corporation FC to corporation IP in 1963 and the
year to which suchs dividendIs are attributable:

1963 ----------------------------------------------- $60
1962----------------------------------- ------------- 30

90
(v) Corporation P is deemed to have paid a foreign tax with respect to the

1963 accumulated profits of corporation FC computed in the same
manner as in examl)le 1 ($,40X 60/60) ---------------------------- 10

(vi) Corporation P is deemed to have paidl a foreign tax with respect to the
1962 accumulated profits of corporation FC in the same manner as
existing rules ($40X60/100X30/60) -------------------------.-- 12

(vii) Total foreign tax corporation P is deemed to have paid ((v)-k (vi))_ 52

The new subsections (a)(1), (b)(1), and (c)(l)(A), when applied to
dividends received after December 31, 1964, will not be affected bythe fact that there may lave been in an earlier year a partial distri-
bution of accumulated profits to which the Chicle rule applied. For
example, if a wlolly owned foreign subsidiary (not a less developed
country corporation) of a domestic corporation had total profits of
$100, upon which foreign taxes of $40 had been paid, accumulated
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profits under existing law would be $60. Under the Chicle rule the
taxes paid with respect to the accumulated profits would be $24
($40X$60/100). Upon a distribution of one-half ($30) of such accu-
mulated profits the domestic parent would be entitled under existing
section 902(a) to a maximum credit of $12. However, if at any time
after 1964, the subsidiary distributes another dividend, $30, with re-
spect to the accumulated profits of such earlier year, and taxes deemed
paid, determined in accordance with new section 902(a)(1), will be the
same proportion of total taxes as the dividend bears to accumulated
profits in excess of foreign taxes. Thus, the total tax of $40 would
be multiplied by the fraction 30/60 and the parent would be entitled
under section 902(a), as amended, to a credit of $20. No account is
to be taken of the foreign tax of $8 which, because of the Chicle rule,
was not taken into account in the earlier dividend year.

If a dividend from a foreign corporation (not a less developed
country corporation) is distributed out of its accumulated profits for
a taxable year beginning after 1962, and such accumulated profits are
composed in whole or in part of dividends which were received from
accumulated profits of a foreign subsidiary of the foreign corporation
accumulated in taxable years beginning after 1962, both subsections
(a)(l) and (b)(1) applies. After 1964 the new subsections (a)(1) and
(b)(1) of section 902 will apply whether the distributions are from
accumulated profits of the foreign corporation and its foreign sub-
sidiary for their taxable years beginning after 1962 or before, 1963.
The computation involving these rules may be illustrated by the
following example involving corporation P, a domestic corporation
which owns 100 percent of the voting stock of foreign corporation
FC (not a less developed country corporation) which in turn owns
100 percent of the voting stock of foreign subsidiary FS. It is assumed
that all transactions have taken place and are related to the taxable
year 1963.
Example 3

(A) Application of section 902(b)(1) to determine tax deemed to be
paid by corporation FS:

(i) Gains, profits, and income of corporation FS----------------.------ $100
(ii) Foreign tax paid by corporation FS with respect to such gains, profits,

and income .---------.-..------------------------------- ----- 20
(iii) Accumulated profits in excess of taxes of corporation FS: $100 less

$20-------------------------------------------------------- 80
(iv) Dividends paid by corporation FS to corporation FC --------------- 40
(v) Corporation IS foreign tax which is deemed paid by corporation FC:

$20X40/80.--. 10$20X40/80-- ....------------------..---..--------..-----..-------- 10

(B) Application of amended section 902(a)(1) to determine tax
deemed to be paid by corporation P:

(i) Gains, profits, and income of corporation FC:
business profits------.-------------------.---.------------- $100
Dividends from corporation FS ------------------------------ 40

140

(ii) Foreign tax paid by corporation FC with respect to its gains, profits,
and income---------------------------------------------- 40

(iii) Accumulated profits in excess of taxes paid by corporation FC: $140
less $40--.-------------------------------------------------- 100

(iv) Dividend paid by corporation FC to corporation P------------------ 80
(v Foreign tax paid ($40) and deemed paid ($10) by corporation FC-.- 60
(vi Foreign taxes paid and deemed paid by corporation FC which are

deemed paid by corporation P: $50X80/100--------------------- 40
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Where a dividend from a foreign corporation (not a less developed
country corporation) before 1965 is attributable to its accumulated
profits for a taxable year beginning after 1962, but which profits are
composed in part of a dividend received by such foreign corporation
from the accumulated profits of its foreign subsidiary for a taxable
year or years of the subsidiary beginning before 1963, for purposes of
computing the foreign tax credit a pro rata amount of the dividend
received from the foreign corporation will be deemed to consist of ac-
cumulated profits of its foreign subsidiary attributable to the period
before 1963. Existing law will apply to that portion of the foreign
tax paid or accrued or deemed paid by the foreign corporation with
respect to such pro rata amount of the dividend considered attribut-
able to the accumulated profits of its subsidiary for taxable years
before 1963 and the amendment made by section 9 of the bill will
apply to the balance of such tax.
The new subsections (a)(1), (b)(1), and (c)(l)(A) apply to the ex-

tent that a domestic corporation receives dividends from the accumu-
lated profits of a foreign corporation for a taxable year for which it is
not a less developed country corporation, and shall apply although
such accumulated profits include dividends from accumulated profits
of another foreign corporation for a taxable year for which such other
foreign corporation is a less developed country corporation. Such
provisions do not apply if the dividend is from accumulated profits
of a corporation for a taxable year for which it is a less developed
country corporation even though such accumulated profits includes
dividends from accunmlated I)rofits of another foreign corporation for
a taxable year for which such other corporation is not a less developed
country corporation.

The' new subsection (d) of section 902 as revised defines a less de-
veloped country corporation for the purpose of section 902 as a foreign
corporal tion-

(1) which, for its taxable year, is a less developed cotutry
corporation under section 955(c) (1) or (2), or

(2) which owns at least 10 percent of all classes of stock en-
title(l to vote of a less developed country corporation under
sectioll 955(c)(1), derives at least 80 percentt of its gross income
for its taxablle year from sources within less developed countries
rnler section 955(c)(1)(A), and at least 80 percent in value of
its assets on cache day of sucl year consists of property described
iln section 955(c)(1)(13).

A foreign corporation which is a less developed counItry corporation
for its first taxable year beginning after December 31, 1962, is to be
treated as sucli for each of its prior taxable years. Thus, if, after
Decell)C'r 31, 1964, a donlestic corporation receives a dividend from
a foreign corporation from its accumulated profits for a taxable year
beginning before D)ccember 31, 1962, the rules of existing law apply
if sucll foreigll corporation is a less developed country corporatioll
for its first taxable yearl begilllillg after Deceibelr 31, 1962, without
regard to its earlier status.

(b)) Inclusion in gross incolne of amount equal to taxes deemed paid.-
Subsection (b) of section 9 of the bill amends part II of subchal)ter B
of chapter 1 (relating to items specifically included in income) by add-
ing at the end thereof a new section 78. Section 78 requires a domestic
corporation to include in gross income as a divildecd an amount equal
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to tile taxes deemedi,as a result of section 902 (a)(1), (b)(l), and
(c)(1)(A) of the code, as added by subsection (a) of section 9 of the
bill, or as a result of section 960(a)(1)(C) (relating to taxes paid by
foreign corporation), as added by section 12 of the bill, to have been
paid by the domestic corporation, if the domestic corporation chooses
the benefits of the foreign tax credit. Section 78 does not apply
where the taxes attributable to a particular distribution are computed
under present law. Thus, in the preceding example 1 corporation P
will include $15 in gross income as a dividend. In example 2 corpora-
tion P will include only $40 in gross income since $12 of foreign tax
deemed to be paid by corporation P is computed under existing rules.
In example 3 corporation P will include $40 in gross income.
The amount included in gross income by operation of section 78 is

treated as a dividend in the same manner as a dividend actually re-
ceived by the domestic corporation from a foreign corporation. For
example, a section 78 dividend is included in gross income under section
61(a)(7); is personal holding company income for purposes of section
543(a)(1); and may be a portion of accumulated taxable income for
purposes of section 535. However, a section 78 dividend is not a
dividend for purposes of section 245 of the code (relating to deduction
for dividends received from certain foreign corporations).

(c) Determnination of source of dividends received from certain foreign
corporations.-Subsect.ion (c) of section 9 of the bill amends section
861(a)(2)(B) of the code b1y striking out "to the extent exceeding
the amount of tile deduction allowable under section 245 in respect
of such dividends" and inserting in lieu thereof "to the extent exceed-
ing the amount which is 100/85ths of tile amount of the deduction
allowable under section 245 in respect of such dividends." This
restores the rule contained in section 119(a)(2)(B) of the 1939 Code,
as added by the Revenue Act of 1951. The effect of the change is
to establish a closer correlation between tile operation of sections
245 and 861(a) (2) (B) than existing law provides.
Under present section 861(a)(2)(B), the excess of the amount of a

dividend taken into account in determining the dividends received
deduction under section 245 over the amount allowed as a deduction,
is determined to be income from sources without the United States for
purposes of tie foreign tax cre(lit provisions. As a result, 15 percent
of that portion of thle dividend considered as derived from sources
within the United States within the meaning of section 245 is treated
as income from sources within tile Unite(l States for purposes of that
section, but, conversely, is treated as income from sources without
the United States under section 861(a) (2)(B) for foreign tax credit
purposes. Subsection (c) removes this inconsistency by treating as
income from sources without the United States for foreign tax credit
purposes only the amount of the dividend in ek.cess of one hundred
eighty-fifths of the (dividends received deduction.

(d) Technical a(menad(ments.-Subisectio n (d) of section 9 of the bill
conforms tlhe table of sections for part II of subchapter 1B of chapter 1
of tlle code to tile addition of tlhe new section 78 and adds a cross-
reference to section 901 of the code. In addition it makes technical
changes in section 535(b)(1) and 545(b)(1) to prevent tlle amenlments
made by section 9 of the bill from changing "accumulated taxable
income" for purposes of the accumulated earnings tax and "undis-
tributed personal holding company income" for purposes of the
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personal holding company tax and to offset the effects of section 78
whereby these incomes are increased by reason of the taxes deemed
to have been paid under section 902 (a)(l), (b)(1), and (c)(l)(A).
These technical changes will allow as a deduction the taxes deemed
to have been paid under section 902 (a)(1), (b)(1), and (c)(l)(A).

(e) Effective date.-Subsection (e) of section 9 of the bill provides
that the amendments made by section 9 are to be applicable to
dividends which are received by domestic corporate taxpayers in their
taxable years beginning after December 31, 1962, but only to the ex-
tent that such distributions are made out of the accumulated profits of
foreign corporations for their taxable years beginning after December
31, 1962. However, the amendments made by section 9 of the bill
will be applicable to all dividends received by domestic corporate
taxpayers from foreign corporations after December 31, 1964, regard-
less of the year to which the accumulated profits are attributable.

If, before 1965, the distribution from a foreign corporation for its
taxable year beginning after December 31, 1962, is out of profits which
are attributable to a distribution received by such foreign corporation
from its foreign subsidiary, the effectiveness of the amendments
depends on the taxable year to which the subsidiary's distribution is
attributable. If the distribution is out of the subsidiary's accumu-
lated profits for taxable years beginning after December 31, 1962, the
amendments will be applicable. However, if the distribution is at-
tril)utable to-the subsidiary's accumulated profits for taxable years
beginning before January 1, 1963, the present law will continue in
effect.
The amendments are not applicable to a domestic corporation re-

ceiving a distribution from a foreign corporation prior to January 1,
1965, unless such distribution (1) is made out of profits of a foreign
corporation accumulated in a taxable year beginning after December
31, 1962, and (2) is received by the domestic corporation in a taxable
year beginning after December 31, 1962. Therefore, if for example, a
foreigncorore ration is on a calendar-year basis and it makes a distribu-
tion on November 15, 1963, out of its accumulated profits for 1963 to a
domestic corporation whose taxable year began on December 1, 1962,
the present law would be applicable.
SECTION 10. SEPARATE LIMITATION ON FOREIGN TAX
CREDIT WITH RESPECT TO CERTAIN INTEREST IN-
COME

Section 10 of the bill, for which there is no corresponding provision
in the bill as passed by tlhe Iouse, amends section 904 (relating to
limitations on the foreign tax credit) by redesignating subsection (f)
as subsection (g) and l)y inserting after sub)sction (e) a new subsection
(f) relating to special rules in case of certain interest income.
Existing law
Under section 904(a) of existing law a taxpayer may elect between

two alternative limitations on the amount of the foreign tax credit:
(1) The per country limitation limits the credit for tax paid

or accrued to any one foreign country (or U.S. possession) to the
proportion of U.S. tax before credit which taxable income from
sources within such country (or possession) bears to the entire
taxable income;
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(2) The overall limitation limits the total credit for taxes paid
or accrued to all foreign countries or U.S. possessions to the
proportion of U.S. tax before credit which taxable income from
all sources without the United States bears to the entire taxable
income.

Separate limitation for interest income.-Paragraph (1) of new sub-
section (f) requires a taxpayer to apply subsection (a) of section 904
(and the related rules of subsecs. (c), (d), and (e)) with respect
to interest described in paragraph (2) separately from all other in-
come.
Paragraph (2) defines the interest income to which paragraph (1)

applies as taxable income from interest other than interest-
(A) derived from transactions directly related to the active

conduct of a trade or business in a foreign country or U.S.
possession,

(B) derived in the conduct of a banking, financing, or similar
business, or

(C) received from a corporation in which the taxpayer owns
at least 10 percent of the voting stock.

Paragraph (3) provides that the overall limitation does not apply
to interest described in paragraph (2) and that the Secretary of the
Treasury or his delegate shall by regulations prescribe the manner of
application of the foreign tax credit carrybacks and carryovers where
the taxpayer elects the overall limitation as to other income.
Paragraph (4) provides transitional rules for foreign tax credit

carrybacks and carryovers. Under subparagraph (A), carrybacks of
taxes paid or accrued in taxable years beginning after the date of
enactment of the bill carried to taxable years beginning on or before
such date are determined without regard to new subsection (f). Where
such taxes are carried back to taxable years beginning on or before
such date of enactment and are partially deemed paid or accrued in
such taxable years, the excess, if any, when carried forward is deemed
paid or accrued in a taxable year beginning after the date of enact-
ment, with respect to-

(i) interest (described in par. (2)) in the ratio that taxes paid
or accrued with respect to such interest to a foreign country or
possession in the year in which the tax was actually paid or
accrued (in excess of the applicable limitation for such year)
bears to the total tax paid or accrued to such country or posses-
sion in such year (in excess of the applicable limitation for such
year); and

(ii) other income in the ratio that taxes paid or accrued with
respect to such other income to a foreign country or possession in
the year in which the tax was actually paid or accrued (in excess
of the applicable limitation for such year) bears to the total taxes
paid or accrued to such country or possession for such year (in
excess of the applicable limitation for such year).

Under subparagraph (B) taxes, paid or accrued in a taxable year
beginning on or before the date of enactment, are when carried forward
deemed paid or accrued in a taxable year beginning after sucli date
with respect to-

(i) interest (described in par. (2)) in the ratio that taxes paid
or accrued to a foreign country or possession in the later year with
respect to such interest bears to the total taxes paid or accrued in
such year to such. country or possession; and
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(ii) other income in the ratio that taxes paid or accrued to af
foreign country or possession in the later year with respect to such
other income bears to the total taxes paid or accrued in such
year to such country or possession.

If the taxpayer uses the overall limitation provided in section 902
(a) (2) with respect to income other than the interest income to which
paragraph (2) applies, the computation under subparagraphs (A)
and (B) of paragraph (4) will, under the provisions of paragraph (3),
be computed, with respect to such other income, on the basis of the
overall limitation.

lExample 1.-Corporation -MI, to which the per country limitation
applies, has for the taxable year 1963 $50,000 of taxable income
described in paragraph (2) from sources within country X, $100,000
of other taxable income from sources within that country, and $150,000
of taxable income (none of which is interest income) from sources
within country Y. M has no other income (or losses) from sources
without the United States in 1963 and has total taxable income from
all sources (including countries X and Y) of $2 million. It pays or
accrues income tax for 1963 to country X of $15,000 with respect to
income described in paragraph (2), and $60,000 with respect to other
income, and it pays or accrues $75,000 income tax to country Y. M's
U.S. tax (before credit) is $1,040,000. M's country X foreign tax
credit limitation with respect to interest described in paragraph (2),

$50,000is $1,040,OOX$2,000,000 or $26,000, so that the full amount of the

$15,000 of country X tax is allowed as a credit for 1963. M's country
X limitation on credit for taxes with respect to other income is

$1,040,000X$00,000, or $52,000 so that $52,000 of the $60,000 ofX2o000,000
country X tax with respect to such other income is allowed as a credit
for 1963. M's country Y limitation, $1,040,000X 000,00 or4,0000,000,
$78,000, is unaffected by the new subsection (f) since MN has no taxable
income described in paragraph (2) from sources within country Y.
M's total foreign tax credit is therefore $142,000 ($15,000 1-$52,000--+
$75,000).
Example 2.-Assulne the same facts as in example 1 except that

Mi has elected the overall limitation. The limitation on the credit
for foreign tax )paid or accrued to country X with respect to tlie
ns$50,)000ilcoIle (lTscti led in paragraplh (2) is $1,040,0OOOX or$2,000,

tlhe same as in example 1, andt would not change even if MI also ]lad
taxable income (described in paragraph (2) front sources within some
other foreign country, since tile overall limitation is unavailable witl1
respect to income (described in paragraphL (2). M's overall liiiitition
with rescspect to foreign taux on all other income is $1,040,000
X $ 100,0 0

$ 00, or $130,000, so that of the $135,000 ($60,00()$2,000,000
-+-$75,000) foreign taxes paid or accrued with respect to icollme other
thaln income describedd in paragraph (2), $130,000 is allowed as a credit.
M's total credit is therefore $145,000 ($130,000-1-$15,000).

I'xample 3.--(orporation 0, whicll does not elect the overall
limitation, pai(d or accrtied(l to country X for thle taxable year 1962
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$100 of foreign tax in excess of the section 904 limitations. Corpora-
tion O has no income from sources within any other country. For
1963, 0 pays or accrues to country X $20 in tax on income describedl
in paragraph (2) and $80 in tax on other income. 'lhe section 904
limitation for 1963 is $50 with respect to income describedd inl1)aa-
graph (2) and $80 with respect to other income. With respect to tlhe
$100 carryover from 1962, corl)oratiol O is deemed( to have Id)i(l or

e
$20accrued in 1963 $20, i.e., $00$100. Th'e remaining $80 of tle

carryover lmay be carried to 1964, and assuming the sameil amount t of
taxes are paid or accrued in 1964 ias in 1963 and the same limlitations
are applicable, O is deemed to have paid( or accrued( in 1964 $16, i.e.,
$20

. q1()()X $80.
Erxamiple 4..A-issume thel same facts as in example 3 except that

tihe limitation under section 904 for 1962 exceeds tile tax paid or ac-
crued for that year by $10, and the limitation for' 1964 with respect
to income otiler than that described in paragraph (2) is $50. Under
these facts, the excess of the $80 tax paid or accrued for 1964 with
respect to other income over the lilnitation of $50, or $30, is carried
back first to 1962, and $10 will be deemedpaid or accrued for that
year. The lremtaining $20 is carried to 1963, but no amount will be
deemed paid or accrued in 1963 since the tax being carried back was

paid or accrued with respect to income other than that described in
palraglapll (2) anld the lilnitatioii for 1963 will respect to such income
does not exceed the tax actually paid or accrue for sir'h year with
resl)ect to such income.

lExampile 5.-Assume the same facts as in example 4 except that
the limitation for 1964 with respect to income described in paragraph
(2) is $10. The excess of tlle $20 tax paid or accrued for 1964 with
respect to income described in paragraph (2) over the limitation of $10,
or $10, is aggregated with the excess tax of $30 paid in 1964 with respect
to other income, making a total of $40. Of tils aggregate amiounit, $10
will b)e ldeemied paid or accrued in 1962 as in example 4. Of tihe

remaining $30, $7.50 ( $-X$30) will be (IeemeCd paid or accrued in

1963 witl respect to interest income described in paragraph (2). No
amount will be (leeimed paid or accrued il 1963 with respect to other
income because tile limitation for that year with respect to other
illcolme ($80) (loes not exceed the tax actually paid or accrued for that
year witli respect to such other income ($80).

I/ffective dcatle.---llle new subsection applies with respect to taxable
years Ibegillning after tlie (late of enactment of the bill but only with
respect to interest resulting from transactions consullmmated after
April 2, 1962.

SECTION 11. EAR]NE'D INCOME FROM SOURCES WITHOUT
''I-I UNITED STATES

This section is the same as section 12 of the bill as passed by the
House except for the addition of a presumption in certain circum-
stances with respect to bona fide residence and a temporary exemption
for certain noncash remuneration.
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(a) Limitation on amount and type of income excluded.-Subsection
(a) of section 11 of the bill amends section 911 of the 1954 Code.
This amendment retains-the provisions of section 911 which require,
under certain circumstances, the exclusion of earned income from
gross income of an individual who has been a bona fide resident,
or is physically present, in a foreign country. However, under the
amendment there will be dollar limitations on the amounts which
may be excluded under section 911 by any individual. The amend-
ment also imposes a requirement as to time of receipt and, for some
purposes, attributes amounts received to the taxable year in which the
services to which the amounts are attributable were performed. The
amendment also provides that no amount received as a pension or
annuity is excludable under section 911. Your committee has added
amendments which provide a presumption in certain circumstances
with respect to bona fide residence and a temporary exelnption- for
certain noncash remuneration.

SECTION 911. EARNED INCOME FROM SOURCES WITHOUT THE UNITED
STATES

(a) General rule.-Subsection (a) of section 911, as amended by
section 11 of the bill, is the same as existing law in that it provides
that in the case of an individual citizen of the United States-

(1) who has been a bona fide resident of a foreign country or
countries for an uninterrupted period which includes an entire
taxable year, or

(2) who during any period of 18 consecutive months is present
in a foreign country or countries during at least 510 full days in
such period,

amounts received from sources without the United States (except
amounts paid by the United States or any agency thereof) which
constitute earned income attributable to services performed during
the uninterrupted period or during an 18-month period, whichever
applies, may be excluded from gross -income. However, the amended
section 911(a) contains a new provision to the effect that the amount
excluded under that provision will be computed by applying special
rules contained in subsection (c). The new provision referring to
the special rules in subsection (c) is in lieu of the unlimited exclusion
provided by existing law with respect to bona fide foreign residence,
and the $20,000 limitation with respect to physical presence in a
foreign country provided by existing law. Subsection ta) also retains
the provision of existing law that no deductions (other than the de-
ductions allowed by sec. 151, relating to personal exemptions) will be
allowed to the extent such deductions are properly allocable to or
chargeable against amounts excluded from gross income under such
subsection.

(b) Definition oJ earned income.-Subsection (b) of the amended
section 911 continues, without change, the existing definition of
"earned income."

(c) Special rules.---Sulsection (c) of section 911, as amended by
the bill, provides rules for purposes of computing the amount ex-
cludable from gross income of an individual under section 911 (a).
Paragraph (1) of section 911(c) contains the limitations on the

amount excludable under section 911(a). It provides, as a general
rule, that the amount excluded for any taxable year is not to exceed
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an amount which is to be computed on a daily basis at an annual rate
of $20,000. However the annual rate is to be $35,000 in the case of
an individual who qualifies as a bona fide resident of a foreign country
or countries under section 911(a)(1), but only with respect to taxable
years (or a portion of a taxable year) occurring immediately after
such individual has been a bona fide foreign resident for any uninter-
rupted period of 3 consecutive years (36 consecutive months). The
amount excludable accrues on a daily basis throughout the taxable
year. The number of days to be used in making the computation
on a daily basis is the number of days in the taxable year for which
the exclusion is claimed.
The manner of computing the amount excludable under section

911 (a) on a daily basis at the prescribed annual rates may be illustrated
by the following example:

Example.-A, a U.S. citizen, who files his returns on a calendar
year basis, is privately employed, and is a bona fide resident of
France for the period April 1, 1963, through June 30, 1968. The
amounts excludable from his gross income for the various calendar
years under the provisions of section 911(a) which are computed by
applying the special rules contained in section 911(c) are not to exceed
the following amounts: For the year 1963, $15,068.49 (275/365X
$20,000); for the year 1964, $20,000 (366/366X$20,000); for the year
1965, $20,000 (365/365X$20,000); for the year 1966, $31,301.37
(90/365X$20,000 plus 275/365X$35,000); for the year 1967, $35,000;
and, for the year 1968, $17,404.37 (182/366X$35,000).
An individual who, on January 1, 1963, has been a bona fide foreign

resident for an uninterrupted period in excess of 3 consecutive years
is immediately entitled to the benefits of the annual rate of $35,000.
An individual who returns and takes up residence in the United States
is, upon resuming bona fide foreign residence, only entitled to the bene-
fits of the annual rate of $20,000 until such individual completes
another uninterrupted period of 3 consecutive years of bona fide
foreign residence.

Paragraph (2) of section 911(c) provides that, for purposes of apply-
ing the limitation in paragraph (1), amounts received are to be con-
sidered received in the taxable year in which the services to which
the amounts are attributable are performed. For example, amounts
received during the taxable year 1965 attributable to services per-
formed during the taxable year 1964 will, for purposes of applying the
limitation in section 911(c)(1), be considered received in the taxable
year 1964. Thus, if I (to whom the $20,000 limitation applies) re-
ceives $16,000 in 1964 and $7,000 in 1965, both amounts being at-
tributable to his 1964 services, $3,000 of the $7,000 received in 1965
would be includible in his gross income for 1965.
Paragraph (3) of section 911(c) provides in effect that in applying

the rules of paragraph (1), the amount excludable under section 911(a)
is to be neither increased nor decreased solely by operation of commu-
nity property law.
The application of the rule contained in section 911(c)(3) may be

illustrated by the following examples:
Example 1.-H, a U.S. citizen, qualifies under section 911(a)

and receives $40,000 during a taxable year for services performed
abroad during such taxable year. He has been abroad for less than
3 consecutive years. W, the wife of HI, earns no income of her
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own and continues to live in a community property State in the
United States. The marital domicile also continues in such State.
IT and W file a joint return. The aggregate amount excludable from
gross income under section 911 is $20,000. If 11 and W had filed
separate returns, tile aggregate amount excludable under section 911
would be $20,000.

l'xanlmple 2.--T'lhc facts are the same as in example 1, except
that W also resides abroad. Whether Ii and W file their returns
separately or jointly, the aggregate amount excludable under section
911 is $20,000. If W also (llualifies unler section 911 (a) and receives
$10,000 during tie taxable year for services she performed abroad
during such taxa)lce year, thle aggregate amount excludable under
section 911 is $30,000 (\whether a joint return or separate returns arc
filed).

Similarly, in a nonconmunity property jurisdiction, if H and W
both qualify under section 911(a) and receive $40,000 and $10,000,
respectively, for services performed abroad during the taxable year,
the aggregate amount excludable under section 911 is $30,000.

Paragraph (4) of section 911(c) establishes a requirement as to
time of receipt by providing that no amount received after the close
of the taxable year following the taxable year in which the services
to which the amounts are attributable are performed may be ex-
cluded under section 911(a). For example, an amount received
on or before the close of the taxable year 1965 which is attributable
to services performed during the taxable year 1964 will satisfy the
requirement as to receipt of section 911(c)(4). However, an amount
received after tire close of the taxable year 1965 which is attributable
to services performed during the taxable year 1964 will not satisfy
the requirement as to receipt of section 911(c)(4) and, therefore, will
in no event be excludable under section 911(a).
Subparagraph (A) of section 911(c)(5) provides that no amount

received as a pension or annuity may be excluded under section 911 (a).
The result is the same whether the recipient of such pension or annuity
is a resident or a nonresident of the United States. Subparagraph (B)
provides that no amount included in gross income by reason of section
402(b). (relating to taxability of beneficiary of nonexempt trust),
section 403(c) (relating to taxability of beneficiary under a non-
qualified annuity), or section 403(d) (relating to taxability of bene-
ficiary under certain forfeitable contracts purchased by exempt
organizations) may be excluded under section 911(a). Thus, amounts
contributed by an elllployer to certain plans which do not qualify
under section 401 and in which an individual has nonforfeitable
rights, must be included in such individual's gross income currently.
Thle amounts of such contributions are not excludable under section
911(a).
Your committee has added a necw paragraph (6) to section 911(c)

which provides that a statement by an individual who has earned
income from sources witllin a foreign country tlat lie is not a resident
of such country, if lie is held not subject as a resident of that country
to tlhe income t,,x of that country by its authorities with respect to
such earnings, shall .e conclusive evidence tllat lie is not a bona fide
resident of that country for purposess of section 911(a)(1).
Your committee has also added a new paragraph (7) to section

911(c) wlicl provides that if an individual receives COmpensation
from sources without the IUnited States (except from tile United
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States or any agency thereof) in the foril of a right to use property or
facilities, the limitation under section 911(c)(1) applicable with
respect to such individual, (A) for a taxable year ending in 1963,
shall be increased by an amount equal to the amount of such com-
pensation so received during such year; (B) for a taxable year ending
in 1964, shall be increased by an amount equal to two-thirds of such
compensation so received during such year; and (C) for a taxable
year ending in 1965, shall be increased by al amount equal to one-
third of such compensation so received during such year.
Example 1.--X, a U.S. citizen who files his returns for the calendar

year, qualifies under section 911 (a) and las been abroad for less than
3 consecutive years. During tetaxable years ending December 31,
1963, 1964, 1965, and 1966, X receives compensation in tlhe form of a
right to use a residence, such use having a fair market value of $6,000
per year. Under the provisions of section 911(c)(7), tle .applicable
limitation under section 911(c)(1) will be increased ill the following
amounts:
Taxable year ending: Amount

Dec. 31, 1963 .------- --- -----------------------.------------ $6, 000
Dec. 31, 1964 __----------------.- -----_-------------__ 4,000
Dec. 31, 1965 --..-- ---.------------------------.----------.. -2, 000
Dec. 31, 1966-----.----------------------------------------- 0

Example 2.-The facts are the salne-as in example 10 except t]tht X
returns and takes up residence in thle United States on July 1,1, :65.
X will be entitled to increase the applicable limiitation under section
911(c) (1) for the taxable year ending December 31, 1965, in an amount
limited to one-half of $2,000, or $1,000.

(b) Computation of employees' contributions.-rIxisting section 72
(f)(2) of the code provides that, in the case of employees' annuities,
employees' contributions include amounts contributed by the emplloyer
if such amounts would havo been exempt from tax had they been paid
to the employee directly. Existing law continues to apply to amounts
contributed on or before December 31, 1962, for services performed
on or before such date.

Subsection (b) of section 11 of the bill anmends paragraphll (2) of sec-
tion 72(f) of the code by providing, in general, tllat such paragraph)l is
not to apply to amounts which were contributed by the emplloyer aftei
December 31, 1962, and which would have been exempt from tax by
reason of section 911 had they beeii paid to tile enll)loyee directly.
However, tile preceding sentence does not apply to amounts wliicll
were contributed by tlhe employer to I)rovio ension or nnllllllity
credits, to tle extent such credits are attributable to services per-
formed before January 1, 1963, acnd are providlcl pursuantt to pension
or annuity pln ]provisions ill existence oil Miarchl 12, 1962, andi on that
dateappllicable to such services. Tnlls, in effect, tlhe first sentence of
the amendment contained in section 11(b) of the bill p)roviles that an
employee's basis will not be increased by reason of foreign service
contributions made by an employer after )ccember 31, 1962, alld
which would have been exempt from tax by reason of section 911 lhad
they been paid to the employee directly. IHowever, existing law
would colltinue to apply to contributions nade aftel Decemnberi 31,
1962, to provide benefits attributable to services performed before
January 1, 1963, to tile extent tlat (1) suc]l benefits are provided by
h I)lan wrllicll is in existence on Mlarch 12, 1962, and (2) such con-.
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tributions are required to provide the benefits set forth in the plan on
March 12, 1962. Thus, certain amounts attributable to services per-
formed before January 1, 1963, and contributed after December 31,
1962, to fund current or past service credits may be added to an em-
ployee's basis. However, to the extent benefits are initially pro-
vided after March 12, 1962, or to the extent existing benefits are in-
creased after such date, amounts attributable to the new or increased
benefits may not be added to an employee's basis even though the new
or increased benefits are attributable to services performed before
January 1, 1963.

(c) Effective date.-Subsection (c) of section 11 of the bill contains
the effective date provisions applicable to the amendments to sections
911 and 72(f) of the code.
Paragraph (1) of section 11(c) of the bill provides that, except as

provided in paragraph (2), the amendments made by section 11 of
the bill are to apply to taxable years ending after December 31, 1962.
Paragraph (2) provides that, with respect to the changes in section
911 of the code, the amendment made by section 11(a) of the bill is
to apply only with respect to amounts received after December 31,
1962, and which are attributable either, as provided in subparagraph
(A), to services performed after such date, or, as provided in sub-
paragraph (B), to services performed on or before such date, but only
if on March 12, 1962, there existed no right (whether forfeitable or
nonforfeitable) to receive such amounts. Thus, in effect, the effec-
tive date provision, with respect to the amendment to section 911,
applies existing law to amounts received after December 31, 1962,
which are attributable to services performed before January 1, 1963,
if on March 12, 1962, a right existed (whether forfeitable or nonfor-
feitable) to receive such amounts. On the other hand, if amounts
are received after December 31, 1962, which are attributable to serv-
ices performed before January 1, 1963, to which the recipient did not
have a right in existence on March 12, 1962, section 911, as amended
by section 11 of the bill, will apply to such amounts. In the event a
right to receive an amount attributable to services performed before
January 1, 1963, existed as of March 12, 1962, and thereafter such
amount is increased, section 911, as amended by section 11 of the bill,
will apply to such increase.
The application of the provisions of section 11(c)(2) of the bill may

be illustrated by the following examples:
Example 1.-A, a U.S. citizen who files his returns on a calendar-

year basis, is privately employed and a bona fide resident of Italy for
the period January 1, 1961, through December 31, 1963. He is com-
pensated at a rate of $25,000 per year and receives such compensation
in the year it is earned. The amounts excludable from gross income
for the various calendar years and the applicable provisions of section
911 of the code are as follows: for the years 1961 and 1962 $25,000
under section 911 before amendment by section 11 of the bill; for the
year 1963, $20,000 under section 911, as amended by the bill.
Example 2.-A, the taxpayer described in example 1, receives on

May 1, 1963, $5,000 as a supplement tary salary payment for services
performed during the taxable year 1962. Such amount is received
Iursuant to an agreement in existence on March 12, i962. Under
section 11(c)(2)(B) of the bill, such amount will be subject to section
911 of the code before amendment. lThe entire supplementary salary
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payment will be excludable from gross income under section 911. (a) (1)
(before amendment).
Example 3.-The facts are the same as in example 2, except that

no right to receive the $5,000 supplementary salary payment is in
existence on March 12, 1962. Under section 11(c)(2)(B) of the bill,
such amount is to be subject to the provisions of section 911, as
amended by the bill. Under section 911, as amended, the amount
excludable is to:he computed under section 911(c). Under section
911(c)(2), the supplementary salary payment is to be considered re-
ceived in 1962. Undersection 911(c)(l), that portion of the amount
received which, when added-to other qualifying amounts received dur-
ing the taxable year 1962, does:o1t exceed an amount computed on
a daily basis at an annual rate of $20.0-Q0 will be excludable. Since,
under the facts set forth in example 1, A received excludable amounts
in excess of $20,000 during the taxable yearq962, no part of the
supplementary salary payment is to be excludable gross income.

SECTION 12. CONTROLLED FOREIGN CORPORAt *S

(a) Tax on United States shareholders.-1Subsection (a) of section 12
of the bill, corresponding to section 13 of the bill as passed by the
House, adds a new subpart F secss. 951-964) and a new subpart G
secss. 970-972) to part III of subchapter N of the Internal Revenue
Code of 1954.

SECTION 951. AMOUNTS INCLUDED IN GROSS INCOME OF UNITED STATES
PERSONS

(a) Amounts included.-Subsection (a) provides that, if a foreign
corporation is a controlled foreign corporation for an uninterrupted
period of 30 days or more during its taxable year, then any United
States person who is a United States shareholder (as defined in sub-
section (b)) and who owns (within the meaning of section 958(a))
stock in such corporation, on the last day of such taxable year on
which it was a controlled foreign copoporation must include in gross
income for his taxable year (in which or with which ends the taxable
year of the controlled foreign corporation) the sum of (except as
provided by section 963, relating to the receipt of minimum distribu-
tions):

(1) his pro rata share of the corporation's subpart F income
for its taxable year, and his pro rata share of the corporation's
previously excluded subpart F income withdrawn from invest-
ment in less developed countries for such year; and

(2) his pro rata share of the corporation's increase in earnings
invested in United States property for its taxable year which is
not excluded from gross income under section 959(a)(2).

The pro rata shares are included in the income of the United States
shareholder even though there may be intervening entities in a chain
between the controlled foreign corporation and such shareholder. The
pro rata share to be included by the United States shareholder (if the
corporation is a controlled foreign corporation for its entire taxable
year) is that amount which would have been distributed with respect
to the ownership interest of such person if the corporation had dis-
tributed the total amount of its subpart F income, the total of its
previously excluded subpart F income withdrawn from investment in

237



REVENUE ACT OF 1962

less developed country corporations, and the total of the increase in its
earnings invested in United States property on the last day of its
taxable year. If the corporation is a controlled foreign corporation
for only part of its taxable year, paragraphs (2), (3), and (4) of
section 951(a) provide that the pro rata share is that which would
have been distributed (on the last dlay of the corporation's taxable year
on which it was a controlled foreign corporation) if the controlled
foreign corporation had distributed pro rata an anlount'which bears to
such total amount the same ratio that the part of the year during which
the corporation was a con trolled foreign corporation bears to the entire
taxable year.
Example (1).-X, a United States shareholder, wholly owns through-

out 1965 Y, a controlled foreign corporation, which has $50 of subpart
F income, $50 of previously excluded subpart F income withdrawn
from investment in less developed countries, and $100 of earnings
and profits for its taxable year 1965. Both X and Y use a calendar
year as their taxable year. X, for taxable year 1965, must include $100
($50+$50) in gross income as if such amount had been distributed on
December 31, 1965.
Example (2).-X and T, United States shareholders with the cal-

endar year as ta taxable year, each acquire on July 1, 1963, 30 percent
of the voting stock of Y, a foreign corporation (having only one class
of stock) which became, as of that day, a controlled foreign corpora-
tion. Y has no subpart F income or previously excluded subpart F
income withdrawn from investment in less developed countries,
has $100 of earnings and profits, and has a $100 increase in earnings
invested in United States property, for its 1963 taxable year (also
a calendar year). For their 1963 taxable year, X and T each must
include in gross income $15, the amount which would have been
distributed with respect to their stock if Y had distributed pro rata
} of $100, or $50 on December 31, 1963.
-..A1n increase in earnings invested in United States property is in-
clu' gross income only to the extent that it exceeds the subpart
F inconomee-~ current taxable year and previous taxable years, but
only if such subpail cmnon (here used to include subpart F income
previously excluded because -alified investment in less developed
countries but now withdrawn from ri -yestmient) has not already
been so used as an offset or has not beeni tutyistributed in a

previous taxable year. Distributions from subpart F eia.nd
from amounts taxed under section 951(a)(1)(B) as increases in
earnings invested in United States property are excluded: from gross
income under section 959. Rules for allocation of distributions to
subpart F income, increases in earnings invested in United States
property, or other earnings andl profits are made under the rules of
section 959(c).

In a case in which stock of a controlled foreign corporation is
transferred by any person to at United States shareholder during
a taxable year, if the transferor receives a distribution with respect
to such stock, the acquiring shareholder, under section 951(a) (2) (B),
may reduce the amount lie would otherwise be require(l to include
in gross income under section 951 (a)(1) (A) (i) by the amount of such
dividend. The corresponding provision of the bill as passed by the
I-ouse applied only to transfers Iamong United States plesonls. Section
951(a)(2)(B) also provides a limitation (not contained in tile ! iil as
passed by the Iouse) that the reduction is only to tlIe extent t'.e

238



REVENUE ACT OF 1962

amount of the distribution with respect to stock by the corporation
does not exceed the distribution which would have been distributed
with respect to such stock if the corporation had distributed an
amount which bears the same ratio to subpart F income of the corpo-
ration for the taxable year as the part- of such year during which
such shareholder did not own (within the meaning of section 958(a))
such stock bears to the entire year. The exclusion applies only where
the dividend is paid to a person outside the chain of ownership
described in section 958(a)(2) since otherwise the United States
person is a United States shareholder both before and after the transfer.
Example (1).-Assume that A, a United States shareholder, owns

20 percent of the one class of stock in Z, a controlled foreign corpora-
tion, and that on July 1, 1963, immediately after receiving a $12
dividend, A transfers the stock to B, a United States shareholder.
A, B, and Z use the calendar year as the taxable year. Z's entire
earnings and profits for 1963 consists of $100 all of which is subpart F
income. A must include in gross income the $12 dividendd. B must
include in his gross income for 1963, $10, computed as follows:
(a) The amount distributed by the controlled foreign corporation ($12--20

percent)--------------------------------------------------- $60
(b) Limitation on the distribution ($100X 5{2) -----------------.------ 50
(c) Limitation on the reduction (20 percent of $50) -------------- 10
(d) Amount included in gross income under section 951(a)(1)(A)(i) ($20

minus $10)----------------------------------------------- 10

Example (2).-A, a United States shareholder, owns all the one
class of stock of Y. a foreign corporation, which in turn owns all the
one class of stock in Z which for its taxable year has $100 subpart F
income. A, Y, and Z, each uses the calendar year as the taxable
year. On July 1, Z distributes $100 to Y. A must include in gross
income $100 of Z's subpart F income, unreduced under section
951(a)(2)(13(B) by the distribution by Z since A is tile owner of the Z
stock within the meaning of section 958(a) for the entire year.
Example (3).-The facts are the same as in example (2) except that

A acquired the stock in Y from B (not in the chain of ownership de-
scribed in section 958(a)(2)) on July 1, and that Z, immediately before
the transfer, distributed $50 to B. Under section 951(a) (2)(B) the
$100 otherwise required to be included in X's gross income is reduced
by $50.

(b) United States shareholder defined.-Subsection (b) defines
"United States shareholder" with respect to any foreign corporation
to Imean a United States person (as defined in section 957(d)) who
owns under section 958(a), or is considered as owning under section
958(b), 10 percent or more of tile total combined voting power of all
classes of stock entitled to vote of such foreign corporation. Only
a United States shareholder as thus defined is taxable under section
951 or is taken into account in (leterininig whether there exists the
United States owneIrslipl of a foreign corporation required to consti-
tute it at controlled foreign corporation. T'he bill as passed by the
House, in determining whether a corl)oration is a controlled foreign
corporation, took into account any U.S.. person wlio udler thle pl)o-
visions corresponding to section 958(b) owned stock in tile foreign
corporation even though such person owIned(l (under section 958(b))
less than 10 percent of tlhe total combill(ed voting lower of all classes
of stock entitled to vote in tlle corporation. Also, once a foreign
colrporatioll was classed Is ta colltrolled foreign corl)oratioll, tlle bill as
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passed by the House taxed a United States person who owned 10 per-
cent of the value of the stock in the corporation, notwithstanding that
his stock entailed no voting power.

Example. H owns (under section 958(a)) 5 percent of the one class
of stock of X, a controlled foreign corporation, and his wife, W, owns
(under section 958(a)) 10 percent of the stock of such corporation.
Under the rules of section 958(b), H is considered to own 15 percent
of the stock of X and will be required to include in gross income
amounts attributable to his 5 percent interest as determined under
section 958(a). W will be required to include in gross income amounts
attributable to her 10 percent of the stock of such corporation.

(c) Coordination with election of a foreign investment company to
distribute income.-Subsection (c) provides that a United States
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 is not
required to include in gross income under subsection (a) for such
year any income of such company. The corresponding provision of
the bill as passed by the House applied only to subpart F income.

(d) Coordination withforeign personal holding company provisions.-
Subsection (d) provides that a United States shareholder who, for a
taxable year, is subject to tax under section 551(b) (relating to foreign
personal holding company income included in gross income of United
States shareholders) on income of a controlled foreign corporation is
not required to include in gross income, for such taxable year, any
amount under subsection (a) with respect to such company. The
corresponding provision of the bill as passed by the House (sec.
13(b)(1)) amended section 551(b) to provide that the amount of
undistributed foreign personal holding company income otherwise
required under section 551(b) to be included in gross income of a
United States person is reduced by his proportionate share of undis-
tributed foreign personal holding company income included in gross
income under section 951(a) for the taxable year as his proportionate
share of subpart F income of such controlled foreign corporation.

SECTION 952. SUBPART F INCOME DEFINED

Section 952 defines the two types of income of a controlled foreign
corporation which constitute subpartt F income" and may be in-
cludible in the gross income of United States shareholders under
section 951(a)(1)(A).

(a) In general.-Paragraph (1) of section 952(a) provides that the
subpart V income of a controlled foreign corporation, for purposes of
section 951(a)(1)(A), is the sum of (1) the income of the controlled
foreign corporation derived from insurance of United States risks as
determined under section 953; and (2) the foreign base company
income of a controlled foreign corporation, as determined under
section 954. The provision in the bill as passed by the House which
included in subpart F income the income of the controlled foreign
corporation from United States patents, copyrights, and exclusive
formulas and processes lias been deleted from subpart F; but see
section 16 of the bill as reported by your committee for provisions
relating to the transfer of sucli rights to a controlled foreign corpora-
tion.
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(b) Exclusion of United States income.-Subsection (b) excludes,
from subpart F income, amounts includible in gross income under
chapter 1 of the code (other than the new subpart F) where the con-
trolled foreign corporation is engaged in trade or business in the
United States and such income is treated as income from sources
within the United States. This subsection will not permit an exclu-
sion from subpart F income in the case of United States source income
of a controlled foreign corporation having no permanent establish-
ment in the United States in situations (involving tax treaties) in
which such permanent establishment is a requisite to imposition of
United States tax, since in such a situation no amount will have been
included in gross income for purposes of this section.

(c) Limitation.-Section 952(c), corresponding to section 952 (a)(3)
of the bill as passed by the House, provides that the subpart F income
of a controlled foreign corporation for any taxable year of such cor-
poration may not exceed the earnings and profits of the controlled
foreign corporation for that year but with a reduction not provided
for by the bill as passed by the House. The reduction is the amount
(if any) by which-

(1) the sum of the deficits in earnings and profits for prior
taxable years beginning after December 31, 1959 (reduced by
any earnings and profits for taxable years beginning after Decem-
ber 31, 1959, and before January 1, 1963), exceeds

(2) an amount equal to the earnings and profits described in
section 959(c)(3) accumulated for taxable years beginning after
December 31, 1962, determined as of the close of the preceding
taxable year.

For such purpose a deficit for a prior taxable year is taken into account
only to the extent it has not been taken into account for any preceding
taxable year.
Example (1).-M, a controlled foreign corporation, has subpart F

income for taxable year 1963, before applying subsection (c), of $100.
Deductions not allocable to such income exceed gross income (other
than gross income giving rise to subpart F income) by $25 with the
result that earnings and profits for the year are $100 minus $25, or
$75. M's subpart F income for 1963 as limited by subsection (c) is $75.
Example (2).-In 1963 a controlled foreign corporation has earnings

and profits of $90,000, consisting of $40,000 of subpart F income and
$50,000 of other income. For taxable year 1964, the corporation has
a deficit in earnings and profits of $400,000. In 1965 it has earnings
and profits of $380,000, consisting of subpart F income of $300,000
and other income of $80,000. It makes no distributions during 1963,
1964, or 1965. Under subsection (c), the limitation for 1965 is $30,000
computed as follows:
Earnings and profits for 1965----------------------------------- $380,000
Reduced by deficit for 1964 --------------------------- $400, 000
Less:

Earnings and profits described in sec. 959(c)(3) accumu-
lated as of close of 1964 (without reduction by the
1964 deficit)--------------------------------- 50, 000

- 350, 000

Limitation under subsection (c) ----------------.-------.------- 30, 000

9.869604064

Table: [No Caption]


460406968.9



REVENUE ACT OF 1962

(d) Special rule in case of indirect ownership.--Subsection (d) pro-
vides a special rule that, for purposes of the limitation in subsection
(c), the earnings and profits of a controlled foreign corporation for a
taxable year are reduced not only by the deficits of such controlled
foreign corporation as provided in subsection (c), but also by the
deficits of certain other foreign corporations. The special rule is
that if a United States shareholder owns (within the meaning of
section 958(a)) stock of a foreign corporation and by reason of such
ownership owns (within the meaning of such section) stock of any
other foreign corporation, and any of such foreign corporations has a
deficit in earnings and profits for the taxable year, then earnings and
profits of each such foreign corporation which is a controlled foreign
corporation is, with respect to such shareholder, reduced to take
account of such deficit in such manner as the Secretary of the Treasury
or his delegate may prescribe by regulations.
SECTION 953. INCOME FROM INSURANCE OF UNITED STATES RISKS

Section 953, corresponding to section 952(b) of the bill as passed by
the House, defines the term "income derived from insurance of United
States risks" referred to in section 952(a)(1) as one item included in
subpart F income.

(a) General rule.-Subsection (a) provides that income derived
from the insurance of United Stat:s risks is that income which would
(subject to certain modifications) be taxedl under sulchapter L of
chapter 1 if the controlled foreign corporation were a domestic insur-
ance corporation. Sulh income is included in subpart F incom?,
however, only if attributable to th-' reinsurance or the issuing of any
insurance or annuity contract (A) in connection with property in or
liability arising out of activity in, or in connection with the lives or
health of, residents of the United States, or (B) in connection with
risks which are not included itr subparagraph (A) because of an ar-
rangenent whereby another corporation receives a substantially
equal amount of premiums or other consideration in respect of reinsur-
ance or the issuing of any insurance or annuity contract in connection
with property in or liability arising out of activity in, or in connection
with the lives or health of, residents of tile United States. The defini-
tion is the same as that in the bill as passed by the House except for
changes which are clerical and which Inake clear that the contract
must be in connection with property in or liability arising out of
activity in tlh United States or in connection with the life or health
of residents of the United States. Your committee has added a now
sentence at the end of subsection (a) which provides that section 953
applies only in tle case of a controlled foreign corporation which
receives, during any taxable year, priemiumns or other consideration in
resl)ect of contracts described above in excess of 5 pIercent of the total
premniulns and other consideration received during tlhe taxable year
in respect of tll reinsurance and issuing of insurance and annuity
contracts.

(1b) Special rules.--Subsection (1)), wlich is the smll, except for
confolring changes, as section 952(1,)(2) of the bill as passed by the
TIouse, provides special rules which modlify the application of sub-
cllapter IJ for purposes of subsection (a).

llUnder )pragrnlph (1),l eslpecting the al)plication of part I of sub-
clhalpter IT, life insurance coinpany taxable income is defined solely as
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the gain from operations under section 809(b) despite tle provisions
of section 802(b).
Under paragraph (2), the taxable income of all insurance companies

other than life insurance companies, that is, both mutual and stock
insurance companies which are ordinarily subject-to the provisions of
part II or part III of subchapter L, respectively, is to be determined
under part III of subchapter L. 0

Paragraph (3) disallows certain deductions from income for purposes
of this subsection. These deductions are:

(A) Section 809 (d) (4) (operations loss deduction),
(B) Section 809(d)(5) (certain nonparticipating contracts),
(C) Section 809(d)(6) (group life, accident, and health insur-

ance),
(D) Section 809(d)(10) (small business deduction),
(E) Section 817(b) (gain on property held on December 31

1958, and certain substituted property acquired after 1958), and
(F) Section 832(b) (5) (certain capital losses).

Under paragraph (4) "gross amount" (in section 809(c)(l)), net
decrease in reserves (in section 809(c)(2)), "increases in certain re-
serves" (defined in section 809(d)(2)), and premiums earned (defined
in section 832(b)(4)) are taken into account only to the extent in
respect of any reinsurance or the issuing of any insurance or annuity
contract described in subsection (a)(1) of section 953.
Under paragraph (5), all other items of income, that is items other

than those taken into account under paragraph (4), as well as all
items of expenses, losses, and deductions shall be properly allocated
under regulations prescribed by the Secretary of the Treasury or his
delegate.

SECTi'ON 954. FOREIGN BASE COMPANY INCOME

(a.) Foreiqn. base compa..?ny ivncolme.-Silbsect ion (a), corrIesponding
to section 952(e) of the bill as passed by the House, defines foreign
base company income as the sum of three items, each reduced by
deductions properly allocable to such items: (1) foreign personal hold-
ing company income, (2) foreign base company sales income, and (3)
foreign base company services income. The bill as passed by tlhe
House contained no provision corresponding to item (3).

(b) LEclusions andl special rules.-Paragralph (1) provides an exclu-
sion from foreign base company income for (A) dividends and interest
received during the taxable year from investments whlich at the time
of receipt are qualified investments in less develol)ed countries, or (B)
gains from the sale or exchange during the taxable year of investments
which at tlhe time of sale or exchange are qualified investments in less
developed countries to tle extent that gains from such sales or ex-

changes exceed the losses from such sales or exchanges. Tell pre-
ceding exclusion is limited to tlhe increase for tlie taxable year in
qualified investments in less developed country's. T'le bill as passed
by the Hlouse contained a provision for tlie reduction of foreign base
company income by the amount of any increase in qualified invest-
ments ill less develooped countries, with different terms of qualifica-
tion discussed under section 9555(b).

Example.-O, a controlled foreign corporation, has for taxable
year 1 965 Fubpart F income of $100 which includes $50 of foreign
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base company income of which $40 consists of dividends from qualified
investments in less developed countries. O's increase for the taxable
year in qualified investments in less developed countries is $30. O
may exclude from foreign base company income $30 under section
954(b)(1) and will, accordingly, include in gross income foreign base
company income of only $20.

Paragraph (2)- of section 954(b) provides that foreign base com-
pany income does not include income derived from, or in connection
with, the use (or hiring or leasing for use) of any aircraft or vessel in
foreign commerce, or the performance of services directly related to
the use of any such aircraft or vessel.
Paragraph (3), corresponding to paragraph (6) of section 952(e)

of tlhe bill as passed by the House, provides that, if the foreign base
company income for the taxable year is less than 30 percent of gross
income, no part of the income is to be treated as foreign base com-
pany income, but if foreign base company income for the taxable year
exceeds 70 percent of gross income, the entire gross income is, subject
to the provisions of paragraphs (1), (2), (4), and (5) of section 954(b),
to be treated as foreign base company income. The corresponding
percentages in the bill as passed by thie House were 20 percent and 80
percent, respectively. Thie reduction of subpart F income provided
by subpart G (Export Trade Corporations) does not affect the de-
terminations of the 30 and 70 percent lines.

Paragraph (4) provides that foreign base company income does not
include any item of income with respect to which it is established to
the satisfaction of tile Secretary of the Treasury or his delegate that
the creation or organization of the controlled foreign corporation re-
ceiving such item under the laws of the country in which it is incorpo-
rated does not have the effect of substantial reduction of income, war
profits, or excess profits taxes or similar taxes.
The determination of whether the creation or organization of a

controlled foreign corporation has tle effect of substantially reducing
income, war profits, excess profits taxes or similar taxes depends upon
all tlhe facts and circumstances including tile effective rate of tax and
tlie extent to which it has been reduced.

Paragraph (5), corresponding to section 952(e)(7) of tile bill as
passed by tle I-ouse, provides that the foreign personal holding com-
pany illomell, tile foreign base company sales income, and the foreign
base company services income are reduced, under regulations pre-
scril)ed by tlhe Secretary of the Treasury or his delegate, so as to take
into account deductions (including taxes) properly allocable to such
income.c.

(c) Foreign personal hold cmpaingcompa nncoe.-Subsection (c) is
similar to section 952(e) of tile bill as l)asse(d ly tile Iouse, and defines
foreign personal holding companyy income, for purposes of section
954(a)(1), as foreign personal holding company income (as definedd
il section 553) with the modifications and adjustments provided in
pa'ragralhls (2), (3), and (4) of section 954(c).

Paragraph (2) provides tlat all rents are included in foreign personal
holding company income without regard to whether or not such
rents constitute 50 percent or m-ore of gross income. Section 553
already achieves such a result as to royalties.

Paragraph (3) excludes from personal holding company income (A)
rents and royalties derived in tile active conduct of a trade or business,
(13) or dividends, interest and gains from the sale or exchange of stock
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or securities derived in the conduct of a banking, financing, or similar
business, or derived from the investments by an insurance company
of its unearned premiums or reserves ordinary and necessary for the
proper conduct of its insurance business. The exclusion applies,
however, only to amounts received from a person other than a related
person.

Paragraph (4) excludes certain income received from related persons:
(A) dividends and interest from a related person which (i) is

organized under the laws of Ihe same foreign country under the
laws of which the controlled foreign corporation is created or
organized and (ii) has a substantial part of its assets used in
its trade or business located in such same foreign country;

(B) interest received in the conduct of a banking, financ-
ing, or similar business from a related person engaged in the
same type of business provided the business of the payor and
the recipient are predominantly- with persons other than related
persons; and

(C) rents, royalties, and similar amounts received from a
related person for the use of, or privilege of using, property
within the country under the laws of which the controlled foreign
corporation is created or organized.

(d) Foreign base company sales income.-Paragraph (1) of subsection
(c) corresponds to section 952(c)(2) of the bill as passed by the House
and (lefines foreign base company sales income as income (whether in
the form of profits, commissions, fees, or otherwise) derived in con-
nection with:

(1) the purchase of personal property from a related person
and its sale to any person,

(2) the sale of personal property to any person on behalf of a
related person,

(3) the purchase of personal property from any person and
its sale to a related person, or

(4) the purchase of personal property from any person on
behalf of a related person,

where (A) the property which is purchased (or in the case of property
sold on behalf of a related person, the property which is sold) is manu-
factured, 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 dis-
position outside such foreign country, or, in the case of property
purchased on behalf of a related person, is purchased for use, con-
sulmption, or disposition outside such foreign country.
The definition does not apply to income of a controlled foreign

corporation from the sale of a product which it manufactures. In a
case in which a controlled foreign corporation purchases parts or
materials which it then transforms or incorporates into a final product,
income from the Pale of the final product would not be foreign base
company sales income if tlle corporation substantially transforms the
parts or materials, so that, in effect, the final product is not the prop-
erty purchased. Manufacturing and construction activities (and
production, processing, or assembling activities which are suIbstantial
in nature) would generally involve substantial transformation of
purchased parts or materials.
Where the definition of foreign base company sales income depends

on whether property is sold for use, consumption, or disposition out-
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side the country under the laws of which the controlled foreign corpo-
ration is created or organized, a destination test applies. Generally
property will be considered to be use(l, consumed, or disposed of in
the country to which it is delivered unless circumstances indicate that
the property is to be exported after it is so delivered.

Paragraph (2) of section 954(d) provides that in situations in which
the carrying on of activities by a controlled foreign corporation through
a branch or similar establishment outsi(le the country of incorporation
of the controlled foreign corporation llas substantially the same effect
tas if such branch or similar establishmlent were a wholly owned sub-
sidiary corporation deriving such income, then, under regulations pre-
scribed by the Secretary of the Treasury or his delegate, the income
attributable 'to the carrying on of such activities of such branch or
similar establishment shall be treated as income derived by a wholly
owned subsidiary of the controlled foreign corporation and shall con-
stitute foreign base company sales income of the controlled foreign
corporation. Determinations, such as those required under section
954 (b)(3) and (d)(1) (A) and (B), as to such branch income shall be
made as thouigl such branch were a separate controlled foreign
corporation.
Paragraph (3), corresponding to the last sentence of section 952(e) (2)

of the bill as passed by the Iouse, provides that a person is a related
person witl respect to a, controlled foreign corporation, if such a
person is-

(A) an individual, trust, or estate wiicli controls such corpo-
ration;

(B) a corporation which controls, or is controlled by, the con-
trolled foreign corporation;

(C) a corl)'ration whlicli is controlled by the samen person or

personls wli(cl control the controlled foreign corporation.
For purposes of such paragraph, control means the ownership, directly
or indirectly, of stock (determined tender section 958) possessing more
than 50 percent of the total combined voting power of all classes of
stock entitled to vote.
The bill as passed by tlhe HouseIprovided in section 952(e)(2) that

foreign base company ilcoimei included foreign base company sales
income if, for the taxal)le year, suclll imll(n e was equal to at least 20
plerceit of the gross incollme of tlie foreign corporation. Your coin-
Ilittee's amlendmtlent provides 1no comIll)arable lillitationl with respect
to foreign basec coImpany sales inlcomei but, Is discussed above, it
provides in section 954(a) (2) a 30-Ipercent limnitation wvhiel isail)licable
to total foreign base com)panlly incolIme.

(e) Foreifgn base company services income..---Subsection (e) (1einesl
foreign base company services income asticat income whetherr in tlle
form of compensation, coImmiissions, fees, or otherwise) (derived ill coi-
nection witll teclllic'al, Ilanalrial,lngei eeing, 1arc1iti(ecttll, cienl-
tific, skilled, industrial, commercial, or like services wlicl aIre
)perfOl'lled-

(1) for or on 1)bhlalf ofofatel, ted p)ersonl, and
(2) outside tlhe cointiry under tie laws of w'lich1 thl(e controlled

foreign COrl)Oration iscreated or organized.
Such rule, Ihowever, (loes not laplyl to inlconm (lerive(i from services
wlicli are directly relate(l to the( sale or exchange of pl)opl)erty mlanu-
factluedt ,pro(d,lroluci, glrowi,or ( ct(d by thle cont.rolled1 foreign
corporations ta(nd wliicllar'e p)('formedl belfore tlie sale or exchange, or
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derived from services directly related to an offer or effort to sell or
exchange such property.

(f) Increase in qualified investments in less developed countries.-
Subsection (f) provides the rule for determining the increase for a tax-
able year in qualified investments in less developed countries. This
amount constitutes a limitation on the exclusion of dividends, interest;
and gains front qualified investments in less developed countries and
requires, in effect, that such dividends, interest, and gains be rein-
vested in qualified investments in less developed countries. Tlhe in-
crease for a taxable year is the amount by which a controlled foreign
corporation's qualified investment in less developed countries at tile
close of its taxable year exceeds such investments at the close of the
preceding taxable year.
SECTION 955. WITHDRAWAL OF PREVIOUSLY EXCLUDED SUBPART F

INCOME FROM QUALIFIED INVESTMENT

(a) In general.-Subsection (a) provides rules relating to previously
excluded subpart F income withdrawn from investment in less devel-
oped countries which is ineludible in gross income of a United States
shareholder under section 951(a)(1)(A)(ii).
Paragraphs (1) and (2) of section 955(a) define the amount of

subpart F income withdrawn from investment in less developed
countries and set forth the limitations on including such amount in
gross income. The amount withdrawn is an amount equal to the
decrease in qualified investments in less developed countries for the
taxable year provided such decrease does not exceed the sum of the
amounts excluded from foreign base company income under section
954(b)(1) for all prior taxable years reduced by the sum of amounts of
previously excluded subpart F income withdrawn from investments
in less developed countries for all prior taxable years. Further, such
decrease must be reduced by the amount (if any) by which losses
exceed gains on dispositions of qualified investments in less developed
countries and, after application of such losses, such decrease may not
exceed the sum of earnings and profits for the current year and all
prior taxable years beginning after December 31, 1962.
Example (1).-X, a United States shareholder and sole owner of IM,

a controlled foreign corporation, determines the amount includible in
gross income under section 951(a)(1)(A)(ii) for the taxable year
as follows:
(1) Decreaso in qualified investments in less developed countries for the

taxable year-----....---------------------------------------- 50
(2) Excess of losses over gains on dispositions of qualified investments in less

developed countries during the taxable year _-------------.------. 10
(3) Earnings and profits for tho current taxable year and all prior taxable

years beginning after December 31, 1962..--------_----.-------_, 5
(4) Section 955(a)(1) (A) and (B) limitation: Amounts excluded

from foreign base company income under section 954(b)(1)
for all prior taxable years------------------------------- 75

Less: amounts of previously excluded subpart F income with-
drawn from qualified investments in less developed countries
for all prior taxable years --..--------.....-----------.... 25 50

(5) Amount includiblel in gross Income under section 951 (a) (1) (A)(ii) for
tle taxable year (item 1 reduced by item 2 to the extent not in ex-
cess of the lesser of items 3 or 4)-----------.. --- ----.----------- 40

9.869604064
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Example (2).-The facts are the same as in example (1) except that
earnings and profits for the current taxable year and all prior taxable
years are 35 instead of 45. The amount includible in gross income
under section 951(a)(1)(A)(ii) for the taxable year is 35 (item 1
reduced by item 2 and limited by item 3 to the extent not in excess of
item 4).
Example (3).-The facts are the same as in example (1) except the

section 955(a)(1) (A) and (B) limitation (item 4) is 30 instead of
50. The amount includible ill gross income under section 951(a)(1)
(A)(ii) for the taxable year is 30 (item 1 reduced by item 2 limited by
item 4 and not in excess of item 3).

Paragraph (3) provides that a United States shareholder's pro rata
share of the amount o ipreviously excluded subpart F income of a con-
trolled foreign corporation withdrawn from investment in less de-
veloped countries for a taxable year is his pro rata share of the
amount determined under paragraph (1).

(b) Qualified investments in less developed countries.--Subsection (b)
defines qualified investments in less developed countries as property
which is-

(A) stock of a less developed country corporation but only if
the controlled foreign corporation owns 10 percent or more of the
total combined voting power of such less developed country
corporation;

(B) an obligation of a less developed country corporation
wlichiat the time of its acquisition by tlh. controlled foreign cor-
poration has a maturity of 5 years or more, but only if the con-
trolled foreign corporation owns1l0 percent or more of the total
combined voting power of all classes of stock of such less developed
country corporation; or

(C) an obligation of a less developed country.
For purposes of this section, an obligation of a less developed country
includes, wherever appropriate, obligations issued or guaranteed by
the government of alcn s developed country or a political subdivision
thereof and obligations of an agency, instrumentality or other "alter
ego" of a government of a less developed country. Because of the
variety of legal forms that may be involved, the provision refers only
to the essential condition that a less developed country be financially
coinmmiitted in the obligation.

Paragraph (2) provides that property which would be a qualified
invesCtment in less developed countries but for the fact that the
foreign country, after the prol)crty was acquired, ceased to be a less
developed country shall be treated as a qualified investment in less
ldevlol)ed countries.

Paragraph (3) )provides that a controlled foreign corporation may,
un(ller regulations prescriledl by the Secretary of the Treasury or his
(delegate, elect to treat qualifiede investments in a less developed
country as acquired during thl( taxable year although actually ac-
(llire((l dllrilg tlhe following taxable year or on or before such day
after the close of tlle following taxable year as sluch regulations may
J)rescri)e.

uParagraph (4) provides that the amount taken into accounIt witli
r'especct to propertyy described(l ill paragrall)}h (1) or (2) shall be its ad-
justed basis, reduced by any lial)ility to which such property is
subject.
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(c) Less developed country corporations.-Subsection (c) defines a
less developed country corporation as a foreign corporation which is
created or organized under the laws of a less developed country and
which during the taxable year is engaged in the active conduct of one
or more trades or businesses and-

(A) at least 80 percent of whose gross income for such year is
derived from sources within less developed countries, and

(B) at least 80 percent in the value of whose assets on each
(lay of the taxable year consists of-

(i) property used in such trades or businesses and located
in less developed countries,

(ii) money, and deposits with persons carrying on the
banking business,

(iii) stock and obligations which, at the time of their
acquisition, have at least a 5-year maturity, of any other
less developed country corporation,

(iv) obligations of a less developed country,
(v) an investment required because of restrictions imposed

by a less developed country, and
(vi) property described in section 956(b)(2) relating to

exceptions from the term United States property.
For purposes of section 955(c)(1)(A), whether income is derived from
sources within less developed countries shall be determined under
regulations prescribed by the Secretary of the Treasury or his delegate.
The source rules prescribed under such regulations, to bo used in

determining whether income is derived from sources within one
foreign country or another, need not be analagous to the rules used
in determining whether or not income is derived from sources within
the United States.
Paragraph (2) provides that the term "less developed country cor-

poration" also includes a foreign corporation 80 percent or more of
the assets of which on each day of the taxable year consists of assets
used, or held for use, for or in connection with production of income
described below and property described in section 956(b)(2), relating
to exceptions from th term United States property, and 80 percent
or more of the gross income of which consists of:

(A) gross income derived from, or in connection with, the using
(or hiring or leasing for use) in foreign commerce of aircraft or
vessels registered under the laws of a less developed country, or
from, or inl connection with, the performance of services directly
related to use of such aircraft or vessels, or from the sale or
exchange of such aircraft or vessels, or

(B) dividends and interest received from foreign corporations
whiclr are less developed country corporations within the meaning
of this paragraph and 10 percent or more of the total combined
voting power of all classes of stock of which are owned by tlhe
foreign corporation, and gain front the sale or exchange of stock or
obligations of foreign corporations which arc sucli less developedd
country corporations.

'ITh 80-percent gross income requirement can b1 satisfied by a coim-
bination of tile amounts described in subparagrapls (A) and( (B).
Paragraph (3), which is identical to section 953(b)(5) of tile bill as

passed by thle louse, excel)t for one now rule, defines less de(OVlO)(ed
country. EIxcept for certain countries and areas sp)ecifie(l in tlhe
)aragraI)h Vwlic}h may not ben designated as less develol)c(l counItries,
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the designation of which countries are less developed is left to Execu-
tive order. Thle new rule is that termination of a designation of a

country ns a less developed country may not be made until 30 days
after notice by tile President to the Senate and thie hIouse of Repre-
sentatives of Iis intention to miake the termination.

SECTION 956. INVESTMENT OF EARNINGS IN UNITED STATES PROPERTY

Section 956 provides rules for determining the amount includible
in gross income under section 951(a)(1)(B) as a United States share-
holder's pro rata share of the controlled foreign corporation's increase
in earnings invested in United States prol)pety. A similar provision
of the bill as passedd l)y thle -IoIuse, section 953, applied to investments
in nonqualified pt'operty wllichl included not only United States
property but also property other taln that ordinary and necessary
for the active conduct of an existing trade or business and other than
certain investments in corporations incorporated in less developed
countries and actively carrying on a trade or business almost wholly
within such countries.

(a) Determination of the amount of the investment.-Paragraph (1)
of section 956(a) provides that tile amount of earnings of a controlled
foreign corporation invested in United States property at the end
of any taxable year is the aggregate amount of such property held
at the close of tlhe taxable year, to the extent such amount would have
constituted aLdividend if it lad been distributed. For such Ipurpose,
however earnings and profits does not include amounts attributable
to previously excluded subpart F income witlldrawn from less
developed countriesries dl'ring the taxable year.

Paragraph (2) of section 956(a) provides that tile increase for any
taxable year of a United States shareholder's pro rata share of the
earnings of a controlled foreign corporation invested in Uinited States
property is the amount determined bly subtracting, from his pro ratan
share of tle amount determined undel paragraph (1) for the close of
tie taxable year, Iis pro rata share of the amount determined under
paragraph (1) for tile close of the preceding taxable year, reduced byaIlloullits distribtitedl (luring such preceding taxable year to which
section 959(c)(1) applies, that is, reduced bly distributed amounts
which havelbeen exclu(ledC from gross incomeIbecause they are earnings
and profits previously taxed as increases in earnings invested in
United.lStates property. 8uch (leterminatiori is made on tie basis'of
stock ownedI unler section 958(a) on the last daly during the taxable
year on which' tli foreign corporation is a controlled foreign
corporation.

iawlmple.--X is a Uinited States shareholder and 100-percent owner
of controlled foreign corporation M. M's investment in United States
property (determinedtiuder section 956(a(n)(1) at the close of the tax-
ale year 1964 was $150 and its accumulated earnings and profits at
tle beginning of the taxal)lo year 1965 was $175, $10)() of which were
describede in section 959(c)(1), $50 of which h vwre describml in section
959(c)(2), andl $25. of which werI (elscribe(l in section 959(c)(3). ])l'-
ing tie taxable year 1965, M had eanringrs iad profits of $50, $35 of
which were slubplnrt F1 income anl(d Mlwitldrew $10 of previously ex-
cluded subl)l)partF1 ilcolleO fronl (qlualifieil ivoestmlenltsi in less (developed
countries. M (listribultel $50 to which sectioii 959(c)(l) applies diur-
ing tile precedlin taxable year 1964. T'he total Unli'te(dSLatcs prop-
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erty ieldc by M,at the close of the taxable year 1965 is $250. X de-
termnies the amount ineludible in his gross income under section
951 (a)(l)(B) s..follows:
(1) Amount of Unite'd-States property held at the close of the taxable

year 1965 ------- ------------------------------------------ $250
(2) Amount of item (1) whitol\ would have constituted a dividend if

distributed (item (1) to 'extent not in excess of earnings and
profits at December 31, 1965 of..$225)------------------------ 225

(:3) I)etermination of pro rata increase inlinvestment in United States
property for the taxable year 1965:
Amount determined under section 956(a)(1) at close of taxable

year 1965 ----------------------------------------- -$225
Amount determined under section 956(a)(l) at close of preced-

ing taxable year, reduced by amounts paid to which section
959(c)(1) applies during such preceding taxable year ($150
minus $50) -----------------------------..------------ 100

-125

(4) Amount includible in gross income under section 951(a)(1)(B):
Pro rata increase in investment in United States property----- 125
Less: Previously taxed subpart F income ($50 in prior years
and $35 in current year) and previously excluded subpart F
income withdrawn from qualified investments ($10) ------- 95

-- 30

IParagraph (3) of section 956(a) provides that the amount taken
into account under paragraphs (1) or (2) with respect to any l)roperty
is to be its adjusted basis, reduced by any liability to which the
property is subject.

(b) United States property defined.-Paragraph (1) of subsection
956(1)) provides the general rule that United States property means
property acquired after December 31, 1962, which is tangible prop-
erty located in the United States; stock of a domestic corporation; an
obligation of a Unite(l States person; any right to the use in the United
States of a latent or coI)yright, an invention, Imodel, or design (whetiher-
or not paltentCd),a secret formula or process, or any similar property
right, which is acquired or developed by the controlled foreign corpo-
ration for use in the United States.

Paragraph (2) excepts property from United States property if it is
referred to in subparagraphs (A) through (F). Subparagraiph (A)
refers to obligations of the United States, money, or deposits with
persons carrying on the banking business. Subparagraph (B) refers
to property located in the United States purchased in the United
States for export to, or for use in, foreign countries. Subparagraph
(C) refers to any obligation of a United States pl)bon arising in con-
liCCtioln-witkh the sale or processing of property, if the'anount of such
obligation outstanding at no time during the taxable year exceeds
the amount which would be ordinary and necessary to carry' n the
trade or business of both the other I)arty to such sale or processing.
transaction fand the United States )ersoin lad such transaction been
made between unrelated persons.

Sublparagraph (D) refers to aircraft, railroad rolling stock, vessels,
motor vehicles, or containers, used in the transportation of persons or
property in foreign commerce and use(l predominantly outside tile
tlnited States. Sublaragraph (E) refers to insurance company assets
equivalent to the unlarned premiums or reserves or(linary and neIces-
sary for tle prol)er conduct of its insurantlce businesss witll respect to
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contracts not described in section 953(a)(1). Subparagraph (F)
refers to an amount of assets of the controlled foreign corporation
equal to the earnings and profits accumulated after December 31, 1962,
and excluded from gross income under section 952(b), relating to the
exclusion of certain United States income.

(c) Pledges and guarantees.-Subsection (c) provides that a con-
trolled foreign corporation, under regulations by the Secretary of the
Treasury or his delegate, is considered to hold an obligation of a
United States Ierson if it is a pledge or guarantor of such obligation.

SECTION 957. CONT'ROTLILED FOREIGN CORPORATIONS;
UNITED STATES PERSONS

(a) Controlled foreign corporations defined.-Subsection (a), cor-
responding to section P54(a) of the bill as passed by the House, defines
controlled foreign corporation for purposes of the new subpart F, as a
foreign corporation of which more than 50 percent of the total com-
bined voting power of all classes of stock entitled to vote is owned
by United States shareholders (defined in section 951(b) to include
only United States persons owning or considered as owning 10 percent
or more of such stock) on any day during the taxable year of the
corporation. In this connection, constructive rules of ownership
provided in section 958 apply. The bill as passed by the House, to
determinee whether ownership of more than 50 percent exists in the
United States, took account of any stock interest (even if less than
10 percent) owned by a United States person.

(b) Special rulefor insurance.-Subsection (b), corresponding to sec-
tion 954(b) of the bill as passed by the House, provides a special defini-
tion of controlled foreign corporations solely for the purpose of includ-
ing the income derived from insurance of United States risks, referred
to in section 953(a), in the gross income of ai United States shareholder.
Ulnder tihe special definition "controlled foreign corporationI" includes
not only a foreign corp)Orationl satisfying subsection (a) but also one of
which more tlhan 25 percent of tlie total combine(l voting power of all
classes of stock is owned u11((d' section 958 by Unitled States share-
holders, olt any (dydluring thlle taxable year of a corporation, if the
gross amount, of I)prlililllS or oter co(llsi(leration ill respect of Iany
reinisual'nlce or issuing of illnslrallt e or anullity. contracts described in
section 953(a)(1), exceeds 75 pl)'centl, of tlie gross amlllountt of all lpre-
mliills or other (lonsi(lertlionll i resIpect of all risks. Only tile subpalrtF1 ilcollme consistingl of illcoilce froill insurance of Unite(d Statels risks
is re(qliired to be iclil ititelu(e gitt gr icoleo of a United Stantes p1)ersol
owning stock in aI ('corporaIIiOIl satisfying subl)section (b)) b)ut not
sul)section (a).

(c) corporations organiCedl in' United States possessiolnl.-Subsection
(c) excep)ts from thl definition of "controlled foreign corl)oration" a

corporation created or organized in 'Puerto Rico or a United States pos-
session. Ill order to Iqualltify for ti( exception, time corpo'ationlmust
derive at letist. 80 percent )o its gross income for the 3-year period
imnme(liately preceding tlie close of tio taxable year (or for such part
of such period illmmeliately before tlhe end of such taxable year as
nmay be applicable) from sources within Puerto Rlico or a United States
p1)sesesioln. Iii addition, 50 )percent of its gross income for such period(o'r part thereof) must be (lerived from tle active conduct within
1Puerto Rico or aIUnited States possession of certain specified trades or
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businesses. The statutory language for this requirement is adapted
from Puerto Rican economic incentive law and does not necessarily
indicate that the activities described constitute substantial transforma-
tion for purposes of the foreign base company sales income rule, The
trades or business s constituting manufactturing or processing referred
to in section 957(c)(2) will include, for example, the manufacture in
the Commonwealth of Puerto Rico of tabulating cards, paper tablets
or pads, facial tissues, and paper napkins from julmbo rolls of paper;
the manufacture of such househol(l products as liquid starch by mixing
large quantities of tile ingredients which are used to produce liquid
starch; or the manufacture of fruit nectar juices and drinks from fruit
concentrates.

Subsection (c) in effect leaves the corporations covered there subject
to tle rules of existing law. In order to insure that such corporations
will not be availed of for tax haven activities, however, the Secretary
of tlhe Treasury or his delegate is given tile power under the last
sentence of section 957(c) to prescribe regulations as to whether the
source of income is in the Coimmonwealth of Puerto Rico or a United
States possession, or whether intconme is derived from the active con-
duct of a describedd trade or business in such Commonwealth or United
States possession. However, such regulations will not change exist-
ing law governing tle source of income which is derived from the
"manufacture or processing" of goods, wares, mIerchandise or other
tangible personal property initie Commonwealth of Puerto Rico.

(d) U..8pe..)e IIfhi.:Ced.-- .Su.bs(ctioll (d), for wllich ti ere was rno
cor'res)pondlitng provision ill t}ie Touse bill, plro\ides illato,1'r 1p11tloses
of sUil)part F, tlie term "United States personI" lIas the meallning as-

signed to it ill section 7701(a)(30) except that--
(1) with respect to a corporation organized unllder the laws of

Puerto Rico, such terml does not include atl individual who is a
resident of Puerto Rico, if aldividend received by himl during
the taxable year from such corporation would, for purposes of
section 933(1), be treated as income derived from sources within
Puerto Rico,

(2) with respect to a corporation organized under the laws of
time Virgin Islands, such terlll does not include an individual who
is a resident of tle Virgin Islands and whose inlcoime tax obligation
under subtitle A for tlhe taxable year is satisfied pursuant to
section 28(a) of the Revised Organic Act of the Virgin Islands,
apl)proved July 22, 1954 (48 U.S.C. 1042), l)y paying tax on
income derived from all sources into the treasury of tlhe Virgin
Islan(lds, and

(3) with respect to a corporation organized unller tlie laws of
ally other possession of the Unlited States, such tOertdoes not
illclu(le tla ill(lividual \who is a resident of ailly such other posses-
sioll annd wilose ilcolle derived froIm sources within possessions
of tile t'lited States is 11ot, by reason of section 931 (l), includiblo
ill gross income under sul)title A. for tli taxable year.

Ile elect, of paragral)hs (1), (2), and (3), above, is to excelt(le ilidi-
vi(iuals w\ho (ualifl' thlere('al(lerl ill (etermilliig whether a foreign
corporaliiol incorporated ill Pl erto i(co, tlme Virgill Isla nds, or another
possession of tlie t"llited( Staites, as tile case ima11y be, is t controlleded
foreign corlporationl b)y reasoll of tlhe ownel'shlil) of more tliiiat ())50Cer1celt
of its stock )b Iynitell States stiarl'elolders (i.e., share111ollders whio arey[Tfitedtates-sha
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United States persons) each of whom owns 10 percent or more of the
stock of such foreign corporation. This determination of whether a
foreign corporation is a controlled foreign corporation is made not
only for purposes of sul)part F, but also for purposes of section 1248
of the code, as added by section 15 of the bill, as reported by your
committee. The application of sections 931(a) and 933(1) of the
code and of section 28 of the Revised Organic Act of the Virgin Islands
is not affected by the bill.

SECTION 968. RULES FOR DETrERMINING STOCK OWNERShIP

Section 958 is the saIme as section 955 of the bill as passed by the
IHouse except for conforming and clarifying changes and the addition
of certain modifications to ti e constructive ownershipl rules of section
318(a) of the Code for purposes of this section.

Section 958 provides, in subsection (a), a limited rule of stock
ownership for determining tile amount taxable to a United States
shareholder, and, in subsection (b), a broader set of constructive rules
of ownership for determining whether the requisite ownership by
United States shareholders exists so as to make a corporation a con-
trolled foreign corporation or a United States shareholder has the
requisite ownership to be liable for tax under section 951(a).

(a) In qleneral.-For purposes of subpart F (other than sections
955(a)(1) (A) and (B), 955(c)(2)(A)(ii), and 960(a)(1)), a United
States shareholder owns the stock which lie owns directly in a foreign
corporation and also that which hle owns through certain foreign enti-
ties as follows: stock owned, directly or indirectly, by or for a foreign
corporation, foreign partnership, or a foreign trust or foreign estate
(within the meaning of section 7701(a)(31)) is considered as propor-
tionately owned by the shareholders, partners, or beneficiaries. Stock
ownedI)y such a foreign entity with the application of such rule is con-
sidered as actually owned by such foreign entity for again applying the
rule. Ihe rule in effect gives rise to a chain of ownership and, since tile
rule operates only on stock owned tly.a foreign entity, attribution under
tile rule stops with tile first United States shareholder in the chain of
ownership running fronm the controlled foreign corporation to such per-
son. For example, ,W a domestic corporation, owns 80 percent of tile
one class of stock of X, a foreign corporation, which in turn ownsl 80
percent of tile one class of stock of Y, another foreign corporation,
which( inl t1'1 owns 90 percent of the one class of stock in Z. Under
tile rule, X is considered as owning 80 percent of the 90 percent which
Y owns in Z, or 72 721)er. 0 enterc., or 57.6
percent of the stock in Z, is considered as owned by W. Since WV is a

domestic corporation which is a tnlited States shareholder, W is the
)person taxed even though W is wholly owned by U, anothCer domestic
corporation. If Z lhas $ 100 of subpart F income, then W is required to
include $57.60 in gross income mnlder section 951 (a).

Par)agrap1l)l (3) of stubsection (a) provides, for the sole I)prlpose of
taxing Unit(ed States shareholders on a foreign mutual insurance
colimpany's income derived( fl'omll insurance of United States risks, that
thai teri' "stock" incluld(Is any certificate entitling the holder to
voting 1)power in the c(pol)Olation.

()) Ot1her p?' ions.---Stsc tion (I)) lprovi(es constrluc tive I'les of
ownershipl)based , with certain sp)ec(ifie( excel)tions, on section 318.
Tile principle to be followed in applying such rulles is t.hlat they are to
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be applied so that the effect is to subject a United States shareholder
to the requirement of section 951(a), to treat a person as a related
person under section 954(d)(3) with respect to a controlled foreign
corporation, or to make a corporation a controlled foreign corporation
under section 957.

Tlhe specified exceptions to the rules of section 318 are as follows-
(1) No attribution of ownership from a nonresident alien

individual (otlier than a foreign estate or trust) to a citizen or
resident of tlie United States can occur under section 318
(a)(l)(A);

(2) In considering stock owned by a partnership, estate,
trust, or corporation, as owned by tlie partners, beneficiaries,
or shareholders, a partnership, estate, trust, or corporation which
owns more than 50 percent of the total combined voting power
of all classes of stock entitled to vote, is to be considered as
owning all the voting power of all such classes of stock;

(3) Stock of a partner, beneficiary, or shareholder which is
attributed to the partnership, estate, trust, or corporation will
not be attributed to another partner, l)eneficiary, or sllareloller;

(4) In applying tle lerullwhich requires ownership of 50 percent
of the slock oia corIporation before stock owned by suchl corpora-
tion can be attributed to its stockholders, the bill as passed by
the House substituted a zero limitation for the 50-percent limita-
tion; your committee's amendment provides that a 10-percent
limitation will be substituted for the 50-percent limitation in
the application of clause (i) of section 318(a)(2)(C);

(5) Your committee lhas also added l l)rovision that thel rule
that stock owned by or for a partner or a beneficiary or a share-
holder of an estate or trust or corporation shall be considered as
owned by the partnership, estate, or trust or corporation will not
be applied so as to consider a United States person as owning
stock which is owned by a person who is not a United States
person, nor will a corporation be considered as owning stock
owned by or for a 50 percent or more shareholder where the
effect is to consider a United States person as owning stock which
is owned by a person who is not a United States person.

/lflample, (1).--- , N, and O, all United States persons, achll own
20 percent of tlhe stock in X, a foreign corporation leaving only one
class of stock, wllic(.h in tlurn owns060 percent t of tl,( stock in Y, also a

foreign corporation Ihaving only one (lass of stock. For tel)'purpose
of attribu)ttingg tlie stoc(l owned by X in Y to MI, N, and 0, X is con-
sidermll ias oIilloni f1(lie stock of Y wit l thi result thlatl NI.-N, and
() arc( considere(l as each ownin) 20 percent of tle stock of Y./:xIrampie (2).--A, til ownero f 50 pe(rce('t of tile olle class of stock il
A, ownlIs 8 plercellt of tlie oIne class of stock ill Z, a controlled foreigii
corplorationl; B (tiot relate(d to A), tlhe owner of tlhe oilier 50 p)ercellt
of tile stock ii Y, ownlIs 45 pe)(rent( of tlie oIe class of stock of Z. A is
(colsi(lered as owili lg l1o p)111a of t lie stock ill Z wllicl is owned b)y 1B.
''ltlus, A dloes not owni 10 ipercelll or mIore of tlie stolk of Z so as to be
Ireq'(lllirl ul11(ler section( l 951(a) to ilclu(de ill gross in(,come any 1amt111olt.
of in1colme of Z.

I'ca.mple (3)).- , N, ani0,0, ll Uliite(l States 1)personlsi, teach owt
30 percent of tl(! stock ill X, a foreign c(orplora tiol hamvinig only o(ne
class of stock , which illtrII owis t'0 percent of tlie stock il Y', also a
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foreign cororration living only one class of stock.'TUnder tile pro-
visions of section 958(b)(4), M ,N, anl ( nrec ((achll considered a;s own-
iing 12 percent of the stock of Y.

SECTION 959. EXCLUSION FROM 1OROSS INCOME OF I'PREVIO(I;SLY TAXEI)
EARNINGS AND PROFITS

Section 959, except for confolriing changes, is the same as section
950 of thie hill as )passed l)y the House.

(a) JK'rclu.fion from gross income of Unieted State.s persons.--Subsec-
tion (a) provides tlltt earnings and profits of a foreign corporation
attril)utalle to amloulits once included in gross income under section
951(a) are not again included in glros income when actually distri)b-
uted. The exclusion is applicable whether tile income ilneluded in
gross income under' section 951 was required to 1)e includedd by reason
of direct ownership of stock in a controlled foreign corporation or
ownership through a. chain of ownership describedd in section 958(a).
Further, the exclusion a pplies with respect to the United States share-
holder who owned stock in a foreign corporation at the tine it was
included in gross income i(lder section 951(a), or with respect to a
successor in interest vwho can at the time of tle actual distributionn
provi(le such proof as the Secretary of tile Treasury or his delegate b)y
regulations require that lie holds tile interest of the United States
shareholder who pIreviouslly included in gross income the earnings
a.ndl profits being distributed.
iExample.-On December 31, 1963, X, a United States shareholder,

owns 20 shares of the 100 shares of tlhe only class of stock in Z, I
controlled foreign corporation, an(d by reason of such ownership
includes $20 in gross incolle u(lder section 951 (his proportionate
share of Z's $100 of subl)art F ilcomle which constituted Z's entire
earnings and profits for its 1963 taxal)le year). On January 31, 1964,
X transfers 9 shares of his stock in Z to' Y. On June 1, 1964, X re-
ceives an $11, and Y ai $9, distribution fronm Z. Neither the $11
received 1by X nor the $9 received by Y is includible in gross income.

Subsection (a) in conjunction writli section 951(a) (1)(B) also pre-
vents incllil(ingi igross income under section 951(a)(l)((B) any
in ri'('lase ill ('1l'l1llig ilnv sted ill U it((ed S' )ilt('el'sl)l)terl to t lie xtolent
Sll('ll il('erase ('11 1)I) (colsi(ler I ats a ttril)buta)le i oll('O olTtaxablel(ilde
section 951 ()( ) (A. Subpart F income t hus provides an offset to
4pr(ev l tle i.1ncluso l (in grossiollom(of' lountis otherwise ilicldible
as til inlcrel(se illn earnings ilnveste iln lUni(d Stiaes prlopertV. For
eaX11l'l(e, Z, 11controlled -foreign ('oI'01ora'lionl whollyoowned ;by' X, a.
(idoll(m ti corporal toll, li(l;$40 ,subl) lt 1 inco ,ti1s1lcl(l t)$1 .il(Iclllas
inelrnlliolngs invest ((d,(l in ted Stiats ro)1' o(tly;X ill(les,Il,( losi l '
income only $10 of tile $50 because $40 of' su;ch,$50 is offset by t(li
$40 of' subpart F income(0 included in X's r0oss i m.('0111,

(})) A'/i'ci./ion fr'oin rw(.Y'.f'income of / di jo in ub.Ni/ifi'ieN',.
Subsectionl0 (1)) p)rovi(d(s that, loI' purposes ol ssection 951 (a), income of'
a conltrolled fol reign ('o0!ponItio0n once includedI illn goss in o01e ofl I
United States slialreh1old(ei is not, when d(list il)but (I to anllot 1(1e con-

Iolled for igvl (co)lpoltlioln, inll(ldl(e(l illn atll ol'such( otlier, foreign
(col)porlatioll's inlconl('e whichlust lbe ttax to such U1lit(d(l Sttes
s11ellolder('1' 01'o his se11('('esso0 iill inte('l'est. For exapl)Ie, X, ta (dollestic
colrl)poltion1, wholly owns Y, t ('conrolled I'oreigli corporation whIi(ch in
turn wholly owns Z, allotilr (colitoll(ed for(ig (corl)por'ation. I~n 1970,
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Y has no income except that which is received from Z, which hal
$100 of income which X is required to include in gross income under
section 951. Such $100, although paid to Y as a dividend in 1970, is
not included in the income of Y which must b)e included in the gross
income of X, even though such a dividend would ordinarily constitute
subpart F income. The same result follows whether tle dividend is
paid in 1970 or a later year so long as under tie rules of subsection
(c) it is allocated to earnings and profits un(ler paragraphs (1) and
(2) which were once included in X's gross income under section 951.

'(c) Allocation of distributions.---Sui)section (c) provides rules for
the allocation of distributions to earnings and profits. Alnounts in-
cluded in gross income of n sllarehol(ler under section 951 (a) do not
constitute distributions for purposes of reducing tile earnings and
profits of tlhe controlled foreign corporation. Accordingly, when the
controlled foreign corporation makes an actual distribution, thereby
reducing its earnings and profits, it is necessary at the shareholder
level to identify whether the distribution is from earnings and profits
attributable to amounts already included in gross income of tho share-
holder under section 951(a) (in which case the distribution is not
taxable as t dividendd) or is front earnings and profits which are at-
tributable to amounts not so taxed (in which case tle distribution is
taxablle as a dividend). Under subsection (c), earnings and profits
attributable to amounts once taxed (described in paragraphs (1) and
(2)) are to be considered to be distributed until they are exhausted
(first from the current year and next froln past years). Subsequent
distributions, after tlhe earnings and profits described in pnragraplhs
(1) and (2) have been received b1) at shareholder, are taxable ias divi-
dends to tile extent of the remaining earnings and profits.
A shareholder is not taxable on a distribution which is out of earn-

ings and profitss described in paragraph (1) (relating to earnings in-
vested in United States property) or paragraph (2) (relating to subpart
F income). - The separate classification of earnings and p'rofitS under
paragraphs (1) and (2) is for purposes of computing a United States
shareholder's prlo rata share of the increase in earnings in United States
property under section 956. For purl)oses of section 956(a)(2)(A),
tlie amount of earnings invested in United States property for a tax-
able year is reduced bly earnings so invested which were actually dis-
tributed. For tlis purpose, paragral)h (1) of section 959(c) provides
tllat earnings and profits attributable to investment in United States
p)rop)erty are the first earnings and profits considered as distributed
to a shareholder.

In this connection, although amounts taxed once under section 951
(a)(l)(A) may offset amounts representing an increase in earnings in
United States property under section 951(a)(1)(B) (so as to avoid
taxing tile same earnings twice) suchI offset (loes not affect tlhe anmont
of earnings and profits attributable to amounts replresentillg tie in-
crnase in earnings in Unitedl States property for purposes of paragraph
(1). Thl(e amilount of earningsland profits under paragral)ph (1) includes
earnings and profits attril)utable to amounts includibllo in gross income
under section 951 (a) (1) (B) as well as Oarnings anld profits attrib)ltal)le
to anmounltls which would have been) included under such section except
for the availability of the offset l)y reason of til inclusion of amoun10 ts
under section 951(a) (l) (). 4.Earnings and profits attributable to
amounlllts included in income under section 951(a)(l)(A), but used to
offset ian increase in earnings invested in United States property are
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not, however, included ill paragraph (2) since they are already iln-
cluded ill paragraph (1). Thus, there is no duplication ill the amounts
attributable to paragraphs (1) and (2), and, from the standpoint of
the shareholder, the amount of earnings and profits allocable to him
under paragraphs (1) and (2) is always equal to the amount of income
he has been taxable on under section 951 (a) (and for which he has not
received an actual distribution).
Example.--M, a controlled foreign corporation, is organized oil

January 1, 1963, and is solely owned by X, aL United States shareholder.
Both M1 and X use the calendar year as a taxable year. M's earn-
ings and profits for 1963 are $200, $100 of which is subpart F in-
come. (TM's income included $25 excluded under section 954(b)(1)
as divi(lends, interest, and( gains invested in qualified investments in
less developed countries.) M's total United States property at the
end of 1963 is $50 and I makes ta distribution during 1963 of $20.
The division of M's earnings and profits account at December 31,
1963, for the purpose of determining the tax on X, is as follows:
Sec. 959(c)(l) amounts ($50 increase in U.S. property less $20 distribution) $30
Sec. 959(c) (2) amounts ($100 sul)part F income less $50 used as offset to in-

crease in investment in U.S. property and reclassified as a sec. 959(c)(1)
amoun11111111t) --------------------- ------------------------------- 50

Sec. 959(c)(3) amounts (the remaining earnings a1nd 1)rofits after reduction
for sec. 959(c) (1) and (2) amounts--$200 minus $20 (actual distribu-
tion) minus $30 (U.S. property) mius $50 (subpart F income))_------- 100

Total earnings and profits at Dec. :31, 1903_-----------_---__--- 180
X is required to include $100 ill gross income under se( tion

951 (n)(1)()(i)i) (and lie would have been required to include $50 in
gross incomllle under section 951(a)(1) (B) but for section 959(a)(2)
whiichl aIllows tlle offset of previously taxed subpart F income (whether
ill the current year or il prior years) against increases in investments
in United States propertyt. X may excllule tlie $20(listribution
from gross incolie under section 959(a)(1) since under section 959(c)
such distribution is considered to )be olut of amounts described in
scXtioll 959(c)(l).

In 1964, NI's earnings and I)rofits are $300, $75 of w}ich is subp))arl
F income. as no(schlige inl investments ill United States lproperl't
aind withdraw s $15 of 1)reviously excluded supl)l),rt F income from
(qualified investmelnts ill less developedd countries. NIM makesI,
distribution of $250 (Illing 1964.
M's earnings and profits account, at I)ecembler 31, 1964, for purposes

of section 959(c) is as follows:
Sec. 959(c)(1) amounts ($30 accumulation from l)rior years less distribu-

lions but not in excess of total current and accumulated see. 959(c)(l)
amounts or $30)-----.-..----.--.--.----- --...---.....-.- ----..---. 0

Sec. 959(c)(2) amounts ($50 accumulation from prior years plus current
subpalrt F income of $75 and withdrawals of previously excluded sub-
part 1 income from qualified investments of $15 less distributions but
Inot ill exces;: of total current and acctumuilaited sec. 959(c)(2) amounts
or 8$110)_ . ...............0.................... _ ._..._ 0

Sec. !959(c)(3) amounts ($100 accumulatiionl from prior years, plus current
earnings and profits not classified Iunder sec. 959(c) (1) or (2) of $225,
less withdrawals of previously excluded subpart FI income from ualli-
fled investments of $15, less (listribuiltions not oit of sec. 9)59(c) (1) and
(2) atmotunts of $80)-- .. ...... - - .. ....... . $ 30

'otal earnings and I)rofits at l)ec. 31, 1!)91 .. . .... ..230

9.869604064
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X is required to include $75 in gross income under section

951(a)(1)(A)(i) and $15 under section 951(a)(l)(A)(ii). X may
exclude $170 of the $250 distribution from gross income under the
provisions of section 959(a)(1); $80 is includible in gross income as
a dividend.

(d) Distribution.s excluded from ,ross income not to be treated as
dividends.-Except for deeming foreign taxes paid by foroign cor-
I)orations as being paid by a domestic corporation in special cases
discussed below, a distribution excluded from gross income under
section 959 is treated as a distribution which is not a dividend.

SECTION 960. SPECIAL RULES FOR FOREIGN 'rAX CREDIT

A domestic corporation owning stock in a controlled foreign corpo-
ration is required to include in its gross income, under the provisions
of subpart F, income of such foreign corporation, whether or not the
foreign corporation is one or more links removed in a chain of owner-
shlip. Therefore, section 902 (relating to credit for corporate stock-
holder in foreign corporation) which clepends on actual distributions
would not operate to give the domestic corporation a credit for foreign
taxes paid by the controlled foreign corporation. Section 960 pro-
vides rules, consistent with section 902, for treating foreign taxes paid
by controlled foreign corporations on income which is included in the
gross income of domestic corporations under section 951(a) as having
been paid by such dolllestic corporations. Section 960 corresponds
to section 957 of the bill as passed by the House.

(a) Tl7aes paid by a foreign corporaltionl.-Sulbsection (a) applies to
a domesticcticcorpo nation which includes in gross income under section
951 (a) an amount attributable to earnings and profits of a foreign
corporation at least 10 percent of the voting stock of which is directly
owned by such domestic corporation, or of a foreign corporation at
least 50 percent of the voting stock of which is owned 1y a foreign
corporation at least 10 percent of the voting stock of whicll in turn
is directly owned by the domestic corporation. If the directly owned
corporation is a less developed country corporation as defined ill sec-
tion 902(d), then the domestic corporation is (leemred to have paid
tlhe same proportion of the income, war profits, and excess profits
taxes paid (or deemed paid) by thle controlled foreign corporation to
a foreign country or possession of the United States for tile taxable
ve(ar which the amount oflleearningsand profits of the foreign cor-
j)oration so included in gross ill(colle of tile (lonlestic corporation lbeilrs
to the sunl of tile entire earningYs an(l profits of such foreign corlpora-
tion for such taxable year andl tle total amount of such income, war
profits, and excess profits taxes paid by such foreign corporation.

lExample 1.-X, a domestic corporation, wholly owns Y, a foreign
col'poratioll, wliich is a less developed country corporation, whicll in
turn wholly oVwns Z, another foreign 'corporation. X, Y, fnd % each
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use the calendar year as a taxable year. For 1963, X is deemed to
have paid taxes actually paid by Y and Z as follows:

x Y z

Earnings and profits plus foreign taxes-...----- ... ....- 100 100
Earnings and profits- ------------------------.....------0...0 80
Foreign taxes ..-- .. ... ...-----------. ....-----..--- 40 20
Subpart F income .....------------.---.-------- ----. ...-----.. 30 50
Gross income under sec. 951 (30+50)------. ...----....,... ..... ...--.80.00
Foreign taxes deemed paid by X under sec. 960 (a):

(0^X40)-----------."-------"-- -- 10 -- ------

(5X20)------.------------------ ------------ 10.00 --.................

If the directly owned corporation is not a less developed country
corporation, then the domestic corporation is deemed to have paid the
same proportion of the total income, war profits, and excess profits
taxes paid by the controlled foreign corporation to a foreign country
or possession of the United States for its taxable year which the
amount of the earnings and profits of the foreign corporation included
in gross income of the domestic corporation bears to the entire earn-
ings and profits of such foreign corporation for such taxable year.
Tlie taxes so deemed paid by the domestic corporation under section
960(a)(1)(C) if the directly owned corporation is not a less developed
country corporation are inclu(led in tlhe gross income of thle domestic
corporation under section 78 of the code (as added by sec. 9 of the
bill).

Example (2).-X, a domestic corporation, wholly owns Y, a foreign
corporation not a less develol)ed country corporation, which in turn
wholly owns Z, another foreign corporation. X, Y, and Z each use
the calendar year as a taxable year. For 1963, X is (leemned to have
paid taxes actually paid by Y and Z as follows:

x Y z

Earnings nnd profits-... ---.-------------.--. ------------------------. ---..-. 60 80
Foreign taxes-----...--..----------------------.----.--.---- ---------- 40 20
Subpart F income.--. ------------.--...------.--------...-----..---- ---. ----. - 30 50
Gross income under sec. 90,1 (30+50)...-------...-----.---..---------- 80. 00
Foreign taxes deemed p)ili by X under see. O30(a)(l)(C) and included in
gross income under sec. 78:

( X40 .....................................................----... 20.00 ---------

( X 20) .-................................... 12..50.........

If a domestic corporation receives a listributionl any part of which
is excluded from gross income under section 959, tihe foreign taxes
which are (ldemi(ed to have been paid under section 960(a) are not
again deeimell )aidl under section 902. Other foreign taxes which atre
not (ldeemel l)ai(l under section 960 bemcuse paid,i for instance, by a
first-tier corporatioll, through wllich profits of a secold(l-tier corlpora-
tionI are distributed (after havila })been taxeld for a )lrior year under
sectioIl 951 to a United States shareholder which is a corporation),
will still be (eeme1(l paid 1111(er' section 902 wheni an actual distrilu-
tion is mlllade. A (listrilbutionl of s1l(1l profits, Ilthoulglh excluded u1n(lci
section 959(a), is treated( ly the (lollestic corporatioll as a (ividend
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solely for taking into account under section 902 such foreign taxes as
were not deemed paid under section 960.
Example (3).-Suppose that the $50 of subpart F income of Z

taxed to X in 1963 in examples (1) and (2) above was in 1970 dis-
tributed to Y who received no other income for such year, and that Y
paid a tax of $20 for 1970 and distributed the remaining $30 to X
before the end of 1970. In such case, although such $30 is excluded
from gross income under section 959(a), it is treated as a dividend
under section 902 so that for 1970, X is deemed to have paid $12 in
foreign taxes under example (1), or $20, under example (2).

If income of a first-tier foreign corporation required to be included
in the gross income of a domestic corporation under section 951(a)
includes a dividend from a second-tier foreign corporation to the first-
tier corporation, then section 902(b) applies to foreign taxes paid by
the second-tier corporation and not already allowed as a credit in
order to deem them paid by the first-tier foreign corporation so that
under section 960(a) they will be deemed paid by the domestic
corporation.
Example (4/).-M, a domestic corporation, wholly owns N, a

controlled foreign corporation, which is a less developed country
corporation, which in turn wholly owns 0, also a controlled foreign
corIoration but which lias no income required to be included in any
United States sharehioler's gross illcome. For taxable year 1970,
O pays $40 in foreign taxes. 0 pays to N as a dividend its total
earnings and profits of $60 for sucll taxable year, which dividend is
N's only income and which in N's hands is foreign base company
income required to be included ill M's gross income under section
951 (a). X has no deductions and pays no foreign taxes. Applying
section 902(b) N is (leemted to have paid $24 in foreign taxes and M
is in turnI deemed to have paid $24 under section 960. If N were not
a less developed country corporation, N and ill turn M, would be
deemed to have paid $40.

(1b) Special rules for foreign tax credit oL receipt of previously taxed
earnings and profits.-Where a taxpayer receives ta distribution which
is excluded from income under section 959 because it, was once taxed
as income included in gross income of a United States shareholder
under section 951 (n), the section 904 limitation is increased in the year
of actual distribution so that a credit will be allowed for foreign taxes
imposed on tile income distributed after it was included inI gross
income under section 951. The taxpayer, however, must have either
chosen the foreign tax credit illn t taxalle year iln which such income
was included in gross income under section 951(a), or have paid or
accrued in such yearIno income, war profits, or excess profits taxes to
anly foreign country or possession of the United States. He Imust also
choose tile foreign tax credit ill thle year of the receipt of tile excluded
distribution.
'1'e amount of the increase in the section 904 limitations is a11

lallounlt equal to tlhe increase in such limitation which occurred in the
taxable year of tile inclusioll of tlhe income under section 951(a)
solely by reason of suchI inclusion. Sluch ntllount is then redtlced by
tlhe foreign taxes which were allowed as a credit in such year of the
inclusion but which would not have beel allowable Lbuttflor such in-
('lusiol. Tile increase il thie section 904 liiiitatiIon iay not exceed tie
illcoeoli, walr profits, oi excess profits taxes paid, or di(eemlned )pi(, or
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accrued with respect to the distribution in the taxable year such
distribution is received.

Under paragraph (3) of section 960(b), a taxpayer who chose to
take a foreign tax credit in the taxable year il which he was required
to include income in gross income under section 951(a), but does not
choose to take a foreign tax credit in the taxable year in which such
income is actually received, may not deduct under section 164 any
income, war profits, or excess profits taxes paid or accrued on such
income.
Under paragraph (4) of section 960(b), if the increase in lillitation

exceeds the U.S. tax for the taxable year, the excess is deemed an
overpayment of tax for such year.
SE("TION 961. AI)JUSTMENTS TO BASIS OF STOCK IN CONTROLLED FOREIGN

CORPORATION AND OF OTHER PROPERTY

Section 961 is the same as section 958 of the bill as passed by the
House except for the changes made necessary by the addition of sec-
tion 962, relating to an election by individuals to be subject to tax at
corporate rates.

(a) Increase in basis.--Subsection (a) provides that the basis of a
United States shareholder's stock in a controlled foreign corporation,
and of property by reason of which lie is treated as owning such stock
in determining the amount which lie must include in gross income
under section 951, is increased by the amount included in gross income
under section 951. Your committee has added a provision to sub-
section (a) that in the case of a United States shareholder who has
made an election under section 962 for the taxable year, the increase
in basis shall not exceed anl amount equal to the amount of tax paid
under chapter 1 with respect to the amounts required to be included
in his gross income under section 951 (a).

IExample (1).-X, who owns stock in corporation M with a basis of
$1,000, includes $50 of M's income in gross income as required under
section 951(a). 'he basis of X's stock in M is increased to $1,050.
Example (2).--The facts are the same as in example (1) except that

X is also required under section 951 (a) to include in gross income $60
of thle income of corporation N, a controlled foreign corpor nation wholly
owned by M. n11 such case the basis of X's stock in MI is increased to
$1,110.
Example (3).--Y, an individual United States shareholder wilho

owns stock in corporation 0 with a basis of $1,000, and who would
have included $70 in gross income under section 951(a), makes an
election ullnder section 962, and pays $15 in U.S. tax under chapter 1
of the code. The basis of Y's stock in corporation 0 is increased to
$1,015.

(b) Reduction in basis.-Subsection (b) provides that the basis of
stock or other property with respect to which a United States share-
holder receives an amount which is excluded from gross income under
section 959(a) is reduced by such amount. Your committee has added
a provision to subsection (b) that in the case of a U'nited States share-
holder who has made an election under section 962 for any prior taxable
year, the reduction in basis shall not exceed an amount equal to the
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amount received which is excluded from gross income under section
959(a), relating to the exclusion of previously taxed earnings and
profits, after the application of section 962(d), relating to actual dis-
tributions of earnings and profits attributable to amounts with respect
to which an election was made under section 962. Thus, if X, in
example (2) above, received a distribution of $110 which was excluded
from gross income under section 959(a) as the income previously taxed
in such example, the basis of X's stock in Y would be reduced again
to $1,000. If Y, in example (3) above, received a distribution of $70,
his basis in the stock of corporation 0 would be reduced by $15, that
is, the amount excluded from gross income under section 959(a) after
the application of section 962(d).

Subsection (b)(2) provides that to the extent that an amnoumt ex-
cluded from gross income under section 959(a) exceeds the adjusted
basis of stock or other property with respect to which it is received,
such excess shall be treated as gain from the sale or exchange of the
property.
SECTION 962. ELECTION BY INDIVIDUALS TO BE SUBJECT TO TAX AT

CORPORATE RATES

Section 962 provides an election for an individual United States
shareholder to be subject to tax at corporate rates inst cad of individual
rates with respect to announts included in his gross income under
section 951(a).

(a) General rule.-Subsection (a) provides that in the case of a
United States shareholder who is an individual and who elects to
have the provisions of section 962 apply for the taxable year, the tax
imposed under chapter I of t.le Code on amounts included in gross
income under section 951(a), relating to amounts included in gross
income of United States shareholders, shall be an amount equal to the
tax which would be imposed under section 11 of the Code, relating to
tax imposed on corporations, if such amounts were received by a
domestic corporation. Subsection (a) further provides that, for
purposes of applying the provisions of section 960, relating to foreign
tax credit, the amounts included in gross income under section 951(a)
with respect to which an election is made under section 962, shall be
treated as if they were received by a domestic corporation.
Example.-X, an individual and sole shareholder of controlled

foreign corporation M' (not a less developed (country corporation), is
required to include $70,000 (the entire earnings and profits of M
Corporation for tle taxable year) in gross income under section 951 (a)
and makes an election under section 962 to be subject to tax at. cor-
porate rates. (M Corporation is the only controlled foreign corpora-
tion in which X is a United States shareholderr) Botli X and 5M use
the calendar year as a taxable year. M Corporation paid $30,000 of
foreign tax in connection with earning theln $70,000 of income referred
to above. Prile limitation on tax under section 962(a) is equal to the
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corporate tax less any foreign tax credit to which a corporation would
be entitled. Thus, the tax would be computed as follows:
Income included in gross income under sec. 951(a) with respect to which

election under sec. 962 is made------- ----------------_------_ $70, 000
Foreign tax deemed paid tender sec.-960(a) (included in gross income

'$70,000,under new sec. 78) ($70 0X 30,000)------------------------ - 30,000
Taxablr income under sec. 11 of code--c--------------------------_ 100, 000
Tax at 52 percent --------------.---------.--..---------------. 52, 000
Less tax attributable to surtax exemption --------------------------- 5, 500

Tax --..----..---------------------------------------_--- 46, 500
Less foreign tax credit.------------------------..---...--------_--.30, 000

U.S. tax liability (limitation under see. 962(a)) --------------------- 16, 500

()) liection..---Subtscetioll (b) provides that an e'eectioll to have the
provisions of section 962 apply for any tnaxn)le year shall I)e nadele
a United States slhairehold(er at sIuch timlle and in suchlln1lannerla tlhe
Secretary of the Treasury or his delegate shall prescribe by regulations
and that an election made for any taxable year may not. be revoked
except with the consent of the Secretary of the Treasury or his delegate.

(c) Surtax exemnption.--Subilsection (c) provides that, for purposes
of applying subsection (a)(l), the surtax exemption provided by sec-
tion 11(c) of the Code shall not exceed an amount which bears the
sinme ratio to $25,000 as the amounts included in a United States
shareholder's gross income under section 951(a) for the taxable year
heals to his pro rata share of the earnings and profits for the taxable
year of all controlled foreign corporations with respect to which lie
included any amount in gross income Iunder section 951(a).

Eixample.-X, an inlivi(llal United States shareholder owning 60
tiercent of controlled foreign corporations N and 0, makes an election
Un(!e.rsection 962 for the taxable year and includes in gross income
for sucir-year under section 951 (a) $20,000 with respect to corporation
N and $10);000 with respect to corporation 0. Corporation Mi: las
$100,000 and c;(m-poration N has $50,000 earnings and profits for the
taxable year. X's surtax exemption is compl)uted as follows:

20,000:f. ,0002O:00 -h0OX25000 --8333.3360,000 -1- 30,b00

(d) Special rules for actual disribtiitioQns.---Paragraph (1) of section
962(d) provides that the earnings and profits of a foreign corporation
attributable to amounts which were includtled in the gross income of a
United States shareholder under section 951 (ia)-md with respect to
Which an election under section 962 applied shall,w\ken such earnings
tind profits are (listributed(, not\withlstanding thel provsiQlns of section
959(a)(1), relating to tlhe exclusion fromn gross income of actual dis-
tributions of previously taxed earninglls and profits, be inclldedl in
gross income to tlie extelit that suchi earnings and profits so dis-
tributedl xceed tlealmonllO t, of tax paid onl tlie allmounts to which such
election al)plied.

l'(,amp1le.- -X, an individual 1(nd sole shareholder of controlled for-
eign COrlpolratiol N (i'o t a l ssxd evelol)d'I coE'lii' ol lraltio(l), \was
required to illudel $70,000() (the Ieltil(e (\erlillgs 11,i I)l'fits of NI ('or-
))oration for tlie t axallle y(ear) ill ,gross ill(iomleu(ii(l(irsectioll 9).1(a)
for tlie tImixble yerI)i93, ald $;30,0() (tlea1( nouit of foreign thxi's
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paid by M Corporation for such year), and made.. an election under
section 962 to be subject to tax at corporate rates. paid $16,500
in U.S. tax on such amount with the application of seion 962(a).
In 1964, X received an actual distribution of the $35,00from M
Corporation. Notwithstanding the provisions of section 959 (1),
X is required to include $26,750 in gorss income for the taxable y
1964 ($35,000 minus $8,250).

SECTION 963. RECEIPT OF MINIMUM DISTRIBUTIONS BY
DOMESTIC CORPORATIONS

This section provides that if a given percentage, termed a mini-
mum distribution, of the earnings and profits of a controlled foreign
corporation is received by a domestic corporate shareholder of such
foreign corporation, the domestic corporation may elect to exclude
from its gross income for such taxable year the amount of subpart F
income of such foreign corporation otherwise includible in gross in-
conme of the domestic corporation under section 951(a)(1)(A) (i). In
addition to the elective treatment accorded domestic corporate share-
holders with respect to subpart F income of controlled foreign cor-
porations in which stock is owned directly, domestic corporate share-
holders nmay elect with respect to foreign corporations in a chain of
corporations or with respect to all controlled foreign corporations in
which tihe domestic corporate shareholder owns stock directly or stock
owned indirectly through interests in foreign corporations, foreign
par1tnerships, foreign trusts or foreign estates. 'The required inii-
Imum distribution of earnings and l)rofits by a foreign corporation is
inversely proportional to tlhe effective foreign tax rate of the coIntrolled
foreign corporation with respect to wliiclh an election is made, or thet
consolidated earnings and profits and consolidated effective foreign
tax rate of a chain of foreign corporations, or a group of controlled
foreign corporations, with respect to which an election is made. Thus,
as tim effective foreign tax rate increases, the required minimum
distribution of earnings and profits decreases. The inverse propor-
tion is intended to result in a distribution whlichl will give rise to
suficiO(ent IUnited States tax to make tlhe overall taxes of tlie recipient
roughly approximate the United States rate.

(n) General rule.---Slbse(tion (i) of section 963 sots forth the general
rule that subpart F income of a controlled foreign corporation will not
I)e included in tle gross incolo1 of I UnIited States shareholder, as de-
fined in section 951 t)), if (1) the United States shlareholder is a domes-
tic corporation' (2) the domestic corporate slnreholcler (A) receives a
minimum dlistri)bution, as defirled in section 963()(), of tlle earnings
and profits for the taxable year from a controlled foreign corporation
in wliichl stock is owned directly, within the meaning of section
958(a)(l)(A); or, (B) to the extent the domestic corporate shareholder
elects, receives a minimum distribution with Irespect to the consoli-
dated earnings and profits for tihe tixanble year of fotrelgn corporations
in a chain of corporItions as described in section 96!)3(c)(2); or. (C)
tle lolllestic cororpate shareholder receives a minimum d istribilltiotOn,
Is (lefilne( in section 963(1)), with respect to i group oftoreigf l cor-
l)ori tions as (lesc'illed ii section 96(3(c)(3); and (3) thle domesticc
corlpolni) t sliarehol(lder col-senrts to all time regulations p)rescril)(ed l)y
the Secr'(ettlr o tlhe TrleIury orhlis delegate ulner( section 963 prior
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to the last day prescribed by section 6072 for filing its income tax
return. The exclusion from gross income under this section is limited
to subpart F income of. controlled foreign corporations, as defined in
section 952, which would otherwise be ineludible in gross income
under section 951(a)(1)(A)(i).. This section (which is concerned with
current earnings and profits) does not apply to previously excluded
subpart F income withdrawn from investment in less developed
country corporations includible in gross income under section 951
(a)(1)(A)(ii) or increase in earnings invested in United States prop-
erty includible in gross income under section 951(a)(1)(B) (both of
which are measured by current and certain accumulated earnings and
profits).

(b) 1Minimum distributions.-Subsection (b) of section 963 estab-
lishes a schedule of required minimumm distributions of earnings and
profits as a percentage of total earnings and profits. If a domestic
corporate shareholder elects to apply this section to a single controlled
foreign corporation tas provided in subsection (a)(1), the required
minimum distribution is determined by the effective foreign tax rate,
determined in accordance with the provisions of subsection (d), of
the controlled foreign corporation. Thus, if the controlled foreign
corporation was subject to an effective foreign tax rate of 15 percent,
for this elective section to apply, the controlled foreign corporation
would be required to distribute, as a dividend, an amount equal to
80 percent of its earnings and profits for the taxable year of the foreign
corporation ending with or within the taxable year of the electing
domestic corporate shareholder. If a domestic corporate shareholder
elects to apply this section to a chain of foreign corporations as pro-
vided in subsection (a)(2), the required minimum distribution is
determined as a percentage of the consolidated earnings and profits
of foreign corporations in the chain, to the extent elected, and the effec-
tive foreign tax rate is determined, in accordance with the provisions
of subsection (d)(2), for all foreign corporations for which the election
is applicable. In like manner, if a domestic corporate shareholder
elects to have this section apply to.all controlled foreign corporations
as provided in subsection (a)(3), the required minimum distribution
of earnings and profits for the taxable year is determined as a percent-
age of the consolidated earnings and profits of all such controlled
foreign corporations, and all foreign corporations through which,
within the meaning of section 958(a)(2), the domestic corporate
shareholder is considered to own stock in a controlled foreign cor-

poration, and the effective foreign tax rate is determined, in accord-
ance with the provisions of subsection (d)(2), for all foreign corpora-
tions for which the election is applicable.

(() Amounts to which section applies.-- Subsection (c) of section 963
describess the controlled foreign corporation, or combination of con-
trolled foreign corporatiolls, in a corloratel organization for which
a minimll) (listrilution of earnillngs and profits for a taxable year will
)perllit a (1lollestic corl)orate shareolder to elect to exclude from gross
iico(iime t he subpart F incolie of suchco(oltrolle(l oreIignl corporatioll
or corl)oratiolns. Paragraphs (1), (2), (3), and (4) of section 963(c)
)provi(le for alternatives applications cof this s(c(tiol of tie bill.
Paragraph (1) of section 963(c)I)rovides that sul)section (a) 111may

apply il t1(e case ofaL controlled foreign corporation in which a
(lolli(stic corporate shl8areholdler ow'Is stock directlyy. Thus, apl)lica-
tion of section 963itmay be limited(l to a single first-tier controlled
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foreign corporation, to two or more first-tier controlled foreign cor-
l)orations, or to all first-tier controlled foreign corporations in which a
domestic corporation is a United States sharellolder.
Paragraph (2) of section 963(c) provides that, subsection (a) may

apply to a controlled foreign corporr.tion in which a domestic cor-
poration owns stock directly and to a controlled foreign corporation
in which tile (domestic corporation, witilin the meaning of section
958(a)(2), is consi(lered to be the owner of stock through a foreign
corporation, foreign partnership, or a foreign trust or foreign estate.
However, if a (dollestic corporate shareholder elects with respect to a.
controlled foreign corporation below the first tier of foreign corpora-
tions, the earnings and profits of eacli foreign corporation through
which tle domestic corporate shareholder is considered to be the
owner of stock in the controlled foreign corporation must be taken
into account in Idetermining if a required minimum distribution of
consolidated earnings and profitshlad been made, whether or not suchinterlnediate foreign corporations are controlled foreign corporations.
Paragraph (3) of. section 963(c) provides that subsection (a) may

apply to all controlled foreign corporations in which the domestic
shareholder owns stock directly or is considered to own stock within
tlhe meaning of section 958(a.)(2). Consistent with paragraph (2),
the earni',g'3 and profits of all foreign corporations through which the
domestic corpon'ate shareholder is considered to own stock in controlled
foreign corporations is taken into account in determining if a required
liniumumi distribution had been madewhether or not such inter-
cediate. for ign- corporation is a controlled foreign corporation.
Subpairagraph (A) of section 963(c)(4) provides for tile exceptioll

of earnings and profits of certain less developed country corporations
in' determining if the required mininimum distributionof sullsection (b)
ihas been made. The less developed country corporations which may
be excluded are all such less developed country corporations other than
tiose through wllicli tile United States shareholder is considered to
own stock of other foreign corporations which are not less developed
country corporations. If the election is made all less developedd coun-
try corporations described in the preceding sentence must be excluded
from the determination.

Subparagraph (B) of section 963 (c)(4) provides that foreign branches
of a domestic corporate shareholder may, at the election of such share-
holder, be treated, under regulations prescribed by the Secretary of the
Treasury or his delegate, as 100-percent owned controlled foreign cor-

porations, which, for purposes of this section, will be considered to have
distributed to the electing domestic corporate shareholder all of tile
earnings and profits attributable to such foreign branches. For

p
ur-

poses of this subparagraph, a branch of-a domestic corporation will be
considered a foreignbranch if it is located in a foreign country or in
the Commonwealthc of Puerto Rico or a possession of the United States.
However, ia branch located in Puerto Rico or a possession of the United
States will be taken into account under subparagraph (B) only if (1)
such branch would ble considered ai controlled foreign corporation, if
it were incorporated under the laws of Puerto Rico or such)possssCion
of the United States, as the case may be, and (2) the gross income of
the electing domestic corporate shareholder, for the year of election.
includes gross income derivedC from sources within Puerto Rico and
possessions of the United States. Except as provided in the preced-

87490-62--- 18
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ing sentence, an election to have subparagraph (B) apply may be made
by a domestic corporation only with respect to all its foreign branches.

Generally speaking, a foreign branch is a permanent organization
maintained in a foreign country to engage in the active conduct of a
trade or business. The income'of a branch is that produced by the
business activities separately conducted by it.

Subpa)ragraph (C) of section 963(c)(4) provides that, if a domestic
corporate shareholder wliich is a United States shareholder so elects,
the consolidated earnings and profits of controlled foreign corpora-
tions as provided in subsection (a)(3) slhall not include any amount
with respect to tile earnings and profits of any controlled foreign
corporation if it is established tt the satisfaction of the Secretary of
thle Tlreasury or his delegate tlatthel earnings and profits of such con-
trolled foreign corporation could not liave been distributed to United
States shareholders wh1o own stock, directly or through foreign corpo-
rations, foreign partinershil)s, or foreign estates or trusts, in such con-
trolled foreign corporation because of clirreilcy or other restrictions or
limitations imposed under the laws of anL foreign country.

Tlle application of the provisions of section 963(c) may be illustrated
by the following example:E;rample.-Domestic corporation 'M owns 5 percent of the voting
stock of foreign corporation A, and 100 percent of the voting stock
of foreign corporations B and C respectively. Foreign corporation
C owns 100 percent of the voting stock of foreign corporation D,
which owns 50 percent of the voting stocl of foreign corporation
E. Itie voting stock of foreign corl)oration F is owned 50 percent by
foreign corporation E and 30 percent by foreign corjpoiationi B. None
of the foreignl corporations tare less developed count try corporations as
defined in section 955(c). Assume that all corporations use the
calendar yeary as a taxable year. Corporations A and E are not
coltirolled foreign corploraLtions.
Under section 963 (a)(1), corporation M Inmay elect to determine if a

minimum distribution of earnings and profits lias been made witl
respect to tlhe earnings and profits of corporation B, corporation C,
or b)otl corporations 13 ald C; and thlrel)by exclude from gross income
subl)pirt F income of corporation 13, corporation 0, or 1)oth corpora-
tions B and C(, is the case mlnty be, if a minimum distribution had been
received. Corporation M would b1e required to include in gross in-
conic its pro rata share of tlhe stubpart F income of controlled foreign
corpo)rationls ) and F.

In tlhe alternative, corporation \M lmay elect under section 963 (a)(2)
to consolidate thl(e earnings and profits of corporations C land I), or
corporations 1, C, 1), E, and F; an(l, if tile required minimum dis-
tributionl is received rolll corporations (C with respcct to tlhe consoli-
(1d!ted earningss an(d profits of corporations C and D, or froll corpora-
tions B andllC( with respect, to tlhe consolidated earnings adl profits of
corl)orations B, C, 1), E, ta(l i, COrl)or'po'tioll .\[ llmy excllld froll gross
il(',oIlle subpart, F incotiomo of corp)orltionsC(a( d .1) or corporations13, C, D), anld F, Its tile case aitmy )be.
As lillaoter alternative, cOrl'l)Oratioll MIaltny' elect 1l(lder section 903

(a)(:a ) 1o (leterlllil e if a Il liilullIl distriblutionl of ('lnlinigs land profits
lits 1),ell ilut(lce withl respect to tli el carllingsa d profits of corll)orations
13, (', I), E1r, ndFi. If tI ('ire ulil'(ledl 1ii ilmut lde (istliblltiol is received
froil corl)olrIltiolls B aill (1 \itl I respect to tle (ollsoli(lated( earniuings
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and profits of corporations B, C, D, E, and F, corporation M may
exclude from gross income subpart F income of corporations B, C,
D, and F.

(d) Eiffective foreign tax rate.-Subsection (d) of section 963 defines
the term "effective foreign tax rate" as used in section 963(b).

Paragraph (1) of section 963(d) establi hes the rule for determining
the effective foreign tax rate of a single controlled foreign corporation
in determining if a minimum distribution has been received by a
domestic corporate shareholder as required in the case of a distribution
from a controlled foreign corporation to which section 963(a)(1)
applies. In such a case, the effective foreign tax rate is the percentage
that income, war profits, or excess profits taxes paid or accrued to
foreign countries by the controlled foreign. corporation on or with
respect to the earnings and profits of such corporate on for the taxable
year of such corporation ending in or with the taxable year of the
electing domestic corporate shareholder, bears to the sum of the
earnings and profits of such corporation for such period and the income,
war profits, and excess profits taxes paid or accrued with respect to
such earnings and profits. For example, if a controlled foreign corpo-
ration had profits before foreign income taxes of $100,000, and paid
foreign income taxes of $20,000, the effective tax rate would be 20
percent ($20,000/$100,000). In cases where the amount of foreign in-
come taxes payable by the corporation varies depending upon whether
or not profits are distributed by the foreign corporation, the effective
foreign tax rate is determined without regard to distributions made by
the controlled foreign corporation. For example, assume foreign
corporation A is incorporated in country X and derives all its income
from within country X. Assume also, that country X levies an
income tax of 50 percent on undistributed profits and 15 percent
on distributed profits. Assume further that corporation A derived
before tax income of $100,000, distributed $50,000, and paid foreign
income tax of $32,500 (50 percent of $50,000 undistributed income
and 15 percent of $50,000 distributed income). Although corpora-
tion A only paid an effective tax rate of 32}/ percent, it will be deemed
to have paid an effective foreign tax rate of 50)percent for purposes of
section 963. If country X had levied a tax of 25 percent on undis-
tributed profits and an additional 15-percent withholding tax on dis-
tributed profits, although the foreign tax paid would liave been tlhe
same, $32,500 or 322 percent, the effective foreign tax rate will be
deemed to be 25 percent for purposes of section 963.

Paragraph (2) of section 9063(d) establishes tlhe rule for determining
the effective foreign tax rate if the earnings and profits of two. or more
foreign corporations a re consolidated under section 963(a) (2) or (3).
In such cases, the effective foreign tax rate is the percentage that
income, war profits, or excessIlrofits taxes paid or accrued toIny
foreign country 1y the foreign corporations whose earnings and
profits are consolidated with respect to tihe total (earnings all( profits
of schli corl)oroations for taxable years of such corporations ending in
or wit thle taxablex year of the electing domesticc corpor'ntc, shlmre-
hollder, bears to tlie sum of the earnings anld profits of suchc(l)orpora-
ioni s for suc'h periods and theincome, war profits, and excess profits
taxes pi id 1or accrued withI respect to such eriuritgrs m11d(1 profits to any
foreign courtItry.
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(e) Special rules.--Paragraph (1) of section 963(e) provides that
distributions made by a foreign corporation in the first 60 days of
any taxable year shall be treated as having been paid from the earn-
ings and profits of the preceding taxable year or years of the foreign
corporation. In addition, tle Secretary of the Treasury or his
delegate mal y)b regulations provide ia period in excess of 60 (ays in
lieu of such 60-day period.
Paragraph (2) of section 963(e) permits a domestic corporate share-

holder of a controlled foreign corporation who elects the provisions
of this section to treat the receipt of a subsequent distribution with
respect to the foreign corporation or foreign corporations to which
the election applies as having been made for, and received in, the tax-
able year of the United States shareholder for which the domestic
corporate shareholder applied the provisions of this section of tile bill.
For example, if a domestic shareholder received a distribution of 50
percent of the earnings and profits of controlled foreign corporation
A for taxable year 1963 (the required minimum distribution of earn-
ings and profits if the effective foreign tax rate was 40 percent), and
it was determined in 1965 that the effective foreign tax rate was 30
percent, subsequent distributions equal to an additional 10 percent of
1963 earnings and profits (the required minimum distribution of earn-
ings and profits is 60 percent if the effective foreign tax rate is 30
percent) may, if made at a time and in a manner prescribed by the
Secretary of the Treasury or his delegate, be treated, for purposes of
chapter 1, as having been made by tile foreign corporation in taxable
year 1963 and as having been received by the electing domestic cor-
porate shareholder in its taxable year with or in which the 1963
taxable year of the controlled foreign corporation ended. The distri-
bution will result in additional tax owing in 1963 and interest will be
payable on that additional tax for the time it has been owing.

Paragraph (3) of section 963(e) provides that an affiliated group of
corporations which are eligible to make a consolidated return under
section 1501 for the taxable year may elect to be treated ais a single
United States shareholder for purposes of section 963.
The application of this provision of your committee bill may be

illustrated by the following example involving domestic corporationsMI an(i N and foreign corporations A and B. Corporation A is a

wholly owned subsidiary of corporation M and corporation B is a
wholly owned subsidiary of corporation N. Corporation A had earn-
ings and profits for taxable year 1963 of $100, none of which was sub-
part F income, after payment of foreign income tax of $120 (an
effective foreign tax rate of 55 percent). Corporation B had earnings
and profits for taxable year 1963 of $100, all of wliicl was subpart F
income, after payment of foreign income tax of $15 (an effective
foreign tax rate of 13 percent). Corporation M received a distribution
of $40 from corporation A and corporation N received a distribution
of $60 from corporation B. Corporations MI and N file a consolidated
return with respect to income tax imposed by chapter 1. Corpora-
tions M and N elected, under the provisions of section 963(e)(3), to )be
treate(l as a single United States person for purposes of determining
if ta ininmum distributionn of the consolidated earnings and profits of
corporations A and B had been received. Since tle consolidated
effective foreign tax rate of corporations A and B was 40 I)ercent
(tlle percentage that foreign tax paid ($135) bears to tlhe s1um of
earnings and profits ($200), and foreign taxes paid ($1 35)), and corl)o-
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rations M and N, treated as a single shareholder, received 50 percent.of the consolidated earnings and profits of corporations A and B
($100 distributed out of consolidated earnings and profits of $200),
the subpart F income of corporation B is excluded from the consoli-
dated gross income of corporations M and N.

(f) Regulations.-Subsection (f) of section 963 provides that the
Secretary of the Treasury or his delegate shall prescribe such regula-
tions as the Secretary of the Treasury may deem necessary to carry
out the provisions of this section of the bill. Such regulations may
include, among other provisions, the establishment of special rules
for the determination of the amount of foreign tax credit allowable
an electing domestic corporate shareholder in the case of distributions
with respect to the earnings and profits of two or more foreign corpo-
rations.

Thus, special rules for the determination of the amount of foreign
tax credit allowable an electing domestic corporate shareholder (in-
cluding an affiliated group of corporations electing to be treated as a
single U.S. shareholder) in the case of distributions with respect to the
earnings and profits of a chain of foreign corporations or of brother-
sister controlled foreign corporations, may be established unler regula-tioIns prescribed by the Secretary of the Treasury or his delegate.
'Te application of the provisions of this subsection may be illustrated
by the following examples:
Example (I).--Assume domestic corporation nI owns 100 per-

cent of the stock of controlled foreign corporation A, which owns
100 percent of the stock of controlled foreign corporation B. All
corporations use the calendar year as a taxable year. In 1963
corporation Af had earnings alld profits of $75 after payment of
foreign income tax of $75 (a 50-percent rate). Corporation B, for
taxable year 1963, lhad earnings and profits of $120 after payment of
foreign income tax of $30 (a 20-percent rate). The consolidated
effective foreign tax rate of corporations A and B was 35 percent
(total tax paid over consolidated earnings andl profits plus total, tax
paid-105/300) and required a minimum distribution of 60 percent
of the consolidated earnings and profits of corporations A and B-$117
($195X60%). Corporation MI received a distribution of $117 from
corporation A, which amount was includible in gross income as a
dividend. Corlporatiion MI elects to (consolidate un(ler section 963(c)(2).
('orporation M's tax liablility under this chapter is determined as
follows:
Amount includible in gross income as a dividend-.--------,-------. $117. 00
Amount included in gross income under sec. 78 (foreign tax paid with

respect to $117 based upon the consolidated effective foreign tax rate
of corporations A and B (117/195X 105)) ------------------------- 63. 00

Total amount included in gross income---_-------------------_----- 180. 00
Tentative U.S. tax (at 52-percent rate) .---.......---------........-- 93. 60
Foreign tax credit based upon consolidated effective foreign tax rate of

35 percent (117/195X 105)--------------..----......_---------- 63. 00
Net. U.S. tax---------------------------------------------------30.60

lKrample (2).---l)oliestic colr)oration MI owls 100 I)ercent of the
stock of foreign c(orporatiiols A an(d B. All corporations use the
(alel(ar yvear as a taxabl)l year. In 1963 corporation Aia l earning gs
antld profits of $80 after l)ayllenlt of foreign income tax of $120 (a
(1)-pe('rc(nt, rate). Corporaltio B, for taxable year 1963, had earningsland pI)ofits of $100 witll respect t to whli(ch lno foreign income tax hiad(
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been palid. 'The consolidated effective foreign tax rate of corporations
A and i: was 40 percent (total tax paid over consolidated earnings
and profits p1lus total tax paid--120/300) tand required a minimum
distribution of $90 ($180X50 percent). CorporationMll received a
listri)ution of $80 from corporation A and $10 from corporation 13,
whic(l amounts were includible in gross income as a dividend. Cor-
po'ration M1 elects to consolidate under section 963(c)(3). Corpora-
tion M's tax liability under this chapter is determined as follows:
Amount includible in gross income as a dividendl----------------------. $9
Amount included in gross income under sec. 78 (foreign tax paid with respect

to $90 based upon the consolidated effective foreign tax rate of corporations
A and B (90/180X 120)) ...-------------..--------... ---------------- 60

Total amount included in gross income------------------------- 150

Tentative U.S. tax (at 52-percent rate)..-------------------.--------.. 78
Foreign tax credit based upon consolidated effective foreign tax rate of 40

percent (90/180X 120) --....------- ...---------------------..--------- 60

Net U.S. tax----------- ---...------------------------- 18

SECTION 961. MISCELLANEOUS PROVISIONS

Section 964 provides the regulatory authority necessary for tll(
administration of subparFI and subpart G.

(a) Earnings a(nd profits.--Under subsection (a), the earnings and
profits of a foreign corporation and the deficit in earnings and profits
for a taxable year shall be determined according to rules substantially
similar to those applicable to domestic corporations under regulations
prescribed by the Secretary of tlee Treasury or his delegate.

(b) Blocked for(eigln iincome.--Subsection (b) provides that unceri
regulations prescribed by the Secretary of t(lie Treasulry or his delegate
no part of earnings and( profits siall be included in earninligs and
profits un(ler sections 952, 955, fand 956, if it is established to the
satisfaction of thle Secretary of the Treasury or his delegate that such
part could not be distributed l)y tie controlled foreign corporation
to United States shareholders because of currency restrictions or
limitations imposed under the laws of a. foreign country. Such rule
al)pllies in eitller a case wherell the United States shareholder directly
owns (see sec. 958(a)(1)(A)) the stock, or in case hI indirectly owns
(see s6c. 958(a)(1)(B)) tlhe stock and the restrictions apply at some
point in thl( chain of ownlers1hip.

(c) Records and accounts of United Statesshar/eholders.-Sllbsection
(c) l)lovides that tlle Secretary of the TrIeas1ury or his delegatee may
by regulations require a United States shiarelho(le' or n 1)erson who
,is 1)((l11een a Uited Stltes shareholder to maintain suchlre(ol's ald
accounts as suchl regulationsps)rcs(il)e as necessary to carry out the
provisions of slubpart F 11d( su)bpIart, G. Such regllatiionls ma11
provide that thIe maintenance and furnlislling of such records 1anl(
accounts bl) o01C p)(rsoll l1111\v sltisf liefy t reu(irICemnt as to all TUnit e(
States slhan(reholerls othlerW\iselrequire( to fliurish records anld accounts
withl] respect to n conltrollc(I foreign corporation.
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SUBPART G.-EXPORT TRADE:CORPORATIONS

This subpart, for which there is no corresponding provision in the
bill as passed by the House, provides generally that the export trade
income, as defined in section 971(b), constituting foreign base com-
pany illcone of a controlled foreign corporation which is an export
trade corporation, as defined in section 971(a), shall reduce the subpart
F income of such corporation to the extent of such corporation's
increase in investment in export trade assets, as defined in section
971(c). Limitations on this reduction are provided in section 970(a),
based on the relationship of the export trade income to export pro-
motion expenses or on the gross receipts from export trade income
of the corporation. Section 970(b) provides for an inclusion in gross
income of amounts by which subpart FI income was previously reduced
to the extent of a decreasee in investment in export trade assets.
Section 972 provides for tlhe consolidation of groups of export trade
corporations. Nothing in the new subpart G affects the authority
of the Secretary of the Treasury or his delegate( to apply the provisions
of section 482 relating to allocation of income and deductions among
taxpayers.

SEC. 970. RED)UCTION OF SUBPART F INCOME OF EXPORT TRADE
CORPORATIONS

(a) Eixport trade income constituting foreign base company income.-
Subsection (a) of section 970 provides that the subpart F income of a
controlled foreign corporation, as defined in section 957, which for
tlhe taxable year is an Cexport trade corporation, as defined in section
971(a), shall be re(luced b)y al amount equal to so lunch of the exl)Ort
trade income, as defined in section 971(b), of such corporation for
such year as constitutes foreign b)ase comllpalny inlcole,, as defined in
section 954. However, the amount by which subpart F income is
reduced is limited to tlhe lesser of (1) an amount provided in sub-
paragrap)h (A) of section 970(a)(1); (2) an amount provided in sub-
paragraph (1) of section 970(a)(1); or (3) an amount provided- in
)paragraph (2) of section 970(a). Paragraph (1) of section 970(a) also
provides tlat, subI)art F income otal controlled foreign corporation is
to be determnlined without regard to subpIart G. Thus, tie amount. of
foreign base coImpany income of a controlled foreign corIporation, for
purposes of section 954(b)) (3), is d(eterllinedi without regard to the
amount by wlich subparl't iF'lome is reducedunder' section 970.

Subplaragraph (A) of s':cii o 970 provides that tlie ailount by
which sul)l)art F income ml,: be reduced under section 970 maly not
excee(l a1 amount equal to 1 2i times so mnuch of the export promlOtion
expenses, as defined in section 971(d), of tlhe export trade corporation
for tlhe year as is pl)operly allocable to the eCl)ort trade income of
such corporation whicel constitutes foreign nase coll)pany incoIme for
such year.

Sii}bparatgrap'l (B) ol' section 970(a)(1) l)rovi(les, as anl alterilative
lililt tionh,that t (lie am111ount by whli( su}l)part Fiincome mllay })e
reduced uld(er section 97() mnynlot exceed anallloullt, equal to 10
)erceCnt. of so 11m(,1 of l'the gro;'s r'eceiplts for tlhe taxablle year accruing
to tle elxpoirt trade corlporatlion f'rom thel sale, inlsta.llalti(on, operation,

aitlentala1L1ce, or use of )property in resi)ec(t of which ti}e(exil)o't trade
corpl)olatlion derived export trade income which is properly allocable,
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to export trade income which constituted foreign blase company
income for such year. If tle gross receipts attributable to tlle stle,
installation, operation, maintenance, or use of export propl)erty arises
from om111issions, fees, or other compensation received by lnl exl)ort
trade corporation for its services, the amount uIpon which the 10-
percent limitations applies is the amount upon which t'he Comtmlission,
fee, or other compensation is computed.

T'he allocations witll respect to export trade inlcomne which consti-
tute foreign b)las colrl)anly i1ncolme u1lnder sullpnaragraplhs (A) and (B)
shall be made under regulations prescribed Iy the Secretary of the
Treasury or his delegate.

In addition to the alternative limitations provided in paragraph (1)
of section 970(a), paragraph (2) of section 970(a) establishes an overall
limitation that provides that the reduction under paragraph (1) for
any taxable year shall not exceed an annount which bears the same
ratio to the increase in tlhe investments in export. trade assets of an
export trade corporation for its taxable year as the export. trade ill-
colme which constitutes foreign base company income of the export
trade corporation for the taxable year )bears to the entire export trade
income of such corporationn for Such year.
The application of the provisions of this sul)secltion may b)e illus-

trated l)y the following examples:
[Ix(nmplc (I).-C(01orporation A, a 100-peircent owned subsidiary of

dolmesti corporate on NM', p)urlchsed l)roducts mlanlill.facturled by corpo-
ration M in tlie Unlited States from corporation M and resold sucl
products to unrelated persons for use outside the foreign country in
which corporation A was incorporated. For taxable year 1963, tile
entire operations of corl)oration A consisted of this activity. In such
year, it l)eurchased goods from corporation NM for $1,000 and sold tile
goods for $2,000. corporationn A derived gross income of $1,000,
incllrred exlor t promotion expenses of $300 with respect to such
sales, paid foreign income taxes of $50, and derived export trade
income of $650, all of which constituted foreign base comlilany income.
(Corporation A, in 1963, had anil incneaseit ill export trade
assets of $100. The limitation on the amount by which subpart. F
ilncolme is reduced withl respect to export trade income which consti-
tlites foreign base (comp)lanyi income as provided in section 970(a), is
$100, tile lesser of (1) tlhe export trade incomewhich conlstitttes
foreign base company iIncoe ($650); (2) 11 times tlie expOrt p)I'omo-tioni expenses properly a lloctable to export trade inicomlle which consti-
tiutes foreign base co(m1)any income ($450 (150 plerentt of $30()); (3)
10 percent of gloss receipts from the sale of property from which (or-
oIration A derived export trade illcome which is properly allocablle

to export trade income which constitutes foreign )ase coml)any income
($200 (10 percent of $2,000)); or (4) the increase in investment ill
export trade assets ($100). Corporation M would include $550 of
subp)l)a.rt F income of corporation A in gross income in accordance
witl the provisions of section 951(.)(l)(A)(i).

r:(alml)lpe (2) .--Clontrolled foreign corporation A, ai 100-percent
owned su\)sidialry of domestic corl)oration NM, in taxable year 1965 had
net income of $100 andl qualified as an export trade corporation.
Corporation A derived export trade income of $75, of which $60 was
foreign l)ase company income. 'The remaining $25 of net income,
Vwhic(h was not export trade income, was subpart F income. The
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$60 of export trade income which constituted foreign base comlplany
income was less than 1 h times the export promotion expenses of $100 of
corporation A for the taxable year properly allocable to such income
and less than 10 percent of gross receipts of $1,000 from the sale,installation, operation, maintenance, or use of property in respect of
which corporation A derived export trade income which constituted
foreign baso company income. The total increase in investment in
export trade assets was $40. Corporation MI is required to include
$53 subpart F income of corporation A in gross income for taxable
year 1963, which amount is computed as follows:

(i) Tentative subpart F income of corporation A ($60 which is also ex-
port trade income plus $25 which is not export trade income) ---..-- 885

(ii) Amount by which subpalrt F income is reduced under sec. 970(a):
(a) Export trade income which reduces subpart F income

before application of the sec. 970(a)(2) limitation
(item (1), (2), or (3), whichever is the lesser):

(1) Export trade income which is foreign base corm-
Ilany incomeI------.----- ----------.-------- $60

(2) 150 percent of export promotion expenses prop-
erly allocable to the amount described in (1)
(sec. 970(a)(1)(A))---.--_----------------- 150

(3) 10 percent of gross receipts from theta sale of prop-
erty from which the lamounlt described in (1)
was derived (sec. 970(a)(2) (B))----..--_..._ 100

(b) Section 970(a)(2) limitation:
The percentage of the increase in investment in export

trade assets which export trade income which con-
stitutes foreign base company income bears to total
export trade income
$0 x$60X :32$ 75X= --------.---------------------.

Amount of export trade income wlich reduces sub-
part F income (item (a) or (b) whichever is lesser)- -- ;32

(iii) Sublpart F income includible in gross income of corporation M (item
(i) minus item (ii)) .----------------------------------------- 53

(b) Inclusion of certain previQuosly excluded amounts.-Subsecction (1))
of section 970 provides that each United States shareholder, as defined
in section 951 (b), who is a shareholder in a controlled foreign corpora-
tion that was 1an eXIpolt trade corporation in any prior taxable year,
must include in his gross income, under section 951 (a)(1)(A)(i i), as
lan amount to which section 955 applies, an amount equal to his )'pro
lrata sifare of thle creasee in investments in export trade assets of the
coItrolledtiforeigncorporation for such year. The United States share-
holder's Ipro rata sllare of aI (ecrease is includible ill gross ini(,oIlnm
underI section 070(1)), however, only to the extent of---

(1) the excess of the United States shareholder's pro rata sllal'e
of the sum of the re(dluctions for all previous years ill subplart F
incomeiby reason of section 970((a).,and section 972 (relating to
tihe treatment of two or more corporations ns a single corporation),
OVe1'

(2) all inclusions in his gross income under section 951 () (1) (A)
(ii) with tle application of section 970(b) for all previous years.

LEIxample.--Assume that for 1963 Z, a controlled foreign corplorllatin,
having $100 in export trade income of which $40 is subpart 1F income,
lias an ince i investment in export trade assets of $100 and
reduces its subpart F income by $40 under section 970(a) (with the
application ol tile sec. 970(a)(2) overall limitation whichl is also $40).
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Assume that for 1964 Z has a $50 decrease in investment in export
trade assets. Y, a United States shareholder, who wholly owns Z,
must include $40 in gross income under subsection (b) as his pro rata
share of the decrease in investments in export trade assets.

(c) Investments in export trade-assets.--Subsection (c) of section 970
establishes the rules for determining if, for a taxable year of a con-
trolled foreign corporation, there has been ani increase i investments
in export trade assets for purposes of section 970(n), or a decrease in
investments in export trade assets for purposes of section 970(b).

Pairagraph (1) of section 970(c) provides that the amount taken
into account with respect to any export trade asset will be its adjusted
basis, reduced by any liability to which the asset is subject.

paragraph (2) of section 970(c) provides that tile mount of increase
in investlments iln export trade assets of a controlled foreign corpora-
tion for anyy taxable year, for purposes of section 970(a), is the amount
)by which the amount of such investments at the close of the taxable
year exceeds the amount of such investments at the close of the pre-
ceding taxable year.

Paragraph (3) of section 970(c) provides that the amount of decrease
in investments in export trade assets of a controlled foreign corporation
for any taxable year, for purposes of section 970(b), is the amount
)y which the amount of such investments at the close of the preceding
taxable year, reduced by an amount equal to the amount of the net
loss sustained during the taxable year with respect to export trade
assets, exceeds the amount of such investments at the close of the tax-
able year.

Paiagraph (4) of section 970(c) provides that a United States share-.
holder of an export trade corporation may, under regulations pre-
scrilel by tlle Secretary of tll 'ITreasury or his delegate, make tlhedeterminations under paragraphs (2) and (3) of section 970(c) as of
tle close of the 75th day after the close of thle years referred to in
such paragraphs in lieu of on the last day of such years. It is also
proviledl that such an election made for any taxable year shall apply
to such year and to all succeeding taxable years unless theSoecretary
of tlie Treasury or his (elegate consents to the revocation of such
clectio~n.

SECTION 971. I)EFINITIONS

Section 971 defines tlhe terImls exl)ort trade corpor'ationl, export trade
inlcomle, export trade assets, export promotion expenses, export prop-
erty, al(id nlrelated person for 1,purposes of subplart G of subchallpter
N of cltpl)ter 1.

(a) 'r,'port trade corporation.----Sl.Subsection (a) of section 971 defines
tle term expol)rt trade corlporationl' for purposes of subpart G.

Patraglrapl (1) of section 971 (a) establishes-the geneCral rule that a
controlled floreigll corporation, as defined in section 957, is an export
tral(e corporationl if for the three calendar year period immediately
lrece(limg tie close of tlhe( taxable yela of s(luch corporation, the cor-
l)oration (1) (lerived 90 percent or more of its gross income from sources
witlouilt thle Unlited Stat.es, as determlilned ill accordllnc with the
lrovisimols of sections 801 through 8603, andl (2) 75 percent or more of

tle gross incomuie of such corporation constitllted income in respect of
wlic litlie controlled foreign cor oration derived export trade income,
as (l(efinle( in section 971(1)). H-owever, for taxable years of a con-
tlrolle( foreign corporation end(ling less tllll three calendar yearns after
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taxable years of such corporation beginning after Decemnber 31, 1962,
90 percent or more of the gross income of such corporation must be
derived from sources without the United States, and 75 percent or
more of the gross income of such corporation must have constituted
income in respect of which the controlled foreign corporation derived
export trade income, for taxable years of the corporation beginning
after )ecemiber 31, 1962.

Paragraph (2) of section 971(a) provides la special rule in tlhe case
of controlled foreign corporations if 50 percent or more of the gross
income of such a corporation, for the period specified in section
971(a)(1)(A), constituted income in respect of which the controlled
foreign corporation derived export trade income in respect of agricul-
tural products grown in the United States. In such cases, a controlled
foreign corporations is considered an export trade corporation without
regar(l to the fact 75 percent or more of the gross income of such cor-
poration does not constitute income in respect of which the controlled
foreign corporation derived export trade income.

(b) Export trade income.--Subsection (b) of section 971 defines the
term "export tradelincome" for purpose of subpart G.
Paragraph (1) of section 971(b) includes within the defillition of

export trade income, net income of a controlled foreign corporation
derived from the sale of export property, as defined in section 971(e),
by the controlled foreign corporation to an unrelated person, as
defined in section 971(f), for use, consumption, or disposition outside
the United States. The export trade income derived from the sale
of export property may consist of other than foreign base company
sales income, as defined in section 954(d). For example, goods may
be purchased by the export trade corporation from an unrelated
person and sold to an unrelated person, or if purchased from a related
person, the goods may be sold to anl unrelated person for use, con-
sumption, or disposition within the country in which the export
trade corporation is incorporated. In addition to net income derived
from the purchase and resale of property manufactured, produced,
grown, or extracted in thel United States, export trade income includes
net income from commissions, fees, compensation, or other income of
a controlled foreign corporation (1) derived from the performance of
commercial, industrial, financial, technical, scientific, managerial,
engillneering architectural, skilled, or other' services in connection
with the sale of export property to an unrelatedperson for use, con-
suniption, or disposition outside the United States or (2) derived in
connection with the installation or maintenance of such property.

lParagraphl (2) of section 971(b) includes Within the definitionn of
',xport tlra(l inco('Olle, lnet iIlcoillme of a clltrolled foreign corl)oration
lerived fr'o, coi llili(ercial, industrial, fillancial, technical, scientific,
managerial, onlgi nttricng, arIchitectural, skilled,1 or other services per-
I'olillc(l b,) t1( controlle'l foreign corporations in connection with tlhe
Isc })),v atll unriiielated( person outside letle United States of l)atents,
c'opyr'lglits, se(r(ttI)ocesses tall( fIorlu111a1s, goo(ldwill, t'rade(lark]i's, tl'ral(
b)ilraiis, lIraI1clises, land other like property acquired or (levelol)el 1111(1
owne\\dl 1)y tilhe Ulnited States nllanlufactuirer, producer, grower, 1r'
(xt.ractIolr ofexport. property, b)tIt only il' tle controlled foreign ('-

)ora1l tio(l derivedexpor('l t trade inconle (as(definedlin s(ec. 971 (1) ()) frolnt
the1 sale of sn(ch property.
Paragraph (3) of section 971(l)) includes within tle definition of

eCX)olrt trade income, net income of a controlled foreign corporation
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derived from the furnishing of technical, scientific, or engineering
services to unrelated persons to tile extent income from such services
is attributable to tile use of export property in the rendition of the
services. If income from the rendition of technical, scientific, or
engineering services is not solely attributable to the use of exportproI)erty, and the amount attributable to export property cannot be
established by reference to transactions between unrelated persons, the
amount of export trade income will be deemed to be that percentage of
total gross income received by tlhe controlled foreign corporation from
such services as tlhe cost of the export property consumed in the
rendition of such services, including a1 reasonable allowance for
depreciationn, bears to the total cost riutale tot such service
income. For example, assume a machine produced in tile United
States was sold to a customer in Germany. Controlled foreign
corporation A contracted to furnish technical services to tile Germanl
user with respect to the United States manufactured machine and a
similar machine manul'actured in Germany. 'llhe entire commission
allocable to servicing the United States manufactured machine would
be export trade income. If corporation A used replacement parts maniu-
factured in tile United States in servicing the German manufactured
machine, corporation A would derive export tra(le income ill tle
percentage of the commission allocable to servicing tile German
machine as the cost of ttie United States replacement parts used in
furnishing tile service bears to total cost and expenses of furnishing
thie services.
Paragraph (4) of section 971(b) includes within the definition of

export trade income, interest income received by a controlled foreign
corporation on evidences of indebtedness executed by unrelated per-
soils in connection with payment for purchases of export property
for use, consumption, or disposition outside tile United States, or in
connection witl tile )paLyment for services described in sections 971(b)
(2) land (3).

(c) E1xport trade assets.----Subsection (c) of section 971 defines the
term "exI)ort trade assets" for purl)oses of sul)part G to include (1)
working capital reasonably necessary for the production of export
trade income; (2) inventory of export property held for use, consump-
tion, or disposition outside the United States; (3) facilities located
outside tile United States for the storage, handling, transportation,
packaging, or servicing of export property; and (4) evi(lences of in-
Iebtedtness, executed })y uInrelated( l)ersons in connection with pay-
nment for Ilurcll cases of export property for use, consumption, or
disposition outside tJle United States, or in connection witl services
describedd in section 971(1)) (2) and (3). lForl)piU)oses of paragraph (2)
of section 971(c), inventry of lan export t'lrae corporation will con-
stitut(e (,expolt, p)Irope't'y lld for' use, consmllliptionl, or' (lis)osition out-
side tlie UnJited Slates, (ven if s(uchl l)lrolprty is in tl(e Unlite(d Stat(s
pending shipment. For purposes oflarigrapl (3) of sect ion 971 (c) a

facility used for the m1(allufactlre lod('lion of p)roperlly will not be
co1nsi(0ered< to )be used for thle Irpii'l)OSe of halnling expl)ort p)loperty,
even t1ouglh eXl)Ortl)Iroperty nllylbe u1sed( or (consullled ill production
or I)ecolme a comlpolnelt part ot a manufacturedarticle.

(dl) iEx.port promotion repetn.s,-- Siul)section (d) of section 971 de-
fines itl(e teri "expl)ort promotion exl)(nses,' as used in sect ion
970(a)(1), to iclhlle all ordinal''y an1(1 ne1(IcsarIV)''XlenseS plaidl or illn-
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(c11'urr'd by a controlled foreign corporation which arc reasonably nllo-
cable to the receipt or production of export trade income. Expenses so
allocable include, but are not limited to, a reasonable allowance for
salaries or other compensation for personal services actually rendered
for the purpose of producing export trade income, rentals or other pay-
ments for the use of property actually used foir the purpose of producing
export trade income, and a reasonable allowance for the exhaustion,
wear, and tear of property actually used for the purpose of producing
export trade income. However, no expense incurred within the
United States will be treated as an export promotion expense unless
at least 90 percent of all salaries incurred for the production of export
trade income, 90 percent of rents and other payments for the use of
property used for producing export trade income, 90 percent of depre-
ciation allowances on propertyused in the production of export trade
income, and 90 percent of all other ordinary and necessary expenses
reasonably allocable to tlhe production of export trade income, are
paid or incurred outside the United States. For this purpose, salary
expenses will be considered paid or incurred at the place where the
employment is performed, and rents, depreciation and other expenses
related to property will be considered incurred at the place where the
property is located.

(e) Export property.-Subsection (e) of section 971 defines tlhe term
"export property" for purposes of subpart G to include any property
manufactured, produced, grown, or extracted in the United States,
or any interest in such property.

(f) Unrelated person.-Subsection (f) of section 971 defines the term
unrelated person" for purposes of subpart G to mean a person other

than a related person as defined in section 954(d)(3).
SEC. 972. CONSOLIDATION OF GROUP OF EXPORT TRADE CORlPORATIONS

Section 972 provides that a United States shareholder, as defined
in section 951(b), of a controlled foreign corporation which is an export
trade corporation, may, under regulations prescribed by the Secre-
tary of the, reasury orl his delegate, treat as a single controlled
foreign corporation, for purposes of subparts F and G of subchapter
N, (1) suct controlled foreign corporation, (2) all controlled foreign
corporations which are export trade corporations if 80 percent or
more of tlme total combined voting power of all classes of stock entitled
to vote of whicl is owned by such controlled foreign corporation,
and (3) all controlled foreign corporations which are export tradle
corporations if 80 percent or more of the total combined voting power
of all classes of stock entitled( to vote of whicl is owned bly controlled
foreign corporations describedd in item (2).

(b) Technaica lad clerical am( mets.---Subsection (b) of section
12 of the bill makes conforming changes.

(c) l'#fective date.-Subsection (c) of section 12 of tlhe bill provides
that the amlen(dments made by section 12 are to apply with respect to
taxable years of foreign corl)oorations beginning after December 31,
1962!and to taxable years of United States shalehol(lers in which
or with which such taxable yCears of such corporations end.
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SE CTIrON 13. GAIN FROM DISPOSITIONS OF CERTAIN
DEPRECIABLE PROPERTY

(a) In. clera'l.----.ParagraltJ (1) of section 13(a) of thle bill adds a
new section 1245 to tel 1954 Code. In general, the inew section
provides for the inclusion in gross income (as ordinary income) of the
gaili from the disposition of certain depreciable property, to thle extent
of (depreciation (deductions taken inl periods after December 31, 1961
whichli re reflected i the adjusted d basis of such property.

I-C1'TION 12415. GAIN FROM I)ISPOSITIONS OF CEI'TAIN
DIEPRECIABL E PROPERTY

(a) General rule.---Paragraph (1) of section 1245(a) provides the
general rule that if "section 1245 property" is disposed of, the amount
by which the lower of "recomputed basis" or the amount realized (or
the fair market value in transactions in wllich no amount is realized)
exceeds the a(djlsted( basis of the property is to be treated as gain fronl
the sale or exchange of property which is neither a capital asset nor
property described in section 1231. 'The term "disposed of" includes
any transfer or involuntary conversion. The bill as passed by the
IHouse 1)rovi(led that, paragraphs (1) applies only to disp)ositions after
the enactment of tlhe Revenue Act of 1962. The bill as reported l)y
your committee provides that paragraph (1) applies only to disposi-
tions during taxable years beginning after December 31, 1962.

lParagraph (2) of section 1245(a), under the bill as passed by tileIlou(se, defined "recomplute( basis" as tlhe adjusted basis of the prop-
erty recollmpullted bly addling thereto all adjustlnellts, for taxable years
beginning after I)ecelnber 31, 1961, reflected in such adjusted 'basis
on accountt of deductions for depreciation, or for allorttizatioll under
section 168, whetlivr in respect of the same or other property and
whetherl nllowevd or allowrable to the taxpayer or any other' person.
Your comrlittee amendments provide tllhat such adjustments shall be
ldded thereto for all periods after December 31, 1961. For example,

if a taxpayer, who repol'tss his income on tlle basis of a fiscal year
ending November 30, purchases section 1245 p1ropecrty on January 1,
1962, at a cost of $10,000 antl the taxpayer takes depreciation deduc-
tioris of $2,000 (tlie almounllt allowable)1) before making a gift of tlhe
plrolpty to his sonl oin Octobe(r 31, 1962, tlhe son's adjusted basis illtile prol)erty for l)lurposes of (leterminiilg gain would, under the provi-
sions of sections 101 5 (relating to the basiss of. property acquired by
gift) and 1016 (relating to adjustments to basis), be tlhe slamel s his
fatllher's adjusted ba)lsis ($8,000), 1111 t.li r(eomlpute.d basis of tll
prl)operty inthle son's hland(s would be $10,000 since the $2,00() of
ll)dprecitioll(iolidedmitionls tlloke l)y thie father are reflect (l in tlhe son's
basis i t,l property. ThI'llus, if the sonl later sells thlie pl)operty,(I!uing a taxable y(ea of' tll son beginning after Dl)ecmnlber 31, 1962,
for $10,000, lie would( lilave $2,000 of gain to which section 1245(i)appl)lies. Moreover, if' thle son himself takes $1,000 in depreciationn
de(dluctions (tlhe ainoun t, allows l)) with 'respect to tle property ni(l
t,liei sells it, for $1(),00(), lie wolld hnave $1,000 of gaill to whlichl section
1245(a) applies.

WIililb' re'com)pultl db)asis is (leterm'line(l with resl)ect to adjustllllllst'
to basis for deductions for (ldprec(tintion (andl for amortization nrlder
se((. 18) which were either allowed or allowable, if the taxpayer cnal
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establish bly adequate records or other sufficient ovidlonce that the
amount allowed for any taxable year was less than the amount allow-
able, tle amount to )be added for such taxable year is tleo amount
allowed. For example, assume t at in thie year 1967 it I)ecomes
necessary to determine the recomputed basis of property, the adjusted
basis of which reflects an ad(justmelnt of $1,000 with respect to depre-
ciation deductions allowable for tlhe calendar year 1962. If the tax-
payer can establish by adequate records or other sufficient evidence
that lie lhad been allowed a deductions of only $800 for 1962, then in
determining tlhe recolllputdl basis, theo amount added to a(ljusted
l)asis with resIect to tlle $1,000 adjustment to basis for 1962 will bo
only $800.

Paragraph (1) of section 1245(a) further provides that gain is to be
recognized notwithstanding lany otller provision of subtitle A of the
1954 Code. Thus, other nnllecognition sections of tile code fare over'-
rildden by the new section. For examll)le, tlhe gain under such p)ara-
graph (1) would be recognized to a. corporation in the case of a dis-
tribution of section 1245 property by it to a sllarellholder, notwitllstand-
ing tile provisions of section 3l11 a) or 336. Likewise, gain under
such paragraphll (1) would be recognized to a. corporation onat sale or

exchange of such property, notwithstanding theo provisions of section
337. The operation of section 1245 may, however, be affected by
the taxpayer's method of accounting. For example, the gain from
a disl)ositlon to which section 1245 applies may bo) reported by the
taxpayer under the installment method if such method is otherwise
available under section 453 of tlie code. For another exampllel
section 1245 does not require recognition of gain or loss upon normally
retirement of an asset in a multiple asset account as long as the tax-
payer's method of accounting, in accordance witl Treasurylregula-
tions, does not. require recognition of such gain or loss alnd clearly
reflects income.

In the case of a disposition of section 1245 property in which an
amount is realized (a sale, exchange, or involuntary conversion), the
gain to which section 1245(a) Lapplies is the amount by whicll tlh
amount realized or the recomputed basis, whichever is lower, exceeds
the adjusted basis of the property. In the case of any other disposi-
tion, the gain to which section 1245(a) applies is the amount by. which
the fair market value of the property on the (late of disposition or its
recomputed basis, whichever is lower, exceeds its adjusted basis. For
CxnmpleC, if section 124.5 property hlas an atdjustedl basis of $2,000 and
a recomputed basis of $3,300 and is sold for $2,,00, the gain to which
section 1245(a) applies is $900 ($2,900 minus $2,00)). If tile property
is sold for $3,700, the gain is $1,700, of which $1S,300 ($3,300 minus
$2,000) is gain to which( section 1245(a) applies. If, on tlle other
]llhand, tlie property is di'st ril),te(d by ai corporation 'o a stockholder
in a distribution to whTich section 1245(a) al))lies and at time when
the fair mlarlket value of tlie prol)erty is $3,100, the gain recognized
to thel corporation upon stuch disposition is $1,100 ($3,100 minul
$2,000(); if tle fair market value is $3,800 at tle time of such (lisposi-
tion, thlle gain to which section 1245(a) al)llies is $1 ,300 ($3,30(0 linus
$2,000).

Paragraph (3) of section 1245(a) defines "section 1245 propertyt"
Section 1245 property is any property (otiler than livestock) of a type
(escribedil in sIl))aralgral)h' (A) or (l) of sucLh paragral p (3) which) is
or lims been property of a character subject to tlhe allowance forl (c-
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preciation provided in section 167. Even though the property may
not be subject to the allowance for depreciation in tile hands of the
taxpayer, such property is nevertheless subject to the provisions of
section 1245(a) if the property was subject to the allowance for ldepre-
ciation in the hands of any prior holder, and if such depreciation is
taken into account in determining the adjusted basis of the property
in the hands of the taxpayer.
The definition of "section 1245 property" is similar in certain respects

to the definition of "section 38 property" contained in section 48(a)
(relating to the investment credit). However, section 1245 propertyis a broader concept than section 38 property, since (for example)
the definition of section 1245 property is not subject to the minimum
useful life provision in section 48(a)(1) or to tile other limitation and
exclusion provisions in paragraphs (2) through (5) of section 48(a).
Moreover, the term "personal property" in subparagraph (A) of
section 1245(a)(3) is intended to include not only "tangible personal
property" referred to in section 48(a)(1)(A) but also intangible
personal property.
Subparagraph (B) of section 1245(a)(3) describes other property

(not including a building or its structural components) if such other
property is tangible and has an adjusted basis in which there are re-
flected adjustments for depreciation or amortization under section
168 which would be taken into account in determining recomputed
basis for a period in which such property (or other property) either
(i) was used as an integral part of manufacturing, production, or ex-
traction, or of furnishing transportation, communications, electrical
energy, gas, water, or sewage disposal services, or (ii) constituted
research or storage facilities used in connection with any such activi-
ties. The language in clauses (i) and (ii) in section 1245(a)(3)(B) is
intended to have the same meaning as when used in clauses (i) and
(ii) in section 48(n)(1) (B) (relating to tlhe definition of sec. 38 property
subject to the investment credit). Even though the property is not
used by tlhe taxpayer as an integral part of an activity specified in
clause (i), or docs not constitute research or storage facilities within
the meaning of clause (ii), such property in certain circumstances
may, nevertheless, be section 1245 property under subparagraph (B).
An illustration of such a circumstance is when the adjusted basis of
such property in the hands of the taxpayer reflects adjustments for
depreciationn with respect to such property taken for periods after
December 31, 1961, at a time when such property was used as an
integral part of manufacturing by the taxpayer or another taxpayer.
Another illustration is when the adjusted basis of such property in
ttie hands of the taxpayer reflects adjustments for depreciation with
respect to other property (as, for exalnple, in the case of a like kind
exchange under sec. 1031) taken for periods after 1)ecembcr 31, 1961,
at a time when such other property was used as an integral part of
manufacturing by tile taxpayer.

(b) Exceptions and limitations.-Subsection (b) of section 1245
sets forth certain excel)tions andl limitations to the general rule pro-
videld in subslection (a). Paragraph (1) provides that subsection (a)
will not apply to a disposition by gift. Paragral)h (2) provides that,
except as provided in section 691, subsection (a) will not apply to
a transfer at death.

Paragraplh (3) of section .1245)(b) provides that if the basis of pro)p-
erty in the hands of a transferee is determined by reference to its basis
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in the hands of the transferor by reason of tile application of certain
sections of the code providing for nonrecognition treatment, then the
amount of gain taken into account by the transferor under subsection
(a)(1) is to be limited to the amount of gain recognized by the trans-
feror under these sections (determined without regard to sec. 1245).
These nonrecognition provisions are: Section 332 (relating to distribu-
tions in liquidation of an 80 percent or more controlled subsidiarycorporation); section 351 (relating to transfers to a corporation con-
trolled by the transferor); section 361 (relating to exchanges pursuant
to certain corporate reorganizations); section 371(a) (relating to ex-
changcs pursuant to certain receivership and bankruptcy proceed-
ings); section 374(a) (relating to exchanges pursuant to certain rail-
road reorganizations); section 721 (relating to transfers to a partner-
ship in exchange for a partnership interest); and section 731 (relating
to distributions by a partnership to a partner). For example, assume
that a tax)ayer transfers section 1245 property to a corporation in
exchange for cash of $1,000, and stock in the corporation worth
$9,000, in t transaction qualifying under section 351. The propertyhas a fair market value of $10,000, a recomputed basis of $8,000, and
an adjusted basis of $4,000. Since under section 351(b) gain in the
amount of $1,000 would be recognized to the transferor without re-
gard to the new section 1245, subsection (b)(3) limits the gain taken
into account by the transferor under section 1245(a) to $1,000. The
basis of the property in the hands of the corporation under section
362(a) (relating to basis to corporations of property acquired by issu-
ance of stock, etc.) will be $5,000, that is, the adjusted basis of the
property in the hands of the transferor ($4,000) increased by the gain
recognized to the transferor on the transfer ($1,000). If the corpora-tion later sells the' prol(erty for $10,000 without having takell any
deductions with resl)ect to the property, the gain recognized to the
corl)oration unrier subsection (a) will be $3,000, the excess of re-
coImputed basis ($8,000) over adjusted basis ($5,000).

Since the limitation provided in subsection (b)(3) upon the gain
recognized under subsection (a) is confined to instances of "carryover
basis," in the case of the liquidation of an 80 percent or more controlled
subsidiary the limitation is not applicable if the basis of the propertyin the hands of the parent corporation is determined under section
334(b)(2). Subsection (b)(3) does not apply to a disposition of prop-
erty to an organization (other than a cooperative described in sec. 521)
exempt from taxation under chapter 1 of the code, but no implication
is intended as to whether a transfer to such an exempt organization
could or could not qualify for nonrecognition under the sections of the
code set forth in subsection (b)(3).
Paragraph (4) of section 1245(b) provides that if property is dis-

posed of and gain (determined without regard to sec. 1245) is not
recognized in whole or in part under section 1031 (relating to like kind
exchanges) or 1033 (relating to involuntary conversions), then the
amount of gain taken into account under section 1245(a) is not to
exceed the sum of the amount of gain recognized on such disposition
(determined without regard to sec. 1245) plus the fair market value of
property acquired which is not section 1245 property and which is not
otherwise tak(enl into account in determining tile gain unlller section
1031 or 1033. For exal ple, assume that a taxpayer owns section1245
Property with an adjusted basis of $100,000 and a recomputed( basis of
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$116,000. The property is destroyed by fire and the taxpayer receives
$117,000 of insurance proceeds. He uses $105,000 of tlhe proceeds to
purchase property similar or related in service or use to the property
destroyed in an acquisition qualifying under section 1033(a)(3)(A),
and he uses $9,000 of the proceeds to purchase stock in the acquisition
of control of a corporation owning property similar or related in service
or use to the converted property, which acquisition also qualifies under
section 1033(a)(3)(A). The taxpayer properly elects under section
1033(a)(3)(A) and the regulations thereunder to limit recognition of
gain to the amount by which the amount realized from the conversion
exceeds the cost of the stock and other property acquired to replace
the converted property, Since $3,000 of the gain is recognized (with-
out regard to sec. 1245) under section 1033(a)(3) (that is, $117,000
minus $114,000), and since the stock purchased for $9,000 is not
depreciable property and was not taken into account in determining
the gain under section 1033, the amount of gain to be taken into
account under section 1245(a) may not exceed $12,000. Thus, section
1245(a) applies to $12,000 of the $16,000 gain.
Paragraph (5) of section 1245(b) empowers the Secretary of the

Treasury or his delegate to prescribe regulations setting forth rules
consistent with paragraphs (3) and (4) in the case of transactions
described in section 1071 (relating to gain from sale or exchange to
effectuate policies of FCC) or section 1081 (relating to nonrecognition
of gain or loss on exchanges or distributions in obedience to orders of
SEC).

Paragraph (6)(A) provides that, for purposes of section 1245, the
basis of section 1245 property distributed by a partnership to a partner
will be deemed to be determined by reference to the adjusted basis
of such property to the partnership. Paragraph (6) (B) provides that,
for purposes of computing the recomputed basis of such property, the
amount of the adjustments added back for periods before the distri-
bution is tile amount of gain to which section 1245(a) would have
applied if such property had been sold by the partnership immediately
before the distribution, reduced by the amount of such gain which
resulted from the application of section 751 (b). Thus, since the basis
of section 1245 property distributed by a partn'crshipito a partner is
deemed to be a carryover basis, any subsequent disposition of the
property which requires a computation of the recomputed basis would
have to take into account adjustments to basis for depreciation
deductions taken before the distribution.HIowever, such adjustments
are fixed at an amount equal to the gain to which section 1245(a)
would have applied if the partnership had sold the property instead
of distributing it, assuming no gain upon distribution arose out of the
application of section 751(b).
lThe application of this provision is illustrated as follows: A, B, and
C are(equal partners in a partnership whose assets consist of three
pieces of section 1245 property, assets X, Y, and Z, each with a fair
market value of $100,000. Asset X has an adjusted basis of $60,000
and a recomiiputed basis of $85,000; asset Y has an adjusted basis of
$85,000 and a recomputedbassis of $110,000; and asset Z has on

adjusted basis of $95,000 and a recomputed basis of $100,000. Asset
Y is distributed to B in completelijquidation of his partnership in-
terest. B's basis in his partnership mitileriest is $75,000, and under
section 732 this basis is allocated to asset Y. If B later sells asset
Y for $103,000 at a time when the adjusted basis isstill $75,000 and
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if B has not taken any depreciation deductions with respect to asset
Y since the distribution, the gain to which section 1245(a) applies
would be $15,000, since the recomputed basis of the property is only
$90,000, that is, the adjusted basis of the property ($75,000) increased
by the amount of gain ($15,000) which would have been recognized
to tlie partnership if the asset had been sold for its fair market value
at the time of distribution ($100,000 minus $85,000).

(c) Adjustments to basis.--Subsection (c) of section 1245 provides
that tlhe Secretary of the Treasury or his delegate is to prescribe such
regulations as hle may deeln necessary to provide for adjustments to
the basis of property to reflect gain to which section 1245(a) applies.
This provision is necessary to prevent the same amount from being
subjected to taxation more than once. For example, under existing
law if a corporation distributes section 1245 property to a corporate
shareholder, generally the amount of tlhe distribution and tile basis of
the property in the hands of the corporate distributee is the fair
market value of the property or its adjusted basis in the hands of the
distril)uting corporation, whichever is lower. Under section 1245,
however, the distribution may result in gain being recognized to the
distributing corporation and unless- the distribute is permitted to
increase its carryover basis by the amount of the gain recognized to
thel distributor, the same gain maty be subjected to tax when the
distributed later sells the property. Therefore, under regulations
prescribed by tlhe Secretary of the Treasury or his delegate, adjustment
will bo made to the basis of the distributed property to reflect the gain
recognized to the distributing corporation.

(d) Application of section.-Subsection (d) of section 1245 provides
that the section is to apply notwithstanding any other provision of
subtitle A of the code. Thus, section 1245 overrides any nonrecog-nition provision of subtitle A or any "income characterizing" provi-
sion. For example, the gain to which section 1245(a) applies might
otherwise be considered as gain from the sale or exchange of a capital
asset under section 1231 (relating to property used in the trade or
business and involuntary conversions). Since section 1245 overrides
section 1231, the gain to which section 1245(a) applies will be treated
as ordinary income, and only the remaining gain, if any, from the
property mlay be considered as gain from tho sale or exchange of a
capital asset if section 1231 is applicable. For example, assume that
a taxpayer sells for $130 section 1245 property with an adjusted basis
of $40 and a recomputed basis of $100. 'The excess of the recomputed
basis over adjusted basis, or $60, will be treated as gain under sec-
tion 1245(a). The excess of the selling price over recomputed basis,
or $30, may be considered under section 1231 as gain from the sale
of a capital asset.

Subsection () is not illtend(led to prevent gain not ;recogllizedlt11lder
section 1245 fronm being considered as gain uld(l'er anlothlier provision
of tlhe code. For examln)le, assume ttl a taxpayer pulrcllimss section
1245 pIroperty for $1,000 andl for perlio(s before D)cccmber 31, 1961,
1( tanlstde(ltlctions of $500 under section 168 (relating to amlortization
of emlergellcy lac(ilities). Assulle tllat if section 168 liadl not alpllied
tile taxpayer woulll instea(l Ihave takendeil)recia.tion (de(luctionsoof
$300. For periods afterl)ecen(mber 31, 1961, tlh taxpayer takes
ad(llitional d(ed(luctions under section 168 of $4100. Under th ese f'actls
if tle prOlperlty is tlhln sol(I for $800, section 124'5(a) rwotld recognize
gain to tile extent of the $400 in ded(luctions taken in periods after
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D)e(embler 31, 1961, but would not recognize gain to the extent of tlie
d(e(lhcltionsataken in prior periods. Nothing in subsection (d) prevents
$200 of the remllining gain from being taxed under section 1238
relatingg to aimortization il excess of depreciation).
SE(!TION 13. GAIN FROM DISPOSITIONS OF CERT'I'IN

DEPRECIABILE PROPERTY (Continued)
(1>) Change in method of depreciation.-Subsection (b) of section 13

of tIlie bill t1raen(ds subsection (e) of section 167 of the 1954 Code
relatingg to depreciationn. Paragraph (1) of section 167(e) is tile stile
in substance as existing section 167(e). Under paragraph (2), which
is new, tlhe bill as passed by the House provided that any taxpayer
may, withlin such period after the date of the enactment of the Revenue
Act of 1962 and in such manner as the Secretary of the Treasury or his
(elgate shall by regulations prescribe, elect to change his method of
de )reciation in respect of section 1245 property from any decliningbalance or sumn of the years-digits method to the straight-line metlod.
Your committee's amendment provides that the taxpayer Imay Illnak
the election witli respect to taxable years beginning after Decemberl 31,
1902, on or before the last day prescribed by law (including extensions
thereof) for filing his return for such first taxable year.

(c) Salvage value of personal property.-Subsection (c)(1) of section
13 of the bill adds a new subsection (f) to section 167 of the code
(relating to depreciation) and redesignates subsections (f), (g), and
(h) of section\ 167 as subsections (g), (h), and (i), respectively.
Paragraph (1) of section 167(f) provides the general rule that, under

regulations prescribed by the Secretary of the Treasury or his delegate,
a taxpayer may, for purposes of computing the allowance for depre-
ciation with respect to personal property, reduce the amount taken
into account as salvage value by an amount which does not exceed 10
percent of the basis of such property (as determined-under sec. 167(g)
as of the time as of which such salvage value is required to be deter-
miined). For example, a taxpayer purchases depreciable personal
property on January 1, 1963, for $10,000. The estimated useful life
of the property is 10 years and tlhe estimated salvage value if $500.
Tie taxpayer uses the straight-line method of depreciation. Under
present law tlle taxpayer would take depreciation deductions of $950
in each of the 10 years of the useful life of tlhe property. However,
under section 167(f) the taxpayer may reduce salvage value, for pur-
poses of computing tle allowable depreciation deduction, bIy 10
percent of $10,000. Since this amountt, $1,000, is greater than tlie
estilnlated salvage .value, $500, tiesalvage value may be reduced to
zero and the taxpayer may d(leduct $1,000 in each year of the useful
life of teio property. In ithe above case, if the taxpayer had taken
into account salvage value of only $700 but the estimated salvage
value ltad actually been $1,500, the Internal Revenue Service (could
not adjust the tiiaounlt used by the taxpayer since the reduction of
salvage value by 8 percent of basis would be within the privilege
granted by the new section 167(f).

Parlgralph (2) of section 167(f) defines "personal property" as
ldel)re,'cile personal property (other thian livestock) witli a useful
life of 3 years or more acquired after tlle date of the enactment of
tlie Revenuel Act of 1962.
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(d) Special rulefor charitable contributions of section 1245 property.-
Subsection (d) of section 13 of the bill adds a new subsection (e)
to section 170 of the code (relating to deductions for charitable
contributions). Under the new subsection, the amount of a charitable
contribution of section 1245 property will be reduced by the amount
which would have been treated as gain to which section 1245(a)
applied if the property had been sold at its fair market value instead
of contributed to the charity. For example, a taxpayer owns de-
preciable property with an adjusted basis of $10,000, a recomputed
basis of $14,000, and a fair market value of $17,000. If the property
were sold for $17,000, gain of $4,000 under section 1245(a) would
result. Assume that the taxpayer contributes the property to a
qualifying charitable organization. Under the new section 170(e)
the amount of the charitable contribution would be $13,000 ($17,000
minus $4,000).

(e) Computation of taxable income for purposes of limitation on

percentage depletion deduction.--Subsection (e) of section 13 of tile bill,
which has no corresponding provision in the bill as passed by the
House, inserts a new sentence after the second sentence in section
613(a), relating to the general rule for computing percentage deple-
tion. The new sentence, which does not affect the computation of
the gross income from the property under the first sentence of section
613(a), provides that the allowable deductions taken into account
with respect to expenses of mining in computing taxable income from
the property shall, for purposes of the 50-percent limitation contained
in the second sentence of section 613(a), be decreased by the gain
recognized under section 1245(a) which is properly allocable to the
property.

(f) Technical amendments.-This subsection of the bill is_identical
to subsection (e) of the bill as passed by the House. Paragraph (1) of
section 13(f) of the bill amends section 751(c) of the code to provide
that, for purposes of section 751 (relating to unrealized receivables
and inventory items), section 731 (relating to extent of gain or loss on

distribution), section 736 (relating to payments to a retiring partner
or a deceased partner's successor in interest), and section 741 (relating
to recognition and character of gain or loss on sale or exchange), the
term "unrealized receivables" will include section 1245 property, but
only to the extent of the amount which would be treated as gain to
which section 1245(a) applied if the property were sold by the partner-
ship at its fair market value. Thus, the rules provided in section 751
with respect to unrealized receivables will also apply with respect to
section 1245 property, to the extent of tle potential section 1245(a)
gain. For example, if a partner sold his interest in a partnership to
a third party, the portion of the amount realized on such sale allocable
to the partner's share of the potential section 1245(a) gain on the sec-
tion 1246 property of the partnership will be recognized to the partner.

Paragraph (2) of section 13(f) of the bill amends section 301 (b)
and (d) of the code (relating to the amount distributed and basis in
a corporate distribution of property) by striking out "subsection (b)
or (c) of section 311" and inserting in lieu thereof "subsection (b) or

(c) of section 311 or under section 1245(a)."
Paragraph (3) of section 13(f) of the bill amends section 312(c)(3)

(relating to adjustments to earnings and profits) by striking out
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"subsection (b) or (c) of section 311" and inserting in lieu thereof
"subsection (b) or (c) of section 311 or under section 1245(a)."
Paragraph (4) of section 13(f) of the bill adds a new paragraph

(12) to section 341(e) (relating to collapsible corporations). New
paragraph (12) provides that,-for purposes of section 341(e), the de-
termination of whether gain from the sale or exchange of property
would be considered as gain from the sale or exchange of property
which is neither a capital asset nor property described in section
1231(b) is to be made without regard to the application of section
1245(a).
Paragraph (5)(A) of section 13(f) of the bill adds a new sentence

at the end of section 453(d)(4)(A), relating to distribution of install-
ment obligations in complete liquidations of subsidiaries under sec-
tion 332. Section 453(d)(4)(A) provides that if an installment
obligation is distributed by one corporation,to another corporation and
if under section 332 no gain or loss is recognized to the recipient
corporation with respect to the receipt of such obligation, then no
gain or loss with respect to the distribution of such obligation is
recognized to the distributing corporation. The new sentence pro-
vides that if section 334(b)(2) (relating to the basis of property re-
ceived in certain liquidations to which sec. 332 applies) applies in
respect of property received by the distributee corporation, then the
rule of existing law is not to apply to the extent that under paragraph
(1) of section 453(d) gain to the distributing corporation would be
considered as gain to which section 1245(a) applies. For example,
assume that corporation X sells section 1245 property and returns
its income therefrom on the installment method under section 453.
Corporation Y then buys all the outstanding stock of X and\ within
2 years after the purchase X adopts a plan of complete liquidation.
If an installment obligation received by X upon the sale of the sec-
tion 1245 property is distributed to Y in the liquidation, gain will be
recognized to X under paragraph (1) of section 453(d) to the extent
that the excess of the fair market value of the obligation over its
basis constitutes gain to which. section 1245(a) applies.
Paragraph (5)(B) of section 13(f) of the bill adds a new sentence

at the end of section 453(d)(4)(B), relating to distribution of install-
meont obligations in liquidations to which section 337 applies. Section
453(d)(4)(B) provides that if an installment obligation is distributed
by a corporation in the course of a liquidation and if under section
:337 no gain or loss would have been recognized to the corporation
if tie corporation had sold or exchanged such obligation on the day
of the distributionn, then no gain or loss is recognized to the corpora-
tion by reason of the distribution. The new sentence provides that
the preceding rule is not to apply to the extent that under paragraph
(1) of section 453(d) gain to the distributing corporation would be
considered as gain to which section 1245(a) applies. For example,
assume that corporation X, which makes its return on the basis of the
fiscal year ending June 30, adopts a plan of complete liquidation on
March 15. On June 15, X sells section 1245 property and returns
its income therefrom on the installment method under section 453.
On October 15, X distributes all of its property (including an install-
ment obligation received in respect of the sale) in complete liquidation.
Gain will be recognized to X under paragraph (1) of section 453(d)
to toe extent that the excess of the fair market value of the installment
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obligation over its basis constitutes gain to which section 1245(a)
applies.

(g) Effective dates.-Subsection (g) corresponds to subsection (f) of
the bill as passed by the House which provided that the amendments
made by this section of the bill shall apply to taxable years beginning
after December 31, 1961? and ending after the date of the enactment
of the bill. Your committee's amendment provides that the amend-
ments made by this section shall apply to taxable years beginning
after December 31, 1962, except that subsection (c) of this section
shall apply to taxable years beginning after December 31, 1961, and
ending after the date of enactment of the bill.

SECTION 14. FOREIGN INVESTMENT COMPANIES

(a) Treatment of sale of stock of foreign investment companies.-
Section 14(n) of the bill adds to the code a new section 1246 (relating
to gain on foreign investment company stock) and a new section 1247
(relating to election by foreign investment companies to distribute
income currently). Section 1246 provides for the inclusion as ordi-
nary income of certain gains from the sale or exchange of stock in a
foreign investment company. However, section 1246 will not apply
to the qualified shareholders of a registered foreign investment com-
pany which elects, under section 1247, to distribute its income
currently.

This section is substantially similar to section 15 of the bill as passed
by the House. However, your committee has made certain clarifying
changes and htas added a provision permitting a foreign investment
company which elects to distribute its income currently to make a
further election, if more than 50 percent of the value of its assets con-
sists of stock or securities in foreign corporations, to allow its share-
holders to treat as paid by them their proportionate shares of the
foreign taxes paid by the investment company. Your committee has
also added a provision allowing registered foreign investment com-
panies the opportunity to reincorporate tax free in the United States
without obtaining a ruling from the Commissioner under section 367.

SECTION 1246. GAIN ON FOREIGN INVESTMENT COMPANY STOCK

(a) Treatment of gain as ordinary income.-Under subsection (a)(1)
of section 1246, the bill as passed by the House provided that any gain
from the sale or exchange after December 31 1962, of stock to which
the subsection applies is to be treated as gain from the sale or exchange
of property which is not a capital asset, but only to the extent of the
taxpayer's ratable share of the earnings and profits of the company
accumulated for taxable years beginning after December 31, 1962.
Your committee has amended this provision to make it clear that
any gain upon a distribution which, under section 302 or 331, is
treated as a sale or exchange of stock shall be given the same
treatment. Any additional gain or any loss on the sale or exchange
of such stock will remain unaffected by these provisions. Subsection
(a)(1) applies to stock in a foreign corporation which was a foreign
investment company at any time during the period during which the
taxpayer held such stock. Thus subsection (a)(1) applies whether
or not the foreign corporation is within the definition of a foreign
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investment company at the time of the sale or exchange. However,
since under section 14(c) of the bill, section 1246 applies only with
respect to taxable years beginning after December 31, 1962, the cor-
poration must have been a foreign investment company while the
taxpayer held the stock at some time during such a taxable year.

Subsection (a)(2) of the new section 1246 provides that the tax-
payer's ratable share of the accumulated earnings and profits is to be
determined under regulations prescribed by the Secretary of the
Treasury or his delegate. Such determination is to include only the
taxpayer's ratable share of the earnings and profits of the foreign
corporation accumulated for the period during which the taxpayer
held stock in such foreign corporation (excluding any portion of such
period occurring in a taxable year of the corporation beginning before
January 1, _1963). The bill provides that such determination will
exclude the taxpayer's share of undistributed earnings and profits
which previously had been taxed to him under section 951 (relating to
alnounts included in gross income of U.S. persons, added by sec. 12
of the bill) or under section 551 (relating to foreign personal holding
company income taxed to U.S. shareholders). Under the bill as
amended by your committee only such earnings and profits attribut-
able to any amount previously included in the gross income of such
taxpayer under section 951 will be excluded, and then only to the
extent that such inclusion under section 951 did not result in an ex-
clusion of any other amount from gross income under section 959.
The amount of the accumulated earnings and profits for any period is
determined after applying the rules of the code that distributions are
treated as made out of the most recently accumulated earnings and
profits.

Subsection (a)(3) of the new section 1246 requires the taxpayer to
establish the amount of the accumulated earnings and profits of the
foreign corporation and his ratable share of such amount. He must
establish this information for the period during which he held such
stock, including whatever holding period is required by other sub-
sections of section 1246. Failure to establish this information will
result in all the gain from tile sale or exchange of such stock being
considered as gain from the sale or exchange ofproperty which is not
a capital asset.

Subsection (a)(4) of the new section 1246 provides that section
1246 is not to apply where the holding period of the stock as of the
date of the sale or exchange is 6 months or less.

(b) Definition of foreign investment company.-The definition of
foreign investment comlpaiiy in subsection (b) of section 1246 has
been amended by your conmlnittee. The House bill defined a foreigninvestment company as any foreign corporation which'satisfied one
of two alternative tests. Your committee bill provides that either of
these two tests must be satisfied for any taxable year beginning after
December 31, 1962, in order for a foreign corporation to be a foreign
investment company. The first test is met if the foreign corporation
is 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. tUnder the Investment Company Act of
1940, an investment company organized or created under the laws of
a foreign country is required to register with the Securities and
Exchange Commission in order to make a public offering of its securities
in tlhe United States. The act defines an investment company, in
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general, as any issuer of securities which is or holds itself out as being
engaged primarily in the business of investing, reinvesting, or trading
in securities. Under the second test provided by the new section
1246(b), a foreign corporation, even though it does not make a public
offering of its securities and does not register under the act, is a foreign
investment company if it satisfies two conditions. The first condition
under the House bill was that the foreign corporation must be engaged
(or holding itself out as being engaged) primarily in the business of
investing, reinvesting, or trading in securities (within the meaning of
sec. 3(a)(1) of the act). The bill as amended by your committee
provides that section 3(a)(1) of the act would be limited by pagrgraphs
(2) through (10) (except par. (6)(C)) and paragraphs (12) through (15)
of section 3(c) of such act for purposes of determining if the first con-
dition is satisfied. The effect of your committee's amendment is to
exclude from foreign investment company treatment certain foreign
corporations such as, for example, brokers, banks, and small loan com-
panies. Under the second condition, the first condition must be satis-
fiel at a time when 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, was held directly or
indirectly (within the meaning of sec. 958(a) of the code, added by
sec. 12 of the bill), by U.S. persons (as defined in sec. 7701(a)(30) of
the code, added by sec. 7(h) of the bill). Under the Investment Com-
pany Act of 1940, the term "security" is defined broadly and includes
among others, stock, treasury stock, bond, debenture, any evidence
of indebtedness, certificate of interest or participation in any profit-
sharing agreement, collateral-trust certificate, certificate of deposit
for a security, or a fractional undivided interest in oil, gas, or other
mineral rights.

(c) Stock hainytg transferred or substituted basis.-Subsection (c) of
new section 1246 provides that stock in a foreign corporation, the
basis of which (in the hands of the taxpayer selling or exchanging
sucl stock) is determined by reference to theirbasis (in such taxpayer's
hands or any other person's hands) of stock in a foreign investment
company, will to the extent provided in regulations prescribed by the
Secretary of the Treasury or his delegate be treated as stock of a foreign
investment company, The stock which is so treated will be considered
Inder section 1223 (relating to holding period of property) to be hold
by the taxpayer throughout the period during which the foreign
investment company stock was held in addition to the period during
which the stock in the foreign corporation is held. Transactions to
whicl subsection (c) applies include the following:
A person owning stock in a foreign investment company transfers

such stock to foreign corporation F which he controls in exchange for
stock of corporation F in a transaction to which section :351 applies.
Clearance under section 367 is obtained. "The stock of corporation
F received in exchange for the foreign investment company stock
will bo considered stock of a foreign investment company. If the
stock of corporation F is later transferred by gift, the donee will
also treat such stock as stock of the foreign investment company and
tile holding period of the done will include the period during which
the donor held tile stock ill the foreign investment companyland
corporation F.

(d) Rlles relating to entities holding foreifln investment stock.--
Sil)section ((l) of tle noew section 124 Iprovides that to tlic extent
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provided in regulations prescribed by the Secretary of thie Treasury
or his delegate, trust certificates of a trust to which section 677
(relating to income for benefit of grantor) applies, and stock in a
domestic corporation, will be treated as stock of a foreign investment
company to the extent that such trust or corporation ias an invest-
inent in stock in a foreign investment company. As a result of this
provision the taxpayer is deemed to be holding stock of the foreign
investment company. The trust certificates or stock are to be treated
under section 1223 as held by the taxpayer throughout the holding
period for which the trust or domestic corporation held stock in a
foreign investment company, but limited to the period during which
the taxpayer held such trust certificates or stock in the domestic
corporation. Such stock in deemed to be held by him in the same
proportion that the actual investment in stock in a foreign investment
company by the trust or domestic corporation bears to the total
assets of such trust or domestic corporation. For example, if a
domestic corporation las an investment of $20,000 in stock of a
foreign investment company and total assets of $100,000, the pro-
portion of the domestic corporation's investment is 20 percent.
Therefore, 20 percent of each share of stock in such corporation will
be deemed to be foreign investment stock and 20 percent of the gain,
if any, resulting from the sale or exchange thereof, will be subjected
to section 1246 treatment.

(e) Rules relating to stock acquired from a decedent.-Paragraph (1)
of subsection (C) sets forth tlhe manner for computing the basis of
stock il a foreign investment company which is acquired from a.
decedent dying after )December 31, 1962, and treats the holding period
by thelheir or successor in the manner provided for in subsection (c).
Unlder paragraph (1) of subsection (e) tile stock's basis determined
under section 1014 will be reduced by tlhe decedent's ratable share of
tle company's earnings and profits accumulated in taxable years
beginning after December 31, 1962. For example, if the stock had
anll adjusted basis of $100, a fair market value of $150 oil tle (late of
the (leced((et's d(eathl, and $30 \vas tle (decedent's ratable share of tlle
ac1cumrl11lated earnings anld profits duringg thle period he held such
stolk after Decembe)r 31, 1962, the person acquiring tihe stock from
tlle decedlent wouldl Ilave a )asis of $120 ($150--$30). IIn no case is tlle
i)asis (deterllined kinder section 1014 to be red uced below the adjusted
l)asis of tlhe stock in the handl(s of the d(ecedelnt, immediately )before
Ills (leaitl, regardless of the dece(ient's ratable share of such earnings.
Thlus, ill the lab)ove exaIIII)le, the basis could 1not be reduced below
$100.

Tlhe stock so Iacquir'd from a decedent shall )be treated as if it were
hleld thlrolughouttlie holding period of thle dece(e(!clt in addition to tlhe
holdling period of tile person acquiring the stock. ''Thus, inl effect, thle
holding period of the (1ecedent is tacked onto that of tlie person
acqlirilng tile stock. If, in thle example illustrated in the preceding
pa)agrag h,th}le stock were sold immediately after acquisition at its
fair market value of $150, thli gain of $30 ($150-$120) would be
ttrelat(ed as gain from tlhe sale of property which is not a capital asset.
If, after acquisition the stock further increased in value, upon a sale or
exchange,g $30 plus tile portion of tle gainl which is equal to tte tax-
I)ayer's ratable sliare of tlhe accumulated earnings and profits of the
corporation for the period during wliich lie lield such stock would be
treated in the same manner.
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In the event the decedent's executor decides to determine the gross
estate under section 2032 (relating to alternate valuation), for purposes
of section 1246(e), the date the stock is so valued will be considered
the date of the decedent's death. Therefore, the basis determined at
such later date will be reduced by the decedent's ratable share of the
earnings and profits accumulated during the period preceding the date
of his death and the earnings and profits accumulated during the
period between such date and the date of alternate valuation.
Paragraph (2) of section 1246(e) provides that if foreign investment

company stock acquired from a decedent is sold or exchanged at a
gain which gain is subject to ordinary income treatment under sub-
section (a) of section 1246, the taxpayer, under regulations prescribed
by the Secretary of the Treasury or his delegate, is to be allowed a
deduction from gross income, for the taxable year of the sale or
exchange, equal to that 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 representing the reduction in basis described in para-
graph (1). The value determined-in (B) is actually the taxpayer's
basis of the stock as determined under section 1246(e)(1). The pro-
vision of paragraph (1) may be illustrated by the following example:
Example
The gross estate of a decedent dying in 1963 was $126,000, which

included foreign investment company stock valued at $5,000. Assum-
ing deductions of $10,000 and an exemption of $60,000, the taxable
estate. amounted to $55,000. The estate tax paid on this amount is
$8,250. Assuming that the decedent's.share of earnings and profits
accumulated after December 31, 1962, was $500 the heir's basis for
such stock determined under section 1246(e)(1) would be $4,500.
If the heir sold such stock in 1963, he is allowed to deduct the follow-
ing amount from his 1963 gross income:
Estate tax actually paid (on taxable estate of $55,000)--- -------- $8, 250
Less: Estate tax computed by reducing the gross estate by $500 (tax
on taxable estate of $54,500) -------------------- ------------- 8, 125

Amount deducted from the heir's gross income---------------- 125
If in 1963, the heir had sold only one-half of the stock then only $62.50
(one-half of $125) could have been deducted from his gross income.

(f) Information with respect to certainforeign investment companies.-
Subsection (f) of section 1246 requires certain U.S. shareholders of a
foreign investment company to furnish with respect to such colnlpany
suchl information as the Secretary of the Tlreasury or his delegate shall
by regulations prescribe. The requirement is applicable only to those
i.S. persons who on the last day of the taxable year of a foreign
investment company beginning after December 31, 1962, own 5 per-
cent or more in value of the stock of such company.

(g) Nonapplication of section S67 in certain cases.-Your committee
has redesignated subsection (g) of section 1246 in the bill as passed by
the House as subsection (h) and has added a new subsection (g) whlic
has no corresponding provision in the bill as passed by the House.
The now subsection (g) provides that if a registered foreign investment
company described in subsection (b)(1) has made an effective election
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to distribute income currently under section 1247 with respect to tax-
able years beginning after December 31, 1962, then section 367 will not
apply in respect of such foreign investment company if the company is
a party to a reorganization (within the meaning of sec. 368) in which all
of its properties are acquired before January 1, 1964, by a domestic
corporation which is a regulated investment company under section
851 for its first taxable year ending after the reorganization.

(l1) Cross-referelce.-Sublsection (h) of section 1246, which corre-
sponds to subsection (g) in the bill as passed by the House, is a cross-
reference to section 312(1) of the code (relating to effect on earnings and
profits of foreign investment companies) which is added by section
14()) (1) of the bill.

SECTION 1247. ELECTION BY FOREIGN INVESTMENT COMPANIES TO
DISTRIBUTE INCOME CURRENTLY

Section 1247, which is added to the code by section 14(a) of the
bill, provides that section 1246 will not apply to the shareholders of
a registered foreign investment company if such company makes the
election provided for by section 1247, and if the shareholders include
in their income their pro rata share of the excess of the net long-term
capital gain over the net short-term capital loss of the company for
each taxable year.

(a) Election byforeign investment company.-Section 1247(a) (1) pro-
vides that if a foreign investment company of the type defined in
section 1246(b)(1) (relating to registered foreign investment com-
panies) makes the election provided by.section 1247, section 1246
will not apply with respect to its qualified shareholders during any
taxable year of the company to which the election is effective. Such
election must be made on or before December 31, 1962, in the manner
provided in regulations prescribed by the Secretary of the Treasury
or his delegate. rhe election commits the company to fulfill the
requirements provided in subparagraphs (A), (B), and (C) of sub-
section (a)(1) for each taxable year beginning after December 31, 1962.

Under subparagraph (A), the, company elects to distribute to its
shareholders during each taxable year at least 90 percent of its tax-
ablehincome for such year. For this purpose, taxable income is the
amount determined as if such company were a domestic corporation
but with the adjustments provided in subparagraph (A) of para-
graph (2).

Under subparalgralph (1), tlhe bill provided that the company elects
to designated, in a written nIotice mIailed to its sllarehlolders at any
tilte( l)efoir .30 days after the (lose of its taxal)el year, tle pro rata
amliount of tlle excess of tile net long-term cal)ital gail over the niet
shorllt-(tern (capital loss and tille olrtiotltio oti f whicll is being distrib-
ut(,d(. T1i(e bill as amended lby yolrl comlnittee pI)ovides that tlhe
wNlit tte notice shall he Imail(ed at any tilel( before 45 (days after tlie close
of sucll taxable year, Such (let(ermiations are to be made as if suchl
colli)paly were( a (dolllestic( corpol)ation,
Under subparagraph (C) the company elects to provide such infor-

mation as the Secretary of the Treasury or his delegate deems necessary
to carry out the purposes of section 1247.

Paragraph (2)(A) of sulbse(tion (a) provides special rules for coim-
)puting taxable income (under pa)ragiraph (1) (A).
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Subparagraph (A) states that such taxable income will be deter-
mined without regard to-

(i) the excess of the net long-term capital gain over net short-
term capital loss for the taxable year,

(ii) the net operating loss deduction under section 172, and
(iii) the deductions provided in part VIII of subchapter B

(relating to special deductions for corporations), other than the
deduction provided in section 248 (relating to organizational
expenses).

Paragraph (2) (B) provides that in determining the amount of the
distribution made under paragraph (1)(A), a distribution made after
the close of the taxable year but on or before the 15th day of the third
month of the next taxable year will be treated by the company (but
not by its shareholders) as distributed during the earlier year to the
extent elected by the company on or before the 15th day of such third
month. Such election is to be made in accordance with regulations
prescribed by the Secretary of the Treasury or his delegate.
Subparagraph (C) of paragraph (2) provides that for purposes of

making the computations under paragraph (1)(B), any capital loss
under section 1212 incurred prior to the first effective year of the
election will not be carried forward to the period for which the election
is effective.

(b) Years to which election applies.-Subsection (b) of the new sec-
tion 1247 provides that the election is to terminate starting with the
first day of the first taxable year in which-

(1) the company fails (unless it is shown that such failure is due
to reasonable cause and not due to willful neglect) at any time to
comply with any of the requirements set forth in subsection (a)(l),

(2) the company is a foreign personal holding company, or
(3) the company is not a registered foreign investment com-

pany as described in section 1246(b)(1).
It is recognized that some registered foreign investineit companies

nmay experience difficulties in ascertaining tllhe extent to which dlis-
tributions which thel y receive on investments in stocks of otiler foreigll
corporations represent illcoime1 to tlihoi under the stantlardls of thle
Internal Revenueo Code; for examllple, this nty1be true with respect
to distributions from foreign mining comIpalnieS. Thoe bill provides
in section 1247(b)(1) that thel company will not. be disqualified under
section 1247 if its failure to distribute 90 percent of its incollme is dlue
to reasonable cause and n1ot dtue to willful neglect. If in determining
its inlcoIme, thle company relies in good flitlh upon estilllltes and(
ol)inions of independent certified l)tublic accounltanlts or other experts
which atre also used for )purposes of its fitllaicial statements filed withll
thet Securities an(d Exchlange Commlluission under the Investmenlnl
Company Act of 1940, sucl reliance would constitute reasonable
cause for this purpose.

(c) Qualified shareholders.-Paragraph (1) of subsection (c) of sec-
tion 1247 defines a "qualified shareholder" to mean a shareholder
who is a U.S. person (as defined in sec. 7701(a)(30), added by sec. 7(h)
of the bill) other than a shareholder described i paragraph (2).
Paragraph (2) provides that a 'US. person is not to be treated as a

qualified shareholder for his taxable year if for such taxable year (or
for any prior taxable year) he fails to include (in computing his long-
term capital gains in his return for such taxable year) the amount
designated by the company as his pro rata share of the undistributed
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portion of the excess of the net long-term capital gain over the net
short-term capital loss of the company for the company's taxable year
ending within or with the shareholder's taxable year. Once a taxpayer
fails to comply with the provisions of this paragraph in determininghis
status as a qualified shareholder, he loses the benefits of a qualified
shareholder for the duration of the election and section 1246 will apply
when he sells or exchanges the stock of the foreign investment com-
pany at a gain. However, if a taxpayer can show that the failure to
include his share of the undistributed capital gains in his return was
due to reasonable cause and not due to willful neglect, he will continue
to be treated as a qualified shareholder.

(d) Treatment of distributed and undistributed capital gains by
qualified .'shareholders.-Your committee has redesignated subsection
(d) (relating to adjustments) of the new section 1247 as subsection (e)
and has substituted a new subsection (d) which has no corresponding
provision in the bill as passed by the House. The new subsection (d)
provides rules for the treatment at the shareholder level of the dis-
tributed and undistributed portions of certain capital gains of a
foreign investment company. Such capital gains are the excess of
the net long-term capital gain over the net short-term capital loss for
each taxable year of a foreign investment company with respect to
which an election pursuant to subsection (a) is in effect. These rules
for the treatment of such gains apply only to- shareholders of such
company who are qualified shareholders within the meaning of
subsection (c).

Paragraph (1) of subsection (d) provides that every qualified
shareholder of such company shall include his pro rata share of the
distributed portion of such capital gains of such company in com-
puting his long-term capital gains for his taxable year in which such
distributed portion is received. Rules of existing law will continue
to apply with respect to the receipt of such amounts by shareholders
who are not qualified shareholders within the meoaing of subsec-
tion (c). Accordingly, an unqualified shareholder would treat his
pro rata share of the distributed portion of such capital gains as
dividend income taxable at ordinary income rates.

Paragraph (2) of subsection (d) provides that every qualified
shareholder of such company, in computing his long-term capital
gains for his taxable year in which or with which the taxable year
of the company ends, shall include his pro rata share of the undis-
tributed portion of such capital gains for the taxable year of the
company.

(e) Adjustments.--Subsection (e) of the new section 1247, which
corresponds to subsection (d) in the bill as passed by the House,
provides that proper adjustment, under regulations proscribed by the
Secretary of the'Treasury or his delegate, shall be made to reflect the
inclusion in gross income of a qualified shareholder of his pro rata share
of the undistributed portion of such capital gains under subsection
(d)(2).

JUnder paragraph (1), the bill as passed by the House provided
thatt suc1( adjustment shall be made to the earnings and profits of
the electing foreign investment company. rThe bill as reported provides
in ad(ldition that such adjustment shall be made to a qualified
shareholder's ratable share of such earnings and profits.

Paragraph (2), provides that adjustment shall also be made to the
adjusted basis of stock held by qualified shareholders of the company.
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(f) Election by foreign investment company uith respect to foreign tax
credit.-Subsection (f) of the new section 1247, for which there is no
corresponding provision in the bill as passed by the House, provides
that certain foreign investment companies may elect to be treated as
conduits for the purposes of income, war profits, and excess profits
taxes described in section 901(b)(1) which such companies pay to
foreign countries and possessions of the United States. If such an
election is made, the qualified shareholders may apply their propor-
tionate shares of such foreign taxes either as a credit under section
901 or as a deduction under section 164(a) to -the same extent as if
they had paid such foreign taxes. The election may be made by a
foreign investment company for any taxable year with respect to
which an election pursuant to subsection (a) is in effect, if more than
50 percent of the value of the company's total assets at the close of
such taxable year consists of stock or securities in foreign corporations.
The conduit treatment provided in this subsection is not available
with respect to taxes deemed to have been paid under section 902
(relating to the credit allowed to corporate shareholders of a foreign
corporation for taxes paid by such foreign corporation).

If a foreign investment company for a taxable year elects the
conduit treatment for foreign taxes under subsection (f), the deter-
mination of whether the election under subsection (a) is in effect for
such taxable year is made in accordance with the rules provided in
paragraph (1) of subsection (f). Under these rules, taxable income of
the foreign investment company is computed without any deductions
for income, war profits or excess profits taxes (which are described
in sec. 901(b)(1)) paid to foreign countries or possessions of the
United States and the amount of such taxes are treated as distributed
to shareholders for purposes of satisfying the requirement in subsec-
tion (a) (1) (A) that at least 90 percent of taxable income be distributed.
Under paragraph (2) of subsection (f), each qualified shareholder of

the foreign investment company making the election under this
subsection is required to include in his gross income and treat as paid
by himl his proportionate share of foreign taxes described in subsection
(f)(l)(A), which were paid by the foreign investment company. For
purposes of applying the foreign tax credit, the qualified shareholder
shall treat his proportionate share of such taxes as having been paid to
the country in which the foreign investment company is incorporated.

(g) Notice to shareholders.-Subsection.(g) of section 1247, for which
there is no corresponding provision in the bill as passed by tile House,
provides that the amounts to be treated by a qualified shareholder, for
purposes of subsection (f)(2), as his proportionate share of taxes (do-
scribed in subsection (f) (1) (A) paid by the foreign investment company
shall not exceed the amounts designated by the foreign investment
company ill a written notice mailed to its shareholllers not later than
45 days after tho close of its taxable year.

(hi) Afan;ner of making election and notifJyng shareholders.-'his sub-
section, which lias 1no corresponding provision ill tle bill as passed by
the House, provides that the election by the foreign investment com-
palny to make the foreign tax credit available to its sharelioldohrs under
subsection (f) and the notice to its slharellolders of the (lesigitation of
certain amounts under subsection (g) shall be madeI in thle manuiil pro-
vided in regulations to be prescribed by thl Secretary of tlie Treasury
or his delegate,
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(i) Loss on sale or exchange of certain stock held less than 6 months.-
Subsection (i) which is id(etical to sulbsection (e) of section 1247 of
tlhe bill as passed by the House, provides that. if a share of stock is held
by (qualified shareholder for less than 6 mIoliths and if lhe treats any
amount designated under section 1247(a)(1)(B) as long-teini capital
gaill with respect to such shares, tlh(en anyl loss on the sale or exchange
of such share (to the extent of tlie amount so treated as long-teim
capital gain) shall be treated as loss from the sale or exchange of a
cal)itafl asset, held for more than 6 months. For example, oil Decemnber
20, 1963(, A plurcllases a share of stock in corporationiF, an electing
foreign investment t (,olpll)nay, for $50. (Collorration F (which is on a
calen(ldar-yearn basis) designates A's share of its long-term capital gains
for lthe year 1963 as being $5. No distribution with respect, to capitalgains is made. A, therefore, includes $5 in computing his long-term
capital gains in his return for 1963. On-January 10, 1964, A sells
suchl share for $49, Since A calls a basiss of $55 (tle,$50 original cost.
plus the $5 capital gain included in income but not distributed) the
sale results in a loss of $6. Subsection (e) treats $5 of this loss as a
long-termlcapital loss.

SECTION 14. FOREIGN INVESTMENT COMPANIES
(Continued)

(b) Conforming anendnents.---Paragraph (1) of section 14(b) of
the bill amends section 312 of the 1954 Code (relating to effect on
earnings and profits) by adding after subsection (k) thereof a new sub-
section (1).

Paragraph (1) of subsection (1) provides that upon the sale or ex-
chanige of stock In a foreign investment company by a shareholder
who is a U.S. person, if such foreign investment company is a member
of an affiliated group (as defined in par. (2)), then the accumulated
earnings and profits of all member companies are to be allocated
under regulations prescribed by the Secretary of the Treasury or
his delegate, in such a manner as to carry out the purposes of section
1246.
Paragraph (2) of subsection (1) defines the term "affiliated group"

for purposes of subsection (1) () to have the same meaning as such term
has in section 1504(a) except that (A) "more than 50 percent" is
substituted for "80 percent or more" wherever appearing in section
1504(a), and (B) all corporations are treated as ineludible corporations
without regard to section 1504(b).
Paragraph (3) of new subsection (1) provides a rule governing the

reduction in those earnings andi profits of a foreign investment company
as a result of amounts distributed by Ia foreign investment comIpany
in a partial liquid(ltion or il redemptions to which section 302(a) or
303 applies. C'lie portion of the distribution which is chargeable to
earnings and profits shall bo an amount which is not in excess of the
redeemed stock's ratable share of tlhe earnings and profits of the com-
pany accumulated after February 28, 1913. The effect of this pro-
vision is to allocate to each shure of stock (whether or not redeemed)
an equal amount of the company's accumulated earnings and profits
at the time of the redemption. lParagraph (3) of subsection (1) applies
only to such distributions made afterl)ecember 31, 1962. The ap-
plication of subsection (1)(3) of section 312 may be illustrated by the
following exanmlle: Corporation F, a foreign investment company, has
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accumulated earnings and profits of $10,000 on December 31, 1963,
on which date corporation F redeems shareholder A's stock for cash
in the amount of $4,000. -A is a 20-percent shareholder. Under the
amendment the earnings and profits of the corporation'are reduced by
only $2,000 (20 percent of $10 000).

Paragraph (2) of section 14(b) of the bill amends section 751(d)(2)
of the code (relating to inventory items of a partnership which have
appreciated substantially in value) by adding new subparagraphs (C)
and (D) which provide treatment for the sale or exchange of an in-
terest in a partnership which holds stock in a foreign investment
company. The amendment treats foreign investment company stock
as an inventory item of the partnership under subsection (d)(2) of
section 751. If an interest in a partnership, holding stock in a foreign
investment company, is sold or exchanged, and if section 1246(a)
would apply to the gain on the sale or exchange of such stock were
such stock sold or exchanged by the partnership, the amount received
for such interest which is attributable to the inventory items under
section 751(d)(2) (including foreign investment company stock) will
be taxed at ordinary income rates, provided under section 751(d)(1)
the substantial appreciation tests for inventory items of the partner-
ship are satisfied.

Paragraph (3) of section 14(b) of the bill amends section 1223 of
the code (relating to holding period of property) by redesignating
paragraph (10) as paragraph (11) and adding a new paragraph (10).
Paragraph (10) requires a taxpayer in determinining the period for
which lie held certain trust certificates to which section 1246(d)
applies (relating to entities holding foreign investment company
stock), or the period for which he held stock to which such -section
applies, to include the period for which the trust or corporation held
the stock of foreign investment companies.

(c) EIfective date.-Subsection (c) of section 14 of the bill provides
that the amendments made by section 14 are to apply with respect
to taxable years beginning after December 31, 1962.

SECTION 15. GAIN FROM CERTAIN SALES OR EXCHANGES
OF STOCK IN CERTAIN FOREIGN CORPORATIONS

(n) Treatment of gain from the redemption, cancellation, or sale of
stock in certain foreign corporations.--Sub)section (a) of section 15 of
the bill, correspondilig to section 16 of tfle bill1as passed by the House,
alenlds part IV of subchapter P of chapter 1 (relating to special rules
for determining capital gains and losses) by (ddling after section 1247
_(as added by sec. 14 of the bill) a new section 1248.

SECTION 1248, GAIN FROQM CERTAIN SALES Oit EXCHIANGES OF STOCK IN
CERTAIN FOREIGN CORPORATIONS

Section 1248 provides that. gain recognized on the sale or exchange
of stock by a U.S. person owning 10 percent or more of the voting
stock of a foreign corporation shalll e included in gross income of such
person as a dividend( to tlhe extent of the earnings and profits of the
foreign corporation attrilbutalle to the period tile stock sold or ex-

chlanged was held by suchl person while tile foreign corporation was a1
controlled foreign corporation. Section 1248 also provides a limit a-

87490-62-20
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tion on the amount of tax payable by a U.S. person who is an indi-
vidual, as defined in section 7701(a) (30) (A) (added by sec. 7 of the
bill), and special rules for determining earnings and profits of a foreign
corporation for purposes of this section.

(a) General rule.-Subsection (a) of section 1248 provides two pre-
requisites to the application of the section. First, a U.S. person, as
defined in section 7701(a)(30), must sell or exchange stock in a foreign
corporation. For this purpose, distributions under section 302,
relating to distributions in redemption of stock, or section 331,
relating to complete or partial liquidations of a corporation, are treated
as exchanges. Second, a U.S. person must have owned within the
meaning of section 958 (added by sec. 12 of the bill), 10 percent or
more of the total combined voting power of all class of stock entitled
to vote of the foreign corporation at any time during the 5-year period
ending on the date of sale or exchange, and the foreign corporation
must have been a controlled foreign corporation, as defined in section
957 (added by sec. 12 of the bill), on such date. If these conditions
are satisfied, section 1248(a) requires that if a gain is recognized by
the U.S. person on the sale or exchange of the stock of the foreign
corporation, such amount of the gain as does not exceed the U.S.
)perIson's proportionate share of the earnings and profits of the foreign
corporation attributable (under regulations prescribed by the Secre-
tary of the Treasury or his delegate) to the stock sold or- exchanged
which were (1) accumulated ii taxable years of the foreign corporation
beginning after December 31,\ 1962, (2) during the period or periods
the stock sold or exchanged was held by such person, and (3) while
such foreign corporation was a controlled foreign corporation, shall
be included in gross income of the U.S. person as a dividend. Section
1248 will not, apply to exchanges in which gain is not recognized, for
example, exchanges described in sections 332, 351, 354, 355, or 361 of
tile cole, if before such exchange, as prescribed in section 367, it has
been established to the satisfaction of the Secretary of the Treasury
orlis delegate that such exchange is not in pursuance of a plan having
as one of its principal purposes the avoidance of Federal income taxes,
To the extent gain is included in gross income as a dividend, the

pertinent rules of subpart A of part JII of subchapter N, relating
to, foreign tax credits, apply. Thus, foreign-tax credits for amounts
allowed under section 901(b) with respect to taxes paid, and section
902 with respect to taxes deemed to be paid, are allowable if the
U.S. person chooses to have the benefits of such sections. That part
of the gain in excess of the amount included in gross income as a
dividend under section 1248 is treated as provided by the code with-
out regard to new section 1248 and there is no foreign tax credit with
respect to taxes paid by the foreign corporation as to the portion of
the gain that is not a dividend.

''TeI bill as passed by the House would have treated as a dividend
gain attributable to earnings and profits of foreign corporations accu-
mnulated after February 28, 1913, and in taxable years of such corpo-
rations ending on or before December 31, 1962, or gain attributable
to earnings and profits of foreign corporations for periods during which
ia U.S. personal was a shareholder in a foreign corporation at a time
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when the foreign corporation was not a controlled foreign corporation.
The bill as passed by the House contained no provision for the allow-
ance of a foreign tax credit in the case of the sale or exchange, other
than in redemption or liquidation, of stock in a controlled foreign
corporation.
The application of this subsection may be illustrated by the follow-

ing examples:
Example 1.--A, an individual U.S. person, is, and always has

been, the sole shareholder of foreign corporation X. X was organized
on January 1, 1961, and had earnings and profits of $100 in the taxable
year ending December 31, 1961, $200 in taxable year 1962, and $50
in taxable year 1963. A sold all his stock, a capital asset, in corpora-
tion X on December 31, 1963, and realized a gain of $400. Fifty
dollars of the total gain (A's share of the earnings and profits of X for
taxable year 1963) is includible in gross income of A as a dividend and
$350 is includible in gross income of A as gain from the sale or exchange
of a capital asset held for more than 6 months.

Example 2.-Assume the same facts as in example 1, except that
A sold one-half of his shares in corporation X on December 31,
1963, rather than his entire stock interest, and realized a gain of $150.
Twenty-five dollars of the total gain is includible in gross income of A
as a dividend and the remaining $125 of gain is includible in gross in-
come of A as gain from the sale or exchange of a capital asset held for
more than 6 months.

Example S.-U.S. person A, a domestic corporation, on January 1,
1963, owned 35 shares of stock in corporation X, a foreign corpora-
tion which was not a less developed country corporation. The
remaining shares of X stock were held by U.S. individual B, 10 shares,
and foreign corporation M, 55 shares. On January 1, 1964, A pur-
chased 10 shares of corporation X stock from M and on January 1,
1965, A purchased 10 shares of corporation X stock from B. Corpo-
ration X had earnings and profits of $100 in each of the years 1963,
1964, and 1965 after payment of foreign income tax of $25 in each such
year (20-percent rate). A sold all its stock in corporation X, 55 shares
on December 31, 1965, and realized a total gain of $500. Of the total
gain, $100 (45 percent of the earnings and profits of 1964 and 55
percent of the earnings and profits of 1965 (corporation X was not a
controlled foreign corporation in 1963)) is includible in gross income
of A as a dividend and $400 is includible in gross income of A as gain
from the sale or exchange of a capital asset held for more than 6
months. A, being a domestic corporation and owning at least 10
percent of the voting stock of foreign corporation X, could choose
the foreign tax\credit benefits of the-code. Therefore, since foreign
corporation X had paid a foreign income tax of 25 percent on the
amount includible in income as a dividend, the inclusion of an amount
under section 1248 would result in a not additional Federal income
tax of 32 percent (assuming an effective U.S. tax rate of 52 percent)
of the grossed-up amount included in gross income, a tax result
equivalent to that which would have followed a distribution of
earnings and profits to A by the controlled foreign corporation. The
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amount of tax payable under this chapter would be computed as
follows:
Amount includible in gross income as a dividend -------------------- $100. 00

Amount included in gross income under sec. 78:
1965: $25X55/100------------------------------$13. 75
,1964: $25X45/100-------------------------------- 11.25

Total foreign tax paid with respect to $100------------------- 25. 00

Total amount included in gross income-----------.----------- 125. 00

Tentative U.S. tax (at 52 percent rate)---------------- ------------ 65. 00
Foreign tax credit (sec. 902)-------------------------------------- 25. 00

Net U.S. tax----------------------------...---------------- 40.00
Example 4,.-Assume the same facts as in example 3 except that

A sold 30 shares of corporation X stock, rather than 55 shares, upon
which A realized a total gain of $300. 'The sharess sold representelsd 10
shares purchased from B on January 1, 1965, 10 shares purchased
from corporation M on January 1, 1964, and 10 shares owned by A on
January 1, 1963. Of the total gain, $50 (20 percent of tie earnings
and profits of 1964 ($20) and 30 percent of tlhe earnings and profits of
1965 ($30)) is includible in gross income of A as a dividend, and $250
is includible as gain from the sale or exchange of a capital asset held
for more than 6 months.

(b)) Limitation of tax applicable to il,di(vituals.-Subsection (b) of
section 1248, for which there is no corresponding provision in the bill
as passed by the House, provides for a limitation of Federal income
tax resulting from the inclusion in gross income of an individual U.S.
person of an amount as a dividend under the provisions of section
1248(a).
Paragraph (1) of section 1248(b) provides that the tax attributable

to an amount included in the gross income of a U.S. person in accord-
ance with the provisions of section 1248(a) shall not be greater than
an amount described in paragraph (2) or paragraph (3), whichever
is lesser.
Paragraph (2) of section 1248(b) applies if the stock sold or

exchanged, including distributions treated as exchanges under sections
302 or 331, is a capital asset, within the meaning of section 1221, and
such stock has been held by the U.S. person for more than 6 months.
If these conditions are met, the limitations of tax applicable to an
amount includible in gross income of an individual U.S. person under
section 1248(a) is an amount equal to the sum of the amounts deter-
mined under subparagraphs (A) and (B) of section 1248(b)(2) if such
amount is less than the amount determined under paragraph (3) of
section 1248(b).
Subparagraph (A) of section 1248(b)(2) provides for an amount

equal to a pro rata share of the excess of an amount determined under
the provisions of clause (i) over an amount determined under the
provisions of clause (ii).

(Clause (i) of section 1248(b)(2)(A) provides for an amount equal
to tlie taxes that would Ilave b)ee(l paid by tile foreign corporation
liad it been(l taxed under chl(l)ter 1 asa (domestic corporation for
tlie pel)rio( or l)perio(ds tile stock sold or0exc'llange(l was held by tlhe
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U.S. person while the foreign corporation was a controlled foreign
corporation in taxable years beginning after December 31, 1962.
In determining the amount of Federal income tax the foreign corpora-
tion would have paid as a domestic corporation, the nature and amount
of income of the foreign corporation will be determined under the
provisions of the code as it relates to domestic corporations. Thus,
gain on the sale of a capital asset lield for more than 6 months is
considered long-term capital gain, so much of taxable income as does
not exceed $25,000 is exempt from surtax, etc. However, no deduc-
tion or credit will be allowable from gross income for income, war

profits, or excess profits taxes paid by the foreign corporation. In-
come, deductions, credits, or allowances will be taken into account
only for the period or periods the stock sold or exchanged1 was held
by the U.S. person in taxable years beginning after December 31,
1962, while the foreign corporation was a controlled foreign corpora-
tion, adjusted for distributions and amounts previously included
'in gross income of a U.S. shareholder under section 951.

Clause (ii) of section 1248(b)(2)(A) provides for an amount equal
to the income, war profits, or excess profits taxes paid by the foreign
corporation witl respect to income included in gross income under
section 1248(a).
Subparagraph (B) of section 1248(b) (2) provides for an amount equal

to it tax that would result by including in gross income of the individual
U.S. person, is gain from the sie or exchange of a cal)ital asset, an
amount equal to the amount included in gross income in accordance
withl the provisions of section 1248(a), reduced by the amount de-
termined under subpar'agraph (A) of section 1248(b) (2).
rhe application of section 1248(b)(2) may be illustrated by the

following example involving individual U.S. person A who owns 100
percent of the stock of foreign corporation X. A pullrclased the stock
of corporation X on January 1, 1963, and sold the stock on De-
caember 31, 1963. Corporation X files its income tax returns on a
calendar year basis. For taxable year 1963, the entire income of
corporation X was derived from. the purchase and sale of propertyy
lield for sale to customers in the ordinary course of trade or business.
The profit or loss statement of corporation X is summarized as fol-
lows:

1963
Gross receipts ..---- ---------------------------------------- 300, 000
Cost of goods sold -------.--------- ..---------------------- 125, 000

Gross income ------------------------------------- 175, 000
Rent, salaries, utilities, etc--..------------------------------..--- 75, 000

Taxable income -..---,--------------------------------- 100, 000
Foreign income tax (10 percent)-------------.-- .------------ 10, 000

Earnings and profits -9--------------------------------0, 000
A realized $120,000 gain on the sale of the stock and was required,
under thie provisions of section 1248(a), to include $90,000 in gross
income as a dividend and $30,000 as long-termll capital gain. Without
the application of section 1248(h), the tax attributable to the inclusion
of $90,000 in gross income of A as a dividend was $63;(00, an effective
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tax rate of 70 percent. The limitation of section 1248(b)(2) would be
computed as follows:

(i) An amount determined under section 1248(b)(2)(A):
(a) An amount determined under clause (i) of section

1248(b) (2) (A): Taxable income of corporation
X under chapter 1 of the code, $100,000, upon
which corporation X would have paid Federal
income tax of ..-----------. --------------- $46, 500

(b) An amount determined under clause (ii) of sec-
tion 1248(b) (2) (A): Income tax paid by corpo-
ration X-----------------------------. 10, 000

(c) The amount determined under subparagraph (A) is the ex-
cess of the amount determined under clause (i) over the
amount determined under clause (ii) ((a) minus (b))---- $36, 500

(ii) An amount determined under section 1248(b)(2)(B):
(a) The amount included in gross income under sec-

tion 1248(a) ..-------------------------- $90, 000
(b) The amount determined under subparagraph (A)

of section 1248(b)(2)---.---.------------- 36, 500

(c) The amount treated as long-term capital gain for
purposes of subparagraph (B) ((a) minus (b))_- 53, 500

(d) Tax that would have resulted from including $53,500 in
gross income as a long-term capital gain (25 percent of
$53,500) ------------------------------------- 13, 375

(iii) The limitation of tax attributable to the inclusion of $90,000 in gross
income as a dividend under section 1248(b)(2) is (item (i) plus
(ii)) ------------------- ---------------49, 875

Paragraph (3) of section 1248(b) provides for an alternative limita-
tion of tax applicable to an amount includible in gross income of an
individual U.S. person under section 1248(a) equal to the aggregate
additional Federal income tax which would have been paid by the
individual U.S. person had he included in gross income as a dividend
his pro rata share of the undistributed earnings and profits of the
foreign corporation for the period or periods the stock sold or ex-
changed was held by such person while such foreign corporation was
a controlled foreign corporation in taxable years of the foreign corpo-
ration beginning after December 31, 1962.

(c) Special rules.-Subsection (c) of section 1248 provides that
certain amounts included in earnings and profits of a foreign corpo-
ration, determined in accordance witl rules substantially similar to
those applicable to domestic corporations, will be excluded from
earnings and profits of tile foreign corporation for purposes of section
1248.

Paragraphl (1) of section 1248(c) correlates section 1248 with sec-
tion 951 (added by sec. 12 of tile bill) by reducing the amount of gain
considered a dividend nnder subsection (a) by the U.S. person's pro-
l)ortionate share of earnings and profits of the foreign corporation,
attributable to the stock sold or exchanged which had been previ-
ously included in the gross incoIme of theIU.. person by tile applica-
tion of subpart F of part III of subchapter N. However, such
amounts previously included in the gross income of the UJ.. person
under section 951 are reduced by amounts, attributable to tile stock
sold or exchanged, subsequently distributed by the foreign corpora-
tion and excluded from gross income of the U.S. person under section
959.
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The application of this paragraph may be illustrated by the follow-
ing example involving U.S. corporation A which owns 100 percent of
the stock of foreign corporation X. A purchased the stock on January
1, 1964, for $100 and sold the stock on January 1, 1966, for $115. For
the year 1964, corporation X had earnings and profits, all of which
was subpart F income, of $10, which was included in the gross income
of A under section 951. Corporation X had no earnings and profits
for the year 1965, but made a $5 distribution out of 1964 earnings and
profits which was excludable from gross income of A under section 959.
For the year 1966, A is required to include $10 in gross income as a
long-term capital gain, which amount is computed as follows:

(i) Amount of gain:
(a) Amount realized.-------- ------------------.-------- $115
(b) Adjusted basis:

Cost.-----------------------.------------ $10j)
Increase by amount included in gross income under

section 951 (sec. 961(a)) -------------------- 10

110
Reduced by amount excluded from gross income

under section 959 (sec. 961(b)) ---------------- 5

Adjusted basis---------------------------- 105

(c) Amount of gain ((a) minus (b)) ------------------------- 10
(ii) Amount of gain includible in gross income of A as a dividend

(sec. 1248(a)):
(a) A's proportionate share of earnings and profits accumu-

lated during the period the stock sold was held by A
($10 of earnings and profits for 1964, reduced by $6
distributed in 1965) ------- -------------------- 9$5

(b) A's proportionate share of earnings and profits previously
included in the gross income of A under section 951
($10) reduced by distributions excluded from the gross
income of A under sec. 959, ($5) --..---------------- 5

(c) Amount includible in gross income as a dividend ((a) minus
(b))---------------------------------------- 0

(iii) Amount of gain from the sale of a capital asset held for more than
6 months (item (i) minus item (ii)) ----- ---------------------- 10

Paragraph (2) of section 1248(c) for which there is no correspond-
ing provision in the bill as passd by tile Houlse, provides that if a
foreign corporation realizes gain from the, sale or exchantge of property
in purlsuance of a plan of conlplete liquidation in a taxal)le year b-
ginning after December 31, 19(2, and if section 337(a) would apply if
such corporation had been a domestic corporation, tle (earningI and
profits attributable, under regulations prescribed l;y tlie Secretary
of the Treaslry 0or his delegate, to any net gain from tle sale or ex-

change of 'property, as d(efinl)d in section 337(1)), will b)e. (cltl(ded fromn
earnings and profits of ithe foreign corl)oration for pII')OSCS of section
1248.
The application of paragraph (2) of section 1248(c) may be illus-

trated by an example involving foreign corporation X, wholly owned
by U.S. person A. Corporation X, reporting its income on a calendar-
year basis, adopted a plan of complete liquidation on January 1 1963.
During 1963, it sold all of its assets to M, and realized a gain of $300.
The earnings and profits of corporation X for taxable year 1963 were
$400, $100 attributable to operations and $300 attributable to the
sale of all of its assets to M. Corporation X was completely liquidated
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on December 31 1963, at which time all of its assets were distributed
to A. A realized a gain of $500 on the exchange. Corporation X was
not a collapsible corporation and section 332 did not apply to the
liquidation; $100 of earnings and profits attributable to 1963 opera-
tions is includible in the gross income of A as a dividend under the
provisions of section 1248(a), and $400 is includible in gross income
of A as gain from t.he exchange of a capital asset.

Paragraph (3) of section 1248(c), for which there is no corresponding
provision in tile bill as passed by the House, provides for the exclusion
from earnings and profits of a foreign corporation, for purposes of
section 1248, of earnings and profits accumulated wliile tile foreign
corporation was a less developed country corporation, as defined in
section 955(c), if tll requiremlnents of sul)lbaragraplh (A)-Rand (B) are
met.
Subparagraph (A) of section 1248(c)(3) provides that the foreign

corporation whose stock is sold or exchanged must have qualified (1)
as a less developed country corporation, as defined in section 955(c)(1)
(added by sec. 13 of tlie bill), for all taxable years of s(uchl corporation
beginning after December 31, 1962, for wlich the country under tle
laws of which the foreign corporation was created or organized was
designated a less developed country under section 955(c)(3) (added
l)y sec. 12 of your committeee bill) or (2) as a less developedd country
eoml)oriation, as Idefined in section 955(c)(2), for all taxable years of
sucl(ll corporation b)f,(iniling after Decemlber 31, 1962, for whicli tile
countryyunder tle laws of which tlie aircraft or vessels d(esc(ri)bed in
sert ion 955(c)(2) were registered were designated less cdevelo)pe(d
collntries under( section 955(() (3).
The application of subparagraph (A) of section 1248(c)(3) may be

illustrated by the following examples:
Examinpl( I.--A, a U.S. )person,, nc(luired( 100 percent of tle stock

of M, it foreign corporation incorporated under the laws of country X,
on January 1, 1951, and sold the stock on December 31, 1965. Cor-
poration M, a calendar year taxpayer, had earnings and profits of
$100 in each of its taxable years 1951 through 1965. A realized a
gain of $1,900 on the sale of corporation M stock. Country X was
designated a less developed country for-the year 1963, and corpora-
tion I ( qualifieda s a ltss (devClol)pd country corlorpation for its 1960:taxable year. A is required Io include $200 in gross income as a divi-
(n(ld l(lnder tie provisions of section 1248(a) ($100 attributable to
earnings and profits of taxable year 1964 and $100 attribl)utable to
earnings andl profits of taxablle year 1965). $1,700 of the total gain
from the sale of M sto('k is includible in gross income as long-term
capital gain. If foreign ('olp1ora.tionl X thad been designated ailss
d(lvelopcd (coMlitry for taxable years 19;63 and 1964, b uti corpIoration
MI qlltflifiedl ns a loss (lvelol)p(l (country corporationn only for taxable
year, 1I963, $300 of tlle gain wwould b)e iieludliil) iin gross ilncomie of A
as a dividend (all post-1 962 earnings and profits) and $1,600 would be
includil)le in g'oss income as long-terml capital gain.

fixample 2.-----A, a U.S. person, owns 100 percent of the stock of
foreign corporation IM. Corporation M owns 100 percent of the stock
of foreign corporation N. Corporation N's only asset in taxable year
1963 is a vessel registered under the laws of foreign country X. For-
eign country X was designated a less developed country for taxable
year 1963 and corporation N qualified as a loss developed country
corporation in that year. Corporation M's only income for 1963 was
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dividend income from corporation N and corporation N stock con-
stituted the only asset of corporation M for taxable year 1963. Cor-
poration M also qualified as a less developed country corporation for
taxable year 1963. Corporation N sold its vessel on December 31,
1963, and purchased a replacement on \January 1, 1965. Corpora-
tions M and N were not less developed country corporations for tax-
able year 1964 because Corporation N could not meet the income re-
quirements of section 955(c)(2)(A) for such taxable year. Corpora-
tion N registered the vessel acquired January 1, 1965, in foreign
country Y which was designated a less developed country for taxable
year 1965. Corporations M and N qualified as less developed country
corporations for taxable year 1965. A sold the stock in corporation
M on December 31, 1965. The earnings and profits of corporation M
accumulated in taxable years 1963 and 1965, are excluded from earn-
ings and profits for purposes of section 1248 due to the fact the vessels
from which the gross income described in section 955(c) (2) was derived
were registered in less developed countries for all taxable years in
which corporation N owned the vessels.
Subparagraph (B) of section 1248(c)(3) provides that a U.S. person

who sells stock in a foreign corporation described in section
1248(c)(3)AA) must have owned the stock sold or exchanged for a
continuous period of at least 10 years ending with the date of sale or
exchange. If stock in a foreign corporation is sold by a U.S. person,
other than a domestic corporation, such U.S. person must have owned
the stock for the entire 10-year period. However, for purposes of
subparagraph (B), the holding period of a U.S. person who is an
individual, estate, or trust who acquired the stock sold or exchanged
by reason of the death of an individual, shall be deemed to include
the period the stock was held by the deceased individual, and by any
other predecessor in interest if between such individual, estate, or
trust, and such other predecessor in interest there was no transfer
other than by reason of the death of an individual. If (1) the stock
in a foreign corporation is sold by a U.S. person which is a domestic
corporation, and (2) more than 50 percent of the total combined
voting power of all classes of stock entitled to vote of the domestic
corporation was owned at any time during the 10-year period ending
on the (late of sale or exchange by U.S. persons who were individuals,
estates, or trusts, then section 1248(c)(3) will apply only if the same
such U.S. persons owned more than 50 percent of the total combined
voting power of all classes of stock entitled to vote of the domestic
corporation at all times (luring the remainder of the 10-year period
ending on the date of sale or exchange of the stock. However, only
U.S. persons, other than domestic corporations, who own, within
the meaning of section 958(a), or are considered as owning, by applying
the rules of ownership of section 958(b), 10 percent or more of the
stock in the domestic corporation which sells the stock in the foreign
corporation will be taken into account in determining if 50 percent or
more of the stock of the domestic corporation was owned at any time
within the 10-year period ending on the (late of sale or exchange by
individuals, estates, or trusts, and if so held, has been held continuously
by the same U.S. persons for the uninterrupted period ending with the
date of sale or exchange.

Paragraph (4) of section 1248(c), for which there is no corresponding
provision in the bill as passed by the House, provides that the earnings
and profits of a foreign corporation, for purposes of section 1248, shall
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be determined without regard to any item includible in gross income
of the foreign corporation under chapter 1 of the code as income
derived from sources within the United States for the period or periods
the foreign corporation was engaged in trade or business in the United
States. This paragraph will not permit an exclusion in the case of
U.S. source income of a controlled foreign corporation having no
permanent establishment in the United States in situations (involving
tax treaties) in which such permanent establishment is a requisite to
imposition of U.S. tax, since in such a situation no amount will have
been included in gross income for purposes of this paragraph.
Paragraph (5) of section 1248(c), for which there is no corresponding

provision in the bill as passed by the House, correlates section 1248
with section 1247 by providing that the earnings and profits of the
foreign corporation, for purposes of section 1248, shall exclude earnings
and profits of the foreign corporation for any taxable, year of such
corporation with respect to which an election under section 1247(a)
(added by sec. 14 of the bill) was in effect and for which the U.S.
person whose stock is sold or exchanged was a qualified shareholder,
as defined in section 1247(c) (added by sec. 14 of the bill).
The application of this paragraph may be illustrated by the following

examples:
Example 1,.-U.S. person X acquired 10 percent of the stock of

foreign corporation A on January 1, 1962, and sold such stock on
December 31, 1964. Corporation A, a calendar year taxpayer, was
both a controlled foreign corporation, as defined in section 957, and a
foreign investment company, as defined in section 1246(b)(1), but
was not a foreign personal holding company, as defined in section 552,
for taxable years 1962, 1963, and 1964. Corporation A had dividend
income of $1,000 and an excess of net long-term capital gain over net
short-term capital loss of $500 in each such taxable year (1962, 1963,
and 1964). Corporation A made an election in accordance with the
provisions of section 1247 (a) with respect to taxable years 1963 and
1964 and distributed $900 to its shareholders in both such taxable
years. X, by including $140 in gross income ($90 as a dividend and
$50 as long-term capital gain) in taxable years 1963 and 1964, was a
qualified shareholder, as defined in section 1247 (c), for both such years.
X realized a gain of $270 on the sale of his stock. Section 1246 does
not apply to the sale; but section 1248(a) does apply. However, as
applied to the facts of this case, section 1248(c)(5) provides that the
earnings and profits, for purposes of section 1248, for taxable years
1963 and 1964 are zero and the entire gain, $270, is includible in gross
income ofX as long-term capital gain from the sale of a capital asset.
Example 2.-Assume the same facts as in example 1 above except

that corporation A was not a foreign investment company as defined in
section 1246(b)(1) for taxable year 1964 and X did not include in
gross income any amount with respect to the income of corporation A
in taxable year 1964. X's ratable share of the earnings and profits
\of corporation A, as provided by section 1246(a)(1), is includible in
gross income of X as gain from the sale of property which is not a
capital asset, and section 1248 does not apply because of subsection
(d)(3)(B) of section 1248.

(d) Exceptions.-Subsection (d) of section 1248, which corresponds
to 'paragraphs (4), (5), and (6) of section 1248(c) of the bill as passed
by 'the House, provides that gain on the sale or exchange of stock in
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a foreign corporation shall not be includible in the gross income of
the U.S. person if paragraph (1), (2), or (3) applies,
Paragraph (1) provides that section 1248 does not apply to a dis-

tribution of property to a U.S. person by a foreign corporation in
redemption of part or all of the stock of such corporation to which
section 303, relating to distributions in redemption of stock to pay
death taxes applies.Paragraph (2) provides that section 1248 does not apply to gain
recognized because of the receipt of additional consideration on
exchanges to which section 356 applies.
Paragraph (3) provides that the amount includible in gross income

as a dividend under section 1248(a) shall not include any amount
treated as a dividend, as gain from the sale of an asset which is not a
capital asset, or as gain from the sale of an asset held for not more than
6 months, under any other provision of the code.

(e) Taxpayer to establish earnings and profits.-Subsection (e) of
section 1248 is the same as section 1248(d) of the bill as passed by the
House, except for conforming and clarifying changes and the addition
of a rule applicable to individuals whose Federal income tax is limited
under the provisions of section 1248(b)(2).

Subsection (e) of section 1248 provides that the U.S. person selling
or exchanging stock in a foreign corporation must establish the
amount of earnings and profits of the foreign corporation to be taken
into account under subsection (a), and the amount of foreign tax
paid by the foreign corporation to be taken into account under
subsection (b)(2). If the U.S. person does not establish the amount
of earnings and profits to be taken into account, his entire gain will
be treated as a dividend under subsection (a). If tle U.S. person
does not establish the amount of foreign taxes to be taken into account
under subsection (b)(2), the limitation of tax of subsection (b)(2)
shall not apply.

(b) Clerical amendment.--This subsection makes an addition to the
table of contents of part IV of subchapter P of chapter 1.

(c) Effective date.-This subsection provides that the amendments
made by section 15 shall apply with respect to sales or exchanges
occurring after December 31, 1962. The bill as passed by the House
provided that the amendments made by this section would apply
with respect to sales or exchanges occurring after the date of the
enactment of the bill.

SECTION 16. SALES AND EXCHANGES OF PATENTS, ETC.,
TO CERTAIN FOREIGN CORPORATIONS

Section 16 of the bill, for which there is no corresponding provision
in the bill as passed by the House, adds a new section 1249 to part
IV of subchapter P of chapter 1 (relating to special rules for deter-
mining capital gains and losses).

(a) Treatment of gain as ordinary income.-Under existing law cer-
tain exchanges described in sections 351 and 361 by a taxpayer of a
patent or like property to a foreign corporation which the taxpayer
controls may result in nonrecognition of gain if, before the exchange,
under section 367 it has been established to the satisfaction of the
Secretary of the Treasury or his delegate that the exchange is not in
pursuance of a plan having as one of its principal purposes the avoid-
ance of Federal income taxes. However, if the taxpayer fails to
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establish that the exchange is not in pursuance of such a plan, or if
a transfer by a taxpayer to a foreign corporation which he controls
is an exchange other than one described in section 351 or 361, or is a
sale, the gain recognized may constitute capital gain.

Subsection (a) of the new section 1249 applies to gain recognized
from the sale or exchange after December 31, 1962, of a patent,
invention, model, or design (whether or not patented), copyright,
secret formula or process, or any similar property right by a U.S.
person (as defined in sec. 7701(a)(30)) to a foreign corporation which
such person controls. If such gain (but for the new subsection)
would be capital gain from the sale or exchange of a capital asset or of
property described in section 1231, then it is to be considered as gain
from the sale or exchange of property which is neither a capital asset
nor property described in section 1231.

Subsection (b) defines control to mean with respect to a foreign
corporation, ownership, directly or indirectly, of stock possessing more
than 50 percent of the total combined voting power of all classes of
stock entitled to vote. The ownership rules of section 958 apply
in determining whether control exists.

Subsection (c) provides that subsection (a) does not apply to gain
realized from the sale or exchange for stock or contribution to capital
of property where it is established to the satisfaction of the Secretary
of the Treasury or his delegate that the principal purpose of the trans-
fer is to enable the foreign corporation to use such property in its
own manufacturing operations.

(b) Clerical amendment.-Subsection (b) of section 16 of the bill
makes conforming changes to the table of sections for part IV.

(c) Effective date.-Subsection (c) of section 16 of the bill provides
that section 1249 applies to taxable years beginning after December
31, 1962.

SECTION 17. TAX TREATMENT OF COOPERATIVES AND
PATRONS

(a) In qleneral.--Subsectio (a) of section 17 of the bill amends the
Internal ttevenue Code of 1954 by adding to chapter 1 a new sub-
chapter T (relating to cooperatives and their patrons) consisting of
part I, tax treatment of cooperatives, part II, tax treatment by
patrons of patronage dividends, and part III, (definitions and special
rules.

PART I---TAX TRE ATMENT OF COOPERATIVES

Part I of subchapter T consists of section 1381, organizations to
which such part applies, section 1382, taxable income of cooperatives,
and section 1383, computation of tax where cooperative redeems non-

qualified written notices of allocation.

SECTION 1381. ORGANIZATIONS TO-WHICH PART APPLIES

(a) In general.--Subhsection (a) of sectionll 1381 provides that part 1
of subchapter T is to apply to any organization which is exempt from
tax under section 521 (relating to exemption of farmers' cooperatives)
and to any corporation operating on a cooperative basis. Part I is
not applicable I owever, to any organization (1) which is exempt from
income taxes (other than an exempt farmers' cooperative escrilbed in
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sec. 521); (2) which is subject to the provisions of part II of subchapter
HI (relating to mutual savings banks, etc.); (3) which is subject to tle
provisions of subchapter L (relating to insurance companies); or (4)
which is engaged in furnishing electric energy, or providing telephone
service, to persons in rural areas. Thus, part I of the new subchapter
T does not apply to any cooperative exempt from tax under section
501. Nor does it apply to a cooperative which generates or transmits
electricity for use by persons living in rural areas.

(b) Tax on certain farmers' cooperatives.-Subsection (b) of section
1381 provides that the farmers' cooperatives described in section 521
are subject to corporate income taxes. This is the same provision
as the provision presently contained in section 522.

SECTION 1382. TAXABLE INCOME OF COOPERATIVES

(a) Gross income.-Subsection (a) of section 1382 provides that,
except as provided in section 1382(b), all cooperatives to which part
I of the new subchapter T applies must compute gross income without
any adjustment (as a reduction in gross receipts, an increase in cost
of goods'sold, or otherwise) for amounts allocated or distributed to
patrons out of net earnings.

(b) Patronage dividends.--Subsection (b)(1), applicable to both
taxable and exempt cooperatives, provides that in determining the
taxable income of a cooperative there are not to be taken into account
certain patronage dividends paid in money, qualified written notices
of allocation or other property (other than nonqualified written
notices of allocation). Under this subsection, the patronage divi-
dends which are not to be taken into account in computing taxable
income for a taxable year are those which are paid during the pay-
ment period for that taxable year (as defined in sec. 1382(d)) with
respect to patronage occuring during such taxable year. For this
purpose, under section 1382(d) a patronage dividend shall be
treated as paid in money during the payment period to the extent it is
paid by a qualified check (as defined in sec. 1388(c)(4)) issued during
the payment period and endorsed and cashed on or before the 90th
day after the close of the payment period.
Under subsection (b)(2), also applicable to both -taxable and

exempt cooperatives, certain amounts paid in money or other property
(except written notices of allocation) in redemption of nonqualified
written notices of allocation are not to be taken into account in
determining the taxable income of a cooperative. The amounts
described in subsection (b)(2) which are not to be taken into account
for a taxable year are those which are paid during the payment
period for that taxable year in redemption of nonqualified written
notices of allocation which were paid as patronage dividends during
the payment period for the taxable year during which the patronage
occurred.

Subsection (b) also provides that amounts described in such sub-
section which are not taken into account in determining taxable
income are to be treated for purposes of the 1954 Code in the same
manner as items of gross income and corresponding deductions there-
from. Thus, for example, in determining the amount omitted from
gross income for purposes of section 6501(e) (relating to period of
limitations where there ale omissions from gross income), amounts
paid as patronage dividends (though not required to be taken into
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account in determining taxable income) are to be treated as amounts
properly includible in gross income.

(c) Deduction for nonpatronage distribution8, etc.-In the case of a
farmers' cooperative which is exempt under section 521, certain
deductions (in addition to other deductions allowed under ch. 1) are
allowed under subsection (c) of the new section 1382. Subsection
(c)(1) allows a deduction for dividends paid by such a cooperative
during the taxable year on its capital stock. This deduction is the
same in substance as that currently allowed under section 522 (b) (1) (A).

Subsection (c)(2) (A) allows a deduction for amounts paid (or treated
as paid under sec. 1382(d)) during the payment period for a taxable
year, on a patronage basis, out of earnings of that taxable year de-
rived either from business done for the United States or from sources
other than patronage. A deduction is allowed by subsection (c) (2) (A),
however, only for amounts paid in money, qualified written notices
of allocation, or other property (except nonqualified written notices
of allocation). For purposes of the deduction allowed by subsec-
tion (c)(2)(A), amounts are considered as paid on a patronage basis
if they are paid in proportion, insofar as is practicable, to the amount
of business done by or for patrons during the period to which such
amounts are attributable.

In addition to the deductions allowed by subsections (c)(1) and
(c)(2)(A), a deduction is allowed under subsection (c)(2)(B) for
amounts paid in money or other property (except written notices of
allocation) in redemption of a nonqualified written notice of allocation
which was previously paid during the payment period for a taxable
year on a patronage basis to a patron out of earnings derived during
that taxable year either from business done for the United States or
from sources other than patronage. A deduction under subsection
(c)(2)(B) will be allowed for a taxable year only for amounts paid
during the payment period for that taxable year.
For purposes of the new subchapter T, a written notice of allocation

is considered paid when it is issued to the patron. Amounts paid in
redemption of a nonqualified written notice of allocation which are in
excess of the stated dollar amount of such written notice of allocation
and which in effect constitute interest may be deducted by the co-

operative as interest. These excess amounts will be treated by the
distributee as interest and not as a patronage dividend.

(d) Payment period4for each taxable year.--,Sulbsection (d) of section
1382 contains the de(finitiOn of tile "payment period for each taxable
year," It plrovi(les that the payment period for any taxable year is
the period beginnilng-with the 1stlday of such taxablle year and ending
with the 15thlday ofthe 9th month following tlie close of sucll year.
Thus, a cooperative lias 8% months after the close ofat taxable year in
Which to pay patronage dlividendls out of the lnet earnings from patron-
age occurring (luring tllat taxableyear.l Alny ]p)atrontage dividend
which it paysaiter8 tihat time m1ust be talli, liit,'oa(ccolt by the
cooperative in comlpuling its taxable income; alld tle cooperatiive will
be allowed 10o subse(queIlt adjustment for any aniount itIpays in re-

demption of a written notice of allocationl whic was dpaid tsit part of'
such pa)tronalge dividend, Tihe same( general rules apply writ, h respect
to nonpatronage distributions made on a patronage basis. Subsection
(d) also provides that for purposes of section 1382 (b)(1) and (c)(2)(A),
a qualified check shall be treated as an amount paid in money during
the payment period for a taxable year if it is issued during such
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payment period and is endorsed and cashed on or before the 90th day
after the close of such payment period.

(e) Products marketed under pooling arrangements.-Subsection (e)
of section 1382 provides a special rule for determining, for purposes of
section 1382(b), when the patronage is considered to have occurred ill
the case of a pooling arrangement for the marketing of products.
Under this rule, the patrolnage will (to the extent provided ill regula-
tions prescribed by the Secretary of the Tlreasury or his delegate) be
treated as occurring during the taxable year in which the pool closes
For example, farmer A delivers to the X cooperative 100 bushels of
wheat on August 15, 1963, at which time lie receives a "per bushel"
advance. On October. 15,1963, he receives an additional "per bushel"
payment. The pool sells some of its wheat in 1963 and the rest in
January of 1964. The pool is closed on February 15, 1964. For
purposes of section 1382(b), A's patronage is considered as occurring
in 1964.

Section 1382 has no effect on, and is not intended to change, existing
rules with respect to the time at which items are taken into account
in computing the cooperative's gross income. For example, a tobacco
stabilization cooperative mnay be required by the Commodity Credit
Corporation to apply a portion of its proceeds from the sale of tobacco
against loans on other crop years. In a letter to the Department of
Agriculture dated October 11, 1955, the Internal Revenue Service held
that this portion of the proceeds was not includible in the cooperative's
gross income until the cooperative had an unrestricted right to such
portion. Section 1382 will in no way change this holding. Under
section 1382(f), the Secretary of the Treasury or his delegate may
provide by regulations that, in such a case, the patronage to which
this portion of the proceeds relates is to be considered to have occurred
during the taxable year when the cooperative first had an unrestricted
right to such portion. This will permit the cooperative to pay these
proceeds out as patronage dividends during the payment period for
such later year. If the conditions of section 1382(b) are met, such
patronage dividends need not be taken into account in determining
the taxable income of the cooperative for such later year. Section
1382(f) permits the Secretary of the Treasury or his delegate to pro-
vide similar rules as to when patronage is considered to have occurred
in other cases when earnings are includible in the gross income of a
cooperative for a taxable year after the patronage occurred.

SECTION 1383. COMPUTATION OF TAX WHERE COOPERATIVE REDEEMS
NONQUALIFIED WRITTEN NOTICES OF ALLOCATION

Section 1383 provides a special rule' for computing a cooperative's
tax for a year when it redeems nonqualified written notices of alloca-
tion.

(a) General rule.-Section 1383(a) provides that if, for a taxable
year, a cooperative-is allowed a deduction under section 1382 (b)(2)
or (c) (2) (B) for amounts it pays in redemption of nonqualified written
notices of allocation, then its tax for that year shall be whichever of
the following is the smaller:

(1) The tax for the taxable year computed with the deduction
for the amounts paid in redemption of the nonqualified written
notices of allocation, or
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(2) An amount equal to-
(A) the tax for the taxable year computed without such

deduction, minus
(B) the decrease in tax under chapter 1 for the prior

taxable year (or years) which would result solely from treat-
ing such nonqualified written notices of allocation as qualified
written notices of allocation.

(b) Special rules.-Section 1383(b) provides three special rules ap-
plying to the alternative tax computations based on the decrease in
tax for the prior taxable years. Under section 1383(b)(1), if the
decrease in tax for the prior taxable year (or years) exceeds the tax
for the current year (computed without any deduction for amounts
paid in redemption of nonqualified written notices of allocation), the
excess is to lbe considered to be a payment of tax on the last day pre-
scribed by law for the payment of tax for the current taxable year,
and is to be refunded or credited in the same manner as if it were an
overpayment for the current taxable year.

Section 1383(b)(2) provides that for purposes of computing the
decrease in tax for the prior taxable year, the nonqualified written
notices of allocation which are treated as qualified written notices of
allocation are to be considered to have a stated dollar amount equal
to the amount paid in redemption of such written notices of allocation
to the extent such amount is allowable as a deduction under section
1382 (b)(2) or (c)(2)(B).
Section 1383(b)(3) provides that if the alternative tax computation

provided by section 1383(a)(2) is used, then the deduction otherwise
allowable for the current year by reason of the redemption of non-
qualified written notices of allocation is not to be allowed for any
purpose under the 1954 Code,
The application of section 1383 nay be illustrated by the following

example:
'he X cooperative (which reports its income on a calendar year

basis) pays patronage dividends of $100 in nonqualified written
notices of allocation on I'ebruary 1, 1964 with respect to patronage
occurring in 1963. Since the patronage dividen(ls were paid in non-
qualifiled written notices of allocation, the X cooperative must include
the. $100 in gross income and is not allowed a deduction for that
amount for 1963. On December 1, 1966, the X cooperative redeems
these nonqualified written notices of allocation for $50. Section
1382(b)(2) permits, in effect, the X cooperative to deduct that $50
from gross income in determining its taxable income for 1966. How-
ever, if tlhe X cooperative otherwise has a loss for 1960 and, therefore,
owes no tax for that year, it may make tlhe computation under the
alternative Inethod provided in section 1383(a)(2). Under this alter-.
native, it would be permitted a credit or refund of the decrease in tax
for 1963 which results from recomputing the 1963 tax liability as if
patronage dividends of $50 had been paid for 1963 in qualified written
notices of allocation. If this alternative is used, the X cooperative
cannot then use the $50 deduction otherwise allowable for 1966 to
increase its net operating loss carryback or carryforward. If tlhe X
cooperative also redeems on Deceminer 1, 1966, nonqualified written
notices of allocation which were paid as patronage dividends on
February 1, 1965, with respect to patronage occurring in 1964, it
would be allowed a credit or refund for the decrease in tax for 1964.
It could not, however, apply one method for computing the tax with
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respect to the redemption in 1966 of the nonqualified written notices
of allocation paid in 1964 and the other method with respect to the
redemption in 1966 of the nonqualified written notices of allocation
paid in 1965.

PART II-TAX TREATMENT BY PATRONS OF PATRONAGE DIVIDENDS
Part II of subchapter T, consisting of section 1385, deals with the

patron's tax treatment of patronage dividends and amounts paid by
an exempt farmers' cooperative from nonpatronage earnings.

SECTION 1885. AMOUNTS INCLUDIBLE IN PATRON'S GROSS INCOME

(a) General rule.-Subsection (a)(1) requires the patron to include
in gross income the amount of any patronage dividend (other than
one described in sec. 1385(b)) received during the taxable year from
a taxable or an exempt cooperative to which part I of subchapter T
applies, if paid in money, a qualified written notice of allocation, or
other property (except a nonqualified written notice of allocation).
Subsection (a)(2) requires inclusion in the gross income of the patron
of distributions (other than those paid in nonqualified written notices
of allocation) paid on a patronage basis by a farmers' cooperative
exempt under section 521 with respect to earnings derived either from
business done for the United States or from sources other tkan patron-
age. The patron must include patronage dividends in gross income
for the taxable year during which they are received, even though the
adjustment in computing taxable income of the cooperative was
made for its preceding taxable year because they were paid during
the payment period for such preceding taxable year. Patronage
dividends are includible in the patron's gross income under section
1385 even if the cooperative is not permitted any adjustment for such
patronage dividends because they were not paid during the payment
period for the taxable year in which the patronage occurred.

(b) Exclusionfrom gross income.-Subsection (b)(1) of section 1385
excludes from gross income a patronage dividend, or an amount re-
ceived on the redemption, sale, or other disposition of a nonqualified
written notice of allocation which was previously paid as a )patronage
dividend, which is properly taken into account as an adjustment to
basis of property. For example, if a patronage dividend is attribut-
able to tile purchase of a capital asset or property used in a trade or
business, sRIchl)atronage dividend will not. be included in tile distrib-
utee's gross income but will reduce the basis of such asset or property.
Subsection (b)(2) provides that a patronage dividend, or an amount
received on tlie Iedenmption, sale, or other disposition of a nonqualified
written notice of allocation which was previously paid as a patronage
dividend, which is paid to a patron with respect to the purchase of a
personal, rather than a business, expense itemI is not includlible in
gross income. These provisions are to be applied under regulations
prescribed by the Secretary of the Treasury or his delegate.

(c) Treatment of certain nonqualified written notices of allocrtio..--
Subsection (c)(l) of section 1385 describes the kind of nonqualified
written notices of allocation to which section 1385(c) applies. This
subsection applies to a nonqualified written notice of allocation which
was paid as a patronage dividend by a taxable or an exempt coopera-
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tive, and to a nonqualified written notice of allocation which was paid
on a patronage basis by a farmers' cooperative exempt under section
521 out of earnings derived eitl1ie' from )business done for the United
States or Irroin sources other than patronage.

Subsection (c)(2)(A) of section 1385 provides that such a non-
qualified written notice of allocation is to have a zero basis in the
hands of theIpatron to whom it was paid. Subsection (c)(2)(B) of
section 1385 provides that the basis of a nonqualified written notice of
allocation described in subsection (c)(l) acquired from at decedenlt is to
be its ba),sis in the hands of tlhe decedent. Any amount which the
beneficiary is required to report as ordinary income on tlhe redemption,
sale, or other disposition of such written notice of allocation is income
in respect of a decedent under section 691 of tlhe code. Subsection
(c)(2)(C) provides that any gain on tile redemption, sale, or other
disposition of a nonqualified written notice of allocation described in
subsection (c)(1) is to be ordlinry income to the extent that its state(l
dollar amount exceeds its basis. This 'is true whether such gain is
realized by tle patron who received the nonqualified written notice of
allocation or any subsequent holler. For example, farmer A receives
a patronage dividend paid in the foim of a nonqualified written notice
of allocation which is attributable to the sale of his crop to the X co-

operative. The stated dollar amount of the nonqualified written
notice of allocation is $100. Tihe basis of the written notice of alloca-
tion in the hands of farmer A is zero and lie must report any aml unt
up to $100 received by himi on its redemption, sale, or otller disposi-
tion as ordinary income. If farmer A gives the written notice of
allocation to his son B, B takes farmer A's (the donor's) basis which is
zero, and any gain up to $100 which B later realizes on its redemption,
sale, or other disposition is ordinary income. Similarly, if A dies
before realizing any gain on the nonqualified written notice of alloca-
tion, B, his legatee, has a zero basis for such written notice of alloca-
tion and any gain up to $100 which he then realizes on its rleldnption,
sale, or other disposition is also ordinary income. Any mounts
realized on the redemption, sale, or otler disposition of such nonquali..
field written notice of allocation in excess of $100 will be treated under
tile applicable provisions of tle code. These provisions in section
1385(c)(2)(C) are not intended to reflect in any way on how gain on
tihe redemption, sale, or other disposition of a written notice of allo-
cation would be treated under existing law,

PARTIII-D])EFINITIONS; SPErCIAL RULES

Part III of subchapter T, consisting of section 1388, defines "patron-
age dividend," "written notice of allocation," "qualified written
notice of allocation," "qualified check," and "nonqualified written
notice of allocation," and provides special rules for determining
amounts paid or received.

SECTION 1388. DEFINITIONs; SPECIAL RULES

(a) Patronage dividend,-Under subsection (a) of section 1388, the
term "'patronage dividend" means an amount paid to a patron by a
cooperative to which part I of subchapter T applies (1) on the basis of
quantity or value of business done with or for such patron, (2) under
an obligation to pay such amount, which obligation existed before the
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cooperative received the amount, and (3) which is determined by
reference to the net earnings of the cooperative from business done
with or for its patrons. It is made clear that there are not to be in-
cluded as patronage dividends any amounts which are out of earnings
other than from business done with or for patrons, or any amounts
paid to patrons which are attributable to the patronage of other
patrons to whom no amounts are paid, or to whom smaller amounts
are paid, with respect to substantially identical transactions. Thus,
if a cooperative does not pay any patronage dividends to nonmembers,
any portion of the amounts paid to members which is out of net earn-
ings from patronage with nonmembers, and which would have been
paid to the nonmembers if all patrons were treated alike, is not a
patronage dividend.

(b) Written notice of allocation.-The term "written notice of alloca-
tion" is defined in subsection (b) of section 1388 to mean any capital
stock, revolving fund certificate, retain certificate, certificate of in-
debtedness, letter of advice, or other written notice, which discloses
to the recipient the stated dollar amount allocated to him, and the
portion thereof, if any, which constitutes a patronage dividend.

This definition is applicable both to written notices of allocation
paid as patronage dividends and to written notices of allocation paid
with respect to nonpatronage earnings or earnings from business
done for the United States.

(c) Qualified written notice of allocation.-Subsection (c)(1) of
section 1388 contains the definition of "qualified written notice of
allocation". Subsection (c)(1)(A) provides, in the case of both
taxable and exempt cooperatives, that the term "qualified written
notice of allocation" includes a written notice of allocation which the
patron may redeem in cash, at 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. The
patron must be notified by the cooperative, in writing, at the time he
receives the written notice of allocation, of this right of redemption.
It is intended that this notice must be given separately to each patron
and not in the form of a notice ill a newspaper or posted at the coopera-
tive's headquarters. If the patron does not exercise his option to
redeem the written notice of allocation, ho must, nevertheless, take
it into account, at its stated dollar amount, in the manner provided in
section 1385(a).

Subsection (c)(l)(B) of section 1388, also applicable to both taxable
and exempt cooperatives, provides that the tcrmn\"qualified written'
notice of allocation" also includes a written notice of allocation which
thepatron has consented to take into account at its stated dollar
amount in the manner provided in section 1385(a). This consent
must be made in the manner provided in subsection (c)(2) of section
1388.

Subsection (c)(1) provides, however, that a written notice of alloca-
tion is not "qualified" unless at least 20 percent of the patronage
dividend, or tlhe payment with respect to nonpatronage earnings or
earnings from business done for the United States, of which it is a

part, is paid ill money or by qualified check (as defined in sec.
1388(c)(4)). Thus, even though the patron has consented to take
the face amount of a written notice of allocation paid as part of a
patronage dividend into account as p)rovilded in section 1385(a), or
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such allocation is redeemable for cash at any time within a period of
at least 90 days, such written notice of allocation will not be qualified
unless at least 20 percent of the patronage dividend is paid in money
or by qualified check.

Subsection (c)(2) of section 1388 provides the three different ways
in which the consent to take written notices of allocation into account
as provided in section 1385(a) may be made. The firstwayis to make
such consent in writing. (This does not include a consent made by
endorsing and cashing a qualified check which is described in sub-
section (c)(2)(C).) The written consent must be made by the patron
before the close of the cooperative's taxable year during which the
patronage to which the written notice of allocation is attributable
occurred. Such consent is, under subsection (c)(3)(A)(i), effective
with respect to all patronage occurring during the taxable year of the
cooperative in which such consent is made and, unless revoked as pro-
vided in subsection (c)(3)(B)(i), all subsequent taxable years. Sub-
section (c)(3)(B)(i) provides that such a consent may be revoked by
the patron at any time. The revocation must be in writing and filed
with the cooperative; Thus, any such written consent which is,
by its terms, irrevocable is not a consent that would qualify a written
notice of allocation under subsection (c)(l)(B) . revocation is only
effective with respect to patronage occurring after the close of the
cooperative's taxable year during which the revocation is filed with
it. In the case of a patron participating in a pooling arrangement
described in section 1382(e), a written consent may be made at any
time before the close of the cooperative's taxable year during which
the pool closes. Any subsequent revocation filed by the patron,
however, would not be effective with respect to that pool.

Subsection (c)(2)(B) describes another way the consent can be
given by a patron who is a member (or prospective member) of the
cooperative. In this case, the consent may be made by the patron
by obtaining or retaining membership in the cooperative after-

(A) the cooperative has adopted a bylaw providing that mem-
bership in the cooperative constitutes such consent, and

(B) he has received a written notification and copy of such
bylaw.

The bylaw described in (A) must be adopted by the cooperative
after the date of enactment of this bill (the Revenue Act of 1962)
and must contain a clear statement that membership in the coopera-
tive constitutes the prescribed consent. The following is an example
of a bylaw provision which would meet this requirement:

Each person who hereafter applies for and is accepted
to membership in this cooperative and each member of this
cooperative on the effective date of this bylaw who -con-
tinues as a member after such date shall, by such act alone,
consent that the amount of any distributions with respect to
his patronage occurring after-----,--- which are made in
written notices of allocation (as defined in 26 U.S.C. 1388)
and which are received by him from the cooperative, will be
taken into account by him at their stated dollar amounts in
the manner provided in 26 U.S.C. 1386(a) in the taxable year
in which such written notices of allocation are received by
him.
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Before a patron shall be considered to have consented under this

second alternative, he must receive the written notification and the
copy of the bylaw, as provided in (B) above. In the case of a new
member, he must receive the notification and the copy of the bylaw
before he becomes a member. The written notification must inform
the patron that this bylaw has been adopted and of its significance.
It is intended that the notification and copy of the bylaw must be
given to each individual separately and not in the form of a notice
in a newspaper or posted at the cooperative's headquarters.
Under subsection (c)(3)(A)(ii) of section 1388, this alternative

consent will be effective with respect to all patronage of the member-
patron occurring after he receives the notification and copy of the
bylaw provision. In the case of a pooling arrangement described in
section 1382(e), the consent will only be effective with respect to the
member's actual patronage occurring after he receives the notification
and copy of the bylaw and shall not be effective with respect to any
of his patronage under the pool before this time. Subsection
(c)(3)(B)(ii) provides that this alternative consent will not apply to
any patronage of the patron after he ceases to be a member of the
cooperative or after the bylaw provision is repealed by the cooperative.
In the case of a pooling arrangement, this refers to the time when the
patronage actually occurred. Thus, if the patron resigns his member-
ship in the cooperative during the period a pool is in operation, he
will not be considered to have consented with respect to any of his
patronage under the pool after the date of his resignation.

Subsection (c)(2)(C) describes the third way that a patron may con-
sent to take a written notice of allocation inlto account as provided in
section 1385(a). Under this alternative, the consent may be given by
endorsing and cashing a qualified check (as defined in subsec. (c)(4))
which is paid as part of the same patronage dividend, or the same dis-
tribution with respect to nonpatronage earnings, as is the written
notice of allocation.

Subsection (c) (4) defines a qualified check to mean only a check, or
other instrument redeemable in money, (1) which is paid as a part of
a patronage dividend, or as a part of a payment described in section
1382(c)(2)(A), to a patron who has not already given consent in the
manner provided in subsection (c)(2) (A) or (B) with respect to such
patronage dividend or such payment, and (2) on which there is clearly
imprinted a statement that the endorsement and cashing of the check
(or other instrument) constitutes the consent of the payee to take into
account, as provided in the Federal income tax laws, tihe stated dollar
amount of any written notices of allocation which are paid as a part
of the patronage dividend or payment of which such c ieck (or other
instrument) is also a part. The term "qualified check" (toes not in-
clude a check or other instrument which is paid as part of a patronage
dividend or payment which does not include a written notice of allo-
cation (other than one described in sec. 1388(c)(1)(A)). Thus a clleck
which is paid as part of a patronage dividend is not a "qualified check"
(even though it has the above-described statement imprinted on it)
if the remaining portion of such patronage dividend is paid in cash or
if the only written notices of allocation included in the distribution are
redeemable allocations which are considered qualified under section
1388(c)(1)(A). Under this definition, it is not necessary that a quali-
fied check be in tlhe form of an ordinary check which is payable through
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the banking system. It may, for example, be in the form of an instru-
ment which may be redeemed by the cooperative for money,

In order to constitute consent, a qualified check must be cashed
by tlie payee on or before tlhe 90th day after the close of the payment
period for the taxable year of tlhe cooperative for which the patronage
divi(lend, or the distribution with respect to nonpatronage earnings, is
paid. Th us, in the case of a cooperative on a calendar year basis,
wllich pays patronage dividends for 1963 in qualified checks and
written notices of allocation, only those patrons who cash their
qualified checks on or before DecCember 14, 19(4, shall be considered
to hlave consented under subsection (c)(2)(C) witl respect to the
written notices of allocation. For purposes of determining whet-her
or not time cool)erative is required to take tle amount of a qualified
check into account in coml)uting its taxable income under section
1382 (b)(1) or (c)(2)(A), section 1382(d) provides that those quali-
fied checks Vwlich are issued during tlie payment period for tlhe taxable
year1and which are endorsed and cashed on or before the 90th (lay
after tlhe close of such period shall be treated as .amounts paid in
moiey during such paylnent period. Thus, in tlhe above example, if
the qualified chelcs were issued on orbefore September 15, 1964, then
the anloullt of those clhecks which are cashed on or before Declieber 14,
1964, shall be treated, for p1urploses of section 1382(1))(1), as patronage
dividelnds paid in money during tihe pl)aynent period for 1903.
Under tile above example, in the case of a patron who has not cashed

his qualified check by D(ecember 14, 1964, there is no consent and both
the written notice of allocation and the qualified check constitute
nonlqualifiedl written notices of allocation. Therefore, as of tllt (late,
tlhe patron is not required to include any amount ill gross income, and
tlie cooperative is allowed no ledluction, with respect to either the
qualified check or tli written notice of allocation. If the payee
cashes his check on January 2, 1965, he shall treat the amount received
for tax purposes as an amount received on January 2, 1965, in redemp-
tion of a non-quallified written notice of allocation.- Likewise, the
cooperative shall treat thle amount of the check as an amount paid on
January 2, 1965, in redemption of a nonqualified written notice of
allocation. The written notice of allocation itself will be treated in
the samei mannerls aiyothera unqualified written notice of alloca-
tion; that is, nothing will be includible in tlhe gross income of tlhe
I)paton and no deduction will be allowed tlie cooperative until tho
written notice of allocation is re(leemed.

Since tlie term qualifiedd check" includes only checks or other
instrumentals issued to patrons who hIave not ootherwis conslenlt(ld with
resl)ect to tile (listril)ution of which tlhe check or other instlrumlent is
ia p)rt, the ellndorsing Illd cashing of a chlleck which cOlltain s a state-
illnttihat tils constitutes consent by a patrl1on of ia cooperlative shl1ll
liave o effectals a consent if suchlpatronl is already conlsiderelo as
havillng consentedl)y reason of subsection (c)(2) (A) or (B) with re-

spect to the (listriluttion of wlhichl such check is a part.
lEnd(Iorsing an(Id calling a qualified( check shall be considered a

(consent only with respect to tile written notices of allocation which
are( i i(It s J)art of tle( stame (listribution as is tlhe qualified check.

((I) Nonqualified written notice of allocatio.----Subsection ((d) of
section 1388 (lefines 'nonlqualifie(d written notice of allocation" to
meanl (I) a written notice of allocation which is not described in sub)-
section (c) and (2) a qualified check which is not caslied on or before
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the close of the 90th day afterthe close of the payment period for the
.taxable year (of the cooperative) for which the distribution of which
it is a part is paid.

(e) Determilnation of amount paid or received.--Subsection (e) of
section 1388 provides that, for purposes of the new subchapter T, in
determining amounts paid or received: (1) Property, other than a
written notice of allocation, is to be taken into account at its fair
market value, and (2) a qualified written notice of allocation is to be
taken into account at its stated dollar amount. ''hus, if a cool)erative
pays part of its patronage dividends in qualified written notices of
allocation, and the requirements of section 1382 'are met, the c.opera-
tivc will not be required to take the stated dollar amounts of such
written notices of allocation into account in determining its taxable
income. Conversely, the patron receiving a qualified written notice of
allocation must take it into account, as provided in section 1385(a), at
its stated dollar amount. If a cooperative pays a patronage dividend
in nonqualified written notices of allocation, it is required to include
the stated dollar amount thereof in gross income and is allowed no
deduction (and the patrons are not required to include such amount in
gross income) at the time such written notices of allocation are paid
(or received).
SECTION 17. TAN TREATMENTl OF COOPERATIVES AND

PATRONS (Continued)
(1)) Technical amendments.--Subsection (b) of section 17 of the bill

makes certain technical amendments to reflect the provisions of the
new subchapter T.

Paragraph (1) amends section 521(a) (relating to exemption of
farmers' cooperatives from tax) to insert references to part I of the
new sul)chapter 'P.

Paragraph (2) repeals section 522 (relating to tax on farmers'
cooperatives exempt under sec. 521).

Paragraph (3) amends section 6072(d) (relating to time for filing
income tax returns of exempt cooperative associations) to extend the
time for filing income tax returns of certain taxable cooperatives.
Under this amendment, these cooperatives need not file returns for
a taxable year until the 15th (lay of the 9th month following the close
of suich taxable year. Under existing law, these nonexeIl)t coopera-
tives must file returns for a taxable year on or before the 15th day of
the 3d month following the close of such taxable year. The taxable
cooperatives which may take advantage of this filing date provision
are those described in section 1381(a)(2) which either (1) are under
an ol)ligation to pay patronage dividends in an amount equal to 50
percent or more of net earnings from business done with or for patrons,
or (2) actually pai tronage dividends in such an amount out of
net earnings from business done with or for patrons during the most
recent taxablle year for which they had such net earnings. Under
existing law, exempt farmers' cooperatives are not required to file
returns for a taxable year until the 15th day of the 9th month following
the close of such taxable year, and this rule is not changed.

(c) iEffeclive dales.,-Subsection (c) of section 17 of the bill pre-
scribes the effective dates for subsections (a) and (b).

Paragraph (1) of subsection (c) provides that, in the case of cool)-
eratives, the amendments made by subsections (a) and (b) will, ex-
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cept as provided in paragraph (3), apply to taxable years of organiza-
tions described in section 1381(a) beginning after December 31, 1962.

Paragraph (2) of subsection (c) provides that, in the case of patrons,
section 1385 will, except as provided in paragraph (3), apply with
respect to any amount received from any organization described in
section 1381(a), to the extent that such amount is paid by such
organization in a taxable year of such organization beginning after
December 31, 1962.

Paragraph (3) of subsection (c) provides that, in the case of any
money, written notices of allocation, or other property, paid by any
organization described in section 1381(a)-

(A) before the first day of the first taxable year of such organi-
zation beginning after December 31, 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 notices of allocation, or
other property (including the tax treatment of gain or loss on the
redemption, sale, or other disposition of such written notices of
allocation) by any cooperative or patron is to be made under the
1954 Code without regard to the new subchapter T. For example,
if a cooperative pays a patronage dividend during its taxable year
beginning January 1,1963, out of net earnings for its taxable year
ending on December 31, 1962, the tax treatment of such a patronage
dividend (including the determination of when it is considered paid)
would be determined under existing law. Furthermore, the provisions
of section 1382 (b)(2) and (c)(2)(B) (relating to deduction for amounts
paid in redemption.of certain nonqualified written notices of alloca-
tion) and section 1383 (relating to computation of tax where a
cooperative redeems nonqualified written notices of allocation) are
not applicable to amounts paid in redemption of a written notice of
allocation which was paid (whether before or after January 1, 1963)
with respect to patronage occurring before such date.

SECTION 18. INCLUSION OF FOREIGN REAL PROPERTY
IN GROSS ESTATE

This section of the bill is the same as section 18 of th,3 bill as passed
by the House, except that the special provisions discussed below in
subsection (b), which under the bill as passed by the House were
applicable in the case of decedents dying after the date of enactment
and before July 1, 1964, are changed by your committee so as to be
applicable in the case of decedents dying after the date of enactment
and before January 1, 1963.

(a) Amenldments to include foreign real propertly.---Subsection (a) of
section 18 of the I)ill amends sections 2031(a), 2033, 2034, 2035(a),
2036(a), 2037(a), 2038(a), 2040, and 2041(a) of the 1954 Code by
strikinWg from each section the language which requires tlie exclusion
from tlhe gross (state of real property situated outside of the United
States. lhe result of these amendments, subject to the effective
date provisions of subsection (b) of section 18, is to include in the
gross estate of decedents who are citizens or residents of the United
States, the fair market value of their interest in real property which
is situated outside of tile United States. Under existing law real
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property situated outside of the United States is excluded in deter-
mining the value of the gross estate.

(b) Effective date.-Subsection (b) of section 18 provides that the
amendments which repeal the exclusion for real property situated out-
side of the United States are effective with respect to the estates of
decedents dying after the date of the enactment of the bill. How-
ever, special provisions apply in the case of decedents dying after such
date of enactment and before January 1, 1963.
Under one of these provisions, the value of real property situated

outside of the United States is not included in the gross estate of the
decedent under section 2033, 2034, 2035(a), 2036(a), 2037(a), or
2038(a) to the extent the decedent's interest in it was acquired before
February 1, 1962. Under another of these special provisions, the
value of real property situated outside the United States is excluded
from the gross estate of a decedent who dies after the date of the en-
actment of the bill and before January 1, 1963, to the extent the
property or interest therein was either held by the decedent and the
surviving tenant in a joint tenancy or tenancy by the entirety before
February 1, 1962, or, even though the joint tenancy or tenancy by the
entirety was created on or after February 1, 1962, to the extent the
property or interest therein was acquired by the decedent before
February 1, 1962. Under still another of these special provisions, in
the case of decedents dying after the date of the enactment of the bill
and before January 1, 1963, the value of real property situated outside
the United States is excluded from the gross estate to the extent that
before February 1, 1962, it was subject to a general power of appoint-
ment possessed by the decedent.

For purposes of applying these three special provisions, the real
property, interests therein, and general powers of appointment to
which these special provisions apply, which are acquired by the
decedent after January 31, 1962, by gift within the meaning of sec-
tion 2511, or from a prior decedent by devise or inheritance, or by
reason of death, form of ownership, or other conditions (including the
exercise or nonexercise of a power of appointment), are treated as
acquired before February 1, 1962, if the donor or prior decedent
acquired the property, his interest therein, or a power of appointment
(whether or not a general power) in respect thereof, before that date.
For example, assume that A, who bought foreign real property on
December 1, 1961, dies on March 1, 1962, and by will leaves the prop-
erty to B who dies after the date of the enactment of the bill and before
January 1,1963. In this example B will be treated as having acquired
the property before February 1, 1962, since A, the prior decedent from
whom B acquired the property, had acquired it before February 1,
1962.
For purposes of the amendments made by section 18(b) of the bill,

substantial capital additions and improvements to real property made
after January 31, 1962, are to be treated as separate properties. Capi-
tal additions or improvements to either commercial or residential
property which do not materially increase the value of the property
are to be disregarded.
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SECTION 19. REPORTING OF INTEREST, DIVIDEND, AND
PATRONAGE DIVIDEND PAYMENTS OF $10 OR MORE
DURING A YEAR

Section 19 of the bill as passed by the House provided a system for
the withholding of tax at the source on interest, dividends, and patron-
age dividends. Your committee has struck out those provisions and
has inserted provisions which would require annual information re-
orting of certain dividend, interest, or patronage dividend payments.such reporting is to be required with respect to payments to any per-

son when they aggregate $10 or more in amount to such person in any
calendar year. In addition, your committee has added provisions
requiring that payers of interest, dividends, or patronage dividends
furnish to the recipients of these amounts annual statements showing
the amounts paid to them as reported on the information returns filed
with the Government. New penalty provisions are provided by your
committee for failure to file information returns with respect to pay-
ments of interest, dividends, or patronage dividends and for failure
to furnish to a recipient of such payments an annual statement of
such payments.

(a) Returns regarding payment of dividends and corporate earnings
and profits.-Subsection (a) of the new section 19 completely revises
section 6042 of the 1954 Code (relating to returns regarding corporate
dividends, earnings, and profits). Under existing section 6042 of the
code the Secretary of the Treasury or his delegate has discretionary
authority to require corporations to make information returns, with
respect to their payments of dividends, showing the name and address
of, the number of shares owned by, and the-amount of dividends paid
to, each shareholder. In addition, the Secretary of the Treasury or
his delegate may require corporations to furnish other specified infor-
mation, such as statements of accumulated earInings and profits, the
names and addresses of shareholders who would be entitled to such
earnings and profits if they were distributed, and the amounts that.
would b payable to each.

SECTION 6042. RETURNS REGARDIING PAYMENT OF DIVIDENDS AND
CORPORATE EARNINGS AND PROFITS

(a) Requirement of reporting.-Subsection (a)(l) of tile new section
6042 requires every person talking payments of dividendss aggregating-
$10 or more to any other person during any calendar year to file an
information return with respect to such payIments. In addition,
such new subsection requires persons receiving payments of dividends
in the capacity of nominee to report paylmenlts by them aggregating
$10 or more during any calendar year to any other p(erso0 with
respect to thle dividends so received. lThus, if an individual has hIis
stock rlgisterel in the name of his stockbroker, tlle stockbroker 1must
file an information return showing the name alnd address of the.
in(livildual an(l the amount of (livil(dends lie received and pai(l over to,
or credited to tlhe account of, such individual during thil calendar
year if they amount to $10 or more. T'lie return to be filed under
section 6042(a)(1) is to le Ima(le according to tile forms or regulations
prescribed by tlhe Secretary of the T'reasurly or his delegate and is
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to set forth the name and address of the person to whom the pay-
ments were made and the aggregate amount of such payments.

Section 6042 only requires reporting with respect to dividends paid
by one "person" to another "person." For purposes of this section
(and sees. 6044, as amended by the bill, and 6048, as added by the
bill) the term "person" has the meaning assigned to it by section
7701(a)(1) of the code. Under that section the term "person" does
not include tile United States, a State, a foreign government, a

political subdivision of a State or foreign government, or an inter-
national organization. Therefore, dividends (and patronage divi-
dends and interest) paid by or to one of these entities need not be
reported. Tlhe person required to report under subsection (a)(1)
is the person on whose capital stock the dividends are paid. The
term "payment" includes constructive payment. Thus, dividends
wlich are credited to the 'account of a shareholder by a mutual
fund must be reported by the fund if they aggregate $10 or more
during the calendar year. The term "nominee" does not include
a partner acting with respect to property of a partnership of which
lie is a member or a person who, acting in the capacity of trustee,
holds record title to trust property. The general rules discussed in
this paragraph are also applicable with respect to the new reporting
requirements for interest and patronage dividends.

Subsectioll (a) (2) of the new section 6042 gives the Secretary of the
Treasury or his delegate discretionn to require information returns to
lbe filed witll respect to dividend payments aggregating less than $10
during a. calendar year.

(b) Dividetl defined.-Subsection (b)(l) of the new section 60,42
defines the term "dividend" for purposes of section 6042 to mean:
(A) alny distribution by a corporation which is a dividend as definedd
in sc-tion 316 of the code; and (B) any payment made by a stock-
broker to any person as a substitute for a dividend (as so defined).
Reporting is required whether a dividend is paid in cash or in other
property. A dividend paid l)y an insurance company to a policy-
holder, otilier than a dividend upon the capital stock of such insurance
company, is not a dividend within the meaning of section 6042(b)(l).

Subsection (b)(2) of the new section 6042 provides that the term
"divilen(l," for purposes of section 6042, lees not include: (A) to the
extent provided in regulations prescribed by the Secretary of the
Treasury or his delegate, any distribution or payment (i) by a foreign
corporation, or (ii) to a foreign corporation, a nonresident alien, or a

l)artnership not engaged in trade or business in the United States and
composed in whole or in part of nonresident aliens; or (B) any amount
described in section 1373 of the code (relating to undistributed taxable
income of electing small business corporations).

Subsection (b)(3) provides that if the person making any payment
described in subsection (a)(l) is unable to determine the portion of
the payment which is a dividend or is paid witli respect to a dividend,
the total amount of the payment is to be treated as a dividend for
purposes of information reporting required l)y subsection (a)(l).
'I'llus, if a corporation is unable, to (dtermlline wltat portion of its
distributions to its shareholders (luring the ca-lendar year is paid out
of earnings and profits, the total amount of tile distributions must be
treated as a dividend.
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(c) Statements to be furnished to persons with respect to whom infor-
mation is furnished.--Subsection (c) of the new section 6042 requires
every person making, a return under subsection (a)(1) of section 6042
to furnish to each person whose name is set forth in such return a
written statement showing (1) the name and address of the person
making the return, and (2) the aggregate amount paid to the person
as shown on the return. Such written statement is to be furnished
to the person on or before January 31 of the year following the cal-
endar year for which the return was made. However, no statement
is required to be furnished to any person under this subsection if the
aggregate amount of payments to the person as shown on the return
made under subsection (a)(l) is less than $10.

(d) Statements to be furnished by corporations to Secretary.-Subsec-
tion (d) of the new section 6042 provides that every corporation shall,
when required by the Secretary of tile Treasury or his delegate-

(1) furnish to the Secretary of the Treasury or his delegate a
statement stating the name and address of each shareholder, and
the number of shares owned by each shareholder;

(2) furnish to the Secretary of tie Treasury or his delegate a
statement of such facts as will enable him to determine the
portion of the earnings and profits of the corporation (including
gains, profits, and income not taxed) accumulated during such
periods as the Secretary of the Treasury or his delegate may
specify, which have been distributed or ordered to be distributed,
respectively, to its shareholders during such taxable years as- the
Secretary of the Treasury or his delegate may specify; and

(3) furnish to the Secretary of the Treasury or his delegate a
statement of its accumulated earnings and profits and the names
and addresses of the individuals or shareholders who would be
entitled to such accumulated earnings and profits if divided or
distributed, and of the amounts that would be payable to each.

Thcse provisions are substantially the same as pI'rov ns contained
in the present section 6042.

SECTION 19. REPORTING OF INTEREST, DIVIDEND, AND
PATRONAGE DIVIDEND PAYMENTS OF $10 OR MORE
DURING A YEAR (Continued)
(b) Returns regarding payments of patronage dividends.-Subsection

(b) of the new section 19 amends section 6044 of the 1954 Code, Uo
revise the provisions relating to information returns which must be
filed by cooperatives.
Under existing law, a cooperative must file an information return

with respect to patronage dividends which it pays to a patron during a
calendar year if the aggregate is $100 or more. Existing law also gives
the Secretary of the Treasury or his delegate authority to require
such information returns with regard to all patronage dividends
regardless of amounts. Tile revised section 6044 requires reporting
with respect to all payments of $10 or more during the calendar year
find, in addition, reflects the provisions of the new subchapter T of
chapter 1 (relating to the tax treatment of cooperatives and patrons)
which is added to tlhe code by section 17 of the bill.
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SECTION 6044. RETURNS REGARDING PATRONAGE DIVIDENDS

(a) Requirement of reporting.-Subsection (a)(1) provides that,
except as otherwise provided in section 6044, every cooperative to
which part I of subchapter T of chapter 1 applies, which makes
payments of amounts described in subsection (b) aggregating $10
or more to any person during any calendar year, is to file an infor-
mation return with respect to such payments. Such return is to be
made according to the forms or regulations prescribed by the Secretary
of the Treasury or his delegate and is to set forth the aggregate amount
of the payments and the name and address of the person to whom
paid.

Subsection (a)(2) provides that the Secretary of the Treasury or
his delegate may require information returns regarding payments of
amounts described in subsection (b) where such payments aggregate
less than $10 to any person during any calendar year.

(b) Amounts subject to reporting.-Subsection (b)(1) provides that
the amounts with respect to which reporting is required by subsection
(a) are (except as otherwise provided by sec. 6044): (A) Patronage
dividends paid in cash, qualified written notices of allocation, or other
property (except nonqualified written notices of allocation); (B) in
the case of an exempt farmers' cooperative, amounts described in
section 1382(c)(2)(A) (relating to amounts paid with respect to non-
patronage earnings) which are paid in money, qualified written notices
of allocation, or other property (except nonqualified written notices of
allocation); (C) amounts described in section 1382(b)(2) paid in
redemption of nonqualified written notices of allocation which were
previously paid as patronage dividends; and (D) amounts described
in section 1382(c)(2)(B) paid by an exempt farmers' cooperative in
redemption of nonqualified written notices of allocation previously
paid with respect to nonpatronage earnings. The cooperative is
required to report these amounts even though it must pay tax with
respect to them because they were not paid within the prescribed
time limits.

Subsection (b)(2) provides that information reporting shall not be
required, to the extent provided in regulations prescribed by the
Secretary of the Treasury or his delegate, with respect to any payment
(A) by-a foreign corporation, or (B) to a foreign corporation, a non-
resident alien, or a partnership not engaged in trade or business in the
United States and composed in whole or in part of nonresident aliens.

(c) Exemption for certain consumer cooperatives.-Subsection (c)
of the new section 6044 provides that a cooperative which the Secretary
of the Treasury 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 is to be granted exemption from the re-
quirements of information reporting imposed by subsection (a) upon
application for such exemption to the Secretary of the Treasury or
his delegate. The application for exemption is to be made in ac-
cordance with regulations prescribed by the Secretary of the Treasury
or his delegate.

(d) Determination of amount paid.--Subsection (d) provides that for
purposes of section 6044, in determining the amount of Jany payment,
property (other than a written notice of allocation) is to be taken into
account at its fair market value, and a qualified written notice of
allocation is to be taken into account at its stated dollar amount.
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(c) Statements to be furnished to persons with respect to whom informa-
tion is furnished.-Subsection (e) provides that every cooperative
making a return under subsection (a)(l) shall furnish to each person
whose name is set forth in such return a written statement showing (1)
the name and address of the cooperative making the return, and (2) the
aggregate amount of payments to the person as shown on the return.
This written statement is to be furnished to the person on or before
January 31 of the year following the calendar year for which the
return under subsection (a)(l) was made. However, no statement is
required to be furnished to any person under this subsection if the
aggregate amount of payments to the person as shown on the return
made under subsection (a)(1) is less than $10.

SECTION 19. REPORTING OF INTEREST, DIVIDEND, AND
PATRONAGE DIVII)END PAYMENTS OF $10 OR MORE
DURING A YEAR (Continued)
(c) Returns regarding payments of interest.-Subsection (c) of the

new section 19 amends subpart B of part III of subchapter A of
chapter 61 of the code (relating to information concerning transactions
with other persons) by adding a new section 6048 to such subpart B.

SECTION 6048. RETURNS REGARDING PAYMENTS OF INTEREST

(a) Requirement of reporting.-Paragraph (1) of new section 6048(a)
requires every person making payments of interest (as defined in sub-
sec. (b)) aggregating $10 or more to any other person during any
calendar year to report such payments. In addition, paragraph (1)
requires persons receiving payments of interest (as defined in subsec.
(b)) in the capacity of nominee to report payments by them aggre-
gating $10 or more during any calendar year to any other person with
respect to such interest so received. The return to be filed under
paragraph (1) is to be made according to the forms or regulations
prescribed by the Secretary of the Treasury or his delegate and is to
set forth the name and address of the person to whom the payments
were made and the aggregate amount of such payments.

Paragraphs (2) and (3) restate, in generate, provisions of existing
law (sec. 6041(c)). Paragraph (2) provides that, when required by
the Secretary of the Treasury or his delegate, every person who makes
payments of interest (as defined in subsec. (b)) aggregating less than
$10 to any other person during any calendar year is to make a return
setting forth the aggregate amount of such payments tand the name
and address of the person to whom paid. Under existing law the
Secretary of the Treasury or his delegate has discretionary authority
to require every corporation making payments of interest, regardless
of amounlols, to report the amounts so paid. Paragraph (2) limits the
(iscletiolnaIy autlholity of tile Secretary of the 'l'reasulry or his dele-
gate to re(uiro information returns, witl respect to payments of
interest lefinled in subsection (b), to such payments to another person
aggregating less than $10 durl'ing a calendar year. IPayments aggre-
ga ting $10 or more (during tile yeari ust )c reported under sullbsec-
tioI0 a)(1 ).

Paragragph (3) provides tlat, when reql hired b)y the Secretary of tle
Treasiiry orthis delegate, every corporation minaklng payilients, regard-
less of amounts, of interest other than interest, as defined in subsection



REVENUE ACT OF 1962

(b), is to make a return according to the forms or regulations pre-
scribed by the Secretary of the Treasury or his delegate, setting forth
the amount paid and the name and address of the recipient of each
such payrnent.

(b) Interest defined.--Subsection (b)(1) of the hew; section 6048
defines the term "interest" for purposes of subsections (a) (1) and (2)
of such section to mean:

.(A) Interest 'on evidences of indebtedness (including bonds,
debentures, notes, and certificates) issued by a corporation in
registered' form, and to the extent provided in regulations pre-
scribed by the Secretary of the Treasury or his. delegate, interest
on other evidences of indebtedness issued by a corporation of a

type offered by corporations to the public. For this purpose,
an instrument is in registered form if its transfer must be effected
by the surrender of the old instrument and either the reissuance
of the old instrument by the corporation to the new holder'or the
issuance by the corporation of a new instrument to' the new
holder. If an instrument can be transferred by endorsement it
is not in registered form even though a list is maintained by the
corporation of such instruments issued by it.
As used in subsection (b)(1) the term "or a type offered by

corporations to the public" refers to a type of instrument. In
determining whether a particular instrument comes within the
scope of the term it is immaterial whether the particular instru-
ment (or any instrument of the issue of which it is a part) actually
was offered to the public so long as it is of la type which is offered
by corporations to the public. Therefore, in a case where an
entire issue is offered by a corporation only to its shareholders,
the instruments come within the scope of the term if they are of
a type offered by corporations to the public. The termn does not
have reference to instruments of a type offered by corporations
only to other corporations. Coupon bonds issued by a corpora-
tion anre an example of an evidence of indebtedness with respect
to which the Secretary of the Treasury or his delegate may require
information reporting under subsections (a) (1) and (2).

(B) Interest on deposits with persons carrying on the banking
business. ''This includes interest paid or credited by any individual
or organization carrying on tile banking business.

(C) Amounts whetherr or not designated as interest) paid or
credited by a mutual savings bank, savings and loan association,
building and loan association, cooperative bank, homestead asso-
ciation, credit union, or similar organization, in respect of deposits,
investment certificates, or withdrawable or ropurchasable shares.
This includes interest paid with respect to face amount certificates.

(D) Interest on amounts held by an insurance company under
an agreement to pay interest thereon. This sulparagraph in-
cludes interest paid with respect to policy dividends held by
an insurance company, and interest on the proceeds of an insur-
ance policy held by ali insurer under an agreement to pay interest
thereon. This paragraph docs not apply to amounts which
represent the so-(calleld interestt clement I in the case of annllity
or installment )payJmients under a life insurance or endowment
contract.

(E) Interest on deposits with stockbrokers and dealers in
securities. 'This subplaragraph includes interest onl deposits with
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stockbrokers, bondbrokers, and other persons engaged in the
business of dealing in securities.

Subsection (b)(2) provides that, for purposes of subsection (a) (1)
and (2) the term "interest" does not include:

(A) Interest on obligations described in section 103(a) (1) or
(3) of the code (relating to obligations of a State, etc.);

(B) To the extent provided in regulations prescribed by the
Secretary of the Treasury or his delegate, any amount paid by or
to a foreign corporation, a nonresident alien, or a partnership not
engaged in trade or business in the United States and composed
in whole or in part of nonresident aliens; and

(C) Any amount on which the person making payment is
required to deduct and withhold a tax under section 1451 (relat-
ing to tax-free covenant bonds) or would be so required but for
section 1451(d) (relating to benefit of personal exemptions).
Thus, the payment of interest on a tax-free covenant bond
issued before January 1, 1934, is not required to be reported
under subsection (a) (1) and (2). The-fact that the person
entitled to receive such interest files with the payer a signed
notice in writing, as provided in section 1451(d) of the 1954
Code, claiming benefit of the deduction for personal exemptions
provided in section 151 of the code, thereby relieving the payer
of the duty to withhold a tax under section 1451(a), does not
abrogate the exception provided by this subparagraph.

(c) Statements to be Jurnished to persons with respect to whom informa-
tion is furnished.-Subsection (c) of the new section 6042 requires
every person making a return under subsection (a)(1) to furnish to
each person whose name is set forth in such return a written statement
showing (1) the name and address of the person making the return, and
(2) the aggregate amount paid to the person as shown on the return.
Such written statement is to be furnished to the person on or before
January 31 of the year following the calendar year for which the
return under subsection -(a)(1) was made. However, no statement
is required to be furnished to, any person under this subsection if the
aggregate amount of payments to the person as shown on the return
made under subsection (a)(1) is less than $10.

SECTION 19. REPORTING OF INTEREST, DIVIDEND, AND
PATRONAGE DIVIDEND PAYMENTS OF $10 OR MORE
DURING A YEAR (Continued)
(d) Penalties for failure to file information returns.-Subsection (d)

of section 19 of the bill amends section 6652 of the 1954 Code (relating
to failure to file information returns) to provide a new civil penalty
for failure to file an information return with respect to payments
aggregating $10 or more, respectively, of dividends, interest, or
patronage dividends as required by the amendments made to the
code by Rsbsectionh (a), ()), and (c) of tile new section 19, and to
reflect the other amendments with respect to information reporting
Iradel by such subsections.
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SECTION 6652. FAILURE' TO FILE CERTAIN INFORMATION RETURNS

(a) Returns relating to payments of dividends, interest, and patronage
dividends.-Subsection (a) provides a new penalty of $10 per state-
ment for each failure to file a statement of the aggregate amount of
payments to another person, as required by section 6042(a)(1) (relat-
ing to payments of dividends aggregating $10 or more), section
6044(a)(1) (relating to payments of patronage dividends aggregating
$10 or more), or section 6048(a)(1) (relating to payments of interest
aggregating $10 or more), on the date-prescribed therefor (determined
with regard to any extension of time for filing). No penalty is to be
imposed, however, with respect to a failure to file a statement, if it is
shown by the payer that the failure was due to reasonable cause and
not to willful neglect. The penalty is to be paid, upon notice and
demand by the Secretary of the Treasury or his delegate and in the
same manner as tax, by the person failing to so file the statement.
The total amount imposed on the delinquent person for all such fail-
ures during any calendar year shall not exceed $25,000.

(b) Other returns.-Subsection (b) retains the penalty provided
under existing section 6652 for failures to file information returns not
covered by the new $10 penalty in subsection (a). Subsection (b) pro-
vides a penalty of $1 for each failure to file a statement, at the proper
time, of a payment to another person required under authority of
section 6041 (relating to certain information at source) section
6042(a)(2) (relating to payments of dividends aggregating less than
$10), section 6044(a)(2) (relating to payments of patronage dividends
aggregating less than $10), section 6048(a)(2) (relating to payments of
interest aggregating less than $10), section 6048(a) (3) (relating to
other payments of interest by corporations), or section 6051(d) (relat-
ing to information returns with respect to income tax withheld). The
penalty is to be imposed, with respect to each failure, unless it is shown
that the failure was due to reasonable cause and not to willful neglect.
The penalty is to be paid, upon notice and demand by the Secretary
of the Treasury or his delegate and in the same manner as tax, by the
person failing to so file the statement. The total amount imposed on
the delinquent person for all such failures during the calendar year
shall not exceed $1,000.
SECTION 19. REPORTING OF INTEREST, DIVIDEND, AND
PATRONAGE DIVIDEND PAYMENTS OF $10 OR MORE
DURING A YEAR (Continued)
(e) Penalty for failure to furnish statements to persons with respect

to whom returns arefiled.-Subsection (e) of the new section 19 amends
subchapter B of chapter 68 (relating to assessable penalties) by
adding to such subchapter a now section 6678 to provide civil penalties
for failure to furnish statements to persons to whom dividends, patron-
age dividends, or interest are paid as required by the amendments
made to the code by subsections (a), (b), and (c) of the new section 19.

SECTION 6678. FAILUJIE TO FURNISH CERlTAIN STATEMENTS

Section 6678 provides a penalty of $10 for each failure to furnish a
statement under section 6042(c), 6044(e), or 6048(c) on thelate
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prescribed therefore to a person with respect to whom an information
return has been made under section 6042(a)(1), 6044(a)(1), or 6048(a)
(1), respectively. The penalty is to be imposed unless it is shown that
such failure was due to reasonable cause and not to willful neglect.
The penalty is to be paid, upon notice and deliand by the Secretary
of the Treasury or his delegate and in the same manner as tax, by the
person failing to so furnish the statement. Tie total amount imposed
on the delinquent person for all such failures during any calendar
year shall not exceed $25,000.

(f) Technical amendments.-Subsection (f) of the new section 19
amends section 6041 of the code, relating to information at source, to
reflect the amendments made to the code by subsections (a), (b), and
(c) of the new section 19.
Paragraph (1) amends section 6041 (a) of the code (relating to

information returns with respect to payments of $600 or more) in
order to exclude from the application of such section piaylents of
dividends, patronage dividends, and interest aggregating, respec-
tively, $10 or more during any calendar year to another person, and
to exclude from such application other payments of dividends,
patronage dividends, and interest with respect to which the Secretary
of the Treasury or his delegate requires information returns under the
authority of sections 6042(a)(2), 6044(a)(2), 6045, 6048(a)(2), and
6048(a)(3) as amended, or added to the code, by your committee's
amendment.

Paragraph (2) further amends section 6041 of the code by striking
out subsection (c) thereof (relating to payments of interest by cor-
porations) since the provisions of such subsection are contained in the
new section 6048 added to the code by subsection (c) of section 19 of
the bill.

(g) Clerical amendments.-Subsection (g) of section 19 of the bill
bill makes certain clerical amendments to the code to reflect the other
amendments made to such code by section 19 of the bill.

(h) Effective date.-Subsection (h) of section 19 of the bill provides
effective dates for the application of the provisions of such section 19
with respect to payments .of dividends, interest, and patronage
dividends.

Paragraph (1) provides that, except as provided in paragraph (2),
the provisions of section 19 of the bill are to apply with respect to
payments of dividends and interest on or after January 1, 1963.

Paragraph (2) provides that the provisions of section 19 of the bill
are to apply with respect to payments of amounts described in sec-
tion 6044(b) of the code (relating to returns regarding patronage
dividends) on or after January 1, 1963, with respect to patronage
occurring on or after the first day of the first taxable year of the
cooperative beginning on or after JaLnuary 1, 1963.

SECTION 20. INFORMATION WITH RESPECT TO CERTAIN
FOREIGN ENIITITIES

'ITlis section is t(h samei as section 20 of tile bill as passed by time
[lousellS (cXCC l)tfolr (cerlii lchanges i ll e( 'ollstrll tiv(eowN'llersllil)ip 'les
ald(1 inl tle1 pe)nlly )ro vision unt11)(,sect io) 0,038 of t)h(' code, ,,s al(nlJld((
b)y tlle bill relatingg to ill'orniatioln to )be fI'lirisI(l ithi rsel)c(t lto
ccrI aill )fo 'eign corp)Or'tions), and (.xc(''l)t for' c('(rttin c(')lsllles in section
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6046 of the code, as amended by thel bill (relating to information as
to the organization or reorganization of foreign corporations and as
to acquisitions of their stock). Tlhe changes in section 6046 are, in
general, as follows: (1) Officers or directors need not file returns unless
there are one or more U.S. persons owning 5 percent or more in value
of the stock of their foreign corporation; (2) the information required
of officers and directVrs is limited to the names and addresses of U.S.
persons who are 5 percent or more shareholders; and (3) information
need not be furnished 'unless sucl information was required under
regulations in effect 90 days prior to the date on which a person be-
comes liable to file areturn.

(a) Information to be furnwished by indiziduals, domestic corporations,
etc., with respect to certain foreign coTrporations.-Subisection (a) of
section 20 of the bill amends section 6038 of the 1954 Code. Section
6038(a)(1) requires every U.S. person to furnish the information re-

quired by such section with respect to any foreign corporation which
such person controls (as defined in sec. 6038(d), as amended by the
bill). Under existing law, tlle obligation to furnish information is
imposed only on domestic corporations and only with respect to con-
trolled foreign corporations and foreign subsidiaries of such controlled
foreign corporations.

Tlhe requirements as to the information to be furnished are not
changed except that (1) because of the redefinition of "control"
including tle addition of most of the constructive ownership rules of
section 318(a) of the 1954 Code, there will be all increase in the
nmilber of persons whose transactions with controlled corporations
must be reported, and (2) the Secretary of the Treasury or his delegate
is authorized to require the furnishing of any other information which
is similar or related in nature to that specified in paragraph (1) of
section 6038(a) as amended by the bill.
Under the amendment made by section 20(a) of the bill, tlhe period

for which information is to be furnished under section 6038(a)(2) is
mo(lified to provide that, inll 1 cases, such period is that ending with
or within tle U.S. person's txablel year. Tlie amendment does not
change tile period with respect to a first-tier foreign corporation.
However, with respect to a foreign subsidiary of such corporation,
thle period is changed from tlat ending witl or within tlle first-tier
corporation's an11nual accounting period to tliat ending witll or within
tlle U.S. person's taxable year. Thuls, the effect of thle aamendment
will be to obtain information wliicl is more current from tlie sub-
sulbsidlialry.

Section 6038(a)(3), as amended by the bill, is the same as existing
law. It l)rovides that no information will be required to b1) furnished
under section 6038(a) with respect to any foreign corporation for any
annual accounting period unless such information was required to
10o furnished under regulations in effect on the first day of such annually
accounting period.

Section 6038(1)), which sets forth tie penalty for failure to file the
required informal tion within the prescribed time, is amended to provide
tlhat the reduction in foreign taxes paid or domed paid now provided
bly section 6038(1)) will oc(cu in applying section 901 as well as section
902, alt.houlgl it will not ocIIr Iundle both sections witll respect to tlle
salme tax.In add(lition, tlio rldllction is to apply in resI)ect of taxes
d(eele(l paid( under section 960 of the code (addedl by sec. 12(a) of
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the bill). Also, tile penalty provided by section 6038(b), as amended
by the bill is extended to other than corporate taxpayers. Your
committeehas added a limitation on the penalty provided by section
6038(b) to the effect that the amount of the reduction in foreign tax
credit under section 6038(b)(1) for each failure to furnish information
with respect to a foreign corporation required under section 6038 (a) (1)
will not exceed the greater of (1) $10,000, or (2) the income of the
foreign corporation for its annual accounting period with respect to
which the failure occurs.
The reduction in foreign taxes paid or deemed paid for failure to

file the required information within the prescribed time is not to apply,
however, in computing accumulated profits in excess of income, war
profits, and excess profits taxes under section 902 (a) and (b) of the
code (relating to foreign tax credit for a corporate stockholder of a

foreign corporation) or under section 960(a) of the code (added by
sec. 12(a) of the bill).

Section 6038(c), as amended by the bill, provides that where two
or more persons are required to furnish information with respect to
the same controlled foreign corporation for the same period, the Secre-
tary of the Treasury or his delegate may prescribe that such informa-
tion will be required only from one person. To the extent practicable,
the Secretary's determination is to be based on actual ownership of
stock (as distinguished from constructive ownership).

Section 6038(d) defines "control" as the possession of more than
50 percent of the combined voting power, or of the value, of all classes
of stock. A person in control of a corporation which, in turn, owns
more than 50 percent of the combined voting power, or of the value,
of all classes of stock of another corporation is also treated as in con-
trol of such other corporation. Thus, for example, in the case of a
chain of corporations consisting of corporation M, owning 51 percent
of the voting stock in corporation N, owning, in turn, 51 percent of
the voting stock in corporation 0, owning, in turn, 51 percent of the
voting stock in corporation P; corporation P is controlled by corpo-
ration M. The bill as passed by the House provided that the rules
of section 318(a) apply in determining stock ownership, except that
the rule which requires ownership of 50 percent of the stock of a

corporation before stock owned by such corporation is attributed to
its stockholders applies without regard to the 50-percent limitation.
The constructive ownership rules apply in determining control of
domestic and foreign corporations but not in determining, under sec-
tion 6038(a)(1)(D)(iii), whether a transaction is with a corporation10 percent or more of the value of any class of stock of which is owned
by a U.S. person.
With respect toW their application under section 6038, the bill, as

amended by your committee, makes the following changes in the rules
of section 318(a) as modified by the bill as passed by the House:

(1) T'le rules that stock owned by or for a partner or a bone-
ficiary of an estate or trust shall be considered as owned by the
partnership, estate, or trust will not be applied so as to consider
a U.S. person as owning stock owned by a person who is not
a U.S. person, nor will a corporation be considered as owning
stock owned by or for a 50 percent or more shareholder where
t,ho effect is to consider a U.S. person as owning stock which is
owned by a person who is not a U.S. person.

334
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(2) The rule that requires ownership of 50 percent (the bill as
passed by the House removed this limitation) of the stock of a
corporation before stock owned by such corporation is attributed
to its stockholders has been modified by substituting the phrase
"10 percent" for the phrase "50 percent."

(3) The rule that attributes to a corporation stock owned by
or for persons owning the stock of such corporation will not
apply.

TIle amended section 6038(d) defines the "annual accounting pe-
riod" of a foreign corporation as tihe annual period on the basis of
which such corporation regularly computes its income in keeping its
hooks.

Section 6038(e) provides cross-references to sections 7203 and
7701 (a) (30), respectively, for provisions relating to penalties for vio-
lations of section 6038, and for the definition of the term "U.S.
person."

(b) Ilnformation. as to organization or reorganization offoreign corpo-
rations and as to acquisitions of their stock.-Subsection (b) of section
20 of the bill amends section 6046 of the 1954 Code.

Paragraph (1) of section 6046(a), as amended by the bill as passed
by the House required an information return from each U.S. citizen-
or resident who, on January 1, 1963, was an officer or director of a

foreign corporation or who became such an officer or director at any
time after that date. In lieu of this provision, the bill, as amended
by your committee, requires an information return from each U.S.
citizen or resident who is on January 1, 1963, an officer or director of a
foreign corporation, 5 percent or more in value of the stock of which is
owned by a U.S. person, or who becomes such an officer or director
at any time after such date.

Paragraph (2) of section 6046(a) requires each U.S. person to file
an information return under any of the following circumstances:

(1) I-Ie owns 5 percent or more in value of the stock of a foreign
corporation on January 1, 1963.

(2) He owns stock of a foreign corporation on January 1 1963,
which has a value of less than 5 percent of the value of tile stock of
such1 corporation, or ownsI no stock on January 1, 1963, and thereafter
acquires stock which(, when added to the stock held on January 1,
1963, if any has a value equall to 5 percent or more of the value of thle
stock( of such fo 'eign corporation.

(3) -Te acquires an additional 5 percent or more in value of the
stock of a foreign corporation.

Parlgragaph (3) of section 6046(a) requires each person who becomes
a U.S. person after Janu ary 1, 1963, while owning 5 percent or more in
value of the stock of a foreign corporation to file an information return.
Example.-A, a U.S. person, who on January 1 1963 owns 2 per-

cent in value of the stock of foreign corporation M, is not required to
file an information return under section 6046. IHowever, when he
acquires, on April 1, 1963, an additional block of stock consisting of 4
percent in value of the stock of such corporation, he is required by
fudbparagralph (A) of section 6046(a)(2) to make an information return
with respect to corporation M. If, on December 31, 1.964, he acquires
a 6-.percent block of stock in addition to that already owned, he is
required to file a return under subplaragraph (B) of section 6046(a)(2).
He is not required to report when, on May 1, 1965, he acquires an
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additional 3-percent block of stock but he is required to report under
subparagraph (B) when, on November 30, 1965, he acquires a 4-percent
block of stock because the last two blocks of stock total more than
5 percent.

Subsection (b) of section 6046, as amended by the bill as passed by
the House, was the same as existing law. It provided that the in-
formation returns required by subsection (a) of section 6046 shall be
in such form and shall set forth, in respect of the foreign corporation,
such information as tle Secretary of the Treasury or his delegate
prescril)es by forms or regulations as necessary for carrying out the
provisions of the income tax laws. Your committee has added a pro-
vision which limits the information wlich may be required of persons
described in subsection (a)(l) to the names and addresses of persons
described in subsection (a) (2).

Subsection (c) of section 6046 is amended by omitting the definition
of "U.S. shareholder". The term "U.S. person", as used in sections
6038 and 6046, as amended by the bill, has the same substantive
meaning as the term "U.S. shareholder" in existing section 6046.

Subsection (d) of section 6046, as amended by the bill, provides a
limitation on the time for filing a return required by subsection (a)
of such section. Such return must be filed on or before the 90th day
after the day on which, under any provision of section 6046(a), the
U.S. citizen, resident, or person becomes liable to file such return.
Your committee has redesignated subsection (e) of section 6046 (as

amended by the bill as passed by the House) as subsection (f) and
addled a new subsection (e) which provides that no information shall
be required to )be furnished under section 6046 with respect to aly
foreign corporation, if the liability of the U.S. citizen, resident, or
person to file a return under subsection (a) arises on or after January 1,
1963, and before March 1, 1963, unless such information was required
to be furnished lunler regullltions which havebeen ill effect since
January 1, 1963 ()but only if such regulations were prescribed before
D]ecemnl)r 1, 1902); or, if the liability of the U.S. citizen, resident, or
person to file a return under subsection (a) arises on or after March 1,
196:3, unless such information was required to be furnished under
regulations which have )beeo in effect for at least 90 days.

Subsection (f) of section 6046, as ameno(lded by thel bill, is a cross-
refrcrnce to section 7203, relating to willful failure to file a return,
supply information, or pay tax.

(() (C'ivil penalty fo Jailure to file return.--Subsction (c) of section
20 of the bill amendts subchapter B of chapter 68 (relating to assessable
p(eialties) by ad(l(ing new section 6679.

Subsection (a) of section 6679, similar in purpose to section 6677
(relating to failure to file information returns with respect to certain
foreign trusts) as added by section 7(g) of tlhe bill,'pr)OVidCs that in
addition to any crilmilnal )penalty provi(lde1 y law, any person required
to file a return un(ler section 6046 wlio fails to file sucl returnl at the
till( plovii(ld( in section 6046, or who files a return whlichl does not
show tlhe information required pl)rstualit, to such section, must )pay a

penIllty of $ 1,000, unless it is shown\V thllat su(cl l'failure' is (ldu to 'reason-
ablte Causo.

Sublsection (1)) of section 66790 provides that sublchal)tel r B of chap-
tr' 63 (relatill to deficiency procedure for income, estate, and gift
taxes) is ilnaplTi(able in respect of tile assessmlent or collection of lany
Ipelnalty imposed by subsection (a).
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(d) Technical amendments.-Subsection (d) of section 20 of the bill
contains technical amendments adding a cross-reference to section 318
of the code and conforming the appropriate table of sections to the
change in the heading of section 6046.

(e) Effective date.-Under subsection (e) of section 20 of the bill,
section 6038 of the code as amended by the bill is to apply with respect
to annual accounting periods of foreign corporations beginning after
December 31, 1962, and section 6046 of the code as amended by the
bill is to take effect on January 1, 1963. Under subsection (e)(1),
existing section 6038 will continue to apply in respect of a foreign-
corporation or foreign subsidiary whose annual accounting period
begins before January 1, 1963. For example, assume that D, a do-
mestic corporation, has a taxable year beginning July 1, 1963, and
ending June 30, 1964. F, a foreign corporation controlled by D, has
an annual accounting period beginning January 1, 1963, and ending
December 31, 1963. FS, a foreign subsidiary of F, has an annual
accounting period beginning April 1, 1962, and ending, March 31,
1963. Under the effective date provision, information with respect
to FS's annual accounting period beginning April 1, 1962, and ending
March 31, 1963, is to be furnished under existing law, and information
with respect to F's annual accounting period beginning January 1,
1963, and ending December 31, 1963, is to'be furnished under section
6038 as amended by the bill.

SECTION 21. EXPENDITURES BY FARMERS FOR
CLEARING LAND

Section 21 of the bill, which is a new section added to the bill as
passed by the Iouse, amends the Internal Revenue Code of 1954
by ad(ling a new section 182, relating to the tax treatment of expendi-
tures by farmers for clearing land.
Subsection (a) of section 182 permits farmers to elect to -treat as

deductible expenses, rather than as nondeductible improvements to
property, expenditures for clearing land if such expenditures are for
the purpose of making the land suitable for use in farming.

Subsection (b) of section 182 limits the deduction under subsection
(a) for any taxable year to $5,000, or to 25 percent of the taxable
income derived from farming during the taxalle year, whichever
amount is the lesser. ForpI)rposes of such 25-lpercent limitation,tlle
terin "taxablle income derive(l flroml farmingii" means thle gross income
of tlhe taxpayer derived from farming (luringtiletaxal)le year, that
is, tlic gross income of tlhe taxpayerfrIm1ni tihe proldutionl of crops,
fruits, or olter agricultilral l)1products or frmol livestock, redlluced by
thie allowal)le dedtuctionls which are attributable to thle )business of
fan11ing other than the deduct(ioni allowed by section 182. 'ITh'lus, all
of tlie ordinary and necessary cXllelnses paid ori ilcu'et(l ii l lie blusi-
ness of farling,including amounts allowed as deductions by sections
175 and 180 for soil land water conservation expenditurs and for
lie anld elrt'ilizer exp1enditullres, respectively, lbut not including the
amount allowed as a c(lted(ucionbly section 182 for expenditures for
clearing land, 5s1101i1 1)(' d(e(lu('te( from gross ilncomlC derived 'from
farimling in COIlipulting te taxable income derived from farming for
pul)l1oses of appllying tlie 25-)percelnt limitation on tlhe amount((edut-
ible as an expenditure f'or clearing farm land.
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Tlhe term "clearing of land" is defined in subsection (c)(l) of section
182 to include, but is not limited to, the eradication of trees, stumps,
and brush, the treatment or moving of earth, and the diversion of
streams and watercourses. Your committee's amendment has appli-
cation only in respect of 6xpellditures paid or incurred in the clearing
of land for the purpose of making such land suitable for use in farming.
The term "land suitable for use in farming" means land which as a
result of the clearing of land, as described above, is suitable for use
by the taxpayer or his tenant for tile production of crops, fruits, or
other agricultural products or for the sustenance of livestock.

Subsection (d)(1) of section 182 provides that the expenditures to
which section 182(a) applies do not include expenditures for the
purchase, construction, installation, or improvement of structures,
appliances, or facilities which are of a character which is subject to
the allowance for depreciation. In addition, such expenditures do not
include any expense which is deductible under any other section of
the code.

Subsection (d)(2) of section 182 provides that expenditures to
which section 182(a) applies shall include a reasonable allowance for
depreciation with respect to property which is used in the clearing of
land for the purpose of making such land suitable for use in farming
and which if used in a trade or business, would be property subject
to the allowance for depreciation. Under present law such deprecia-
tion must be capitalized. Such subsection (d)(2) further provides
that to the extent an amount representing a reasonable allowance
for depreciation with respect to property used in clearing land is
treated as an expenditure to which subsection (a) applies, such expend-
iture shall, for purposes of chapter 1 of the 1954 Code, be treated as
amount allowed under section 167 for depreciation of such property.
Under this provision, proper adjustment to the basis of such property
would be made under section 1016(a) of the 1954 Code.

Subsection (e) of section 182 provides that the taxpayer shall make
the election to deduct his expenditures for clearing his land within the
time prescribed by law (including extensions thereof) for filing his
return for any taxable year in which he pays or incurs such expendi-
tures, and that such election shall be made in such manner as the
Secretary of the Treasury or his delegate may by regulations prescribe.
Once the election is made for any taxable year such election may not
1)e revoked without the consent of the Secretary of the (Treasury or
his delegate.
SECTION 22. CHARITABLECONTRIBUTIONS MADE FROM
INCOME ATTRIBUTABLE 'VTO SEVERAL TAXABLE YEARS

Section 22 of the bill, which is a new section added to the bill as
passed by the House, amends section 1307 of the Internal Revenue
Code of 1954 ly adding a new subsection (e) thereto. Section 1307
relates to rules applicable to part I of subchapter Q of such code which
part relates to income attributable to several taxable years.

Part I of subchal)ter Q provides a limitation with respect to the
tax imposed on certain amounts received or accrued by an individual
taxpayer during a taxable year. 'Ihe tax attributable to any such
amount for tile taxable year in which it is received or accrued is, in gen-
oral, not to be greater than tle aggregate increases in taxes which
would have resulted if the amount had been included in the taxpayer's
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income, on an allocated basis, over the period specified in the appli-
cable section of such part I.

It is the present position of the Internal Revenue Service that in
computing tax in accordance with part I of subchapter Q the adjusted
gross income for the taxable year in which the amount was received
or accrued shall be computed without regard to that portion of such
amount which is allocated to other taxable years. (See, Internal
Revenue Mimeograph 43, 1952-2 C.B. 112.) The amounts allowable
as deductions under section 170, relating to charitable, etc., contribu-
tions and gifts, and under section 213, relating to medical, dental, etc.,
expenses, are based upon percentages of adjusted gross income. The
computation of adjusted gross income without including that portion
of the amount received or accrued which is allocated to other taxable
years results in a determination of adjusted gross income which is less
than would be the case if adjusted gross income for the taxable year in
which the amount was received or accrued were computed without re-
gard to part I of subchapter Q. A lower adjusted gross income figure
for the taxable year decreases the allowable deduction for charitable
contributions and increases the allowable medical deduction.
New subsection (e) provides that an individual who receives or

accrues in a taxable year an amount to which part I of subchapter
Q applies may elect (in such manner and at such time as the Secre-
tary of the Treasury or his delegate prescribes by regulations) to apply
the provisions of subsection (e) in computing his tax liability under
such part. If the taxpayer so elects, the amount received or accrued
shall be reduced, for the purposes of computing his tax liability under
such part I with respect to such amount, by an amount (1) which
bears the same ratio to the amount of his allowable charitable deduc-
tion for the taxable year in which the amount was received or accrued
(computed without regard to pt. I of subch. Q) as (2) the amount
received or accrued during the taxable year to which part I applies
bears to the adjusted gross income for such year (computed without
regard to pt. I of subch. Q).
The last sentence of new subsection (e) provides that no portion

of the amount received or accrued to which part I of subchapter Q
applies shall (for purposes of computing the limitation on tax under
such part) be taken into account for purposes of computing the limita-
tion under section 170(b)(1) of the code for the taxable year in which
the amount to which such part applies is received oi accrued.
Example.--Assume the following facts with respect to individual I

(who elects to have the new subsection (e) apply) for the taxable year
1963:
(1 Amount received or accrued to which pt. I of subch. Q applies-- $12, 000

2 Adjusted gross income (determined without regard to pt. I of subch.
)..-------------.---- - -----. ---. --- -- - 16, 000

(3) Deductible charitable contributions (determined without regard to
pt. I of such. Q) ---------------------, -------------- 1,600

Assume further that, for purposes of computing the limitation on
tax under part I of subchapter Q, the $12,000 amount is to be pro-
rated in equal amounts to the taxable years 1960, 1961, 1962, and
1963.
Under the first sentence of the new subsection (e), for purposes of

computing the tax liability of the taxpayer under part I, the $12,000
is reduced by $1,200 (that portion of the $1,600 deductible charitable
contributions which $12,000 is of $16,000). The remainder, $10,800,
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is then prorated at the rate of $2,700 per year to 1960, 1961, 1962,
nand 1963.
Under the last sentence of the new subsection (e), for purposes of

computing the limitation on tax under part I, the $12,000 amount
is not to be taken into account for 1963 for purposes of computing
the limitation under section 170(b)(1) on the amount deductible for
charitable contributions during 1963. Thus, for this purpose, the
adjusted gross income is to be treated as being $4,000 (the amount
remaining after excluding $12,000 from $16,000).

SECTION 23. EFFECTIVE DATE OF SECTION 1371(c)
OF THE INTERNAL REVENUE CODE OF 1954

Section 23 of the bill, which is a new section added to the bill as
passed bly the House, relates to the effective date of section 1371(c)
of thle Internal Revenue Code of 1954.

(a) In general.-Subsection (a) of section 23 of the bill provides
that section 1371(c) of the code, which was added by section 2(a) of
the Act of September 23, 1959 (Public Law 86-376), shall (notwith-
standing the provisions of the first sentence of sec. 2(d) of such Act)
also apply to taxable years beginning after December 31, 1957, and
before Januaryl1, 1960. Section 1371(c) provides that stock which
is community property of a husband and wife (or the income from
which is community income) under the applicable community property
law of a State, or is held by a husband and wife as joint tenants,
tenants by the entirety, or tenants in common, shall be treated as
owned by one shareholder. The first sentence of section 2(d) of
Public Law 86-376 provides that section 1371(c) is to apply to taxable
years beginning after December 31, 1959. Under your committee
amendment, if the provisions of subsections (b) and (c) of section 23
of tl(e bill are met, section 1371(c) will now be applicable for all taxable
years for which a corporation may elect to be taxed as an electing
small business corporation under subchapter S (sees. 1371-1377) of
the code.
The enactment of this new effective date for section 1371(c) does

not relax or otherwise change the requirements of any of the provisions
of subchapter S. Thus, in order to be eligible to be treated as an
electing small business corporation for years beginning after December
31, 1957, and before January 11 1960, a "small business corporation"
must have filed a timely election for such year in accordance with
section 1372 anld in tIle niannerI prescrilbed by (lie S(cre(tary of tihe
Trasury or llis (llegate )y egulaltions. Such localiolln must have been
valid iaill respIectcsexcept hllat by reason of counting a husl)band alnd
wife owning slock of a corporation in tell specified joint forms or as
comminlity property as two shareholdl(lrs, the corporation failed to
mneet tlh requireIiment that a snallllusiness corporation il ust. Iave 10 or
fewer sltarehol(lers. llr'thier or, shlarl'hll(der (consents to suc(h (lec-
tions must. have bleen filed in tlie prescribed till1e and manner. 1How-
ever, t1le( Com-missionerlias announce(l that he will consider, lupon
relqulest, tlhe granting of extensions of time for the filing of consents in
ce(rain cases under section 1.9100-I of tli! Incomeo 'Ta'x Regulations.

If all tie requir''tements, except) th(e 10-or-fwer-shareholder require.
Ient, lhad been met for taxable years beginning after December 31,
1957, and before January 1, 1960, and tlhe effect of applying tie new
effective date of section 1371 (c) is to reduce theonumller of shareholders
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to 10 or fewer, the election shall be treated as a valid election, and tile
corporation shall be treated-as -n electing small business corporation
for the year of the election and- all-succeeding years (unless, even
though sec. 1371(c) is applicable, the election has been terminated
for any reason) if the corporation and the shareholders meet the re-
quireients of slulsections (b)) and (c) of section 23 of tlie bill. The
earlier effective date provided in subsection (a) is also available in
those situations where the initial election was valid, but where a ter-
mination in a subsequent taxable year beginning before January 1
1960, is attributable solely to the fact that, by counting a husband
and wife owning stock in joint form or as community property as two
shareholders, tile corporation had more than 10 shareholder? and thus
failed to meet the definition of a small business corporation. In such
a case, if the corporation and shalieiolldeis elect and consent as pro-
vided in subsections (b) and (c) of section 23 of the bill, such termina-
tion shall be disregarded, and such corporation shall be treated as an
electing small business corporation for the year of the termination
and all succeeding years (unless, even though sec. 1371(c) is applicable,
the election has been terminated' for any reason).

(b) Election and consent by corporations; consent by shareholders.-
Subsection (b) of section 23 of the bill prescribes rules which must be
complied with if the earlier effective date provided in subsection (a)
is to apply with respect to any electing small business corporation
and its shareholders.

Subsection (b)(1) provides that the earlier effective date for section
1371(c) shall not apply unless thle corporation elects, within 1 year
after tle (late of the enactment of the bill, to have the earlier effective
date apply and consents to the application of subsection (c) (relating
to tolling of statutes of limitations). Both the election to have the
provisions of subsection (a) apply and the consent to the application
of subsection (c) are to be made in such manner as the Secretary of
the Treasury or his delegate prescribes by regulations.
Under subsection (b)(2), each shareholder of the corporation must

consent to the corporation's election, and must also consent to the
application of subsection (c), within 1 year after the date of the
enactment of the bill. These consents, which must be filed in such
manner-and at such time as the Secretary of the Treasury or his dele-
gate prescribes by regulations, are required of each person who is a
shareholder of the corporation on the date the corporation makes
the election under subsection (b)(1), and of each person who was a
shareholder of the corporation at any time during any taxable year
of the corporation beginning after ecemnber 31, 1957, and ending
before the date of such election. It is contemplated that the election
and consent by the corporation under subsection (b)(1) and the con-
sents by its shareholders under subsection (b) (2) will be filed together.

(c) 'olling of statutes of limitations.-Subsection (c) of section 23
of the bill provides for a tolling of the statutes of limitations with
respect to (1) the assessment of deficiencies, and (2) tlhe credit or
refund of overpayments, which are attributable to the application of
tlhe earlier effective late provided in subsection (a).

Sul)s(ectioll (c)(l) provides that if tle assessment of any deficiency
agaillSt tlle corporation making suchl election, or against anly share..
holder of such corlioratioll who collscint to such election, for alny tax-.
able year is )prevellte(l, at any tille o or before tlle expiration of 1
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year after the date of such election, by the operation of any law or rule
of law, assessment of such deficiency may, nevertheless, be made, to
the extent such deficiency is attributable to the application of sub-
section (a), at any time on or before the expiration of such 1-year
period.

Subsection (c)(2) provides that if credit or refund of any overpay-
ment of tax by the corporation making such election, or by any share-
holder of such corporation who consents to such election, for any tax-
able year is prevented, at any time on or before the expiration of 1
year after the date of such election, by the operation of any law or rule
of law, credit or refund of such overpayment may, nevertheless, be
allowed or made, to the extent such overpayment is attributable to the
application of subsection (a), if claim therefor is filed on or before the
expiration of such 1-year period.
SECTION 24. CERTAIN LOSSES SUSTAINED IN CONVERT-
ING FROM STREET RAILWAY TO BUS OPERATIONS
Section 24 of the bill, which is a new section added to the bill as

passed by the House, relates to certain losses sustained in converting
from street railway to bus operations.

(a) In general.-Subsection (a) of section 24 of the bill provides
that if a corporation has a net operating loss for the taxable year
ending December 31, 1953, or the taxable year ending December 31,
1954, principally as the result of conversion from street railway to
bus operations with respect to part or all of the company's operations,
then its unused conversion loss (as defined in subsec. (b)) will be
subject to the treatment provided in subsection (c).

(b) Unused conversion loss defined.-Subsection (b) of section 24 of
the bill defines an "unused conversion loss" as the aggregate of the
net operating losses for the taxable years ending December 31, 1953
and 1954, reduced to the extent that they have been used as net
operating loss carryovers or carrybacks to reduce taxable income for
any taxable year )beginning before January 1 1960.

(c) Treatment of unused conversion loss.--Subsection (c) of section
24 of the bill provides that if a taxpayer has an unused conversion
loss, it shall bo treated by such taxpayer as a not operating loss for the
taxable year ending Dec.ember 31, 1959, in determining the amount
of the net operating loss carryover from such taxablo year to each of
the 5 taxable years following such taxable year. Sulbsection (c)
applies, however, only for years in whiich the tiax)ayer is engaged( in
the furnishing or sale of t arnsportation (as definedd ill sec. 1503() (1) (A)
of the 1954 Code),

((1) Iel/lationws.--Subsection (d) of section 24 of the bill authorizes
the Secretary of the Treasury or hlis delegates( to l)relcrilbe l)y regulation
such rules as may be necessary to carry out the I)lprposes of this

B((, )I
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SECTION 25. PENSION PLAN OF LOCAL UNION NO. 435,
INTERNATIONAL HOD CARRIERS' BUILDING AND
COMMON LABORERS' UNION OF AMERICA
Section 25 of the bill, which is a new section added to the bill as

passed by the House, provides that the pension plan of Local Union
No. 435 of the International Hod Carriers' Building and Common
Laborers' Union of America, which was negotiated to take effect May
1, 1960, pursuant to an agreement between such union and the Build-
ing Trades Employers Association of Rochester, N.Y., shall be held
and considered to have been a qualified trust under section 401(a) of
the Internal Revenue Code of 1954, and to have been exempt from
taxation under section 501(a) of such code, for the period beginning
May 1, 1960, and ending April 20, 1961, but only if it is shown to the
satisfaction of the Secretary of the Treasury or his delegate that the
trust has not in this period been operated in a manner which would
jeopardize the interests of its beneficiaries.

SECTION 26. CONTINUATION OF A PARTNERSHIP YEAR
FOR SURVIVING PARTNER IN A TWO-MAN PARTNER-
SHIP WHERE ONE DIES

(a) Close of taxable year of two-man partnership when one partner
dies.-Paragraph (.) of subsection (a) of section 26 of the bill is a
clerical amendment the effect of which is to designate the text of
section 188 of the Internal Revenue Code of 1939 as subsection (a)
of section 188.

Paragraph (2) of subsection (a) of section 26 of the bill amends
section 188 of the Internal Revenue Code of 1939 (relating to different
taxable years of partner and partnership) by adding a new subsection
(b). The new subsection (b) provides that for purposes of chapter 1
of the 1939 Code, if the surviving partner so elects within 1 year after
the date of enactment of this bill, the death of one of the partners of
a partnership consisting of two members shall not result in the
termination of the partnership or in the closing-of the taxable year of
the partnership with respect to the surviving partner prior to the
time the partnership year would have closed if neither partner had
died or disposed of his interest.

(b) Eiffective date, etc.-Subsection (b) of section 26 of the bill pro-
vides that the amendments made by section 26 of the bill are to apply
with respect to taxable years of a partnlrshipl beginning after Decem-
ber 31, 1946, to which the Internal Revenue Code of 1939 applies.
Subsection (b) further provides that if refund or credit of any over-
payment resulting from the application of the amendment made bynew section 188(b) (including interest, additions totho tax, and addl-
tional amounts), is prevented on the date of enactment of this bill,
or within 1 year from such date by the operation of any law or rule
of law (other than sec. 3760 of the Internal Revenue Code of 1939 or
sec. 7121 of the Internal Revenue Code of 1954, relating to closing
agreements, and other than sec. 3761 of the Internal Revenue Code
of 1939 or sec. 7122 of the Internal Rovonue Code of 1954, relating to
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compromises), such refund or credit or such overlmynment, may,.
nevertheless, be made or allowed if claim therefore is filed within 1
year after the date of enactment of this bill. Furtherinore, no in-
terest shall be allowed or paid on any overpayment resulting front
the enactment of this section.

SECTION 27. TREATIES

Section 7852(d) of the 1954 Code provides that no provision of the
1954 Code shall apply in any case where its application would be
contrary to any treaty obligation of the United States in effect on
August 16, 1954. The bill as passed by the House provided that sec-
tion 7852(d) would not apply in respect of any amendment made by
the bill, thus providing that in the event there was any conflict witl
any treaty provision (whether or not such provision was in effect on
August 16, 1954) the provisions of the bill would govern. Your con-
mittee has stricken this provision and substituted for it an amend-
ment providing that no provision of the bill shall apply in aliy case
where its application would be contrary to any treaty obligation of the.
United States.



CHANGES IN EXISTING LAW

In the opinion of the committee, it is necessary, in order to expedite.
the business of the Senate, to dispense with the requirements of'
subsection 4 of rule XXIX of the Standing Rules of the Senate (re-
lating to the showing of changes in existing law made by the bill, as.
reported).
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INDIVIDUAL VIEWS OF SENATORS HARRY F. BYRD,
ALBERT GORE,, JOHN J. WILLIAMS, AND CARL T.
CURTIS ON SECTION 2 OF H.R. 10650

We oppose section 2 of the 1962 revenue bill (H.R. 10650) which
would give a 7-percent tax credit to segments of business for invest-
menot in new machinery and equipment.
Our opposition to this section of the bill is based on firm convictions

after full consideration of views expressed by competent witnesses in
exhaustive hearings, and those expressed in voluminous correspond-
ence from the general public.
We have given closest possible study to statements in behalf of the

administration's recollmendcations made before the Senate Finance
Committee which, in some respects, are at variance with provisions
now in the section.

Before adopting the "investment credit" (sec. 2) provisions as re-
ported, the Senate must consider the fact that the Internal Revenue
Service on July 11, 1962, substantially revised its regulations to
accelerate regular depreciation.
Our position is in accord with views of a vast number of citizens,

including those representing industry, business, labor, and agriculture
throughout the Nation, who have testified and counseled for rejection
of the provisions of section 2.

Hearings on the pending bill were held over a period of 4 months,
and a substantial portion of the testimony taken was directed to
section 2. Generally, our conclusions may be summarized, but the
detail must )b considered, too.

In summary, we oppose "investment credit" as it would be provided
by section 2 for numerous reasons including tlhe facts that-

(1) It would be a subsidy in the nature of a windfall to bo
given to businesses which comply with a Government policy.

(2) It would bo discriminatory in its application among various
businesses, even among those similar in kind,

(3) Its value and its need as a stimulant to so-called "economic
growth" are both questionable and doubtful.

(4) Its continuing cost would be heavy and it would incroaso
the Federal deficit in the current fiscal year.

VWOULDJ INCEI:ASeJ DEI)FICIT

'There was a Federal ldficit of $6.3 billion in fiscal year 1962 which
ended Juneo 30. There will b1 another deficit in tlh current fiscal year
which started July 1. Tloh "investment credit" provisions in f1.R.
10650 would increase the 1963 deficit by $630 million (net).

T'he stafT of the Joint Committee on Internal Revenue Taxation,
using officially budgeted expenditures, estimates that--

(1) The Fedlcral deficit in the current fiscal year 1963 will be
more than $3'.9 billion, excluding the effect of this bill.
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(2) This Federal deficit would be increased by a total of more
than $1 billion if H.R. 10650, as passed by the House of Represent-
atives, were enacted; and

(3) The Federal deficit estimate would have to be increased by
a totrpl of $630 million (net) if the bill, as reported by the Senate
Finance Committee were enacted.

If H.R. 10660-in either the House or the Senate committee ver-
sion-were enacted, a substantial portion of the estimated increase in
the Federal deficit would be directly attributable to the effect of the
"investment credit" provisions alone. The Joint Cor.mittee staff
estimates that-

(1) Under the House-passed version of the "investment credit"
provisions, revenue in fiscal year 1963 would be reduced by $1.3
billion; and

(2) Under the Senate committee version of the "investment
credit" provisions, revenue in fiscal year 1963 would be reduced
by $650 million (gross).

If the "investment credit" provisions of section 2 remain in this
bill and the measure is enacted, they will become permanent in the
law. For this reason it is appropriate for the Senate at this time to
examine the long-range budgetary effects.
When this is done, the enormity of the revenue loss becomes even

more clear, and the budgetary effect becomes even more significant.
Extending application of the "investment credit" provisions over an
11-year period (1962-72), the Joint Committee staff finds that-

(1) Business tax liabilities would be reduced during that period
by $21 billion under the House-passed version; and

(2) Business tax liabilities would be reduced during that period
by $15.6 billion under the Senate committee version.

Revenue loss resulting from application of the new depreciation
guidelines made effective by the Treasury Department on July 11,
1962, would be in addition to revenue loss resulting from the "invest-
ment credit" provisions in this bill if they were enacted.
The Treasury has estimated that in their first year of operation the

recent revisions in Internal Revenue Service rules on depreciation will
result in a reduction in business tax liabilities of $1.5 billion. Esti-
mates for subsequent years have not been made.

WRONG IN PRINCIPLE

rTho "investment credit" proposed in section 2 of this bill is wrong in
principle. It would be discriminatory in its application. It woull do
harm to our tax structure. It would not achieve so-called "growth"
in investment. It is not needed under existing conditions.
Under terms of the bill, those complying with the "investment

credit" provisions would be entitled to a tax credit which could be
offset directly against ilnco1me tax liability. Coupled with (dprlecia-
tion, "investment credit" would return to the investor more than he
paid for the asset.

It should be made clear for the record and the information of the
Senate that the tax "credit" would not be included in taxable income.
If a corporate tax rate of about 60 percent were assumed, an "invest-
ment credit" of $7 would be equal to $14 of additional income before
taxes in the year.

87490-0---28
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Under existing law and Internal Revenue Service regulations the
cost of plant, machinery, and equipment generally may be depreciated
100 percent over specified periods; and depreciation has been acceler-
ated under the new rules now in force.
Under the current administration proposal anld House bill provisions

"investment credit" for now machinery and equipment would bo in
addition to 100-percent depreciation. Under the Senate committee
version of the bill the "investment credit" would be in addition to
93-percent depreciation.
'he administration proposed an 8-percent "investment credit"

(with public utilities excluded) on new machinery and equipment in
addition to 100-percent depreciation. The effect of this would be to
give investors generally 116 percent of what they paid for the asset.

'The House bill generally would give a 7-percent "investment credit"
for new machinery and equipment, with a 3-percent "credit" for public
utilities, in addition to 100-percent depreciation. This would allow
investors up to 114 percent of what they paid for the asset.
The Senate committee bill generally would give a 7-percent "invest-

ment credit" for new machinery and equipment, with 3 percent for
public utilities, in addition to 93 and 97 percent depreciation respec-
tively. This would allow investors up to 107 percent of what they
paid for the asset.
Evidence given in hearings on this bill clearly shows that "invest-

ment credit" is both wrong in principle and unnecessary. Numerous
witnesses, including those representing four major segments of the
economy, opposed the principle involved.

In view of the testimony in the published record on this proposal,
it is difficult to understand the persistence of the "investment credit"
advocates. Leaders of industry, business, labor, and agriculture all
have appeared before the Senate Finance Committee to oppose it.

Stanley H. Ruttenberg, research director, AFL-CIO, urged the
committee to "delete this provision from the bill," because those le
represented thought:

It is a multibillion-dollar windfall that will not really
contribute anything to our national goals and will not relieve
our balance-of-payments problems as it is claimed.

Walter Slowinski, appearing in behalf of the U.S. Chamber of
Commerce, with respect to the "investment credit" provisions, said:

The chamber again recommend ds against the adoption of
this novel and untried preferential tax credit subsidy for
businesss. It is also unnecessarily complex, and it will be
difficult to administer.

IHariold H. Scaff,ch(airmanLi ,l TaxCoS ittee, National Association
of Manufacturers, sai(l "investlllent credit"'--

vwould silll)ly l)rovi(l( rd(luctioll ill effective tax rates for
taxpayers wvho use1 t lhir income and other funds as t lie
Governllent thinks is bl)st for tlie economyy at a lartlticular
time.

''lThere has booeen a tendency to promolite anld discuss the
inlvestmilel(nt tax credit apl)art from thle price whi(cll it, would
exact ill terms of other lchanges in th1( tax law, Evenw;it.lh-
out tlie exaction of s11(: 1 l)1rice,' we would 0l))ose( tle (credit
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for the reasons set forth in the al)penlix at,attached hereto.
Very simply, we believe that tax red(lctions should be
afforded by directt means. We woutl take this position
even if, in our opinion, all of the other provisions of IT.R.
10650 constituted sound tax policy.

Charles B. Shuman, president, American Farm Bureau Federation,
took tlhe position that-

these provisions are both unsoun(l and likely to have a
number of undesirable effects. It would be far better to
liberalize the treatment of depreciation stand work toward a

general reduction in income tax rates.
The proposed investment credit is a selective form of tax

relief--in reality a subsidy. * * * T''lil result would be to
give some taxpayers a competitive advantage at the expense
of others.

Although the Farmers Unlion did not send ia representative to testify
directly before the FinancoeCoimittee, a communication signed by
James G. Patton, president, National Farmers Union, publishe(l in
the congressional record of March 29, 1962 (p. 4984), said:

Urge your influence to delete provision giving huge private
corporations operating at less than full capacity over $1%
billion and private electrical power monopoly over $100
million in tax subsidies which would result in the flight of
capital overseas and further aggravate the dollar crisis.

The "investment credit" proposal would be discriminatory in
obvious respects. It would discriminate against companies which
were recently modernized, against poorer companies, and against
companies needing new buildings with or without new machinery
and equipment.

'lie very fact that "investment credit" would give special tax
reduction only to those companies able and willing to invest in new
machinery and equipment means that those who for any reason were
unable to make such investments would be subjected to discrimination.

Struggling small companies unable to provide the funds for qualify..
ing investments would not be eligible for the "credit," but their more
prosperous competitors could reap a windfall from the Federal
Government through special tax treatment.
None of the proposals---admniistration, House bill, or Senate

committee bill--would give "investment credit" for new buildings
or structural components. It is (lificult to imagine installing expen-
sive mlodernl machinery an( equipment in lan old, outmoded building.

INEFFEICTIVE' AND QUES''IO()NABILE

Plans for new facilities contemplated by advocates of tlhe "credit"
are formulated far in advance. Many of tllose who wou(l benefit,
from tlhe proposal would have (levelol)ce their illmprovemnents without
the incentive of "investment credit."

In such cases thle crediti" would be of questionable value as a
stimulant to "economic growth.." On the other han(l, thl proposal
offers neither incentive nor immediate means ofexpansion for com-
p)anies which are hard pressed( for capital.
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A recent McGraw-Hill survey developed the consensus that this
"investment cre(lit" proposal would increase 1962 investments by
only about $300 million, or 1 percent. This raises the question of the
effectiveness of section 2 as a stimulant for increased investment,

Witnesses before the Fiittance Committee also raised the question
as to the effectiveness of "investment credit" in thI; respect. For
example, Augustus W. Kelley, representing the Proprietary Associa-
tion, said:

The theory of the tax incentive in our opinion is based on
the false premise that business investments are motivated
substantially by tax considerations. In our industry, and
we believe it is typical of others, the decision whether or not
to invest in new machinery and equipment is based primarily
on pure business consideration. Simply stated, we are not
going to spend $1 just because the Government gives us
7 cents.

Otis H. Ellis, speaking for the National Jobbers Council, said:
This tax credit will not be enough to induce a single jobber

to buy one item more than what he would otherwise have
purchased.

The McGraw-Hill survey, previously referred to, indicates that
without the "investment credit" business investments in plant and
equipment this year may be expected to reach some $38 billion. This
would be $1 billion more than the previous record set in 1957.

If $38 billion is spent in new plant and equipment this year, it will
exceed such investments of last year by $3.5 billion or 11 percent;
and the same survey finds reason to expect continuing high level of
investment for the period of 1963-65.
We believe the sound way to achieve a reduction in taxes is first

to cut unnecessary Federal expenditures as a means of putting the
Nation on a sound financial basis.
We do not believe that tax reductions should be discriminatory by

favoring some taxpayers over others in the manner inherent in the
"investment credit" proposal or otherwise.
We believe that revisions in the Federal revenue structure should

not create new discriminatory and artificial distinctions among tax-
payers such as this proposal would establish in the law.
We believe our attention should be directed toward reducing rather

than increasing such inequities.
HARRY F. BYIu>.
ALBnERT GORE.
JOHN J. WILLIAMS.
CAhLt T. (iUT xIS.
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ADDITIONAL VIEWS OF SENATOR EUGENE J. McCARTHY
ON H.R. 10650

In my opinion, neither section 2 of this bill, on the investment
credit, or section 12, on controlled foreign corporations, provides an
adequate solution to what are admittedly two important problems,
and neither of these two sections is defensible il terms of equity or of
administrative simplicity which should characterize our tax system.

INVESTMENT CREDIT

The tax credit for "qualified investment" is designed to stimulate
what has been termed "a sluggish economy." I have no argument
with the fact that our economy would profit from modernization of
plant and equipment and from the expansion of certain productive
facilities-even though we have substantial underutilization of pro-
ductive capacity in many areas--but I question whether a selective
and hence discriminatory tax credit is the cure for the Nation's
investment maladies or economic problems. In my opinion, com-
prehensive business tax relief in the form of a general reduction in
the corporation income tax, together with an across-the-board reduc-
tion in personal income tax rates, will better meet these needs by
freeing money both for new investment and for consumption without
binding business decisions to Government decisions and without
creating the problem of distinguishing between qualified investment
and nonqualified investment.
The investment credit as it stands in this bill today is but a pale

representation of the original administration proposal. In his testi-
mony before the Committee on Ways and Moans in Mlay 1901,
Secretary Dillon said:

* * * the purpose of the investment credit is not to pro-
vide general tax reduction for recipients of profit income.
Rather it is to stimulate investment in the most efficient
manner. The credit, therefore, should be focused on invest-
ment which would not have beeo undertaken without this
inducement, and which will be most responsive to the
stimulus which it provides.

Originally the administration recommended a 15-percent tax credit,
most of which would have been available only for plant 1and equil)
mlent expenditures in excess of (current depreciation allowvanIces. A
(;-plecenlt credit was provided for certain investment below tlhe level
of these allowances, and a 10-percent credit oni the first $5,000 of
investment, was provided whether it, was more or less than deprecia-
tion allowances. The credit was not to li) limited Lo tangible personal
lropl)erty, but also was to be available for most buildings Iand their
stlructiu'al (coinponents as well. The credit also was not to exceed
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30 percent of a firm's tax liability. A 5-year carryforward of i nused
tax credits was provided.
The investment credit which passed the House in March cf this

year contained thle following major changes: (1) A tax credit of 7 per-
cent was granted on all new investment il eligible property, regardless
of current depreciation allowances; (2) public utilities, excluded from
any credit under the administration plan, were allowed a 3-percent
credit; (3) the full credit was made available for assets with a useful
life of 8 years or more and scaled down for assets with a useful life of
4 to 8 years; (4) tile credit was limited to $25,000 plus 25 percent of a
collpany's tax liability over this amount; (5) the property eligible for
the credit excluded buildings and structural components as well as
certain other property.

'The Senate Finance (Coommittee has made further changes, adding
a 3-year carryback for unused tax credits, changing tile effective date
of tie credit from January 1, 1962, to July 1, 1962, and stipulating
that the depreciable base of property eligible for the credit shall b)e
reduced by the amount of the credit.
The result of most of these changes has been to reduce the impact

of the investment credit. Section 2 is now little more than a tax-relief
measure, but the relief is restricted in its application to certain firms
investing in certain types of property.
What is wrong with the investment credit provided in this section?

In the first place it is highly selective as to the type of investment
which may qualify and as to the time when this investment must
have been made. Individual air-conditioning units qualify but
central air-conditioning systems do not; transient hotels qualify but
residential hotels do not; cattle fences qualify but the cattle themselves
do not. How are we to make sense out of a provision which substi-
tutes the Federal Government's wisdom for that of the private sector
in ascertaining what type of investment is required for the economic
health of individual business enterprises? Not only does the section
differentiate between types of assets, but it also makes an arbitrary
determination, based on the'expected life of the asset, as to how much,
if any, credit will be allowed.
.Furthermore, tile credit discriminates between investment under-

taken before and after July 1, 1962, in effect rewarding those business
concerns which hlave for one reason or another failed to modernize
and to expand prior to tle effective.date of this section. I-ow can we
justify a plan which announces to one group of businesses that they
invested too early and are, therefore, not eligible for the 7-pcrcelnt
credit while telling another that they have waited until thie proper
tilne, that they have waited until tlhe Government caln stl) in witll
a special inducement for technological developments?

Secondly, the credit would b)e granted for qualified investment
irrespective of thle plans or obligations of t particular business. lThis
is most obvious in tlle case of public utilities but applies also to any
fiIrm which has faitli in the dynamitsm of the American economy and
in the stability of our political land social institutions. Many busi-
lnessmtnn lhav commentedl that tlhe tax credit would have slight, if
any, effect on their investment plans. Considered in tiis light,
section 2 is, in a s(ese, a windfall which would )benefit some of our
industrial giants, leaving smaller an(l depressed businesses in tile same
cash-shy position as before. In the final analysis new investment is
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dependent not upon a taxsaving of perhaps 1 or 2 percent of a com-
pany's estimated income tax, but upon the company's expectations
of profits through the marketing of its goods or services. Business-
men invest because they have reason to believe that they will sell.
Most business witnesses indicated preference for accelerated deprecia-
tion, together with straight tax reduction.
The Treasury's new depreciation schedule which went into effect

in July of this year is a step in the right direction and, in my opinion,
should be carried even further.
There is near unanimity among leaders of both labor and manage-

ment that the investment credit is unsound and ill-suited to the
problem which it seeks to solve.

CONTROLLED FOREIGN CORPORATIONS

Provisions of this bill for taxation of controlled foreign corporations
threaten to upset established business practices both at home and
abroad at a time when economic conditions throughout the world are
changing rapidly and when nations are attempting to reevaluate and
redfine their trade positions. Testimony before the Finance Com-
mittee indicated that the competitive position of many American
firms operating in foreign countries may be seriously jeopardized
because of the uncertainty and because of the penalties in this section.
Many American corporations have established subsidiaries abroad

in order to take advantage of business opportunities in an expanding
international economy. Subsidiaries have been set up to protect old
markets and to penetrate new ones. These actions have increased the
domestic business of the companies, have created jobs for U.S. workers,
and in the case of most firms have resulted in a dollar return to the
United States from the oversea business in excess of th6 amount
invested abroad.
Many changes have been made in this section of the bill since the

administration's initial recommendation of last year. Th;- original
proposal was to eliminate tax deferral for all controlled foreign
corporations except operating subsidiaries in developed countries.
The House-passed bill eliminated deferral for the so-called foreign-

base company income of tax havens unless it was reinvested in less-
developed countries, and for operating subsidiaries unless their income
was reinvested in the same business outside of the United States or in
a loss-developed country. Now the Finance Committee has adopted
amendments which would leave the tax deferral for manufacturing
subsidiaries intact while continuing tax deferral for foreign-base
company income only if it is earned, as well as reinvested, i loss-
developed countries. The committee also voted to include income
from services within the definition of foreign-base company income
and to permit deferral if certain minimum distributions are made to
U.S. shareholders, according to a formula which takes into account
thle effective tax rate of the foreign country in which the sulsi(liary
is located. Finally, tax deferral las been continued for comlpalies
which qualify as export trade corporations.

[n addition to these fundamental changes, there have been a numl-
1)er of other modifications. The definition of controlled foreign cor-
p)Orations affected l)y section 12 lias changed; he tax t reatment of
patents sold or transferred to foreign subsidiaries llas changed; cor-
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portions organized in Puerto Rico or possessions of the United States
Iave been exempted; greater recognition of the losses of foreign sulb-
sidiaries has been provided; and there have been many other' chlages.
These changes improved the bill, but care of limited good and do

not eliminate thie basic difficulties which would result from tile pass-
age of this section.
Many American firms would suffer in trying to compete with for-

eign competitors which enjoy the tax advantages while locating where
they will. Companies with contractual commnitments or indebted-
ness al)road would face an uncertain future, as would companies which
can sell abroad only through sales subsidiaries because their volume
is insufficient to justify expenses of establishing and operating a plant.
This section would, in fact serve as aln invitation to foreign countries
to increase their taxes on American subsidiaries, [is such taxes can be
credited against the U.S. taxes.

In a broader sense, the controlled foreign corporations provision
erects a barrier to thie achievement of vital national objectives, namely
the expansion of trade and an improvement in our balance-of-pay-
ments position. We cannot promote either of these related objec-
tives through a restrictive policy which, in the hope of correcting tax
abuses, slashes with a broad sword at America's oversea subsidiaries.

In addition, section 12 raises certain constitutional questions.
Can the United States tax t corporation's income to the shareholder
before it is realized by the latter? Does the bill discriminate between
different classes of shareholders in contravention of the fifth amend-
ment? Would the United States be acting in violation of treaty
obligations with foreign nations?

There are controlled corporations which have been established in
foreign countries primarily, if not solely, for purposes of tax avoid-
ance hero in the United States. It is also true that some of these
subsidiaries probably serve no real purpose as far as the interests of
tllo United States are concerned. We should not throw the baby out
with the bath water but should reconsider the means by which we
undertake to correct abuses.

Tlhe fact that this section as originally proposed by the Treasury
las been clhainged (drastically in the House and( Senate suggests strongly
that this approach to overseas income is far too complex in its adininis-
tration, far too selective in its application, and far too uncertain in
its effects.

WITIHOLDING

'lT Soente Finance Committee eliminated the section which im-
)os0d withholding tax on interest an1d dividend income. T'lli ssection
lad1(1enproposed( as a means of collecting a substantial portion of
thel estimated( $85,0 million )pe year of taxes on interest and dividend
in(como which, either because of ignorance of tllo law or dishonesty,
is not paid. On the proposition that every pl)soIo should pay his
just tsxes there cSan be 11o lisagr'eemnont. 'l'he proposition, .ol' tohe
otlhelr hand, that to (achieve( this obljectiv. we should shift the 1)urden
of collection from the Goverr'oent to the private sector of tlle con-
omny and create unprecedented administrative complexities is, I believe,
ol)en to serious challenge.

Withholding on wages cannot bo compared directly with withholdin
on interest and dividends. T'lo former is imposed on the l)rincipal
source of income for the vast majority of Americans. In most cases
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an individual derives his wages or salary from a single source rather
than from several-sources as in the case of many taxpayers who receive
interest and dividends. Even though our law provides for withholding
from zero to 18 percent on wages and salaries, according to income
and exemptions claimed, there has been overwithholding on as many
as 40 million returns in a single year. In the case of interest and
dividends, where a flat 20 percent would be withheld, we could
expect overwithholding, in proportion to the number of returns
with taxable income from these sources, to be considerably higher
than overwithholding on wages and salaries. The quarterly refund
and exemption certificate procedures included in the House bill
would not alleviate the hardship and inconvenience created for many
taxpaying citizens and institutions, and would, of course, complicate
still further an already difficult administrative task.
One of the time-honored criteria of a good tax system is adminis-

trative simplicity and ease of compliance. T'he proposed withholding
tax, with its exceptions and complications, would burden payors,
recipients, and the Government itself. The collection of withholding
on interest payments would be especially difficult because of the large
number of small accounts, but similar difficulty exists with reference
to dividend payments. Estimating tax liability and determining
the exempt or nonexempt status of each interest and dividend
recipient, knowing when an individual's status may change and
adjusting his records accordingly, learning which types of payments
are exempt, applying credits for individuals, governmental units,
and tax-exempt organizations-these are among the many problems
which would arise. Plans to apply the withholding tax more selec-
tively, either by exempting persons with annual incomes of $5,000
or less or by exempting payments of $10 or less per year on any one
account, would introduce additional complexities.

It appears that attempts to introduce equity into withholding only
complicate its administration, while attempts to ease administrative
problems would only result in serious inequities.
There is good reason, I believe, to expect much improved com-

pliance in the future with existing tax laws, partly because of a public
information program on the part of business stand Government.
Automatic data processing will soon be in operation and should help
the Government to enforce tax laws while standing as a modern,
mechanical reminder to taxpayers of their obligations. Section 19
of this bill now requires interest and dividend payors to rel)ort to the
Government all payments of $10 or more during the year and to
furnish each such recipient witl at statement of his aggregate amount of
payments, The Federal Government has required that every person
who files a tax return be assigned an identification number wlhicl shall
appear on all of his tax documents. Perhaps the Internal Revenue
Service may even devise an iml)roved tax form which would give
greater prominence to interest and dividend income.

Together, all of theso should addl ul) to much improved reportingof interest 1nd divideOlnds and improved collections. Certainly for
the sake of the taxpayer, businessmen, and thle Internal Revenue Serv-
ice, these methods should bo tried more thoroughly. Only if these
efforts and methods prove inadequate after fair and full trial, should
withholding methods be applied. EUGEr3 NI J. McCAIlTlIY.



DISSENTING VIEWS OF SENATORS FRANK CARLSON,
WALLACE F. BENNETT, JOHN MARSHALL BUTLER,
CARL T. CURTIS, AND THIRUSTON B. MORTON ON
SECTION 11-FOREIGN SOURCE INCOME, H.R. 10650,
AS AMENDED BY SENATE FINANCE COMMITTEE

The provisions for the taxation of foreign source income as set
forth in sections 11 and 15 of H.R. 10650 as reported to the Senate
are truly amazing. Eleven volumes of hearings by the Committee
on Finance have been published since April 2, 1962. They include
the testimony of 200 witnesses and statements by 300 additional
taxpayers. In spite of virtually unanimous opposition by witnesses
from industry, agriculture, the accounting and legal professions, and
distinguished academicians and economists, these amendment,s are
now before the Senate. Tihe enactment of these provisions will
produce no appreciable revenue, will have an ultimate adverse effect
on our balance of payments, will discourage U.S. foreign investments,
will hamper our export trade, and will invite retaliation and generate
friction with our friends and allies. If the provisions of these sections
are enacted into law, normal trade relal ions will be seriously disturbed.
There is a serious question as to the constitutionality of the basic

concept of taxing the earnings of foreign subsidiaries which have not
been constructively received by U.S. taxpayers.

Section 11 proposes that a tax be imposed on increase in net worth
which has long been held unconstitutional. If such a theory is
accepted as proper, tiere is no reason why every stockholder would
not be assessed a tax on the increase in the value of his security during
any given period of time, whether such an increase has been a taxable
gain or01 not.

Section 11 completely disregards corporate legal entities, legitimate
in purpose or otherwise. It disregards the spirit, if not the letter, of
existing tax treaties and conventions which have taken years to nego-
tiate by both Republican and Democrat administrations. It provides
for a tax on imputed income. If a U.S. domestic taxpayer has not
received funds to pay this tax, it must be paid by reducing the avail-
ability of funds for employment or investment in this country.

It encourages U.S. direct investment in foreign securities rather
than in U.S. owned and operated foreign sul)sidiaries. Clearly such
investments will reduce America's competitive position in worll Imnar.-
kets and in all) likelihood will have an additional adverse(, effect,. on) our
sort and long teril balance of payments position.

It imposes aln unfair competitive burden on foreign subsidiaries of
U.S. corporations, since no foreign government ilpl)oses siilar taxes
onllocl competitive enterprises. It establishes und(ueo hardships
resulting from differencess in accoultining practices employedlby foreign
versus U.S. companies. Section 11 provides that the accounting
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practices applicable to domestic corporations shall govern the deter-
mination of foreign source income on which a tax is to be levied.
Necessarily, in most instances this will require the maintenance of
two sets of books and accounts-one to meet the needs of the foreign
operation and the second to determine U.S. tax liabilities. --This pro-
cedure will impose unwarranted costs on many small enterprises.
Furthermore, if a subsidiary has a substantial foreign minority inter-
est, the entire cost of duplicate records will have to be borne by the
domestic, parent corporation, thus reducing its income and tax liability
to the Federal Government. It would create a powerful incentive to
the governments of foreign countries to levy special taxes on the in-
come of subsidiaries of U.S. companies.

Necessarily the determination of subpart F "income" includes the
conversion of foreign earnings into dollars at the existing rate of
exchange which may be favorable or unfavorable at the time. If a
tax is paid to the Federal Government by the U.S. parent corporation
and at a subsequent date the exchange rate between the dollar and
the foreign currency is changed, there is no recourse by the U.S.
parent corporation for the unjust enrichment to the U.S. Government.

Furthermore, the language contains unprecedented (delegation to
the Secretary of the Treasury or his delegate to prescribe by regulation
concepts which should be embodied in substantive legislation itself.
The delegations leave so much to administrative fiat that they repre-
sent an abdication of congressional authority over taxation. By their
terms, they warn business that the tax burden is subject to change by
administrative decree. This fact alone inhibits orderly planning and
makes the risks of capital investment abroad very uncertain.

rTIhere is also the possibility that in some instances American inter-
ests in foreign operations will be transferred to foreign firms because
of their inability to finance the payment of these additional taxes.
Such an eventuality would greatly weaken the U.S. competitive
position in world markets.

Section 15 "Sales and Exchange of Patents to Certain Foreign
Corporations" as reported to the Senate once again abandons long
established practices and discriminates against American corporations
doing business abroad. It would tax the sale and exchange of capital
assets in a different manner than they are taxed in domestic trallsac-
tions. Since tlhe proponents of tills legislation have stressed the
need for neutrality of taxation on foreign and domestic activities,
these discriminatory provisions clearly slow that neutrality is not
provided in this prol)os.ed legislation.
The enactmentit of these provisions will be bewildering to Americain

)business 1and to thei Internadl Revleue Service itself. ''hey will foster
serious litigation and demand court interpretation l)efore the true
meaning of tile language reported by the collnm1ittee (can )be apl)lie(l to
actual business transactiolls.

TI''1I ADIMINI3'i'RATION'J O1JECCl'IVES

President (KeInne(y first presented his tax recolmmlen(datiolls to the
Congress on April 20, 1901. Tlhey included basic changes in tlle
concepts for tlhe taxation of foreign source income,. His message
suggested that existing law which does not tax tlIe unropatriatcd
earnings of foreign subsidiaries had played an important role in
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recent years but that it should now be abandoned. The President
stated that:

Changing economic conditions at home and abroad, the
desire to achieve greater equity in taxation, and the strains
which have developed in our balance of payments position
in the last-few years, compel us to examine critically cer-
tain features of our tax system which, in conjunction with
the tax system of other countries, consistently favor U.S.
private investment abroad compared with investment in
our own economy.

* * * Many American investors properly made usa of this
deferral in the conduct of their foreign investment. Though
changing conditions now make continuance of the privilege
undesirable, such change of policy implies no criticism of
the investors who so utilize this privilege.'

It should be noted that the President clearly stated that he did not
regard the so-called principle of deferral as an improper practice or
a form of tax evasion. However, there is an implication that so-
called deferral represents a privilege, and is a relatively new concept
in our tax laws and perhaps was enacted in order to promote the aims
of the European recovery program under the Marshall plan. This
is not a fact, as the basic concepts of taxation applicable to foreign-
source income have been included in the Internal Revenue Code
since its inception in 1913. Furthermore, they are found in the tax
laws of every other country.

Secretary Dillon, in his appearance before the House Ways and
Means Committee, in May 1961, advocated the elimination of deferral
in developed countries as he believed such action would further several
desirable objectives. They included the improvement of our balance-
of-paymont position, increased U.S. tax revenue-s, the achievement
of "tax neutrality," which, in turn, he suggested, would result in
additional domestic employment by the promotion of added exports
and encouragement for additional investment in the less-developed
countries of the world.

Extensive hearings were conducted by tile Ways and Means Com-
mittee, 1and representatives of every sector of the business com-
munity appeared in opposition to this marked change in the concept
of taxation. Their testimony clearly showed that the operation of
foreign sul)sidilaries promoted our exports, and that the balance-of-
payments position had been favorably affected by the existence of
direct foreign U.S. investments. In fact, Secretary Dillon conceded
that after a perio(l of approximately 17 years, our balance-of-pay-
ments position would be (amageld by (iscouraging any further direct
U.S. foreign investent as tle nadlllnistration recommended. When
such changes 1ar proposed, there must 0e compelling and convincing
reasons.

U.S. direct, foreign investclients total mloreo tlhll $50 l)illionl. tl'ey
constiitte one of tie Nation's mIost valued assets. If, as a result of
tel enaclltent of this measure, foreign investments by American firms
are discouraged, tlho economy of this cot)itry will )b adversely affected.

Tlhe testimnory pl)'sentedt before tlh I house Ways land MNetlns
Conmuittoo c(learlly silowedt tIIl ov(r t li 15-year period ending in 1960,

I l'remdlelt's 1061 Tax Rocomnmondatloua, henrlngs biforo the Comlmittee on Ways and Means, Ilous
of hoprwtstntalves, 87th Cong., 1st isws., vol. 1, p. 8.
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receipts from direct investment exceeded current outflows by nearly
$10 billion. Certainly this data does not support the contention that
foreign direct investments aidverselr affect our balance of payments.
The testimony also showed that the taxes levied on the remittance

of dividends to U.S. parent corporations on their direct oversea
investments have been a substantial source of income to our Govern-
ment. The witnesses who appeared showed that it was impossible to
accomplish "tax neutrality" in the sense advanced by the administra-
tion. True neutrality must respect the business facts of life and insure
that competition may take place on a basis.of neutrality in the market-
place.
The Congress of the United States cannot determine tile tax laws

that will be applicable in other countries, not only with respect to
their own nationals hut to those of other countries as well.

Furthermore, the hearings before the Ways and Means Commnittee
clearly showed that there was no basis to support the contention that
by restricting investments overseas, additional investment would
occur in the United States-thus providing employment opportunities
for our people and increased exports. On the contrary, the testimony
indicated that virtually every U.S. firm would prefer to operate
entirely within the jurisdiction of the United States, and export its
production to world markets. However, a multitude of reasons have
necessitated the establishment of foreign operations if the United
States is to enjoy its share of participation in foreign markets. U.S.
firms are confronted with aI choice of either abandoning these markets
or of establishing appropriate facilities to meet the competition
already present or which is expected to be established to penetrate
such markets.
The concepts originally advanced by the administration in 1961,

with modifications to meet the more obvious discriminations, are the
basis for H.R. 10650 as reported by the Committee on Finance. While
this measure is still supported as a means of providing what the admin-
istration chooses to call "tax neutrality," it is quite apparent that no
enactment by the Congress could achieve this result.
Our citizens should be in a position to compete in any country of

the world with the nationals of other developed nations. Such corn-
petition may take the form of exports from the United States, licensing
of patents and processes to a foreign firm, or the operation of manu-
facturing and distribution facilities in foreign countries. The decision
as to the best combination of business activities must be determined
on the basis of all of the factors involved in a given market as well as
whether firms established in other nations are free to make what, to
them, appears the most desirable economic choice. It is a disservice
to place American firms in a position where their freedom to compote
is restricted.

Contrary to the views advanced by the administration, American
busineIss does not go abroad because of a more favorable tax climate,
but because on the basis of business judgment, it appears that a profit
can be achieved by establishing a foreign operation. Business is rarely
confronted with a choice of exporting or operating abroad. It is
rather the choice of whether to abandon a market entirely or to seek
a competitive position therein. In spite of the refutation of tihe argu-
ments advanced by the administration, the House of Represelntatives
passed RI.R. 106150.
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The preponderance of the evidence presented to the House Ways
and Means Committee and to the Committee on Finance clearly shows
that none of the objectives the administration is seeking to achieve
would be furthered through the enactment of its proposals with respect
to the taxation of foreign-source income.

HEARINGS BY THE COMMITTEE ON FINANCE

Section 13 of H.R. 10650, as passed by the House of Representatives,
did not completely eliminate the administration's so-called tax-
deferral privilege. Accordingly when the Committee on Finance
started its hearings on April 2, the administration once again urged
that its original proposals for complete deferral be accomplished by
amendments to H.R. 10650. Secretary Dillion stated that:

H.R. 10650, as passed by the House of Representatives,
apart from tax havens, deals only peripherally with tax
deferral for foreign income, another important tax preference
now accorded foreign, as compared with domestic, corporate
income. It responds to the President's recommendation in
thij 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 thie 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 at home. The privilege of deferring
U.S. taxes until income is repatriated as dividends should
simply be eliminated for our subsidiaries in advanced indus-
trial countries, as the President has requested. The deferral
privilege should be retained, for income earned in less-
developed countries, in line with our general foreign policy
objectives.2

The Secretary endeavored to develop the need for this legislation.
HeI stressed that it would serve two purposes: The first, an improve-
ment of our balance-of-paymnents position, and second, it would
contribute to Federal revenues. However, as the hearings proceeded,
several major inconsistencies in the administration's position were
developed.
The testimony which had been presented before the Houlse Comn-

mrittee on Ways and Means clearly established that U.S. direct invest-
ments had generated a return flow of capital over the )ast 15 years
that was a major factor in preventing a serious balance-of-payments
crisis. Nevertheless, Secretary Dillon advanced a new concept by
concealing that wlilo the overall balance of payments on all U.S.
direct investments abroad warI favorable, tho return flow on new
investments was insufficient in comparison with the current outflow.
iHe testified as follows:

Now, certainly, we agree that if the investment is profita-
ble, if it works well over the long term, it should begin to
return funds bacl)k 11home and should1 return enough to offset

I lovonio A.ct of 196'2, Ielruing.s 1lBeor the (oininlttee on Filnrw e,U.I. HSnato, 87th C(O g.,, '241 'ss..
on I11.I.I.O ), pt. 1, p. 99.
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the outflow, and should be an asset. That is why we believe
in foreign investment, and it should be made in years when
you have substantial surpluses, and it should be there to
help you in years when you have deficits in your balance of
payments. * * *

Now, many of the statements that were made last summer
before the Ways and Means Committee, which were made
after our original presentation, did make it appear that this
investment was profitable for balance-of-payments purposes
sooner than we think is the case. But the big problem there
was that they always compare, every time that I have seen
it, the income that is received from investments that have
been made over the past 10, 15, or 20 years, with the imme-
diate dollar that gofs overseas, and actually that is not a
relevant comparison.
At the moment, the facts are that we have a total invest-

ment overseas of about $50 billion, and we are getting a net
return out of the investment-compared to the net against
the new investment that has gone overseas-a net return of
about $200 million, and that is much too small at this time.
We think this is a time when we should be getting some

net benefits in our balance of payments from our investments
overseas.3

A number of observations are in order with respect to these state-
ments. The formation of the European Economic Community has
built a common external tariff barrier around a rapidly expanding
market. This has forced U.S. firms to establish new operations within
the Community. This single fact accounts for the large outflows to
Western Europe during recent years. A single transaction involving
tile purchase of a foreign interest in the subsidiary of a U,S. firm ac-
counted for a very large portion of the total outflow to Western
Europe during 1960. It is idle to suggest that any new investment
could possibly generate a return comparable to the investment itself
within a few years after its establishment.

It appears strange that the administration would jeopardize the
long-term benefits in order to provide a temporary correction of the
short-term imbalance. The mere fact that the Secretary of the Treas-
ury concedes that within a comparatively few years, new investments
will make substantial contributions to our balance of payments,
makes his position untenable, If the $50 billion of foreign invest-
meonts overseas were not in existence, our present lbatnce-of-paynlents
problem would be acute. If the policies of taxation advanced by this
t(lmninistration had been adopted by the Congress a few years ago,
this national asset would not be in existence. Should tile Congress
follow the Secretary's proposal, it will certainly not continue to grow
andl provide a greater positive factor in our overall balanco-of-pay-
ments picture.

It appears likely at this time that for many years to come, perhaps
for a gonoration, thoro will o)e a continuing noeed for foreign assistance
anwl thio military support of our allies to prevent further (Coinmunist
aggression. In this context; tihe long-term neeoods of our economy
extend far beyond ti l period that would l)e benefited I)y Ian immldliate

* 1)11., pp. 447-448.
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improvement in our balance of payments. However, the inconsistency
in the Secretary's position with respect to the effectiveness of his
proposal to eliminate tax deferral as a means toward the correction
of an adverse balance of payments is shown in his statement before
the committee on April 2. He said:

* * * Insofar as taxation is concerned, our foreign sub-
sidiaries at most would feel the effect of elimination of the
deferral privilege only through a reduction in retained earn-
ings. If this portion of the retained earnings is needed in the
business, the parent can pay the U.S. tax or supply the addi-
tional needed capital in other ways.4

If the U.S. parent pays the tax from domestic sources, there will be
no effect on our balance-of-payments position. But capital which
would otherwise be. available to expand domestic investment in the
private sector of our economy would be diverted to the public sector.
Clearly the improvement of our balance-of-payments position cannot
justify the enactment of section 11 with the many serious conse-
quences to our overall world trading position it would entail.
The Secretary of the Treasury in his first appearance before the

Committee on Finance on April 2 continued to stress the need to enact
legislation to provide additional revenues. Yet the real impact of the
administration proposals with respect to the taxation of foreign source
income is revealed in the following colloquy between Senator Carlson
of Kansas and the Secretary of the Treasury:

Senator CARLSON. I know you expressed your concern
about our balance of payments. Is it not reasonable to
assume that this legislation we are considering today is most
important in our balance of payments rather than in the
collection of taxes?

Secretary DILLON. I think that of the two elements in-
volved here in the foreign field, that the most important one
probably-it is difficult to say which is the most important
one-but vitally important is, first, the balance of payments,
as you say; and the other thing that is vitally important is the
general principle of tax equity, with respect to the abuse of
these foreign tax havens which has become a scandalous
thing, It is not that everybody who uses them should be
stigmatized that way, but they have been very seriously
abused, and that is the second major reason they should be
prohibited.
The third reason only is the extra revenue that will be

obtained for the Government from that. I do not think it is
tremendous compared to our overall revenues.6

It has long been tlh accepted view that the primary concern of the
Congress inlevyinIg taxes is to provide funds for the operation of the
lFederal Governiiient. If a complex measure which will impose blr-
denIs on most business enterprises with overseas activities andl which
will also co01nllicate our international relations will not make a tre-
1men(l0os contl'riution to ourl overall revenues, it is strange that the
Ildministration would seek to secure the enactment of such provisions
id(ler these circumslltances.
4 II11)i ., p. 102.
I Ibd)(., p). 440.
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In short, the hearings before the Committee on Finance developed
the same philosophy and facts as had been presented a year before to
the House Committee on Ways and Means. No convincing evidence
was presented to substantiate the view that the administration's
proposals could either ultimately improve our balance-of-paymlents
position or contribute substantially to the Federal revenue. Never-
theless, the administration has continued to seek approval of a new
concept to impose a tax on the unremitted earnings of foreign corpo-
rations to American shareholders.

In order to secure the acceptance of this principle, the amendments
incorporated in the present version of section 11 do not deal with tax
deferral as stringently as section 13 of the bill which passed the House
of Representatives. The administration has abandoned its efforts to
seek the complete elimination of tax deferral as proposed by the
Secretary of the Treasury on April 2. It is now prepared to accept
a measure which permits deferral on operations conducted within a
given country and even on a portion of what were considered base
company earnings such as sales and management activities. Clearly,
the issue before the Senate is not the correction of our balance-of-
payments position nor the provision of revenues, but rather the
acceptance or rejection of an unsound and unwise principle of taxa-
tion, which if adopted in the pending bill will establish a precedent
for the extension of such a principle into countless other areas. This
measure could have no significant impact on either our revenue nor
our balance-of-payments position. It cannot promote exports nor
contribute to the attainment of. any of the objectives outlined by the
administration in its original message on taxation to the Congress in
1961. On the contrary, the uncertainty and confusion which even
the discussion of these proposals has engendered, deterred some
worthy foreign investments, Insofar as direct foreign investments
support exports, the continued efforts to secure the enactment of
tis legislation are a disservice to our citizens whether they be in-
vestors or employees seeking broader opportunities. Our farmers and
miners, whose economic position is directly effected by the strength
of our overall efforts in world markets also have a vital stake in this
matter. It is apparent that many of our citizens are confused with
respect to the impact of the proposed legislation on our domestic
economy. Nevertheless, the testimony from every sector of the
business community clearly s8lows that if these concepts are enacted
into law, the welfare of our o'wn citizens who may not realize they
have a stake in direct foreign investments will be adversely effecte(.

C(0MP1IFrXITIES-OF SECTIION 11

'The language prop)oose(Id y the Comllmiltee oil Innilllce ill sectioll 11
"Controlled ltori'igun Cor)orationsisis unnectssarily colplelx an(d (on-
fusing. T'1h attelllm)t to impute 1111 anlount to b)t il(luddl iln the

l'oss income.of U.S. shttre(ohlers askedd on the eaniings of controlled
foreign copoprations necessarily )presents difliicul'tihest ha r(t heated
antin(hnents ha1ve been unaIltll to clarify. The Congress under t1e,
Constitutlion is resl)onsible for the enactm(lent of legislation wllich
le(arly definles the tax obligations of ourl citizens,. 'I'lle sull)stantive

(leterillinlationl of tax liabilities so11do1( not, )be (Ielegate(l to tlthe e.xee(tiv'e
I)ra1nch of the G(overnlnlll(t.,

87400-62-- 24
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Section 11 provides that many substantive matters are to be deter-
mined by the Secretary of the Treasury or his delegate. The number
of instances in which the Congress would abdicate its constitutional
responsibilities by this delegation of power suggests that the concepts
underlying this proposed new section of thle Internal Revenue Code
llave not been clearly defined and perhaps can never be so defined.
Thle requirement that the determination of the earnings of controlled
foreign corporations follow the concepts of the U.S. tax laws is unreal-
istic, since these corporations operate under the laws of other nations
and tle tax credits, tho rules for depreciation, and numerous other
basic concepts differ widely from the U.S. law and the rules and
regulations for its implementation prescribed by the Secretary of the
Treasury. Furthermore, earnings are computed in foreign currencies
and the apportionment of the U.S. parent corporation's share of such
earnings requires their conversion into dollars at an arbitrary value.
The language in the proposed amendment does not provide for the
return to their taxpayer of any taxes that were paid on unrepatriated
earnings that subsequently could not be realized in equivalent dollars
because of (currency devaluation or other factors operative after the
assessment of the U.S. tax. The language in section 964, subsection
b, "Blocked Foreign Income," provides:

(b) BLOCKED FOREIGN INCOME.-Under regulations pre-
scribed by the Secretary or his delegate, no part of the earn-
ings and profits of a controlled foreign corporation for any
taxable year shall be included in earnings and profits for
purposes of Sections 952, 955 and 956, if it is established to
the satisfaction of the Secretary or his delegate that such
part could not have been distributed by tthe controlled for-
eign corporation to United States shareholders who own
(within the meaning of section 958(a)) stock of such controlled
foreign corporation because of currency or other restrictions
or limitations imposed under the laws of any foreign coun-
try."

However, it fails to grant relief for taxes paid prior to tho time that
earnings could not be transferred. Furthermore, the assessment of
a tax unrel)atriated earnings insures that the U.S. Government
derived revenue even though such earnings are based on accounting
procedures which anticipate levels of activity for future income which
may not )be attained.

pTh burdlen of maintinining the records and accounts provided ill
sul)section C of section 904 will impose aditionall costs on domesticc
parentt corporations, as in almost every instance it will be necessary
to maintain dluplicate sets of records and accounts--one, to conform
with the accounting procedures of tlhe foreign country in which the
operation takes l)ace, tanld thG second, for tile computation of U.S.
tax liabilities.
These activities (1o not contribute to thle productivity and growth

of our economy. They are a luxury that we cannot afford at this
critical juncture inl world history.

1The committee received testimony oni behalf of a distinguished
group of New York attorneys who are specialists in mIatters involving
taxation.

4 I.R 106.WO , 87th Cong,, 2d ws3,, see, 94, subs o. 1).
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Mr. Robert J. McDonald, a member of the group testified that:

We believe, however, that the present bill does not effec-
tively distinguish between avoidance devices and legitimate
business operations conducted outside of the United States.

Further, we believe the foreign income provisions are un-
workable, are unduly penal in their impact on the foreign
business of the U.S. persons, and may have many con-
sequences that are clearly adverse to the interests of the
United States.
The foreign income provisions are unworkable because they

are so complex that they cannot reasonably be understood or_
administered, and because their application depends upon
detailed historical and current information that will often
be impossible or impractical to obtain.
They are unduly harsh and, in many cases, penal in effect in

imposing burdens of taxation and of administrative com-
pliance that are much more extensive than in the case of
domestic operations, particularly in their impact on the
individual foreign investor. Moreover, no opportunity is
provided to adjust legitimate business arrangements estab-
lished in reliance upon existing law and, indeed, at the
urging of our Government.
These provisions would have numerous consequences that

are clearly undesirable and often unintended. The sub-
stantially favor foreign competitors who are not subject to
similar burdens, even though the committee report notes
that one of its guiding policies is to avoid weakening the
competitive power of American business abroad.
Now, in determining the pro rata share of a corporation's

increase in earnings invested in nonqualified property, not
only Inust there be a determination of the earnings and
profits for the year and the earnings and profits accumulated
since December 1I, 1962, but there must also be a review of
the financing asiness needs and underlying nature of the
business of the foreign corporation and of any changes made
therein.
To make these determinations requires the application of

a series of imprecise concepts, and the availability of in-
formation extremely difficult to obtain.
The determination of earnings andprofits for the year or

for the period since December 31, 1962. of foreign corpora-
tions presents problems which will be insurmountable in a
substantial number of cases.
These determinations are dependent not only on U.S.

concepts of tax accrual, tax deferments, tax elections, basis
tax exempt income, amortization and depreciation, land
nunmrous other items completely alien to the foreign cor-
porations and foreign accountants but it is also affected by
reorganizations, liquidations, exchanges, and distributions
in kind which may or may not be tax free by American
standards.
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There are no provisions whatsoever under the bill for'
making these determinations or provisions establishing'the
machinery therefor.7

The statement presented to the committee on behalf of these'attor-
neys by Mr. McDonald included numerous examples to show the
possible undesired consequences of enactment of the administration's
proposals. The statement included a section 'on the unworkability
of the bill which suggest that the Internal Revenue Service.will be
confronted with the same difficulties that were perceived by these
attorneys in their examination of these provisions. Mr. MbDonald
stated:

The bill's provisions in respect of foreign income are so com-
plex, overlapping, and replete with unprecedented tests that
it is difficult to analyze them. The members of this group
submitting this report are experienced ire matters of tax law;
they have spent over 40 hours in group discussion and
countless hours of individual study reviewing the contents
of the aforementioned sections. Despite this, the practical
problems of working with the proposed legislation are so
immense that the group has found it difficult to understand
the bill and impossible to measure its full impact. So many
new concepts are included in the bill that a definite technical
analysis by tax practitioners has been virtually impossible.
The complexity of its provisions can only cause uneven and
arbitrary enforcement and administration ,.f the bill.
Skilled tax practitioners will undoubtedly find technical
loopholes. On the other hand, many U.S. entrepreneurs will
by chance find themselves caught by extremely harsh provi-
sions of the bill which by proper planning could have been
avoided. Revenue agents cannot be reasonably expected to
understand the provisions or to enforce them uniformly.
Thus, the impact of the bill will be haphazard.8

In view of the fact that the enactment of section 11 will make no
significant contribution to Federal revenues nor will it improve our
balance-of-payments position, it is inconceivable that the Congress
would enact legislation which contains so many ill-defined, complex,
and conflicting provisions.

ADVERSE EFFECTS

Many witnesses who appeared before the Committee on Finance
expressed concern at the serious and unintended adverse effects
which the enactment of this legislation would produce,
Mr. Leslie Mills, chairman of the Committee on Federal Taxation

of the American Institute of Certified Public Accountants, testified
that:

Not the least of the evils which would plague business if
these sections are enacted is the authority given to the
Treasury I)epartmenl t to make unilateral determinations
affecting the tax burden of the domestic corporation. In

t Iovono Act of 1062, llcarlngs Blofore tho Comminlttoe on Fi'nanc, U.S. Senate, 87th Cong,, 2d1 ess, on
f. t. 10650, pt. 7, p. 3137, 3139.i I)hld., pp. 3147, 3148.
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many provisions authority is given to the administration
including the Treasury Department, to make unilateral
determinations, from which no appeal appears possible.
As one example, a formula is provided for allocating income
under certain circumstances, with a further provision that
intercompany prices may be determined on an arm's-
length basis. However, determination of the arm's-length
character of transactions is subject to rather rigid rules
which may not give effect in every case to all of the pertinent
factors. Moreover, if such arm's-length determinations by
the taxpayer are not satisfactory to the Treasury Depart-
ment, that Department through its agents can determine
the allocations which in its sole judgment are proper,
without any opportunity for an impartial appraisal. This,
and similar approaches to these most difficult problems
leave American business operating abroad entirely at the
mercy of our bureaucracy. This uncertainty alone will
surely cause American business to restrict operations abroad.
It certainly creates no climate for new expansion. * * *

I have endeavored to point out that the complexities in
this area, and in other parts of the bill, are by themselves
serious. The very existence of uncertainties hampers busi-
ness. Adding these complexities to the already complicated
problems of doing business abroad will have the effect of dis-
couraging many small businesses from expanding into the
international trade area. The legislative history of the bill
in the foreign income area emphasizes this important prob-
lem. Business enterprises have been forced to consider a
regular series of proposals in the foreign area throughout the
past year, and each one has required the immediate initiation
of planning to avoid the severe and haphazard penalties
which would be incurred under their present organization and
manner of doing business. The latest proposals are only
a few weeks old, and it cannot be expected that the picture
is at all clear for the many organizations, large and small,
which will be vitally affected. Yet the most basic provision,
with respect to income of controlled foreign corporations,
would become effective less than 9 months from now, and
presumably just a few months after the final form of the
provisions are known if they are approved by the Congress.
The far-reaching provisions concerning liquidation and sale
of stock would become effective upon enactment. At the
very least, therefore, businesses should have, more time to
turn around and reorganize their activities to avoid possible
destruction of their interests. It seems particularly inappro-
priate to legislate such far-reaching, new, and untried
concepts in our tax structure at the very time when the
Treasury Department is on record- as preparing to release
in the near future proposals for a basic reform of the tax
structure.9

lRevenue Act of 1962, honrlngs before the Commlttee on Fiinance, U.S. Senate, 87th Cong., 241 sess. on
If.It. IOO10 , pt. 2, pp. 640, 647.
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Another witness, Mr. Tyrone Gillespie, assistant to the president
of the Dow Chemical Co., in his testimony stated:

If the foreign income concepts are enacted into law, our
company and all other-comipanies similarly situated will be
faced with the severe problem of trying to determine whether
the accounting principles and methods of our foreign sub--
sidiaries are compatible with those in the United States,
and whether in those cases where we have less than 100
percent ownership, it would be possible to do so in fairness,
or at all, without full concurrence of other stockholders.
In any case, it would be necessary to maintain two sets of
records, one to comply with foreign law and one with U.S.
law, and there is a question as to where such records should
be kept.

In order to comply witl U.S. law, much of the information
will have to be estimated because data are not available
under foreign accounting systems, and certainly companies
will have a built-in and continuing argument witl the
Treasury Department as to whether their estimates are
proper or improper. We are certain that the committee
is cognizant of tile vast enforcement costs whicli will be
entailed for worldwide policing most of which will gain
little revenue so we will not elaborate on this point.
Another question which gives us concern is-our company's

position if we disclose certain data and economic information
of a company in a foreign country in which we are a part
owner, where the laws of tlie country prohibit sucl disclosure.
Does this U.S. law force us to commit economic espionage
and thereby render us liable under the laws of our host
country? o1

Tihe uncertainty alluded to by the two witnesses just cited presents
a serious prollen not only for the business community but for the
Congress, as indecision by responsible management at this time can
result in a slackening in our economy growth and a failure to provide
adequate job opportunities for our growing labor force.

Furthermore, such uncertainty will not only adversely affect the
earnings of business enterprises but will result n a declinee in FIederal
tax revenues. Dr. Dan Phroop Smnithl, professor of finance at the
Harvard Graduate School of Busines.; administrationn and a former
Assistant Secretary of the Treasury, posed at number of problems
which may beset American business o legislation be enacted.
IHe informed the committee that lie was undertaking a study of all
the pIossible consequences of the pending tax legislation. lie sulml-
iinarize liis observations as follows:

Many considerations are relevant to a decisionn on the ta x-
ation ol' foreign income. I know of no single area where it is
so (liffcult to balance the conflicting objectives of policy.I have already written a fair amount on the subject, but
in recent. llontlhs hliave lecomlle increasingly intelreste(l and
c(olcerne(ld with it. I have recently returned from a trip) to
Westerli Eulrope which I took, in connection within current

I, lReveltlo Act of 1962, lhearlngs before tim) Cominlttee on Fl'nainc, U.S. Senate, 87th C'ong., 2d( ses. on
I.1, 1( O50, ptL H, p. :34W7.
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research activities, to determine attitudes and practices re-
garding the taxation of foreign income in some of the indus-
trial countries there. I shall try to state here as concisely
as possible what seem to be the most significant points, pend-
ing preparation of a longer article on the subject.

Foreign operating subsidiaries are in no sense artificial or
unnatural legal entities. Contrary to many foreign holding
companies, foreign operating companies are used as the
natural and normal means of participating in a foreign
economy.
They were used long before we ever had an income tax; in

some instances they are required by foreign governments.
They are necessary when joint ventures are developed with
local capital. It is a misconception to think that they are
established primarily for tax advantages.

Furthermore, operating subsidiaries abroad are in competi-
tion with otlier companies located abroad. American parent
companies usually establish foreign subsidiaries to maintain
a position in foreign markets or to secure a position in new
markets.
They do not establish foreign operating subsidiaries as an

alternative to expansion at home for production of export
commodities. When foreign markets become large enough
and foreign conditions for production good enough, produc-
tion is going to take place abroad.

'There are plenty of local companies able and anxious to
expand to meet (domestic requirements in foreign countries,
and plenty of large corporations in other major industrial
countries able and anxious tto set up their own foreign sub-
sidiaries, and active in doing so.

If our country is to get its riglitful competitive share in the
expanding; income of the world, our business firms imulst he
free to compete where production is taking place.

Tllis point cannot.l e overempl)hlsized. Someone is going
to produce abroad; it is the very essence of economic develop-
menlt abroad that production will take place tlere. It is a
serious misconception to believe that if American firms
cannot produce al)roa(d, no one will do so and that foreign
demands will relmalin unsatisfied until filled by American
exports.11

lie further stated:
As markets grow with the rapidly expanding standards of

living in the Common Market, it is important to be in on
the ground floor, as it were, to liave brand names known, to
establish distribution channels, and to act promptly in inl-
proving products and processes.

If a company falls behind, it can catch up, if at all, only
with increased outlays. If it, tries belatedly to secure entry
into an established market, it. canl prol)baly do so, if at nll,
only at greatly incrleloed cost.

n loevenuo Act of 102, lioh rlugs l!efore the Committle on Flinance, I'.S. Senaoite, 7th ('ong., 21 scss., on
11. t. 106; 0, pt. 7, p. :30S.
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These are familiar facts of business which I shall not
elaborate, but they should not be overlooked if an; argument
is made that we need only temporarily to restrain invest-
ment, or that old investment is good but now investment is
bad( because it is not'immediately recouped in repatriated
pro ts.

Business investment must be a continuing (dynamic proc-
ess; it it is not continued as required, the value of old
investments, and the possibility of continued repatriated
income from them, will wither away.
To the best of my knowledge, and I have inquired care-

fully, no other country in any way taxes their own companies
on the basis of undistributed income of foreign subsidiaries.

Furthermore, on the basis of extensive inquiries in Europe
in recent weeks, there is no indication whatsoever that other
countries would follow our example.. There is some concern
abroad about pricing on transactions between parent com-
panies and foreign subsidiaries-the sort of problem covered
by section 482--and in some instances about foreign per-
sonal holding companies.
But I found no indication that there was any concern

about the undistributed income of foreign subsidiary operat-
ing companies or any likelihood that other countries would
impose taxes on their own companies similar to those pro-
posed here.
Nor does there seem to be any political controversy or

even thought to the contrary on this subject. In one place
when I asked if there were arguments to the effect that for-
eign subsidiaries might lead to a loss of domestic employment
tlheanswer was "No; it is recognized that we must have
worl(lwic( activities to support the cost of research and
ldvelopmlent to meet intense international col)mctition.
The ability to spread costs over the business of foreign
subl)sidialries helps assured continued domestic employment."

'This reflects the iamlle high degree of sophistication
found in most ofthe European lna)or groups which support,
instead of opposing, liberal depreciation as a basis for
increased I)roductivity, which in turn leads to higher Stan(d-
rl'ds of living anld incCreased employment.
But Ithough other countries will not follow our example in

taxillg tlhir own corp)orationsl onl the basia of lundistributed
income of their foreign operating subsidiaries, it seems very
likely that they wiill be tempted to impose their own special
taxes on the U.S.-owned subsidiaries located in their countries.
Does it not seem probable that on' practical grounds if

there is to be any extra tax on undistributed income of U.S.-
owneld subsidliaies, the colutries where the subsidiaries are

incorporated and where tho earnings are located will want to
exercise their primary right to tax them?

I was asked more than once in my recent trip, by Euroleans
if I did not think that the countries where the subsidiaries
were located would adopt their own laws to secure for them-
selves the revenue to be derived by new tax burdens imposed
by the United States on undistributed income of foreign
subsidiaries.
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And, of course, I had to admit that I supposed they
would.,

Tlll actions of many of our States il imposing soak-up
estate taxes to absorb the credit allowed in the Federal
estate tax is a perfect precedent. The adoption of anything
like section 13 will invite foreign countries to impose their
own taxes and it seems likely that many of them will accept
the invitation.
To the extent that foreign countries do impose their own

soak-up taxes, any expected revenue to the U.S. Treasury
will disappear. Increased taxes imposed by our Congress
would end up in foreign treasuries, not in the U.S. Treas-
ury.?'

The possibility of the imposition of new retaliatory taxes by foregin
governments would completely destroy the efforts that have been
constantly pursued to eliminate double taxation and other hardships
which restrict the flow of commerce. It is difficult to reconcile the
announced goals of the administration in the Trade Expansion Act of
1962 (IH.R. 11970) with the isolationist views toward foreign invest-
ment encompassed in H.R. 10650.
A further possible adverse effect which is clearly unintended by the

administration is the possible disposal of a sufficient interest in a
presently controlled foreign corporation to the nationals of other
countries so as to relieve the American parent of the burdens imposed
by section 11. This would jeopardize U.S. control over many im-
portant trading and manufacturing activities which support our ex-
lorts and employment in this country.

Again a colloquy between Mr. Robert J. McDonald, a New York
attorney representing a groul) of tax lawyers, and Senator Kerr, of
Oklahoma, is significant:

Mr. McDONALD. IThey encourage 'U.S. l)prsoIs to take
minority rather' than controllilig interests in foreign bulsi-
11esses, w\itll thle possible conIe,0quences, among otilers, of loss
of a favored position with respect to the sale to such lusi-
less'es of (doImestic products.
Senator Il,:lt. Lot ime interrupt you there.
1\Mr CINA.MClNheyencourNage-----)
Senator K{Imln. I nay, lot Inme interrupt you.
NMr. NM cD)ONALD. I am sorr401y.
Senator Kl:not. You have just said that, in yourl ju(Igmlelt,

this bill would encourage American investors to take minority
positions in foreign corel)oortions ratioer than American cor.
p)orations creating sHubidlliries in foreign areas.
Mr. MCDIcONALD,, We believe it might 1hnv that tendency.
Senator KElmtl. That was one of tile points that Dr. I)an

'L'hroop Smitlh made, vith reference to tile investment coim-
pany which nskecd for the conference with himaiind discussed
the probability of their increasing foreign stocks in their
portfolios of investments, although they are Anmericanl invest-
1men cornlolnies, I believe.
Mr. MicDONAII). Generally speaking, an American invest-

ment company, assuming it is an investment company with
It Ibid., I)i). ,A90-,301.
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wide distribution of its stock, would tend not to have a con-
trolling position, and when I say controlling I moan more
than a 50-percent interest in the foreign corporation.

Senator KEnl,. And to tile extent that it encouraged
investment in minority positions in foreign corporations, it
would adversely affect our balance of gold payments rather
than favorably affect them.

Mr. McDoNAixi. It Imay or m1ay not. I think tlat is a

complicated question. I think that--
Senator KERR. If a situation arose wherel)y Americans

took American dollars and bought stocks from foreign
owners and paid for them in Anmerican dollars that went over
there, that would be adverse in our balance of payments,
would it not?
Mr. McDONALD. Temporarily it might.
Senator KERnt. Well, the only way that those dollars

could come back would be for those sellers to send them
back.
Mr. McDoNALD. That is correct. And if you (lid not have

controlling positions in those companies there would be less
tendency for them to find their way back.

Senator KEtH. It would seem to m1e you were making a

point which, I think, is of some significance, and I was
asking you thle questions only to let tihe record clearly reflect
that as your judgment, if that is your judgment.
Mr. McDoNAiA. I believe it is.13

During the course of the interrogation of Mr. Charles W. Stewart,
who appeared in opposition to tlhe administration's foreign tax
)roposals on behalf of toe Machinery and Allied Products Institute,
Senator Morton, of Kentucky, presented a hypothetical question
which is a further pause for concern iln connection with th10 Senate's
consideration of this legislation. Tlie colloquy between Senator
Morton and XMr. Stewart follows:

Senator MORTON. Now, you talked to the point of con.-
stitutionality which we have dealt with in a rather cursory
manner this morning.

I happen to be one of those rare MOembers of this body who
is a blusinessiman and not a lawyer. Sometimes I thiik t1he
United States wouldlbo better off if we were more of us and
fewer lawyers hero.
As I see the situation in my lay mind, it is comnparabl to

tlls: Let us suppose that a trucking company iln Kentucky
had 10 stockholders. Five lived in Tonnessee and five in
Kentucky.

Let uIs assume that they made $100,000 after taxes in
1 year, lThey dec(ide(l tlley would pay $2,5,000 iln (ividen1(s,
that they would retain $75,000 ill the business for thle p)url)ose(
of buying new trucks and expanding their operations.
The State of Tennessese ihas an o taxila.noe ieState

of ('ennessee wild say to t lose five TeInnessee stockholders
"but youl must pay ani income tax based on the earnings of
this lKentucky corporation in which you own stock in tile

t Op. oil,, Rovenuio Act of 1962, pt. 2, p. 678.
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amount of four times what youl paid because they earned
$100,000 an(l they only paid $25,000 in dividends."

Adlllitting that. is an oversilmplification, is tlat not to a lay
)point of view sllonwh at analogous to tils constitutionil
question?

N[r.. ST'h.WATr. I[ think ou arilI mch111 better llawyer tillll
youl admIlit, sir.

I woul(l say that you draw 1a point here that worries mle be-
yond the scol)e of tllis bill.

It seems to ml wewire bre making new gIround if we go to tlhe
full route of these provisions in tel'rms of applying the same
lrinciloe to our domestic tax l)olicy. I Hlam quite conern!led
about it, andl your examl)le is ecoml)letely ol tie b)eanl in
that respectt(

Th'lre would be no d(ifficultv in continuing to review other adverse
situations which could be most damaging to our economy that were
presented to the Committee on Fillnance by witnesses experienced in
every sector of the American economy.

Friendly foreign countries tare already concerned with the (ldmin-
istration's proposal, and the record of the hearings includes a press
account to the effect that Presidlent Chiari of Panama hlas advised
President Kennedy that the administration's tax proposal represents
("undue interference in theinternal affairs of Panarma.."'5

President Chiari also declared that the taxation of the earnings of
Ilanamanian corporations on profits which have been u.remnitted( is
almostt equivalent to economic aggression." 1

''Ihe Swiss too 1have exl)ressed( similar coI(ncerns.
IThe vagueIness of the administration's concepts are illusttrate(l by

a colloquy between the Secretary of tlhe treasuryy and1( Senator (C.urt is
of Nebraskl.

Se('ltor (;Ui''ts. * W*Will voIl (lefine a tax haven colm-
[)ally?

Sena(0to1r DILLON. What we ha ve (o101 is not, to definWe a tax
hlsven( company specifically, but to define ill effect a tax
haven transaction. For exaliple, a tax haven transaction
is 0110one where a company incorporated in country A pur)1chases
from country B and resells ill country ('.
So ill this situation there have tot be three cou(llt,ries in-

volved an(l the tuse of the words'"tax 1haven1 coompanl)ay" is
jist a short descril)tionoflcompanies ;which operate in tilli
way. We (10 not hIave at definlition of ta comllpaly as at tax
haven compallny.

Senator (uKTriS. I understand it, is nlot ill the p)rol)osal,
but tllis is presente(l to the country anll to this committee
as reference to a tax haven comnl)any, and there are people
in (Congress and out tthat are concerned( about tax haveOt
companies.

So, I would like to have a (lefinlition of the co)nllpany youl
11re speaking about when you use this term, not the natme
of the colmpanly lbut wtwl ltcostitultes Ia tax Ilaven comll)any.

It Op. cit., eovenie Act of 1902, pt. 2, p. 678.
II ReveInut Act of 1912, hel ringK before the Co mtnllittm on Finniin , 1(J.. Son1imt0, 87th(1 Ol ., 2'1 .ss.,

II t. Ik . t, pt, i, p. VW1.
i4 l[bd.
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Secretary DI)ltoN. Well, I have already given a lefinition
to thil Senator. It means companies that operate in the
way I have described, that are (ldomiiil(ed iln a country gen-
erally a very low-tax country; tllnt, do business in two other(
countries. We, can( give you 11 list of lnalmes of these colultlries
if yOu (desire.

Senator (-UIJI'TIS. NiOW, a taxIlaVtll compnllnyi' is o01n that
(ldos business wvitli tv/o otherc('ompnllies ill two otherloultrl'is.
coun tries.

Secretary I)DLoN. What I halveo said is that in a tax haven
transaction where there are two other countries involved, and
one of thorn may be the IUnited States.

,t is also a tra;nswation where income for a service, a corm-
Ilission for an item sold, a royalty for a patent, anything
you wish, is received from one country by a corl)oratJon in-
corplorated int another country.

Senator IJURTIIS. Now, iirc a11 such Operations th)ltt you
!.ave( described tax haven transactions?
Secretary I)rLON. Not all such operations are necessarily

tCax havon transactions, andil that is the specific reason why I
requested in the statement I madel yesterday that t1he Secre-
tary of the Treasury bo given authority to exempt specific
transactions, specific operations that are not entered into
for 'hle purpose of tax avoidance.

I would say that three-quartelrs or 90 percent of the
transactions that I have described are for tlhe l)rpose of0
re(lucing 11( ouldtaxexhadovenlt ransactionls.

BuL there aire some01, and I ca1n give you example les, which
are not.

Senator C, uuris. Give me an example of one that is.
' TecretaIy DI) ,,LLON. () (e t1111t. is'.
Senator'(u'rrm. Yes.
Secretary )II,,LLON. A classic exampl)le of ollne that is, is a

t!.S,. foreign sll)siiary which has ia11llanufactlring plant ill
1,ngland(I to 1a111ke anythinil, condlliilents, if you will. It sells
till its cond(liments that it sells ol theC( continent. first to a
U.S. -con trolledIS(wiss sales corporation. They never go to
S"witzerlanltll, but they are nllrketed iln lranlc, Gerrmany,
Belgil lm, everywhere el'se as the prop)erty of the Swiss sales
corporaltionl. T'he entire profit is lodgfed( in ,Switzerhland.
Thie r!111111 rfactring (c'0oml)lny ill (iGract 1Ifritalin is Ipai(d a veri
small figure for the wholesale value and makes ta minor profit .

Thl'at, is the type of operation tia t clear'l is at tax Iraven
op(er1 tion.

Senator (Cu!IS'IT. Where' (d10' the U.S. G(ovoeirnment, collme
into the transaction you described?

Secretary l)iLO. Where the United States comes in, in
that tran'isaction, is that the(,se would be controlle(l foreign
')orporalions tle control of which is in the I1.S. parent.
corporation., 17

h''1i omplexities of transferring available funds firomi dovolo)edl
nations to investments iln less developedd countries will frustrate our

It Rovinue Act of 19 2, hearings before tho Committee on Finance, IU.. Scnfnt, 87th Cong., 24 sess.,
II.. 10)60, pt. 10, pp. 430-94310.
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foreign policy objectives of encouraging private investment to assume
a larger role in economic deoveloplleont-ll-lthusrellieving the taxpayers
of a portion of this burden.
The Secretalry of tlie Treasury in his appearance before tlhe Filnance

Committee on April 2 expressed tlelo view tlhat tax haven operations
constitute,t serious abuse, ian(l e urgel tile committee to amendl the
bill as )assed(l by thle House of Relreoselntatives to coml0letely eliminate
tax (leteroral on thle tundistri)uted foreign income of U.S. subsidiaries
operating abroad. Shortly thereafter, tli Secretary laddressedl the
Ninth Allnual Monetary Conference of the American Bankers Associa-
tion in Rome, Italy, on Fri(ay, May 18. tIe expresse(l a somewhat
different view as to the nature of American overseas investments in
Ihis discussion of this subject before a foreign audience. I-e stated:

'I'lie tnite(l States has consistently favored free capital
movement tiehability of in(livi(luals or comIpanien to invest
their funds where they will. There has been no change in
that view. We are, however, asking our. Congress to end
the tax inducements to American investment in other indus-
trialize(l countries, particularly the inducements which flow
from the mushrooming use of so-called tax havens. The
object is not to discourage capital from going abroad in
search of higher gross return. That sort of investment will
in the long run, serve the investor, the United States, ani
the recipient country alike. We recognize that the great
bulk of our foreign investment is of this type and is not tax
induced. We (do, however, want to make sure that our tax
systeCn (1oes not unwittingly-and artificially-spur this
outflow. We wvisi only to eliminate marginal foreign invest-
1ment that is induced primarily by tax considerations. While
there is no expectation that such action will dramatically
reduce the outflow of direct investment funds from the United
States, it will 1)o of some help--andi every bit counts in the
effort to eliminate our payments (leficit.18

The Secretary's statement shows that there is no need to risk the
adverse effects that the passage of this legislation might entail,
since ihe finds that the great b)Iulk of our foreign investments is not
tax induced and in the long run serves the investor, the United States,
11and tlhe reciIient country alike.

If tile only concern of the Congress is to eliminate marginal foreign
investment that is induced primarily y)y tax consideration, tlhon
section 11 does not appllear as an appropriate instrument to accom-
i)lish this end. Furthermore, the Secretary of the Treasury is on
record at Rome that tliore is no expectation that tile enactment of
additional legislation will dramatically reduce tlhe outflow of direct
investment funds from tlei United States.

CONS'TIT'U'.'I ONA LITY

Section 11 imposes a tax oll U.S. shareholders of foreign corpora-
tions based on the earnings of such corporations oven though there
hlas been no constructive receipt of funds with which to pay the tax.

"It Remarks of the llonornhlo Douglas Dillon, Secretary of the Treasury, Ninth Annual Monetary Confer.
ence of the Amerlost Bankers Assootatlon, Rome, Italy, May 18, 1U92, p, 10.
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''he establishment of tax liabilities inl this imannerlt is a reversal of
existing concepts whichIhavo been established for almost 50 years.
It collleotely disregards corlioralte legal entities wholly legitimate
in their business purposes. .

The proponents of this theory of taxation ttlempt to justify it
11uder the 1)hilosophy of tile foreign personal holding cop1)an\y pro-
visiolns. A colloiqy between the Secretary of tie Treasulry, Ni.
Dillon, and Senator Curtis of Nebraska is significant:

Secretary DIIIoN.. Under the Iphilosophy of tlhe foreign
personal holding coll)pany provisions, the Congress lias
decided andl tlhe courts have upheld that where transactions
are entered into for the purpose of avoiding U.S. taxes,
the income can 1be imputed to tie U.S. stockholders and
that in effect is what is happening here.

Senator CuRlls. That is a personal holding company?
Secretary DII,LON. That is what it is b)Y definition.
Senator CURTIS. I thought you were describing an actual

operation of malnufact urinig and sale of goods throughout
EuroIe.

Secretary DILLON. There is no legal constitutional difler-
ence and we are following the exact same procedure here.
We apply tlhe same procedure to these other operations
as has been applied for many years to foreign personal
holding companies.

Senator CunRTi. But suppose that the parent company
in the United States is a publicly lleld corporation and nlot
at all in the category of a personal holding company, and it
lhas many stockholders, is income either to the-is income
to the subsidiary income to the stockholders of the parent
co'l)orlation.

Secretary DILLON. We look on a parent corporation as a
U.S. persoll under the law, andl tlhe income is imputed to the
U.S. person who controls the foreign subsidiary, and that
l)erson would b) the U.S. parent corporation.

Senator CURTIS. Now suppose this company in this hypo-
thetical case you describe was set up for the purpose not of
evading taxes on income earned under the American flag but
was for the purpose of finding a market, developing a market
that could not be developed by the parent company locate(l
in tile United States.
Would that change the situation?
Secretary )ILLON. I certainly recognize that there are

markets that can best be developed by investment abroad.
But we do not feel that it is necessary to have as an adlcde
inducement and an added factor in that development the
tax inducement of partial or complete tax exemption that
flows from the use of tax havens. We think that the same
markets could be developed by paying a reasonable tax.

Senator CurxIS. They do pay a tax when the money is
l)rought back, do they not?

Secretary DILLON. A tax is paid when the money is re-
patriated to the United States; that is correct.

Senator CURTIs. Now, speaking of operating companies
that actually engaged in manufacturing, processing, selling,
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all of that activity is outside the United States, isn't it
true that heretofore we have adhered to a jurisdictional
principle that a tax so earned outside of the United States--
tlhe U.S. tax on income earned outside the United States---
is due when it is remitted to this country?

Secretary D)ILONN. That has been the principle in the
law, except for the foreign personal holding coipanly law.

Senator CuwrTI. And this prol)osal would greatly change
that wouldn't it?

Secretary D)ILLON. Tilis proposal would very considera-
ably modify that principle. lThat is tile purpose of it.

Senator CURTIS. Now, you referred a moment ago to
suggestions Inade yesterday to grant to the Treasury De-
partment authority to by regulation-although you didn't
use that word-except certain transactions or make a finding
that they were not tax-haven transactions?
Now----
Secretary DILLON. That is correct.
Senator CURTIS. How is tlhe business concern going to

know what the rule of tlhe Treasury would lie 5 years from
now?

Secretary DILLON. By coming in and asking.
Senator CURTIS. When? Now?
Secretary DILLON. Now.
Senatoir CURTIs. Would that answer be binding upon tlhe

Trreasury 5 years from now?
Secretary DILTLON. We would be prepared to give rulings

on this sort of thing very generously a1he1ad of time because
we do not want to upset business and we don't want to have
uncertainty here. Wevwould be very glad for any business
that thought it had a case to come in and talk to thie Internal
Revenue tald we would give them a ruling in a lprolper
situation.

Senattor CvRTIxs. Well, I am glad you share the view that
this is a decidedd change ill tle tax policy of the country.
One of the things I hlad in mind late yeste'(lrdy afternoon

when I requested that a new bill be drafted and printed as
a study bill, study copy, was so that it could be examined,
and to see what tlhe proposal is made ill 0111' basic tax phliloso-
1hy aind practice in tlhe light of your modified recomnellnda-

tions of your statement yesterday.,9
It is inconceivable that the Secretary of tlle T'reasury would suggest

that exceptions to tile law should be made on tile basis of Treasury
rulings so as Ino to disturb legitimate transactions.

T'hle Foreign Personal Hlolding Company Act (eals with l)assive
investments that have no connection with tlih carrying on of an active
trade or business.

Thie personal holding company tax was never conceived by the
Congress as leingapplicable to tile u1nrnemitted earnings of active
overseas sul)sidiaIies of U.S. business firms witli wid('esp)read stock-
holdings.

""Revelnue Act of 1962," hearings before the Commilttee on Finance, U.,.Hennte, 87th Cong., 2(1,scss. on
11.1. 10650, pt. 10, 11). 4311-4312.
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The National Foreign Trade Council was organized in 1914 to
promote and protect American trade and investment. Its member-
ship is comprised of manufacturers, merchants, exporters, importers,
transportation interests, bankers, insurance underwriters, and many
others interested in the expansion of the Nation's foreign commerce.

Mr. Joseph B. Brady, vice president of the National Foreign Trade
Council, presented an extended legal brief to the IHouse Committee
on Ways and Means on June 5, 1961. It showed that the character-
ization of tax deferral as a privilege is a misleading one. It developed
the history underlying the present U.S. tax laws, and it showed that
the proposal to tax unremittcd earnings is completely contrary to
ourl established tax policies. It presents a serious question of the
constitutionality of th administration's foreign tax proposals.

Section 13 ot H.R. 10650 as it was referred to the Committee on
Financeo was based on the concepts to which the National Foreign
Trade Council took exception in June of 1961. This organization
again appeared before the Committee on Finance on April 25, 1962,
and Mr. Brady again presented the legal reasons for the rejection of
section 13 in the House measure. This section has been amended
by the Committee on Finance and is now section 11 of H.R. 10650
as amended. The amendments adopted by the committee do not
alter the underlying principles with respect to the taxation of unre-
mitted earnings nor do they remove the constitutional doubts which
were raised in the original brief presented to the House Ways and
Means Committee. The legal reasons to reject any proposal to tax
U.S. shareholders on the undistributed profits of foreign corporations
contained in the statement presented to the Committee on Finance
by Mr. Brady are worthy of the considered judgment of the Senate
in its further deliberation on section 11 of H.R. 10650. These salient
points with respect to legal and constitutional questions of this pro-
posal follow:

The legal reasons for rejecting the proposal to tax to the
U.S. shareholder undistributed profits of foreign corporations,
as provided by section 13, are discussed below.
(a) listorjy (an reasons for present law
The basic provisions of U.S. law, relating to taxation of

income from foreign sources, have been in existence for
nearly 50 years. All U.S. foreign investments have been
made with those provisions as a background. In addition,
important foreign investments have been made, under an an-
nounced policy of the U.S. Government, to encourage such
investment.
Under the 1913 act, income received by foreign corpora-

tions from sources outside the United States are not taxed.
U.S. shareholders were taxed only on the dividends from
such corporations. These basic provisions have been re-
tained in all subsequent reeoonactmnts of the income tax law,
including the 1939 and 1954 versions. Contrary to the im-
pressions of some persons, no provisions were introduced into
U.S. tax law after World War I[ to encourage investment
and trade in Europe by U.S. companies.Like most features of tax law, those provisions reflect both
theoretical an(d practical considerations. Those considers..
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tions generally fall either within the fiscal area, or the com-
bined area, of public policy and trade. The recognition of
the importance of foreign trade and investment, a recogni-
tion that income from foreign source is initially subject to
tax in the foreign country, and the need for revenue, all form
a part of the background for the enactment of our tax laws
on income from foreign trade and investment.
The concept that a corporation is an entity, separate from

its sIarehollcrs, has always been recognized as a funda-
mental in every phase of the law. The principle of the non-
taxability of the shareholder on tlh undistributed income of
a corporation has been one of the pillars on which our tax
system has been constructed. In addition, considerations
of international law and comity, as well as U.S. constitu-
tional and administrative problems, are among the wide
variety of factors that have affected the formulation of the
basic U.S. tax provisions.
(b) Proposal is contrary to basic U.S. tax policy

It is a fundamental principle of all aspects of American
and international law that a corporation is regarded as an
entity separate from its shareholders. Thus the shareholder
is not obligated by tho contract of the corporation, and is
not responsible for its wrongful acts. This principle has
been incorporated in the Federal income tax law. A cor-
poration is taxed on its income, and the shareholders are
taxed only on dividends distributed to them. Any proposal
to tax the U.S. shareholders on the income of the corpora-
tion would be an exception to this basic principle, which has
been followed consistently by Congress, the Treasury De-
partment, and the Supreme Court. The basic principle has
been reflected in U.S. tax treaties and in the claims of tax
jurisdiction which the United States has made in the ab-
sence of tax treaties.
Both in the domestic and foreign field, taxpayers are only

subject to tax on income actually realized. Corporations
and individuals owning shares of stock are not taxable
I)ecauso of accumulated earnings of tlhe companies issuing
tile shares, nor are they taxable in respect of increases in thlo
quoted market prices of those shares. Holders of corporate
securities are not entitled to ldeldut, from their taxable
income, any decreases in quoted market price o.v generally
any operating losses of tle comlpanlies which may dlissipate
their suIrplus or even impair theoi capital. The U.S. income
tax system recognizes fully the corporate entity. A U.S.
parent corporation is taxed upon the dollar dividend received
from a foreign subsidiary, because that is tlhe correct measure
of its realized income.

Tlhe principle that income must beo realized before it is
taxable hIas frequently been upheld by tlhe S)upreme Court.
InT 1918, the SllpremoloCourt (rew ia distinction between (or-
porate accumulations and distributions, treating only the
tatter as taxable income. 'tlio Court stated: "It is evident
that Congress intended to draw, and did draw, a distinction
87100--02------ 2
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between a stockholder's undivided share or interest in the'
gains and profits of a corporation, prior to the declaration of
a dividend, and his participation in the dividends declared
and paid; treating the latter in ordinary circumstances, as a
part of his income for.the purpose of the surtax, and not
regarding the former as taxable income unless fraudulently
accumulated for the purpose of evading the tax." (Lynch v.
Ilornby (247 U.S. 339 at p. 343)). The fact that income
must be "realized" is clearly set forth in E'isner v. Macomber
(252 U.S. 189, 40 Sup. Ct. 189 (1920)) and has never been
reversed.
The Treasury Department has followed the concept that

income must be realized in order to be taxable; e.g., Regula-
tions 1.61-1 provides in part: Gross income includes income
realized in any form. [Italic added.]

Furthermore, the treatment of a foreign corporation as an
entity, distinct from its shareholders, is recognized as a
fundamental principle in 21 tax treaties, affecting some 44
foreign jurisdictions, to which the United States is a party.
Even in the absence of tax treaties, the United States has
recognized the foreign corporation as a separate entity and
has never claimed tax jurisdiction over them, because it was
owned in whole or in part by U.S. shareholders.

Since the enactment of the 1913 act, the United States has
claimed jurisdiction to tax on the basis of (1) citizenship and
residence, and (2) source of income in the United States.
To expand this jurisdictional claim, so as to tax, directly,

the income of foreign corporations, because of American
ownership of shares in such corporations, would run counter
to all U.S. jurisdictional claims and might well bring about
conflicts with the jurisdictional claims of foreign govern-
ments. It is undesirable, if not improper, for the United
States to tax foreign corporations directly on their foreign
income. These same considerations should apply to taxing
the foreign corporation indirectly by taxing the shareholders.
The jurisdictional claims of the United States reflect the

recognition that other sovereign nations have rightful claims
to the primary jul'isdiction of income earned by their corpo-
rations in their home country and in all countries other than
the United States. TIhe jurisdictional concepts of the United
States are formally reflected in tax treaties between the
United States and( foreign countries which are discussed
below.
The Secretary's exl)lanation of his proposal states tlat

"precedent for ihis tax treatment may be found in the pro-
visions of existing law dealing with U.S. shareholders of for-
eign personal holding companies." These provisions are not
an adequate precedent for such a broad departure from estab-
lished tax policy. Tlh provisions were enacted on the
assumption that foreign personal holding companies were
"created with the sole purpose of avoiding or evading the
imposition of the surtax on their shareholders" and the legis-
lation was intended "to encourage the prompt dissolution of
existing coml)anies of this type," which were regarded as
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"spurious" (report of the Joint Committee on Tax Evasion
and Avoidance, Aug. 5 1937, 75th Cong., 1st sess., H. Doc.
337, pp. 21 and 22). however, these provisions wore never
intended to and do not, by the definition of foreign personal
holding companies in the Internal Revenue Code, affect bona
fide foreign business companies.
The foreign personal holding company provisions are

strictly limited to the case wliere the foreign coinpany is
controlled by not more than five U.S. citizens or residents
and derives 50 )percent or more of its gross income froln
certain categories of income, such as dividends, interest, and
capital gains (sees. 551-557, I.R.C.). The proposed recom-
lmendation by the Secretary is adldrssed to a situation
which is quite different from that of the foreign personal
holding company. With relatively few exceptions the foreign
subsillaries which will bo affected are operating companies
that would not be within the purview of the foreign personal
holding company provisions. 'llese foreign corporations
have not been "created with the sole purpose of avoiding or
evading the imposition of (a tax) on their shareholders."
Rather these subsidiaries were formed to carry on U.S.
trade and business in a part of the world most important
from the viewpoint of national as well as business considera-
tions. Further, it is not believed that "the prompt dissolu-
tion of existing companies of this type" is intended even by
the Treasury. Therefore, it is urged that the foreign personal
holding company provisions should not be regarded as
precedent for the proposed legislation. An additional point
which should be considered is tllat tile foreign personal
holding c'm)pally provisions are primarily an extension to
foreign companies of a pIunitive provision which previously
was in effect domestically; namnlely, the personal holding
company provisions.
The proposal to tax a shareholder on unrealized profits is,

in effect, taxation by indirection of tlh current earnings of tle
foreign corporation and is dlesipned to tax indirectly what
could not be taxed directly. This policy of taxing by indirec-
tion is at least questionable from the standpoint not only of
domestic tax policy but also of international comity.
Probably any attempt by the' United States to tax directly
or indirectly foreign corporations on income not earned ill
tloh Unitced States woull e objected to by foreign countries.
In the past, foreign countries have objected to tile extra-
territorial effect of other U.S. laws, for example, tle exten-
sion of tile antitrust and export control laws.

T''le proposals of tile Secretary to illpose taxes on U.S.
shareholders of foreign corporations measured by tile earn-
ings of the foreign corporations as they accrue will result in a
nullification of tax incentive programs designed by foreign
countries to attract investment and reinvestment by
foreign corporations. It would defeat tlhe purpose of pro-
visions under foreign tax laws, such as investment allow-
ances, accelerated depreciation, and tax exemptions designed
to promote economic development in the foreign country. It
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would also ignore requirements of the foreign country that
legal and statutory reserves be set aside before dividends canl
be paid. It would be contrary to the practice in some coun-
tries which impose through private agreement restrictions
on dividend distributions.

Foreign competitors of U.S. business would still enjoy the
benefit of these incentives. Where American investments
are an important factor the foreign country might revise its
incentives program, and attempt to bring its tax rates up as
high as 52 percent in order that it may obtain taxes which
otherwise would redound to the benefit of the United States.
The proposal will have an adverse effect )both on the corpo-

rations and shareholders. In many instances, shareholders
may not have funds available from other sources to pay the
taxes. This, of course, will place pressure on the foreign cor.
portion to remit income to pay such taxes. Where local na-
tionals are also shareholders and have a controlling voice in
the company this pressure to distribute funds which otherwise
would not be distributed in order to pay U.S. tax will be
resisted. Froin a long-range point of view, it may deter
local participation in companies in which American capital is
invested. Furthermore, the individual shareholder who in
most instances would have no control over the foreign cor-
portation whatsoever could receive no foreign tax credit and
would be required to pay such income tax out of his capital,
Many foreign incorporated subsidiaries have incurred long-
term financial commitments on the reasonable assumption
that neither the subsidiary nor the shareholder would be sub-
ject to U.S. tax on the undistributed income of such sub-
sidiaries. The proposed imposition of U.S. tax on U.S. share-
holders might affect drastically the ability of the subsidiary
to meet the financial obligations.

I'hle proposal to tax .the U.S. sliareholder of a foreign
corporation on the undistributed income of such corporation
is contrary to basic tax principles which have been followed
since 1913. A departure from these principles would consti-
tute a drastic change in tills fundamental area of tax policy.
It. would constitute a deviation from the recogntitionl of the
separate entity of the corporation without wllich concept it
would be impossible to conduct lmuchl of modern business.
It would raise serious (questions in t!le international field.
Possibly one of the most important questions that should be
considered would be tile lrecedlent thilat enactment of suchl
proposal might constitute for taxing U.S. sharehololders on tlhe
undistributed income of 1J.S. corporations.
(c) Constitutionality

'nderl thle proposal, American shareholders of foreign
corporations would b( taxedont heir share of tlie income of
those corporations, oven though it is not distril)uted.
It has bcon held to be a violation of the (due process clause
of the 14th amendment to the Constitution for a state
to measure the tax on onepo)elsoin's income lby the income
of another. Ioep,)r v. 'ax Commission ((1031) 284 U.S.
206). It wouldI seen equally a violation of the lduo pro-
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cess clause of tho 5th amendment for the Federal Government
to measure the proposed tax on the American shareholder
by the income of another lpeson, the foreign corporation.

JUnder the 16th amenldmlent Congress may tax incomes,
frolm whatever source derived, without apportionment. It
should be noted, however, tlattile 16th amenldllment is
apl)plicable only to true income taxes and that a1 tax cannot
le brought within tile scope of that anllielldlent merely by
calling it anl ilncOlme tax.

Eisner v. Macomber ((1920) 252 U.S. 189, 206), held that
income consists not in a growth or' increment in value of an
investment, but something of exchangeable value proceed-
ing from theo property, severed from the capital and coming
into, or received y, the taxpayer andcl that a stock dividen(
was not income within that definition because it did not ac-
complish an actual distribution of corporate earnings. The
Court refused (p. 214) to "indulge the fiction" that the stock-
holders "have received and realized a share of the Iprofits of
the company which in truth they have neither received nor
realized" and lield tlat the corporation must be treated as a
substantial entity separate from the stockholder. It went
on to say that enrichmentt through increases in value of
capital investment is not income in any proper meaning of
the term" and (p. 217) that to tax the shareholders upon
their property interest in the stock of the corporation would
be taxation of property because of ownership, and woull re-
quire apportionment under article I of the Constitution,
The Court expressly stated (p. 219) that "what is called the
stockholder's share in t.ih accumulated profits of the coim-
ipny is capital, not income." It follows from the holding

in this case that the proposed tax on American shareholders
of foreign corporations, measured by their shares of the un-
distributed income of those corporations, which they have
not received as dividends, would be a direct tax on the
shareholders because of ownership'of shares and would not
l)e a tax on income within the meaning of the 16th amend-
ment. Under article I of the Constitution direct taxes must
lbe al)portioned among tlhe States according to population.
In Pollock v. Farmer's Loanv? & Trust Co. ((1895) 158 U.S.
601) it was lield that taxes on personal property, or on the
income of personal property, are direct taxes.20

Anl linent student of taxation, Dr. Dan Throop Smith, professor
of finance at the Harvard Grladuate School of Business Adminis-
tration and a former Assistant Secrotary of the Tre'asury, inlh1is
appearance before tlhe Committee on Finance on April 27, in referring
to section 13 21 of the act II.R. 10650 as passed by the House said:

Section 13, I believe, is extremely bad. It seems to b)
based on a misconception, in fact on several misconceptions.
T'le attempt to extend our tax jurisdiction over the ulndis-
triblutcdl income of foreign operating subsidiaries is, I submit,
unsound in principle, extremely difficult in application, and

Reovenue Act of 1962 hearings bofore tho Committoo on Finance, U.S. Scnato, 87th Cong., 2ld oss., on
II.1. 1060, Pt. 6, P).28l0-2693.Ii Sec. 13 was amended and is now se.o, 11,
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very much against the longrun national interest if the United
States is to participate freely in the world's trade and
income.22
Further problems involving our treaty obligations are presented

in section 11. While the language technically does not violate our
tax treaties, the consequences of the enactment of the legislation
would definitely be contrary to the spirit and intent of these treaties
and conventions. Again, the effect of these considerations was set
forth by Mr. Brady, and the pertinent portions of this statement
follow:

The proposal to tax shareholders on the undistributed
income of foreign incorporated companies which is earned
outside of the United States is a principle which has no
counterpart in the tax systems of the major industrialized
countries of the world. An analysis by local fiscal experts
of the tax systems of Australia, Belgium, Canada, Denmark,
France, Germany, Italy, Japan, Netherlands, Norway,
Sweden, and the United Kingdom indicates that none of them
applies such a principle. In 1939 the German Government
enacted a provision under which a foreign subsidiary which
is dominated by a German company may be regarded as
resident in Germany and taxed on all its income. Such
tax would be imposed on the subsidiary and not on the
shareholder. It is understood that this provision has been
rarely applied in the past and that it is not anticipated that
it will be enforced in the future. The United Kingdom and
Japan also have in exceptional cases treated a foreign
corporation as a resident for tax purposes if its mind and
management are within the country, but this means that
the corporation itself becomes liable for tax and not its share-
holders. Under present practice the mind and management
of a company will not be located in the country if the ad-
ministrative office, directors' meetings and general mana-
gerial functions are conducted outside the country.
The proposal attempts to expand the jurisdiction of the

United States, beyond that normally considered by any other
country, so as to tax the shareholder, solely by reason of his
ownership on his share of the earnings of a foreign corporation
before such earnings are distributed. Inasmuch as such a
policy, if adopted by United States, would add a new principle
in the international tax field we do not believe that the
Congress will wish to attempt to expand its taxing juris-
dictions to such extremes.

In his appearance before the Committee on Ways and
Means the Secretary of the Treasury stated in discussing the
proposal to tax to the U.S. shareholder the undistributed
income of foreign corporations:

"This method of taxing would eliminate possible conflicts
with U.S. treaty obligations, which might occur if the tax
were imposed directly on the income of foreign corporations."
He considers that treaty obligations would not be violated

if the domestic shareholders were required to "include in
gross income each year that portion of the undistributed

Ibid., pp. 3088-3089.
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earnings and profits of the foreign corporation which they
would have included in gross income had the foreign cor-
poration distributed its entire profits for the year.'": Tever-
theless, the tax is levied on the basis of income that belongs
to .the foreign corporation and not to the shareholders,

Treaties are founded on respect by one party for the laws
of the other, except insofar as the treaty limits their respec-
tive jurisdiction to avoid double taxation. They respect
the principle that the corporations of the other country
may conduct their affairs in accordance with the laws of the
other contracting party. Treaties are founded on reciprocity
and if the United States invades in effect the jurisdiction of
the other party to levy a tax, even if it collects the tax from
its own resident shareholders, the United States could not
object if the other foreign government levied a reciprocal
tax based on the undistributed income of U.S. corporations.
This initiation on a wholesale basis of extraterritorial taxa-
tion of the type could seriously damage international invest-
ment and business relations conducted through subsidiaries
and would certainly violate the intent, spirit and basic
principles of the 21 tax treaties which are in effect vis-a-vis
some 44 foreign governments.
The principle that a tax can be levied generally on the

basis of a foreign corporation's income or a portion thereof,
but collected from the shareholder is absolutely contrary to
long-established principles of international tax treaty law
as well as American jurisprudence. It has been argued that,
under the treaties, the United States, in determining its
taxes in the case of its citizens, residents or corporations, may
regardless of any other provision of the treaties, include in
the basis upon which such taxes are imposed all items of
income taxable under-the revenue laws of the United States
as if the treaties had not come into effect. This is the so-
called saving clause. However, the doctrine of Eisner v.
Adacomber, that the income tax is imposed on realized income,
pervaded at the time of entering into the treaties and since
that time in U.S. tax law. This doctrine must be considered
as reflected in the meaning of the treaty provisions. The
saving clause should therefore be read to refer only to items
of realized income, including dividends from a corporation
of the treaty country, and not to unrealized income.
Our first tax treaty was entered into with France. The

primary objective of the treaty was to prevail upon France
to give up its tax on dividends distributed by U.S. corpora-
tions which were deemed to be paid out of income from
French sources. Because of this tax the United States
adopted the provision for a retaliatory tax against dis-
criminatory or extraterritorial taxation now foundin section
891, I.R.C. The French agreed to waive their extra-
territorial dividend tax in consideration of a treaty provision
authorizing the French Government to collect tax from the
French company on any income shown to have been diverted
from it to an American corporation. However, when this
convention with France and each subsequent convention



REVENUE ACT CF 1962

was negotiated, no other country sought to tax shareholders
resident in its territory on undistributed income of a foreign
corporation because of control or ownership.

It will be observed that the United States reacted sharply
to an extraterritorial imposition of tax by France. In effect
the Treasury proposal would tax income of foreign corpora-
tions derived from foreign sources. The treaties specifically
limit the jurisdiction of the United States over a foreign
corporation to income from sources within the United States,
and therefore the United States is obligated not to tax the
income of a foreign corporation from sources without the
United States. Would it be too much to expect that foreign
countries in general, and treaty countries in particular, would
react sharply by similar retaliatory taxes to U.S. taxation of
the income of their corporations before it is paid out in divi-
dends?

Congress has, through the enactment of two provisions
in the code, clearly expressed its policy to be against the
violation of tax treaty obligations. Section 894 requires
that income of any kind, to the extent required by any treaty
obligation of the United States, shall not be included in gross
income and shall be exempt from tax under this subtitle.
This should include the foreign income of a foreign corpora-tion to the extent it is not distributed to U.S. shareholders.

Section 7852(d) provides that no provision of this title
shall apply in any case where its application would be con-
trary to any treaty obligation of the United States in effect
on the date of enactment of this title, and respect foT inter-
national comity would require a similar provision be incor-
porated in any future tax legislation with international impli-
cations.

There is another provision in a number of tax conventions
and executive agreements that would also be violated by
the proposed amendment; namely, the provision for exemp-
tion from U.S. tax, on condition of reciprocity, of
income derived in the United States from the operation of
ships and aircraft which provides that such income shall
not be included in the gross income of a foreign corporation
and shall be exempt from taxation. Yet, if the foreign cor-
portion which benefits from this exemption happened to be
within a developed country or to be classified as a tax-haven
corporation, the recommendation would tax the income that
is thus not includiblo in the gross income of the foreign cor-
portion.
The Supreme Court has declared: "The principles which

should control the diplomatic relations of nations and the
good faith of treaties as well, require that their obligations
should be liberally construed so as to effect the apparentintention of the parties to secure equality and reciprocity
between them" (Jordan v. Tashiro, 278 tJ.S. 123). Obvi-
ously, all our tax treaties were concluded with reference to
to tho United States and foreign laws in effect when the
treaties were negotiated, and it was not contemplated that
the United States might someday tax U.S. shareholders on
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the profits of foreign corporations before they are distributed.
This, it is believed, violates the spirit and intent of tax
treaties.23

The many amendments adopted during the course of the commit-
tee's consideration of this measure do not alter the basic principles
of levying a tax on U.S. shareholders of so-called "controlled foreign
corporations" based on their unremitted earnings.
The amendments adopted by the committee have lessened the

impact of the added tax burden, but they do not deal with the funda-
mental problem of a basic change in the concepts which have guided
the Congress for almost 50 years in the enactment of all tax legislation.
Should section 11 be enacted into law, retaliatory measures may be

adopted in other countries. In any event, it will most probably be
difficult to negotiate new tax treaties that' further the commerce and
interests of our Government andits citizens.

SUMMARY AND CONCLUSIONS

These views have set forth the many reasons why the objectives
the administration seeks cannot be achieved through the enactment
of section 11 of H.R. 10650 as reported by the Committee on Finance.
The objectives are desirable, but the means that have been recom-
mended for their accomplishment are impractical and unworkable.
The administration has long been on record that it will recommend

additional basic reforms in our tax structure for the consideration of
the Congress next year to become effective January 1, 1963.

Section 11 of H.R. 10650 also provides that it shall be effective with
respect to the taxable years beginning after December 31, 1962. It
thus appears that if section 11 were enacted into law by the 87th
Congress, the Secretary of the Treasury would have only 4 months
in which to establish the rules and regulations for its implementation.
Of necessity rulings would conform to the present basic tax laws. If
the 88th Congress enacts a broad program of tax reform, then it will
be necessary for the Secretary of the Treasury to redraft completely
the rules promulgated under section 11 of the pending bill to make it
conform to a new tax code which also will be effective January 1, 1963.
Such a procedure will entail expense and difficulties for the Internal
Revenue Service to say nothing of the confusion and cost of compliance
that will confront taxpayers.

It would appear that the Internal Revenue Service should concen-
trate on more effective enforcement of existing law rather than apply
itself to the promulgation of rules and, regulations which will require
revision within a matter of months.
When the Congress considers the broad issues of tax reform it

should give consideration to necessary amendments to existing law
to prevent evasion and simplify the burden of reporting for both the
taxpayers and the Internal Revenue Service on all phases of foreign
source income.
The administration's objections will not be achieved by the enact-

ment of section 11 of the bill as reported by the Committee on Finance
at this time. The testimony that has been considered by both the
House Ways and Means Committee and the Committee on Finance

i Ibid., pp. 2694-2698.
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during the 87th Congress should supply information that will be of
assistance to the administration and the Congress kn developing a
workable program for the collection of proper taxes on foreign in-
vestments without establishing practices which may be unconstitu-
tional, as they impose taxes. on earnings that have not been construc-
tively received by the taxpayer. The enactment of section 11 at this
time can only result in years of costly litigation. Many taxpayers
will not know their true tax liabilities, and the Treasury will be
unable to properly estimate the tax revenues to which it is entitled
until the Supreme Court has interpreted this legislation.
The only recommendation that can be made to the Senate on the

basis of a careful and deliberate consideration of the entire record is
to postpone action on section 11 and reconsider this entire subject
in conjunction with the administration's basic tax reform program
when it is presented to the 88th Congress.

FRANK CARLSON.
WALLACE F. BENNETT.
JOHN M*wISHALL BUTLER.
CARL T. CuEilJTIj
THRUBTON B. MMOwTON.



SUPPLEMENTAL AND MINORITY VIEWS OF SENATORS
PAUL DOUGLAS AND ALBERT GORE

INTRODUCTION

When the administration proposed this bill a year and a half ago,
it was intended to close a few of the loopholes which disgrace our
tax system and cause grave injustices and irregularities in the applica-
tion of our tax laws. The total amount of revenue which would have
been saved to the Treasury and hence to the people was, by the terms
of the President's original proposal, approximately $2.3 billion. A
brief description of these reforms and the amounts expected to be
realized during the first full year-of their operation will be found in
the first two columns of table I.
To "sweeten" the proposals for tax reform and make them more

acceptablbeto those who had' been avoiding the just payment of taxes
on certain income in the past, a tax reduction was offered consisting
of a generous tax credit on most forms of net business investment in
depreciable property. It was estimated that on an annual basis,
this would lose $1.7 billion in revenue.
The original plans of the administration thus provided for an overall

annual increase in revenues of about $600 million. But it is probably
fair to conclude that knowing the tendency for tax reform proposals
to be whittled away and indeed to evaporate as they move through
Congress, the administration really would have been satisfied if the
loophole" closing and the investment credit finally offset each other
so that there would have been little or no net revenue gain or loss.
The basic orginal aim of the bill was therefore (1) to effect minor and,
it was believed, less controversial changes in the field of tax reform,
and (2) to balance this with an approximately equal reduction in the
taxes paid by business and industry. This latter was framed in such
a way that it-was hoped it would stimulate new investment and the
modernization of machinery and equipment.

In the long-drawn-out process of nearly a year and a half during
which this bill has moved slowly through the other body and through
the Finance Committee, it has been disfigured almost beyond
recognition.
The proposal to repeal the 1954 dividend credit of 4 percent and

exclusion of $50 which would have reclaimed $450 million a year for the
Treasury and the people was thrown overboard early.
The main feature on the loophole closing side, namely, the with-

holding at the source on dividends and interest income paid by insti-
tutions, was eliminated by a lopsided vote in our committee. It is
estimated that, in itself, this would lose about $900 million in revenues
from taxes which are owed but not paid. This step was taken by the
committee to the accompaniment of a tornado of mail stimulated by
building and loan associations, banks, and savings institutions. One
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of the signers of this minority report received no less than 75,000
letters from his constituents demanding that withholding be eliminated
from the bill. These letters portrayed gross misconceptions of what
the withholding method really was. Thus, (1) from a third to a half
-of the correspondents thought that it was a new tax; of course, it was
no such thing. Interest and dividends are income just as much as
wages and salaries and as such are equally taxable. The fact that so
many thought it would be a new tax strongly suggests that many of
these people have not been paying these taxes mi the past. (2) It
was charged that this was a tax on capital, whereas it would only be
a method to collect the tax already owed on the interest or dividend
income earned. (3) The administrative difficulties as we shall see
were also grossly exaggerated.
Under heavy battering from American corporations doing business

abroad, the proposed levies on them based on earnings of their foreign
subsidiaries were progressively softened.
On the other side of the balance sheet there was some reduction in

the amounts granted for the investment credit. But the overall
result is that, if the present bill is enacted, there will be a net revenue
loss of at least $550 million, and, in our judgment, nearer $700 million
a year.
What was originally a bill in which the revenue losses would at least

be balanced by the revenue gains has now become a bill in which the
revenue losses greatly exceed the revenue gains.
What was originally a bill in which a few of the most glaring and,

on the whole, less controversial loopholes were to be closed has in its
present form, turned into a bill in which a few minor loopholes are
closed but in which some new major loopholes and truckholes are
opened.
What was originally a bill to stimulate new marginal net investment

has now become a bill in which a tax favor is granted even for less in-
vestment than in the past.
What was originally a bill to close some of the most glaring loop-

holes with respect to business expense account deductions has now
become a bill in which business groups will be given new deductions
for lobbying on behalf of their own selfish interests.

In other words, in its present form, what was on balance a tax loop:
hole closing bill has, on balance, become a tax loophole opening bill.

Unless major changes are made in this bill either on the floor of the
Senate or in conference, we must vote against it.
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TABLE I-Etvolulion of the Revenue Act of 1962-wi-th pertinent revenue estimates 1
LOOPHOLE CLOSERS

Revenue Revenue Revenue
decrease decrease decrease

President's proposals of AApr. 0, 1960 Revenue House bill Revenue compared Finance Committee bill Revenue compared compared
gain gain to Presi- gain to House to Presi-

dent's bill dent's
proposal proposal

.________.1

&S. 4. Erp e accounts
Provides that the cost ofbusiness en-

tertainment, including club dues, and
the maintenance of entertainment fa-
clities (such as yachts and bunting
lodges) be disallowed in full as a tax
deduction. Restrictionsshouldalso be
imposed on the amount to be deducted
as business gifts, on travel expenses for
vacations that are combined with
business travel, and on excessive per-
sonal living expenses incurred on busi-
ness travel away from home.

6ec.. .Mutuad aings banks
The existing bad debt reserve for-

mula of 12 percent of deposits, which
has resulted in virtual tax exemption,would be reviewed to assure "non-
discriminatory treatment." The
Treasury Department Report of July
1961 suggested alternative methods of
taxation to produce revenue ofbetween
$150 to $416 million, at 1963 levels of
Income, depending upon alternative
aelehted.

Under the House bill expendi-
tures for entertainment activities
must be directly related to the
active conduct of the taxpayer's
trade or business and those for en-
tertainment facilities such as yachts
must meet an additional test of
being primarily infurtherance ofthe
trade or business. Deduction was
denied for business gifts in excess of
$25, a standard of "reasonableness"
was added to the provisions dealing
with traveling expenses, and a good
rule requiring substantiation of ex-
penditures was adopted.
Provided a bad debt reserve de-

duction of 3 percent of the increase
in real estate mortgage loans or,
alternatively, a deduction of 60 per-
cent of retained earnings. Techni-
cal provisions changed definition of
"domestic building and loan as-
sociation," prevented capital stock
savings and loan associations from
distributing to stockholders pre-
1952 tax-free surplus, removed cer-
tain exemptions from excise taxes,
and applied realistic roles for com-
puting bad debts resulting from
mortgage foreclosures.

fMitliw2s

$125

$200

See fototnot at end of table, p. 395.

Mllioins
$125 The Finance Committee added to

the directly related test of the House
bill a liberalizing test permitting the
deduction ofentertainment expendi-
tures if they are directly "associated
with" the taxpayer's trade or busi-
ness. In addition, the committee's
report is very weak and confusing-
quite unlike the report ofthe House
Ways and Means Committee which
provided somegidedsome megful guide
lines thatmade the House provision
workable and effective.

In the case of capital stock savings
and loan associations, the special
deduction of 60 percent of earnings
was reduced to 50 percent to produce
additional revenue of about $5 mil-
lion annually. Other changesmodi-
fied definition of domestic building
and loan association, broadened
repeal of excise tax exemptions, im-
posed ceilings on amount of reserves,
and took into account tax-free sur-
plus accumulated prior to 1952 to the
extent necessary to place all istitu-
tions on an equal basis,

Millions

$60

$205

MiUion

$65

AMilionr

$190
1t

M

.*,
0to

Mfilions

$150-416

9.869604064

Table: Table I.--Evolution of the Revenue Act of 1962--with pertinent revenue estimates1
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TABLE I.-Evolution of the Revenue Act of 1962--with pertinent revenue estimates '-Continued
LOOPHOLE CLOSER

Revenue Revenue Revenu
decrease decrease decrease

President's proposals of Apr. 20, 1960 Revenue House bill Revenuecore Rveu corned compared
gain gai to Pr- gan to Houseto- re-

dent's bll dent's
: proposal proposal
t- ...----. ---

ft. 8. Mutual iuranc companies
Provided for the elimination of the

special provisions ofexisting law which
are applicable only to mutual fire and
casualty insurance companies, so as to
tax such companies on total income in
essentially the same manner as stock
ire and casualty nsurance companies.

Sec. IS. ain on depreciabe property
Gain on sale of depreciable property,

both realand personal should be treat-
ed as ordinary income to extent of prior
depreciation.
Sec. 17. CboperatlRa;
Provide that all earnings ofa coopera-

tive arising from business activities are
taxable to either the cooperative or its
patrons. The patrons (and not the
cooperative) would pay the tax on
patronage distributions in money or
noncash allocations meeting certain
conditions. The cooperativewould be
taxable on earnings which are not re-
turned to the patrons.

Sec. 19. WithAtding
Provide for withholding of20 percent

from interest, dividends, and patron-
age dividends.

S Wiona

$200

$35

'$W~

Milomns
$40

$35

Mtlionr

$10 Changed the order in which losses
are to be charged to the specal pro-
tection against loss reserve. Other
changes liberalized the provisions of
the House bill relating to concen-
trated- risk companies, reciprocals
and certain small mutuals, and pro-
vided a special rule fortaxngmutual
flood insurance companies.

$100 Same as House bifl.

$0

Provided a modified total Income
approach which permits a portion of
underwriting income to be set aside
tax free in a special reserve for pro-
tection against losses. Also, pro-
vided special rules for concentrated
risk companies, reciprocals, factory
mutual, mutual marine companies,
and certain small mutual.

Removed real estate from applica-
tion of provision.

The Ways and Means Committee
made several refinements in the bill,
none of which affected the revenue
estimate. The primary change re-
quires the patron to consent to
paying the tax on noncash distribu-
tions before he is taxable and the
cooperative receives a deduction.

The Ways and Means Committee
made several important refinements
in the bill, but none ofthem affected
the revenue- estimate. The most
important changes were the inclu-
sion of exemptions for nontaxable
persons and the extension of the
quarterly refund procedures to tax-
able individuals who are subject to
overwitholding.

The Senate Finance Committee
made 2 changes in the House bill,
none of which affects the revenue
estimate. One would require the
cooperative to distribute at least
20 percent of Its patronage dividends
in cash In order to escape tax-this
replaces the 20-percent withholding
that would have been required
under the House bill. The other
change prescribes an alternative
method for a patron to consent to
paying tax on noncash distribu-
tions.

The Senate Finance Committee
deleted the withholding plan and
substituted an expanded informa-
tion reporting plan under which all
dividend, interest, or patronage
dividend payments of $10 or more a
year must be reported to the Gov-
ernment. with a copy ofthe informa-
given to the payee.

MlionWs MilosU$36 $5

$327

a$275 '$006

ho to
W g

I

$
$100

$0

Me

'$80aSame I------



TOBEIQN ICOME

Sec. It. COrodedforeign corporation
Provide for the elimination of de-

ferral of U.S. tax offoreign subsidiaries.

Sec. . Gros-up
Provide for "grossup" of dividends

received by U.8. companies from their
foreign subsidiaries so as to correct the.
Inadequacy of the existing foreign tax
credit fromula under which the com-
bined U.S. and foreign tax may be
substantially lower than 2 percent.
Under existing law, the disparity be-
tween 52 percent and the actual com-
bined rate varies with the actual
feign taxes paid, being highest at
25 percent and gradually diminishing
a the aoeign tax drops below or ses
above 26 percent.
See footnotes at end of table, p. 395-

$230

$35

The House bill would eliminate
deferral with respect to certain tax
haven profits, earnings not rein-
vested in an existing business in a
developed area or in an active busi-
ness in a less developed area and
earnings reinvested in the United
States in sucha way as to constitute
a constructive dividend. However,
tax haven profits which were in-
vested in less developed areaswould
not be covered.

With the exception of a 2-year
grace period for previously accmu-
lated earnings, theWaysand Means
Committee adopted the President's
recommendation.

$85

$35

$145

$0

The Senate Finance Committee
restricted its approach to the elimi-
nation of deferral for tax haven
profits and those earnings invested
n the United States. It improved
the taxation of tax haven profits by
(a) including certain service income
and branch sales profits, (b) exclud-
ing the profits of certain active busi-
nesses from the definition of tax
haven profits, and (c) eliminating
the "pour over" of developed-area
tax haven profits into less developed
countries. The committee also
added 2 important exceptions for
(a) the earnings of certain export
trade corporations and (b) the earn-
ings of certain foreign subsidiaries or
groups of foreign subsidiaries which
distributed specified minimum per-
centages of their after-tar earnings.
The Senate Finance Committee

adopted the proposal only with
respect to dividends received from
operations in developed areas. The
existing formula would continue to
apply for dividends paid from less
developed country earnings.

$85

$25

$0

$10

$145

$10
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TABLE I.-Evolution of the Revenue Act of 1962-with pertinent revenue estimates 1-Continued
LOOPHOLE CLOSERS

President's proposals of Apr. 20, 1960

FOREON INcoMx-continued

Se. , 7,10,11,11 ,1,15, 6,18, 0 and ;.
AUl other foreign items.

(For convenience, section references
refer to section numbers in the Senate
Finance Committee bilL)

(1) Eliminate the tax-free nature of
certain distributions by foreign trusts
to U.S. beneficiaries (sec. 7).

(2) Eliminate the exclusion of in-
come for U.S. citizens residingin devel-
oped areas of the world and reduce it
to $20,000 annually for those residing
in less developed areas (sec. 11).

(3) Eliminate the tax benefits new
obtained by U.S. citizens through in-
vestments in foreign investment com-
panies (sec. 14).

(4) Eliminate the present exclusion
of foreign real property from the gross
estate of decedents subject to U.S. tax
(sec 18).

(5) Improve the information now
required regarding U.S.-owned foreign
corporations (sec. 20).
INo recommendations similar to secs.

5, 10, 15, 16, or 27.]
Repeal of dividends received credit and

exclusion
Repeal of provision excluding first

$50 of dividends and allowing a credit
of 4 percent on dividends in excess of
.50.

Revenue
gain

Millions

$50

$450

house bill

The Ways and Means Committee
generally adopted the proposals re-
garding foreign trusts, foreign invest-
ment companies, foreign re.l estate
and improved information require-
ments. As to the earned income
exclusion, the committee provided
that U.S. citizens residing abroad
could annually exclude $20,000 for
the first 3 years of foreign residence
and $35,000 thereafter, without dis-
tinction between developed and less
developed areas. The committee
added provisions increasing the tax-
ation of distributions in kind from
foreign corporations (sec. 5), gain on
the sale or exchange of stock in for-
eign corporations (sec.- 15) and 'a
provision regarding the relationship
between the bill and existing tax
treaties (sec. 2).

Not included in bill

Revenue
dlecrease2

RXv leue .con: pred
ai to i-resi-

dent's
proposal

-iiUlicTIs

.$20

1

AlilUic.xsI

.

$0

|I
I

II

Io

$450

Finance Committee bill

'The Senate Finance Committee,
at the recommendation of the Treas-
ury, added a provision providing
for a special computation of the for-
cign tax credit with respect to certain
.interest income designed to halt cer-
tain flows of capital abroad which
are induced by the existing foreign
tax credit mechanism (sec. 10) and
also added a provision providing for
the taxation of gain from the sale of
certain patents and other intangible
rights to foreign subsidiaries as ordi-
nary income where such gain would
otherwise be taxable as capital gain
under existing law (sec. 16).

Not included in bill.

Revenue
gain

Milions

$30

$0

Revnu

Revenue
decrease
compared
to House

bill

Revenue
decrease
compared
to Presi-
dent's

proposal

Cur
S4

MtwiuiontMiio

$0

$0

:
$20

I

$

't

$450
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Billions
$1.7

Sec... Imnestrnet credit
Investment in new real and personal

depreciable property having a useful
life of 6 years or more qualified for a
credit of 15 percent to the extent the
new investment exceeded current de-
preciation allowances. A 6-percent
credit was allowable on new invest-
ment between 50 and 100 percent of
current depreciation allowances, with
a minimum credit of 10 percent on the
first $5,000 of new investment. The
credit was not to affect the depreciable
cost ofthe property. Residential prop-
erty, property used outside the United
States, and property used by public
utilities (other than transportation)
were ineligible. The credit deductible
in any one year was limited to 30 per-
cent of tax liability, but the excess
could be carried forward for 5 years.
The proposed effective date was Jan.
1,1961.

Sec. S. Lobbying expenditures
The President did not recommend

that a deduction be allowed for lobby-
ing expenditures and the Treasury
Department is opposed to the allow-
an(e of any deductions in this area.

Rillios
$1.395

fMilions
$305The House approved the tax

credit plan, but made the following
changes:

(1) Eliminated the "excess
approach" in favor ofa 7-percent
flat across-the-board credit;

(2) Excluded all buildings
and certain other real property,
but made personal property of
hotels and motels eligible;

(3) Permitted $50,000 of used
property to qualify

(4) Eliminated any limitation
on the use of the credit on the
taxpayer's first $25,000 of tax
liability; adopted a 25-percent
limitation on the tax liability
above $25,000;

(5) Approveda3-percentcred-
it for public utilities;

(6) Dropped the useful life
requirement to 4 years, but
scaled down the benefits of the
credit for assets with lives be-
tween 4 and 8 years;

(7) Moved the effective date
up to Jan. 1,1962.

The House bill permits business
taxpayers to deduct the following
lobbying expenditures: the cost of
appearing before and communi-
cating with committees of Federal,
State, or local legislative bodies,
contacting individual- legislators,
transmitting legislative information
between a taxpayer and an organ-
ization o which he isamember, and
the portion of the dues paid by a
memberattributable to the carrying
on of such activities by the organ-
ization.

Millions
$. 340Tahe Senate F'inance Committee

modified the House bill in the fol-
lowing manner:

(1) Required that the credit
be subtracted from the tax-
payer's cost of the property be-
fore permitting the taxpayer to
compute his depreciation al-
lowance.

(2) Disallowed a credit upon
the investment of insurance pro-
ceeds, and upon the purchase of
livestock.

(3) Approved a 3-year carry-
back of unused credits, in addi-
tion to the 5-year carryover.

(4) Moved the effective date
up to July 1. 1962.

The Finance Committee expanded
the House provision to cover the
cost of sending lobbying material to
employees and stockholders.

1 All estimates in this table are those of the Treasury except for the investment credit
as passed by the House and as passed by the Senate Finance Committee, and the revenue
figures for reporting of dividends and interest, where the Joint Committee on Internal
Revenue Taxation's figures are used.

2 S670 million (based on 1959 data) $780 million based on 1960 data; $880 million for
1963 based on trends from previous years.

3 No estimates available. Ci
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THE INVESTMENT CREDIT-THE OPENING OF ANOTHER LOOPHOLE
I .

WHAT THE INVESTMENT CREDIT IS

1. The bill in its present form provides a tax credit of 7 percent on
amounts invested in new tangible depreciablo property, other than
buildings, which is subject to a depreciation life of more than 8 years.
There are certain limitations which can be briefly stated: (a) If the
life of the property is less than 4 years, no credit will be granted; (b)
if the life is from 4 to 6 years, only one-third of the credit (2% percent)
will be granted; (c) if the life is from 6 to 8 years, then two-thirds of
the credit (434 percent) will be granted. The credit for used property
is limited to the first $50,000 of investment.

2. The bill also provides a 3-percent credit for regulated private
utilities such as telephone and domestic telegraph, gas and electric
companies.

3. The investment credit can be offset dollar for dollar against taxes
owed up to $25,000 but above that amount may not reduce tax liabil-
ity by more than 25 percent.

4. The Long amendment adopted by the Finance Committee
slightly reduces the effect of these tax credits in later years by pro-
viding that the basis cost of the asset shall not exceed the value of the
asset minus the investment credit. Thus, depreciation is limited to
93 percent of the original cost of the asset (97 percent for utilities).
The Department of Commerce estimates that the production of

durable equipment in 1961 amounted to $25.5 billion. A 7-percent
reduction in this would amount to $1%5 billion annually. This would
be reduced in practice by the lower rate for the private utilities, the
exceptions listed above, and the Long amendment.

It is probably safe to estimate the initial loss of revenue from this
feature of the bill at somewhere between $1.1 billion to $1.4 billion.
We personally believe it will amount to not far from $1.3 billion.

This measure is advocated by the majority as a means of stimulat-
ing industry to improve its plant and machinery, reduce its costs, and
by stimulating investment to expand employment and reduce un-
employlnont."Here it should be noted that the tax credit originally proposed by
the administration was on net additional investment, or the amount
invested in industry over and above that allowed for depreciation.
There would have boen strong grounds for supporting such a proposal
or one which would have given tle credit to increases in investment
over the average for a previous 3- or 5-year period. But during its
consideratioll by the House Ways and Means Committee, this pro-
posal was vllgarized almost beyond recognition, Instead of being a
bonus for net additional investment or for increased investment, it
was trailsformed into a credit for all investment (aside from buildings)
or what may be termed gross investment. Thus, if a company in-
vests less than the physical depreciation of its machinery and equip-
lment, it will still got a 7-percent credit, or a 14-percent tax deduction
on this gross investment. To repeat, an actual decrease in ilvest-
ment as compared with the years prior to July 1, 1962, will be
rewarded.
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II

WOULD THE INVESTMENT CREDIT APPRECIABLY STIMULATE
INVESTMENT?

In other words, by giving the rewards on average gross investment
rather than on marginal net investment any possible stimulus to added
investment is greatly reduced and in our judgment is very slight in-
deed. We are confirmed in this opinion by the results of the McGraw-
Hill survey in the spring of 1962. The question asked by McGraw-
Hill was as follows:

If the administration's program of tax incentives for
investment were enacted, how much would this increase your
capital expenditures in 1962?

In reply to this, business as a whole indicated that it would raise its
1962 plans by only about 1 percent, or about $300 million. Nine out
of every ten companies which replied stated that they would not use
such a program in 1962.

Since the bonus under the proposed investment credit will amount
to about $1.1 to $1.4 billion, this would mean that, out of every dollar
which the Government will lose in taxes, less than 30 cents will find its
way into increased investment in American industry. This is a very
high price to pay for a little stimulus.
The National Industrial Conference Board made a special survey

in late March and early April 1962 of the 1,000 largest manufacturing
corporations in the United States to determine what effect the 7-
percent investment credit would have upon their capital investment.
While the influence of the credit on the plans of the companies varied
somewhat from industry to industry, the results were that only 8
percent of those responding said they would revise their capital spend-
ing for the balance of 1962 if the credit were enacted by mid-1962.
Seventeen percent of the reporting companies said they would increase
their investments in 1963 if the credit were enacted by the end of the
current session of Congress. But the prospective change in the dollar
volume of capital spending in 1963 as a result of the credit would be
as small as 1 percent.
As the report of the survey states:

Overall, * * * the increase in 1963 outlays expected on
account of the investment tax credit may be small in relation
to its potential. In more than half of the industries covered,
moreover, the imputed difference was less than 1 percent.'

There are already more than adequate funds available for invest-
ment on the part of corporations which they are refusing to use for this
purpose. Thus the July 1962 Survey of Current Business, issued by
the Department of Commerce (p. 24) shows that in 1961 American
corporations had acquired $43.1 billion of corporate funds but
invested only $31.3 billion in equipment and inventories.3 In this
one year, therefore, they piled up nearly $12 billion in liquid assets.

I The Busines Record, National Industrial Conference Board, August 1982, p. 19.I Made up as follows (in billions of dollars): Retained profits, $7.3; deprieation, $24.8; sale of stols,
4.6; Mle of bonds $,1.AMade up of $2.6 hillio n plant and equipment and $1.8 billion in inventories.
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There were also very large accumulations of liquid assets in preceding-
years, amounting to about $5 billion in 1960 and an equal amount in
1959.4 If business conditions (lid not cause Anerican corporations.
to invest these huge sums in past years, there is little prospect that
the extra bonus of $1.3 billion will be translated into investment.
Wlat is more likely to happen is that the overwhelming proportion
will also pass into the cash reserves and swell them still further.
There would seeml to be little prospect that the investment credit
will have any real stimulative effect. It will increase the power
and wealth of the already powerful and wealthy.
We should also realize that a very large percentage of plant and

equipment now lies idle and unutilized primarily because there is not
adequate demand for the goods which could be produced at the prices
charged.
The McGraw-Hill index of plant utilization is now at approximately

85 percent. Even though the 15 percent which now lies idle is
partially composed of a "standby" reserve or is markedly obsolete,
it is still true that the percentage of plant utilized is 5 or 6 percent
short of what would be used under full employment. Can it be
maintained that, if good machinery and equipment is thus allowed to
lie idle because of a shortage in effective delman(d relative to prices,
a bonus on investment would stimulate a still further increase in
machinery and equipment? For would not this still further increase
the already high percentage of idle equipment?

In addition, it should be realized that, while the purpose of the
investment credit is to stimulate economic growth and to help busi-
ness to compete more effectively in foreign markets, it would in fact
be given all the way across the board without regard to the quality
or social need for the investment. Thus, the credit would be availa-
ble for such investments as a new ski-lift at Sun Valley or in Vermont,
an escalator in a department store, new farm machinery to spread
fertilizer on lands which are already overproducing, Klieg lights
in a burlesque house, and martini-mixing machines in a bar. Other
investments of an even more questionable nature would receive the
bonus.

It is hard to see how this increases our efficiency as compared with
other countries or whether this serves meaningful economic growth.
The 3-percent credit which is to go to utilities would be completely

wasted and is wholly unnecessary.
The rate of return of the private utilities is regulated by both

State and Federal bodies. If regulation is properly carried out, then
any favorable tax consequences of the credit would be offset by
reductions in the rates charged to consumers,

If not properly carried out, it would be an outright gift to the
private utilities, for it would merely increase their rate of return
above that set by the regulatory bodies.

In addition, the 3-percent credit for utilities has nothing to do with
other stated purposes of the credit, namely, to help modernize in-
dustry or to make it more competitive in world markets.

4 John K. Landrum seems to come to the same general conclusion, although with somewhat smaller in-
creases In liquid iunlds. Seo his Corporato Profits and Cash Flow supplement to testimony before Joint.
,Eonormic Committee, Aug. 10, 1962, p. 1.
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III

WHO HAS BEEN GETTING THE TAX CUTS?

Let us also note the way in which tax benefits and reductions have
'been made during these last 8 years. In 1954, accelerated deprecia-
tion with the double declining balance and the sum of the digits
methods, wa authorized by Congress. This amounted to an initial
loss of revenue to the Government of at least $2 billion a year. This
went to the industrial corporations and to the industrialists. At the
same time the $50 dividend exclusion and the 4 percent credit were
passed in 1954 which gave $400 million a year more to the owners of
common stocks. This summer the Treasury has issued a new Bulletin
F, permitting machinery and equipment to be depreciated much more
rapidly. It is estimated that this will reduce business taxes by ap-
proximately $1.5 billion a year. All of these taken together come to
just short of $4 billion a year.
Now we have this provision for the investment credit which will

give the investors in machinery and equipment at least another
$1.3 billion annually. Thus, in 8 years we have decreased the annual
tax burden on industry by over $5 billion a year. This, of course;
goes to the upper income groups in society who own the overwhelming
proportion of the stock of American corporations.

During this period the low- and middle-income groups have received
virtually nothing in the way of tax cuts. It is about time that the
United States was less partial in its distribution of favors. This id
true both on economic and ethical grounds.

IV

INVESTMENT CREDIT A FORM OF THE TRICKLE-DOWN THEORY

The basic way in which.investment is stimulated and the economy
moved forward is not by granting incentives for increased capital
expenditures at a time.when the existing plant and equipment is nof
fully used, but by increasing the demand for the products. which the
existing plant and equipment can produce which, in turn, will stimulate
investment. In other words, the' investment credit proposed it
really a form of the trickle-down theory of economics wiich has largely
been shown to be\ineffective in the past. We believe instead in th§
theory that purchasing power should be built from the bottom up.

V..

INVESTMENT CREDIT OPENS UP ANOTHER LOOPHOLE

Finally, the investment credit would open up more tax loopholes
and would be quickly extended to other fields.
As nearly as possible a proper tax system should be neutral in the

way it treats both income and expenditures. If we could have anr
absolutely just tax system it would probably make no distinctions as
to the amount of tax to be paid on income or deductions for experidi'
tures, no matter where the funds were derived or for what they were
spent. It is the failure to carry out this principle which has so eroded
our present tax system and which has made it so unjust.
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For example, income from a wage or salary, in general, is taxed at
the full rate, but income from oil, or from stock options, or from the
cutting of timber, or from dividends, or from gains on the stock
market, or from the sale of real property, among others, is taxed at
lower rates and has special.privileges not afforded to income from a
wage or salary. \
On the expenditure side, money spent for entertainment expenses,

for business expense accounts, including yachts, club dues, and so
forth, are deductible from taxable income, while the expenses of an
ordinary person driving to and from work, or the payment of rent, or
expenditures for the recreation or education of one's children are not
deductible. These privileges for deductions and allowances go almost
entirely to the strong, the powerful, and the well-to-do, and favor
high income groups and unearned income as opposed to low income
groups and earned income.
The main purpose of tax reform is to try to modify or to do away

with some of these inequities and privileges in the tax laws.
:What the investment credit does is to say that for social purposes we

should give a special tax privilege for funds used to buy most kinds of
deare~abAle. property. At least as.good a case can ,be made that
society would be as wise to allow deductions for. niey spent for the
education of children, for a future pension, or for preventive medicine
rather than for capital investment.
Every legislator is pressed almost daily by some constituent or

interest group to vote for a tax deduction for their particular interest.
Once we start on this road it is almost impossible to stop. For this
reason alone it is very unwise to give a special deduction for funds
which are spent in this particular way; namely, for capital investment.
It would be equally unwise to give deductions for most of these other
proposals.

If the 7-percent tax credit is allowed on machinery and equipment,
it will be only a short time before it will be granted on plant and build-
ings, and this will amount to another revenue loss of not far from $1.5
billion. Indeed, proposals. to this effect have already been made.
Residential construction would not be left behind for long and this
would take another $1.5 billion away from our revenue. It would also
be inevitable that the principle of H.R. 10 would find its way into
enactment and moneys devoted to purchasing voluntary retirement
plans would be exempted from taxation. So would expenditures to
educate children in college.
The final result would be that only income spent for current

consumption would be taxed. This would be a kind of sales tax which
would be highly regressive in nature and would weigh proportionately
far more heavily upon those with lower or middle incomes than upon
those with large resources. State and local taxation is already highly
regressive. This is only made bearable by the fact that Federal
taxation is progressive and hence introduces a kind of rough pro-
portionality over the range of most incomes. To make Federal taxa-
tion also regressive or less progressive would in our opinion be grossly
unjust. And yet that is precisely the end result toward which the
opening of these loopholes would tend. We cannot acquiesce in these
tendencies however well intentioned they may be.
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THE DELETION OF WITHHOLDING ON DIVIDENDS AND INTEREST

GENERAL STATEMENT

By striking out of H.R. 10650 the plan for withholding tax from
dividend and interest payments, this committee is, in effect, indicate
ing that it condones the intolerable gap in the payment of taxes on
dividends and interest, in many cases the result of outright and willful
evasion. The Secretary of the Treasury estimates that in 1963 the
gap between the dividends and interest that should be included on
tax returns, and those that actually are, will exceed $3.7 billion. This
will mean a revenue loss to the Government of almost $1.1 billion-
$440 million of taxes owed on dividends and $650 million of taxes
owed on interest. Withholding would collect $880 million of this $1.1
billion. Withholding combined with the othet collection and enforce-
ment procedures available to the Internal Revenue Service would close
nearly the entire gap. Without withholding, less than one.fourth of
the gap can be closed. But even this cannot be accomplished until
the Internal Revenue Service's new automatic data-processing system
becomes fully operational in 1967.
Why must we forego hundreds of millions of dollars of additional

revenue each year which is rightfully owed the Government? Why
must the millions of honest taxpayers who conscientously report their
dividends and interest continue to pay more than their fair share of
taxes in order to make up the $880 million of lost revenue that could
be collected through withholding.
Why must we continue to tolerate a tax system under which millions

of wage earners pay their full share of taxes while many of those more
fortunate individuals who have capital to invest are allowed to escape
more than a billion dollars of taxes every year on their dividends and
interest? Just look at the facts. As a result-of the wage withholding
plan, which has been in operation since 1942, only 3 percent of the
taxes due on wages go unpaid. On the other hand, in 1960, more than
11 percent of the dividends that should have been reported on tax
returns of individuals were not so reported. The situation is even
more intolerable for interest where more than one-third (34 percent)
is omitted from tax returns.6 Who are the people who do not.pay
their taxes on interest and dividends? Of the nonreported dividends,
according to a sample of from 6,000 to 8,000 returns, about 70 percent
were received by individuals with more than $10,000 of income. Of

I The dividend and interest underreporting aps are estimated from aggregate figure of the amountsot
such payments to individuals and of the amounts reported by individuals on their tax returns. Th
method has also been used by the New York Stock Exchange and independent tax experts whose esti-
mates have corresponded Closely with Treasury estimates.
For dividends, Ibestimate is based on cash distributions to stockholders by domestic corporations, as

reported in the Internal Revenue Service Statistics of Income, and adjustments are made to add foreign
dividends received by individuals, and to exclude dividend payments to corporations, tax-exempt organl
nations, and persons not required to file tax returns and to exclude distributions which are not taxable or
are capital gains, The balance presumably should appear on individual tax returns if there were complete
omrlg nce In tax reporting,

Teinterest underreporting gap has at times been estimated staring from the Commerce Department's
estimate of Interest receipts by individuals, unincorporated businesses, and nonprofit Institutions, The
Commerce Department's concept of personal interest income Includes about $10 billion of Imputed in-
terest (largely interest assumed to be earned on bank deposits, which is not paid to individuals but is ab-
sorbed by the bank in lieu of service charges), The large adjustments involved in the Commerce Depart-
ment concept cast a good deal of doubt upon such a gap estimate. In consequence, the Treasury hasusen
a different approach, namely, estimating directly amounts of interest payments to individuals and then
deducting certain relatively small amounts of interest received by sole proprietors as business Income, by
individuals not required to file tax returns, and by tax-exempt organizations.
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the nonreported interest, only about 30 percent was received by people
with less than $5,000 of income, while approximately 30 percent was
received by those with incomes of more than $10,000. If a with-
holding system is appropriate for the lower income wage earners, to
make sure they pay their taxes, then what possible excuse can there
be for not applying it to help collect the taxes on dividends and interest
from the many higher income individuals who escape those taxes
today?
The answer that is given is that withholding would be too burden-

some and that it would hurt too many people. In addition, we are
told that the committee's substitute, an expanded information-report-
ing system, will give the Internal Revenue Service all it needs to
collect most of the unpaid taxes. Neither of these propositions
can be supported.

II

INFORMATION RETURNS NOT A SUBSTITUTE FOR WITHHOLDING'

The Commissioner of Internal Revenue, the man who actually
does the job of collecting our taxes, has carefully studied both the
withholding plan and the expanded information-reporting program and
has concluded that information reporting, even when coupled with the
Service's new automatic data-processing system, cannot be an
alternative to withholding. This is because an ADP information
return system in itself will not collect one penny in taxes. All it can
do is identify possible discrepancies which then must be followed up
through the ordinary collection and enforcement procedures available
to the Internal Revenue Service
The figures 6 tell the story themselves:
Of the $850-million gap in the reporting of taxes on dividends and

interest, withholding alone would recover $650 million at a cost of
approximately $19 million. The remaining $200 million could be
.recovered in large part by the ADP system, combined with a reason-
able enforcement effort for an estimated additional'cost of $29 million.
In other words, the entire gap could be closed through a combination
*of withholding and enforcement for a cost of only $48 million,

To close the entire gap without withholding would be physically
impossible and economically unfeasible. It would mean contacting
12 million people for the purpose of checking discrepancies in their
dividend-and-interest reporting turned up by ADP. This is three
times as many people as the Service contacts today in its total en-
forcement program. It would cost $400 million to collect the $850
million by this method, more than eight times the cost if withholding
were used.
Even if we were to collect all of the $650 million (the dollar equiva-

lent to the results under withholding), it would cost $200 million to
collect this amount, or more than 10 times what it would cost under
withholding. In addition, the Internal Revenue Service's present
enforcement staff, which through its activities collects about $3.5
billion annually, would almost have to be doubled to collect the addi-
tional $650 million. The resulting imbalance in enforcement effort
is one that cannot be reconciled with .ny sound concept of tax
administration.

e These figures are based on the 1959 revenue gap estimate of $850 .illllon. It Is estimated that this gap will
rise to S1.1 billion in 1963.
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To look at the matter realistically, and within the concept of a
sensible and effective use of equipment and enforcement manpower,
based on 1969 data, the information-reporting system adopted by the
committee can be expected to recover only $200 million.

These figures which were compiled by the Commissioner and his
staff after careful study of the matter, conclusively prove that the
information-reporting system adopted by this committee is not a
substitute for withholding.
Even apart from its complete ineffectiveness as a tool for closing

the more than $1 billion gap in the reporting of taxes on dividends
and interest, the information-reporting plan adopted by the committee
is at best a clumsy and burdensome substitute for the relatively simple
withholding plan adopted by the House. Under withholding, a payer
of dividends or interest would merely be required to deduct a flat 20
percent from its payments to persons who have not filed exemption
certificates and then make one lump-sum payment to the Government
each quarter. The payers will not have to make out individual with-
holding receipts for each recipient nor will they be required to submit
any detailed records to the Government.
The burdens under the information-reporting plan will be substan-

tial when compared to this. At the end of the year, each payer will
be required to add up all the dividend or interest payments it has
made to a person during the year and, if they equal or exceed $10 in
the aggregate, make out an information return showing the name and
address of that person and how much was paid to him during the
year. Then this information must be filed with the Government and
a copy given to the recipient. This means that the payer must make
a reasonable effort to obtain the current address and account number
for each of its depositors or stockholders. Translated into numbers
payers of dividends and interest will be required to complete and file
with the Government 100 million pieces of paper each year and then
distribute an additional 100 million copies to their depositors or
stockholders.
The savings and loan industry has admitted that this information

reporting plan will involve heavier administrative costs for them
than withholding.

III

WITHHOLDING IS AN EFFICIENT AND EFFECTIVE METHOD TO CLOSE'
THE GAP

The withholding plan included in H.R. 10650 as passed by the House
of Representatives has been grossly misrepresented and distorted by
its opponents. They have fostered widespread misunderstanding of
the plan and aroused baseless fears.

Basically, the plan is very simple. The institution which pays inter-
est, dividends, or patronage dividends would be required to deduct
a flat 20 percent from these payments and remit the total amount to
the Government once a quarter. The plan includes several relief
provisions which would insure that individuals and other taxpayerswho owe little. or no tax on their dividend and interest income will
not be unduly harmed by withholding. These three basic objectionshave been made to the plan: it would hurt many people with low in-
comes who depend on their dividend and interest income for living
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expenses; it would result in a maze of paperwork and confusion for
the taxpayer; and it would impose heavy burdens on the paying in-
stitutions. We have already pointed out that withholding would be
far less burdensome to the payers than the new information reporting
plan. The other two objections are equally groundless.
1. Withholding would not hurt low-income individuals

There have been repeated accusations that withholding will un-
fairly deprive low-income people of funds which they need to meet
their living expenses. This is just not true. \ Those-with such low
incomes that they do not owe any taxes could completely avoid with-
holding in most every case merely by filing simple exemption certil-
icates with the paying institutions. Children under age 18 would
be exempt from withholding regardless of their tax status. There can
be no hardship for these people since withholding will not even apply.

It is true that there would be some people who, although they
owe some tax, would be subject to overwithholding. These people,
however, can obtain quarterly refunds of the overwithheld tax merely
by filing a simple refund claim. Under the ordinary procedures, the
refund would be paid within 3 to 4 weeks after the claim is filed.
The Internal Revenue Service has developed a system whereby an
individual who claims a refund for the first quarter will automatically
be mailed claims for the next two quarters to insure that he does not
forget to claim his refund. What is the hardship to these people?
It is merely the loss of the interest that could be earned on the over-
withholding for the first quarter, since the quarterly refund for the
first quarter would offset the overwithholding in the next quarter and
so on indefinitely.
The efficiency of these provisions in preventing hardship can best

be shown by an illustration. Under the present law, which gives
people over 65 a double exemption and also a tax credit on retirement
income, an elderly couple (where it is claimed hardship will be most
common) can have as much as $5,377 in income each year from social
security and interest and yet be liable for no tax and, consequently
no withholding. Such a couple would be receiving the maximum social
security benefit of $2,178 and interest income of $3,199. This amount
of interest represents a savings account of about $80,000 earning
interest at 4 percent.7
An elderly couple receiving the maximum social security benefit

and $4,199, rather than $3,199, of interest would fall into the over-
withholding category. The withholding each quarter would be $210-
$160 more than their tax liability. Under the quarterly refund pro-
cedure, this couple would never be out of pocket more than the $160
of overwithholding for the first quarter. Even if the $160 must be
withdrawn from the couple's savings account, it would mean a loss of

I The following is a schedule showing the tax computation for the couple In the example:
Total Incomee ...... ....... . .................................................. $5,377
Less soolal security benefits ... - - ,.. ............................................. 2,178

Income subject to tax.......-..................... ................ .......---- 3,199
Tax before retirement Income credit (computed from optional table on the basis of 4 exemptions
and the standard deduction) .................. ........................ .. ..... 92

Retirement income credit....--....... .-- .. ...... ........ .. . ............-...... 92

Tax liability ............. ... ............ . ....... ... .............

The example assumes that 3 of the social security benefits are received by the husband and H by the
wife, which is typical where the husband has been the wage earner.

9.869604064

Table: [No Caption]
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only $6.40 for an entire year, representing the interest on $160 if left
in their savings account at 4 percent. This $6.40 loss must be analyzed
in the context of the $105,000 savings account which this couple
must have to earn $4,199 of interest for the year.8 Is there hardship
in this case?
When compared to wage withholding, the overwithholding involved

in dividend and interest withholding is minimal. About 37 million
refunds representing ovorwithholding on wages are made each year'
with little or no complaint on the part of the taxpayers. This was
about 60 percent of the wage returns upon which taxes were paid.
The average return for the 37 million wage refunds amounts to about
$142. Even taking into account the fact that quarterly refunds will
be permitted, only about one-fifth as many refunds will need to be made
under dividend and interest withholding as under wage withholding.
To look at it another way, 14.3 percent of the taxes colected by wage
withholding must be refunded; the comparable figure for dividend
and interest withholding is only 5.5 percent and most of this will be
returned quarterly.

It is clear that hardship to low-income individuals cannot be used
as an excuse for abandoning withholding. There just is no such
hardship.
2. Withholding will be a simple and efficient means for an individual to

pay his taxes on dividends and interest
It has been claimed that withholding wilLresult in a maze of confu-

sion for the American taxpayers. For the great majority of taxpayers,
the only burden caused by withholding will be two additional compu-
tations on the tax return-those involved in a simple schedule. In
addition to entering the amount of his dividends and interest on the
return as at present, the taxpayer will, as a result of withholding, be
required to divide this amount by four and then add these two amounts
together to determine the amount of his dividends and interest to be
reported as income and the amount of credit he is permitted for the
withheld tax. This is the extent of the "maze of confusion" for the
taxpayer.
For many taxpayers, withholding will actually reduce their paper-

work, by eliminating the necessity for filing quarterly estimated tax
returns.

Those who raise this objection completely ignore the fact that most
Americans already operate under a much more complicated withhold-
ing system on their wages, with no maze of confusion. It is to ignore
reality to say that they will not be able to adapt to the much simpler
system for withholding on dividends and interest.

IV

WHO WILL BE HURT BY WITHHOLDING?

Withholding will definitely hurt a sizable group of individuals-
those who fail to pay the taxes due on their dividend and interest
income. It is only fair to the millions of taxpayers who already do

I It has been argued that the lows from overwithholding will really be muoh greater because of the corn
pounding factor, Assuming a savings account where interest is credited quarterl, the loss of interest onthe $160 over a 10-year period will only amount to $78.22 taking Into account the compounding. This Is
an average los of $7.82 each year, whloh is still minimal when compared to the $105,000 savings account
involved.
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this that these individuals be required to do the same. One of those
who signed this report received 75,000 letters on withholding and a
sampling of these letters showed that between one-third and one-half
of them were from people who thought withholding represented a new
tax on dividends and interest. Another large group thought with-
holding was a tax on capital.

v

SUMMARY

Withholding on dividends and interest is uigently needed-without
it, this country will continue to forfeit billions of dollars in revenue
that is rightfully owed by those individuals who are not assuming
their fair share of the tax burden. -Information returns and ADP are
not a substitute for withholding.

EXPENSE ACCOUNTS

One of the best known and most resented special privileges in tile
tax law today is the deductible expense account. President Kennedy
described this tax giveaway as "a matter of national concern." The
House of Representatives agreed. After long and careful considera-
tion it passed a provision which, although falling short of the Presi-
dent's recommendations, would go a long way toward a fairer set of
rules. It would permit deductions for entertainment more closely
related to the conduct of business but would cut out deductions for
many of the highly personal expenditures permitted under present
law when the taxpayer can make a showing of some connection be-
tween the entertainment and the taxpayer's trade or business.
The allowance of deductions for such essentially personal enter-

tainment has brought the integrity of the entire revenue system into
disrepute. The expense account deduction lhas been a breeding ground
for fraud and misrepresentation. It has encouraged disrespect for
honest self-coinpliance with the tax laws among those not in a position
to claim such deductions, but who have watched others satisfy their
personal amusement at the taxpayers' expense.
What has the Finance Committee done with tile House bill? It has

simply pulled the teeth from the proposal, leaving it merely with a
dangling tongue-a tongue which is certain to confuse taxpayer and
Government official alike as to what it is trying to say. Certainly the
vague and almostmeaningless standard adopted by the committee
will do very little, if anything, to change the style of operation of those
who have been living high on their expense accounts at the cost of
their fellow citizens.

Let us be more specific.
I

TIHE PROIILEM

The basic problem is whether this country can continue to afford
to permit a small group of taxpayers to take tax deductions for highly
personal items such as nightclub hopping, fancy yachts and swanky
country clubs while the great majority of their fellow taxpayers can-
not take such deductions. From a practical point of view the concern
of the Nation is not only the basic unfairness of this situation (in itself
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a vital consideration) but it is also the effect that this legally created
unfairness has upon those who are discriminated against. It makes
them resentful of the law which permits such a situation to exist and
encourages them toward laxness in discharging their full tax obliga-
tions. It is quite natural to feel: "Why shouldI help keep that fellow
on the gravy train-paying for his fancy yacht and swanky countryclub?" An expansion of this type of thinking could eventually de-
stroy our tax system, the keystone of which is its voluntary character.
We rely on each taxpayer to be his own tax assessor. The essential
honesty of our citizens and, most important in this contex, their
respect for our tax laws, has enabled this system of voluntary self-
assessment to function most effectively. However, like all good
things, the system must be nurtured and protected.
Expense account abuses have become a real threat to the continued

effectiveness of our self-assessing system. Much taxpayer distaste
has already been voiced against this unwarranted privilege. The
danger signals are loud and clear. In his testimony before the House
Ways and Means Committee and the Senate Finance Committee, the
Secretary of the Treasury documented the situation in great detail
with numerous case studies and many samples of editorial comment
from all over the country. Let's examine a few of these.
A corporation. engaged in manufacturing was allowed to deduct

$991,665 in 1959 foryachts, club dues, shipboard conventions, hunting
and fishing trips and parties.
A taxpayer engaged in the insurance business was allowed to deduct

$97,500 for meals, lodging, transportation, entertainment, tickets,
books, gifts, et cetera. The amount covered $6,000 for an apartment
and over $30,000 for food, beverage, :and other entertainment.
A manufacturer was allowed to deduct over $34,000 spent on liquor,

football tickets, parties, and a speedboat, The expenses for liquor
alone totaled $13,750.
A family-held ship repair corporation was allowed to deduct $23,758

for a Christmas dinner and party.
An enterprising banker effectively combined sentiment with business

when he deducted, as present law permitted, a substantial part of the
cost of his debutante daughter's coming-out party on the ground that
some of the guests had business connections with him.

In another case, the taxpayer was allowed $115,000 for entertain-
ment and gifts. His expenses included $7,500!spent at a resort hotel;
$5,400 for food, liquor, and cigars for his office and farm; and $8,700
in cash to officers of his closely held corporation for entertainment.
A beverage manufacturer claimed and was allowed $10,903 for

entertaining customers at the Kentucky Derby.
Huge sums are allowed to business taxpayers in connection with

maintenance and operation of yachts and other fancy boats. One
manufacturer was allowed to deduct $253,000 for the expense of his
yacht. Another was permitted to deduct $112,000 for such expenses
(as well as an additional amount of $362,000 for a ranch-huntinglodge,
nightclub, and other similar expenses). A company in the business
of selling fuel was allowed $93,000 as deductions for a yacht, a fuel
products company was- allowed $23,000 and an auto dealer was
allowed yacht expenses of $22,000.
A cake and cookie bakery was allowed $66,000 for a yacht on which

to entertain supermarket and chainstore buyers and branch managers.
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Despite its rather sad undercurrents, both from the viewpoint of the
tax system as well as otherwise, one of the most interesting cases is
that in which a mortuary business was allowed $26,495 for yacht ex-
penses to entertain visiting morticians, clergymen, and for meetings of
employees.

These cases could be multiplied by the thousands. Similar large
expenditures are constantly being made on hunting and fishing lodges,
on elaborate beach resort homes, on exotic island retreats, on extended
hunting trips, including plush safaris to far off Africa and India.
Indeed, just about every kind of human activity in the nature of fun
and frolic is being well subsidized on behalf of a privileged few by the
average taxpayer who does not happen to be engaged in a trade or
business so as to enable him to join in this Government-supported
high life. Is it any wonder, then, that such strong taxpayer resent-
ment has developed against the expense account privilege. Clarence
Randall, former chairman of the board of one of America's largest
steel companies has vividly expressed this taxpayer resentment in,
the following words:

Gone are the days when a salesman occasionally wined
and dined his favorite customer, or perhaps gave a small
theater party. Nowadays, when the deal gets big enough,
the company yacht weighs anchor and moves into position,
the company plane takes off for a duckblind in Arkansas,
or the best hotel in Miami throws open its doors to expectant
dealers for a week of continuous circus.
The distaff side is cut in, too, on both sides of the deal.

How the ladies love it. With jet travel what it is, those
who were getting a little tired of White Sulphur may now
hope to look in on Capri or the Riviera.
The unseen partner in all this largesse, of course, the man

who rides the afterdeck of the company yacht, copilots the
duck hunters' plane, sits by while the caviar is spooned out
and the crepes suzettes, are sizzling, the man who splits the
check at the nightspot and hands the big bill to the head-
waiter, is none other than Uncle Sam. * * *
But who are the silent underwriters of this frenetic

spending? You and I, the general taxpayers. It is we who
make up to the U.S. Treasury the revenue lost through
expense-account deductions.

The important point to be derived from the foregoing is that all
of the expenditures described were deductible under the broad stand-
ard of present law which permits the deduction of "all the ordinary
and necessary business expenses" of the taxpayer. The fact that
there is a business relationship, actual or even only hoped for, be-
tween the parties does not prevent them from enjoying the fancy
resort living, the cruise on the expensive yacht, or the fancy night-
club.
Suppose company A sells its product to company B. If a sales

executive of company A invites his close friend, an executive of
company ), to join him for a cruise on his yacht, who can say that
the executive of A did not intend to promote the business relationship
between the two companies? The fact is that in the usual case the
businessman's friends are his business customers or prospects. Under
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the test of present law!8so long as this business connection exists
between entertainer and entertained, the parties can enjoy tax de-
ductible vacations in Bermuda, cruises on yachts and evenings in
luxury nightclubs on a taX deductible basis. This can be done on a
reciprocal arrangement of "you entertain me and I'll entertain you,"
with the Treasury paying half the bill for each. Business does not
have to be discussed nor need the entertainment follow or precede
business discussion. The taxpayer need not even be present at the
entertainment. Because of absence of restrictions, taxpayers are
encouraged to ask "Why should not I deduct my personal pleasures
and entertainment, if everyone else can?" Because of this the ex-
pense account problem has grown to its present unmanageable pro-
portions.

II

HOUSE SOLUTION TO THE PROBLEM

The test adopted by the House of Representatives is that the
expense of an entertainment activity will not be deductible unless
"directly related to the active conduct of the taxpayer's trade or
business." Where an expense connected with a facility such as a
yacht or a hunting lodge is involved, the taxpayer must also show that
the facility "was used primarily for the furtherance of the taxpayer's
trade or business." On its face, this standard seems almost as broad
as present law and would appear to present many of the same problems.
However, in its report the House Ways and Means Committee has

explained its test in -a way which provides a number of tangible,
practical, and meaningful guidelines: The report states that under
its test the taxpayer-

* * * will have to show more than a general expectation
of deriving some income at some indefinite future time from
the making of the entertainment-type expenditure; however,
he will not be required to show that income actually resulted
from each and every expenditure for which a deduction is
claimed.

If the expenditure is for entertainment which occurs under
circumstances where there is little or no possibility of con-
ducting business affairs or carrying on negotiations or dis-
cussions relating thereto, the expenditure will generally be
considered not to have been directly related to the active
conduct of business. Thus the absence of the taxpayer
or his representative from the entertainment activity ordi-
narily indicates that the entertainment was not directly
related to the conduct of the taxpayer's trade or business.
Similarly, if the group of persons entertained is large.or the
distractions substantial, the cost of the entertainment will
not be deductible, in the absence of a clear showing of a direct
relationship to the active conduct of the trade orbusiness.

This clear statement of legislative intent coupled with the statutory
language provides a workable and reasonable solution to the diffi-
cult expense account problem and should go a long way toward
reducing the abuses outlined above. However, critics of the House
proposal attacked this crucial committee report statement on the
ground that it had no support in the statute.
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In view of the broad language of the statute, requiring explanatory
implementation to make it useful, this contention is baseless. The
true reason for the complaint is the fact that the statute as inter-
preted by the Ways and Means Committee report has some real
teeth in it.
Even so, we are not asking that the business community adopt

Spartan standards. The House bill, which we hope will be restored,
recognized the general custom of business entertaining at meals in
restaurants. It specifically permits the deduction of entertainment
presently allowable through furnishing food and drink in restaurants
and hotels in an atmosphere conducive to business discussion. No
business need be discussed. It thus leaves undisturbed the most
significant portion of goodwill entertainment conducted in this
country. It strikes only at the high, wide, and fancy living and
indulgence in personal pleasures which all taxpayers ought to pay for
themselves without Government subsidy.

III

FINANCE COMMITTEE SOLUTION-FORMULA FOR CONFUSION

The only change in the pertinent House statutory language made
by the Finance Committee is the addition of the words "or associated
with." Thus, a taxpayer can deduct an entertainment expenditure
which is only "associated" with the active conduct of his trade or
business, as well as one which is directly related thereto. Since this
statutory language is quite similar to that of the House bill one would
reasonably expect again to find a helpful explanation as to what the
committee intended to accomplish by its additional phrase "or
associated with."

Unfortunately, such is not the case. Unlike the clear, concise, and
workable guidelines set forth in the House report the Finance Com-
mittee report is a mass of vague, disconnected statements and examples
which are destined to spawn controversies more numerous and in-
tense than those which occur with such disturbing frequency under
present law.
Although the Senate report attempts to paint a picture of virtue

and righteousness, even a casual glance beneath the surface reveals
that the virtuous exterior is more illusion than reality. For example,
the report states:

* * * Nothing in your committee's bill is to be construed
as allowing a deduction for any expense which is against pub-
lic policy or which violates the public conscience. Deduct-
ing an expense incurred for such purpose under the guise of
generating "business goodwill" will not be condoned and un-
der your committee's amendment is not deductible. Thus,
the cost of liquor purchased for the entertainment of cus-
tomers and the promotion of goodwill (which under existing
law lhas been held deductible) will be disallowed if the serving
of liquor violates the public morals of the community as ex-
pressed in local law. Another example of expenses for
immoral purposes which have been claimed on tax returns
under existing law involves expenditures to provide "call
girls" for the purpose of entertaining clients. Under your
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committee's amendment no deduction whatsoever is to be
allowed for expenditures of this nature. In no legitimate
sense are they "directly related to or associated with the
active conduct" of a trade or business.

The foregoing suggests that the committee's action will serve as a
moral broom to disallow expenditures where liquor is illegal under
local law, and where "call girls" are utilized as "business" entertain-
ment. However, expenditures such as these, which violate clearly
defined lines of public policy, are not deductible'under present law.
See Smith, 33 T.C. 861 (1960);'R. E. L. Finley, 27 T.C. 406 (1956);
U.S. v. Winters, 261 F. 2d 675 (1958). What then will be accom-
plished under the committee's language? Is it not clear that this is
simply a smokescreen thrown up to suggest that abuses are being
remedied whereas in actuality little, if anything, is being accomplished
beyond present law?
The Finance Committee report stresses the desirability and whole-

someness of "goodwill" entertainment. It states:
Goodwill has long been recognized as a legitimate objective

of business entertaining and where the purpose of the expense
and its clear relation to a business is firmly established, the
expense ordinarily will continue to be deductible. [Emphasis
added.]

The report further states:
To eliminate the harshness resulting from the House report,

amendment of the language of the House bill is necessary.
* * * This new language will permit deduction of expenses
for entertainment, amusement, or recreation incurred for the
creation or maintenance of business goodwill without regard
to whether a particular exception applies. However, this new
language will apply only if the taxpayer demonstrates a clear
business purpose and shows a reasonable expectation of deriv-
ing some income or other benefit to bis business as a result of
the expenditure. If he meets this test, the expenditure will
be considered to be associated with the active conduct of his
trade or business; otherwise, the expense will be disallowed
under your committee's amendment.

A close analysis of these statements makes it eminently clear that
expenditures for goodwill have been given preferred status. In these
references to "goodwill," the committee has presented our sophisti-
cated expense account society with a blueprint for continued high
living at Government expense. These statements constitute a for-
mula which will leave the Internal Revenue Service with an im-
possible enforcement task, for, in effect, almost all entertainment
expenditures, both for the creation and maintenance of business
goodwill are declared to be henceforth deductible. In stating that
the taxpayer must demonstrate a clear business purpose and show a
reasonable expectation of deriving some income or other benefit to
his business from the making of the entertainment expenditure, the
committee report has added nothing to the requirements of present
law. The taxpayer must meet precisely the same test today, but, as
hundreds of cases illustrate, such vague and generalized requirements
at present are so easy to meet as to be practically meaningless.

87490-62-27
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Furthermore, although the committee report makes numerous ref-
erences to goodwill, it gives no indication as to what is encompassed
by this term. Nowhere is goodwill defined. How does a business-
man go about creating goodwill--whatever goodwill is? It seems
clear that the sky is the limit. If a businessman-in his judgment-
thinks a big yacht may be helpful in developing some customers,
doesn't this committee report language put the official congressional
stamp of approval on his deduction of these substantial costs of main-
taining and operating such a "business" asset? Is.not a revenue agent
foreclosed from effectively examining into the matter?

In the light of all the foregoing statements respecting good will,
very little is salvaged from the following comment-particularly in
view of the illustration given as to what is meant by "vague good-
will."

Where good will generated by the expense is vague or where
the possibility of the expenditure resulting in the production
of income is remote, no deduction will be permitted. For
instance, under present law a taxpayer may deduct expenses
of entertaining buyers and others associated with his trade
or business even though at the time lhe does the entertaining
lie already has more business than he can handle. Under
you committee's amendment, however, no deduction will be
allowed because, with a large backlog of unfilled orders, such
entertainment ordinarily cannot be regarded as being
associatedwith efforts to produce income.

This narrow "exception" to the basic theme of the Finance Com-
mittee report that all good-will entertainment is deductible is scant
evidence of tightening up present law. Rare indeed is the case where
the taxpayer has such a backlog of unfilled orders that his entertain-
ment activities cannot be regarded as being associated with efforts to
produce income. It is interesting to note that even in such an ex-
treme case the report hedges the consequences by providing that
"ordinarily" the deduction will not be allowed. Moreover, there is
a good possibility that entertainment expenditures in such a unique
case are not deductible under present law because they are in the
nature of capital expenditures. Cf. James Schulz (16 T.C. 401).
Here again the committee has done nothing more than set up a straw-
man-to give the illusion that a cutback on existing law is being
effected. In reality nothing has been accomplished-except that
perhaps another arena for conflict has been created.
The "harslness" of which the report speaks is that the House pro-

vision, as explained by the Ways and Means Committee's report, has
some effect and will disallow some entertainment expenditures which
are deductible under present law. Presumably that is the purpose of
this legislation. However, one must struggle hard to tell which of the
alove-described cases would be denied deduction under the Finance
Committee report. How much, if anything, would be disallowed to
the corporation which spent and deducted almost $1 million in 1 year
for yachts, club dues, shipboard conventions, hunting and fishing trips,
and parties? Does not a corporation make such expenditures to de-
velop good will? We have already seen that good-will expenditures
are clearly deductible under the Finanlce Committee report. How
about the banker who deducted a substantial part of the cost of his
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daughter's coming-out party as a business expense? Wasn't he also
developing customer good will? Certainly the Government is not,
under the Finance Committee report, free to disallow expenses re-
gardless of the form of entertainment the taxpayer may adopt to
develop good will. Similarly, in all the other cases set forth above,
the taxpayer would appear to be able to continue to deduct all enter-
tainment expenditures.
Under the Finance Committee report, do yachting expenses con-

tinue to de deductible? If not, then the report should clearly so state.
Does the cost of maintaining hunting lodges for entertainment con-
tinue to be deductible? If not, then the committee report should so
state. Is the cost of wining and dining at nightclubs deductible? If
not, the committee report should clarify the situation. Do tickets
at $30 apiece for musical comedies continue to be deductible? If not,
the committee report should so indicate or provide some standard or
guideline by which the answers to these questions can be determined
by the taxpayers and revenue agents who will be left floundering in
their attempts to know what the rules are.
One further "red herring" in the Finance Committee report should

be mentioned. The report states that no deduction will be allowed
for entertainment expenses "which under the circumstances in which
they are incurred are lavish or extravagant." Here again no stand-
ards or guidelines are furnished. What is lavish or extravagant
under the circumstances? If the circumstances involve a taxpayer
accustomed to entertaining in an elaborate and expensive style, can
they be held to be "lavish" under the circumstances? When does a
yacht become an extravagant expenditure? When it is 60 feet in
length? 100 feet in length? Would these criteria vary with the in-
come (or expected income) of the taxpayer? Would a resident of
Miami Beach, Fla., be entitled to a bigger and more expensive yacht
than a resident of Providence, R.I.? Would a beach home with eight
rooms be a lavish facility? What about one with 30 rooms? Would
a corporate president be entitled to drink champagne whereas a vice
president could have only a whisky highball and a proprietor of a
country grocery store only ordinary corn liquor?

Is it not abundantly clear that the so-called "test" produced by the
Finance Committee, superimposed upon the unsatisfactory test of
present law, will simply compound existing difficulties? The litiga-
tion and controversy which would follow adoption of such meaningless
language would even make the present situation seem a happy one.
The result would be a real mess. And to what avail? In this posture
of things, it seems quite proper to ask-what is wrong with the pro-
posal adopted by the House of Representatives? It is obviously far
superior to the Finance Committee's product. We urge the Senate
to approve the House provision or the President's original proposal
and again, as it did in 1960, produce a really significant legislative
measure to deal with expense account abuses.

TIIr DEDUCTION FORCERTAIN LOBBYING EXPENSES OF TAXPAYERS
WITI BUSINESS INCOME

Section 3 would permit the deduction of certain lobbying expenses
by taxpayers with business income. This would depart from a salu-
tary principle which has been part of the income tax law since World
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War I. It would provide unwarranted tax reduction where it is least
needed for reasons which are specious. It would introduce novel dis-
tinctions into the tax law, producing new requirements difficult for
the Internal Revenue Service to administer. The specific language
in which the deduction is cast contains ambiguities which will create
continuing uncertainty as to its exact meaning, and, most important,
the relationship of this provision to the whole process by which our
citizens seek to influence the enactment of legislation at all levels of
government was not adequately considered. Section 3 should be
deleted from the bill.
Under existing law the costs of efforts to influence legislation are

not deductible, a rule applicable to all taxpayers. Whatever the mo-
tive for a citizen's efforts to influence legislation, he now bears the
whole cost of that effort himself. No part of the expense can be
passed on to the Federal Government through an income tax deduc-
tion. In the constant competition for legislative favor and results at
National, State, and local levels, the Federal Treasury stands neutral-
and properly so.

Section 3 would change all that. It would amend section 162 of
the Internal Revenue Code of 1954, the section creating the general
authority for deduction of the ordinary and necessary expenses of
business operation. Section 3 would add a new subsection specifically
authorizing deduction of lobbying expenses in certain categories by
taxpayers with business income. Only those taxpayers with business
illcole would receive any benefit. All others would still be subject
to the existing rule of no tax benefits for lobbying, a result which
follows necessarily from incorporation of the amendment in section
162 and one which is specifically spelled out by the House committee
report,

Solle specific typical examples will bring this into sharper focus.
Suppose a measure is being considered, as many have been, involving
a proposed change in the standards or testing procedures for food,
drugs, or cosmetics. The costs of presenting the views of drug man-
ufacturers and( distributors would be deductible. The cost of presen-
tations onl behalf of consumers or of disinterested professional or
technical advisers would not be. Or suppose that a State legislature
is debating a measure designed to decrease stream pollution. Manu-
facturers wfho would be adversely affected by its enactment could
deduct the cost of opposition. Members of t le public interested in
pure water for drinking or for recreational uses would have to finance
their support of the measure entirely from their own pockets. Or, at
the local level, a business owner of a piece of real estate could seek
advantageous amendment of the local zoning ordinance, deducting the
cost of his presentation before the local city council. The owners of
nearby residences would not receive this help from the Federal
Treasury in preparing the exhibits and briefs necessary for effective
opposition.

These are discrimination impossible to justify. Can anyone seri-
ously contend that consideration of legislative proposals affecting
business taxpayers is seriously handicapped by absence or weakness
of expression of business viewpoints? Is there any evidence that
business taxpayers, individually or collectively, are now deterred from
expressing themselves on these subjects by the present rule of tax
neutrality which permits no deduction for lobbying expenses? To

414



REVENUE ACT OF 1962

ask these questions is to answer them. Of ll viewpoints on legislative
proposals, those of business are consistently the most ably represented
before the Congress and before State and local legislative bodies.
Why then should the cost of lobbying activities of taxpayers with
business income be singled out for this preferential tax reduction?
No adequate reason has been-given.
Any discrimination at all among citizens in the exercise of their

constitutional right to petition their representatives is patently
undesirable. Discrimination by preferential tax deduction is magni-
fied as the amounts spent for these purposes increase. Modern efforts
to influence legislation cover a wide range of techniques, some of
which are very costly. One can send a letter to his Senator for 4
cents. However, to stimulate tens of thousands to do so requires
the expenditure of large amounts running sometimes into the hundreds
of thousands, even millions, of dollars. But all this is well known.
It has been thoroughly documented many times.
The application of section 3 would not be confined to nominal

amounts. It would permit the deduction of some very large sums.
In addition to provision for deduction of the costs involved in direct
contacts with legislators (personal calls and visits, appearances before
committees or statements filed with them), the cost of efforts to influ-
ence legislation indirectly are also made deductible in some instances.
The costs of communications to organization members and to share-
holders and employees have all been blanketed in.
When section 3 is applied to today's scene, we find that it will

authorize giant corporations to deduct the cost of communicating the
views of management officials to hundreds of thousands, even millions,
of shareholders and employees, for the purpose of influencing them
with respect to current controversial legislative proposals. To use a

painfully familiar example, section 3 would authorize deduction of the
cost of campaigns designed to produce a flood of letters opposing
withholding on dividend income.
Under existing law these sums are not properly deductible-and

never have been. To permit deduction now would shift a very large
proportion of these heavy costs to the Federal Treasury, a disguised
subsidy for which there would be no justification.
The effects of such subsidized efforts to influence legislation indi-

rectly would not be confined to the recipient members, shareholders,
tind employees. The views expressed and their source would frc-
(qently come to the attention of families and friends of the recipients,
thereby broadening the scope of the influence subsidized by the
Federal Treasury. Of course, the benefits of section 3 as they would
apply to these broadcast efforts to influence legislation can only
benefit very large organizations. Small business taxpayers, as wel
as nonbusiness taxpayers, would have little or no use for it and could
well suffer from its use where their interests on legislative matters are
opposed to those who could take advantage of it.

True, not all lobbying costs of business taxpayers would be made
deductible by section 3. The bill purports to create limitations
which will restrict the kind of expenses for which a deduction can be
claimed.' Thus, to qualify for the deduction, the legislative proposal
must be of "direct interest" to the taxpayer. In addition, specific
provisions deny deductions for political campaign expenses or for
efforts "to influence the general public, or segments thereof." How-
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ever, a close inspection raises genuine doubt as to the precise meaningand application of these restrictions. They may, in fact, prove
largely illusory.

Thus, one might ask, What subjects are not of "direct interest" to
a large corporation? Any measure involving a tax or a change in the
regulation of business or the marketing of securities or foreign trade
or the terms of employment or labor relations or the monetary systemwill have some impact on every substantial business enterprise. Is it
intended that the cost of testimony or statements or communications
to shareholders or employees on this entire range of subjects is to be
deductible? Similarly, can the prohibition against deductions for
political campaign purposes be really effective? Granted that the
cost of a folder urging shareholders to vote for Jim Darkwater will
not be deductible, what of the cost of a folder urging a position on the
principal issue dividing Darkwater from his opponent Bob Cleanriver?
Can issues and the candidates be separated so easily? It is doubtful.
Section 3 thus could make slightly veiled political contributions de-
ductible. The benefit would',not be universal though. To return
for a moment to the anti-water-pollution measure used as an example
before, suppose Darkwater is against it and Cleanriver is for it. The
former's supporters could deduct the cost of their literature discussingthe antipollution measure (and thus their support of Darkwater);
supporters of Cleanriver could not.

Obviously, congressional memories are very short. For at least a
century Senators and Representatives have regularly inveighed, indi-
vidually and collectively, against lobbyists and their activities. The
need for substantial disclosure by lobbyists, particularly in financial
respects, has long been recognized. When a person or organization
becomes a lobbyist, he is required to register as such and thereafter to
report quarterly his expenditures for these purposes. In spite of these
safeguards, every few years some lobbyists become so bold and their
overreaching so bad that a special inquiry is required. A prime ex-

ample was the creation in the 84th Congress of the Senate Special
Committee To Investigatb Political Activities, Lobbying, and Cam-
paign Contributions. Its report states graphically the kinds of abuses
which occur and the large sums of money available to be spent on
efforts to influence legislation. Sugar quota bills attract lobbyists
like flies and, like flies, their activities are not widely admired. T'he
Senate Foreign Relations Committee is currently beginning an in-
vestigation of another group of lobbyists, an inquiry which has grownin large part out of concern for their lucrative financial arrangements.
Nor are problems with lobbyists confined to Washington. Their in-
fluence on State legislators and their sometimes questionable methods
in State capitols is notorious.
When projected against all this experience, section 3's proposed(financial bonanza for one group of lobbyists and their employersseems ironic in the extreme, if not downright cynical.
Ther( is no challenge here to lobbying per se. It is unquestionably

legitimate. A constitutionally protected right of our citizens, it
often supplies useful information and reactions on pending legislation.
However, it would be foolish to exalt it unduly for these reasons. At
best, lobbying is a mixed blessing for it is almost always exclusivelyconcerned with self-interest rather than the broad public interest.
Fortunately, section 3 presents only a narrow problem, viz., whether
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or not the lobbying done by one segment of our society-taxpayers
with business income-should be entitled to support from the Federal
Treasury.

*A number of arguments are made in favor of this measure. Some of
them have a surface plausibility, but on close analysis none of them
holds water. The issue is actually a simple one. We begin with a
longstanding rule that all taxpayers, business and nonbusiness, who
seek to influence the work of legislative bodies, National, State, or
local, pay their own expenses in full without assistance from the
Federal tax system. This neutral posture of the tax law is a healthy
one and should be defended and strengthened. Legislation affects
all our citizens. It is entirely suitable that all who seek to influence
that legislation, directly or indirectly, should be treated alike. The
expenses of all should be on the same footing as far as the Treasury
of the United States is concerned. The only issue here is whether or
not to depart from this principle of neutrality and equality. Plainly,
the case for such a change has not been and cannot be proved.

FOREIGN OPERATIONS

GENERAL STATEMENT

Except for withholding on dividend and interest income, which
was defeated outright, no major aspect of the President's recommenda-
tions for tax reform contained in his message to the Congress on
April 20, 1961, suffered so badly at the hands of the Finance Committee
as did those recommendations relating to the taxation of income and
profits earned abroad by U.S. persons.

President Kennedy recommended that American corporations, as
well as individual U.S. taxpayers who are "shareholders of closely
held" foreign corporations, be taxed each year "on their current share
of the undistributed profits" of foreign corporations in which they
hold stock and which are "organized in economically advanced coun-
tries." At the same time, the President recommended "elimination
of the tax haven device anywhere in the world."
The Ways and Means Committee and the House of Representatives

moved resolutely, if not altogether perfectly, in the direction indicated
by the President.
The Finance Committee, on the other hand, in executive session,

by rollcall vote, refused even to consider the President's major recom-
mlendations in this area. Instead, the committee proceeded to adopt
a watered down tax haven approach to this problem, and then,
amendment by amendment, moved further to weaken even that
wholly inadequate approach--this, despite the fact that the Secretary
of the Treasury had agreed, in testimony before the committee, that
anything short of removal of the deferral privilege, whereby U.S.
taxation of profits earned abroad may be indefinitely postponed,
would be but "piddling" with the problem.
Though the committee has done a fairly creditable job in reviewing

and acting on many provisions in the foreign area contained in the
House-passed bill, it has materially weakened the grossup provision,
section 9, and section 11, which deals with earned income from sources
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outside the United States. These provisions badly need strengthen-
ing. By far the most important provisions, however, are contained
in section 12 dealing with controlled foreign corporations. It is here
the Senate must surely act if this bill is to come even close to imple-
menting the President's recommendations.

II

TAXATION AND CAPITAL FLOWS

One of the most startling economic phenomena of the past 5 years is
the large-scale movement of American capital abroad. Though some
of the economic activity represented by this movement may be de-
sirable and may serve to increase exports, much of it directly and
materially weakens the base of our economy. Some of this capital is
drawn abroad for legitimate economic reasons. Much of it, far too
much, is stimulated to move abroad because of faulty United States
tax provisions.

Several reasons exist, of course, for this unprecendented movement
of capital abroad. International barriers of all sorts are being broken
down. Convertibility of currency exists in large measure. Electronic
communications insure effective control of economic activities any-
where in the world from one central office. The movement of persons
and goods has been speeded up and cheapened to a point where dis-
tance makes very little difference. American economic style and
business organization have made American know-how welcome in
most countries. American free world leadership has lent prestige to
all things American.

In view of these facts-facts which we may not want to alter, even if
we could-it is most inappropriate to set up additional artificial
stimulli- to the movement of American capital abroad, particularly
into activities and in amounts which are contrary to the national
interest. Existing law relating to the taxation of economic activities
carried out by American -interests in foreign countries constitutes
just such an artificial stimulus to the movement of capital abroad
into areas and activities which pose dangers to the domestic economy
and make more difficult a solution of the balance-of-payments
problem.
As our tax laws now stand, they constitute a positive subsidy to

the movement of American capital abroad. There are numerous
ways in which the taxation of profits from foreign operations can be
reduced to the extent that it may be more profitable to expend
American capital and American know-how in building up the economy
of West Germany rather than the economy of West Virginia, or south
Italy rather than South Carolina.

'lThe existence of this unhappy circumstance is given implicit verifi-
cation by virtue of the fact that this bill, in 11 of its 27 sections,
deals with the taxation of foreign operations of U.S. taxpayers
both individual and corporate. Unfortunately, having recognized
the existence of certain problems, the bill proceeds toward correction
of these problems in a most timid and half-hearted manner.
Our tax laws regarding foreign operations are- hopelessly out of

date. For the most part they stem from rules laid down when the
income tax was developed prior to the First World War. Develop-
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ments in communications, transportation, and even in international
politics and political organization have made some of these laws
obsolete.

-In theory, the United States taxes its citizens wherever they are
and from whatever source their income is derived. Although this
would seem to preclude the use of the tax laws as a subsidy to draw
economic activity; abroad, in practice we have nullified theory to a
great extent by, first, allowing American interests to operate abroad
in subsidiary form without the imposition of any U.S. taxation what-
soever on the profits from those operations until those profits are
remitted-often in a form which can take a capital gains rate or no
rate at all-and, second, by providing for a credit for foreign income
taxes paid against ultimate U.S. taxes on income earned abroad.

It is now well past the time when we should have examined our
basic concepts and tax laws in the light of current political and
economic realities. It iis well past the time when we should have
given serious consideration to the need for continuing, through
domestic tax law, the subsidization of the strengthening of the econ-
omies of the countries of Western Europe, Japan, Canada and other
countries which are, at least for the moment, our political allies and
friends, but which are now, and in the foreseeable future will con-
tinue to be, our fierce economic competitors.

In reexamining our tax laws relating to foreign economic activities,
there are three considerations which must, in the light of today's
conditions, be kept in mind. These are (1) equity, always im-
portant to any tax system but doubly so in a voluntary system such
as ours, (2) domestic economic health, particularly in these times of
persistently high unemployment, and (3) the balance of payments.

III

TAX EQUITY

Equity in taxation is a subject to which lipservice is paid from time
to time. Everyone claims to be in favor of equity, but many define
equity in strange and tortured ways. Generally speaking, if a
dollar earned by a particular type of taxpayer in any economic activity,
in any geographical area, pays the same tax as another dollar earned
under other circumstances by similar types of taxpayers we can say
that tax equity has been achieved.
Of course, from time to time preferences are given to certain types

of operations, certain areas, and certain organizations, but when this
is done it should be done consciously, and( deliberately, in the full
knowledge of what is being done, and with the accomplishment of
definite objectives in mind. When a subsidy is voted-and a subsidy
can be awarded a taxpayer by giving him a tax preference just as
surely as it can be awarded by way of a cash paylent-it should be
voted to accomplish a proper national or social goal, not done acci-
dentally, or as a private giveaway.
For example, there is no question that the average homeowner

receives better tax treatment than the average renter of living quarters.
But the Congress has deliberately provided this because it is con-
sidered socially desirable to foster homeownership.
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In certain other instances tax advantages are given inadvertently,
or because of reasons which are no longer valid. Certain of our laws
dealing with the taxation of the profits and income earned abroad by
American taxpayers, both. corporate and individual, directly and
through technically foreign subsidiaries, fall in each of these two
categories.

Business decisions today are often made on the basis of tax conse-
quences. Many decisions as to what operations should be moved
abroad are made on the basis of tax consequences. Many foreign
operations are set up in order to avoid taxes, in a virtual maze of inter-
locking and overlapping organizations, confusing to customers and
operators alike. This is hardly in keeping with concepts of equity or
even good business management.
The best way to achieve tax equity, particularly in this field, is to

seek tax neutrality, that is, to seek to have tax laws such that eco-
nomic decisions are made on the basis of economic criteria, not on tax
consequences. Unfortunately, the bill reported by the Finance Com-
mittee, although it recognizes the existence of inequity, does little to
deal with it effectively. Under terms of this bill, operations carried
on abroad will still receive favored tax treatment as compared with
the same type of operation carried on here at home.

IV

DOMESTIC ECONOMIC HEALTH

It has been clearly recognized by government at all levels-Federal,
State, and local-as well as by foreign governments, that taxation and
tax differentials influence economic decisions. For that reason, we
have seen some of our State and local government units offer various
types of tax concessions when negotiating with industries to relocate.
Some foreign governments have made concessions, including allowing
new concerns to operate tax free for a specified number of years.
The results of this type of stimulus can be clearly seen in Puerto Rico.
When the United States arbitrarily and unilaterally gives tax

concessions to domestic industry, provided that-industry will move
abroad, the results are certainly foreseeable-and we are seeing them
now. The end result is the weakening of our economy. But for
some reason, many seem to feel that loss of capital and productive
facilities is good for tilhe United States, although bad for other countries.
The tax stimulus to the movement of productive facilities abroad

is a subject which has been 'Widely discussed for some years. For
example, a study made by the American Management Association in
1960, and reported in Business Week for December 31, 1960, showed
that, "because of tax differentials, the reinvestment of foreign eani-
ings over a 3-year period can provi(le 'roughly double the rate of
profit accumulation for reinvestment that is possible under domestic
tax schedules.' "

With 52 percent (domestic corporate tax rate, and with tax-haven
countries having rates running down almost to zero in some instances
on sales, service, and holding company income originating in third
countries, the temptation to move facilities abroad, accumulate
profits for reinvestment for a period of years, and only then begin to
repatriate divi(lends on which an inadequate U.S. tax would finally
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be paid, could hardly be resisted. In fact it has not been resisted
and we have seen a rapid acceleration of the buildup of American
direct investment abroad during the past 5 years.
Our total private investment abroad now exceeds $50 billion, and is

increasing at the rate of about $5 billion per year. In the field of
direct investment, and particularly with reference to tax-haven devices
it is noteworthy that, according to some authorities, two-thirds of
our tax-haven companies have been established within the past
5 years.
The movement of productive facilities abroad has already reached

serious proportions, but even more alarming is the increasing tempo
of this movement. The loss of jobs, the loss of productive facilities
needed for defense and other purposes, cannot be taken-lightly. It
is altogether too easy for a manufacturer, when he is faced with ia
labor problem or with extensive replacement of machinery, to pull up
stakes and move a large part of his production to a foreign country.

In this country, contrary to the practice everywhere else in the
world, the direct' regulation of the outflow of capital and productive
facilities has always been resisted. Such direct regulation may be
necessary if we are to reach a real solution. But at the very least,
we must not directly and positively encourage such an outflow by
giving tax concessions to those who operate abroad and thereby build
up the economies of foreign 'countries while tearing down our own.
At the very least, we should remove the tax incentive which now
exists to go abroad.

There will be, even with the enactment of the tightest possible tax
provisions, a continuing flow of direct investment capital and pro-
ductive facilities abroad in response to economic stimuli. This will
not be interfered with by this, or any other similar bill. There will
also be a continuation of the outflow of other forms of capital-port-
folio and short-term. These latter outflows have been troublesome
during the past few years and require direct and specific regulation.
This bill touches only direct investment, and touches that ever so
tenderly.

Criticism has been leveled at tliose wilo wish to remove tle tax
incentive to take American industry and productive facilities abroad.
It has been alleged that this is a new type of protectionism- new
type of isolationism.

Thiss critics is upnwarranlted(, and represents the most,latentnt type
of reverse doublethink. There is no thought, insof.f^;, . tills legisla-
tion is concerned, of doing anything more tlal '.a..; ving a positive
stimulus and subsidy for American plants to be moved nbroad. Of
course, it may well be that this is not enough. It mnay be that tax
neutrality may not be sufficient to slow to a tolerable rate this wide-
spreadmovement of capital abro(ld.
Those who believe in freer trade, and wlho support in general ithe

President's recoinmmend(lations for legislation to improve our recilrocal
trade system which has served us so well for the past 28 years, certainly
cannot legitimately be accused of economic isolationism merely be-
cause they wish to achieve tax neutrality, and terminate a hurtful
subsidy.
Thenmost cruel competition which an American producer can be

forced to undergo is competition from American-type goods with wNell-
known American brand( names, producedal)rnd by American-owned(
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subsidiaries which have achieved rapid growth because of-the ability
to dodge U.S. taxes and plow back practically all earnings, with these
products distributed throughout this country through a well-estab-
lished chain of wholesale and retail outlets. With a further lowering
of tariffs contemplated by thie trade bill now before the Finance Com-
mittee, it is certainly most inequitable to continue to give these foreign,
but American-owned, producers continued tax advantages when they
are competing directly with U.S. production, either in American or in
foreign markets.

V

BALANCE OF PAYMENTS

It has become so fashionable to discuss any problem il terms of
its effect on the balance of payments that one might properly look
with suspicion on some arguments which attempt to tie balance-of-
payments considerations to any possible subject matter. This has
been much overdone. In the case of legislation directly affecting the
flow of capital funds abroad, however, balance-of-payments consider-
ations are certainly pertinent.
The balance-of-payments problem has been with us for some years,

but has been recognized as being acute by the general public-and
most Government officials-for only about the past 3 years. Prior
to that time, many still talked of the dollar gap and of means of
increasing the flow of capital abroad.
Although the balance-of-payments problem seems likely to be

brought under control within the near future-and it must be brought
under control within the next 2 or 3 years if we are to be able to avoid
the use of rather drastic control methods-the problem is still acute
and must be attacked from all quarters. This includes, but is not
limited to, a close examination of investments made abroad by U.S.
taxpayers. Those sections of the bill dealing with the taxation of
profits gained from activities carried on abroad by American taxpayers
will affect the balance of payments specifically and directly.
There are three principal types of capital outflows which are of con-

cern in the balance of payments picture. Only one, that is, direct in-
vestment outflows, will be affected by the provisions of this bill. The
other two, portfolio investment and short-term flows, will be little
affected and must probably be dealt with in ways other than tax
changes. The simplest way to deal with all three, of course, is by
some system of direct licensing of capital outflows. Since we have
traditionally resisted this type of regulation, however, we must be
doubly sure that our tax laws are not weighted in the wrong direction.
This bill does not go far enough in that regard. It does not subject
income and profits earned abroad to as heavy an income tax as income
and profits earned in the United States. But it does move, though
haltingly and timidly, in the right direction.
There can be no question as to the effect of capital outflows on the

balance of payments in the short run. There can be, of course, some
question as to the long-range effects of capital outflows, particularly
direct investment flows.
As to the long-range effect of direct investment outflows, the effect

on the balance of payments may eventually be positive. But, with
an acute situation which must be corrected within 2 or 3 years, it is
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not advisable to wait for a period of years, perhaps as long as 12 to 15
years according to Treasury Department analyses, for current direct
foreign investment to assist in correcting the present imbalance.

Bearing in mind that direct foreign investment is accelerating, and
that the net overall balance of payments deficit this year is expected
to be in the neighborhood of $1.5 billion, an alteration of investment
flows in the order of a few hundred million dollars would be significant.

Reliable estimates indicate that the complete removal of the deferral
privilege would, by slowing down direct investment outflows and by
speeding up repatriation of earnings, decrease the balance-of-paynents
deficit by about $400 million annually; T'his bill, of course, would not
be nearly so beneficial. In its present from it would be of little assist-
ance. A good, tight, tax haven bill would assist in the balance of
payments in the order of $200 to $300.million.

VIvi

SPECIFIC PROVISIONS

The best, and indeed the only sure way to achieve substantial
equity, guard against the untoward weakening of American industry
and assist in the solution of the balance-of-paymients problem through
taxation is to tax American taxpayers annually on income and profits
earned anywller in the world. This would restore neutrality as to
taxation, allowing economic forces to play their proper role in eco-
ipmic decisions relating to investment choices at home or abroad.
lfhis would insure that the corporation which helps to build up a
depressed area in the United States would be treated as fairly by the
Federal Government as the corporation which builds up the economy
of Western Europe. The most important section of the subject bill
dealing with foreign operations has, however, been drawn up on the
theory that the partial elimination of tax haven advantages is
sufficient.

There is no question that the complete elimination of tax haven
operations would help materially. It is through the combination of a
sales subsidiary, a service subsidiary, and a holding company located
in a tax haven country, Switzerland, for example, that the U.S.-owned
manufacturing company in Germany-or other relatively high-tax
foreign country-is able to reduce its German tax to a rate wellbelow
the stated rate of 51 percent. If tax havens are made less profitable
from a tax standpoint, the manufacturing operations which support
them will have to be justified on economic grounds, not on grounds of
tax avoidance, whether the taxes avoided are United States or foreign.
The Finance Committee, by approving even these imperfect provi-

sions, does recognize that certain changes in existing law should be
m ade.

1. It is recognized that numerous abuses exist in the operation of
certain types of corporations organized in certain low-tax countries.
While this tax haven problem is recognized, it is not completely
corrected.

2. It is recognized that many individual U.S. citizens are living
abroad for the purpose, or with the result, of escaping proper U.S.
taxation. But the provisions of the bill are insufficient to deal with the
problem. It will still be highly profitable, under the terms of this bill,
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for a U.S. citizen to live abroad and thereby avoid paying his fair share
of the cost of U.S. and free world defense and essential Government
services. -

3. It is recognized that there are numerous abuses in setting up
foreign trusts for the purpose of escaping U.S. taxation.

4. It is recognized that there have been abuses in the liquidation
of foreign corporations, with the result that accumulated ordinary
income is being brought into the country in a form which allows it to
be taxed at the low capital gains rate, if at all.

5. It is recognized that the U.S. estate tax has been avoided by
some through the device of investing in foreign real estate, even in
contemplation of death.

6. It is recognized that the law as now written allows both a partial
credit and a deduction for foreign income and related taxes. For
some reason, presumably because it is recognized that tax reductions
do act as subsidies to draw capital investment abroad, the committee
allows this double benefit to be continued in less developed countries.

7. It is recognized that present law does not require sufficiently
stringent reporting of foreign economic activities of American in-
terests.

In order for the bill to be really meaningful in correcting the im-
perfections in existing law which have been recognized, however,
certain minimum changes must be made.
1. Section 12-Controlled foreign corporations

(a) This entire section, embodying as it does the tax haven
approach, ought to be deleted and have substituted therefor the com-
plete removal of the deferral privilege. Language to accomplish this
objective exists in amendment 6-19-62---A to H.R. 10650, previ-
ously offered.

(b) The tax haven approach, if sufficiently rigorous, does repre-
sent a stop forward. Should the Senate decide to proceed with- this
approach, this section should be amended in at least the following
ways:

(1) The de minimus rule should be restored to 20 percent.
(2) The exception for export trade income of "Export Trade

Corporations" should be deleted.
(3) The exception for dividend and interest income from less

developed countries, together with profits realized from the sale
of investments in less developed countries, should be deleted.

2. Section 9-The gross-up
This provision should be made applicable to income from subsidiary

corporations operating anywhere in the world, as provided by the
House-passed bill. There is no equity in allowing both a dedulctionl
and a partial credit for income taxes paid to certain countries. The
operation of existing law in this area is capricious and even perverse,
and is not a suitable vehicle for a subsidy, should it be felt that a

subsidy is needed or desirable.
3. Section 11-Income earned abroad

There is no equity in allowing individual U.S. citizens living abroad,
either temporarily or on a more permanent bona fide basis, to pay
less taxes than citizens and residents here at home. All benefit from
services rendered by both the U.S. Government and the government
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of their host countries. All should contribute toward the cost of
U.S. and free world protection. It is particularly inappropriate to
allow a phasing-in of taxes on fringe benefits.

CONCLUSIONS

On balance, the bill as reported by the Finance Committee is a
poor one. Although there are worthwhile sections in the bill these
are hardly sufficient to outweigh those sections which are, either in
whole or in part, faulty.

As we have already pointed out, many of the President's major
recommendations have been ignored or watered down. The com-
mittee has chosen to strike the withholding provision, which was
passed by the other body. It has failed to include in the bill such
obviously needed reforms as the repeal of the dividend credit and
exclusion as recommended by the President. In almost every
instance, expense accounts and foreign operations, for example, where
the committee did approve a section or provision recommended by
the President and adopted by the House, that provision has been
materially weakened.
As if the emasculation of many of the President's major reconmmenda-

tions were not. enough, the Finance Committee has added, by way
of afterthought, several rather petty addenda to the bill. Sections 21
through 26 really have no place in this bill. Some of these additions
are really private bills masquerading as general legislation, while
others are of such minor consequence that they have far too little
stature to warrant their consideration in this bill when so many more
important subjects are being left to a later, more general, tax reform
bill. Some of these sections, indeed, standing alone are hardly
veto proof.
The Senate must now proceed to a painstaking examination of each

provision contained in this bill. We would hope that there will be
full and free debate on all provisions and that each individual Senator
will examine all provisions and all amendments which will be offered
with care and join in an earnest endeavor to put this bill in a form
more closely resembling the President's recommendations.

Should the Senate or the conference committee fail to make sub-
stantial improvements, it will be our painful duty, despite the worth-
while provisions which are contained in this bill, to oppose its final
passage.

PAUL H. DOU(GLAS.
ALBnERT GORE.
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