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TAXATION OF FOREIGN INVESTMENT IN THE
UNITED STATES

MONDAY, JUNE 25, 1979

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND

DEBT MANAGEMENT GENERALLY,
COMMITTEE ON FINANCE,

Washington, D. C.
The subcommittee met, pursuant to notice, at 9:35 a.m., in room

2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.
(chairman of the subcommittee) presiding.

Present: Senators Byrd, Dole, Packwood, Wallop, and Chafee.
[The press release announcing this hearing and the bills S. 192

and S. 208 follow:]
(Pros Me, May 14. 1979)

FINANCE SUBCOMMIrrEE ON TAXATION AND DBT MANAGEMENT SETS HEARING ON
TAXATION OF FOGoN INV STMENT IN UNrrE STATES

Senator Harry F. Byrd, Jr., Chairman of the Subcommittee on Taxation and Debt
Management of the Senate Committee on Finance, today announced that the Sub.
committee will hold a hearing on taxation of foreign investors on June 25, 1979.

The hearing will be held in Room 2221, Dirksen Senate Office Building, beginning
at 9:30 a.m.

Under present law, foreign investors are generally not taxable on capital gains
when they sell U.S. property. Internal Revenue Code and existing treaty provisions
bear upon this result. In the Revenue Act of 1978, Congress requested a Treasury
Department study and recommendations on this subject. The report, "Taxation of
Foreign Investment in U.S. Real Estate," was recently submitted to Congress.

The following Senate bills, of general application, have been introduced on taxing
foreign investment in the United States.

S. 208, introduced by Senator Malcolm Wallop on behalf of himself and 36 co-
sponsors, which would tax foreign investors on gains from the sale of U.S. farmland
and other rural land, and

S. 192, introduced by Senator Dale Bumpers, which would tax nonresident alien
individuals and foreign corporations on all U.S. source capital gains.

Witnesses who desire to testify at the hearings should submit a written request to
Michael Stern, Staff Director, Committee on Finance, Room 2227, Dirksen Senate
Office Building, Washington, D.C. 20510, by no later than the close of business on
June 14, 1979.

Legislative Reorganization Act.-Senator Byrd stated that the Legislative Reorga.
nization Act of 1946, as amended, requires all witnesses appearing before the
Committees of Congress "to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief summaries of their argu-
ment."

Witnesses scheduled to testify should comply with the following rules:
(1) A copy of the statement must be filed by noon the day before the day the

witness is scheduled to testify.
(2) All witnesses must include with their written statement a summary of the

principal points included in the statement.
(1)
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(3) The written statement must be typed on letter-size paper (not legal size) and-at
least 100 copies must be submitted by the close of business the day before the
witness is scheduled to testify.

(4) Witneses are not to read their written statements to the Subcommittee, but
are to confine their ten-minute oral presentations to a summary of the points
included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.
Written Testimony.--Senator Byrd stated that the Subcommittee would be pleased

to receive written testimony from those persons or organizations who wish to submit
statements for the record. Statements submitted for inclusion in the record should
be typewritten, not more than 25 double-spaced pages in length and mailed with
five (5) copies by July 14, 1979, to Michael Stern, Staff Director, Committee on
Finance, Room 2227, Dirksen Senate Office Building, Washington, D.C. 20510.
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98TH CONGRESS

IsT SESSION S.1 92
To amend the Internal Revenue Code of 1954 to equalize the tax treatment of

domestic and foreign investors.

IN THE SENATE OF THE UNITED STATES
JANUARY 23 (legislative day, JANUARY 15), 1979

Mr. BUMPERS introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to equalize the

tax treatment of domestic and foreign investors.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) section 871(a)(2) is deleted and a new section

4 871(a)(2) is added as follows:

5 "(2) In the case of a nonresident alien individual, there

6 is hereby imposed a tax as provided by section 1201(b) upon

7 the amount by which his gains, derived from sources within

8 the United States, from the sale or exchange of capital assets

9 at any time during the taxable year, exceed his losses alloca-

II-E
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2

1 ble to sources within the United States, from the sale or ex-

2 change at any time during such year of capital assets. Such

3 gains and such losses shall be determined without regard to

4 section 1202 (relating to deduction for capital gains) and such

5 losses shall be determined without the benefits of the capital

6 loss carryover provided in section 1212. Any gain or loss

7 which is taken into account in determining the tax under

8 paragraph (1) of this subsection or subsection (b) shall not be

9 taken into account in determining the tax under this

10 paragraph.".

11 (b) That section 881(a) is amended by deleting the word

12 "and" at the end of subparagraph 3(c), by adding the word

13 "and" at the end of paragraph (4) and by adding new para-

14 graph (5) as follows:

15 "(5) gains described in section 1222(11),".
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96TH CONGRESS 2081ST SESSION S
To amend the Internal Revenue Code of 1954 to subject foreign investors to the

capital gains tax on gain from the sale of real property situated in-the United
States.

IN THE SENATE OF THE UNITED STATES

JANUARY 24 (legislative day, JANUARY 15), 1979

Mr. WALLOP (for himself, Mr. BAKER, Mr. BAUCUS, Mr. BAYH, Mr. BELLMON,
Mr. BURDICK, Mr. CANNON, Mr. CHURCH, Mr. COCHRAN, Mr. CRANSTON,
Mr. CULVER, Mr. DANFORTH, Mr. DECONCINi, Mr. DOMENICI, Mr. EXON,
Mr. GOLDWATER, Mr. HART, Mr. HATCH, Mr. HAYAKAWA, Mr. HEINZ,
Mr. HOLLINOS, Mr. JEPSEN, Mrs. KASSEBAUM, Mr. LuoAR, Mr. Mc-
CLURE, Mr. MCGOVERN, Mr. MELCHER, Mr. MOROAN, Mr. NELSON, Mr.
SASSER, Mr. ScHmITT, Mr. STEVENS, Mr. STON, Mr. TOWER, Mr.
YOUNO, Mr. ZORINSKY, and Mr. THURMOND) introduced the following bill;
which was read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to subject foreign

investors to the capital gains tax on gain from the sale of
real property situated in the United States.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

I-E*
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2
1 SECTION 1. TAXATION OF NONRESIDENT ALIENS, ESTATES,

2 TRUSTS, PARTNERSHIPS, AND ,FOREIGN CORPO.

3 RATIONS ON GAINS FROM THE SALE OF FARM

4 LAND AND OTHER RURAL LAND IN THE UNITED

5 STATES.

6 (a) GAIN FROM SALE OF FARMLAND TREATED AS EF-

7 FECTIVELY CONNECTED INCOME.-Paragraph (2) of section

8 871(b) of the Internal Revenue Code of 1954 (relating to

9 determination of gross income of nonresident alien individuals

10 which is connected with United States business) and para-

11 graph (2) of section 882(a) of such Code (relating to determi-

12 nation of taxable income of foreign corporations which is con-

13 nected with United States business) are each amended to

14 read as follows:

15 "(2) DETERMINATION OF TAXABLE INCOME.-

16 In determining taxable income for purposes of para-

17 graph (1)-

18 "(A) gross income includes only gross

19 income which is effectively connected with the

20 conduct of the trade or business within the United

21 States, and

22 "(B) there shall be treated as gross income

23 which is effectively connected with the conduct of

24 a trade or business within the United States-
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3

1 "(i) gain from the sale or exchange of

2 real property located in the United States

3 which is-

4 "(1) land used in farming (as de-

5 fined in section 180(b)),

6 "(II) land suitable for use in farm-

7 ing (as defined in section 182(c)(2)), or

8 "(II1) land in a rural area (within

9 the meaning of paragraph (7) of section

10 306(a) of the Consolidated Farm and

11 Rural Development Act (7 U.S.C.

12 1926(a)(7)), and

13 "(ii) that portion, in excess of $3,000

14 for the taxable year, of the gain from the

15 sale or exchange of stock in a corporation, or

16 interest in a partnership, trust, or estate de-

17 termined by the Secretary to be properly

18 attributable to-

19 "(1) the net unrealized appreciation

20 in land described in clause (i) which is

21 held by such corporation, partnership,

22 trust, or estate, and

23 "(I) in the case of the sale or ex-

24 change of stock in a corporation, an

25 amount equal to the gain, if any, real-
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1 ized by such corporation on the sale of

2 property described in this paragraph

3 which was not recognized by that cor-

4 poration under section 337.".

5 (b) WITHHOLDING OF TAx.-

6 (1) NONRESIDENT ALIEN INDIVIDUALS.-The

7 first sentence of section 1441(b) of such Code (relating

8 to withholding of tax on nonresident aliens) is amended

9 by inserting "gains subject to tax under section

10 871(b)(2)(B)" after "section 871(a)(1)(D),".

11 (2) FOREIGN CORPORATIONS, PARTNERSHIPS,

12 ESTATES, AND TRUSTS.-Subsection (a) of section

13 1442 of such Code (relating to withholding of tax on

14 foreign corporations) is amended-

15 (A) by striking out "and" immediately after

16 "881(a)(4),", and

17 (B) by inserting "and the reference in section

18 1441(b) to section 871(b)(2)(B) shall be treated as

19 referring to section 881(a)(2)(B)," after "sections

20 881(a) (3) and (4)".

21 SEC. 2. REPORTS BY FOREIGN CORPORATIONS HOLDINi

22 UNITED STATES FARM AND OTHER RURAL

23 PROPERTY.

24 (a) IN GENERAL.-Subpart A of part III of. subchapter

25 A of chapter 61 of the Internal Revenue Code of 1954 (relat-
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1 ing to information concerning persons subject to special pro-

2 visions) is amended by inserting after section 6039B the fol-

3 lowing new section:

4 "SEC. 6039C. INFORMATION CONCERNING CERTAIN HOLDINGS

5 OF UNITED STATES PROPERTY BY FOREIGN

6 CORPORATIONS.

7 "Every corporation, 20 percent or more of the value of

8 the assets of which at any time during the taxable year is

9 attributable to land described in section 882(a)(2)(B)(i), shall

10 make a return for the taxable year setting forth such informa-

11 tion, as the Secretary may by regulation prescribe for the

12 purpose of enforcing sections 871 and 882. Any return filed

13 pursuant to this section shall, for purposes of chapter 66 (re-

14 lating to limitations), be treated as a return filed by the cor-

15 poration under section 6012.".

16 (b) CLERiCAL AMENDENT.-The table of sections for

17 such subpart is amended by inserting after the item relating

18 to section 6039B the following item:

"Sec. 6039C. Information concerning certain holdings of United
States property by foreign corporations.".

19 SEC. 3. EFFECTIVE DATE.

20 The amendments made by this Act shall apply with re-

21 spect to sales and exchanges occurring after February 28,

22 1978.
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Senator BYRD. The committee will come to order.
The subcommittee today will consider measures designed to

make the capital gains tax treatment of foreign investors equiva-
lent to the taxation of Americans. S. 208, introduced by the Sena-
tor from Wyoming, Mr. Wallop, and cosponsored by 36 other Sena-
tors, requires that foreign investors pay a capital gains tax upon
the sale of American agricultural land.

S. 192, sponsored by the Senator from Arkansas, Mr. Bumpers,
imposes a capital gains tax upon the sale of any capital asset held
by a fot-ign investor.

Last year in the Revenue Act of 1978, the Senate approved a
measure similar to S. 208 which Senator Wallop and 52 other
cosponsors introduced. In the conference, the conferees agreed to a
study of this very important measure.

In May of 1979, the Treasury Department issued a report pursu-
ant to the Revenue Act of 1978. These hearings today will focus
upon the Treasury report and consider recommendations for future
congressional action.

Senator WALLOP. Mr. Chairman?
Senator BYRD. Senator Wallop, do you have a statement?
Senator WALLOP. I do have a statement and I also have one from

Senator Bayh which he asked be made a part of the record.
Senator BYRD. Yes.
[The statement of Senator Birch Bayh follows:]

PREPARED STATZMrNT OF SENATOR BiacH BAYH

Thank you, Mr. Chairman. I commend you on holding these hearings, the strong
bipartisan sponsorship that this bill has received from some 40 of our colleagues
clearly shows that the Nation is eager for the type of legislation we are examining
here. I hope that the passage of this bill into law will mark the initial step in
legislative efforts to protect American farmers from the economic power of wealthy
outside investors.

As a cosponsor of S. 208, I, of course, strongly urge its passage. But I question
whether it goes far enough toward slowing foreign investment in farmland. With all
the difficulties facing the independent American farmer, I strongly believe that
foreign speculators should be banned from investing in our farmland. The slight
benefit to out Nation in the international balance of payments is far outweighed by
the detrimental effects of land inflation, land concentration and the ecological abuse
of prime farmland by foreign investors seeking nothing more than a quick return on
their money.

Of course it would be rash to try to pin the entire blame on foreigners for the
raging land inflation in our country, but there is little question that such purchases
have fueled the price rise in specific localities. Armed with an exemption from our
capital gains taxes and a charter of incorporation from such tax-exempt countries as
the Netherlands Antilles, foreign buyers can pay up to 50 percent more for farm.
land than the American farmer and still reap the same financial return. In Georgia,
a spot check by the GAO found that foreign buyers were paying from $150-$2,000
more per acre of agricultural land than domestic buyers. The passage of S. 208
would ease the crunch on our farmers caused by land prices which have been
pushed far above those justified by the potential agricultural return on the land.

The figures on the amounts of land owned by foreigners are quite misleading.
Foreigners are sound investors; they purchase only prime farmland with easy access
to market transportation. Moreover, the figures themselves are so divergent as to be
almost useless-the American Real Estate Exchange, the Nation's largest realtor to
foreign clients, estimates that foreign buyers were behind 40 percent of U.S. land
sales in 1977 and as high as 60 percent of the sales in some areas like California. On
the other hand, a study earlier this year by the USDA claimed that foreigners were
involved in only 2.25 percent of farmland purchases from January 1977 through
June 1978. Experts I have spoken with believe that the results of the New Foreign
Agricultural Investment Disclosure Act will settle few of these discrepancies due to
the foreign buyers' use of front purchasers, dummy corporations, and other hidden
devices. But most disturbing, regardless of the precise amount of land presently held
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by foreigners, is the obvious trend. As the dollar continues to sink on foreign
markets and as political instability abroad threatens established wealth, American
farmland will remain a continually more att. active investment. There is no doubt
that we will see increased alien purchases of farmland, perhaps our Nation's most
precious natural resource.

My colleagues in the Senate should not, however, allow the more politically
attractive target of foreign investment to turn our heads from the most serious
threat to the family farms of the United States-absentee and corporate investment
by concentrations of domestic wealth. It is a much more difficult problem to deal
with; our legislative efforts will be challenged by the very wealth and power that is
causing hundreds of farms to close down each week and making it almost imposible
for a young man or woman to get a start in farming.

In May of this year, I chaired hearings before the Judiciary Committee Subcom-
mittee on Antitrust and Monopoly on S. 334, the Family Farm Antitrust Act of
1979. This bill would limit investment in farmland by large concentrations of
domestic wealth, ban foreign speculation in U.S. farmland and establish an annual
registration system for wealthy owners of agricultural land. At the hearings, rural
sociologists and local farm leaders praised the bill as a valuable start toward a new
American agricultural policy designed to protect the family farm and prevent the
monopolition of the $150 billion food industry b, large conglomerates. Another
day of hearings will be held on July 17 at which time the subcommittee will hear
from representatives of the four major farm organizations and from prominent
agricultural economists.I am excited about both these pieces of legislation. The 96th Conress will have
performed a great service to the farmers and consumers of our Nation if it pass
both bills. I urge my colleagues to carefully study S. 208 and S. 334. I think you will
come to the same conclusions as I, that the Nation can no longer afford to ignore
the increasing absentee control of our Nation's vital agricultural lands.

Senator WALOP. Mr. Chairman, first let me thank you for hold-
ing these hearings. I think the issue of foreign investment in the
United States has drawn the attention of the public and other
committees of Congress. I am pleased that the Senate Finance
Committee is taking the time to take a closer look at the tax
questions involved in this important issue.

The Senate is already familiar with the tax problems associated
with foreign investment and there is no doubt regarding the senti-
ments in Congress toward the taxation of foreign investors in U.S.
real property. Last year 52 Senators cosponsored an amendment to
the Revenue Act of 1978 which would tax foreign investors on
capital gains from the sale of U.S. farmlands. The amendment was
dropped in conference with the House but the understanding and
sentiments toward this issue have greatly changed since last year.

As we will hear from my good friend from Iowa, Congressman
Charles Grassley, there is strong support in the House of Repre-
sentatives for taxing foreign investors on capital gains from the
sale of U.S. farmland.

Interest in the foreign investment issue stems in part from the
recent size and rate increase of foreign investments in the United
States. The Commerce Department's Office of Foreign Investment
in the United States identified 158 foreign purchases of U.S. real
estate in 1978 valued at $1.1 billion. And in 1977 and 1978, foreign
investors were purchasing U.S. agricultural land at a rate of
560,000 acres per year.

A recent Treasury study indicates that the average farm pur-
chase by a foreign buyer was worth about $1.1 million, which is six
to seven times as high as the average domestic purchase.

More information on the extent of foreign ownership of U.S. real
estate will soon be available when the GAO completes a study that
was requested by the Senate Agricultural Committee.
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I would like to commend Senator Talmadge for requesting this
investigation and thank him for his suggestion that the GAO study
be made part of the record for this hearing.

[The material referred to follows:]

04
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CHAPTER 3

NATIONALITIES AND TAX ADVANTAGES

OF FOREIGN PURCHASERS

The 224 foreign purchases of agricultural land in the
review counties during the 18-month period involved 173
foreign purchasers. They were affiliated with at least 30
different foreign countries. In some cases, we were unable
to identify the specific country involved. In other cases,
the investors-of-record were actually firms owned by indi-
viduals or firms from other countries. Although most pur-
chasers' agents or attorneys were verb helpful in providing
ownership information, some would not go beyond admitting
that the purchasers were European or foreign and some
refused to provide any information on the subject.

FOREIGN AFFILIATIONS OF PURCHASERS OF
AGRICULTURAL LAND IN REVIEW COUNTIES

The foreign affiliations of the 173 purchasers-of-record
are shown in the following table.

Acres purchased Transactions
Percent Percent

Foreign of total of total
affiliation Number (note f) Number (note f)

Netherlands Antilles 89,860 36.2 52 23.2
Belgium 34,792 14.0 3 1.3
West Germany 22,989 9.3 30 13.4
France 12,665 5.1 11 4.9
Switzerland 11,825 4.8 12 5.4
Europe (country not

identified) 8,467 3.4 11 4.9
Austria 8,428 3.4 1 0.4
Canada 8,269 3.3 39 17.4
Venezuela 7,967 3.2 1 0.4
Great Britain 6,583 2.7 6 2.7
Liechtenstein 6,582 2.7 3 1.3
Netherlands 5,842 2.4 10 4.5
Mexico 5,190 2.1 4 1.8
Switzerland, West

Germany, and
Canada (note a) 5,179 2.1 3 1.3

Singapore 2,755 1.1 1 0.4
Luxembourg 2,641 1.1 1 0.4
Sweden 2,452 1.0 2 0.9
Hong Kong 1,547 0.6 3 1.3

50-150 0 - 79 - 2
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Foreign
affiliation

Italy
Bahamas
Liechtenstein,
Panama, Canada,
and Switzerland
(note b)

Cayman Islands
Iran
Japan
Philippines
Denmark
Australia
Panama
South Africa
Japan and France

(note c)
India
Spain
Taiwan
Turkey
Indonesia
Country unknown

Total

Acres purchased
Percent
of total

Number (note f)

922
578

355
214
213
202
197
153
107

95
90

86
78
64
59
38
26

636

0.4
0.2

0.1
0.1
0.1
0.1
0.1
0.1
(d)
(d)
(d)

(d)
(d)
(d)
d)

(d)
d)

0.3

248,146 Vl00.0
_/Foreign-owned partnership comprised of
dian, and U.S. citizens.

1_/Foreign-owned corporation comprised of
tenstein, Swiss, and Canadian citizens.

Transactions
Percent
of total

Number (note f)

3
4

4
1
3
1
3
1
21
1

1
1
1
1
1
1
1

1.3
1.8

1.8
0.4
1.3
0.4
1.3
0.4
0.9
0.4
0.4

0.4
0.4
0.4
0.4
0.4
0.4
0.4

224 e/100.0

German, Swiss, Cana-

Panamanian, Liech-

S/Foreign-owned corporation comprised of Japanese and French
citizens.

2/Less than 0.1 percent.

e/Numbers do not add due to rounding.

f/Percentages based on projected data could differ.

Some of the countries and territories listed above are
known as tax havens because residents of and firms incorporated
in these areas have particularly attractive tax advantages
regarding their investments in the United States. These
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so-called tax havens include the Netherlands Antilles,
Switzerland and Liechtenstein. While we did not inquire
further into the ownership of the Swiss and Liechtenstein
investors, we did obtain additional information on the
Netherlands Antilles purchasers.

One of our purposes in following up on the ownership of
the Antillean purchasers was to determine whether concerns
expressed by various individuals and sources that Arab
interests may be buying U.S. agricultural land were well-
founded. As the following section shows, we did not obtain
any information showing that Arab interests were involved in
any of the Antillean purchasers.

Purchases by Netherlands Antilles corporations

As the table on pages 20 and 21 shows, Netherlands
Antilles purchasers bought more acreage than any other for-
eign purchasers--89,860 acres, or 36.2 percent. These pur-
chasers accounted for 45 of the 173 purchasers-of-record-.
The Netherlands Antilles--two groups of islands in the West
Indies--are part of the Kingdom of the Netherlands. The
islands are covered by an income tax treaty with the United
States under which Netherlands Antilles corporations are
entitled to certain tax benefits with respect to income
derived from sources within the United States. (See pp. 31
and 32.)

It is very difficult to determine the true ownership of
Antilles corporations. Antillean law allows shareholders of
investment corporations to remain anonymous. This is advan-
tageous to owners who may desire anonymity for various
reasons. The president of a large real estate exchange
which functions as a clearinghouse for foreign investors
looking for U.S. property told us, for example, that
investors from some foreign countries frequently buy prop-
erty through Swiss banks and large law firms and incor-
porate in offshore tax havens such as the Netherlands
Antilles. He said that such purchasers usually do not
publicize their investments in countries other than their
own because of possible legal repercussions of their countries'
currency control laws.

Through the cooperation of agents and attorneys for
Antillean corporations and other sources, we obtained infor-
mation on the nationality, but not identity, of most of the
corporations' owners. The Antillean firms that bought the
most acreage (60 percent of the 89,860 acres bought by
Antillean firms) were owned by Swiss and Belgian investors,
as shown on the following page.
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Purchases by
Netherlands Antilles corporations

Acres Transactions
Percent Percent

Residence and/or of all of all
nationality foreign foreign
of owners Number purchases Number purchases

Switzerland 28,181 11.4 5 2.2
Belgium 25,488 10.3 3 1.3
Italy 12,096 4.9 8 3.6
France, Italy, or
West Germany
(note a) 10,603 4.3 15 6.7

Liechtenstein 4,772 1.9 1 0.4
Netherlands 4,313 1.7 6 2.7
Hong Kong 1,247 0.5 2 0.9
Spain 479 0.2 1 0.4
Europe (country not

identified) 459 0.2 1 0.4
Country unknown 2,222 0.9 10 4.5

Total 89,860 b/36.2 52 b/23.2

a/The agent who represented the 11 Netherlands Antilles cor-
porations that made these 15 purchases told us that each
corporation was owned by an individual, family, or group
of friends from either France, Italy, or West Germany.
He would not associate any corporation with a particular
country.

/Numbers do not add due to rounding.

Combining the results of this analysis with the data in
the table on pages 20 and 21 shows that six Belgian purchasers
actually bought the most agricultural land--60,280 acres, or
24.3 percent--with Swiss purchasers being second--40,006
acres, or 16.1 percent. A revised ranking of the foreign
affiliations of the purchasers buying more than 1,000 acres
of U.S. agricultural land is shown on the next page.
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Acres purchased Transactions
Foreign Percent Percent

affiliation Number of total Number of total

Belgium 60,280 24.3 6 2.7
Switzerland 40,006 16.1 17 7.6
West Germany 22,989 9.3 30 13.4
Italy 13,018 5.2 11 4.9
France 12,665 5.1 11 4.9
Liechtenstein 11,354 4.6 4 1.8
France, Italy, or
West Germany 10,603 4.3 15 6.7

Netherlands 10,155 4.1 16 7.1
Europe (country

not identified) 8,926 3.6 12 5.4
Austria 8,428 3.4 1 0.4
Canada 8,269 3.3 39 17.4
Venezuela 7,967 3.2 1 0.4
Great Britain 6,583 2.7 6 2.7
Mexico 5,190 2.1 4 1.8
Switzerland, West

Germany, and
Canada 5,179 2.1 3 1.3

Country unknown 2,858 1.2 11 4.9
Hong Kong 2,794 1.1 5 2.2
Singapore 2,755 1.1 1 0.4
Luxembourg 2,641 1.1 1 0.4
Sweden 2,452 1.0 2 0.9

The Netherlands Antilles corporations bought agricultural
land in six States (Arkansas, California, Georgia, Illinois,
Montana, and Texas). Most of the land they purchased was in
Montana (52,900 acres), California (26,356 acres), and Texas
(7,029 acres). These purchases accounted for more than
half of the total acres of foreign-bought agricultural land
in the review counties in Montana and California and almost
half of the acres purchased in Texas.

--Of the seven Netherlands Antilles corporations which
purchased the 52,900 acres in Montana, three were
Belgian-owned firms which bought 25,488 acres and
four were Swiss-owned firms which bought the other
27,412 acres.

--Thirty-two Netherlands Antilles corporations pur-
chased the 26,356 acres in California. Of these,
8 were Italian-owned firms which bought 12,096 acres
and 11 were German, French, or Italian-owned firms
(we had no further breakdown) which bought 10,603
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acres. We could not identify the nationalities of
the owners of nine other corporations that bought
1,182 acres. The owners of the remaining four
corporations were from Hong Kong or Europe.

--Two Netherlands Antilles corporations purchased
the 7,029 acres in Texas. One, a Netherlands-owned
firm, bought 2,257 acres; the other, a Liechtenstein-
owned firm, bought 4,772 acres.

Ownership of the Netherlands Antilles firms which
bought agricultural land in the other three States was as
follows

Acres

Arkansas:

One Spanish-owned firm 479

Georgia:

One Netherlands-owned firm 1,509
One firm--owner's nationality unknown 1,040

Total 2,549

Illinois:

One Netherlands-owned firm 547

Foreign affiliations of purchasers by State

The greatest numbers of different nationalities were
represented by foreign purchasers in 4 of the 10 States---
Arkansas, California, Georgia, and Washington. A listing,
by State, of the countries and purchased acreage follows.
(For this listing, the owners of the Netherlands Antilles
corporations are included according to their country of
residence or nationality.)
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Foreign purchases
State and Percent

foreign affiliation Acreage of total

Arkansas:
West Germany, Canada, and

Switzerland 5,179 42
Luxembourg 2,641 22
Netherlands 2,374 19
West Germany 960 8
Switzerland 500 4
Spain 479 4
France 168 1

Total 121301 100

California:
Italy 12,254 27
France, West Germany,

and Italy (note a) 10,603 23
Liechtenstein 6,582 14
Europe 3,398 7
West Germany 3,324 7
Hong Kong 2,794 6
Canada 2,020 4
Country unknown 1,182 3
Switzerland 1,016 2
Belgium 620 1
Bahamas 578 1
Mexico 350 (b)
Cayman Islands 214 (b)
Netherlands 172 (b)
Iran 133 (b)
Panama 95 (b)
India 78 (b)
Spain 64 (b)
Taiwan 59 (b)
Great Britain 46 (b)
Turkey 38 (b)

Total 45,620 E/l00
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Foreign purchases
State and Percent

foreign affiliation Acreage of total

Georgias
France 10,004 23
Austria 8,428 19
Europe 5,528 13
West Germany 4,416 10
Great Britain 3,253 8
Switzerland 3,047 7
Singapore 2,755 6
Sweden 2,452 6
Country unknown 1,676 4
Netherlands 1,509 4
Australia 107 (b)
South Africa 90

Total 43,265 d/100

Illinois:
Netherlands 818 56
Italy 637 44

Total 1,455 100
Iowa:
West Germany 302 42
Great Britain 272 37
Denmark 153 21

Total' 727 100

Kansas:
West Germany 5,264 64
France 2,493 31
Switzerland 332 4
Iran 80 I

Total 8,169 100
Montanat

Belgium 59,660 62
Switzerland 27,412 28
Venezuela 7,967 8
West Germany 1,160 1
Canada 30 (b)

Total 96,229 c/l00
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State and
foreign affiliation

Pennsylvanias
Great Britain
West Germany
Italy

Total

Texasi
West Germany
Liechtenstein
Netherlands
Switzerland

Total

Washington
Switzerland
Canada
Mexico
Netherlands
Switzerland, Panama,

Canada, and
Liechtenstein

Japan
Philippines
Prance and Japan
Indonesia

Total

Total

W/No breakout by specific

M/Less than 1 percent.

Foreign purchases
Percent-

Acreage of total

3,012 68
1,302 29

127 3

4 441 100

6,261 38
4,772 29
4,514 27
1,086 7

16,633 c/100

6,613
6,219
4,840

768

355
202
197

86
26

19,306

248,146

country.

34
32
25
4

2
1
1

(b)
ibI

c/l00

E/Numbers do not add because of rounding.
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TAX INCENTIVES FOR FOREIGN INVESTMENT
IN U.S. AGRICULTURAL LAND

Foreign investors who buy U.S. real property, including
agricultural land, have certain U.S. tax advantages not
available to U.S. citizens who may wish to invest in that
same property. We did not obtain information on the extent
to which any taxes required to be paid to the foreign
country involved may offset the advantages available to
foreign investors under U.S. tax laws and regulations.

The key determinant for U.S. income tax purposes is
whether or not U.S. source income derived from the foreign
source investment capital is considered to be effectively
connected with a U.S. trade or business. This problem is
discussed in a recent Treasury Department report 1/ on
the tax treatment of income from, or gain or loss realized
on the sale of, an interest in U.S. property owned by non-
resident aliens and foreign corporations.

Under U.S. law, if a nonresident alien or foreign
corporation purchases U.S. real property and operates the
property as a business, income derived from the investment
(including capital gains) is taxed by the United States
on a net basis and at rates applicable to U.S. taxpayers.

Capital gains realized by nonresident aliens and
foreign corporations on the sale of U.S. investment property
are not subject to U.S. tax if such gains are not Oeffectively
connected with a U.S. trade or business. Ordinary, "non-
effectively connected" income from the investment property
is taxed on a gross basis (without allowable business
deductions) at a flat rate of 30 percent or at a lower rate
if permitted by a tax treaty between the United States and
the foreign country. With respect to ordinary income, the
difference between a tax based on gross income and a tax
based on that same income less allowable deductions can be
substantial. If a foreign investor is not engaged in a
U.S. trade or business, the investor may elect to have
income from the U.S. investment property (such as payments

1/"Taxation of Foreign Investment in U.S. Real Estate,'
Department of the Treasury, May 4, 1979. A summary of
this report was included in a Joint Committee Print on
Tax Treatment of Foreign Investment in the United States,
prepared for the use of the Senate Committee on Finance
by the staff of the Joint Committee on Taxation,
June 22p 1979.
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received under a sharecropping or lease arrangement) taxed
on a net basis as if it were effectively connected with a
U.S. trale or business. This election is usually irrevoca-
ble if made under the Internal Revenue Code. It is annual
if made under the Netherlands Antilles treaty.

The Treasury report concluded that, although most
foreign investment in U.S. real estate either constitutes a
U.S. trade or business or, at the election of the taxpayer,
is taxed as if it were, foreign investors rarely incur a
capital gains tax on the sale or disposition of their prop-
erty holdings. The evidence is that foreign taxpayers are
adept at using the various planning techniques available
under present law which allow them to avoid the capital
gains tax. Some of these techniques are as follows:

1. Foreign investors who are engaged in a U.S.
trade or business may sell their U.S. real
property on an installment basis and post-
pone receiving most or all of the payments
until later years when they are no longer
engaged in a trade or business. Any gain
attributable to the payments in the years
after the sale is not treated as effectively
connected with a trade or business and there-
fore is not taxed.

2. Foreign investors may generally exchange U.S.
real property held for productive use or
investment for other property of a like kind,
without recognizing any capital gain. If the
property acquired in the exchange is located
outside the United States, the capital gain
realized on the subsequent sale of that prop-
erty would not be subject to U.S. tax.

3. Foreign investors may invest in U.S. real
estate through a real estate holding osmpany
incorporated outside the United States and
avoid paying a capital gains tax on the hale
of the real estate by the company or on the
sale of the stock of the company by the
foreign investor. One of the following two
planning techniques would ordinarily be used.

First, if the real estate holding company sells
the property and liquidates within 1 year, dis-
tributing thd sales proceeds to the foreign
shareholders, the capital gain realized by the
company is not recognized for U.S. tax purposes.



I 24

Also, the shareholders wocld generally not be
taxed on the gain when they exchanged their
stock in liquidation for the sales proceeds of
the real property because the shareholders
are not considered to have been engaged in
a U.S. trade or business by reason of their
stock ownership.

Second, if the foreign investors sell their
stock in a foreign real estate holding
company which owns U.S. real estate, they are
not subject to U.S. tax on the gain realized
since the sale of the stock does not give rise
to U.S. source income.

4. Many U.S. tax treaties with foreign countries
permit foreign investors who are not engaged
in a U.S. trade or business, but who elect
to have their U.S. real estate income taxed
on a net basis, to revoke that election in
-the year in which the real estate is sold.
This means that with proper planning, foreign'
investors can elect to have income from their
U.S. investment taxed on a net basis while
the investment increases in value, and then
revoke the election in the year they sell
their land to avoid paying a capital gains tax.

The Netherlands Antilles tax treaty

Firms and individuals doing business through the Nether-
lands Antilles have the following tax advantages regarding
their investments in the United States.

--The Antilles profits tax on business income earned
in the United States by Antilles firms is generally
imposed at an effective rate of only 2 or 3 percent.

--The Antilles has no estate, gift, or inheritance
tax and no tax on capital gains, dividends,
interest, or Antilles-source investment income
paid to nonresidents.

--The Antilles tax treaty with the United States
allows for reduced U.S. taxes on income not
connected with a U.S. trade or business by
allowing foreign investors to elect annually
whether to have the income taxed net of
deductions.



25

-The Antilles allows residents of other countries
to incorporate in the Antilles and thereby take
advantage of its tax treaty provisions with the
United States. Consequently, investors from
countries that have no tax treaties with the
United States or whose tax treaties do not
provide for an annual net basis election can
substantially reduce their taxes on income and
capital gains from their U.S. investments by
incorporating in the Antilles and making the net
basis election.

-The Antilles allows its corporations to keep
secret the identity of their shareholders. This
makes it possible for investors from other
countries that may have strict laws limiting
investment of capital in foreign countries to
circumvent such restrictions by incorporating in
the Antilles.

Further details on the taxation of foreign investments
in U.S. agricultural land and other real estate are discussed
in the Treasury report.

SUMMARY AND CONCLUSIONS

Various individuals and sources have expressed concern
that Arab interests may be buying U.S. agricultural land.
We did not find this to be the case although we recognize
that we did not probe beyond the nationality of the first
level of ownership except in the case of the Netherlands
Antilles firms. Most of the foreign-bought acreage was
bought by Western European purchasers. The motives and
other information regarding these purchases are discussed
in the next four chapters.

The largest acreage of foreign-bought agricultural land
was purchased by Netherlands Antilles firms which appear to
have distinct tax advantages over U.S. purchasers. Other
foreign purchasers also may have tax advantages in their
U.S. property investments. Without considering any possible
broader implications of such action, we believe that elimina-
tion of tax advantages available to foreign, but not U.S.,
investors would eliminate one of the factors that may be
inhibiting potential U.S. purchasers from effectively competing
with potential foreign purchasers of U.S. land. The Department
of the Treasury favors elimination of these tax advantages to
foreign investors. According to Treasury's report, taxing
capital gains on the sale of U.S. agricultural land alone
would raise U.S. Treasury revenues by an estimated $22 million
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in 19791 taxing capital gains on all U.S. real estate sold
by foreign taxpayers would raise Treasury revenues by $142
million. The report states that the balance of payments
impact of such action cannot be estimated with any precision
but would probably be relatively small.

Two bills introduced in the 96th Congress (S. 208 and
H.R. 3106) would generally subject to U.S. tax the capital
gains of foreign investors from the sale of farmland, land
suitable for farming, or rural land. Another bill (S. 192)
would tax nonresident alien individuals and foreign corpora-
tions on their capital gains on all U.S. property--real
estate, stocks, bonds, and so forth. Hearings were held on
S. 208 and S. 192 in June 1979.

Senator WALLOP. There is much information left uncovered re-
garding the nature and extent of foreign investment in the United
States. This committee cannot concern itself with the wide range of
issues surrounding foreign investment nor can we effectively judge
the desirability of foreign investment in real estate at -this time.

I certainly will not contend that foreign investments in farm-
lands or real estate either harm or benefit the U.S. economy. I
argue that there is no reason to provide foreign investors a tax
break or incentive denied our own citizens.

The exemption from capital gains taxation is a strong incentive
to invest in U.S. real estate. The incentive only increases as land
prices rise, pushing farmland prices out of reach of the American
farmer. It is a leverage which is neither needed nor desired.

The May 1979 Treasury study on "The Taxation of Foreign In-
vestments in the United States" indicates that taxing capital gains
on the sale of U.S. real property is fully consistent with interna-
tional practice and that the United States is unusual by not taxing
such gains.

There are strong economic arguments against providing a tax
incentive for foreign investors in U.S. real estate. Unlike securities,
land is a limited commodity and the growing foreign interest in
U.S. land has only added to the rate of farmland appreciation.
There is no reason to provide a tax incentive for foreigners to
invest in such a precious, limited resource. It creates an ideal
climate for speculation which only adds to the investment's attrac-
tion and the rate of inflation to domestic investors.

I am confident that today's hearing will shed further light on the
foreign investment issue and that Congress will act this year to end
the capital gains tax advantage for foreign investors.

Senator BYRD. Thank you, Senator Wallop.
Senator Packwood, do you have a statement?
Senator PACKWOOD. I have no statement.
Senator BYRD. The committee is pleased to have the distin-

guished senior Senator from Arkansas, Mr. Bumpers, as a witness
today. Senator Bumpers has introduced one of the two pieces of
legislation which is being considered by this committee.

I welcome Senator Bumpers, and you may proceed as you wish.
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STATEMENT OF HON. DALE BUMPERS, U.S. SENATOR FROM
THE STATE OF ARKANSAS

Senator BUMPERS. First of all, I thank the committee for holding
these hearings.

The large number of cosponsors for Senator Wallop's proposal,
S. 208, and for my proposal, S. 192, demonstrates the Senate's recog-
nition of the problem, so I will not belabor the point.

Suffice it to say that there are ample incentives, such as the
overall political and economic stability of this country to induce
investments in this country without adding further incentives of
tax treatment that actually favors foreign investors over American
citizens. The current tax laws provide such an incentive, and it
ought to be removed.

I agree with the statement which Senator Wallop made when he
introduced S. 208 and he said that "there is no reason to provide
foreign investors with a tax incentive denied our own people" and
that this issue presents important questions of "equity and confi-
dence in our tax laws."

I could not agree more that it is unfair to allow foreigners to
escape any taxation on the sale of agricultural lands while Ameri-
cans pay.

The same logic which requires that taxation applies equally well
to require that foreigners be taxed on capital gains arising from all
their American investments. My proposal goes further than Sena-
tor Wallop's to provide for that.

Senator Wallop's proposal recognizes that the transfer of stock
may be the equivalent to the transfer of land itself, so it devises a
method for determining when that occurs. That device will no
doubt be examined during these hearings.

Because my proposal would automatically embrace the transfer
of stock, there is no need to determine whether a transfer of stock
is really a taxable transfer of land.

If either my proposal or Senator Wallop's is adopted, it is possi-
ble that taxing the transfer of stock could lead to some tax evasion
when the stock is held by nonresident aliens. That possibility,
however, must be distinguished from the necessity to impose the
tax itself, and this committee should not be deterred by possibili-
ties of evasion. Instead, it should devise a means of curtailing any
evasion, as I am confident that it can.

These hearings may also reveal that there are potential conflicts
with tax treaties. On this subject, the tax treaties must yield.
Regardless of the investment advantage which treaties might
secure for Americans investing abroad, they cannot be allowed to
dictate a domestic tax policy which discriminates against American
citizens investing in American property.

Since these hearings are aimed at eliminating the disparity be-
tween the taxation of domestic investment by foreigners and by
Americans, they should examine the possibility that foreigners
would still enjoy a considerable advantage, even if their capital
gains are taxed, because they would be taxed at very low levels.

Such a situation could arise; for example, if foreigners generally
have no taxable ordinary income, while an American citizen's capi-
tal gains would be taxed on top of his ordinary income at a higher
rate. If these hearings reveal that such a disparity would result,
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then some device, such as the minimum tax or simply a flat rate of
tax, should be used to reduce it. It should not serve the purposes of
either my proposal or Senator Wallop's to eliminate the discrimina-
tory law and allow the actual discrimination to continue.

Finally, I must confess that I suspect that my proposal may not
go far enough, because it may still be possible for foreign owners of
American land to avoid taxes by selling the produce of that land at
less than its market value to a related entity located abroad. That
produce would then be incorporated into a finished product without
ever being taxed.

Such a practice would equally discriminate against domestic pro-
ducers. Section 482 may well be designed to forestall such a prac-
tice, but, as a practical matter, it may not be sufficient for tb* task.

Therefore, I urge this committee to use these hearings to exam-
ine whether such a practice is occurring and to determine whether
section 482 is adequate to end it.

Senator BYRD. Thank you, Senator Bumpers.
What is the basic difference between your bill and Senator Wal-

lop's bill?
Senator BUMPERS. Senator Wallop's bill covers agricultural lands

and he has a provision there to allow the Secretary, I believe, some
discretion in determining whether a stock transfer may be consid-
ered the equivalent of a land transfer. Mine attempts to get at
both.

I admit, Mr. Chairman, I think that almost everybody would
agree that foreigners buying and selling land in this country cer-
tainly ought to pay the same capital gains rate that the American
citizens pay. When you go beyond that and start trying to tax
transfers of stock, it immediately gets a little sticky.

For example, a German citizen may hold stock in IBM. He can
sell it to another German citizen, or a French citizen, and presum-
ably he would pay tax in his country on that, but would pay none
in this country.

Senator BYRD. As I visualize it, while you would prefer your
proposal, you also support Senator Wallop's proposal?

Senator BUMPERS. You are precisely right, Mr. Chairman.
Senator BYRD. Thank you.
Senator Packwood?
Senator PACKWOOD. I am a bit confused. Would you tax all

foreign investment in this country at the same rates that we tax
domestic investment?

Senator BUMPERS. Senator Packwood, that is a question that I,
probably, just on the face of it, I would say that probably not, but I
would use reciprocity as the determining feature.

In other words, if our tax treaties, any tax treaty that we may
have with another country, provides for what I consider to be
discrimination against an American citizen investing in their coun-
try where they enjoy an advantage and investing in this country,
then that tax treaty just as inequity, it is very difficult to deter-
mine.

In my opinion, those treaties ought to be revised so all citizens of
countries who do reciprocate are treated equally.

Senator PACKWOOD. I was not thinking of the treaties.
Senator BUMPERS. Foreign investment in banks, for example.
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Senator PACKWOOD. Where the tax on the investment, is called
withholding tax.

Senator BUMPERS. What?
Senator PACKWOOD. We went through this debate 2 years ago; in

banks where foreign investors make deposits, the investors pay no
withholding tax.

Senator BUMPERS. Yes.
Senator PACKWOOD. The argument is, of course, that it attracts

capital to this country. My question is this: Is there any validity to
the argument that we should give preference to foreign investment
in this country because it will attract capital we would not other-
wise attract?

Senator BuMPERS. To tell you the truth, when you consider the
depressed value of the dollar, I think that is probably, right now, at
least, plus the political stability of this country which most people
found attractive, particularly from underdeveloped countries, the
OPEC nations. I think those are sufficient incentives, maybe.

But still, there is a great deal of international competition for
capital and Japan and Germany and the United Kingdom and
other developed countries are competing for that same capital and
when they are providing incentives that we are not, they also have
fairly stable political and economic systems that are fairly attrac-
tive to these people.

You know, Bob, I honestly-when this debate occurred 2 years
ago, the bankers in this country, as you know, just went ape, and
with very good reason. Most of them were holding prestigious
deposits from these countries and they could see the outflow of that
capital with terrible business consequences to those banks.

I think we got into the debate at that time as to whether those
banks ought to be able to reveal the amount of foreign holdings
they have, foreign investment in the bank. That amount-for ex-
ample, Saudi Arabia has invested in Chase Manhattan. I can cer-
tainly understand Chase's reluctance to reveal a figure like that
because that is a revelation of a client privilege that we do not
normally require of anybody else.

I tell you, I have not firmly fixed my mind on that, because of
that. There are $600 billion, Eurodollars, Petrodollars, or whatever
name you want to give to all those dollars we have spent abroad
for many purposes, floating around the world.

Obviously, if they dump all of that money in this country at the
same time, if everybody decides to come home and invest that $600
billion at one time, the inflation rate that would result, in my
opinion, would sink our ship.

So we have to balance all of that. It is a synergistic thing.
It occurs to me that Senator Wallop's bill and my bill on the

issue of agricultural lands does address one of the more egregious
and visible discriminatory laws.

Senator PACKWOOD. Thank you.
Senator BYRD. Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.
Senator Bumpers, neither your bill nor mine proposes to override

U.S. tax treaties, but would you be in favor of a tax treaty override
provision if it were necessary to carry out the intention of either
one?

50-150 0 - 79 - 3
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Senator BUMPERS. I almost said that in my testimony but I will
be frank with you. That troubles me a little bit.

I think treaties ought to be handled on a case by case basis,
rather, but in this case, on agricultural lands, yes, absolutely.

Senator WALLOP. Thank you.
Senator BUMPERS. Mr. Chairman, if I may make one other obser-

vation, we tried to design a bill about 6 months ago with little luck
and I forget exactly where the embryo of the idea was, but as you
know, a foreign agricultural investor can come to this country and
buy-well, I do not mind calling names. Let's take Lichtenstein,
which buys 10,000 acres of land in southwest Arkansas and 10,000
acres of land in Texas, which adjoins it, down near Texarkana.

They are good citizens, as far as I know. I am just using them as
an example.

They can grow anything they want to there, and I believe, con-
ceivably-you might ask the Secretary about this-let us say they
are raising soybeans on that 20,000 acres of land and the cost of
growing those beans is precisely, or virtually, the same as it is for
an American farmer growing the same number of acres of soy-
beans, yet there can be a parent company, let's say back in Lich-
tenstein, that can harvest those beans, as far as I know, ship them
back to the parent company in Lichtenstein and no taxable trans-
fer takes place.

If they file a tax return in this country on that sale, they could
simply show that the sales price was some deflated price to cover
the cost of production.

If it cost them $5 a bushel to produce those beans, they could sell
them for $5 a bushel to the parent corporation. The parent corpora-
tion can sell them in Europe for $10 a bushel and realize a $5
profit in Europe where there is no profit derived here and the
United States gets no tax from that.

You can see, when you have 20,000 acres of land taken out,
where those kinds of transactions can occur. Our tax base is seri-
ously eroded every time there is a foreign purchase of agricultural
lands from another standpoint. Do I make that point clear?

That may not be as simple as I suggested here. We have been
trying to design a bill to cover that and I have not been able to do
it.

Senator BYRD. That is my question. As I visualize it, Senator
Wallop's bill does not cover the situation which you outlined.

Senator BUMPERS. Mine does not, either. I just throw that out
because I covered that in the last paragaph of my testimony. It is
another place where I hope the staff of this committee would look
into the possibilities of redressing that.

Senator WALLOP. It certainly is another place where it is obvious
that we do not need to design a further inducement to invest in
American farmland. There are inducements enough.

Senator BUMPERS. You are absolutely right. Constitutionally, I do
not think we can prohibit-the Supreme Court has ruled that
citizenship includes aliens so when it comes to alienation of proper-
ty, I doubt that constitutionally we are ever going to be able to
prohibit foreigners from buying land in this country unless we
amend the Constitution, but what we have been doing, we have
been giving tax incentives to invest.
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The whole purpose of Senator Wallop's and my bill and the other
hundreds of others that have been introduced in the House is to
remove those incentives and create disincentives.

Thank you very much, Mr. Chairman.
Senator BYRD. Thank you very much, Senator Bumpers. You

made many good points.
The next witness will be the distinguished Congressman from

Iowa, Mr. Charles E. Grassley.
We are glad to have you again before this committee, Congress-

man Grassley.
Representative GRASuSLE. Thank you, Senator.
Senator BYRD. It is always good to see you.

STATEMENT OF HON. CHARLES E. GRASSLEY, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF IOWA
Representative GRAmSSJm. I appreciate working with you on

doing away with the carryover basis. Hopefully we can get that job
done here, too.

Senator BYRD. I hope so. I appreciate your strong support in the
House.

Representative GRASSLEY. Mr. Chairman, Senator Packwood,
Senator Wallop, members of the committee generally, I appreciate
the opportunity to be with you this morning. I have introduced a
bill similar to the one Senator Wallop introduced, so similar I
guess I could say there are only a few technical differences.

You passed a bill last year. We had a bill introduced last year.
However, we did not get hearings on it in the House. We have 172
cosponsors in the House which shows overwhelming support in the
House for it, at least in the matter of introduction.

I feel we will get hearings. We have been promised hearings by
one of the Ways and Means subcommittees. No date has been set
yet at this point.

The point was first made by the Senator from Arkansas as for
the reason for this bill--equity. Sentaor Wallop and I zero in on
farmland. The question can legitimately be raised as to why just
agricultural land as to all real estate. That is a legitimate question,
one that at this point I am not prepared to respond to completely,
but there is an overemphasis of foreign investment in this country
on agricultural land, at least as agriculture relates to the total
economy in this country.

Last year foreign investors invested $800 million in U.S. farm-
land, according to a Brussels-based European investment research
center.

This constituted 30 percent of foreign direct investment in the
United States.

There is one example where Dutch interests paid $5.7 million for
what I know as Green Hill Farms, one of Oregon's agricultural
holdings. In 1977, foreign interests purchased large tracts of land,
including 12,000 acres in Illinois, 10,000 in Texas, 23,000 in Wyo-
ming.

There are obvious reasons why U.S. farmlands are attractive to
foreign investments. One, they desire an opportunity to diversify
investments and, of course, in America there is the rapidly appreci-
ating farmland price that is encouraging to investors overseas.
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And, of course, that is a more favorable price for U.S. farmland,
compared to farmland in Western Europe and Japan.

At various times, particularly a year ago-and maybe now there
is a new trend setting in-there is a favorable currency exchange
rate for some foreign investors allowing the purchase of U.S. prop-
erty at what I consider to be a considerable discount.

Another advantage is the stability of the U.S. investment situa-
tion compared to that in other countries and lastly, and the pur-
pose of our bill, there are sizable capital gains tax incentives for
investments, particularly as it relates to our relationships with
foreign investors because of certain tax treaties we have.

The avoidance of a capital gains tax can make a significant
difference in the amount of foreign investment that a foreign inves-
tor is willing to pay for land. Research done by the Economic
Research Service of the USDA, Working Paper No. 47, will tell you
that if there is an appreciation of 8 percent in farmland, a foreign
investor could economically pay 14 percent to 15 percent more for
the farmland because of the exemption from capital gains.

If farmland would appreciate 10 percent, a foreign investor
would be willing to pay, or could have an advantage of paying,
between 5.6 to 24 percent more than a domestic farmer because of
the capital gains exemption.

So we get down to the basic point, the basic point, one of equity
for American farmers. We cannot do as we did for the carryover
basis. That may be the sort of tax advantage that foreigners have
in buying farmland in this country is a detriment to keeping the
family farmer young and passing onto the next generation the
family farm institutions.

We could also argue that quite obviously we should not have this
unfair competition. Most of this I think has been-I do not know
whether unknown, but at least not discussed by people-until a
year ago, because of what Congressman Noland of Minnesota and I
did in the House and what Senator Talmadge did in the Senate to
bring attention to foreign investment in this country, and we did
get a bill passed requiring foreigners who do invest in farmland in
America, because heretofore there had been no registry of such
land so we did not know what the total investment was.

There were a few State laws that required that investment, but
only three or four State laws were really adequate to report the
total investments, just in those States, so this bill was passed.

We will not know until October 6 when certain deadlines on that
legislation are reached as to just exactly what that total invest-
ment is.

During our debate of that bill last year, and hearings on the bill,
and probably also in the Senate, there did come out evidence of the
unequal treatment of American farmers, or any Americans invest-
ing in agricultural land, as compared to what advantage certain
foreigners have under the tax treaties of our country and hence
our bill, and the rapid passage of the same bill by the Senate. Even
though 100 House Members last year signed a letter to the confer-
ees working on that tax bill, we were still not able to get the House
conferees to go along with the Senate conferees on that point.

We hope now, with these hearings and with hearings that are
coming up in the House, with 172 Members sponsoring it in the
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House, and with what I think is close to a majority, or more than amajority of the Senate interested in this issue, we will be able to
bring the proper attention and obviously get the votes to pass the
bill. Maybe better yet, encourage the proper Cabinet-level agencies
in the administrative branch of Government to negotiate the trea-
ties so that American citizens who want to invest do not have this
disadvantage.

I would like to call to your attention, in closing, to the chart over
here that was prepared by the Library of Congress, the Joint
Committee on Taxation, and an agency in the IRS, that will tell
you about a citizen of a foreign country who, under the tax treaties
that we have with the Netherlands Antilles, could invest in farm-
land and, through proper election at the right time, avoid paying
any capital gains that an American citizen investing in the same
land over the same period of time would end up paying a $400,000
capital gains tax.

I think that lays it out, as clearly as anything can, of the necessi-
ty for this legislation, or at least a necessity for the Cabinet-level
agencies to renegotiate these treaties.

If there are any questions, I would be glad to answer them.
Senator BYRD. Thank you, Congressman Grassley.
You represent a farming and agricultural area. Do you feel that

most of the farmers in your congressional district, andin Iowa, for
that matter, would favor the legislation being considered today?

Representative GRAssLY. No doubt about it. In fact, when you
tell them of the tax advantages that foreigners have in buying
farmland compared to what American citizens might have, they
cannot even believe that such a situation like that would exist,
that a country's government, established to protect American citi-
zens and to give equal treatment, that we could allow a situation
like this to exist. More importantly, how could it ever have been
done in the first place.

Senator BYRD. Thank you, sir.
Senator Packwood?
Senator PACKWOOD. I have no questions.
Senator BYRD. Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.
I want to welcome you here this morning and thank you very

much for the support that you have given us on the other side
because I think we are going to need it, although the inclination on
both sides is clearly to address the problems identified in our bills.

In your State of Iowa, would you say that the concern over
foreign investment in agricultural land is of temporary interest, or
that the farmers will continue to be troubled?

Representative GRASSLzy. At least for the last 6 or 8 years, it has
been a prime interest. It led to the legislature 3 or 4 years ago
passing one of the better State laws on the registration of foreign
ownership of farmland.

The tax problems, even though they are not as well known, just
the general question of who owns how much land, is still equally
important but just has not gotten the attention at this point.

Senator WALLOP. Do you perceive any interest in your State in
applying this tax to all real estate, as opposed to just farmland, or
is that not a topic?
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Representative GRAssizy. Again, I think the most interest is in
the farmland. I, quite frankly, have not made up my mind on that
point entirely and I guess I would like to leave myself open to
dialogue on that point.

If there is some way that our bill, zeroing in just on agricultural
land, is very difficult to substantiate because of the narrowness of
it, then quite obviously, as a matter of fairness and equity, we
would want to expand it. But when I consider 30 percent of foreign
investment zeroing in on agriculture in this country based on this
institute in Brussel's study, that is where I want to zero in and
that is the main interest in the United States, in my State, and
Senator Talmadge's study of the interest in the agricultural report-
ing bill that was passed last year led us in this direction.

Maybe our opening up the issue for the first time causes legiti-
mately the expansion of the discussion of that point. I think we
ought to look at it. I do not think that we ought to do anything to
hinder the passage of this bill, because there might be some doubt
that maybe we should not make it all-encompassing, because I
think, quite frankly, that there has been adequate evidence laid
out here that we at least need it for the agricultural segment of
our investment economy.

Senator WALLOP. I think it fair to say, speaking for myself-and
by the nature of your bill, perhaps for you to-that none of us have
in mind launching an attack on the portfolio security of foreign
investors. We are addressing a problem here more specific than
capital gains generally, investments and stocks, for instance, that
are necessarily going to be in the French area of this argument.

I compliment you on your chart, particularly the demonstration
of the $400,000 differential potential between a foreign investor
and an American investor. It is easy to see what that does to the
escalation of the rate of inflation in American farmland.

I think that is one of the most important reasons to pursue this.
Representative GRAwsLEy. Senator, let me comment on the re-

sponsible approach of our legislation, as well as the bill that was
passed last year on reporting of farmland. It is hard for me to even
go home and justify to citizens, although I have to do it, because
this is the responsible, statesmanlike approach, that all we should
do at this point is to bring about equity in taxation and only bring
about the reporting of farmland. Most of the people back home
that I talk to-and maybe you can argue that their thinking on
this subject is not as sophisticated as it ought to be-they think
there ought to be laws right now passed banning foreign ownership
of farmland.

You know, we should not be making decisions like that in the
Congress until we get the facts. We do not have those facts yet.
Quite obviously, I do not think we ought to ban foreign ownership
anyway, but we need to have the facts there so that we can make a
more intelligent decision.

Out of this research has come a very unequitable situation that
is unjustifiable. I think this is one responsible follow-up that we
can pursue.

I thank you.
Senator BYRD. Senator Dole?
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Senator Doi. I want to thank Congressman Grassley for his
leadership in his area. Washington has had a lot of farmers here in
the last coupJe of years. In addition to prices, this has been one of
their primary complaints. This has been a complaint many of the
farmers who came on their tractors have called to my attention as
a member of the Agriculture Committee. As you indicated, Senator
Talmadge did provide leadership, along with others of us in the
Agriculture Committee-I am looking ahead at the next witness's
statement the administration suggests, the approach may be too
narrow.

Certainly Congressman Grassley, has provided strong leadership
and being as close to Iowa as Kansas is, I know of your concern for
rural areas.

I appreciate your statement. I hope that we can do something
very quickly.

Thank you.
Senator BYRD. The charts that you have presented, Congressman

Grassley, are excellent charts and, without objection on the part of
the committee, those charts will be included in the record.

[The material referred to follows:]
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Senator BYRD. Thank you.
[The prepared statement of Mr. Grassley follows:]

REMARKS OF CONGRESSMAN CHARLES GRAssLEy OF IOWA

Thank you, Mr. Chairman, for allowing me the opportunity to testify this morn-
ing in support of S. 208. Senator Wallop and I co-authored similar legislation in the
95th Congress. Unfortunately, the Senate-passed bill was eliminated in the tax
conference, despite the fact that over 100 members of Congress endorsed the Senate
language in a letter to the House conferees.

This year, we are in a better position, since 172 members of Congress have
cosponsored our bill. The Ways and Means Committee has also indicated their
willingness to hold hearings on the bill although no specific date has been set as yet.

I do not intend to testify this morning as an expert on tax law. However, as a
primary author of the Agricultural Foreign Investment Act of 1978, I became very
aware of one fact. That is that no one in government or otherwise has any idea how
much foreign investment there is in farmland or real estate in general for that
matter. I believe the Treasury Department confirmed my conclusions in their recent
report to the Congress on foreign investment in farmland.

I certainly do not want to leave this committee with the impression that the
Grassley-Wallop bill is the final solution to this difficult subject. though I will not
be able to stay to hear the rest of the witnesses, a member of my staff will inform
me of the suggestions made here today. I intend to keep an open mind, especially
with regard to the Treasury Department's suggestion that the bill be expanded to
include all real estate. However, I am concerned that this might lessen the chances
for the bill's passage if it were misinterpreted by certain interest groups as an
attempt to somehow keep foreign investment out of the United States. On the
contrary, I would to see as many American dollars repatriated to this country as
quickly as possible.

However, and I think that this is the central concern of both Senator Wallop and
I, it should not be done at the expense of the American farmer or any American for
that matter. I do not think our tax treaties and statutes should place a foreign
investor in a more competitive position to purchase a piece of farmland than an
American farmer or investor. Especially when the American happens to be a young
farmer attempting to buy his own land. Simply stated, it boils down to being a
matter of equity for the American farmer.

The chart that I have brought with me today illustrates that an American farmer
cannot effectively compete for available farmland. It compares a foreign investor
who incorporates in the Netherlands Antilles for the purpose of investing in farm-
land in the United States with an American farmer subject to our tax laws. The
bottom line of the chart is that with the same amount of investment, the foreign
investor who takes advantage of a loophole in our tax treaty with the Netherlands
Antilles and our own tax statutes, will end up after the sale of the farm with
$400,000 more in his pocket than the American. This fact allows the foreign investor
to outbid the American investor because he knows that he can avoid paying any
capital gains tax when he sells the farm. I commend the Chairman and Senator
Wallop for tackling this difficult problem, especially at a time when our balance-of-
payments may be adversely affected if the wrong decision is made. Thank you. I
would be glad to answer any questions that the committee might have.

Senator DoLE. May I put a statement in the record?
Senator BYRD. Yes.
Senator DoLE. I will not read it. I will just put it into the record,

but it is a good statement.
Senator BYRD. I am sure it is.
[The prepared statement of Senator Dole follows:]

STATEMENT OF SENATOR BOB DOLE

In recent years, foreign ownership of U.S. property has increased. In some por-
tions of rural America, farmers are alarmed that passive foreign investors are
needlessly bidding up the price of property. The property may be removed from the
production of agriculture products which, in the long run, will prove to be detrimen.
tal to this country.

Mr. Chairman, nonresident aliens and certain foreign corporations are subject to
different tax treatment than our own citizens. These advantages may be contribut-
ing to the growth of foreign ownership of U.S. property. While I recognize the need
to recycle money through the international system, we must be careful. In 1977, and
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the first half of 1978, nonresident alie.,s were purchasing agricultural lands at a
rate of 560,000 acres per year. In a recent report by the Treury Department, the
value of foreign purchases of U.S. land was approximately $560 million, or 4 percent
of the total value of agricultural land sold in 1977. The average size of the foreign
purchases is almost 4 times that of the U.S. overall average. There is some evidence
to be concerned.

Under present law, capital gains realized by nonresident aliens and foreign corpo-
rations are not subject to U.S. tax unless they are "effectively connected with a Us.
trade or business." This must change. As a cosponsor of the bill introduced by
Senator Wallop, I support his efforts to remove the tax advantage to the foreign
investor and preserve the integrity of American farm lands.

Mr. Chairman, I look forward to the comments of the witnesses today. However, it
is my hope that the full committee and the Senate could expeditiously consider this
very important piece of legislation.

Senator BYRD. The next witness will be the Honorable Donald C.
Lubick, Assistant Secretary of the Treasury for Tax Policy.

I am glad to have you, Mr. Lubick.
Mr. LUBICK. Thank you, Mr. Chairman.
With me are Tom Horst, Chief International Economist, and

Stanley Longbein, of the Office of International Tax Counsel. They
are the principal authors of our report on taxation of foreign
investment in U.S. real estate.

With your permission, I would like to insert my prepared state-
ment and a copy of the report in the record.

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY
Mr. LUBICK. I would like to associate myself with Senator Dole's

statement. I have not seen it, but with his usual perspicacity, I
know I will agree with it.

Our report describes the opportunities and possibilities for ma-
nipulation in connection with foreign ownership of real estate.
Basically, there are a couple of principles that you should bear in
mind.

Capital gains of nonresident aliens are taxed, by and large, only
if they are effectively connected with the conduct of a U.S. trade or
business. If they are not connected with a trade or business, then
they are not taxed under the U.S. Internal Revenue Code when
realized by a nonresident alien.

On the other hand, ordinary real estate operating income, such
as farming income or rental income, is taxed at U.S. rates, if it is
effectively connected, U.S. rates applicable to domestic taxpayers,
and if it is not effectively connected, however, it is subject to a flat
30-percent rate on gross.

Ordinarily, this means that it is more desirable to be effectively
connected with a trade or business in the United States during the
time of operation of that business because a 30-percent rate of tax
is usually much higher than the normal U.S. rates where all of the
deductions applicable to real estate are available.

On the other hand, when the time comes for disposition of the
property, because there is taxation, if effectively connected, foreign
taxpayers prefer the opposite side of the coin and find ways to shift
from ing effectively connected income to noneffectively connect-
ed income.

And our report indicates that there are many ways in which this
goal of having both sides of the coin can be achieved.



39

Senator Wallop's bill would go after this problem by making
agricultural land subject to taxation at capital gains rates when
disposed of by a foreign investors, and he has expressed the con-
cern that we have an especially attractive situation for foreign
investors driving up the price of real estate and affecting the
ability of independent U.S. farmers to remain economically viable
in light of this competition for land.

Our report in chapter 2 shows the inadequacy of our statistics,
but suggests that there have been some recent accumulations of
evidence which show a trend not reflected in the statistics which
are somewhat out of date. It is our position that all the arguments
advanced in favor of Senator Wallop's bill apply equally to all real
estate.

We believe that gain recognized by nonresident alien investors in
U.S. real estate ought to be taxable. We would apply that rule to
all real estate, because, first of all, real estate has a situs in the
United States. It is located here. It is regarded in the U.S. Internal
Revenue Code as gain from sources within the United States.

Under our source rule, gain from the sale of real estate is U.S.
source income.

As has been pointed out, it is in accordance with international
convention -d practice to tax real estate at the situs. On the other
hand, we find the Senator Bumpers' bill by taxing the gain on
shares of stock, general investment assets, goes too far.

We do not believe that the present rules ought to be changed
except in the limited circumstance when necessary to end abuse, to
protect the rule of Senator Wallop's bill, to deal with incorporated
real estate companies.

We do not very well see how you can tax real gain on the sale of
real estate and permit the seller the day before he sells it to put it
into a real estate holding company and then sell off the shares.
That is sending an invitation in large, bold letters to avoid the rule
that you have decided is desirable.

We do think, however, that we ought not to tax gain generally
on the sale of shares. We think that has very serious balance of
payments implications. It is not an area where there has been
manipulation as there has been in the case of real estate rules
being taxed as a U.S. taxpayer currently and then switching over
to being not effectively connected with a U.S. trade or business.

There are capital formation reasons that we are concerned with
to encourage investment generally in shares, so we would draw the
line as between real estate generally and shares of stock with the
exception that, in order to protect the real estate rule, we will have
to deal with the real estate situation where the real estate is in an
incorporated holding company.

We are not concerned with the sale of real estate where you have
a plant in connection with a big operating manufacturing business.
That is incorporated.

Therefore, we would not go so far as Senator Wallop does to tax
any corporation on the attributable portion of real estate gain to
the sale of shares.

Instead, we have set up a tax which we think will solve his
particular problem and deal with the abuse cases. We would sa
that where either 50 percent of the income of a corporation for a 3-
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year period is real property income, such as farming income and
rental income, or if 90 percent of the assets of that corporation,
exclusive of cash certificates of deposit and other assets that could
bepumped in to change the ratio, if those are real property assets
and if most of the stock, more than half of the stock, is owned by
10 or fewer nonresident aliens, then we think the sale of shares
ought to be regarded as a sale of real estate and we would apply
U.S. capital gains rates to that transaction.

Now, the principal problem that has been touched on in Senator
Wallop's bill, and which we are concerned with, is one of enforce-
ment. If you have the sale of real estate, it is reasonably easy to
enforce. You could, perhaps, put a lien on the real estate and make
sure that certain requirements are satisfied.

When you deal with the sale of shares, it is a little more difficult
because those assets are, of course, movable assets.

Senator Wallop's bill suggests that the purchaser who pays over
the purchase price ought to withhold the usual 30-percent rate of
gross withholding on a payment to a nonresident alien and the
problems which we see are, first, that the purchaser may not know
the identity of the seller, whether he is a foreign person; he may
not know what his gain is, and there may be some heavy overtaxa-
tion because the gross amount of the purchase price may not mean
that there is a substantial gain; and, indeed, there are also the
circumstances where you have a purchaser being a foreign person
himself, and we cannot get hold of one foreigner selling to another
foreigner.

Therefore, we would build on Senator Wallop's proposal and try
to impose some obligations on the seller to overcome those prob-
lems. We would require the seller to disclose his identity or that of
the real party at interest. We would require him to disclose the
information necessary to calculate the amount due to avoid over-
withholding, and we would provide some backup liability on the
corporation if shares are traded without payment of tax.

We would look forward to working with the committee in getting
protective rules to deal with that situation.

One tinal point, and that is, we believe that it is important,
because of the nature of our treaty obligations which represent the
combination of law and arduous negotiations over a period of time,
that we not lightly override these obligations, and therefore, we
would suggest, since many of our treaty partners are anxious and
willing to enter into negotiations with us to arrive at an accommo-
dation in this area that where every provision of the bill, as finally
enacted, does conflict with a treaty, that we have a reasonable
period of time to renegotiate these treaty obligations so that we
can handle the process of international relations on a smooth basis.

I will be pleased to answer any questions that you may have.
Senator BYRD. Thank you, Mr. Secretary.
Let me ask you this. f an American citizen invests in farmland

in Canada and sells it and makes a profit, what is the tax conse-
quences of such a transaction?

Mr. LUBICK. The Canadians have already gone this route that we
are suggesting. Under the Canadian tax law, gains of nonresidents
from the disposal of real property, are subject to Canadian tax in
the same way as taxable capital gains of Canadian residents.
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It is essentially a taxation of half the gain at ordinary rates, and
they define real property interest as including shares of Canadian
corporations where the nonresident shareholder owns at least 25
percent of the shares of any class of stock of the corporation.

We have suggested a somewhat narrower test which we think
might be, nevertheless, appropriate and would control the abuse.

They also have a system to deal with the collection of tax in that
situation, two alternative methods. One, that the nonresident pro-
posing to make a sale, the seller, may report the contemplated
transaction to the Minister of Inland Revenue, indicating the ex-
pected purchaser and identification of the property to be disposed
of, the anticipated proceeds, his basis, and he is required to remit
either 25 percent of the anticipated gain or furnish some accept-
able security.

The Minister then gives him a certificate that permits a sale as
far as the purchaser is concerned without any obligation on his
part. On the other hand, if the seller has not filed a report, the
parties may nevertheless conclude the transaction. The seller has
to file an information return with about the same information.

Senator BYRD. At any rate, how would you sum it up?
Mr. LUBICK. They do have a procedure and we could take a look

at that when we go to mark up the bill.
Senator BYRD. The Canadian procedure is very similiar to what

Senator Wallop proposes, not the procedure for collection, but the
tax?

Mr. LUBICK. Yes.
I should point out that we have a convention with Canada that

overrides that particular legislation as far as U.S. sellers are con-
cerned, but basically we could model ourselves, with some vari-
ation, on the Canadian experience.

Senator BYRD. Let me see if I can summarize your view on these
two bills. You feel that Senator Bumpers' bill goes too far?

Mr. LUBICK. Yes.
We think at this time, with our needs for capital formation and

our needs for orderly markets and our needs for balance of pay-
ments that, in effect, there is no manipulation in respect to ordi-
nary share ownership; that we ought not to try to tax gain on all
shares.

We think that this is a real property problem. As a matter of
fact, under our existing source rules, gain from the sale of shares is
sourced, where it takes place, and Senator Bumpers' bill applies to
capital gains from sources within the United States and it would be
very easy to avoid the impact of the bill simply by making a sale
outside of the United States.

On the other hand, with real property we have a situs in the
United States. We think it is appropriate to tax gain from the sale
of real property in the United States and we would deal with the
incorporated personal holding company type of corporation by ap-
plying the same rules with respect to those shares.

Senator BYRD. The Treasury Department favors Senator Wallop's
bill, with certain modifications?

Mr. LUBICK. Yes. We would expand it to cover all real estate, not
just agricultural real estate, and we would beef up the enforcement
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mechanism to put some obligations on the seller as well as on the
purchaser.

Senator BYRD. Can you tell us how much foreign investment
there is in the United States, how much of that is in real estate
and how much of the real estate is in farmland?

Mr. LuBICK. Those are the figures that we indicate in our report
which are very shadowy. The material that we generally have-if
you have a copy of our report, it is on page 6-we have some
figures. We have a number here from distribution. We have some
1974 statistics which we think are perhaps not accurately reflective
of the problem and it shows total assets owned by foreigners for all
industries, $174 billion of which real estate is $4.2 billion; and of
that $4.2 billion, you see the property, plant and equipment ac-
count, net of mortgage liabilities at $2.6 billion and the property
alone at $621 million.

We are not able to break it down between agricultural and
nonagricultural real estate.

Yes, we do. On the top of page 9, we have an estimate on acreage
which foreigners own 3 million acres of the estimated 1 billion
total acreage of U.S. agricultural land in 1978.

Senator BYRD. Am I correct, then, according to your figures
foreigners have total investments in the United States of $174
billion?

Mr. LUBICK. That is 1974. It has doubtless increased substantially
since that time.

Senator BYRD. Of that $174 billion, $4.2 billion is in real estate?
Mr. LUBICK. Those are the 1974 amounts.
Senator BYRD. You cannot break that down between farmland

and nonfarmland, but you have another figure showing 3 million
acres of farmland?

Mr. LUBICK. Yes. That is a comparatively recent figure. It is
based upon the GAO study, June 12, 1978, which estimates foreign-
ers owning 3 million acres out of the estimated 1 billion total acres.

Senator BYRD. Of the total of $4.2 billion in real estate, if that is
a 1974 figure, now, 5 years later, it probably has substantially been
increased above that amount.

Mr. LUBICK. Yes. As indicated on page 9 of our report, the
average size of farm purchase was almost four times as large as the
overall U.S. average of 308 acres, and then we assume that foreign-
ers are purchasing somewhat more expensive land than domestic
purchasers.

The implication is that the average purchase by the foreign
buyer was worth about $1.1 million, six or seven times as large as
the average domestic purchase.

We think that represents a rather serious trend.
Senator BYRD. Assuming Senator Wallop's proposal were adopted

by the Congress, would that require a negotiation of any treaties?
Mr. LUBICK. About half of our treaties, about 15 treaties-and 2

of the most important ones, of course, are Canada and Germany
that would be involved.

Senator BYRD. They would need to be renegotiated, would they?
Mr. LUBICK. Yes.
Senator BYRD. Is there a provision for opening renegotiations?
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Mr. LUBICK. As to both of those, there are provisions, standard
provisions, for reopening. It so happens that we, at the present
time, are engaged in comprehensive negotiations with both those
countries so that it could be put right into the context of the
existing negotiations.

Senator BYRD. You touched on this, but I am not clear as to your
position. As a practical matter, can the Treasury Department suc-
cessfully collect a capital gains tax from a foreign investor?

Mr. LUBICK. There are always going to be difficulties, in particU;'
lar with the incorporated real estate. We have made the best effort
we can, we think. Just because there are difficulties we do not
want to throw up our hands and say we will not try. Then you
might as well not enact the original provision.

But if we place obligations on the corporation with respect to
corporate-owned real estate, we think we have a reasonable pros-
pect of doing a decent job of enf. rcement.

We are not going to get 100 percent, but we do not in very many
areas.

Senator BYRD. Of the total investments of foreigners in real
estate, what is the breakdown between office buildings and apart-
ment buildings and raw land?

Mr. LUBICK. If I can call your attention to the table on page 55 of
the green report, we have some information that will give you
some clues. I do not think that it is a direct answer to your
question, but we have some revenue estimates as to what the tax
consequences would be of foreign capital gains by assets sold and
you will notice we talk about assets sold in 1979 we are estimating
$150 million of agricultural land and commercial real estate, $1
billion, so the amount in investment and commercial real estate,
nonagricultural, we think is very substantially in excess of the
investment in agricultural land.

Senator BYRD. Senator Wallop?
Mr. LuBiCK. Now, that is the turnover. I do not know if the ratio

of continued ownership approximates the ratio of turnover or not.
There might be a tendency, for example, to hold one class or the
other longer. I just do not know the answer to that.

Senator BYRD. Thank you.
Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.
I want to thank you, Mr. Lubick, for the support and interest of

the Treasury Department. One thing, Mr. Chairman, that is poten-
tially different, at least in my mind, about foreign real estate
investment, particularly in land versus regular portfolio invest-
ment in stocks and bonds and that kind of thing, is the leverage
that can be achieved through the ordinary means of purchasing,
which is borrowing. As you well know, you can acquire most farm-
lands for a 29-percent downpayment. In fact, most sellers of farm-
land would prefer that, in terms of their own tax consequences.

The gains are achieved on American capital, so in terms of
encouraging foreign investment and tax formation in this country,
this would not happen with farmland. Very likely any repatriated
gains would be net capital outflow to the country greater than just
the gains in American capital.
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Mr. Lubick, I think that we will be able to work together on this
problem.

Let me ask you a question concerning the issue of overriding
international treaties. The Treasury report on taxation of foreign
investments contends that there should be considerably less inter-
national objection to a prospective override of the treaties coupled
with a sufficient time lapse of reciprocal international agreements
on shares will be negotiated.

That statement suggests that the Treasury feels it could negoti-
ate agreements on a limited taxation of corporate shares, in this
instance, shares in landholding companies, and carry out the provi-
sions of the bill without causing sizable disruption.

Mr. LUBICK. We do believe that we have had some discussions
with our counterparts in foreign countries. After all, what you are
suggesting is not very much at variance with their normal practice,
so we would expect to be able to renegotiate the treaties.

Senator WALLOP. Have any of our tax treaty partners expressed
official concern over these potentials?

Mr. LUBICK. We have not heard any concern expressed. I may
point out that, since our statutory policy has been one of exemp-
tion, we have been generally offering exemption in our treaties

'without any resistance, obviously, from the other side, or at least
trying to get them to get exemption.

Our policy has been the opposite of what we would like to see.
Senator WALLOP. Are you at all familiar with why the annual

election provision was put into the treaty with the Netherlands
Antilles and into other treaties in the first place?

Mr. LUBICK. Apparently it has its genesis in an ancient provision
in our statutory law. That was a very old treaty and it was prob-
ably picked up from that.

The statutory law was changed in the Foreign Investors Act of
1966, but the Netherlands Antilles Treaty antedates that statutory
change.

Senator WALLOP. How long has Treasury been aware of the
loophole that has developed?

Mr. LUBICK. Apparently, we have been aware of our great and
liberal generosity to the rest of the world for a very long time. I
would like to point out that the election is not even a major
loophole. There are a number of others which we discussed in the
report.

We have been aware of this whole problem for a considerable
period of time.

Senator WALLOP. Would the provisions of this bill tend to address
that problem?

Mr. LUBICK. Yes.
Senator WALLOP. The ones you suggest?
Mr. LUBICK. Yes.
We drafted and attached to my statement a copy of principles we

would suggest that we think would deal with the problem.
Senator WALLOP. You suggest that a reasonable period of time to

negotiate these treaties would be welcome. Could you give us an
idea of how long that would be?

Mr. LUBICK. Five years or so. The treaty process, unfortunately,
is slow. We are slow in negotiating and I would like to point out
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that the Senate is perhaps an equally guilty partner in the ratifica-
tion process.

I look forward to your early vote on the six treaties that have
been reported out by the Foreign Relations Committee, and there
are a number of others that have been there for some time.

It would be very helpful if we could get this whole process moved
along, at least voted up or down one way or the other so we knew
where we stand.

Senator WALLOP. One of the things I noted, as a junior member
of the minority party, was that I am rarely consulted as to the flow
of legislation, treaties or otherwise.

Mr. LUBICK. I am sure Senator Dole, who is frequently consulted,
would give you his ideas.

Senator BYRD. Senator Dole?
Senator DoLE. If you could find one of those treaties that you

wanted badly enough to tack on carryover basis-
Mr. LUBICK. I was going to disassociate myself from Congressman

Grassley's hortatory remarks to Senator Byrd. I am glad to find
myself in agreement with you, Senator Dole, on so many issues,
and perhaps you will see the light on that one too, after a little
while.

Senator DoLE. I just hope that you will.
Perhaps, the report answers the question. Can we identify which

particular groups have been purchasing the property?
Mr. LUBICK. We do have some information in the report. I believe

the largest investment came from Canada, if I recall.
If you would look on page 8, we have the largest number of

transactions in 1978 coming from Canada. You will notice that
there are a number from the Netherlands and the Netherlands
Antilles that might lead one to suspect that they are not, indeed,
acquisitions by nationals of those particular sovereign nations.

Then comes the United Kingdom and West Germany down with
a significant number of transactions.

Senator DOLE. I have been handed an article called, "Takeover:
The Secret Arab Strategy To Buy America." I do not know whether
you have read that particular article.

Apparently the Arabs are not in the top five, at least in this
report.

Mr. LUBICK. I do not know if they are going through the Nether-
lands Antilles. It could very well be coming through there.

I do not expect they are coming through Canada.
Senator BYRD. If Senator Dole would yield, according to your

table, there is no appreciable buying of real estate by the OPEC
countries. I was under the impression there had been.

Mr. LuBICK. Senator, I would like to caution you. We are not
suggesting that we have the information necessary to draw conclu-
sions. We are dealing with some transactions here which were
identified. These are direct investments.

One could form a U.S. corporation to acquire the real estate and
the share ownership could very well be not known or in the hands
of nominees, so there are many ways to achieve secrecy and avoid
actual, precise knowledge of who the ultimate beneficial owner is.

Senator DoLE. The United Kingdom, does it include the British
Virgin Islands?

50-150 0 - 79 -
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Mr. LUBICK. I do not believe so, Senator Dole. We would have a
separate entry in that score.

Senator DoLE. Could you explain the term "tax haven countries,"
and which are the principal ones?

Mr. LUBICK. A tax haven country would be a country which
would impose little or no tax on a nonresident of that country who
is engaging in a transaction in our country or some third country
and, of course, the treaty countries to which you have been allud-
ing are very popular tax haven jurisdictions.

Switzerland is a popular tax haven jurisdiction. Lichtenstein.
There are a number of others.

Senator DoLE. Where has most of the farmland been purchased?
Mr. LUBICK. We do not have any idea.
Senator DoLE. One other question. When somebody moves into

an area and pays a high price for a certain piece of land, it has an
impact on every other piece of land in that area.

Also, the question has been raised whether the nonresidence
continues to be used for farm purchases and whether or not the
commodities produced were to ship back to that country.

Mr. LUBICK. It is my understanding that the Department of
Agriculture is preparing a study in this area. We hope they will be
able to gather some of this data for us.

We think we can move ahead of Senator Wallop's proposal be-
cause we think it is soundly grounded conceptually. We do not see
any particular reason to delay.

It is consistent with sound tax theory.
Senator DoLE. Thank you.
Senator BYRD. Thank you, Secretary Lubick.
[The prepared statement of Mr. Lubick and the Treasury report

follow:]
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STATEMENT OF THE HONORABLE DONALD C. LUBICK, -

ASSISTANT SECRETARY FOR TAX POLtCY

I am pleased to have the opportunity today to discuss
the Administration's views on the appropriate tax treatment
of capital gains on the sale of U.S. property. we first
became aware of dissatisfaction with our present law during
Senate consideration of the Revenue Act of 1978. The
Treasury asked for and received six months time to prepare a
study and make appropriate recommendations to the Congress.
Because the Report was submitted to the Congress in early
May, and because my time this morning is limited, I would
like to submit the Report for the record and summarize only
its principal findings. Under present law, the United
States does tax capital gain of foreign taxpayers -- non-
resident alien individuals and foreign corporations -- if
such gain is effectively connected with a U.S. trade or
business. Most foreign investment in U.S. real estate
either constitutes a U.S. trade or business or, at the
election of the taxpayer, is being taxed as if it were.

The problem with present law is that a well advised
foreign taxpayer can avoid our capital gains tax upon the
sale of his U.S. real estate, even though that real estate
has been used in a U.S. trade or business. The Report notes
five methods of achieving that unintended result; other ways
may also be available. The Report indicates the sorts of
changes in present law we believe would be appropriate to
limit these opportunities for tax avoidance; I would like to
set forth a more detailed proposal this morning.

Let me begin with the scope of the Administration's
proposal which is described more fully in an attachment to
my statement. A striking difference between S.208 and S.192
is that S.208 would change present law as it applies only to
agricultural and rural land, whereas the S.192 bill would
apply to all U.S. property -- real estate, stock, bonds, and
so forth. In the administration's view, oresent law should
be changed as it aoolies to all real estate. That is to
say, we believe that the scope of 5.203, agricultural and
rural land, is too narrow, and that of S.192, all property,
is too broad. Let me explain why.

B-1687
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As noted above, present law distinquishes between
capital gain which is effectively connected with a U.S.
trade or business, and capital gain which is not. I see no
reason to question that basic distinction. The problem
highlighted in our Report is the manipulation of that
distinction to avoid capital gains tax on real estate which
has been used in a trade or business. This manipulation
appears to be a problem in real estate generally, not just
with respect to agricultural land. On the other hand, such
manipulation does not appear to be a significant factor in
the case of foreign investment in manufacturing or other
non-real-estate industries. Accordingly, our proposal is
structured to limit present abuses, rather than to make more
fundamental changes in the way we tax foreigners investing
in the United States.

As to our specific recommendations for change, we would
take the same general approach as that in S.208. we do
think, however, that S.208 could be improved upon in two
respects. The first concerns the manner in which gain from
the sale of corporate shares is taxed when such gain is
attributable to the appreciation in value of agricultural
land, or real property, held by the corporation. The second
concerns the means for collecting and enforcing the taxes
imposed. Let me address these two questions in turn.

First, the question of the taxation of gain on shares.
Under S.208, a nonresident alien or foreign corporation is
subject to taxation on the sale of shares in any corpora-
tion, or interest in any partnership, trust, or estate, to
the extent the gain is attributable to unrealized apprecia-
tion on farmland, or to gain not recognized to the corpora-
tion pursuant to the special provisions of section 337 of
the Internal Revenue Code. The Secretary of the Treasury is
to *determine" what part of any share gain is attributable
to the corporation's real property holdings, but the statute
is not clear whether the Secretary will have authority to
issue 'legislative" type regulations in this area.

In our view, this approach is both too narrow and too
broad. It is too broad in that, potentially at least, it
reaches a whole host of transactions which do not raise the
kind of problems this legislation aims at resolving. Under
this approach, for instance, a foreign person who held
shares of a public corporation -- even a U.S. public
corporation -- would be liable for tax on the sale of its
shares, if the corporation held U.S. farmland which bore
unrealized appreciation. This would embroil the Treasury in
a highly complex administrative task of devising rules for
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determining the amount of gain on the shares of any corpora-
tion were attributable to appreciation on farmland, or, if
the scope of the bill is widened, appreciation on all real
property. It would also create a very complicated, perhaps
impossible, enforcement task of trying to find all trans-
actions by foreign persons in shares of U.S. companies when
the companies held U.S. farmland, or real property. £quit-
able enforcement would probably be impossible to achieve,
and any attempt at it would in all likelihood have the
effect of disrupting investment by foreign persons in all
U.S. equity securities, to the detriment of our efforts to
stabilize our balance of payments position and to promote
capital formation in the economy.

Moreover, I do not think this approach is required by
the basic objective of the bill in taxing shares. That
objective, in our understanding, is to ensure that foreign
persons are not able to avoid capital gains taxes on farm-
land, or real estate, by the simple expedient of placing the
realty in a corporation and selling the shares. The central
concern of this legislation is with the "real estate holding
company" -- the closely held company the preponderant
portion of whose assets constitute the realty which the
foreign person would hold directly, but for the capital
gains tax on real estate.

Accordingly, we believe that the tax on shares imposed
by the legislation should be limited to real estate holding
companies, and, moreover, that the tax should apply to all
gain on such shares, not simply that attributable to
unrealized appreciation of land. Such a tax would be at
once much simpler to administer and enforce, and more
carefully tailored to neet the essential objectives of the
legislation. The Administration's proposal limits the tax
to holding company shares and extends it to all gain on such
shares.

We would also recommend enforcement provisions different
from those in S.208. Section l(b) of the bill makes the
taxation of these gains dependent upon the ordinary
withholding 4 method for taxing the income of foreign
persons. This approach presents three problems.

1. A purchaser of real estate, and still more of
shares in a company, may not know the true identity
of the seller. In the real estate industry, it is
commonplace for transactions to be effected through
nominees; shares of closely held companies may be
so traded as well; and in trades of shares of
public companies, a purchaser only very rarely
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knows the party from whom he makes his purchase.
Therefore, it is impossible for a purchaser, who
has a withholding liability, to know whether the
seller is a foreign person. while there is
existing statutory authority to relieve such a
purchaser of liability, there is insufficient
authority to compel a seller to disclose his
identity. Thus, the Treasury in these circum-
stances would have means of relieving purchasers of
unfair burdens, but only at the expense of
effective and equitaOle enforcement of the tax.

2. The withholding obligation is geared to the 'gain"
derived by the seller, and to the tax due on that
gain. But there is no way for a purchaser to know
how much gain a seller derives on a sale, and still
less to know how much tax is due on the gain. The
ordinary withholding obligation is 30 percent (or
some lower figure stipulated by tax treaty) of a
gross amount of a payment, which ordinarily con-
stitutes income to the full amount of the payment.
This is true, for instance, where the payment is a
payment of interest, dividends, or royalties. But
where the payment is a purchase price, a large part
of it, indeed in many cases all of it, may not be
capital gain -- it is simply return of capital.
And even if the amount of gain is known, the amount
of tax may not be determinable. It must be
emphasized in this context, that this legislation
contemplates "net basis* income taxes, by treating
the gains as effectively connected income. Thus, a
seller may have deductions, or other capital
losses, to offset against gains realized. It is
impossible for a purchaser to know these
circumstances, and the proposed legislation sets
forth no mechanism for giving him the power to
apprise himself of them.

3. The proposed legislation does not deal with the
fact that many of the purchasers involved, the
"withholding agents* under the legislation, may
themselves be foreign persons. Withholding taxes
are imposed because collecting tax from foreign
persons is very difficult once the income to which
the tax attaches is out of the country. 'Aith-
holding taxes contemplate that in the ordinary case
the income will be paid by a U.S. person with U.S.
assets subject to lien, attachment, or the like, in
the event of nonpayment. But in the situation
addressed by this legislation, the purchaser may
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often himself be a foreign person. This problem
becomes particularly acute in the case of a sale of
shares in a holding company, since the person
involved may keep evidence of the shares outside
the country, may have no assets in the country, and
may himself never appear in the country.

The Administration's proposals are designed to give the
Treasury tools for overcoming this variety of problems.
With respect to the first, the proposal requires that a
seller disclose the identity of the real party in interest
to the purchaser, so that the withholding agent may deter-
mine himself whether there exists a legal obligation to
withhold. With respect to the second, the proposal permits a
seller to disclose the information necessary to a purchaser
to determine the amount of tax due, so that the purchaser
will know the extent of his withholding obligations. If the
seller chooses not to do this -- our proposal permits him
this choice -- the purchaser is required to withhold the
maximum amount the tax may be, 28 percent of the purchase
price. with respect to the third problem, the proposal
establishes a device for imposing a backup liability on a
corporation or other entity whose shares are traded without
proper payment of tax. This provision would ensure that the
IRS would have the power to collect the tax from some party
which, after the transaction, continued to hold title to
property located within the United States territory.

We recognize that these enforcement proposals-are in
some respects, -far :reaching. We nevertheless believe that
they are necessary to ensure effective enforcement of the
kind of taxes this legislation contemplates, whether those
taxes are limited to agricultural land, or are extended to
all real property.

Let me comment on the relationship of present statutes
and proposed changes to our bilateral tax treaties. The
United States presently has in force bilateral tax treaties
with 38 foreign countries and 8 overseas territories. Two
of those treaties would preclude taxation of capital gain
from the sale of U.S. real estate when such gain was not
attributable to a "permanent establishment" in the United
States. Approximately one half of the treaties contain
articles exempting residents of the treaty country from U.S.
taxation on capital gain on the sale of corporate shares.
ll the treaties contain non-discrimination articles which

would, for example, prevent the United States from imposing
a tax applicable to corporations owned by residents of the
treaty country, but not to corporations owned by U.S.
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taxpayers. In the absence of specific statutory provisions
overriding these treaty provisions, the treaties take
precedent over present and future tax statutes.

The process of negotiating and ratifying a tax treaty is
long and arduous. This process would be rendered all the
more difficult, if not altogether impossible, if the United
States were to begin overriding specific treaty provisions a
foreign country had negotiated in good faith. However, most
of our treaty partners are sympathetic to considering treaty
changes necessary to prevent tax evasion and unintended tax
avoidance. Accordingly, we are opposed to any statutory
changes which would immediately override our tax treaty
obligations, but are willing to contemplate provisions which
would allow the Treasury sufficient time to implement appro-
priat'= modifications in those treaties before statutory
changes became effective.

In closing, let me say that it is far easier to see what
is wrong with present law and others' proposals for change
than it is to formulate specific alternatives. The proposal
set forth in the attachment to my statement is not the
Administration's final view of how difficult issues should
be resolved. Rather, our proposal, like others will help
focus the discussion of the appropriate shape of final
legislation. We look forward to continuing work with the
Congress in formulating mutually satisfactory legislation.
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PROPOSAL FOR TAXING CAPITAL GAIN ON NONRESIDENT
ALIENS' AND FOREIGN CORPORATIONS' INTERESTS IN

UNITED STATES REAL PROPERTY

(1) A "United States real property interest" would be
defined as an interest in real property situated within the
United States; shares of any foreign-controlled United
States real property corporation; and an audit in any United
States real property partnership or any United States real
property trust.

(2) A "foreign-controlled United States real property
corporation (or partnership or trust)" would be defined as a
corporation (or partnership or trust) which met the
following two tests:

(a) either

(i) more than 50 percent (50%) of the gross income
of such corporation, partnership or trust
during the three-year period ending with the
taxable year preceding that for which the
status of the corporation, partnership or
trust is to be determined, or for such other
period as is applicable, was derived from
commercial, agricultural, or residential
rentals from U.S. real property, from the sale
of agricultural products produced on U.S. land
held by the corporation, oattnership or trust,
or from gains from the sale of a "United
States real property interest": or

(ii) more than 90 percent (90%) of the assets of
such corporation, partnership or trust
(exclusive of cash, amounts on deposit in a
financial institution, marketable securities,
accounts or notes receivable, or other readily
marketable assets, in excess of a reasonable
amount of working capital) constitute "United
States real property interests." For this
purpose, the term "United States real property
interests" shall not include real property
used in a trade or business as described in
section 1231(b), except that such term shall
in any event include: (a) real property used
in a trade or business the primary object if
which is to earn income of a kind described in
paragraph (i) above: and (b) any real property
located in the United States which is --
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(r) land used in farming (as defined in
section 180(b) of the Code);

(I) land suitable for use in farming (as
defined in section 182(c) (2)); or

(II) land in a rural area (within the meaning
of paragraph (7) of section 306(a) of the
Consolidated Farm and Rural Development
Act (7 U.S.C. 1926(a) (7)); and

(b) at any time during the taxable year more than fifty
percent (50%) of the value of the outstanding stock
of the corporation (or, in the case of a partner-
ship or trust, of the capital or income interest)
is owned, directly or indirectly, by or for not
more than ten (10) individuals who are nonresident
aliens.

(3) Capital gain realized by any nonresident alien or
foreign corporation, trust, or estate on the disposition of
a United States real property interest would be treated as
income effectively connected with the conduct of a United
States trade or business. Any nonresident alien or foreign
corporation or foreign trust or estate which realized such
gain would be deemed to be engaged in a United States trade
or business.

(4) Any purchaser of a United States real property
interest would be required to obtain from the seller and to
file with the IRS a statement declaring the identity of the
beneficial owner of the property sold; and declaring whether
that party was a foreign corporation or nonresident alien.
If such person is a nonresident alien or foreign corpora-
tion, such statement could, at the election of the seller,
indicate the amount of gain to be realized by the person on
tne sale. In the event the statement coes indicate such an
amount, the purchaser would be required to withhold tax at a
rate of 28% of such amount. In the event the statement did
not indicate such an amount, or if no statement were filed
upon the basis of which the purchaser could determine that
the seller was not a nonresident alien or foreign corpora-
tion, the purchaser would be required to withhold tax at a
rate of 28% of the sale price. The purchaser would be
subject to all sanctions imposed by the present Code upon
withholding agents.

(5) Every foreign-controlled United States real pro-
perty corporation, partnership, or trust would be required
to file an annual information return indicating the assets
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it held which constituted United States real property
interests, and showing the extent of its ownership by non-
resident aliens, foreign corporations, trusts or estates.
Each foreign-controlled United States real property,
corporation, partnership, or trust would be required to show
the ownership of any person or entity which owned directly
or indirectly, 5% or more of any class of its shares (or in
the case of a partnership.or trust, of the capital or income
interest), and the ownership of any person which owned,
directly or indirectly, 5% or more of the shares of (or
interests in) any such person. Such returns would be
required to identify the ultimate beneficial owners of any
of the shares of the corporation (ir interest in the trust
or partnership) held in any entity, owning 5% or more of the
corporation, partnership, or trust. The return would be
required to indicate all changes in ownership which occurred
during the taxable year, which involved a person who at any
time during the year owned, directly or indirectly, more
than 5k of the shares of the corporation (or interest in the
oartnershio or trust) including changes which occurred as a
result of transactions in interests in entities which owned,
directly or indirectly, the shares of the corporation,
partnership, or trust. The corporation, partnership, or
trust would be required to attach a proof of payment of tax
with respect to all dispositions of interests in the
corporation, partnership, or trust by any nonresident alien
or foreign corporation which owned, directly or indirectly,
5% or more of the shares of the corporation at any time
during the taxable year.

In the absence of proof of payment of tax with respect
to any such transaction, the corporation, partnership, or
trust will be liable for a tax in an amount of 23% of the
difference between the proportionate share of the excess of
the fair market value of any United states real property
interests held by the corporation, partnership, or trust at
the time of the transaction, over the aggregate basis of
such interests in the hands of the corporation, partnership,
or trust with an appropriate step-up in basis to the
corporation, partnership, or trust. Such liability will be
aoated in the event of subsequent payment of the tax. If
the corporation, partnership, or trust fails to supply proof
of stock ownership, it will be liable for a tax equal to 28%
of the difference between the aggregate fair market values
of any U.S. real property interests it holds at the end of
the year in question, over the aggregate basis of such
interests in its nands, attributable to the shares the
ownership of which the corporation, partnership, or trust
fails to identify. This liability too, is subject to
abatement in the event of subsequent identification of the
beneficial owners of the corporation, partnership, or trust.
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(6) Sectioh 1031 would be amended to provide that
property, the gain from the disposition of which would not
be considered effectively connected with a United States
trade or business would not be considered to be similar in
kind and use to property the gain from the disposition of
which would be so considered.

(7) To the extent that the application of any of the
above provisions would be inconsistent with any obligation
of the United States under any double taxation convention,
such provisions would not take effect until five years after
the effective date of the provision. The Treasury
Department would be authorized to negotiate executive agree-
ments to modify any income tax treaty with which any of the
above provisions would be inconsistent.
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DEPARTMENT OF THE TREASURY
V. ASHINGTON, U C 2022(1

AUG 10 1879

Dear Mr. Chairman:

I have received a copy of a letter dated July 30,
1979, addressed to the Finance Committee from Marshall J.
Langer, supplementing Mr. Langer's testimony before your
Subcommittee on the subject of taxing capital gains realized
upon sales of U.S. real property. I would very much appre-
ciate it if the comments in this letter were considered a
supplement to my testimony of June 25, 1979, on that same
subject, and included in the record of the Subcommittee's
hearings.

Mr. Langer's letter is critical of the Administration's
proposal with respect to the tax treatment of capital gains
on the sale of U.S. property by foreigners. In my testimony
I noted that "it is far easier to see what is wrong with
present law and others' proposals for change than it is to
formulate specific alternatives. The proposal set forth in
the attachment to my statement is not the Administration's
final view of how difficult issues should be resolved.
Rather, our proposal, like others, will help focus the dis-
cussion of the appropriate shape of final legislation."

Mr. Langer's criticisms of the Administration's pro-
posal essentially break down into four groupings: a sug-
gestion that legislation should be confined to capital gains
realized on sales of "farmland and unimproved rural land"; a
suggestion that complexities and other aspects of our proposal
will deter investment in the United States; a contention
that our proposal will not be effective; and a series of
essentially technical comments dealing with alleged anomalies
and "loopholes" in the proposal.

The argument that, apart from investments in farmland,
there is no reason to equalize the tax treatment of for-
eigners and U.S. persons investing in real property is with-
out merit. U.S. real property generally, not just U.S.
farmland, has appreciated in value rapidly over recent
years. The same tax planning techniques which presently
allow foreign investors to escape capital gains taxation on
farmland apply just as well to other real property. As Mr.
Langer has testified, foreigners invest in all types of U.S.
real property, and not just farmland.
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Mr. Langer argues that if capital gain on sales of real
property are taxed to a foreigner as they would be to a U.S.
person, consistency requires that tax treatment be similarly
equalized for other U.S. income, such as interest, earned by
foreigners. This is not right. In fact, the logic of this
position would lead to the conclusion that since the United
States at present does not generally tax foreigners on
capital gains realized on sales of U.S. real property, it
should not tax foreigners on United States source dividend
income either.

The difficulty here is with Mr. Langer's starting
point: contrary to his unstated premise, there is sub-
stantial basis for distinguishing among the types of income
on which nonresidents are taxed. As a matter of inter-
national tax policy, there are few items of income to which
a country is generally accorded so strong a claim to source
basis taxation as capital gains realized on sales of its
real property. The present United States posture of not
generally taxing at source capital gains on sales of U.S.
real estate is much more generous than the position of most
countries of the world. And many countries which have
statutory rules for taxing capital gains realized on sales
of real property have more liberal rules for source basis
taxation of foreigners on items such as interest or the sale
of portfolio securities.

Mr. Langer also contends that the Administration's
proposal will deter foreign investment in the United States.
But as I just mentioned, most other countries tax sales of
real property at source. Our proposal will therefore not
place the United States in an unattractive competitive
position. Moreover, there is a great appeal to investments
in United States real property, as domestic investors have
perceived; our unusual generosity toward foreigners would
not seem necessary. Canadian experience with legislation
similar to our proposal suggests that such taxation need not
impede the smooth functioning of real estate markets.

Mr. Langer also suggests that the annual information
return requirement in our proposal would be "obnoxious" to
many foreign investors and is susceptible to "large-scale
cheating." Be that as it may. there are substantial policy
reasons for ascertaining the identity of those persons who
own our real property. We are, of course, amenable to any
suggestions that would help to forestall cheating.
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Mr. Langer further suggests that the aspect of our
proposal that would tax capital gains on sales of real
property holding companies is unnecessary. It is hardly
surprising, however, that in Mr. Langer's experience
foreign buyers of U.S. real property have traditionally,
preferred to purchase the property itself rather than
shares in a real property holding company. Today, capital
gains realized on the sale of United States real property
is generally not taxable to foreigners. The purpose of
including provisions governing sales of shares in real
property holding companies is to obviate avoidance possi-
bilities which would become significant if the United
States began to tax capital gains on sales of the
property itself. Mr. Langer's experience with the present
tax rules provides no assurance that avoidance possibilities
would not be exploited under new rules.

Treasury carefully considered Mr. Langer's alternativE
suggestion that entitlement to a step-up in basis be
eliminated when a real property holding company is liqui-
dated. Our conclusion was that such a provision would not
be effective with respect to individual purchasers of
shares. We are certainly prepared to consider this option
further if it can be shown that provisions can be adopted
to eliminate the tax advantage of real property holding
companies owned by foreigners.

Mr. Langer also argues that our proposal "won't work"
because it does not deal with publicly held foreign cor-
porations, real estate holding companies whose U.S. real
property is not income-producing, or companies a majority
of whose shares are not owned by foreigners. We tend to
doubt that these particular cases negate the basic proposal,
because it has not been shown that they are feasible on a
widespread basis. Certainly there are precedents in the
tax laws for limiting similar provisions to closely held
companies and to companies whose ownership by the target
class is 50 percent or less. Delineating the proper scope
of legislative change as applied to corporations owning
U.S. real property is, however, difficult, and we are
happy to consider expanding the proposal to cover the
cases cited by Mr. Langer.

Mr. Langer also objects to the exclusion of shares
of a company whose real property was used in a trade or
business other than real estate. Of course, sales of
such property are already subject to tax in the United
States. With respect to the sale of shares of a holding
company owning real property used in a non-real estate
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trade or business, we believe the approach taken in our
proposal is the correct one. We believe a distinction
should be made between the case where United States real
property is incidental to an operating business, and the
case where the investment is primarily in the real property
itself.

Several of Mr. Langer's technical points, such as his
objection to the term "land in a rural area," can be
addressed, if necessary, in the drafting process. Our
proposal was not intended as statutory language.

Finally, Mr. Langer objects to the withholding mech-
anism in the Treasury proposal. He prefers a requirement
of a tax clearance certificate showing that the tax had
been adequately provided for. It is not clear to us how
the tax clearance mechanism would be significantly less
burdensome than the withholding mechanism, but it may have
other advantages; we are willing to consider this idea
further.

In conclusion, several of Mr. Langer's points warrant
further analysis, but his leap from these relatively minor
matters to a suggestion that legislative action in this
area should be limited to farmland or unimproved rural
land is wholly unwarranted. We recognize the difficulties
inherent in taxing capital gains realized on shares of
real property holding companies, but we do not see any
other practical alternative for ensuring that a law designed
to tax capital gains on the sale of United States real
property will not be nullified through the formation of
such holding companies. We do not believe that our proposal
will seriously discourage foreign investment in United
States real property. We reiterate that we are prepared
to work with the Subcommittee and others in perfecting the
various proposals that have been made on this subject, and
to rectify the favoritism toward foreig rs that has
characterized this area of our tax law

/

Donald C. Lubick
Assistant Secretary

(Tax Policy)
The Honorable
Harry F. Byrd, Jr.
Chairman, Subcommittee on

Taxation and Debt Management
Senate Finance Committee
Washington, D.C. 20510
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( iTHE SECRETARY OF THE TREASURY
WASH2NGTON

MAY 4 1979
Dear Mr. Chairman:

Section 553 of Public Law No. 95-500, the "Revenue Act
of 1978,0 required the Treasury Department to conduct a
study and analysis of the appropriate tax treatment of
income from, or gain on the sale of, interest in United
States property held by nonresident aliens and foreign
corporations. The Secretary is required to transmit a
report of the results of this study, together with the
recommendations of the Department, within six months of the
date of enactment of the Act.

Pursuant to these provisions, I hereby submit a report
entitled "Taxation of Foreign Investment in U.S. Real
Estate.0

Under present law, capital gains realized by nonresident
aliens and foreign corporations are not subject to U.S. tax
unless they are "effectively connected" with a U.S. trade or
business. The Treasury Report finds that, while most real
property holdings of foreign persons is used in a U.S. trade
or business, foreign persons rarely incur capital gains tax
on the disposition of their U.S. property holdings. The
Report identifies various ways in which the capital gains on
real estate, which would ordinarily be taxable, can be
converted into capital gain on some other asset, which would
not. The principal means by which this is accomplished is
through a real property holding company, and converting gain
realized on disposition on the *effectively connected"
property into gain realized on disposition of the shares,.
which is not deemed *effectively connected."

The Treasury does not believe that taxing capital gain
on the sale of corporate shares is desirable or practical.
But to prevent unintended tax avoidance, the Treasury
recommends modifying certain specific statutory provisions
under which foreign taxpayers convert taxable gain on real
estate into nontaxable gain. The Report describes certain
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steps which may be taken in this regard. The Treasury plans
to work with the Congress and with other agencies of the
Government in developing formal legislative proposals in
this area.

I am sending an identical letter to Senator Russell B.
Long, Chairman of the Committee on Finance.

Yours very truly,

W. Michael Blumenthal

The Honorable
Al Ullman, Chairman
Committee on Ways and-Means
House of Representatives
Washington, D.C. 20515

Enclosure
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Chapter 1 - Introduction and Summary*

This Report was prepared pursuant to section 553 of the
Revenue Act of 1978, which stated:

SEC. 553. STUDY OF TAXATION OF NONRESIDENT ALIEN REAL
ESTATE TRANSACTIONS IN THE UNITED STATES

(a) STUDY.--The Secretary of the Treasury shall make a
full and complete study and analysis of the
appropriate tax treatment to be given to income
derived from, or gain realized on, the sale of
interests in United States property held by
nonresident aliens or foreign corporations.

(b) REPORT.--The Secretary of the Treasury shall submit
to the Committee on Finance of the Senate and the
Committee on Ways and Means of the House of
Representatives a final report of its study,
together with its recommendations, no later than 6
months from the date of enactment of this Act.

This Report seeks to describe and analyze present U.S.
law for taxing income from, and capital gain on the sale
of, U.S. real estate. The Report does not purport,
however, to take a position or resolve any ambiguities
in the interpretation of existing statutes, regulations,
revenue procedures, and so forth. The Report cannot and
should not be relied upon by taxpayers or the Internal
Revenue Service in resolving pending or future deter-
minations of taxpayers' liability for U.S. tax.
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Chapter 2 summarizes available statistics on the nature and
extent of foreign investment in U.S. real estate.* Chapter
3 describes taxation of foreign investment income under
present U.S. statutory law; Chapter 4 explains how U.S.
statutory law is modified by existing tax treaties. Chapter
5 describes and analyzes proposals to change the statutory
treatment of foreign taxpayers' capital gains on the sale of
U.S. real estate.

The statistics presented in Chapter 2 suggest that
foreign investors own a small percentage of U.S. real estate
generally or of farmland in particular. Both Commerce and
Agriculture Department statistics indicate that foreigners
own less than one half of one percent of U.S. agricultural
land; previously unpublished statistics based on 1974 tax
returns indicate that total receipts of foreign and foreign-
controlled corporations whose primary U.S. operations were
real estate represented approximately 3 percent of the total
receipts of all real estate corporations in the United
States. Comparable statistics for individuals and partner-
ships are unavailable. Although press clippings and other
sources indicate that such investment has been growing
rapidly over the last five years, hard statistical evidence
documenting this trend is simply unavailable.

Tax return data also indicate that real estate
investors, domestic and foreign, often report losses on
their U.S. tax returns. Real estate ventures are frequently

The term, "real estate, as used here means land and its
improvements, and buildings and their structural com-
ponents. "Foreign investors" are individuals who are
neither U.S. citizens nor resident in the United States,
corporations chartered under foreign laws, foreign
governments, and foreign trusts and estates. "Foreign
Investment in U.S. real estate" includes not only direct
ownership by a foreigner of U.S. real estate, but also
ownership of an interest in a U.S. corporation, partner-
ship, trust or estate whose assets consist primarily of
U.S. real estate. A foreign investor may buy U.S. real
estate for his own use in a non-real-estate business
(e.g., a manufacturer's plant), for lease to some other
user, or merely for a non-income-producing investment.
This Report, however, is concerned only with real estate
which is leased or held for investment.

A Glossary of these and other terms is appended to the
Report.
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undertaken by partnerships, rather than by corporations,
because losses offset other income earned by partners.
Although most foreign corporations and shareholders of
foreign-controlled U.S. corporations investing in U.S. real
estate come from Canada, the United Kingdom and other
industrialized countries, a substantial minority listed
addresses in the Bahamas, the Netherlands Antilles and other
western hemisphere countries.

The specific rules under which, foreign investors are
taxed by the United States on income and capital gain from
U.S. real estate are complex, but their essential features
can be described simply. Individuals who are neither
citizens nor residents of the United States and foreign
corporations have, for U.S. tax purposes, three types of
income:

Income, including capital gains, which is
effectively connected with WU.S. trade or
business. This income can be offset by allowable
deductions and is taxed at progressive rates under
the same general rules as those applicable to U.S.
citizens, residents or corporations.

Interest, dividends, rents and certain other U.S.-
source income not effectively connected with a U.S.
trade or business, against which no deductions are
allowed and which is taxed at a flat rate of 30
percent (less for certain items for residents of
countries with which the United States has a tax
treaty in force) . U.S.-source capital gain not
effectively connected with a U.S. trade or business
is included in this category only in the excep-
tional case of a nonresident alien who is present
in the United States for 183 days or more in the
year in which such gain is realized.

- All other income, which is exempt from U.S. tax.

Foreign investors ordinarily prefer to have rental
income from U.S. real estate considered effectively
connected with a U.S. trade or business so as to qualify for
deductions. Under statutory law, a foreign taxpayer who
does not have such a trade or business may simply elect to
have U.S. real property income taxed as if it were.

When real estate is sold, a foreign investor can avoid
U.S. tax on his capital gain only if such gain is not
effectively connected with a U.S. trade or business.
Although statutory law does not intend that capital gain on
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assets used in a trade or business escape taxation, Chapter
3 identifies five ways (there may well be others) of
achieving that result under present rules. Four of those
ways depend only on a careful use of existing statutes, the
fifth requires a treaty provision, but would be ineffective
without the statutory exemption for capital gains on real
estate not used in a trade or business.

Chapter 4 describes in greater detail the ways in which
tax treaties modify U.S. statutory law. Although a sub-
stantial portion of foreign investment in U.S. real estate
comes from or through foreign countries with which the
United States has a tax treaty, the analysis of available
statistics and relevant law suggests that statutory rules,
not treaty modifications of those rules, allow foreign
T6 'esits to avo[ T.s. taxes on real estate income and
capital gains.

Chapter 5 describes and analyzes proposals to treat all
capital gain derived directly or indirectly from U.S. real
estate as effectively connected with a U.S. trade or
business and, thus, subject to U.S. tax. Analysis of a
hypothetical investment in U.S. farmland suggests that under
present law a foreign investor bears a lighter U.S. tax
burden than a domestic investor does, but would bear a
heavier burden if his capital gain were subject to tax.
Taxing capital gain on the sale of U.S. real property would
be fully consistent with international practice; indeed, the
United States is somewhat unusual in not presently taxing
such gain.

Taxing part or all of the capital gain on the sale of
shares in a corporation owning U.S. real estate would,
however, be a departure from international norms. A tax on
the capital gain on the sale of shares is, moreover,
difficult to enforce. A careful analysis of the specific
steps a foreign investor must go through to avoid U.S.
capital gains tax suggests that present abuses might be
curtailed by modifying the rules relating to "like kind
exchanges" of property, corporate liquidations and
reorganizations, and so forth, rather than assessing a tax
on the sale of corporate shares.

Taxing capital gain on the sale of U.S. agricultural
land alone would raise U.S. Treasury revenues by an
estimated $22 million in 1979; taxing capital gain on all
U.S. real estate sold by foreign taxpayers would raise
Treasury revenues by $142 million. The balance of payments
impact of the proposal cannot be estimated with any
precision, but would probably be relatively small.
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Chapter 2 - Statistical Background

I. Introduction

This chapter summarizes available evidence on foreign
investment in U.S. real estate generally and agricultural
land in particular. Although all statistics could be
improved, those pertaining to foreign investment in U.S.
real estate should be approached with more than the usual
caution. Under generally accepted accounting practices,
assets are usually valued at historical cost; this practice
may substantially understate fair market value or replace-
ment cost of assets like U.S. real estate whose prices have
been inflating rapidly. Moreover, statistical coverage of
large investors tends to be better than that of small
investors; the typical real estate investment is small by
comparison to that in other industries. Finally, the most
recent comprehensive Commerce Department and Internal
Revenue Service statistics pertain to 1974. Newspaper
accounts suggest that foreign investment in U.S. real estate
has been growing rapidly in the last five years, but compre-
hensive statistics are simply unavailable.

II. Commerce Department and Other Non-Tax Statistics

The most recent benchmark census by the Department of
Commerce of total foreign direct investment in the United
States was based on 1974 data; results from that survey
are summarized in Table 2-1. The Commerce Department
statistics exclude U.S. affiliates* whose total assets and
total annual revenues were both less than $100,000; assets
are stated at book value (usually based on original cost)
and net of depreciation (buildings and equipment are depre-
ciated for reporting purposes in financial statements and
tax returns, but land is not).

Table 2-I indicates that total assets of U.S. affiliates
of foreign investors had book value of $174 billion in 1974.
Property, plant and equipment (net of depreciation) had book
value totaling $29 billion; property alone (i.e. land and
improvements) was valued at $4.7 billion. Property, plant
and equipment includes not only real estate leased to other
users, but also such assets used by a U.S. affiliate in a

* According to Commerce Department definitions, a U.S.
affiliate of a foreign investor is a U.S. branch of a
foreign corporation or a U.S. corporation at least 10
percent of whose equity is owned by foreign investors.
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Table 2-1

Assets, Liabilities & Net Worth
of U.S. Affiliates 1/ of Foreign Companies

(Millioni of Dollars)

All : Real
Industries : Estate

Year End 1974
Total Assets 2/ 174,272 4,245
Property, PTant and

Equipment (Net) 29,366 2,601
Property (Net) 4,733 621

Total Liabilities 134,165 3,387

Long Term 20,865 2,273

Net Worth 40,107 858

office of the Secretary of the Treasury 
-

Office of Tax Analysis

Source: U.S. Department of Commerce, Foreign Direct
Investment in the United States, Volume 2:
Benchmark Survey, 1974, (April 1976).

1/ Includes U.S. Companies of which at least 10 percent of
the equity was owned by foreigners.

2/ All assets stated at book value net of depreciation.
Accumulated depreciation was equal to $4,523 million in
total of which $327 million was in real estate.
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business other than real estate. Foreign affiliates whose
primary industry was real estate reported assets worth $4.2
billion, of which $2.6 billion represented property, plant
and equipment, and $621 million property alone. Property,
plant and equipment of real estate affiliates increased by
20 percent between 1973 and 1974. The Commerce Department
also estimated that foreign-owned affiliates owned 1.1
million acres of U.S. agricultural land at the end of 1974.

The Commerce Department's Bureau of Economic Analysis
updates certain benchmark statistics with annual sample
surveys: the most recent survey indicates that net foreign
investment (i.e., assets less liabilities) in the U.S. real
estate industry decreased by $20 million between 1976 and
1977.* This finding, which is hard to reconcile with press
accounts, may reflect book losses reported by existing
investments and inadequate coverage of new investment. A
different picture of new investment is provided by the
Commerce Department's Office of Foreign Investment in the
United States (OFIUS) , which prepares annual tabulations of
foreign purchases of U.S. property as reported in the
press--see Table 2-2. OFIUS clippings identified 158
foreign purchases of U.S. real estate in 1978; the 112
purchases for which a price was reported amounted to $1.1
billion. Several of the larger purchases reflected in Table
2-2 were by Canadian developers. Purchases through the
Netherlands Antilles (and, to a lesser extent, the
Netherlands and the United Kingdom) may have been by
corporations owned by residents of third countries.

The available statistics describing foreign investment
in U.S. agricultural land are more current than those for
U.S. real estate generally. According to a recent report by
the General Accounting Office, foreigners owned an estimated
three tenths of one percent of the land in the counties sur-
veyed; if those counties are typical of the United States as
a whole, foreigners owned 3 million acres (as compared to
the Commerce Department estimate of 1 million acres as of

* William K. Chung and Gregory C. Fouch, "Foreign Direct
Investment in the United States, 1977,8 Survey of
Current Business, U.S. Department of Commerce,
Washington, D.C., August 1978, Tables 13 and 14.



Table 2-2

1978 Foreign Investments in the U.S. Real Estate Industry

Identified from Press Clippings by the Office of Foreign Investment
in the United States

:Number with: Total

Country : Number of : Money : Purchases : Percent

of Parent* :Transactions: Given :(in millions): of Total

Canada 55 38 $564.5 51.3

Netherlands 12 9 131.6 12.0

Netherlands Antilles 12 9 28.3 2.6

United Kingdom 9 7 81.4 7.4

West Germany 15 10 79.7 7.2

Total 158 112 1,101.0

Office of the Secretary of the Treasury
Office of Tax Analysis

*The source of 10 transactions was not identified.

Comments:

1) There were 13 transactions with value in excess of $25 million

accounting for 62.0 percent of the total investment identified. They were

mainly by Canadian developers.

2) Only 20 transactions are definitely identified as involving a farm or

ranch. There is therefore not much overlap with the purchases identified by the

Department of Agriculture.
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1974) of the estimated one billion total acres of U.S. agri-
cultural land in 1978.* In 1977 and the first half of 1978,
foreigners were purchasing U.S. agricultural land at a rate
of 560,000 acres per year, which constituted about 2 percent
of the acreage sold in that period. Assuming that
foreigners purchased agricultural land worth $1,000 per acre
(as opposed to the U.S. national average of $591 per
acre) ,** the value of foreign purchases was approximately
$560 million, or 4 percent of the total value of agricul-
tural land sold in 1977. Finally, the average size of
foreign purchase, 1,141 acres, was almost four times as
large as the overall U.S. average of 308 acres. That
difference, combined with the assumption that foreigners
purchase somewhat more expensive land than domestic pur-
chasers, implies that the average purchase by a foreign
buyer was worth about $1.1 million, six-to-seven times as
large as the average domestic purchase. This difference may
be attributable, at least in part, to the fact that
foreigners are typically making large, first-time purchases,
whereas many domestic buyers are presumably making marginal
additions to existing holdings.

III. Tax Return Statistics

Tables 2-3, 2-4 and 2-5 present tax return statistics on
real estate operations by domestic and foreign investors in
1974 or 1975. Table 2-3 is based on all corporations
(foreign or domestic) , partnerships and sole proprietors
(including farm landlords) whose primary industry is U.S.
real estate, and all other individuals reporting income or

U.S. General Accounting Office, Foreign Ownership of
U.S. Farmland, Much Concern, Little Data, June 12, 1978.
This material can also be found in the Report to the
General Accounting Office, in Foreign Investment in
United States Agricultural Land, published by the U.S.
Senate Committee on Agriculture, Nutrition and Forestry,
(January 1979).

** Available statistics do not indicate the average price
per acre of land purchased or owned by foreign
investors. Evidence does suggest, however, that foreign
investment tends to be concentrated in agricultural land
of higher than average value. Because the price of
prime U.S. farmland may substantially exceed $1,000 per
acre, this Report has assumed that foreign-owned farm-
land was worth $1,000 per acre on average. Experts at
the Department of Agriculture agree that this estimate
is reasonable.
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losses from real estate.* Because many of the rules for
taxing the real estate income of domestic persons also apply
to foreign persons, data from domestic tax returns provide
important information. Table 2-3 documents an important
aspect of real estate investment: losses are more often
reported on tax returns than net income. For corporations,
partnerships, farm landlords, sole proprietors and
individuals, total deficits amounted to $8.6 billion, and
total net income was $6.7 billion. Unlike other industries,
where the corporate form predominates, real estate invest-
ment is most commonly undertaken by partnerships; total
receipts of real estate partnerships amounted to $20.5
billion, as contrasted to the $14.4 billion of such receipts
by real estate corporations. Real estate investors often
prefer partnerships because under U.S. tax laws losses flow
through to the partners and may shelter the partners' other
income from taxation.**

Table 2-4 is based on the 1974 tax returns of U.S. real
estate corporations 50 percent or more of whose equity was
owned by foreign persons; Table 2-5 presents comparable
statistics for tore gn real estate corporations with income
effectively connected with a U.S. trade or business. Taken
together, these tables provide further insight into the
nature and extent of foreign ownership of U.S. real estate:

- The $373 million in total receipts of these two
types of corporation taken together equals approxi-
mately 3 percent of the total receipts of all U.S.

A farm landlord is an individual filing Form 4835
reporting gross farm rental income and expenses, but not
"materially participating" in the operation or manage-
ment of a farm. Such landlords typically provide land
to a farmer in exchange for a share of farm production.
A sole proprietor is an individual who included with his
Form 1040 either Schedule C (Profit or Loss from
Business or Profession) or Schedule F (Farm Income and
Expenses). Other individuals are those who included
with their Form 1040 Schedule E (Supplemental Income
Schedule) and reported rental income.

** Losses flow through to the shareholders of Subchapter S
corporations, but the restrictions on such corporations
(e.g., 15 or fewer shareholders, none of whom may be a
foreign individual or taxpayer, the need to make a
unanimous election, the restriction to a single class of
stock) may make this form unattractive to real estate
investors.



Table 2-4

Selected Income Statement and Balance Sheet Items of
Domestic Corporations Engaged in Real Estate and Owned 50 Percent

or more by a Foreign Entity by Country of Address of Foreign Owner, 1974
(Money Amounts in Millions of Dollars)

Number Depreciable
of Total Assets Total Total Net

Country Returns_:_Assets (Net) Receipts Dedurtions Income Deficit

All geographic area 760 $2,110 $1,198 $311 $3b3 $7 $60

Canada 294 470 255 64 77 i 14

Latin America 70 90 30 11 15 a 5
Panama, excluding Canal Zone 13 44 21 4 7 C C
Peru 55 13 1 2 2 - C
All other Latin America 1,3 33 8 5 6 C 1

Other western hemisphere 85 236 154 29 36 1 8
Bahamas 34 102 70 8 12 - 5
All other western hemisphere 51 133 64 21 24 1 3

(includes Netherlands Antilles)
Europe 53 287 115 Co C4 3 8

Luxembourg 1b 24 16 2 3 - I
Switzerland 3 3 3 1 1 0 C

United Kingdom 25 155 108 2b 29 1 C
West Germany 4 69 32 8 6 3 a
All other Europe 5 36 C 3 6 - 1

Africa 3 15 2 3 3 0 -
Liberia 3 15 2 3 3 C -

Asia 93 141 49 19 25 1 7
OPEC countries 9 23 18 2 5 - 2
Japan 71 82 12 15 18 1 C
All other Asia 13 36 19 2 2 C C

Australia 24 11 5 22 21 a -

Country not stated 129 644 613 121 135 1

Office of the Secretary of the Treasury
Office of Tax Analysis

Source: Unpublished Internal Revenue Service tabulations.

a Leas than $500,000



Table 2-5

Foreign Corporations Engaged in U.S. Trade or Business
whose Principal Industry was Real Estate,

by Country of Incorporation, 1974
(Money Amounts in Million of Dollars)

Number :
of : Total Total Net

Country Returns : Receipts Deductions Income Deficit

All geographic areas

Canada

Latin America
Panama, excluding Canal Zone
All other Latin America

Other western hemisphere
(includes Netherlands Antilles)

Europe
Liechtenstein
United Kingdom
West Germany
All other Europe

Africa and Asia

Australia

347 $62

74

65
60
5

138

39
10
6

16
17

13

7

13

6
5
*

36

5
1
4

office of the Secretary of tht Treasury
Office of Tax Analysis

* Less than $500,000

4

$3 $20

3

1
1
C

$78

15

6
6
*

48

4
1
3
*

*

2

1

1

C

14

*

2
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real estate corporations and 1 percent of such
receipts by U.S. real estate corporations and
partnerships. This $373 million does not include
rental income of foreign tndl iduals, trusts or
estates owning U.S. real estate in their own names
or holding an interest in a U.S. real estate
partnership.*
Foreign owners of U.S. real estate corporations
most often listed addresses in Canada, Western
Europe (especially the United Kingdom) , and other
western hemisphere countries (especially the
Bahamas and, to a lesser extent, the Netherlands
Antilles). Foreign corporations investing directly
in U.S. real estate are, by contrast, predominantly
from other western hemisphere countries.
Foreign investment in U.S. real estate through U.S.
corporatiors is much larger than direct ownership
by foreign corporations ($311 million vs. $62
million in business receipts). Both types of
corporations are typically reporting tax losses,
rather than positive income.

* A nonresident alien with income effectively connected
with a U.S. trade or business (e.g., real estate ) is
required to file a U.S. tax return, Form 1040NR.
However, the Internal Revenue Service does not presently
compile statistics based on Form 1040NR. All Forms
1040NR are excluded from the I.R.S. tabulations based on
Form 1040 filed by U.S. citizens and resident aliens.
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Chapter 3 - U.S. Statutory Law

I. Taxation of U.S. Individuals and Corporations

A. Ordinary Income and Loss

To appreciate how the United States taxes foreigners, it
is necessary to understand how the United States taxes its
own citizens, residents, corporations and other entities.
U.S. citizens, whether living in the United States or in a
foreign country, foreign individuals who are resident in the
United States, U.S. corporations, U.S. trusts and U.S.
estates are all taxed on their worldwide income. Deductions
are allowed for most ordinary and necessary costs of earning
income and for other specifically enumerated expenses.
Losses from one activity can be offset against income from
other activities. Individuals may either itemize deduc-
tions, or claim a standard deduction (zero bracket amount),*
and may exempt $1,000 for themselves, each qualifying
dependent, and on account of blindness or age over 65 years.
Income derived outside the United States is included in U.S.
taxable income, but a dollar-for-dollar credit is provided
for income taxes paid to foreign governments.**

The allowance of deductions and the consolidation of
income and losses are particularly important to real estate
investors. Rental income from real estate can be reduced by
operating expenses (utilities, maintenance, etc.), insur-
ance, property taxes, mortgage interest and, in the case of
buildings, depreciation. Because most readers are familiar
with the first four items, only the fifth, depreciation,
needs to be described in any detail.

Because buildings and equipment may depreciate in value
on account of wear and tear, obsolescence, etc. necessary to
the production of income, a deduction is allowed for

As of 1979, the zero bracket amount is $3,400 for
married individuals filing jointly, $1,700 for married
individuals filing separately, and $2,300 for unmarried
individuals.

** The amount of the foreign tax credit cannot, however,
exceed the U.S. tax attributable to income derived
outside the United States.
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depreciation. Under U.S. tax accounting rules, the depre-
ciation deduction is not, however, based on the actual gain
or loss in the market value of the property (so called
economic depreciation) . Rather, the depreciation allowance
is calculated so that the aggregate of amounts set aside,
plus the salvage value at the end of the estimated useful
life of the depreciable property, will equal the cost or
other basis of the property. Under this approach, calcula-
tion of the depreciation allowance depends on the depreci-
ation base and the estimated useful life of the investment.
Under E statute, taxpayers choose a particular method for
amortizing the base over the estimated useful life.

No depreciation can be taken with respect to land. For
buildings, the depreciation base generally equals the origi-
nal cost of acquiring the property less the cost attribut-
able to the land. The owner estimates the useful life of
the building according to the type of construction, the age
of the building when acquired, and other "facts and circum-
stances'. Under the straight-line method, depreciation
deductions are taken in equal annual installments over the
useful life of the investment. U.S. law, however, specifi-
cally allows accelerated methods of depreciation as follows:
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Table 3-1

Accelerated Depreciation Methods*
Expressly Permitted for Real Estate Property

Under U.S. Tax Law

Type of Property Method of Depreciation

Land No Depreciation Permitted

New Rental Housing 200 percent declining balance,
sum of the years digits, or
other accelerated method

Used Rental Housing 125 percent declining balance
(with remaining useful
life of 20 or more years)

New Commercial Property 150 percent declining balance

Used Commercial Property Straight-line only

* These different methods are best illustrated with a numerical
example. Suppose a building cost $1 million, had an estimated
useful life of 50 years. Under the straight-line methods, the in-
vestor could claim a depreciation deduction of $20,000 (one fifti-
eth of $1 million) in each of the fifty years (assuming the build-
ing had no salvage value). Under the 200 percent declining balance
method, he could claim a deduction of $40,000 in the first year
(two fiftieths of $1 million), $38,400 in the second year (two
fiftieths of $960,000, the original base less the first year's de-
preciation), etc. The 150 percent or 125 percent declining bal-
ance is the same as the 200 percent declining balance method, ex-
cept the fraction is 150 percent or 125 percent, respectively, of
the straight-line fraction. Under the sum-of-the-years-digits
method, one first totals the digits from 1 to 50 and obtains the
sum, 1275. In the first year, the depreciation deduction equals
50/1275, or 3.92 percent, of the depreciation base; in the second
year, the depreciation deduction equals 49/1275, or 3.84 percent,
of the depreciation base, etc. In the early years of an invest-
ment, the sum-of-the-years-digits method produces a result closely
approximating the 200-percent-declining balance method.

Taxpayers are permitted to make certain switches in the method
of depreciation. For new rental housing, for example, the most
rapid depreciation would be achieved by using the 200 percent de-
clining balance method for the first three years and then switch-
ing to the sum-of-the-years-digits method. Taxpayers may, subject
to certain conditions, change from any declining balance method of
depreciation to any other method without express IRS permission.
Once a taxpayer has changed to a straight-line method, however,
IRS consent Is required to change to any other method.
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Under the accelerated methods, higher depreciation in
the early years of an investment is offset by lower depre-
ciation in the later years. Accelerated depreciation allows
an investor to postpone the recognition of income and, thus,
defer his tax payments. This makes investment in real
estate more attractive than it would otherwise be under a
straight-line method.

As shown in Table 2-3, real estate deductions typically
exceed rental income and result in losses for tax purposes.
Losses shown on real estate investments can offset income
from other activities in computing a taxpayer's total tax-
able income, "sheltering" such other income from taxation.
This tax-shelter feature makes real estate investment
particularly attractive to individuals whose high income
would otherwise place them in a high tax-rate bracket.

B. Capital Gain

Over the last two decades, U.S. real estate has appreci-
ated rapidly in value. Indeed, the expected capital gain,
not the operating income, has become the primary non-tax
inducement :o real estate investment. Because real estate
is ordinarily held for more than one year, this section will
describe only the tax treatment of long-term capital gain.
When real estate is sold, a U.S. taxpayer treats any gain up
to the amount of prior "excess depreciation" as ordinary
income* and the balance, if any, as capital gain.** Under

The recapture rule for real estate is more generous than
for other depreciable assets. If other assets are sold,
the seller must treat any gain up to the amount of all
prior depreciation, not just the excess over the
straight-line amount, as ordinary income and the
balance, if any, as capital gain.

** For example, suppose an investor purchased a property
for $1 million and had claimed total depreciation
deductions of $500,000. Had the investor used straight-
line rather than accelerated depreciation, his total de-
preciation deductions would have been $400,000. If the
property is sold for $2 million, his net gain realized
for tax purposes would be $1,500,000. He must, however,
treat $100,000, the excess of accelerated over straight-
line depreciation, as ordinary income. The remaining
$1,400,000 is capital gain. If the property was held
for more than one year, he may deduct an amount equal to
60 percent of the capital gain, or $840,000. Thus, his
net taxable income is $660,000 ($100,000 plus 40 percent
of $1,400,000).
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the new provisions of the Revenue Act of 1978, an individual
may deduct an amount equal to 60 percent of capital gain on
the sale of this property and pay tax on the remaining 40
percent. With a maximum tax rate of 70 percent on ordinary
income, te maximum effective rate on capital gain of
individuals is 28 percent (40 percent of 70 percent).

An individual with substantial long-term gain may be
affected by the alternative minimum tax. Alternative
minimum taxable income as defined by the Revenue Act of
1978, equals taxable income plus the long-term capital gains
deduction plus certain adjusted itemized deductions.
Alternative minimum taxable income is taxed at progressive
rates; the highest rate, 25 percent, applies to alternative
minimum taxable income in excess of $100,000. The indi-
vidual's income tax liability equals the higher of the tax
computed under the ordinary rules and the tax computed under
the alternative minimum tax rules.

An unmarried individual with no ordinary income or
itemized deductions, and who claims no tax credits, but who
has long-term capital gain of at least $108,000, but less
than $214,000, would pay by the alternative minimum tax. As
a consequence, the marginal rate of taxation of his capital
gain within this bracket would be raised to 25 percent.
Because the only credit allowed against the alternative
minimum tax is a foreign tax credit (the computation of
which is specially controlled by the alternative minimum tax
rules), the alternative minimum tax provisions impinge most
heavily on individuals with substantial deductions for
long-term capital gains (or adjusted itemized deductions)
and tax credits, such as the investment tax credit, not
aTTowed against the alternative minimum tax.

Individuals do not recognize capital gain on the sale of
a principal residence provided a new principal residence is
acquired within 18 months. And, an individual who is at
least 55 years old may elect once in his lifetime to exclude
$100,000 on the sale of a principal residence.

Long-term capital gains of corporations are taxed with-
out any special deduction either as ordinary income or at a
flat rate of 28 percent, whichever produces a lower amount
of tax.

Corporations and individuals may lessen the impact of
the capital gains tax if the purchaser spreads payment over
two or more years. If the seller requires payment of less
than 30 percent in the year of sale, he may defer recogni-
tion of his capital gain in accordance with the schedule of
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payments. For example, if a buyer makes a down payment of
25 percent of the purchase price and agrees to pay off the
balance in three annual installments of 25 percent (plus
appropriate interest), the seller can recognize 25 percent
of total net gain with each payment.

C. Taxation of Partnerships

A partnership is not a taxable entity under U.S. law;
rather, each partner in--etermining his own tax includes his
distributive share of the partnership's taxable gross
income and of certain other specified items of gain, loss,
income, deduction or credit. U.S. law provides that a
partner's distribution share of any item of income, loss,
deduction or credit is to be determined by the partnership
agreement, unless the agreement contains no provision
determining a partner's distributive share, or unless the
applicable provision lacks Osubstantial economic effect.*

Appendix C describes a hypothetical example of a part-
nership between a domestic ind a foreign taxpayer. By
allocating the tax losses to the domestic investor, who is
not limited in his ability to offset such losses against
other U.S. income, and allocating only capital gain to the
foreign investor, who may be exempt from U.S. tax on such
gain under present U.S. law, both investors may obtain
higher after-tax returns than co--d either one investing
separately.

II. Taxation of Nonresident Aliens and Foreign Corporations

A. Introduction

A nonresident alien or foreign corporation has three
types of income for U.S. tax purposes:

1. Income, including capital gain, effectively con-
nected with a U.S. trade or business. This type of
income can be offset by allowable deductions and is
taxed generally according to the same rules and
rates as those applicable to the income of U.S.
citizens or corForations.

2. Certain other income having a U.S. source, which is
taxed at a flat rate of 30 percent (or at a lower
rate if a tax treaty applies), and against which no
deductions are allowed. This category includes:
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a. interest, dividends, rents and certain other
items of income or gain which are of U.S.
source, but which are not effectively connected
with the active conduct of a U.S. trade or
business.

b. an individual's capital gain on U.S. property,
but only in the exceptional case of the non-
resident alien who is present in the United
States for more than 183 days in the year in
which the gain is realized.

3. All other income, which is exempt from U.S. taxa-
tion, whether of U.S. source or not.

This section describes how the residence of an alien in-
dividual is determined for U.S. tax purposes, how the income
or capital gains of nonresident aliens, foreign corpora-
tions, foreign trusts and foreign estates is allocated among
the three types enumerated above, and how each type of
income is taxed.

B. When is a Foreigner a Resident of the United
States for Income Tax Purposes?

Because a foreign individual's U.S. tax liability may be
substantially affected by whether he is or is not considered
a U.S. resident for U.S. tax purposes, the criteria for
determining residence are important. The Internal Revenue
Code itself provides no explicit standards. Regulation
1.871-2(b), however, does provide standards:

An alien actually present in the United States who is
not a mere transient or sojourner is a resident of the
United States for purposes of the income tax. Whether
he is a transient is determined by his intentions with
regard to the length and nature of his stay. A mere
floating intention, indefinite as to time, to return to
another country is not sufficient to constitute him a
transient. If he lives in the United States and has no
definite intention as to his stay, he is a resident.
One who comes to the United States for a definite pur-
pose which in its nature may be promptly accomplished is
a transient; but, if his purpose is of such a nature
that an extended stay may be necessary for its accom-
plishment, and to that end the alien makes his home
temporarily in the United States, he becomes a resident,
though it may be his intention at all times to return to
his domicile abroad when the purpose for which he came
has been consummated or abandoned. An alien whose stay
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in the United States is limited to a definite period by
the immigration laws is not a resident of the United
States within the meaning of this section, in the
absence of exceptional circumstances.

An alien who has been in the United States for less than
a year is presumed under I.R.S. regulations not to be a
resident for tax purposes. The burden of proof falls on the
individual or the Internal Revenue Service, as the case may
be, to rebut the presumption of nonresidence. This may be
done by examining the following factors:

Visa - Some visas under which foreigners enter the
United States allow the individuals to take up resi-
dence, but others do not. The type of visa does not
govern for tax purposes, but legal residents under U.S.
immigration laws would usually be residents for tax
purposes.

Length of Stay - The longer a foreigner remains in the
United states, the more likely it becomes that he or she
will be deemed a resident for tax purposes. Foreigners
staying in the U.S. for more than one year are presumed
by the I.R.S. to be residents for tax purposes.

Other Factors - owning a home or condominium, signing a
long-term apartment or office lease, maintaining bank
and charge accounts, registering a car or getting a
driver's license, and joining a church or club in the
United States are evidence of U.S. residence.

Aliens wishing to avoid having a U.S. residence for tax
purposes generally enter the U.S. on temporary visas, limit
the length of any one stay in the United States, and so
forth, while those wishing to establish residence do the
opposite.

The dividing line between taxation as a U.S. person and
taxation as a foreign person is much simpler and more auto-
matic in the case of a corporation than in that of an indi-
vidual. The United States regards the place of incorpora..
tion as determinative; an entity incorporated in the United
States is domestic, while all others are foreign. This
rule, which has the obvious virtue of simplicity, may also
be subject to manipulation: investors who wish to be taxed
under the rules applicable to foreign corporations incor-
porate outside the United States; those who prefer the rules
applicable to domestic corporations incorporate in one of
the fifty States or the District of Columbia. Countries
other than the United States often look to the place of
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Neffective management," rather than (or in addition to) the
place of incorporation, in determining the tax status of
corporations. Like the U.S. residence rules for indivi-
duals, the place of effective management rules for corpor-
ations depend on the facts and circumstances of individual
cases and differ from one country to another.

C. When is a Nonresident Alien or a Foreign
Corporation Engaged in a Trade or Business Within
the United States?

Although the concept of having a U.S. trade or business
is critical to U.S. taxation of a foreign investor's income,
the Internal Revenue Code provides little explicit guidance
for making this determination. The performance of personal
services within the United States is, with one limited
exception, a U.S. trade or business; trading in securities
or commodities through an independent agent by a foreigner
for his own account is not. In the case of real estate,
whether a foreign investor has a U.S. trade or business is
usually determined by the following factors:

- Size of the Investment: The more substantial the in-
vestment, the more likely the person will be considered
to be engaged in a U.S. trade or business.

- Terms of a Lease: A lessor with a long-term net lease
to a single tenant under which the lessee assumes
responsibility for paying maintenance and operating
costs, insurance, property taxes or mortgage interest
has been considered not engaged in a U.S. trade or
business. The shorter the lease, the greater the share
of the costs incurred by the owner, rather than the
tenant, and the more numerous the tenants, the more
likely it becomes that the lessor will be deemed to be
engaged in a U.S. trade or business.

- Nature of the Property: Leasing unimproved land, in-
cluding agricultural land, has been considered not to be
a U.S. trade or business.

- Personal Use: If a house or condominium is used by the
owner and rented out only occasionally, the investor is
considered not to have a U.S. trade or business.

If a partnership as an entity is considered to be
engaged in a U.S. trade or business, so too will be all
partners. The Internal Revenue Code also provides that a
foreign beneficiary of trust or estate will be considered
engaged in a U.S. trade or business if the trust or estate
is engaged in a U.S. trade or business.
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D. What Income is Effectively Connected with a U.S.
Trade or'Business?

If a nonresident alien or foreign corporation is con-
sidered to be engaged in a U.S. trade or business, the
income which will be considered effectively connected with
the U.S. trade or business consists of three types:

Interest, dividends, rents and other such U.S.-
source income, plus capital gains or losses, if the
income is derived from assets used in (or held for
use in) the conduct of a U.S. trade or business, or
if the trade or business activities were a material
factor in the realization of such income.

- All other U.S. source income (e.g., income derived
from goods sold in the United States).

- Certain foreign source income attributable to the
U.S. trade or business.

To take an obvious example, suppose a foreign corpora-
tion or non-resident alien owned U.S. real estate and was
considered by the nature of its investment to be engaged in
a U.S. trade or business. Rental income from that real
estate would be considered effectively connected with the
U.S. trade or business, as would U.S.-source interest income
on cash balances maintained to pay property taxes and meet
other expenses of the U.S. trade or business. However, if
the corporation also earned U.S.-source interest on long-
term bonds which were not held for use in the conduct of its
U.S. trade or business, this latter income might not be
effectively connected with the U.S. trade or business.

E. Election to have Real Property Income Taxed on
Net Basis

Even if a foreigner is not otherwise engaged in a U.S.
trade or business and would consequently not be entitled to
any deductions, he may elect to have his real property in-
come taxed net of deductions. Real property income includes
income from, or capital gain on the sale of, real estate,
rents or royalties from mines, wells or other natural
resource deposits, and capital gain from the sale of timber,
coal and iron ore. The difference between a tax of 30
percent on gross rental income and a tax on that same income
less all allowable deductions can be substantial.
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The disadvantage of making che net election allowed by
statute is that capital gain ori the sale of the real estate
will generally also be considered effectively connected with
the elected U.S. trade or business and thereby lose what
might otherwise be tax-exempt status. Under section 871(d),
an election, once made, cannot be revoked without permission
of the Internal Revenue Service. Foreigners typically
resolve this dilemma by making an election and finding some
other way to avoid the capital gains tax.

F. Treatment of Foreign Taxpayers versus Domestic
Taxpayers

Income effectively connected with a U.S. trade or
business of a foreign taxpayer is generally taxed by the
United States according to the same rules and rates as those
applicable to comparable U.S. taxpayers. There are, how-
ever, certain exceptions to this general rule:

- A foreigner's losses effectively connected with a U.S.
trade or business cannot be used to offset U.S.-source
interest, dividends, and other income not effectively
connected with a U.S. trade or business.

- A nonresident alien can claim only one personal exemp-
tion. Additional exemptions cannot be claimed for
dependents or on account of the individual's age or
blindness.

- A nonresident alien must itemize deductions--that is, he
cannot claim the standard deduction, or zero-bracket
amount. Apart from the charitable contributions, deduc-
tions are generally limited to those allocable to income
effectively connected with the U.S. trade or business.

- A nonresident alien cannot file a joint return with his
spouse.* Not only will he be subject to the harsher
limitations and schedules applicable to married individ-
uals filing separate returns, but he cannot limit his
tax on personal services income (wages and salary, etc.)
to the otherwise applicable maximum rate of 50 percent.

If a nonresident alien is married to a U.S. citizen or
resident, the nonresident alien may elect to join his or
her spouse in filing a joint return. If this election
is made, the nonresident alien individual is treated as
a resident for U.S. tax purposes, and thus the married
couple is taxable on their combined worldwide income.
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A nonresident alien may not elect, nor join with others
in electing, to have a U.S. corporation in which he is a
shareholder taxed according to the rules of Subchapter
S. The Subchapter S rules allow a U.S. corporation with
15 or fewer shareholders to elect not to pay tax pro-
vided its shareholders include a proportionate share of
the corporation's income or loss in their own taxable
income.

G. Taxation of Interest, Dividends, Rent and Other
Income Not Effectively Connected with a U.S. Trade
or Business

The preceding discussion describes the taxation of
income which is effectively connected with a U.S. trade or
business or, in the case of real property income, which the
foreign investor elects to be taxed as if it were. The
United States also taxes U.S.-source *interest, dividends,
rents, salaries, wages, premiums, annuities, compensations,
remunerations, emoluments, and other fixed and determinable,
annual or periodical gains, profits and income' which are
earned by foreigners, but which are not effectively
connected with a U.S. trade or business. No deductions are
allowed against such income and, in the absence of a tax
treaty, the rate of tax is 30 percent. As Table 3-2 indi-
cates, however, the rate is reduced, often substantially,
for residents of foreign countries with which the United
States has a tax treaty.

The withholding rate on rent from real estate investment
is often not reduced by treaty and, where it is reduced, is
lowered only to 15 percent. Moreover, mortgage interest,
property taxes, operating expenses, and depreciation cannot
be deducted from rental income in determining the amount of
the tax.* The disallowance of all deductions serves as a
powerful incentive for foreigners to elect to be taxed as if
they were engaged in trade or business, if they otherwise
would not be.

H. Taxation of Capital Gains of Foreign Investors

Foreign investors may under certain circumstances be
taxable in the United States on capital gains derived from
sales of U.S. real estate. Capital gains which are effec-
tively connected with a U.S. trade or business are taxable

If such expenses are paid by a tenant under the terms of
a net lease, such expenses are added to the net lease
payment made to the foreign owner in computing the base
to which the withholding tax is applied.
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under the same rules and at the same rates as are applicable
to U.S. taxpayers. Capital gains which are considered not
to be effectively connected are tax exempt, except for a
foreign individual who, though not a resident of the United
States, is present in the United States for more than 183
days in the year in which the gain is realized.

The historical evolution of U.S. taxation of capital
gain on the sale of U.S. property may help explain why the
tax applies only to gain effectively connected with a U.S.
trade or business or gain of a nonresident alien present in
the United States for more than 183 days. The Revenue Act
of 1921 specifically included capital gain on the sale of
real property located in the United States in the income of
a nonresident alien subject to U.S. tax; the Revenue Act of
1934 added capital gains from the sale of personal property,
which includes stocks, bonds and other financial assets.*
Under these statutes, nonresident alien and foreign corpora-
tions were taxable in the U.S. on a net basis. The Revenue
Act of 1936 introduced the method of taxing foreign persons
not engaged in U.S. business on a flat rate basis. Section
211 of that Act limited the U.S. tax on a nonresident alien
or foreign corporation who was not engaged in a U.S. trade
or business and who did not maintain an office or place of
business in the United States to 10 percent of his U.S.
source dividends, interest, rents, wages, salaries, annu-
ities, and periodical gains, profits and income. It did not
subject capital gains to the flat rate tax. The House
Report offered the following explanation for this change:

In section 211, it is proposed that the tax on a non-
resident alien not engaged in a trade or business in the
United States and not having an office or place of
business therein, shall be at the rate of 10 percent on
his gross income from interest, dividends, rents, wages,
and salaries and other fixed and determinable income.
This tax (in the usual case) is collected at the source
by withholding as provided for in section 143. Such a
nonresident will not be subject to the tax on capital
gains, including gains from hedging transactions, as at
present, it having been found impossible to effectually
collect this latter tax. It is believed that this

* Since 1921, U.S. citizens and residents have been
required to include capital gain on the sale of real
property, corporate shares and other capital assets.
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exemption from tax will result in additional revenue from
the transfer taxes and from the income tax in the case of
persons carrying on the brokerage business.**

In subsequent years, Congress eliminated the provision
that a foreign taxpayer which had a U.S. office or fixed
place of business, but which was .not "engaged" in U.S.
business, would be taxable on a net basis. The flat rate of
taxation on interest, dividends, and other income of tax-
payers not engaged in a U.S. trade or business was gradually
increased, and the special rule for capital gains of non-
resident aliens present in the United States for 90 and then
183 days were added. Also, in 1966 the distinction between
effectively connected income and not effectively connected
income of taxpayers who were engaged in a U.S. trade or
business was introduced. But the exemption for capital
gains of foreign corporations and nonresident aliens not
engaged in a U.S. trade or business has remained since 1936.

To avoid capital gains taxation under present law, the
foreign investor must find a way of severing any connection
between the gain and the (actual or deemed) U.S. trade or
business which qualified him for taking deductions against
his operating income. At present at least five such ways
are available:

1. A foreigner who is engaged in trade or business (and
thus has made no-election to be so taxed) may make an
installment sale and postpone receiving payment until
after the end of the year in which the property was
sold. Under the installment sale rules, the gain is
recognized in proportion to the amount of the install-
ment payment (see p. above). Although an election to
be taxed as if engaged in trade or business cannot be
revoked, the actual determination in the absence of an
election is made anew each year. So although a foreign
investor may have been engaged in trade or business, he
would no longer be in trade or business when most or all
the gain is reported.

2. Suppose the foreign resident owned the real estate
through a holding company, the company sold the real
estate and was liquidated within a year, and its assets
(e.g., the proceeds from the sale of the real estate)

** U.S. Congress. House. Committee on Ways and Means.
Revenue Bill of 1936. 74th Cong. 2nd Sess. H. Rept. 2475
(1936)
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were distributed to shareholders. Under section 337 of
the Internal Revenue Code, a corporation, if it pursues
the liquidation according to certain proscribed steps,
will not recognize such a gain for tax purposes. While
the shareholders must recognize the capital gain, that
capital gain is considered to be realized in exchange
for their stock. Because stock ownership does not per
se constitute a trade or business, the capital gain Ss
Eax exempt. The holding company, not its share-
holder(s), is engaged in a U.S. trade or business. In
short, capital gain on the sale of U.S. real estate,
which would have been taxable, is converted into capital
gain on the sale of corporate shares, which may well be
exempt.

3. The same result would be obtained if the foreign share-
holders sold their shares in the holding company.
Capital gain on the sale of shares is generally tax
exempt. The buyer could liquidate the holding company
and recognize no capital gain; the only gain the
liquidated company would recognize would be the amount
of its prior "excess depreciation" and any similar items
subject to recapture.

4. If the foreign investor exchanges his U.S. property for
foreign property "of a like kind," his taxable gain is
limited to the cash or other "boot" received as part of
the overall exchange. Thus, a foreign investor could
exchange his U.S. real estate (and cash and other
"boot," if necessary) for foreign real estate and, as
long as he receives no "boot," pay no capital gains tax.
The foreign real estate he purchases may have been
recently acquired for this specific purpose by his
trading partner. If he then turns around and sells the
foreign real estate, that gain will not be effectively
connected with a U.S. trade or business and, thus, will
be exempt from U.S. tax.

5. As discussed in Chapter 4, many of our tax treaties
permit a foreigner who Is not engaged in a U.S. trade or
business, but who elects EoThave his real estate income
taxed as if it were, to revoke that election in the year
in which the real estate is sold. (Under our statutory
law, the net election cannot be revoked without the
special permission of the I.R.S.) A foreigner who is
not a resident of a country with which the United States
has a tax treaty providing for such an annual election
can establish a holding company in a country, such as
the Netherlands Antilles or the British Virgin Islands,
with which we have a tax treaty permitting an annual
election.
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No doubt there are other avenues for avoiding U.S. taxa-
tion of capital gains. Although these methods require care-
ful tax planning, the substantial value of foreign invest-
ments in U.S. real estate would usually justify the added
legal and accounting costs of such planning.*

III. Investments by Foreign Governments

Section 892 of the Internal Revenue Code provides that:

The income of foreign governments or international
organizations received from investments in the United
States in stocks, bonds, or other domestic securities,
owned by such foreign governments or by international
organizations, or from interest on deposits in banks in
the United States of moneys belonging to such foreign.
governmentsox international organizations, or from any
other source within the United States, shall not be
included in gross income and shall be exempt from

-taxation under this subtitle.

The Internal Revenue Service and Treasury Department
have recently proposed regulations interpreting the section
892 exemption as applying only to non-commercial income.
Income from "commercial activities would, however, be tax-
able. According to the proposed regulations, *commercial
activities" would include:

- activities that would and generally constitute a "trade

or business within the United States*

- obtaining or holding "net leases* on property.

Thus, under the proposed regulations income earned by
foreign governments from U.S. real estate would be taxable
in the same way as if it were earned by a foreign
corporation.

Knowledgeable practitioners suggest that the use of a
Netherlands Antilles or other foreign holding company, a
common tax avoidance device, is worth the legal and
accounting costs only for investments of $250,000 or
more. As noted in Chapter 2, the size of the average
foreign purchase of U.S. farmland is $1 million.
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IV. Federal Estate and Gift Taxation

The United States taxes the estates and gifts of aliens
resident in the United States in the same manner as it taxes
those of U.S. citizens. However, the definition of resi-
dence for estate and gift taxes differs from that for income
tax purposes. For estate and gift tax purposes, an alien's
residence is his domicile, his permanent home to which he
ultimately intends to return. Thus, an alien who was
present n the United States with no definite plans as to
the length of his stay, but with the ultimate intention of
some dayreturning to a foreign domicile, would be resident
for income tax purposes, but not for estate tax purposes.
Likewise, an alien not present in the United States and with
no definite plans as to the length of his stay outside the
United States, but with a definite intention to return some
day to a domicile in the United States, would be a resident
for estate tax purposes, but not for income tax purposes.
To avoid needless confusion in this Report, an alien who is
resident in the United States for estate and gift tax
purposes will be referred to as a domiciled alien.

The estates of U.S. citizens and domiciled aliens are
subject to U.S. estate tax upon the value of all property
"real and personal, tangible or intangible" owned by the
individual at the time of his death. Such individuals
qualify for a credit against the tax of $47,000, which
effectively exempts approximately S175,000 of property from
estate tax.

Similarly, the gifts of U.S. citizens and domiciled
aliens are subject to U.S. gift tax upon the value of all
gifts made by (not to) the individual. The estate and gift
taxes imposed upon such persons are *integrated" under the
Tax Reform Act of 1976; that is to say, the amounts of gift
and estate tax are computed at the same rate, and prior
gifts made by an individuAl are included for the purpose of
determining the bracket o , or rate of tax imposed upon, any
subsequent gift or upon the Individual's estate. The
$47,000 unified credit may be claimed against any gift
until the amount an individual may claim has been exhausted;
once an individual has claimed part of this credit against a
gift tax due, the amount he may claim against the tax on a
subsequent gift or upon his estate is reduced by a
corresponding amount.

Aliens not domiciled in the United States are subject to
estate taxes only upon property situated within the United
States. The existing statute does not define what property
is situated within the United States, except with respect to
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certain limited classes of property. The Estate and Gift
Tax Regulations provide that real property located within
the United States is deemed to be situated within the United
States for the purpose of the estate tax imposed upon non-
resident aliens. The Internal Revenue Code itself provides
that stock issued by a foreign corporation is deemed to be
property situated without the- United States for these
purposes. The Estate and Gift Tax Regulations provide that
shares of stock issued by a domestic corporation are treated
as property within the United States.

The rate of tax imposed upon the taxable estates of non-
domiciled decedents is substantially lower than that imposed
upon domiciled or citizen decedents. The initial rate is
6%, and the highest 30%, compared to a range of 18% to 70%
applicable to the estates of domiciled and citizen
decedents. Aliens not domiciled in the United States are
entitled, however, to a lower amount as a credit against
estate tax; they may claim a credit of only $3,600, which is
the equivalent of exempting $60,000 of property from tax.

Aliens not domiciled in the United States are subject to
U.S. gift taxes only on tangible property situated within
the United States. ReaT estate is considered tangible
property. Gifts of tangible property situated in the United
States by nondomiciled aliens are taxed according to the
same rules and rates as are gifts of all property by U.S.
citizens and domiciled aliens; prior gifts of tangible U.S.
property are reflected in the computation of U.S. estate tax
on U.S. property of a deceased alien not domiciled in the
United States.

In summary, aliens not domiciled in the United States
can avoid federal estate taxes by holding U.S. real estate
through a foreign corporation and federal gift taxes through
a foreign or a domestic corporation.* For this reason,
estate and gift taxes do not appear significantly to impede
foreign investment in U.S. real estate, but they do affect
the legal form in which that investment occurs.

* The United States presently has in force estate or
estate and gift tax conventions with 13 countries. One
such convention (Netherlands) and two conventions
signed, but not yet in force (the United Kingdom and
France), provide that shares in a U.S. corporation can
be excluded from the taxable U.S. estate of an alien
domiciled in the treaty country.
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Chapter 4 - Tax Treaties

Chapter 3 describes the manner in which foreign persons
investing in United States real estate minimize the taxation
of income derived from their United States real estate
investment. The methods of achieving tax minimization
described in Chapter 3 are the products of provisions of
U.S. statutory law; they are not primarily the product of
double taxation conventions (treaties) in force between the
U.S. and other countries.

Double taxation conventions do, however, play a role in
the manner in which the income derived by foreign persons
from U.S. real estate investments is taxed. In particular,
U.S. conventions with certain ."tax haven' jurisdictions
appear to be exploited by some foreign persons resident
outside these jurisdictions, who can gain certain advantages
by "structuring" their U.S. real estate investments
"through" the tax haven jurisdiction. Although the tax
savings achieved by these devices are, in the case of real
estate, small in comparison to the tax savings which result
from the operation of U.S. statutory law, the opportunities
for achieving them may nonetheless affect the design of
foreign investments in the United States.

The operation and impact of the conventions may be very
difficult for non-experts to understand when studying
arrangements whereby foreign persons invest in U.S. real
estate. Limited improvements in the manner in which Income
from foreign investment in U.S. real estate is taxed might
be made by modifications of existing U.S. double taxation
arrangements, even though a major change in the general
pattern of taxing this income cannot be achieved through the
treaty process. For these two reasons, this chapter is
devoted to analyzing the use of tax conventions by foreign
persons investing in U.S. real estate.

I. Tax Conventions Generally

The United States is a party to 26 conventions in force
for the elimination of double taxation and the prevention of
fiscal evasion with respect to taxes on income or on income
and capital. These conventions are applicable to 38 inde-
pendent nations, and eight territories of other nations.
These conventions are always bilateral.

The general purpose of income tax conventions is to
avoid double taxation of income where persons resident in
(or corporations organized in) one country derive income in
a second country. The principal means by which this is
achieved is through reciprocal concessions of taxing juris-
diction by the two states signatory to the convention.
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These concessions regulate which state--the state of resi-
dence or the source state--has the primary right to tax with
respect to particular classes of income. For instance, a
double taxation convention may provide that the state where
real property is located has the primary right to tax the
income derived from the property, or that royalty income
from one state shall be exempt from tax in that state. The
former example is~an instance where the primary right to tax
is allocated to the source state, the latter where the right
to tax is allocated to the state of residence. As these
examples indicate, the reciprocal concessions embodied in a
double taxation convention are ordinarily defined according
to types of income.

Double taxation conventions therefore avoid double taxa-
tion only by means of provisions under which the signatory
states relinquish taxing rights. Conventions do not in
themselves purport to impose taxes in the contracting
states. The provisions of double taxation conventions are
self-executing under U.S. law; that is, they operate to
limit provisions of domestic law inconsistent with the con-
vention without implementing legislation expressly over-
riding domestic law. International treaties or conventions
which purported to impose any tax not otherwise imposed
under domestic law would not be self-executing under U.S.
constitutional law; that is, the tax involved could not be
imposed without implementing legislation adopted by both
houses of Congress according to constitutionally prescribed
procedures for the adoption of revenue laws. For these
reasons, deficiencies in U.S. statutory law which permit any
class of income to escape taxation cannot be corrected by
treaty., Thus, if it is perceived that the present pattern
of taxation contains unwarranted gaps in the taxation of
income derived from foreign investment in U.S. real estate,
those gaps must be filled by statute. They cannot be filled
by bilateral treaties.

In accordance with the method of double taxation conven-
tions generally, U.S. conventions involve two sets of
concessions by the U.S. With respect to some categories of
income, the U.S. agrees to accord the primary right to tax
to the source state. U.S. conventions achieve this by
requiring the United States to allow a credit for taxes paid
to the other country in an amount not to exceed the U.S. tax
which would otherwise be imposed upon the income in ques-
tion. Second, the United States agrees to reduce or
eliminate its tax upon persons resident in (or corporations
organized in) the treaty partner on their income from
investment or business in the United States. It is these
latter provisions which are relevant to the taxation of
foreign investment in U.S. real estate.
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The object of convention provisions reducing or pro-
hibiting U.S. taxation of described categories of U.S.
income is to reduce U.S. tax on income in circumstances
where the income is subject to taxation by the state of- the
recipient's residence (or citizenship). Two provisions of
the United States model income tax convention illustrate
this point.* Paragraph 6 of Article 4, governing the
determination of residence under income tax conventions,
provides that if the treaty partner taxes its residents only
when income is remitted (rather than when it is earned), the
relief from U.S. taxes mandated under the conventions is
required only to the extent that the income involved is
actually remitted. In a similar vein, Article 16 (Invest-
ment and Holding Companies) of the model treaty provides
that any reductions mandated by the conventions in with-
holding taxes on dividends, interest, and royalties will not
apply to holding companies owned by third country residents
if the tax imposed on such income by the treaty partner
generates substantially less tax than would be imposed on
other business profits in that country.

Most U.S. double taxation conventions in force do not
contain these or parallel provisions, primarily because they
were negotiated before the positions embodied in the U.S.
model had been fully developed. The model was issued in
1977. Most U.S. treaties were signed and ratified before
that; the largest number were signed and ratified in the
late 1940's and early 195O's.

Various provisions of double taxation conventions may be
of concern to foreign investors in U.S. real estate. Table
3-2 above described the withholding rates applicable under
the various treaties to interest, dividends, rents and
royalties. Real estate investors may make the election
under the statute to be taxed on a net basis on their rental
income, however, and this tends to limit the application of
withholding rates with respect to rental income.

The U.S. model income tax treaty reflects the preferred
position of the United States in tax treaty negotia-
tions. If a foreign country does not have a copy of the
model treaty, the U.S. Treasury provides an advance copy
to facilitate treaty negotiations. Thus, the model
treaty is, in essence, the starting offer of the U.S.
Treasury in tax treaty negotiations.
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Table 4-1 below summarizes provisions of U.S. conven-
tions in force or signed with respect to matters which are
of particular relevance to real estate investors. The Table
shows the following:

- Most tax conventions signed before 1970 allow
residents of the other contracting state to elect
on an annual basis to have real property income
offset by deductions when the foreign resident has
no "permanent establishment** in the United States.
These provisions give these residents rights sub-
stantially broader than those enjoyed by residents
of other countries, who to receive "net basis"
treatment must make an election revocable only with
I.R.S. consent. Most conventions signed since 1970
do not provide for an annual election.

- Most conventions waive the U.S. withholding taxes
on interest and dividends paid by foreign corpora-
tions earning a majority of their income from a
United States business. (As explained more fully
below, this waiver of the "second withholding"
taxes is of greatest significance to a company
holding U.S. assets, incorporated in the treaty
country, but owned by third country residents).
However, most conventions signed since 1970 do not
waive the second withholding tax on interest pay-
ments which the foreign investor has deducted in
calculating his U.S. taxable income. Under present
treaty policy, the United States will agree to
waive its second withholding taxes on dividends and
interest only if the treaty partner imposes com-
parable withholding taxes.

- In many cases, the United States has agreed gener-
ally to exempt residents of the treaty partner from
taxation on capital gain from the sale of U.S.
property. In all but two cases, however, the
exemption does not apply to real estate (i.e., the
treaty does not preclude taxation of capital gain
on the sale of U.S. real estate) . The two excep-
tions to this rule, Canada and the United Kingdom,

A "permanent establishment" is a treaty concept and is
defined in general to mean a fixed place of business
through which the business of an enterprise is wholly or
partly carried on. In general, having a "permanent
establishment" implies as high or higher a "permanent
establishment" implies as high or higher level of
economic involvement as the statutory concept of having
a trade or business. In the particular case of real
estate, the two notions are largely synonymous.



TABLE 4-1

Selected Provisions of U.S. Income Tax Treaties
Affecting Foreign Ownership of U.S. Real Property

Date of : Annual : Waiver : Waiver : Treatment of capital gains in U.S.
:signature of net basis: of U.S. : of U.S. General= Exceptions to source country exemption
: of treaty election : second second : source : real = P.E. or : 183 day : other
: or most :dividend :interest :exemption :property : fixed : presence :
: recent : : tax : tax : : base :in source :

Country : protocol(P) : : . : : property : state

Antigua 1/ 1958 x x x
Austral ii
Austria
Barbados 1/
Belgium -
Belize 1/
British-Virgin Islands I/
Burundi 3/
Canada
Denmark
Dominica 1/
Egypt 4/
Falkland Islands I/
Finland
France 5/
Gambia T/
Germany
Greece
Grenada 1/
Hungary,/
Iceland
Ireland
Israel 4/
Italy
Jamaica 1/
Japan
Korea 4/-
LuxembZurg

1953
1956
1958
1970
1958
1958
1959
1966(P)
1948
1958
1975
1958
1970
1978(P)
1958
1965(P)
1950
1958
1979
1975
1949
1975
1955
1958
1971
1976
1964

x

x
x
x
x
x

x

x

x

x
x
x
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X

X

x 2/
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x
x
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x 10/
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x
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cont.



TABLE 4-1

(Continued)

Selected-Provisions of U.S. Income Tax Treaties
Affecting Foreign Ownership of U.S. Real Property

Date of : Annual : Waiver : Waiver : Treatment of capital gains in U.S.
:signature of : net basis: of U.S. : of U.S. : General : Exceptions to source country exemption
: of treaty : election : second : second : source : real : P.E. or : 183 day : other
: or most : :dividend :interest :exemption :property : fixed : presence :
= recent : tax = tax : : : base :in source :

Country protocol(P) : : . : : property : state

Malawi 1/ 1958 x x x
Montseriat 1/ 1958 x x x
Norocco 4/ 1977 x x 10/ x x x x x 9/
NetherlanRds 1965(P) x x x x x x x 8/
Netherlands Antilles 9/ 1963(P) x x x
New Zealand 1948 x x
Norway 1971 x x10/ x x x x
Pakistan 1957 x
Philippines 4/ 1976 x 10/ x x x
Poland - 1974 x T/ x x x x
Romania 1973 x T6/ x x x x
Rwanda 3/ 1959 x
St. ChrTstopher, Nevis &

Anguilla 1/ 1958 x x x
St. Lucia 1/- 1958 x x x
St. Vincent 1/ 1958 x x x
Seychelles 17 1958 x x x
Sierra Leone 1/ 1958 x x x
Sweden 1963(P) x x x
Switzerland 1951 x x 2/ x 2/
Trinidad & Tobago 1970 x x To/
Union of South Africa 1950(P) x
U.S.S.R. 1973
U.K. - present treaty 1966(P) x x x x x x
U.K. - proposed treaty 4/ 1979(P) x x 10/
Zaire 3/ 1959 x
Zambia-l/ 1958 x x x

Office of the Secretary of the Treasury
office of Tax Analysis

o
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TABLE 4-1

Selected Provisions of U.S. Income Tax Treaties
Affecting Foreign Ownership of U.S. Real Property

Footnotes

1/ 1958 extension of U.K. treaty as in effect at that
time-

2/ Payments are exempt from U.S. tax only if paid to
residents of the other country.

3/ 1959 extension of Belgian treaty as in effec' UL
that-time.

4/ Signed but not yet in force.

5/ The 1978 protocol is signed but not yet in force.

6/ Country of situs of real property may tax gain on
sale of shares or similar interests in real property
cooperative or corporation whose assets consist principally
of that property.

7/ A U.S. resident is taxable by Israel on gain from
the alienation of shares in a real estate holding company.
A protocol which is not yet signed will make this provision
reciprocal.

8/ Source right to tax applies only if asset is held
less-than 6 months.

9/ 1955 extension of Netherlands treaty as then in
effect, as amended by a 1965 protocol.

10/ Though the U.S. does not preserve the precise form
and scope of the second interest tax, it does retain the
right to tax interest paid by a resident of the other State
if the payor has a P.E. in the U.S. in connection with which
the indebtedness was incurred, and which bears the interest.

a
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tax their residents' capital gain from the sale of
U.S. real estate at rates comparable to those
applicable to U.S. citizens or corporations.**

II. Conduit Countries

A. Netherlands Antilles

Although most recent conventions contain provisions
designed to limit benefits under the convention to indi-
viduals and corporations taxable in the treaty country, some
of the older conventions do not contain adequate protection
against this result. These conventions may be used by
third-country residents using a holding company incorporated
in the treaty country (or territory). In addition to the
legal tax advantages derived from the careful use of a
holding company, the third country resident may wish to
conceal his investment from tax, foreign exchange, or other
authorities in his home country or in the United States.
Third-country residents nmay be able to achieve this objec-
tive by "structuring* investments lthijugh" some of the
countries with which the U.S. has double taxation conven-
"tions in force.

The most important of the "conduit" countries is the
Netherlands Antilles. The United States signed a double
taxation convention with the Netherlands in 1948. In 1955,
the U.S. and the Netherlands executed a protocol to this
convention making the provisions of the convention applic-
able to the Netherlands Antilles. In 1963, the U.S. and the
Netherlands executed a protocol to the convention which
modified the application to the Antilles of the dividend,
interest, and royalty withholding articles. In 1966, the
U.S. and the Netherlands executed a protocol to the con-
vention which modified the application of the provisions of
the convention. The 1963 protocol does not apply to the
Netherlands, and the 1966 protocol does not apply to the
Netherlands Antilles.

The Netherlands Antilles has no estate, gift or inherit-
ance tax, no tax on capital gains, and no withholding taxes
on dividends, interest or other payments to non-resicents.
In calculating income subject to the Netherlands Antilles
corporation tax, a holding company can deduct operating ex-
penses, property taxes, mortgage interest and depreciation.
The Antilles does not permit deductions for accelerated
depreciation as generous as those permitted by U.S. law,

** The new U.K.-U.S. treaty which has been signed, but is
not yet in force, contains no exemption from source-
country tax on capital gains.
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however, so that a company may in certain circumstances be
unable to show a tax loss for Antilles profits tax purposes
even when it shows such a loss for U.S. income tax purposes.
But even where this occurs, the income shown in the Antilles
will usually be taxed only at 2-3 percent rates in the
Antilles. Under Antilles law active business income earned
by an Antilles corporation outside the Antilles, and rental
investment income earned by certain holding companies
outside the Antilles are taxed at one-tenth the otherwise
applicable tax rates. A final advantage of an Antilles
holding company is that the Netherlands Antilles allows cor-
porations to issue bearer shares, which assures the confi-
dentiality of ownership.

The U.S*-Netherlands Antilles treaty modifies U.S. or
Netherlands Antilles law in three ways of significance to
real estate investors:

1. First, and most critically, dividends and interest paid
by a Netherlands Antilles company are exempt from the
U.S. 'second withholding* taxes. The United States
aTies a withholding tax not only to dividends and
interest paid by a U.S. corporation (unless more than 80
percent of the corporation's gross income is foreign
source), but also to a portion of dividends and interest
paid by a foreign corporation if 50 percent or more of
the foreign corporation's gross income (e.g., rent) is
effectively connected with a U.S. trade or business.*
The purpose of this "second withholding" tax is to limit
the disparity in U.S. tax treatment of a U.S. and a
foreign corporation with a trade or business in the
United States.

As a consequence of a treaty waiver of the 'second with-
holding" taxes, interest on a mortgage financing a U.S.
real estate investment can be paid tax free by a holding
company. Suppose, for example, that a foreigner had $1
million which he wished to invest in U.S. real estate.
Rather than investing directly, he may establish a
Netherlands Antilles holding company to which he
advances $250,000 as equity. The holding company may
then buy the U.S. real estate, advancing the $250,000
equity contribution as a down payment and arranging for
a $750,000 mortgage held directly or through a financial

The fraction of a dividend or interest payment by a
foreign corporation to which the U.S. withholding tax
applies is the ratio of gross income effectively
connected with a U.S. trade or business to worldwide
gross income of the corporation.
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intermediary by the company's own shareholder. Assuming
the Netherlands Antilles company is not too thinly
capitalized, the mortgage interest payments will be
deductible in computing the holding company's taxable
income in the United States. Even though the interest
is payable to a foreign mortgage holder, the Netherlands
Antilles convention exempts that interest from the U.S.
*second withholding" tax. As noted above, the Nether-
lands Antilles itself imposes no withholding tax. That
portion of the foreigner's total return on his S1
million U.S. real estate investment which the mortgage
interest represents thereby escapes U.S. income tax.

2. Under the Netherlands Antilles convention, the election
to be taxed on net, rather than gross, income from real
estate which is not attributable to a trade or business
conducted through a "permanent establishment" can be
made (and thus revoked) annually. A Netherlands
Antilles company which does not have a permanent estab-
lishment can therefore deduct substantial expenses
(e.g., operating costs, property taxes, insurance
premiums, mortgage interest and, where applicable,
depreciation) while the property produces rental income,
and then, by not making the election in the year the
property is sold, pay no tax on the capital gain.
(Under U.S. statutes, this election cannot be revoked
without the special permission of the Internal Revenue
Service).

3. The convention also provides that income from real
estate and interest on real estate mortgages are taxable
only in the country where the real estate is located
(the United States in this instance). The . therlands
Antilles interprets this article to exempt the U.S. real
estate income of a Netherlands Antilles company from
Netherlands Antilles income tax (which, in any event,
would have been minimal because of the allowance of
deductions and the preferential rates of taxation for
foreign business income and holding companies' foreign
rental income).*

This interpretation of the convention is not inevitable.
In the reciprocal case - of a U.S. corporation deriving
income from Antilles real estate - the U.S. does not
interpret the convention as precluding the right of the
U.S. to tax the income, by virtue of a provision of the
convention reserving each state's right to tax its own
nationals as though the convention had not come into
effect.

50-150 0 - 79 - 8
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British Virgin Islands

The income tax convention between the U.S. and the
British Virgin Islands is an extension of a 1945 convention
between the U.S. and the United Kingdom. A 1959 protocol
extended the 1945 convention and its subsequent protocols to
20 jurisdictions which at the time were United Kingdom
dependencies. In 1966, the U.S. and U.K. executed a proto-
col to the 1945 convention. This protocol does not apply to
the British Virgin Islands or the other territories to which
the 1945 convention was extended. In 1975, the U.S. and
U.K. signed a convention which when it takes effect would
replace the 1945 convention. Three protocols to the new
1975 convention have been signed, but neither the convention
nor the protocols have been ratified. The new convention
would not apply to the territories to which the 1945 con-
vention was extended.

A foreign investor can reach the same favorable results
by establishing a holding company in the British virgin
Islands as it can via the Netherlands Antilles. Like the
Netherlands Antilles treaty, the British Virgin Islands
treaty exempts a holding company from the U.S. "second
withholding" tax on dividends and interest and allows the
company to elect on an annual basis to be taxed in the U.S.
as if it were engaged in a U.S. trade or business. The
British Virgin Islands does impose a corporate income tax of
15 percent; deduction for operating expenses, interest,
property taxes, and depreciation are allowed; and a taxpayer
may claim a credit for income tax paid to a foreign govern
ment. More importantly, income is taxed only if it is
remie to the British Virg -' Islands. This means that if
income is never deposited in or otherwise paid over to the
British Virgin islands, it is not taxable in the British
Virgin Islands. The Oremittancem basis of the BVI tax law
plays the same role in the use of the BVI for these purposes
as is played by statutory favored treatment in the Nether-
lands Antilles. Like the Netherlands Antilles, the British
Virgin Islands has no estate, gift, inheritance, capital
gains tax, nor withholding taxes on dividends and interest
paid to non-residents. Although bearer shares are not
allowed, a foreign investor may conceal his ownership by
having a nominee register as the shareholder in the BVI.
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Chapter 5 - Analysis and Conclusions

I. Summary of Relevant Tax Provisions

Income effectively connected with a U.S. trade or
business earned by a nonresident alien or a foreign
corporation is taxed under generally the same rules as those
applicable to a U.S. citizen or corporation, respectively.
Much foreign investment in U.S. real estate constitutes a
U.S. trade or business; that which does not may, at the
election of the foreign investor, be taxed as if it were.
Allowable deductions often equal or exceed rental income;
losses, rather than positive Ircome, are reported for tax
purposes.

If a foreign taxpayer engaged in a U.S. trade or
business by reason of a real estate investment sold such
U.S. real estate, the gain would ordinarily be effectively
connected with the trade or business and taxable in the
United States. Present law, however, offers a careful
foreign investor several ways of reclassifying the gain as
not effectively connected with a U.S. trade or business, and
as a consequence, ordinarily exempt from U.S. tax. The ways
of avoiding U.S. capital gains tax identified in this Report
were:

1. An installment sale.

2. An exchange for foreign property of a like kind.

3. Sale of the property by a holding company, coupled
with a complete liquidation of the company within
one year.

4. Sale of the shares of a holding company (the new
owner can liquidate the company with minor tax
consequences and gain a stepped-up basis in the
property).

5. Under a tax treaty, revoking an election to be
taxed on a net, rather than a gross, basis.

Although any one of these methods of avoiding capital gains
tax may not work or not work well in some cases, the methods
are numerous and varied enough that one or more would
usually be available. Although the role of tax treaties,
especially the U.S.-Netherlands Antilles treaty, has been
highlighted in public discussion, the opportunities for
avoiding capital gains tax derive largely from U.S.
statutes, rather than U.S. treaties.
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II. Legislative Proposals

A proposal by Senator Wallop to tax the capital gain on
the sale of agricultural land was included in the Senate
version of the Revenue Act of 1978. Apart from tax equity
between domestic and foreign taxpayers, the primary concern
expressed in the Senate debate was that exemption from
capital gain taxation encouraged foreign investors to bid up
the price of U.S. farmland. Because neither the House of
Representatives nor the Treasury had had an opportunity to
consider the proposal carefully, the House-Senate conference
committee decided to delete the proposal, but to ask the
Treasury to prepare this Report.

In January 1979, Senator Wallop introduced S. 208, a
bill substantially similar to the bill the Senate passed in
1978. Essentially the same bill, H.R. 3106, was introduced
in the House of Representatives by Congressman Grassley;
both bills have broad, bipartisan support. Under each bill,
capital gain on the sale of:

land used in farming, suitable for use in farming,
or in a rural area; and

shares in a corporation or an interest in a
partnership, trust or estate, to the extent gain
was in excess of $3,000 and attributable to the
unrealized appreciation in such land (or similar
gain which a corporation had realized, but elected
not to recognize, under section 337)

would be considered effectively connected with a U.S. trade
or business and, therefore, subject to U.S. capital gains
tax. The purchaser of affected agricultural land, corporate
shares or partnership interests would be required to with-
hold tax equal to 30 percent of a foreign investor's taxable
gain. (The taxpayer could file for refund of an overpay-
ment.) H.R. 3106 would override tax treaties five years
after its date of enactment, S. 208 would not.

If capital gains on the sale of land were always con-
sidered effectively connected with a U.S. trade or business,
a foreign owner could not avoid tax by making an installment
sale and deferring recognition of the gain or by failing to
make an annual election to be taxed net of deductions.
Thus, two of the tax avoidance methods noted above would not
work. If capital gains on the sale of corporate shares (to
the extent such gains were attributable to unrealized gain
on agricultural land) were also considered effectively
connected, two other methods described above for avoiding
capital gains tax would presumably not work either: the
gain upon liquidation of a holding company, or the sale of
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such a company's shares. " Although S. 208 would not affect
exchanges for foreign property of like kind, such exchanges
could be easily covered by an appropriate amendment.

III. Impact of Capital Gains Taxation on a Hypothetical
Investment

The burden of the U.S. capital gains tax depends on how
rapidly property appreciates in value, how long the property
is held, and other features of specific cases. No hypothe-
tical example can convey the diversity of circumstances to
be found in actual cases. Carefully constructed examples
cant however, put proposals for change into a clearer
economic perspective. The particular example summarized in
this section and described more fully in Appendix C proceeds
on the hypothesis that an investor purchases unimproved
agricultural land for $1 million, $800,000 of which is
obtained from a conventional, 40-year mortgage carrying
interest of 10 percent per annum. For te. years, the in-
vestor receives $50,000 in annual rent and pays out $10,000
each year in property taxes and other actual expenses. With
mortgage payments of approximately $82,000 per year, the
investment has a pre-tax cash outflow deficit of $42,000 per
year. After ten years, the investor sells the property for
$2.9 million (this amount is derived from the average rate
of appreciation for all U.S. farmland from 1968 to 1978).

The cash-flow profile of such an investment for a
domestic and a foreign investor are depicted in Figure I.
Each investor would have to -put up $200,000 initially and
$42,000 in each subsequent year; Figure _ I depicts the
accumulated amounts invested; funds which are spent or
received after a period of years are measured by their
present (or discounted) value to adjust for the time value
of money.* Present values allow meaningful comparisons
between payments and receipts occurring in different years.

For example, the present value of the $10,000 in
property taxes and other expenses payable at the end of
the first year is $9,091 (assuming a 10 percent discount
rate). That is to say, if the investor put $9,091 in a
bond maturing in one year and paying interest of 10
percent, he could pay the $10,000 tax with the proceeds
when the $9,091 bond matured.
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Figure 1: Present Value of Accumulated Cash Flow from
a Hypothetical Investment In U.S. Farmland to
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Because this hypothetical investment requires additional
cash inputs in every year, the accumulated cash flow
depicted in Figure I declines steadily over the ten-year
life of the investment. Note that the accumulated present
value of cash payout by the domestic investor is less than
that by the foreign investor. This difference re-fle-cts an
assumption that a domestic investor can use the tax losses
generated by this investment to shelter other income from
U.S. taxation,* but that the foreign investor has no other
U.S. income which can be similarly sheltered. That is to
say, real estate investment is assumed here to provide a tax
shelter for a domestic investor, but to have no such shelter
value for a foreign investor. Needless to say, there may be
cases in which a foreign investor can take advantage of such
shelter value.

When the real estate is sold and the mortgage principal
paid off, each investor is left with net proceeds of $2.1
million, a substantial return on his cash outlays over the
prior ten years. Our hypothetical example assumes that the
foreign investor can avoid paying U.S. capital gains tax.
The domestic investor must, however, pay ordinary income tax
on 40 percent of his capital gain (which, in turn, equals
his $2.9 million in gross proceeds less his basis in the
property, $1 million). The tax, which amounts to $343,000,
exceeds the tax savings from his pridr real estate losses,
even when both amounts are converted to their present
values. Thus, the real estate investment generates a higher
return to the foreign investor than to the domestic
investor.

The foreign investor in this example does somewhat
better than the domestic investor because, under the
assumptions which underlie the example, the de facto
exemption from capital gains tax is worth more thaFE-E
ability to shelter income other than real estate income from
taxation. The net advantage of the foreign investor would
be larger if he could use the real estate losses to shelter
other income from taxation and avoid paying capital gains
taxation. In fact, a foreign--Tnvestor may have the best of
both worlds in at least three different ways:

Because real estate investment often attracts wealthy
investors, the domestic investor is assumed to be in a
60 percent marginal tax bracket.
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The losses may offset other effectively connected
income.

If the real estate is held by a foreign-controlled
U.S. corporation, the real estate losses can offset
other U.S. income whether or not such income would
be considered effectively connected if earned by a
foreign corporation. Table 2-4 indicated that U.S.
companies, not foreign companies, were in 1974 the
primary corporate form for foreign investment in
U.S. real estate.

A partnership agreement between a domestic and
foreign investor might be structured to allocate
all the losses to the former and only capital gain
to the latter. In an example given in Appendix C,
the hypothetical investment is undertaken by a
domestic-foreign partnership obtains a higher rate
of return than that obtained by either partner
investing separately. A partnership agreement may
allow a foreign investor to derive indirectly some
benefit from real estate losses allocated to a
domestic partner.

Thus, the assumption that the foreign investor derives no
benefit from real estate losses is probably too strong, and
the net tax advantage of a foreign investor compared to a
domestic investor is larger than that calculated above and
depicted in Figure I.

This conclusion--that a foreign investor bears a lighter
tax burden than a domestic investor--would be reversed if
the foreigner were taxable on his capital gain, In. the
hypothetical example described in Appendix C and depicted in
Figure I, a foreign investor who can make only limited use
of his real estate losses, but is taxable on his capital
gain, is worse off than a domestic investor who can make
better use of the real estate losses.

The results reached in the hypothetical case are, we
repeat, sensitive to the underlying assumptions about the
rate of capital appreciation, the extent to which the
initial investment is financed with borrowed money, the tax
bracket of the investor, the rate of discount and so forth.
The main point is that the differential treatment of capital
gains is one of several differences in the way the United
States taxes foreign versus domestic taxpayers. Some
differences (e.g., treatment of capital gains, taxation
limited to effectively connected and specified other U.S.
income) favor foreign taxpayers, others (e.g., treatment of
losses, number of exemptions) favor domestic taxpayers.
Whether foreign taxpayers are better or worse off than



117

-52-

domestic taxpayers when all the differences are considered
together depends on the circumstances of a particular
investment and investor.

IV. Policy Issues in Taxing Capital Gains from the Sale of
Real Estate

A. Tax Policy Considerations

In considering U.S. taxation of foreigners on their U.S.
source capital gains, a critical issue is tax equity--a
foreign investor with more than a minimal presence in the
United States should not bear a lighter tax burden than a
comparable domestic investor. United States real estate
arguably represents, in and of itself, a presence that is
more than minimal. This conclusion has, in fact, wide
international acceptance. Section 1 of Article 13 (Capital
Gains) of the O.E.C.D. model income tax treaty provides%

Gains derived by a resident of a Contracting State from
the alienation of immovable property referred to in
Article 6 and situated in the other Contracting State
may be taxed in the other State.

Appendix B to this Report summarizes other countries' rules
for taxing capital gain on the sale of domestic real
property by foreign owners. As shown there, virtually all
countries tax such gain using the same rules as those
applicable to domestic owners. The U.S. exemption for gain
on real property not effectively connected with a U.S. trade
or business is unusual by international standards.

Countries' tax practices differ widely, however, in
taxing capital gain on the sale of shares in a corporation
holding real property. As noted above, several of the
methods for avoiding U.S. capital gains tax on the sale of
real estate involve the use of holding companies. As
Appendix B indicates, some countries attempt to tax such
gains; others do not.

The U.S. exemption of a foreign taxpayer's capital gains
on the sale of corporate shares has at least three
justifications:

- Compliance. A tax on capital gains on the sale of
corporate shares and other securities is difficult
to collect because transfers of ownership are
usually not recorded (as opposed to transfers of
real estate, which are) and can and frequently do
take place outside the United States. Such a tax
could only be effectively enforced through measures
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that would seriously burden the overall market in
such securities. These measures are not desirable,
nor would it be desirable to enact a tax that
cannot be effectively enforced.

Gross vs. Net Taxation. Dividends, interest and
other income on financial assets are taxed without
the benefit of deductions unless such income is
effectively connected with a U.S. trade or business
(in which case deductions are allowed, but capital
gains are subject to tax). Exemption from capital
gains taxation may be seen as an offset, roughly,
for the prior denial of deductions from such
income;

Balance of Payments. The exemption from capital
gains tax makes domestic securities easier to sell
on international markets.

Taxing capital gains on the sale of corporate shares would
not be justified by general international practice and
would, in fact, run contrary to U.S. tax treaties. Such a
tax would not affect the sale of shares by residents of
countries with a current treaty exemption (see Table 4-1
above).

Then, it makes considerable sense to draw a line between
capital gains on the sale of assets used in a U.S. trade or
business and capital gains on the sale of shares. The next
issue, however, is whether the rules for distinguishing
effectively connected and non-effectively connected gains
should be so easily manipulable. The abuse highlighted in
this Report is the conversion of capital gains on real
estate which had been used in a U.S. trade or business (by
election, if not in fact) into capital gains on the sale of
shares.

This, in turn, suggests that an appropriate and effec-
tive remedy may focus on one or more steps in the various
processes by which gains which should be taxable are
converted into tax-exempt gains. For example, in the case
of a *like kind" exchange, it may be easier to impose a tax
when U.S. property is exchanged for foreign property than
when the foreign property is subsequently sold. Similarly,
it may be difficult to impose a tax on the sale of corporate
shares of a holding company, but it appears possible to deny
the new owner an all but tax-free liquidation and step-up in
basis.

In contemplating changes in statutory law, our treaty
obligations to other countries must be taken into account.
As noted in Table 4-1, approximately half of the treaties
currently in force would preclude a U.S. tax on capital
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gains from the sale of shares by residents of the treaty
country. These treaty obligations could be overridden, but
doing so would tend to make it far more difficult to obtain
satisfactory treaties in the future. On the other hand,
there should be considerably less international objection to
a prospective override of the treaties, coupled with a
sufficient time lag so that reciprocal international
agreements on limited taxation of shares can be negotiated.

B. Economic Impact of Taxing Foreign Investors' U.S.
Capital Gains

The rate at which foreign-owned assets typically appre-
ciate in value or the length of time they are held can only
be surmised. Table 5-1 below presents exceedingly rough
estimates of the potential gain in U.S. Treasury revenues
from taxing foreigners' capital gains on U.S. agricultural
land, all other real estate, and all U.S. property (in-
cluding stocks, bonds and other financial assets). The first
column indicates that the U.S. Treasury might have gained up
to $276 million from subjecting all U.S. property to be sold
by foreigners in 1979 to the capital gains tax. This addi-
tional tax would represent approximately 12 percent of the
estimated value of U.S. property sold by foreigners in 1979.
Taxing capital gain on agricultural land only would yield an
estimated $22 million, on all real estate $142 million.

Like all revenue estimates, those in Table 5-1 take no
account of behavioral adjustments lessening the impact of
the tax. Foreign investors might, for example, hold their
investments for longer periods of time. The extent to which
their aggregate investment in the United States would be re-
duced if capital gains were subject to U.S. tax is virtually
impossible to predict. Aggregate purchases by foreigners of
U.S. real property in 1979 will probably be less than $5
billion, and a substantial fraction of that will be financed
with mortgages from U.S. lenders. Statistical analysis of
the U.S. balance of payments behavior suggests, moreover,
that long-term foreign investment in the United States de-
pends more on the growth of the U.S. economy than on changes
in the current rate of return on U.S. investment.* This

* See Richard Berner, Peter Clark, Howard Howe, Sung Kwak
and Guy Stevens, "Modeling the International Influences
on the U.S. Economy," International Finance Discussion
Paper 93, Board of Governors, U.S. Federal Reserve Bank,
Washington, D.C. 1978. This analysis found that rates of
return variables had no statistically significant impact
on the rate of foreign investment in the United States.
This particular finding was not specifically reported in
the summary discussion cited here, but was obtained by
the Treasury Department from the authors of the Federal
Reserve Board study.



Table 5-1

Revenue Estimates for the Taxation
of Foreign Capital Gains

: 1979 Revenue : Assets Sold : Tax as a Percent
Investment : (million $) : (millions) : of Sales Value

Agricultural Land 22 $ 150 14.7
Commercial Real Estate 120 1,000 12.0
Stocks and Direct Investment 134 1,100 12.2

Total 276 2,250 12.3

Office of the Secretary of the Treasury April 10, 1979
Office of Tax Analysis

Assumptions made in revenue estimate:

1. Five percent of farmland and 10 percent of commercial real estimate turn
over each year;

2. Foreigners are taxed at the rate of 24 percent, reflecting a 60 percent
marginal tax rate and a 60 percent exclusion of long term capital gains
from taxation;

3. The ratio of gain to basis is 1.5 for farm property and 1 for commercial
property.
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statistical result accords well with the common observation
that foreigners invest in U.S. real estate as a hedge
against economic and political uncertainty overseas and not
because of a small differential between the rate of return
on U.S. real estate and that on foreign property.
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APPENDIX A

Glossary

Foreign Investment: Foreign investment is the gross value
of assets in the U.S. owned directly and indirectly by
foreign individuals and corporations. These are ordinarily
stated at historical cost net of depreciation. This defini-
tion of foreign investment differs from the balance of
payment definition. The balance of payment definition is
based on net equity Inflow, retained earnings of U.S.
subsidiaries of foreign shareholders, and total earnings of
U.S. branches of foreign corporations. As a consequence,
the balance of payments measure does not reflect property
whose acquisition was financed with borrowed funds or non-
income cash flow (e.g., depreciation allowances).

Real Estate Investment: Real estate investment is land and
buildings leased to other users or held purely for invest-
ment. It does not include land and buildings used by an
investor in some other, non-real-estate, trade or business.

Agricultural Land: Agricultural land is land used for
farming, including agriculture, forestry, and timber pro-
duction. It also includes idle land if its last use was for
agricultural production within the past 5 years.

Foreign Individual: An individual who is neither a U.S.
citizen nor a U.9. resident.

Residence: An alien actually present in the U.S. who is not
a mere transient or sojourner is a resident of the United
States for purposes of the income tax. Whether he is a
transient is determined by his intentions with regard to the
length and nature of his stay. If he lives in the U.S. and
has no definite intention as to his stay, he is a resident.
An alien whose stay in the U.S. is limited to a definite
period of time by the immigration laws is not a resident
except in exceptional circumstances.

Domicile: A domicile is acquired by living in a locality
with the intent to make it a fixed and permanent home. To
change domicile two conditions must be satisfied: (1)
residence must be changed (2) there must be an intention to
remain at the new residence permanently.
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Corporation: A corporation is defined to be any association
whiTciIstaxed as a corporation under the Internal Revenue
Code. The essential features of a corporation are associ-
ates (shareholders), an objective of carrying on business
and dividing the gain therefrom, continuity of life,
centralization of management, limited liability, and free
transferability of interests.

Foreign Corporation: A foreign corporation is a corporation
which is not organized under the federal laws of the United
States or the laws of the fifty states or the District of
Columbia.

Trust: A trust is an arrangement created either by a will
or an inter vivos declaration whereby trustees take title to
property ?r the purpose of protecting or conserving it for
the beneficiaries. Generally speaking, an arrangement will
be treated as a trust if it can be shown that the purpose of
the arrangement is to vest in trustees responsibility for
the protection and conservation of property for benefici-
aries who cannot share in the discharge of this responsi-
bility and, therefore, are not associates in a joint
enterprise for the conduct of business for profit.

Estate: The property and debts of a decedent.

Partnership: A partnership is a syndicate, group, pool,
jo nt venture, or other unincorporated organization through
or by means of which any business, financial operation, or
venture is carried on, and which is not a corporation or a
trust or estate within the meaning of the Internal Revenue
Code of 1954.

Permanent Establishment: Permanent establishment is a
concept used in U.S. tax treaties to determine the way in
which business income is taxed. While the precise defini-
tion varies from treaty to treaty, generally a permanent
establishment means a fixed place of business through which
the business or an enterprise is wholly or partly carried
on.

Trade or Business Within the U.S.: Whether or not a non-
resident alien is engaged in a trade or business is a basic
distinction used in the U.S. statutory law to determine tax
treatment and is a lower threshhold of activity than the
maintenance of a "permanent establishment' concept used in
tax treaties. A U.S. trade or business includes any
business operation in the U.S. involving the sale of
services, products, merchandise, in the ordinary course of
business. It also, with minor exceptions, includes the
performance of personal services.
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Effectively Connected Income: Income effectively connected
with a trade or business in the U.S. includes income from
personal services performed in the U.S., income derived from
the active conduct of a trade or business in the U.S., and
income derived from assets used in, or held for use in, the
conduct of a trade or business in the U.S.

Capital Gains: Capital gains are gains from the sale or
exchange of a capital asset or an asset whose tax treatment
is the same as a capital asset. Assets which do not receive
capital gains treatment include stock in trade or other
property included in inventory or held for sale to
customers.

Basis: Basis, which is used in determining the amount of
capTal gains, generally means the cost of the asset plus
improvements less applicable depreciation, amortization, and
depletion. If stock is sold, basis is also reduced by the
amount of nontaxable distributions prior to the sale.

Depreciation: Depreciation, for tax purposes, is a deduc-
tion a lowed for the exhaustion, wear and tear, and
obsolescence of property used in the trade or business or
property held for the production of income. The allowance
does not apply to land, inventory, stock in trade, and
personal assets. The allowance permitted for tax purposes
does not depend on the actual decline in the market value of
the asset over time.

Excess Depreciation: Excess or "additional depreciation" is
the excess of the accumulated deduction for depreciation
over the amount that would have been taken under the
straight line method. The straight line method allows a
fixed annual deduction over the estimated useful life of the
asset.
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APPENDIX B

Taxation of Real Property Gains of Nonresidents:
Some International Comparisons

I. General Observations

The United States taxes nonresidents on gains derived
from ("effectively connected" with) a U.S. business
activity. But otherwise, a nonresident is exempt from U.S.
tax on gain from the disposition of assets in the United
States unless physically present in the United States for
more than 183 days in the year the gain is realized.

Such a broad exemption of capital gains of nonresidents
is unusual. The United Kingdom apparently taxes the capital
gains of nonresidents only if derived from business assets
in the United Kingdom. But nearly all other industrial
countries, and virtually all of the developing countries for
which the information is readily available, tax nonresidents
on capital gains from the disposition of real property
located in the country as well as on gains derived from
business activity there. A smaller number also tax gains
derived by nonresidents on the sale of a "substantial"
holding of shares in domestic corporation (with "substan-
tial" typically defined as 25 percent or more of the out-
standing shares). And a few, tax any sale of shares or other
rights when the underlying assets are real property.

Thus, in terms of its intended reach, U.S. law is
generous in the treatment of capital gains of nonresidents.
However, at the practical level, nonresidents may be able to
escape tax on gains realized from the disposition of real
property in other countries, despite the broader scope of
their laws. This can result if exemption is granted for
gains on assets held longer than a specified number of
years, or because of difficulties of enforcing the tax.

In the simplest case, where an individual owner of a
piece of land sells it and transfers the title accordingly,
some countries exempt the gain from tax if the property was
held for a specified number of years. Capital gains of
domestic residents are usually taxed at lower rates than
ordinary income and may be completely exempt if property is
held for a sufficient length of time. The same tax benefits
are generally available to nonresidents if they satisfy the
conditions of realizing long-term gains.

50-150 0 - 79 - 9
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The tax on the gain from the sale of real property can
often be avoided by transferring the ownership of the
property to a corporation and selling the shares of the
corporation rather than the real property directly. If the
corporation is foreig, with respect to the country where the
real property is located, gain on the sale of its shares is
almost invariably beyond the scope of a country's tax law.
If it is a domestic corporation and a substantial holding is
sold, several countries assert jurisdiction to tax. How-
ever, -enforcement may be difficult, especially if both the
buyer and seller are nonresidents and the sale takes place
in another country. If there is favorable tax treatment of
gains on the liquidation of a corporation, this may offer
another route for disposing of real property with little or
no tax.

In short, the United States, along with the United
Kingdom, is exceptional in not taxing nonresidents on gain
from the disposition of real property other than business
property; but there are enough loopholes in most foreign
laws that, despite their frequently broader scope in
attempting to tax non-residents, effective taxation of gain
on the disposition of real property by nonresidents is
probably rarely realized.

Examples of Capital Gains Taxes Applicable to Nonresidents
on Sales of Real Property

The following examples are very simplified and do not
attempt to describe the complex variations in different
countries' taxation of capital gains. Moreover, they look
only to income taxes and do not consider, for example, taxes
on capital. The rates indicated are individual income tax
rates. References to sales are meant to include other
dispositions which give rise to tax liability, e.g.
exchanges or deemed sales.

A. No taxation of gain on real property

The United Kingdom taxes nonresidents on capital gains
only if derived from the sale of assets of a U.K. business.
The Netherlands does not tax gains on real property under
the income tax but applies a transfer tax on the sale.

B. Taxation of gain on real property but not shares

Denmark, Italy, Japan, Luxembourg, New Zealand, Norway
and Sweden are among the countries which tax nonresidents on
gains from real property but not gains from the sale of
corporate shares. Thus, the tax does not apply if, instead
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of holding the real property directly, the nonresident sets
up a corporation to own the property and sells the shares o.f
the corporation. However, Italy taxes corporations on the
appreciation in value of land and buildings not directly
used in commercial operations; the tax applies on the
disposition of such property or every 10 years if no
transfer takes place.

C. Taxation of gains on real property and *substantial
holdings' o corporate shares

Several other countries, including Austria, Belgium,
Canada, France, and the Netherlands, do not single out real
estate holding companies but tax gains on the sale of shares
in domestic corporations if the shares sold amount to 25
percent or more (33 percent in the Netherlands) of the
outstanding shares of the corporation. In Canada, the tax
applies to any sale if the corporation is privately held, as
opposed to a publicly owned corporation. Canada also has
complex rules to prevent avoidance of the tax through the
use of trusts, etc.

Again, however, gain on the sale of real property
directly may be exempt from tax if the property was held for
a specified number of years. Gain on the sale of a
substantial holding is rarely exempt after a holding period,
but long-term gains in general may be taxed at lower rates
than apply to ordinary income.

In Austria, gain on the sale of real property is exempt
if the seller owned the real property for more than 5 years.
Otherwise, ordinary income tax rates apply (about 20-60
percent).

Belgium taxes gain on the sale of undeveloped land at
33.5 percent on residential land held less than 10 years and
on other undeveloped land held less than 5 years, at 16
percent on residential land held from 10-16 years and other
land held for 5-8 years, and exempts the gain on residential
land held longer than 16 years and on other land longer than
8 years. (The ordinary rates applicable to individuals'
income range from about 40-60 percent.)

In Canada the holding period is not relevant, but
capital gains are taxed at one-half the ordinary rates (6-43
percent Federal).

In France, the taxable portion of gain on the sale of
real property varies with the period of ownership; after 10
years, one half of the gain is excused and after 20 years
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the gain is exempt. Taxable gains are adjusted for
inflation and taxed at a flat rate of 33 1/3 percent, or 15
percent on securities held more than 10 years. (For
residents tax is calculated as 5 times the tax due at
ordinary income tax rates (5-60 percent) on one-fifth of the
gain; i.e., the tax in effect averages the gain over a
5-year period.)

The Netherlands does not have a special regime for
capital gains. Gains on the sale of business assets or on
substantial holdings of corporate shares are taxed under the
income tax, but in the case of gain on the sale of a
substantial shareholding, a flat 20 percent tax applies if
it results in a lower tax than the ordinary rates (of about
20-70 percent for individuals). Sales of real property are
subject to a transfer tax of 5 percent of the market value
of the property.

D. Taxation of gains on real property and of shares
representing real property

Finland, Germany, Ireland, Israel and Mexico are
examples of countries which, in addition to taxing gains
from the direct sale of real property, also tax gains on the
sale of shares in a corporation whose assets consist
primarily of real property.

Finland taxes nonresidents on gains from the sale of
shares in a Finnish corporation if 50 percent of the
corporate assets consist of real property. However, gains
on the direct disposition of real property held more than 10
years are exempt. Gains which are not exempt are taxed at
full income tax rates (individual rates range from about
10-51%).

Germany also taxes non-residents on gains on real
property or rights relating to real property in Germany.
However, gains on assets held longer than two years are
considered long-term gains and are not taxed. Short-term
gains are taxed at full income tax rates (22-56% for
individuals).

Under Ireland's capital gains tax, introduced in 1975,
nonresidents are taxable on gains from real property in
Ireland and from shares deriving their value from Irish real
property, without regard to the period of ownership. A flat
rate of 30 percent applies (cf. income tax rates of about
26-77%).
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Israel taxes nonresidents on real property in Israel, on
assets representing a direct or indirect right to such
property, and on the sale of more than 25 percent of the
shares of an Israeli corporation. On property held longer
than two years, the gain is adjusted for price increases or
devaluation of the Israeli currency. The inflationary gain
is taxed at 10 percent, the real gain at ordinary tax rates
(about 25-60%) but not more than 50 percent.

Mexico taxes gains on the sale of real property or of
shares of real estate holding companies. The taxable
portion of the gain declines with the period of ownership to
50 percent on property held 10 years or more. Gains on the
sale of real property are taxed 80 percent at lower rates
and 20 percent at ordinary rates. Gains on shares are taxed
at ordinary rates (13-50 percent) and the buyer must
withhold 20 percent of the purchase price. In the case of
direct sales of real property, there is no withholding, but
the buyer is jointly liable for the tax.

E. Taxation of gains on real property and all corporate
shares

Some countries, including Argentina and Brazil, tax
nonresidents on gains realized on the sale of shares of
domestic corporations as well as on the dispostion of real
property itself. Ordinary income tax rates apply. There is
generally an inflation adjustment. In Argentina, the gain
on real property is adjusted for inflation only if the
property is held more than two years.

Exchange controls can be used to help enforce such a
tax. For example, in both Argentina and Brazil, a penalty
tax is levied on "excess remittances" when dividends paid by
local corporations to nonresident shareholders exceed a
specified percentage of the registered capital of the cor-
poration. When a sale of shares takes place between non-
residents on a foreign exchange, it is in the interest of
the nonresident purchaser to report the purchase price so
that the registered capital will be increased for purposes
of the excess remittance tax.

Spain taxes gains on the sale of real property and move-
able property, including corporate stocks and bonds. Real
property held less than 3 years and movable property held
less than 1 year are taxed as ordinary income. Property
held longer than those periods is taxed at a flat rate of 15
percent, except that gains on stocks and bonds held more
than 5 years are exempt. Certain real estate holding com-
panies are exempt from income tax altogether. These pro-
visions seem to apply to nonresidents as well as residents.
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APPENDIX C

Technical Analysis

This Appendix analyzes in greater detail the hypotheti-
cal investment in U.S. agricultural land set forth in
Chapter 5. The land is purchased for $1 million and
financed by a $200,000 down payment and an $800,000 recourse
mortgage. Table A-1 shows the value of various items over
the ten years the land is owned. Rental income shown in
Column (1) is $50,600 per year in each of the ten years.
The mortgage has a forty year repayment period and a 10
percent interest rate, so $81,808 must be repaid each year.
Columns (2) through (5) show the total annual mortgage
payment, the mortgage interest, the repayment of principal,
and the principal amount outstanding at the end of each
year, respectively. Column (6) indicates property taxes,
administration costs and other deductible expenses paid by
the investor. Column (7) shows the taxable income, (in this
case, a loss), which equals rental income less mortgage
interest and other deductible expenses; because land cannot
be depreciated for tax purposes, the taxable income is not
reduced by a depreciation deduction, as it would have been
for commercial real estate. If a domestic investor has
other income, he can reduce his total U.S. tax liability by
offsetting his real estate loss against that income. The
domestic tax saving shown in Column (8) equals 60 percent of
the tax loss shown in Column (7). This 60 percent rate
would be appropriate for a married couple 'filing a joint
return with taxable income of $109,400, or an unmarried
individual with taxable income $55,300. Because investments
generating tax losses are more valuable to high-income than
to low-income taxpayers, a 60 percent tax bracket may be
typical for real estate investors.

Column (9) shows the net cash flow to the foreign
investor; it equals the $200,000 outflow when the land is
purchased and the difference between rental income and the
sum of the mortgage payment and operating expenses in each
subsequent year. Column (10) shows the present value of the
cash flow in Column (9); that value is calculated by
dividing the actual cash flow by (l+i) n, where I is the
discount rate and assumed to be 10 percent here,* and n is

* The appropriate discount rate to use in these calcula-
tions is the taxpayer's after-tax rate of return on
alternative investments.



Table A-1

Numerical Values of Hypothetical Investment
in Agricultural Land
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the number of years elapsed between the initial purchase and
the cash flow to be discounted. Column (11) gives the
accumulated value of all prior amounts shown in Column (10).
Columns (12), (13), and (14) show the current cash flow,
discounted present value and accumulated discounted present
value, respectively, for a domestic investor; the cash flow
to the domestic investor equals the cash flow to the foreign
investor shown in Column (9) plus the tax saving shown in
Column (8).

The bottom row in Table A-1 indicates what happens when
the property is sold for $2,878,505.at the end of the tenth
year. The foreign investor pays off the outstanding
mortgage principal, $771,185 and keeps the remainder,
$2,107,320. The domestic investor must pay not only the
mortgage balance, but also a capital gains tax. With an
original basis of $1,000,000, his net gain is $1,878,505.
Assuming he can deduct 60 percent of this amount and pay tax
at the rate of 60 percent on the remaining 40 percent (i.e.,
the effective rate is 24 percent of the net gain), his tax
on the capital gain would be $450,841. Thus, the domestic
investor's net proceeds are $1,656,478, which equals
$2,878,320 minus $771,185 and minus $450,841.

If the foreign investor had to treat his capital gain as
if it were effectively connected with a U.S. trade or
business, he would have the same net gain as the domestic
investor, $1,878,505, 40 percent of which, $751,402, would
be taxable. This income could, however, be reduced by the
accumulated value of the last seven years' losses, $269,824,
leaving $481,578 subject to tax. If the tax rate is 60
percent, the amount of the tax is $288,946. The net
proceeds from the sale of the property by a foreign investor
subject to capital gains taxation is, thus, $1,818,373. The
present value of those net proceeds is $701,062, which would
bring the accumulated present value down to $244,570. These
last three items are shown in brackets under the bottom row
of Table A-1.

This example can also be used to illustrate how a
partnership between a domestic and a foreign investor can be
structured to yield a higher return to the two taken
together than is obtained by either one separately. Suppose
that the partnership is structured as follows. The domestic
and the foreign investor each put up half of the initial
down payment, $100,000. The domestic partner assumes full
responsibility for making up any cash deficits from
operations. Upon the sale of the land, the proceeds are
distributed as follows:
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1. The outstanding mortgage principal Is paid off. If
the proceeds are insufficient for these purposes,
the domestic investor makes up the shortfall.

2. The domestic investor recovers the after tax amount
of accumulated advances (apart from the initial
down payment) plus interest calculated at a rate of
10 percent per annum. If the proceeds net of the
repayment of mortgage principal are less than the
full amount of the accumulated advances plus
interest, the domestic investor is entitled to
recover no additional amounts from the foreign
investor.

3. Any proceeds remaining after repayment of mortgage
principal and the domestic investor's recovery of
accumulated advances plus interest are shared
equally by the domestic and foreign partners.

In the hypothetical example given, the domestic investor
would advance each year the $41,808 shortfall in the cash
flow. After ten years, the accumulated value of those
payments plus interest at the rate of 10 percent is
$666,312. When the property was sold for $2,878,505, the
proceeds net of the repayment of mortgage principal are
$2,107,320. When the partnership is liquidated, the
domestic investor receives $666,312 plus half of the
remaining $1,441,008 ($720,504), which totals $1,386,816 and
the foreign investor receives $720,504.

What might be the tax consequences of this arrangement?
If the partnership's tax allocations have substantial
economic effect (section 704) ,* the partnership could
allocate the full operating loss to the domestic partner;
If the foreign partner's capital gain is tax exempt, and 40
percent of the domestic partner's capital gain, $1,258,001,
is taxable at a rate of 60 percent, the latter's capital
gain tax would be $301,920.**

* The Internal Revenue Service and the Treasury Department
are developing regulations to describe when an
allocation has substantial economic effect.

** If the interest payment to the domestic partner is a
guaranteed payment under section 707, that portion of
the amount received by the domestic partner would be
ordinary income rather than capital gain. One half of
the partnership's interest deduction would also be
allocated to the domestic partner, so the results under
this alternative are not substantially different from
those in the table.
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The present value of the investment to the foreign-
domestic partnership can now be determined. Prior to the
final sale, the accumulated present value is minus $312,460,
the same as it was when the investment was undertaken by the
domestic investor alone. To this amount would be added
$812,463, the present value of the net proceeds of the sale
(see the next to last row of Column (10) of Table A-i), less
$116,403, the present value of the domestic partner's capi-
tal gains tax. The final present value would, thus, be
$383,600. This, in turn, is greater than the final present
value of the same investment undertaken by either the
domestic partner or the foreign partner separately.

Figure 5-1 in the text depicts the accumulated present
value of the cash flow to a foreign and a domestic investor
as shown in Columns (11) and (14), respectively.

Senator BRYD. The next witnesses will be Mr. Reuben L. John-
son, director, legislative services, National Farmers Union; and Mr.
Vernie R. Glasson, director, National Farm Bureau Federation.

Welcome.
Ms. RicE. Senator Byrd, members of the subcommittee, my name

is Grayson Rice, assistant director of the American Farm Bureau
Federation. I will be speaking to you this morning in Mr. Glasson's
place, if I may.

Senator BYRD. Fine. You may proceed.
Ms. RIcE. Thank you.

STATEMENT OF GRACE ELLEN RICE, ASSISTANT DIRECTOR,
NATIONAL AFFAIRS, AMERICAN FARM BUREAU FEDERATION,

-WASHINGTON, D.C.
Ms. RIcE. The American Farm Bureau Federation which repre-

sents over 3 million member families throughout 49 States and
Puerto Rico, is the Nation's largest general farm organization.

Tax policy has a significant effect upon the Nation's farmers and
ranchers, and Farm Bureau appreciates the opportunity to offer
comments on S. 208, a bill that would tax foreign investors on
gains from the sale of U.S. farmland and other rural land.

Several negative effects have been attributed to foreign invest-
ment in our agricultural lands, particularly during the past year.
For instance, the escalation in land values which has occurred in
recent years probably has been accelerated by the added competi-
tion of foreigners for a limited supply of productive U.S. farmland.
Increases in land values which exceed the general rate of inflation
create a serious problem for young people who are trying to get
started in farming.

Questions have been raised with regard to the tax treatment of
capital gains received by a foreigner upon the sale of U.S. real
estate.

At the 60th annual meeting of the American Farm Bureau Fed-
eration, the official voting delegates representing the member State
Farm Bureaus adopted the following, which reads in part:

Foreign investment in U.S. assets is a growing concern. We will:
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One, oppose preferential tax treatment of foreign investments in agricultural land
under federal tax law or treaty provisions;

Two, support legislation that will subject foreigners to capital gains taxes-on the
sale of U.S. farmland.

We believe that S. 208 adequately addresses the inequity of the
present preferential treatment of capital gains realized by foreign-
ers. While we do not advocate a ban on foreign investment in US.
assets, we do support legislation to prevent foreign investors from
receiving a more favorable tax treatment than domestic landown-
ers when capital gains are realized.

Senator Byrd, this was the text of a letter we have submitted to
the subcommittee. I would just like to add that the Farm Bureau is
very much in support of Senator Wallop's bill, because we do feel
that there are a number of questions concerning the ultimate
control of our food and fiber system in this country. We believe
that there really is no justification for an added tax incentive for
foreigners to invest in U.S. farmland at this time.

We appreciate very much your time given to us in hearing our
statement this morning.

Senator BYRD. Thank you.
[The prepared statement of Mr. Johnson follows:]
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f National
Farmers Union

STATEMENT OF

REUBEN L. JOHNSON
DIRECTOR OF LEGISLATIVE SERVICES

NATIONAL FARMERS UNION

TO THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
UNITED STATES SENATE COMMITTEE ON FINANCE

Relative to S. 208 and S. 192
Pertaining to the Taxation of Foreign Investment

in U. S. Farm Land, Other Property

June 25, 1979

Mr. Chairman, as you well know, the members of the National
Farmers Union have been acutely interested in the question of foreign
investment and the extent to which tax policy may encourage U. S.
capital to go abroad or foreign capital to be invested here.

You will recall that Farmers Union strongly urged members of
the U. S. Senate nzot to create a new incentive for foreign invest-
ment in U. S. agricultural land by approving Article 9 (4) of the
United Kingdom Tax Treaty. Members of the Senate are to be commended
strongly for rejecting that provision of the treaty.

Likewise, last year, Farmers Union actively supported and
promoted the adoption of Public Law 95-460, the Agricultural Foreign
Investment Disclosure Act.

At that time, some questioned the need for such a statute,
alleging that former ownership and control of U. S. farms was negligi-
ble in extent.

Now, however, this "Right to Know" measure is beginning to
provide the truth about foreign investment. It appears now that the
extent of foreign ownership and control will be much larger than even
we anticipated.

The USDA-ASCS office which is processing these disclosure reports
is literally swamped by the reports, even though the deadline for
reporting (August 6th) is still six weeks off.

0 Suite 600, 1012 14th Street. N.W., Washington. D.C. 20005 - Phone (202) 628-9774
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Our office has examined the first 600 disclosure reports,
available for public examination as of June 18, and the tally
shows investments in 47 states on the part of investors in 32
countries.

When the first results are available, after August 6, we
believe there will be a compelling amount of evidence to substanti-
ate that the amount of foreign ownership is alarming indeed.

Several studies, by governmental agencies and by independent
tax and legal specialists, concur that foreign investment in U. S.
real estate is on a tax-free basis to an important degree.

The Treasury Department study of May 4, 1979, observes that
"foreign persons rarely incur capital gains tax on the disposition
of their U. S. property holdings."

We believe that U. S. policy regarding foreign investment,
ours or theirs, should be based on the economic self-interest of our
country.

We are not saying that our investment elsewhere or foreign
investment in our country should be stopped, but there should be
a balanced policy and it should not be tilted in favor of foreign
investment.

At the worst, U. S. government should be neutral on foreign
investment. But, if it is to lean one way or another, it ought to
lean in favor of domestic investment.

Over the past two decades, U. S. policies have encouraged
investments in foreign rather than domestic activities. We have an
energy crisis because too much U. S. capital was invested in the
Middle East and not enough in oil and gas development in the U. S.

Corporate decisions have often diverted investment capital to
multinational activities abroad at the expense of modernizing U. S.
plants. So we have aging plants and uncompetitive operations in
several industries.

Farmers Union believes that legislation regarding land owner-
ship and control is best handled by the state legislatures, but
because federal tax policy does provide an incentive for foreign
investment, federal legislation along the lines of the Wallop and
Bumpers bills should be adopted by the Congress.

At our 1979 National Farmers Union convention, delegates approved
the attached statement on foreign farm land investment.
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Attachment

NATIONAL FARMERS UNION

1979 POLICY STATEMENT
Adopted March.11-14, 1979

Kansas City, Missouri

B. Corporation, Real Estate Trusts, and Foreign
Ownership of Agricultural Lands
The Farmers Union urges passage of state and

federal laws to prohibit entry into the business of
farming and ranching or the ownership of agricul-
tural lands to be used in farming or ranching, except:

1. Natural persons and estates of such persons;
2. Trustees of trusts for the benefit of natural

persons;
3. Owner-operator, family farm corporations;
4. Family-owned-and-operated cooperative farm

corporations; and
5. Partnerships, provided that each partner shall

be a person or entity enumerated in items 1, 2, 3, or 4
outlined above.

Foreign interests (except families or individuals
seeking United States citizenship) shall be prohibited
from acquiring agricultutal lands.

We respect the right of other nations to put similar
limitations on American and other foreign interests
owning agricultural land in their nations.
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Senator BYRD. At this point, I will insert into the record a letter
to the committee from the Florida Farm Bureau Federation sup-
Eurting Senator Wallop's proposal and one from the Montana Farm

Bureau Federation and one from the Wyoming Farm Bureau Fed-
eration also supporting S. 208.

[The material referred to follows:]
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FLORIDA FARM BURiEAU FEDERATION
POSY OF BOC IO 110, TELEPHONE 573.1331 -GAIN&rSVILLr. YMOOICA 31601 *UNIA

June 14. 1979
rh

The Honorable Harry F. Byrd
United States Senate
4024 Russell Senate Office Building
Washington, D. C. 20510

Dear Senator Byrd:

We understand your subcommittee on Taxation and Debt Management
will hold a hearing on June 25 on the taxation of foreign investors in
U. S. property. We also understand Senator Wallop (R. ,Wyo) has intro-
duced a bill. S. 208, which would tax foreign investors on gains from the
sale of U.S. farmland and other rural land. Our purpose in writing is
to encourage your support of S. 208.

Land cost is the number one expense for farmers today, followed by
energy. The cost of land has skyrocketed the past few years. A major
contributing factor being purchases made for speculation by foreign
investors. It is driving the cost of farmland out of reach of our own
farmers who wish to expand acreage and, particularly difficult for young
men wanting to go into farming.

The tax loopholes in effect mean the federal government is actually
subsidizing foreign investors at the expense of our own farmers.

Farmers are having a difficult time already with a cost-price squeeze
without tax loopholes that encourages American soil to be sold from under
their feet.

We encourage your support to dampen the foreign investors' speculation
by closing the tax loopholes regarding capital gains tax.

Sincerely,

Walter J. autz
President

WJK:bk
cc: Senator Richard Stone

Senator Lawton Chiles
Representative Richard Kelly
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Montana Farm Bureau Federation
125 West Mendenhall, Box 1237

59715

"one: 4/ 7-3153

June 149 1979

A Farm Bureau SPEEDLINE message for: 7"

SENATOR HARRY F. BYRD
CHAIRMAN SENATE FINANCE SUB. COMMITTEE
UNITED STATES SENATE
WASHINGTON, D.C. 20516

DEAR SENATOR BYRD:

IT IS OUR UNDERSTANDING THE SUBCOMMITTFE ON TAXATION AND DEBT
MANAGEMENT, SENATE FINANCE COMMITTEE, WILL HOLD A HEARING ON JUNE 25 ON
THE TAXATION OF FOREIGN INVESTORS IN U.S. PROPERTY.

UNDER PRESENT LAW, INVESTORS ARE GENERALLY NOT TAXABLE ON CAPITAL GAINS
WHEN THEY SELL U.S. PROPERTY. INTERNAL REVENUE CODE AND EXISTING TREATY
PROVISIONS BEAR UPON THIS RESULT. IN THE REVENUE ACT OF 1978. CONGRESS
REQUESTED A TREASURY DEPARTMENT STUDY AND RECOMMENDATIONS ON THIS
SUBJECT. THE REPORT, "TAXATION ON FOREIGN INVESTMENT IN U.S. REAL
ESTATE," WAS RECENTLY SUBMITTED TO CONGRESS. WE BELIEVE ITS FINDINGS ARE
IMPORTANT TO ALL OF AGRICULTURE.

DURING THE RECENT MONTANA LEGISLATIVE SESSION, WE WHOLLY SUPPORTED
LEGISLATION WHICH WOULD HAVE REPEALED TAX ADVANTAGES NOW ENJOYED BY
FOREIGN INVESTORS IN U.S. PROPERTY. WE CONTINUE TO DO SO AT ALL LEVELS
OF GOVERNMENT.

WE ARE IN SUPPORT OF S. 209 AND HOPE YOU WILL DO THE SAME.

ZACK STEVEN3 FOR:
9ONTANA FARM BUREAU
MONTANA FARMER'S UNION
MONTANA N.F.O.
MONTANA W.I.F.E.
MONTANA GRANGE
MONTANA CATTLEMEN'S ASSOCIATION

50-150 0 - 79 - 10
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Wyoming Farm Bureau Feleration
Box 1349
Laramie, VT 82370
Phone: 307/745-4835

June 19, 1979

A Fari Bureau 3PEEDLINE message for:

THE HONORABLE HARRT F. BYRD, JR.
UNITED STATES SENATE
WASHINGTON, D.C. 23510

DEAR SENATOR BYRD:

WE WERE PLEASED TO LEARN THAT TOUR SUBCOkMITTEE ON TAXATION AND DEBT
MANAGEMENT OF THE SENATE FINANCE COMMITTEE HAS SCHEDULED A HEARING JUNE
25 ON THE TAXATION OF FOREIGN INVESTORS IN U. S. PROPERTY.

THIS IS A SUBJECT OF SUBSTANTIAL CONCERN TO RANCHERS AND FARMERS IN
WYOMING. OUR MEMBERS HAVE EXPRESSED INCREASING CONCERN ABOUT GROWING
FOREIGN INVESTMENT IN UNITED STATES ASSETS.

WE OPPOSE PREFERENTIAL TAX TREATMENT OF FOREIGN INVESTMENTS IN
AGRICULTURAL LAND UNDER FEDERAL TAX LAW OR TREATY PROVISIONS. WE SUPPORT
LEGISLATION, LIKE S. 208 INTRODUCED BY SENATOR MALCOLM WALLOP, WHICH
WOULD TAX FOREIGN INVESTORS ON GAINS FROM THE SALE OF U.S. FARMLAND AND
OTHER RURAL LAND.

WE RESPECTFULLY REQUEST THAT YOU AND THE MEMBERS OF YOUR SUBCOMMITTEE
FAVORABLY REPORT S. 208 TO CORRECT A DISRIMINATORY PRACTICE WHICH
CURRENTLY GIVES FOREIGN INVESTORS AN UNFAIR ADVANTAGE OVER UNITED STATES
CITIZENS, PARTICULARLY FARMERS AND RANCHERS.

THANK YOU FOR CONSIDERATION OF OUR OPINION ON THIS IMPORTANT SUBJECT.

SINCERELY,

DAVE FLITNER, PRESIDENT
WTOMING FARM BUREAU

CC: SEN. WALLOP
SEN. SIMPSON
REP. CHENEY
GOT. HERSCHLER
VERNIE GLASSON

BEST COPY AVAILABLE
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Senator BYRD. Let me ask you this.
Of course, the price of farmland varies a great deal and it is

difficult to generalize. Does the American Farm Bureau have any
figures showing what the current average price of farmland is
now?

Ms. RICE. Senator Byrd, I do not have those figures with me, but
I know that the price of farmland has doubled within the last 5
years, with an appreciation of 12 to 14 percent per year.

I frankly would imagine that the average value now is about
$450 to $500 an acre, although I cannot verify that right now.

Senator BYRD. Thank you.
Senator Wallop?
Senator Wallop: Thank you, Mr. Chairman.
Are the concerns you have expressed derived from specific in-

stances, or are they just general concerns?
In other words, have members of the Farm Bureau identified

areas that are particularly prone to foreign investment?
Ms. RICE. Our statement was one of a general attitude toward

tax incentives for foreign investors, but I would have to say that
there are particular States in the country which have experienced
this problem more than others.

I think the No. 1 State right now in foreign investors is Oregon.
In Arkansas-I am a native of Arkansas and I know that that has
been a real problem down there. We have been working through
various State Farm Bureaus, such as the Arkansas Farm Bureau,
on this problem. Of course, many of our State farm bureaus have
been active in State legislation that would restrict or otherwise
forbid foreign investment as a whole.

Our membership is very concerned that there is preference for
foreigners over younger farmers who would choose to get into
agriculture at this point.

Senator WALLOP. I assume you have identified, as I have, that
this advantage in taxes gives initial purchasing leverage that is not
available to the young farmer.

Do you have any statistics on that? Have you made any esti-
mates?

Ms. RICE. I can submit those to you later, if I may.
Senator WALLOP. If you would do that, I think the committee will

welcome the Farm Bureau's idea of how that leverage works.
[The material to be furnished follows:]

We had hoped to present the Subcommittee with specific examples and statistics
that illustrate the leverage that exists for foreign investors because of the tax
advantages available to them. Unfortunately, our reformation is incomplete at this
time. The Farm Bureau recognizes that foreign investors are able to spend more
money per acre than many domestic purchasers, particularly younger farmers. This
is because the future sale of farm land is exempt from the capital gains tax.
American farm land has become a haven for foreign purchasers who seek a safe
investment for their money. This factor, plus the tax advantages, allows many
foreigners to pay a premium price for land. This situation has the unfortunate
result of rendering young farmers unable to compete with foreigners whose invest.
ments are enhanced by tax treaties and the Internal Revenue Code.

Senator WALLOP. Thank you, Mr. Chairman.
Senator BYRD. Senator Dole?
Senator DoLE. I would like to place in the record some informa-

tion about the State of Kansas. As of September 22, 1978, it ap-
pears at least 8 or 9 or 10 counties have had substantial sales of
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farmland to different West Germany buyers and Swiss corpora-
tions.

Somebody bought some wasteland, a German purchase, a Canadi-
an purchaser, so it is an indication that there is some activity,

uite a bit of activity, in our State. One owner, reported to be a
Syrian, 5,000 acres; 577 acres of cropland, 4,000 acres of pasture-
land.

I would like to put this in the record to underscore the reason for
the concern of the American Farm Bureau, the Kansas Farm
Bureau and other farm groups. It is just not an isolated instance in
one or two States.

I think that there is concern, and the concern is that they should
not be given any preference.

[The material referred to follows:]
STATE OF KANSAS SURVEY OF PURCHASE OF AGRICULTURAL LAND BY FOREIGN

INVESTORS

a. Confirmed sales to foreign buyers
Cheyenne County-960 acres sold to a West German buyer.
Grant County-A sale of 160 acres with 130 acres cropland, 30 acres of pasture.
Jefferson County--One sale of 80 acres of pastureland to a foreign buyer.
Miami County--One sale of 245 acres, with 80 acres of cropland and 161 acres of

pasture to a Swiss corporation.
Seward County-One sale of 320 acres of cropland to a Swiss corporation.
Stevens County-Two sales to foreign buyers totaling 734 acres with 117 acres

cropland and 617 acres of pasture and wasteland.
Total-2,499 acres.

b. Sales believed to be to foreign buyers
Doniphan County-Three sales totaling 2,733 acres with 1,278 acres cropland and

995 acres pasture.
Gove County-One sale of 236 acres with 230 acres of cropland and 6 acres

wasteland.
Chautauqua County-One sale of 4,985 acres with 215 acres cropiand and 4,770

acres of pasture to a German purchaser.
Total-7,954 acres.

c. Sales reported in progress
Chautauqua County-Abstract work underway to a owner reported to be a Syrian.

The sale involves 4,589 acres with 577 acres of cropland and 4,012 acres of pasture-
land.

Wallace County-Reported an offer to purchase 4,304 acres by a firm from Mon-
treal, Canada, believed to be for a German buyer.

Total-8,893 acres.

Senator DoLE. I have no other questions. I appreciate your state-
ment and will state, for the record, that you certainly improve the
image of the American Farm Bureau Federation.

Thank you.
Senator BYRD. Thank you.
Next will be a panel of three witnesses: Mr. Marshall J. Langer;

Mr. John I. Forry; and Mr. Michael Abrutyn, all attorneys.
Gentlemen, the committee is glad to have you and you may

proceed.

STATEMENT OF JOHN I. FORRY, ESQ., FORRY GOLBERT
SINGER AND GELLES

Mr. FORRY. Mr. Chairman, members of this distinguished sub-
committee, my name is John I. Forry. I am an attorney in private
practice in Los Angeles and San Francisco, Calif. I have been
involved extensively in the representation of foreign investors in
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the United States for about 10 years. However, I wish to point out
no client of my firm has requested or paid for my participation in
these hearings.

My testimony will provide a somewhat detailed description of the
present U.S. statutory and treaty pattern for taxing foreign invest-
ments in U.S. real estate. Mr. Abrutyn will provide examples and
some discussion of policy questions involved in such taxation, and
Mr. Langer will make some technical observations and suggestions
regarding possible legislation.

Within my longer written statement, which I have submitted to
the subcommittee this morning, I wish to concentrate primarily on
the portions dealing with capital gains on the disposition of proper-
ties. I will turn first to investments in unimproved property, and
second to investments in income producing property and property
acquired for development.

First, as to unimproved property, the simplest structure for pro-
posed investors in unimproved property is the direct ownership of
such property by the foreign investors. If, after a holding period,
the investors sell the property and realize long-term or short-term
capital gain on the sale, the Federal income tax consequences to
them will be as follows: capital gain realized by an individual
investor will be tax free if (1) the gain is not effectively connected
with the conduct of a trade or business within the United States by
the individual-so-called effectively connected income-and if (2)
the individual is not present in the United States for at least 183
days during his taxable year in which the sale occurs.

Capital gain realized by a foreign corporation on sale of the
property will likewise be tax free if the gain is not effectively
connected income. In the case of a foreign corporation, there is no
supplementary test based on less than 183 days' presence in the
United States. It should be noted that, under most U.S. income tax
treaties, the income from direct real estate investments in the
United States continues to be taxed by the United States in accord-
ance with many of the basic statutory provisions applicable to
nontreaty investors.

A corollary of the tax-free treatment accorded this capital gain is
that no deductions for real estate taxes, interest or other carrying
charges are permitted to the investors since such deductions gener-
ally are permitted to them only to the extent allocable to effective-
ly connected income.

If the foreign investors wish to form a U.S. or foreign partner-
ship to own the unimproved property, the determination whether
gain on sale of the property is effectively connected income gener-
ally depends on whether the partnership is engaged in a U.S. trade
or business, since each of the partners will then be considered to be
so engaged.

In addition, the taxable character of a foreign entity as a part-
nership for U.S. tax purposes will depend on U.S. standards; this
may often be an issue where a foreign entity has attributes similar
to those of a U.S. corporation.

A major additional factor in planning investments in U.S. real
estate by foreign individuals is the impact of Federal gift and
estate taxes on the individual investors. A gift by a nonresident
alien individual of his interest in U.S. real estate, whether owned
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directly or through a partnership, generally will be taxable by the
United States at the substantial gift tax rates applicable to U.S.
citizens and residents. Similarly, on the death of such an individual
foreign investor, Federal estate tax of up to 30 percent generally
will apply to his interest in U.S. real estate owned directly or
through a partnership; a credit of $3,600 is allowed against this
estate tax.

However, if the foreign individuals form a foreign corporation to
hold their interests in unimproved U.S. real estate, no Federal gift
tax will apply to transfers of the foreign corporation's stock by the
individuals, nor will Federal estate tax apply to the foreign corpo-
ration's stock on the death of any of the inviduals.

Such U.S. real estate investments also are subject to State
income, gift, estate and inheritance taxes which vary with the
State in which the real estate is located or other activities of the
investors are carried on. In many States, foreign investors are
treated approximately the same as out-of-State U.S. investors. Such
State taxes often do not exempt capital gain from sale of unim-
proved property, contrary to Federal taxation.

Second, foreign investors may choose to invest in income-produc-
ing property, or to acquire 'and develop property. Rental income
from an office building, apartment building, shopping center or
similar income producing property, which is received by the foreign
investors either directly or through a partnership, will usually be
effectively connected income.

The same is true of sales proceeds from U.S. property developed
and held for sale by the investors, such as from sales of condomin-
iums or other subdivided property. Such effectively connected
income will be taxable by the United States to foreign individuals
on a net basis at the ordinary rates paid by a U.S. citizen, or
resident. Such income will be similarly taxed to a foreign corpora-
tion on a net basis at the ordinary rates paid by a U.S. corpora-
tion-from 17 percent of the first $25,000 of taxable income up to
46 percent of the balance over $100,000.

If the foreign investors eventually realize long-term or short-
term capital gain on sale of the income-producing property or
property developed by them, the capital gain will also be effectively
connected income because it is derived from assets which have
been used in a U.S. trade or business.

Such gain will be taxed to a foreign corporation by the United
States approximately as capital gain derived by a U.S. corporation
and will be taxed to foreign individuals approximately as capital
gain derived by U.S. citizens or residents. Any long-term capital
gain will be further subject to the minimum tax on tax preferences.

The taxable character of such gain is in contrast to the generally
tax-free capital gain-as described above-on the sale of unim-
proved property which has not been used in a U.S. trade or busi-
ness by the foreign investors.

In some cases, where little or no business activity is carried on in
the United States by foreign investors or their resident agents, the
income from the property may not constitute effectively connected
income. This is particularly likely where net lease arrangements-
such as for agricultural property, or an industrial warehouse-
provide that all maintenance and other activities and costs are to
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be undertaken by the tenant rather than the foreign owners. In the
case of rental income, such treatment is usually extremely undesir-
able because the income will be subject to a withholding tax of up
to 30 percent of the gross amount without any deductions-which
tax may not be reduced even under a treaty-so that the tax will
often equal or exceed the net income from the property.

However, where such taxation appears likely, a foreign investor
may make a special statutory election to have his share of the
income taxed on a net basis as effectively connected income. Such
an election must apply to all U.S. real property interests of an
electing foreign corporation, and to all such interests held for the
production of income by an electing individual.

In addition, once made and not modified within the 3-year period
for amending the original year's tax return, the election remains in
force for all subsequent years unless revoked by the taxpayer with
the tax authorities permission. In case of such revocation, a reelec-
tion generally may not be made for another 5 years without fur-
ther permission.

This may cause capital gains or .he sale of the same or other
unimproved property owned by the investor to be taxable, whereas
no tax would apply if the election were not made.

However, the election may be made from year to year under a
number of U.S. income tax treaties. Accordingly, the treaty may
permit the investor simply to avoid the election in a year in which
tax-free capital gain from selling the same or other property is
expected.

Senator WALLOP. If I may ask a question at this point, the
election and the change back, as you stated, is with the permission
of the taxing authority. Is that ever denied?

Mr. FORRY. Probably it would be denied in the case of a statutory
election, if the revocation of the statutory election is sought in the
year of sale of the property. The reason is that the Treasury would
not want to see that election revoked simply for capital gains tax
avoidance purposes.

Senator WALLOP. In your experience, has it been?
Mr. FORRY. Yes.
Senator WALLOP. Thank you.
Mr. FORRY. It should be noted that this treaty election does not

permit the foreign investor to elect to have his property treated as
nonbusiness property if, in fact, it is business property; so when he
comes to the year of sale, he may, in fact, continue to have busi-
ness property and the capital gain will be effectively connected
income.

As an alternative, the foreign investor can exchange the proper-
ty tax free for other property of like kind.

However, again in the case of income producing property, if the
property is owned directly or through a partnership, it will gener-
ally be subject to Federal gift and estate taxes. To avoid these
taxes, individual foreign investors often organize a foreign corpora.
tion, perhaps in a tax haven, to hold their interest in the property.

The income of this corporation is usually effectively connected
income because it is operating income from the property. In addi-
tion, dividends and interest that are paid by the corporation may
be subject to a U.S. withholding tax of 30 percent except that, in
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the case of some tax treaties, we do allow that income to be paid
free of the withholding tax for foreign shareholders.

If such a corporation is used to own a property, on the sale of the
property, the following alternatives are available:

One, the corporation can sell the property free of tax if it is
property that has not been used in a trade or business in the
United States.

Two, as an alternative, the corporation can exchange the proper-
ty tax free for other property of like kind.

Three, as an alternative, beyond that, the foreign shareholders
may sell their shares of the corporation for tax-free capital gain.
The purchaser also can acquire a stepped-up tax basis by liquidat-
ing the corporation after he purchases it.

Four, the property may be sold and the corporation liquidated
pursuant to a 12-month plan of liquidation. Then there is no
income tax on the corporation itself except as to recapture of
certain depreciation and, in addition, the liquidation proceeds may
be distributed to the foreign shareholders free of any U.S. capital
gains or withholding tax.

Five, the property may be sold on an installment basis and
installments after the year of sale-when the corporation is no
longer engaged in U.S. trade or business-generally will be taxfree
capital gain because not effectively connected income.

I think I will stop at this point, and refer you to my prepared
statement for further details.

Senator BYRD. Thank you, Mr. Forry.
The next witness?

STATEMENT OF MICHAEL ABRUTYN, ESQ., COLE, CORETTE
AND BRADFIELD, WASHINGTON, D.C.

Mr. ABRUTYN. Mr. Chairman, my, name is Michael Abrutyn. I am
an attorney in Washington, D.C. in private practice. I have repre-
sented foreign investors in U.S. real estate over the course of time,
and I am not appearing before this committee on behalf of any
client.

Mr. Forry has outlined the basic rules for foreign investment in
U.S. real estate and, in my prepared testimony, I have two relative-
ly simple examples which will illustrate the application of these
rules and then what I would like to do is address myself to some
policy questions.

The first case, and the pivotal question, as we have heard this
morning, is whether you are engaged in trade or business or
whether you are not engaged in trade or business. A first example
where you are not engaged in a trade or business would be where a
foreign investor would acquire farmland and enter into a net lease
with a tenant where, under the terms of the net lease, the tenant
would operate the farm, take care of all the repairs, maintenance,
real estate taxes and the like.

In that instance, when the foreigner is not engaged in business
in the United States, he is very similar to a passive investor. He is
collecting his monthly rent check.

There, as we have heard this morning, since-he- is not engaged,
the gross rental income, his monthly check, would be taxed on a
gross basis of 30 percent absent the treaty provision reducing the
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rate to something less than that. When he goes to sell the property,
the capital gain would be exempt from U.S. tax. Obviously, the
detriment in that situation to the foreign investor is that the gross
rental income, the monthly rental check, would be taxed on a 30-
percent basis. Whereas, if you took into account all of the deduc-
tions associated with the property, interest, taxes, insurance, depre-
ciation, if you will, the tax on the net taxable income taxed at the
normal rates would be much lower.

Therefore, there arc two options. There is a Code election which
would allow you to be taxed upon a net basis, but the difficulty
with that is that the gain is then subject to tax. It is here where
the tax treaty would come into play. If you formed a corporation in
the Antilles, you could take advantage of a net election on an
annual basis so that the rent checks coming in would be taxed on a
net basis. After the allowance of deductions, the ultimate tax
would be very small. Then, in a year, when you sell the property,
you do not make the net election. If you could time the sale on the
first day of the new taxable year, there would be no price to be
paid.

Thus, it is in that case that the treaty solves your dilemma.
The second case is where you are engaged in business, for exam-

ple, a nonresident alien acquires a farm and operates it. There you
have no problem on the current income because it is taxed on a net
basis under our Code rules.

But you are planning, at that point, to exempt the capital gain
and it is here that there are many technical provisions in the Code
which allow you to have the capital gain also exempt from tax
even though you have made an active investment instead of a
passive investment.

The 337 liquidation was mentioned. The installment sale is an-
other-opportunity. A like kind exchange is another opportunity
and the last is a change of structure of your business-you operate
the farm in one year, the next year you do not operate. You have a
lease. The third year you sell the farm and you will accomplish the
goal.

Mr. Langer will address himself to making some suggested
changes to change these rules, if Congress feels it is appropriate.

However, if Congress desires to make some changes, I think
there are some policy considerations which I would like to bring to
your attention for careful consideration.

The first policy consideration is coordination with State income
tax and State laws for regulation of foreign ownership and record-
ing of foreign ownership. I think that coordination in that area
could go a long way to solving some of the enforcement problems
and some of the other problems that were mentioned earlier this
morning.

The second policy decision that I would like to bring to your
attention is dealing with making the change in such a way that
you will override a tax treaty. I think, from a policy standpoint,
that would be the wrong policy to engage in and very careful.
consideration ought to be given in that regard.

If you were to unilaterally override a treaty, that would be an
example that would go beyond the tax area. This country has other
treaties that it has negotiated in the commercial area, in the
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defense and other areas. A unilateral override of the tax treaty
could be considered by our treaty partners to be a bad precedent in
those other areas.

In this regard, it was mentioned this morning that the treaties
provide mechanisms for amendment, renegotiation, and determina-
tion. In this area it is my judgment that we ought to make use of
those provisions in the treaties, particularly when you are dealing
with countries like Canada and the United Kingdom. In the case of
Canada, you do have substantial investment in U.S. real estate by
Canadian entities.

The next area for policy consideration is the effective date. It
seems to me that there are three ways to deal with the effective
date. One is to pick the effective date to the date you acquire the
property; the second is to pick the effective date to the date of sale;
the third to have a fresh start or a valuation of the property as of
today and deal with capital appreciation after a given period.

I will note, in this regard, when Canada and the United King-
dom imposed a capital gains tax for the first time, they allowed a
fresh start or a current valuation date.

With respect to real estate, perhaps some relief from retroacti-
vity would be appropriate. As you know, investments were made
under the current system where incentives were allowed and en-
couraged for years and real estate is relatively ill-liquid. I am sure
foreign investors did make the investment decision as if the cur-
rent tax rules applied.

The last area for policy consideration alluded to this morning
was that the manner in which you make the change could be very
important as it affects the foreign investor's view of the United
States as a comfortable and secure market for his investment.

If you, for example, limit the distinction to change in farmland,
that is, perhaps, viewed in one way. If you extend it to commercial
property, it may be viewed in another way. If you go on to portfolio
investments, it could be viewed in a third way.

Beyond that, if you do it retroactively, if you override treaties
and extend it to an existing investment, then you would have to
carefully consider whether a foreign investor would view those
types of changes as tarnishing the reputation for the United States
as being a secure place for foreign investment without exposing
that type of investment to political risk.

The last point I would like to make, from the standpoint of a tax
practitioner, is that it is possible to make the distinction between
farmland, commercial property, and portfolio investments, in draft-
ing any change, if the committee decides that those distinctions are
viable.

With that, I think that I will complete my testimony and leave it
to Mr. Langer to deal with some of the suggested changes.

Of course, I would be delighted to answer any questions that
anyone might have.

Senator BYRD. Thank you, sir.
Mr. Langer?
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STATEMENT OF MARSHALL J. LANGER, ESQ., BIT'rEL, LANGER
& BLASS, MIAMI, FLA.

Mr. LANGER. Mr. Chairman, my name is Marshall Langer. I am
an attorney in private practice in Miami, Fla., and, like my col-
leagues here, I represent many foreign clients who invest in the
United States in real property, generally in farmland, and in other
types of investment in this country. Like them, I am not appearing
here today on behalf of any individual client.

I have been asked to describe what might be done to legislate in
this area.

First of all, I think that the Treasury recommendation would
probably produce greater equity and fairness but that it would not
achieve the results that have been intended by the sponsors of the
Wallop and Grassley bills. I believe that foreign persons are invest-
ing in United States mostly because they feel that this is a great
country and that our real estate is a safe and secure investment.

They do not buy U.S. real estate because of the tax breaks or
benefits that they get, and they will continue to buy U.S. real
estate whether or not the Congress succeeds in taxing their capital
gains.

If you simply close all of the loopholes that have been pointed
out in the Treasury report, you will achieve the collection of a
small amount of revenue, but I do not think that you will achieve
the goal of stopping people from buying farmland and other rural
land in the United States.

Senator WALLOP. To make the record clear, it is not my goal, and
it is not Congressman Grassley's goal, to prevent foreign invest-
ments in U.S. agricultural land, but to deny the advantage that the
tax situation now provides foreign investors.

I really want that clearly understood.
I agree with Senator Bumpers. It is not my plan to, nor do I

think we can prevent foreign investments. We simply want to treat
foreign investors in the same manner that we treat American
investors and to provide an equally competitive status to all pur-
chasers.

Mr. LANGER. Thank you, Senator Wallop.
I believe that if you were to close these loopholes with respect to

farmland, but to leave them open with respect to other types of
real estate, that in any event, you would probably succeed in
redirecting some of these foreign investors away from farmland
and into commercial and residential property, and that may or
may not be considered a desirable goal by the Congress.

Looking now at some of the more technical problems in the area,
if we look at Senator Wallop's bill, that bill talks about taxing land
used in farming, land suitable for use in farming, and land in a
rural area.

Those definitions are taken by cross-reference in the first two
cases to other sections of the Internal Revenue Code and in the
third case to another area of the United States Code having noth-
ing to do with taxes.

I believe that it would be better if we were to have these various
definitions that we have them straightforward in the law rather
than in cross-references.
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We particularly believe that that would be true in the case of
"land in a rural area." That "land in a rural area" is a bad cross-
reference. It is a negative cross-reference to a section that says,
"Land in a rural area shall not include land in a city or town of
more than 10,000 persons." It does not say what is land in a rural
area, and I believe that any definition in a taxing statute ought to
be more specific.

In addition, it does not talk about unimproved land in a rural
area, but simply talks about land in a rural area. I had occasion
recently to give a talk on this subject at a hotel in Miami Beach,
Fla., and I told the persons attending that session that it would not
include that particular hotel in Miami Beach, Fla., but that this
definition would probably include the land underlying another
hotel of a similar size in Key Biscayne, Fla., since Key Biscayne,
Fla., is technically not in a city or town and is therefore an unin-
corporated area.

I believe that the land to be covered by any bill of this type
should be of a particular minimum size. I would suggest something
like 40 acres because I do not believe foreign people are buying
quantities less than that typically. And I believe it should be
unimproved land in a rural area, rather than improved land.

Mr. Forry has focused on the various methods used as pointed
out in the Treasury report by foreign persons to flip-flop from
being engaged in a trade or business during the period in which
they own the property to subsequently being able to get a tax-free
capital gain by no longer being engaged in trade or business in the
United States.

I think the so-called loopholes described in there probably can be
closed without a great deal of effort. I will take them one at a time.

One method described is the installment sale under which per-
sons who are engaged in trade or business at the time they make
the sale are no longer engaged in the trade or business at the time
they receive an installment payment. A simple provision could be
drafted under which if a foreign taxpayer is engaged in trade or
business in the United States at the time that he makes the sale,
any subsequent installment payments received would continue to
be taxed as if effectively connected with that business, even though
received in later years in which he is not engaged in trade or
business.

There is another so-called loophole involving the possible ex-
change of domestic property for foreign property and I think that
could be prohibited in a straightforward way.

A third method uses a sale of property by a corporation and a
subsequent liquidation in a period of 12 months under section 337
of the Code, and I believe that could be closed in a straightforward
w".rea fourth method involves the sale of shares of a holding com-

pany, then the liquidation thereafter by the purchaser who can get
a step-up in basis, I think the best way of attacking that would be
to eliminate the step-up in basis to the purchaser under those
circumstances.

The fifth method is the treaty situation with the annual election
already described and perhaps the best method of handling that
would be to make all real estate considered to be effectively con-
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nected income, or at least all agricultural real estate effectively
connected income.

Earlier this morning I had occasion to look briefly at the new
Treasury proposal and my first reaction is that it is incredibly
complex. It has the possibility, at least, of scaring off all foreign
investors in the United States.

I would appreciate an opportunity to submit a written statement
subsequently commenting on the Treasury proposal.

Thank you, Mr. Chairman.
Senator BYRD. The committee will be glad to have such a state-

ment, and it will be made a part of the record.
[The material referred to follows:]

SUPPLEMENTARY STATEMENT OF MARSHALL J. LANGER, MIAMI, FLA.

I have analyzed the Treasury's proposal for taxing capital gain on foreign inter-
ests in United States real property. As already indicated in my oral testimony, I
don't think the Treasury's proposal to try to tax foreign investors on gains from all
United States real property makes good sense. It would be more effective if it was
confined to farmland and unimproved rural land. That would redirect many foreign
investors away from farmland and into other types of property.

There may be a sound reason for trying to "eualize the tax treatment of foreign
persons and domestic persons investing in farm land. There is little reason for doing
the same with other real property unless the same is also done with other invest-
ments. To do this the Congress would have to tax nonresident aliens and foreign
corporations on:

Interest paid by banks, savings institutions and insurance companies;
Capital gains from the sale of portfolio securities;
Interest (or original issue discount) on short-term Treasury bills.
None of these are presently taxable to foreign persons investing in the United

States.
The recent Treasury Department report on "Taxation of Foreign Investment in

U.S. Real Estate" appeared to recommend simple legislation to prevent unintended
tax avoidance. Legislation of the type suggested in my oral testimony would do an
adequate job of closing the existing loopholes.

During the 7 weeks that elapsed between issuance of the Treasury's report and
Assistant Secretary Lubick's testimony before this Subcommittee the Treasury ap-
parently changed its mind. It now seeks complex legislation that is supposed to be
'foolproof" in its loophole-closing efforts.

The new Treasury proposal won't work. It isn't foolproof. It is loaded with defects,
exceptions, exceptions to exceptions, and new loopholes. Its incredible complexity
will scare away many foreign investors, not just from real estate but from other
investments as well. Many foreign persons may see the proposal as a forerunner of
similar legislation to tax gains from other types of investments.

The "central concern" of the Treasury's proposal is to pevent foreign persons from
escaping United States capital gains tax by placing real estate in a "real estate
holding company" and selling the shares tax-free. The Treasury fears that many
foreign investors will sell the shares of real estate holding companies instead of the
property and thereby avoid the intended 28 percent capital gains tax. This fear is
unrealistic and unfounded.

The foreign investor may try to sell the shares of his real estate holding company
but the vast majority of buyers won't buy them. In my experience, and that of many
of my colleagues, a buyer wants real estate not the shares of a real estate holding
company. That is generally true today even when the buyer can liquidate the
acquired real estate holding company and get a step-up in basis to the price he paid
for the shares.

If the entitlement to a step-up in basis is eliminated (as I have suggested in my
oral testimony), virtually nobody will be willing to buy real estate holding company
shares. The discount on the shares will be about as much as the capital gains tax
sought to be avoided.

Assume that Juan Sanchez of Panazuela buys a farm for $1 million through a
real estate holding company. Some years later a buyer is willing to pay $2 million
for the farm. The maximum capital gains tax would be $280,000.

A buyer will not pay anything close to $2 million for the holding company shares
if he cannot get a step-up in-basis by liquidating the holding company. He doesn't
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want to keep the company with its overhanging tax liability and unknown corporate
liabilities.

Thus, the "central concern" of the Treasury's proposal is a myth, not a reality.
With that background, let us take a detailed look at the Treasury proposal.

THE TREASURY PROPOSAL

The proposal contains two key definitions. One is a "foreign-controlled United
States real property corporation (or partnership or trust)" which I call a "PROPCO"
for short. The other is a "United States real property interest" which I call a
"USIRP".

The PROPCO is a domestic or foreign entity that meets either an income test or
an assets test and an ownership test [12].

USIRP includes both direct interests in United States real property and the
shares of a PROPCO [11].

The Treasury proposal would tax capital gains derived by foreign persons from
the disposition of USIRP [13]. Thus, it would tax gains from the direct sale of real
estate or from the sale of shares of a PROPCO. It would not tax gains from the sale
of shares of a holding company that was not a PROPCO.

Incredibly, under the Treasury's "foolproof" proposal, a publicly-held Saudi Arabi-
an investment company owning 100,000 acres of Wyoming farmland through a
wholly-owned Bahamian subsidiary could sell the shares of the Bahamian corpora-
tion at a profit without paying any capital gains tax. The Bahamian corporation
would not be a PROPCO because it would "flunk" the ownership test. The proposal
would tax the gain from the sale of shares only if during the year of sale more than
50 percent of the value of the outstanding stock of the Bahamian corporation was
owned, directly or indirectly, by or for not more than 10 nonresident alien individ-
uals. A publicly-held foreign corration would generally escape tax under this rule.

A closely-held real estate hol company could also avoid classification as a
PROPCO with careful planning. Consider this example:

Juan Sanchez sets up a foreign real estate holding company in 1979. It buys a
tract of undeveloped rural land for investment purposes, paying $1 million. It does
not rent out the land and it derives no income from it during 1980, 1981 and 1982.
In 1983, Sanchez sells the shares of the real estate holding company for $2 million.
At that time the holding company also owns $250,000 of non-U.S. real property. The
gain would be taxfree. The foreign holding company would not be a PROPCO
because it would fall both the income and assets test.

It would fail the income test because it has no gross income or gains of the type
covered by the definition during the three-year period ending with the taxable year
preceding the year of sale.

It would fall the assets test because more than 90 percent of the corporation's
assets are not USIRP, since 10 percent or more is foreign real property.

Juan Sanchez would require careful tax planning to avoid the proposed capital
gains tax. The large publicly-held foreign corporation would not. If it fails the
ownership test it can sell holding companies owning farmland or gasoline stations
without becoming subject to tax. I do not understand the rationale of the Treasury's
proposal to tax gain on the sale of a real estate holding company that is closely held
by a small group of nonresident aliens while not taxing the same gain if the holding
company is owned by a giant foreign multinational corporation.

The Treasury proposal suffers from a number of other defects. Consider these:
The assets test for a PROPCO redefines USIRP to exclude real property used in a

trade or business. An exception to the exception reincludes it if it is farmland or
land in a rural area.

The exclusion for property used in a trade or business would exempt from tax the
gain derived by a foreign oil company on the sale of shares of a holding company
owning gasoline stations but would tax the foreigner selling a condominium apart-
ment either directly or through a holding company. This is not what I consider
equal treatment of all taxpayers. If the proposal is going to cover all real estate
then it should cover all real estate and all real estate holding companies without
exception.

The term "land in a rural area" should be changed to "unimproved rural land"
and should be redefined without cross reference. The present definition would
include land under a hotel or manufacturing plant if it is located outside a city or
town of 10,000 persons. There should also be an acreage de minimis, perhaps 40
acres.

Under the ownership test, if Sanchez and I each own 50 percent of a real estate
holding company it is not a PROPCO and his gain on the sale of its shares is tax.
free. Mine, of course, is taxable.



155

Every buyer of every single parcel of real estate in the United States would be
required to obtain proof that the property is not beneficially owned by foreign
persons [141 If he doesn't obtain a satisfactory statement the buyer must withhold
28 percent of the purchase price. This amount could exceed the entire cash at
closing.

The withholding approach should be eliminated entirely in favor of a requirement
that the seller either prove that there is no foreign beneficial ownership or produce
at the closing a tax-clearance certificate from the IRS showing that the tax has been
adequately provided for or paid.

The annual information return requirement [15] would be obnoxious to many
foreign investors because it requires annual disclosure of the "ultimate beneficial
owners." The provision is unlikely to raise any revenue and it is susceptible to
large-scale cheating. There is no way the ERS can satisfactorily verify the true
beneficial owners of a foreign corporation with bearer shares or a discretionary
foreign trust.

The provision may also be susceptible of misuse. By failing to supply proof of
stock ownership a dealer in real estate could apparently convert ordinary income
into capital gain, with a step-up in basis.

The provision concerning like-kind exchanges [16] should deal directly with ex-
changes of domestic for foreign real estate. Such exchanges could remain tax-free,
but only with an IRS ruling that there is not tax-avoidance motive.

Finally, existing income tax treaties should be amended by protocol and not by
executive agreements [17].

EFFECrV DATS

I agree with my colleagues that whatever legislation is eventually adopted in this
area should not be made retroactive.

CONCLUSION

In my opinion, the Treasury proposal is based upon a false premise-that in order
to prevent foreign persons from escaping capital gains tax on the sale of farmland
(and other United States real estate), you must go to incredible lengths to try to
prevent these foreign persons from selling shares of real estate holding companies.
This simply is not true.

Most foreign investors will not be able to sell shares of real estate holding
companies because nobody will buy them-at least not without substantial guaran-
tees and a discount that may equal or exceed the applicable capital gains tax.

There is a much simpler way to prevent most foreign persons from avoiding
United States capital gains tax on the sale of shares of real estate holding compa-
nies. Simply disavow a step-up in basis on the liquidation of a real estate holding
company unless tax has been paid on the sale of the shares.

The loopholes pointed out in the recent Treasury report can be closed by legisla-
tion far simpler than that contained in the Treasury's tax proposal.

Senator BYRD. Let me ask you this. From your experience, where
do foreign investors show the greatest interest? Is it in farmland?
Is it in residential property, or commercial property?

Mr. FORRY. My own experience is that it is commercial property.
Mr. ABRUTYN. That is consistent with mine.
Mr. LANGER. I find them investing in all of them.
Senator BYRD. Thank you.
Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.
Mr. Langer, I appreciate your pointing out difficulties with the

definitions, but would not most of those problems be resolved by
including all real estate, all real property?

Mr. LANGER. Yes; but I think they could be resolved in other
ways, and the Treasury report uses your definitions in some form
of an exception which I really do not understand from a first and
second reading.

Senator WALLOP. I welcome your further testimony on that, and
I think it is useful, but I would like to inquire a little further into
your statement that we may risk scaring off all foreign investors.
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Did you mean portfolio investors as well?
Mr. LANGER. In reading a draft of the Treasury proposal, it sets

forth definitions of foreign controlled U.S. real property companies
partnerships and trusts and definition of U.S. real property inter-
ests which are so incredibly complex that I think they may go well
beyond what we normally think of as real estate holding companies
and perhaps cover many instances of what we would normally
cover as portfolio investment.

Senator WALLOP. From the beginning that has not been my
intention. We are trying to zero in on certain competitive disadvan-
tages American farmers have in the purchase of farmland. That
was my initial concern, and the reason the bill was drafted as it is.

The Treasury's suggestion to include all real properties has cer-
tain attractions. I do not think it need be so complicated that the
result is what you suggest. Hopefully we can find the middle
ground and achieve desirable results.

I would like to ask you to comment on your statement in your
paper on the need for tax reform in the tax treaty area. Your
statement, regarding the treaty override concerns that you have
expressed, is:

Our treaty partners may be very upset if the U.S. unilaterally enacted legislation
overriding the treaties. However, I doubt that most of our treaty partners would
object to antiabuse legislation, since the OECD has recently called upon all of its
members to take steps to prevent the avoidance and evasion of taxes.

Can you tell me if you reach the same conclusion.
Mr. LANGER. I am not sure that this is an antiabuse area, Sena-

tor. Perhaps that is the problem. I think there are some antiabuse
areas that could be involved. This is more of a policy area where it
may be desirable to have legislation taxing people, but I do not
know that it is necessarily abuse to have the policy that we have
had for many, many years.

Mr. ABRUTYN. The two treaty provisions override that you are
talking about is the so-called net election and, more important the
exemption for taxation of capital gains on the transfer of sales.

That exemption, if you are now going to override that provision,
that would raise the question of portfolio investment as well.

Senator WALLOP. I think that the attempt to provide that 5-year
negotiation period and the apparent confidence of Treasury in
their ability to achieve that amicably, is noteworthy.

I am concerned with the perception that my idea, at least, is to
prevent foreign investment in agriculture. I do not think we can or
should. Most of the concern expressed today was over the capital
gains taxation, but are there other important issues on the tax-
ation of foreign investors in the United States that have been
overlooked, for instance in the estate tax area?

Mr. FORRY. Certainly much of the motivation for structuring
investments as they have been is estate and gift tax oriented.
However, to the extent that we try to extend our estate and gift
taxes to, let's say, the stock of a foreign corporation owned by
foreigners because the assets are U.S. assets, I believe that would
require substantial treaty negotiations with other countries and,
possibly is beyond accepted practice in international taxation.

In addition, much of the structuring of investments where an
investor intends to hold property for 2 years and sell it is not so
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much gift and estate tax oriented as income tax oriented. I do not
think the estate and gift tax issues are as crucial there.

Mr. ABRUTYN. Senator, here is where some of the statistics would
be very helpful to everyone, because you have a delineation in the
type of investor. If it is a wealthy individual investor, certainly my
experience has been the estate gift tax considerations are involved
because if he bought the property directly, he would be subject to
an estate and gift tax. If he uses a foreign corporation, the foreign
individual is not. That consideration does not apply where the
large multinational is coming in to acquire either commercial prop-
erty or farmland.

Senator WALLOP. Let me ask you this. You each expressed con-
cern about what it would do to foreign investors. Are you really
persuaded that if we equalize the rules, as is the intent, on tax-
ation of foreign and domestic investors, that foreign investors
would suddenly be deterred from investing in American real estate,
agricultural or otherwise?

Mr. FORRY. The kind of loophole closing that Mr. Langer referred
to would be substantially less of a deterrent than what I consider a
very complex and difficult.Treasury Department proposal, that
has, I believe, the same basic tax effect. The degree to which
foreign investors would be substantially deterred from investing in
this country would depend a lot upon the complexity of the system
which was used-for example, by coming up with an entirely new
structure of taxation with a rather onerous set of duties on real
estate holding companies and the like.

It would also depend upon whether the tax changes were limited
to agricultural property or other types of property.

Senator WALLOP. I have not had a chance to study the Treasury's
report any more than you have, And am not certain I can discuss it
with you any better than you can discuss it with to me.

I am concerned with your suggestion, as I understand it, that it
tends toward portfolio investors more than it would just to real
estate investors.

Mr. LANGER. The Treasury proposal may have an effect on titles
of real estate on every parcel of property in the United States. It
seems to deal with a burden placed upon a purchaser of real
property to act as a withholding agent and make him get a certifi-
cate from the seller of every piece of real estate in the United
States.

I just find it incredibly complex and I think it perhaps is an
overkill.

In direct answer to your question, Senator, I do not think that
the mere imposition of a 28-percent tax, or a tax of up to 28
percent on capital gains on foreign people, is going to prevent them
from coming into the United States to make investments.

Senator WALLOP. Thank you.
Senator BYRD. Thank you, gentlemen.
[The prepared statements of the preceding panel follow:]

50-150 0 - 79 - 11
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PREPARED STATEMENT OF JOHN I. FORRY1 ATTORNEY AT LAW

Mr. Chairman and members of this distinguished subcommittee:

I appreciate this opportunity to discuss the taxa-

tion of foreign investment in real estate in the United

States. My testimony will provide a brief description of

the present U.S. statutory and treaty pattern for taxing

such investments. In addition, I may wish to submit a more

extensive written statement at a later date within the

period permitted by this subcommittee. Here I will turn,

first, to investments in unimproved property and, second, to

investments in income producing property and property

acquired for development.

First, foreign investors--whether nonresident

alien individuals, foreign corporations or other foreign

persons--may choose to invest in unimproved property

primarily to be held for appreciation in value. (For

purposes of my testimony here, the taxation of individuals

who have previously been U.S. citizens or residents is

excluded.) Perhaps the simplest structure for a proposed

investment in unimproved property is the direct ownership

of such property by the foreign investors. If, after a

-1-
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holding period, the investors sell the property and realize

long-term or short-term capital gain on the sale, the Federal

income tax consequences to them will be as follows:1

Capital gain realized by an individual investor will be

taxfree if (1) the gain is not effectively connected with

the conduct of a trade or business within the United States

by the individual ("effectively connected income") and if

(2) the individual is not present in the United States for

at least 183 days during his taxable year in which the sale

occurs. Capital gain realized by a foreign corporation on

sale of the property will likewise be taxfree, if the gain

is not effectively connected income. In the case of a

foreign corporation, there is no supplementary test based on

less than 183 days' presence in the United States. It

should be noted that, under most U.S. income tax treaties,

the income from direct real estate investments in the United

States continues to be taxed by the United States in

accordance with many of the basic statutory provisions

applicable to nontreaty investors.

A corollary of the taxfree treatment accorded this

capital gain is that no deductions for real estate taxes,

interest or other carrying charges are permitted to the

investors, since such deductions generally are permitted to

them only to the extent allocable to effectively connected

income.

-2-
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If the foreign investors wish to form a U.S. or

foreign partnership to own the unimproved property, the

determination whether gain on sale of the property is effec-

tively connected income generally depends on whether the

partnership is engaged in a U.S. trade or business, since

each of the partners will then be considered to be so engaged.-

In addition, the taxable character of a foreign entity as a

partnership for U.S. tax purposes will depend on U.S. standards;

this may often be an issue where a foreign entity has attri-

butes similar to those of a U.S. corporation.-

A major additional factor in planning investments

in U.S. real estate by foreign individuals is the impact of

Federal gift and estate taxes on the individual investors.

A gift by a nonresident alien individual of his interest in

U.S. real estate, whether owned directly or through a partner-

ship, generally will be taxable by the United States at the

substantial gift tax rates applicable to U.S. citizens and,

residents. Similarly, on the death of such an individual

foreign investor, Federal estate tax of up to 30% generally

will apply to his interest in U.S. real estate owned directly

or through a partnership; a credit of $3,600 is allowed

against this estate tax. However, if the foreign individuals

form a foreign corporation to hold their interests in unimproved

U.S. real estate, no Federal gift tax will apply to transfers

of the foreign corporation's stock by the individuals, nor
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will Federal estate tax apply to the foreign corporation's

stock on the death of any of the individuals.-

Such U.S. real estate investments also are subject

to state income, gift, estate and inheritance taxes which

vary with the state in which the real estate is located or

other activities of the investors are carried on. In many

states, foreign investors are treated approximately the same

as out-of-state U.S. investors. Such state taxes often do

not exempt capital gain from sale of unimproved property,

contrary to Federal taxation.

Second, foreign investors may choose to invest in

income producing property, or to acquire and develop property.

Rental income from an office building, apartment building,

shopping center or similar income producing property, which

is received by the foreign investors either directly or

through a partnership, will usually be effectively connected

income. The same is true of sales proceeds from U.S. property

developed and held for sale by the investors, such as from

sales of condominiums or other subdivided property.5- Such

effectively connected income will be taxable by the United

States to foreign individuals on a net basis at the ordinary

rates paid by a U.S. citizen or resident. Such income will

be similarly taxed to a foreign corporation on a net basis

at the ordinary rates paid by a U.S. corporation--from 17%

of the first $25,000 of taxable income up to 46% of the

balance over $100,000.
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If the foreign investors eventually realize long-

term or short-term capital gain on sale of the income producing

property or property developed by them, the capital gain will

also be effectively connected income because it is derived

from assets which have been used in a U.S. trade or business.

Such gain will be taxed to a foreign corporation by the

United States approximately as capital gain derived by a U.S.

corporation, and will be taxed to foreign individuals approxi-

mately as capital gain derived by U.S. citizens or residents.

Any long-term capital gain will be further subject to the

minimum tax on tax preferences.6 The taxable character of

such gain is in contrast to the generally taxfree capital

gain--as described above--on the sale of unimproved property

which has not been used in a U.S. trade or business by the

foreign investors.

In some cases, where little or no business activity

is carried on in the United States by foreign investors or

their resident agents, the income from the property may not

constitute effectively connected income. This is particularly

likely where net lease arrangements--such as for agricultural

property or an industrial warehouse--provide that all mainte-

nance, activities and costs are to be undertaken by the

tenant rather than the foreign owners. In the case of

rental income, such treatment is usually extremely undesirable

because the income will be subject to a withholding tax of

-5-
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up to 30% of the gross amount without any deductions--which

tax may not be reduced even under a treaty--so that the tax

will often equal or exceed the net income from the property.7/

However, where such taxation appears likely, a foreign

investor may make a special statutory election to have his

share of the income taxed on a net basis as effectively

connected income./ Such an election must apply to all U.S.

real property interests of an electing foreign corporation,

and to all such interests held for the production of income

by an electing individual. In addition, once made and not

modified within the three-year period for amending the

original year's tax return, the election remains in force

for all subsequent years unless revoked by the taxpayer with

the tax authorities' permission. In case of such revocation,

a re-election generally may not be made for another five

years without further permission. This may cause capital

gain on the sale of the same or other unimproved property

owned by the investor to be taxable, whereas no tax would

apply if the election were not made.

However, the election may be made from year to

year under a number of U.S. income tax treaties.9-/ Accordingly,

the treaty may permit the investor simply to avoid the

election in a year in which taxfree capital gain from selling

the same or other property is expected.
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As an alternative, the foreign investors may be

able to exchange the property wholly or partly for other

property of like kind. In that case, the currently taxable

gain will be limited to the sum of the money and the fair

market value of other property not of like kind--if any--

which is received by the investors in the exchange/

As in the case of unimproved real property, the

interest of a foreign individual in U.S. income producing

property or property acquired for development, if owned

either directly or through a partnership, generally will be

subject to Federal gift tax on a gift by the individual.

His interest generally will also be subject to Federal

estate tax on his death. In order to avoid such taxes, the

individual investors may wish to organize a foreign corporation

in a tax haven to own their interests in such property,

since no Federal gift or estate taxes will apply to their

transfer of stock in the corporation itself.

However, the use of such a foreign corporation by

foreign investors is somewhat more difficult in the case of

income producing or development property than in the case of

unimproved property. The income of the foreign corporation

from the property will usually be effectively connected

income, subject to U.S. taxation ii a net basis at the

ordinary 17%-46% rates paid by a U.S. corporation; this may

be higher than the rates which would be payable by the

-7-
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investors if they received the income individually. In

addition, if the foreign shareholders of the corporation

receive the proceeds from operation or sale of the property

by way of dividends from the foreign corporation, the profits

will often be subject twice to Federal income tax--once at

the corporate level, and once by a withholding tax at the

payment of dividends. If the U.S. profits are instead

accumulated in excess of the reasonable business needs of

the foreign corporation, a substantial accumulated earnings

tax may be imposed on the corporation.-/ The shareholders

also may receive income by way of interest charges on loans

they make to provide part of the corporation's operating

funds, if the corporation maintains an adequate debt-to-

equity ratio and tae interest charges are at arm's length

rates.2/ Such interest will be deductible by the corporation,

if attributable to its U.S. income. However, the interest

payments to the shareholders often will still be subject in

turn to a U.S. withholding tax. These U.S. withholding

taxes on dividends and interest paid by the foreign corporation

are likely because, if at least one-half of the foreign

corporation's gross income for the most recent three full

ta;:able years is effectively connected income, a like proportion

of the dividends or interest paid by the corporation will be

subject to a U.S. withholding tax of 30% of the gross amount

paid.13/
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However, under various U.S. income tax treaties, this

U.S. withholding tax is in most circumstances not imposed on

dividend or interest payments by a foreign corporation

organized in the treaty country.

Where such a foreign corporation is used to own

just one property, on sale of the property the following

principal alternatives are available to the investors: If

the foreign corporation itself sells the property, capital

gain on the sale will be free of Federal tax if the property

has not been used in a U.S. trade or business by the corpo-

ration. Such gain is particularly likely where unimproved

real estate has been acquired and held for appreciation by

the corporation. In the case of a corporation organized in

any one of a number of treaty countries, the election to

treat real property gain as effectively connected income may

be made or revoked on a yearly basis. As an alternative,

the corporation may engage in a like kind exchange of prop-

erty, in which event its currently taxable gain will be

limited to any money and the value of any other unlike

property received in the exchange.

Alternatively, the foreign shareholders may sell

their shares of the corporation generally for taxfree capital

gain. The purchaser usually may acquire a stepped-up tax

basis in the property equal to the purchase price of the

shares by liquidating the corporation.-14
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As a further alternative, the property may be sold

and the corporation liquidated pursuant to a 12-month plan

of liquidation, with no Federal income tax on the corporation

itself except principally for recapture of personal property

depreciation and accelerated depreciation 
on the property.

1 5/

In addition, no Federal income tax generally will be imposed

at the shareholder level on distributions to the foreign

shareholders, since they are considered to receive the

proceeds of sale of the property in exchange for their stock

and therefore receive taxfree capital gain. However, this

advantageous treatment is not available if the foreign

corporation is a collapsible corporation, which is particularly

likely where unimproved property has been developed by the

corporation.--/ Nor is it available where the foreign corpo-

ration is owned at least 80% by another corporation.

Foreign investors also may organize a U.S. corpo-

ration to own their income producing property or property

acquired for development, or even unimproved property, often

for nontax reasons. The individual investors then may make

gifts of their stock in the U.S. corporation without the

imposition of Federal gift tax. However, such stock will

still be subject to Federal estate tax in the event of an

individual investor's death.

In addition, rental or other income generated by the

property will be taxed on a net basis at the rates
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ordinarily applicable to any U.S. corporation. The U.S.

corporation may take deductions for arm's length interest

charges payable to its foreign shareholders. However, such

interest payments will be subject to U.S. withholding tax of

30'% of the gross amount paid. In addition, any dividends

paid by the U.S. corporation out of its accumulated profits

will be subject to a further withholding tax of 30% of the

gross amount paid. Excessive accumulation of profits may

also result in imposition of the penalty tax alluded to

above in the case of a foreign corporation. This contrasts

with direct ownership of the property, where the foreign

investors pay only one tax at ordinary rates on the effec-

tively connected income realized directly by them from the

property.

However, under a number of U.S. income tax treaties,

the U.S. withholding tax on such interest and dividend

payments may be eliminated or reduced to 15% or less of the

gross amount.

In the event of sale of the property, capital gain

to the U.S. corporation will be fully taxable at the usual

U.S. corporate capital gain rate of 28%. By contrast, in

the event unimproved property is involved, foreign investors

owning such property directly will often receive such capital

gain taxfree. In addition, regardless of what type of
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property is involved, distribution of the sale proceeds to

the foreign shareholders generally will constitute a dividend

to the extent of the corporation's accumulated profits and

thus be subject to an additional U.S. withholding tax of 30%

(or a lesser treaty rate).

As one alternative, the U.S. corporation--as in

the case of a foreign owner described earlier--may engage in

a like kind exchange of the property. In that case, the

currently taxable gain will be limited to any money and the

value of any other property not of like kind received by the

corporation in the exchange.

Alternatively, the foreign shareholders may be

able to sell the shares of their U.S. corporation for capital

gain. This generally will be taxfree because, in itself, it

is not effectively connected income to them.

A further possibility is sale of the property and

liquidation of the U.S. corporation pursuant to a 12-month

plan of liquidation, which will avoid most income tax at the

corporate level, except for recapture of certain deprecia-

tion taken by the U.S. corporation. Again, this alternative

is not available where the U.S. corporation is a collapsible

corporation. Nor is it generally possible if a corporation

owns at least 80% of the U.S. corporation's stock.

Foreign investors also may wish to joint venture a

U.S. real estate project with a U.S. developer or other
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investors. In the case of a partnership between the U.S.

party and, for example, a foreign corporation owned by the

foreign investors, because the domestic and foreign investors

may have different income goals or are subject to different

tax treatment, special allocations may be made amoing them of

partnership income and deductions, or of capital gain and

ordinary income, or of land and improvements ownership, or

of equity and loan participation. For example, for foreign

investors, excess tax writeoffs may often be unnecessary

since they may have little or other U.S. income against

which to use them. Such investors are more often concerned

to spread available deductions over several years in order

to reduce future taxable income from the same property or

group of properties.

Finally, in the case of income producing property

or property acquired for development, as in the case of

unimproved real property, state income, gift, estate and

inheritance taxes also apply.

I hope that this discussion gives the subcommittee

a basis for appraising the present U.S. statutory and treaty

pattern for taxing foreign investments in U.S. real

estate. I also hope that the subcommittee will agree with

my view that the technical details involved in this area are

complex, and that the related policy questions are of

corresponding difficulty.
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Footnotes

1. See generally Internal Revenue Code of 1954, as

amended ("IRC") §§871-874, 881-884.

2. IRC §875(a).

3. Treas. Reg. §301.7701-2.

4. See generally IRC §§2101-2108, 2501-2524.

5. IRC §864(c).

6. IRC §§55-58.

7. Cf. Evelyn M.L. Neill, 46 B.T.A. 197 (1942); Rev.
Rul. 73-522, 1973-2 Cum. Bull. 226.

8. IRC §§871(d), 882(d).

9. Cf. United States-France Income Tax treaty of 1967, as
amended, Article 5(3).

10. IRC §1031.

11. IRC §531.

12. IRC §482.

13. IRC §§861(a)(1)(D), 861(a)(2)(B), 871(a)(1), 881(a).

14. IRC §§331, 334(b)(2).

15. IRC §§337, 1245, 1250.

16. IRC §341.

END
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Statement by

Michael Abrutyn, Esq.
Cole Corette & Bradfield

Washington, D. C.

Mr. Forry, the first member of this panel to testify,

has outlined the general U.S. rules for taxation of nonresident

alien individuals and foreign corporations. Mr. Langer will

subsequently provide some suggestions for modifying these

rules if Congress decides that the present system needs to

be amended. My purpose is to briefly describe the application

of these rules to foreign investment in U.S. real estate.*

The manner, type and structure for foreign investments

in U.S. real property has run the gamut of all the infinite

variables available. Since there are several different

provisions which can be utilized, favorable tax results can

be achieved -- often irrespective of whether the investment

is active or passive. These results are: (i) no substantial

Federal or state income taxes payable on income derived from

real property; (2) no substantial Federal or state income

taxes payable on gain from sale of real property; (3) no

estate or inheritance tax payable in the event of death of

an individual owner of property; and (4) no substantial

taxes payable in the country where any corporation or other

entity is organized for the purpose of acquiring the property.

* For a more detailed discussion see Abrutyn, "Investment
in United States Real Estate by Nonresident Alien Individuals
and Foreign Corporations," 77-2 THIJ (1977); 'Langer and Bittel,
"How Foreigners Invest in U.S. Real Estate, U.S. Taxation of
International Operations," (Prentice-Hall 1975); Forry, "How
to Structure Foreign Investments in U.S. Real Estate, Prentice-
Hall Tax Ideas (Prentice-Hall 1975).
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The most advantageous form of investment would naturally

depend on all the factors involved in the transaction,

including the type of property involved (income producing or

unimproved real estate), any state law prohibitions against

foreign ownership, the resident country of the potential

investor, the expected period for which the property will be

held, and the myriad of other factors normally associated

with this type of real estate investment. Several alternative

forms for investing in U.S. real estate are available which

may have different tax consequences. The forms for such

investments include purchase of the real estate directly,

investments in stock of a wholly-owned United States corporation

which would purchase and hold the real estate, investment in

stock of a foreign corporation which would, in turn, invest

in the real estate either directly or indirectly through a

U.S. subsidiary, or use of a foreign trust or holding company.

Where U.S. investors are involved, a general or limited

partnership is typically used to own and operate the property

so that the foreign investor actually invests in the partnership.

The pivotal issue in structuring any investment in U.S.

real estate is whether the investment will result in the

owner being engaged in a trade or business within the

United States. The answer to this question will determine

how the income from the property and any gain upon its

disposition will be taxed, if at all, by the United States.

Although when a nonresident alien individual or foreign

corporation will be considered to be engaged in a trade or

50-150 0 - 79 - 12
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business in the United States is not always clear, with

respect to real estate there is sufficient authority so that

it should be able to be determined whether real property

ownership will or will not be so considered. The first of

two examples will involve an investment where the foreign

investor is not engaged in a United States trade or business

and the second where the investor so engaged. These examples

are designed to illustrate the basic rules.

Foreign Investor Not Engaged in A Trade

or Business Within The U.S.

A nonresident alien individual or foreign corporation

acquires either commercial rental property in a major city

or farmland. The property costs $1 million and is purchased

for $200,000 down plus an $800,000 debt secured by a first

mortgage on the property. The property is leased to one

unrelated tenant pursuant to the terms of a net lease. The

tenant pays the real estate taxes, operating expenses,

repairs and property insurance. Four years later on the

first day of the next taxable year, the property is sold for

$2 million.

The above transaction would not result in the foreigner

being engaged in a U.S. trade or business. Therefore, the

minimum monthly rental income plus the amount paid by the

tenant for real estate taxes, operating expenses, repairs

and property insurance (all of which are for tax purposes

expenses of the landlord) would be subject to tax on a gross

basis without the allowance of deductions, and the tenant

would be required to withhold from the rental payments at

the rate of 30 percent of the gross rental income -- assuming
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that the withholding rate has not been reduced by treaty.

The economic gain upon disposition of $2 million plus any

gain attributable to depreciation would not be subject to

tax if owned by a foreign corporation; and, if owned by an

individual, provided the individual is not present in the

U.S. for 183 days or more during the taxable year.

Taxation of the rental income on a gross basis might be

disadvantageous because the tax paid under this alternative

would probably be higher than the tax which would be due on

net taxable income after deductions. To deal with this

circumstance, the Code provides for a special election which

may be made by a nonresident alien individual or foreign

corporation.

This election provides that the income can be taxed

upon a net basis, but it also provides that once the election

is made any gain realized from its sale, even if incurred in

subsequent years, will be treated as effectively connected

income and, therefore, subject to U.S. tax. However, there

are planning techniques which can be utilized to result in

the gain being exempt even after a Code net election is

made. In many instances, this apparent dilemma is avoided

in the first instance because the investment is made by a

foreign corporation organized in a jurisdiction which contains

a tax treaty with the United States allowing the net election

to be made on a yearly basis -- for example, the treaty

applicable to the Netherlands Antilles. In the example

described above, the yearly net election would be made in

the years when the property is owned so as to avoid the 30%

withholding tax on a gross basis. Then, in the year of
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sale this special election wjuld not be made -- it would be

avoided -- so that the gain, as well as any recapture items,

would be exempt under the general rule that extempts capital

gains of foreign individuals and corporations. The tax

treaty might also provide the benefit of exempting any

dividends declared by a corporation formed in the treaty

country from the so-called second level U.S. withholding

tax. Also, use of a foreign corporation shields the nonresident

alien individual from the Federal estate and gift taxes.

Foreign Investor Engaged in A Trade

or Business Within The U.S.

The second example illustrates the case where the

foreign investor is engaged in a U.S. trade or business.

This case might arise where a foreign investor becomes a

partner in a U.S. partnership which owns and operates income

producing property such as, an office building, an apartment

house, or a farm. Assume the foreign investor is a partner

in a U.S. limited partnership, in which the general partner

is a U.S. corporation or individual that carries full respon-

sibility for the management and maintenance of the property.

In this situation, the partnership would be engaged in

a U.S. trade or business, and accordingly all partners would

be treated as so engaged. The taxable income is calculated,

but not taxed, at the partnership level and each partner

must report on his own return his distributive share of the

taxable income. For example, each foreign partner would

report his share of the income from the rental operation.

This income would be effectively connected income taxable on

a net basis, at the normal graduated rates applicable to
I
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individual or corporations and not the flat 30% withholding

rate. If the partnership has other income which is not

effectively connected to the rental income (such as, bank

deposit interest or dividends on portfolio stock), the

foreign partners will be taxable on their share of such

other income as if received directly; that is, the bank

deposit interest would not be subject to U.S. tax if not

effectively connected and the dividends would be subject to

U.S. withholding tax of 30 percent (or a lower rate provided

by tax treaty). The partnership would be responsible for

withholding as to non-effectively connected income distributable

to foreign partners.

Since the current income would be taxed upon a net

basis under the applicable Code rules, the next objective is

to structure the transactions so that any capital gain will

be exempt. Generally, when property of a partnership engaged

in trade or business is sold by the partnership, each partner

is taxed on his pro-rata share of the gain since it is

effectively connected income. The character of the gain is

determined at the partnership level. Normally, a sale of

income-producing real estate will give rise to capital gain

(short or long-term gain, depending upon the holding period)

except to the extent of recapture of accelerated depreciation,

which is treated as ordinary income under sections 1245 and

1250 of the Code. There may also be investment credit

recapture. Real property used in a trade or business and

held for more than one year is a section 1231 asset. Thus,

any gain upon the sale (after recapture) will be treated as

capital gain and any loss will be treated as ordinary loss.



178

A nonresident individual or foreign corporation selling such

property is eligible for the preferential capital gain

rates.

The techniques which may be utilized to exempt all or a

major portion of gain upon disposition from Federal income

tax are installment sales, a liquidation pursuant to section

337 of the Code, a like kind exchange under section 1031 of

the Code, a restructuring so that the owner is not engaged

in a trade or business within the U.S., or, possibly, a sale

of the partnership interest outside of the United States.

In most cases at least one of the techniques can be used.

The ease with which this can be accomplished is illustrated

by examining a typical section 337 liquidation. Assume the

foreign individual investor causes a domestic corporation to

be organized, and it purchases and operates a farm, or it

owns an interest in a partnership operating the farm. 1he

U.S. corporation would pay normal Federal income tax upon

its net income after allowance of all deductions. The

corporation could enter into a contract of sale of the farm,

(or its partnership interest) to a third party and liquidate,

qualifying under section 337. The corporation would incur

no tax liability upon the sale of its asset or liquidation,

and the nonresident alien who realized a capital gain upon

liquidation would be exempt provided there was no presence

in the United States for 183 days or more. **

** State income tax must also be considered, but since the
States either use Federal taxable income as the starting
point for computation or have similar statutes, often the
same favorable results can be achieved.
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Some Policy Considerations

The next member of this panel, Mr. Langer, will testify

as to suggested methods of amending the Code to change the

current system in the event Congress decides to amend the

Code. The May 1979 report of the Department of the Treasury

entitled, "Taxation of Foreign Investment in U.S. Real

Estate" also contains suggestions for amendments.

The Code amendments require changing the installment

sale and like kind exchange provisions as well as changing

certain basic rules for the taxation of nonresident alien

individuals and foreign corporations so that all sales of

U.S. real estate and shares of stock in corporations owning

U.S. real estate will be treated as effectively connected

income subject to tax. Another area which should be considered

is coordination of Federal tax law with State income tax

provisions and State laws regulating foreign investment.

As a tax practitioner, I am of the view that these

changes can be accomplished, but care must be taken to avoid

unintended results. For example, the taxation of the transfer

of shares of corporations owning U.S. real estate presents

difficult questions of enforcement and, if drawn carelessly,

could encumber legitimate stock sales. Additionally, a rule

whereby the property itself is deemed to be subject to a tax

lien, if a stock transfer is made without a tax payment,

might diminish the enforcement problem because the buyer

would have to shoulder the risk. But, this approach could
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result in clouds upon title which would not be apparent to

subsequent bona fide purchasers, and,.thereby unduly restrict

the transferability of real property. Finally, under any of

the changes being suggested, it appears to me to be viable

to limit these amendments to farmland, while leaving the

present rules for commercial property.

From a tax policy standpoint, I would like to bring

several issues to your attention. As pointed out in the

Treasury Department report, it might be necessary to override

some existing provisions in bilateral tax treaties and the

decision to do this does have negative implications from an

overall standpoint. These implications include making

future treaty negotiations more difficult and establishing a

precedent enabling our treaty partners to change their

domestic tax law on this or other issues where it is felt

that a treaty provision is too favorable to the U.S. This

may be unwise because of the greater amount of U.S: investment

abroad. Moreover, and, perhaps, more importantly, this

would serve as an exemple which could be applied to our

treaties in the commercial, defense and other areas beyond

taxation. The treaties contain mechanisms for amendment and

terminations through negotiations with our treaty partners

and should be utilized.

The second policy issue for consideration is the effective

date for any change. An effective date rule could govern

sales made after a certain date (S-208 has an effective date

of February 28, 1978), could govern property acquired after

a certain date, or present owners could be given a stepped-
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up basis to the present fair market value. A fresh start to

recognize capital appreciation occurring over time would

require determinations as to the present value, but does have

recent precedent in our tax law (such as the fresh start for

the carryover basis rules in the estate tax area) as well as

in the law in other countries. It is noted that a real

estate investment cane quite substantial, is often illiquid,

and is made with expectations of certain economic returns

which would be substantially reduced by imposition of tax

either in whole or in part on a retroactive basis.

A non tax policy aspect for your consideration is

whether there would be any adverse incidental effects upon

the overall U.S. investment climate as perceived by foreign

investors caused by a change in the tax law. In this

regard, the swope and manner of the change can be important

and should be geared to the underlying reasons for change.

If the purpose is to eliminate the incentives, the changes

would be different than if the purpose is to preclude foreign

ownership of farmland. On the one hand, eliminating the

current incentives for foreign real estate investment does

not involve taxing foreigners any differently then taxing

domestic investors, yet would not impose any special disincentive

to investment in farmland. On the other hand, elimination

of the incentives could be perceived as a shift in the

United States receptiveness to foreign investment. If a

large foreign syndicate of 200 foreign investors acquires a

commercial office building through shares in a foreign

corporation, their investment can be passive in the economic



182

sense and it is very similar to making a portfolio investment

in a public company. Taxation of the transfer of such

shares may be perceived by the international investment

comunmity as the first step in taxation of all portfolio

investments. Limitation of the change to the special case

of farmland may be viewed differently than extending the

change to commercial properties. Further, if the change is

accomplished retroactively and by overriding existing

treaties, the favorable image of the U.S. as a source of

secure investment not subject to substantial political risk

may be tarnished. Of course, whether the changes will

result in a withdrawal of investment and what effect if any,

such withdrawal could have on the exchange rates and future

rates of inflation are matters for your careful consideration.

Senator BYRD. The next witness will be Mr. Hoag Levins, chief
investigative reporter for Expo magazine.

Good morning, Mr. Levins.
Mr. LEvINs. Good morning, Senator.

STATEMENT OF HOAG LEVINS, CHIEF INVESTIGATIVE
REPORTER, EXPO MAGAZINE

Mr. LEVINs. I have submitted to the committee, as requested, 100
copies of my article. It is the cover story in the summer issue of
Expo magazine. It is 17 magazine pages long, and I have also
submitted a synopsis of some of the principal points.

I do not really have an opening statement, because the article is
my statement. Will just open myself to questions. I assume I have
been asked here to answer questions about what that article re-
ports.

[The material referred to follows:]
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ogofaln ft R i Sur"it at awhch Arb
teders vowed ause w* newol1 moy
tob10y k OndO.We tre 6
Policy of ic and Wtr Wes er
neftW There IS no WM for auct a cWit
theory. Now. al atenon Is locueed on ft
coto wnd crowded Wthie Hon tWm%
on ftelebration in wichi Mensewn
Begn and Awr SdOt ciMn to pees110J0 f t't por,'t fronwe hapeecs.t

LMont isei ftnA oof
can regtec t om. r amm oThreats of lrwvwi Maetaion, Spaint
ft pec ftity-4tlt egeirt EgWp as
wl a fte U. wm OeeL

But in *" q ooner-.eyond ft
trs d ftdeig mfat am ft c o ft

of ft b vnct tv--a few peooi ve ,nt
forgotten Rea Thenwe rtvyt
to mes ft of 0 nedws
v*wabitly toe concerto eoortI NAmb

Whet fty &W~ 4 Met "i Ardo' et-
yearood I wab d1 Arroes pftw boe
"hu riludutywn." ie

-bA ftUtojp The AraMe ve b44
irQ ietw Ineboa rwoen and

OaUPes an gornimm a &Am Ems
how muh o1t M Ohw egmnad is

8oawt h maws. t~aNooniscandoumi - elft..a
COMAIDON PG 0

OMMAWtEISAME571
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TheCarterConnection
As a key tactca pain of t * soinn

oronged petrodilar penetation of
Amencen rI.aatiY and goterytheP
Arab cM e hm been movn 10
esW.b)W a Mndly "arw rCctvcboat at
te Wft Hose

Couirt documents. pulsh~ted finstncial
rerots and t-tie-t cord t ws oy
thle ndhirt" r-vehed rticah tO t
earms Areb bloc retacl hall PWedgd 10 UMO
it$ ptrodolatio annihitate lri. hall
bee airi petto tma to we" a thick

Cgb0, r~tie vec re enacai

te Oval Ofce of presdin erU iCaW1r
For of West Nwre yeeM thosArab

fhwce yelny hm caroky
orfd- and on n-tho g.m of1 a

em0 ln a nw ,wm

Iarem mAoclatea M t oobt l
cotpaettlc~ s0sPeedert Carte

Preside* Cae brote. IRY
CAnemr has beca. treatyrvle
with IPu Lbysr gmvarrent Of Cel

whto is ivOlved i an operation in Idahto
CWr he u 00 a OpN of and -.rad
dule"W in an oft I Ot to out Serulor
Frak C , t "urwW 'hed of W
Seats Fore At Co4ela manft.

Last year.ally Canfer hoaled a ernftr
"trade delegate d6 Libyan otcele i
Ceorge Carte. who deriea the cfigebom
10 onoty woi State Doer"nent
"Utios and regiser as a for"ig aget
for rich actlft. aWlsowe the Lbyen

gOMWerttart 10 pay for Nea racwe Plt Puflt
court There. he end owuGeoo*@

d*Wed plen 10 1 ' - a now Ainarlcen
corporation a a Joiut verejm owned by
Carted Qed&ffla rpreeoam O Tha

low~t" " be Ww hi a inanely of
busiess n ru and er~.rd

.Old GorftrKl pe ite ww In ftAlftf
lew "~n 06 Gerbae and Mdolh and
tresuer of prseldom 9COWSr 170

reponedly Me .cWOrAbvg wM th
Canter ath e tage amect of Vat LyWt

IPubI Csrdell Mord of .ai"v'
Canerand Peidor pdt*r fas been

EM tMAGAZIAEaJK E 1 ARe?

Nrd as a polen r by Saud Arabia.
Cddel's Presidential POWg crr~mv.
forednlr CaNer's c~ e fw the
WNW House. was fna ced by Ioa trom
Barnefl Baks o Florde--a 3 Sblon
bnwhid~n coryd -m we. fr
hasdd byr IedW H. SchtuR Schultz
ne Lto n pout abyCan r loes et
an t uFedera Peeer Board which

I oance ee t WeCo Ilaid on glit
butlnma asaociate of *"ts Caner. left is
pasto as U M ri T ireco itr ina ea
do otroiee end lneigflonev rV06nw
"fronew yww " a tout her
QOjA to* pr at Me Gorgia butt
One of the cow rulee kWoNmed a del at

ft Prb* hftOw to S A Auben
hA.t t Pharsom That puontrha was

hstee O ivog to Hac law fntiso
Vinon & Elsn. That a te law &tnt i
whkichPreeldeillec datjooWsCa'aujy
le nr a W iot~ repraserta
Arab weft s a s , tolike lare
hv* IvW, in AI nrica.

Lance also sutfaced in another thighly
corw&alerul moYe ihich ha acted a a

06ftcaale 10hi to cretlY buy up
cotfr*t I ftrasin a WaslIn DC.

*i Inote recer.amt rcdrnt i was
revled Vat Lanice oaso tecan* for
Ariafteet at PwhlisHouge.Earlia
Apre K woo discced Puto o6ffcie of
President Canra aaalalan Hormon
Aorden had arranged arimmn at Lancee
renAet forA Rugene Holy with t Slete
OPararaerwa06M fortot Arabeanrai

Wfea. oy toeebefto Iraaaca ed

f~rmr IM~~wlh $15 rlOn brbse.a
aeleon towoak oA Pus dffciee Pta
1)(a66060an hodCaused Pitard

A coneoriluxnofArab coete paa
been n'altt aontcsednmaedirbvoo
leM twoaa toawee hae%9 OWV m AlerS,
WtnereJ"NamCWW ervued as gwu.nor
andwhare ha puAt"oglPupiese 'Nd

Catrsptr. Cans' MM~ ce lowe0d
mXof hish ldop sknd ebale o o c

S-1SO 0 - " J - 13

directly boa int that NieWse and
POetica rrhau 06 AS~ftt- Pt ub of
ndUtrY And btr" for rnuch of Pu
Southeaatern United Ste. Tn. sov
Att tch Misct C Eautinagane has
halleds Pu "New TaretWoAra

Arabs nat con a murnber of ,ueor
properieaatAlttat.includngfuS100
maib Pon lsHote osplax C 1700 acre
houawt dovlooanrt ofwst W "$d ft
cilpend averlefy06W beaI ter A
rumber of local Adunta oaprooisand

addtona Arab atveainenf
Inta ricartint 1%4@W vim Mb* sf

Richard T La"0 ofuf MOWle tewia and
COYMYs WNIvelnent end rel eate em
assured i to eaaArae Put Pup need
rit worry about pcf cdcouro of Sui
acttvltin WAtr because Slo ew
endif OdNel woid be funed"on a

Mnow Allar" Vr.Corporgop Fiance
Aseolalee MO recnb aa d Puat
untrred muttrners of a royal fanul in
ate Of6f Aukra orm" had retained Pu

fndrm a0 drecat rksne of he N
do"ar in Attnd.c

inaom iss~tumoldeaa

antoeae Armbs
Putra # - ee le ma abi g a tag

ff**ger ad rvI k%*Metor. ao
bfte In Ooreign calh ame nt beong
I Ae I o quickrtay Int ft Lkinss

ThealcNon Mio mird wet
Pul1100eorglal acaUNo promleegood
reteris h Pu near to" ecawse Incee
'nAw*Mora caM esauPt reldarits
CArte.!hr a smoimmo le unvtti
Pu econortsryby 1 oboWretae
eletof.
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CQ IIIhAO i30S PAU -4

extent of ON P~elero Penetration of
Mie. Oe rago o A s tck of

secrecyy -g Pa been -am waurv
Most of toe Ara Wdectione here.
Amor if t- re ealed fain *Cofgrm
to eract orooe *egeMsoiatl acid*
,eqnum syswmac rcorf, mototv
andaslsr 6 cixfOfeatod WOanc
attains by beqtsfl l

B a eol h ack U recol f ~nn
mrwwyn FeM regn nvesto
reguradon reqwiwirnnte ven fte
Treary. ft Comrrwe Deartne.-e ra
the WIte Hous oW to sumre how luch

Sao daf y omw maw
cio t LIe Sae, beng oscla

Teley ry un01e Nvi ,4ors~

For yam le gaven er offic have
conned Coasts ft Vio tat ft
Stone of adeapaed ArabyuiWaea
were WI uirnr. One enan. Gerar L
Pasey. Asieter Secrfaryd oft US.
Tnsy ar" ft No*, ad "o
adrnstaonrl, rected to s eorm

~a m~ cried nnlngpeate NX
encflRlso 311 on iarebdon C
aowurn or motor toein b-m u t
Parslty ta0 iteameek riugate rot ft
Treesy Deperr tat had Wo4 tht "no
raisin flow [of Arbowl Nis taken
Place "

And Nrate Wee tos taledly daed
evern ft suggeston Vol art VAGce
wrona of NW mney am bein Plowed
wft owncn roums or ewnaora. For
ex&,r .m a r throflr Florda Georg
wn Caomsa It Jay Ar. A.

Sttecoafolw C0 Ca'3

Such ~11"s we" -"ereleom' htenn eCed* i. charge" a

s.or , flowe awe *flentcne

Itro's nue IoIby "t MoIlten
rned"a Zowcoupircy"

EADO's wentgaborr hee id that
ma"y of tft he o ee oiflcl
deung xgea o f large -res NWa
fanca om vr fnel w evflnotArrs
we prvatey-naC loeW Oie OW
ucretre rote in GreWQ Lace vey
oceataws LkaOGerald Patyhtriestf

Persiy ieft ft Treaty Oqe narWetoC
bec=m -nnge of ft Waatgto rww
officer Of ft Loe Mgele'hedaaoara
Law " oof Gneon. Dunn & Crutiw. ahich
treanerilly n ArabN tivesalun
t~ofloA ft cautry Actoron to New
Yorkecastm racor nreosePanisy
recarntly acted as goinetvw torea grow
of Saud en Coait vwin alt nuef
an uneucceseti M5 mwto offer lor ee
of twtatan'a mwa rmatown raws$

56

Afta m go documenl ft aset
ate o AMnWa ncil ewiveIe in
Muic m Orwele k lIe WY by
WacdetalecM ft lack of tedra las
r w sternalnrewd andS

an wni troll balp ctny ernid

ft troiof escaY~aanra4
smch t e*awtw byNW I fir
operafvee fn ftG couty.

Manylarge opol pefeW I
eqratdedmcrsoy beVyc ft har

ret obtsftAsabkai neli to
he Uonad I th coury amce
1973 Segpay a Partiuar , teeemOw
ulRaaey. Not ilft 6leo
Arwican openot The 1O7S Osiord
Sarnwar an ON wek t gou01 toS

Aeols ft Ifft U ft ay lo U,0r
f01at ttNW eaectaw in Europe

can~~racehed y ' MaC r ."a ,Wdrieals s. €tae roan

ran on ft secec of Me

ThmucA ctfmc Esc o alast
NWb fencers raatbty We Lir
ideat They fragjenby atwo-
MwfinceruPredea'1rOM*W 'ft"nd
Lay re"Feuy leow ft cenoilea of
OtanWe aWe Uf international

capone atacm r&%$eS vwta;y
intonate 1 tace IMI "t Sorce of

A good esalrce of low ft. ing

done ten t stn 9* Lce nvwg
QvAb anerpCoWeaver Finaial
General BeaktwSe lr, e 2.2 I lion
wOOO~aQ OQ * o. , mmwvt
cain b~ge berte in Meylea
vtroI eat Nw Yok.

The Banrwe one fIrm martacadit" tlank ftcur ue arid"t in I M' ~hw r Saum wd

ExcangCor'vueeao - p to

taea fwrt bank corlerly igat.
TheseC nW rt ft r *a
wittin 15041 brar US, Bdget
Diec ert Lance ar tssech cp
menoofter ankyig pa orer fi

to Federal low, an u dif e
purchaae MWybuy nonaMe tan OWe
pecert d maagocl Sftt by qeawg
a WitteLt teW sage to
hto t ore ten 20 pern of LaWk
befor e ws st pedo an SEC
rasestgeton ags * e" abougf
agart 4 by ft corny fla.

The eM grdd it r tront eg
C ftlawinm rnterof
corMo eerat Wtr a nutor inol
Prmwerd Ceuw's clce trW da
p0a Mg m te Ara r m n
ftWokhae t Soclcee and Pflc
ecclm of is evoobwer Latce
chargdVW-ftlLagatie#M
aswrahof ft prees" faster
suhta Str ~en wnyt04 ItraterW
ewoiv tdbo ft remark it corre'ie

MAGAD4' ?

Financial Paper Acquisitions
Hlew El

e The raM
EUl; Hemirsll
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The Arabs threatened to withdraw
their funds from American banks

... crippling or possibly even
collapsing the Federal Reserve

System.

s o-nd Sa"Ilo- Aa ac. ft oy
and t cWi.

beIk~ O ci, fts Bwtad. MI

to owe liMe, ,f w disloe I*~ h
Alrab Nmdwal afw bmn WO

Secr*Wy of t Air Fre
i cong l ,VC0to

irThI rf W'C and Sa cavrMaL
~dIcoe toI~ f~t WiaOw

b4 1 fArab~o aW"m O*W4

u '', ca~ m drane C lan d

agra d00 wkxm WW eon V& tocW
11o*I Sot~okd 'aft Ww M%*Vaa

twaM OWs WMjnca ftl a vuAch
firm. was own to buy control

Thatfirm's rernewarditai"
C*T Ywc*Aff~ 1X'odns V.
OWMc oft Nlflantda NOM~

ift OwndA~lcdadre1taid
Conrw" A"Oricwikan VVWNW &.

A, in..i ovinad by Strat
Karr* Adn.k Ww head Of ft Saud

S a w W u q l n ca. r e rm c F sa "
S&A at CYw a wt iameauOf.
tbwxal wdaro of royal tay df
Abu DM. "i ft cWngr' ViOW a
WIalrcolw0*11 C40aaW anConinairca
Ltd. located in ft5 GWan CaYMInan.

ThatGrad CyMIn & kir.
IM a ft ro owne of ft Bark of

OFWt and C4aIma e ruenf-llon, a
bar* reaaqar reld in La don W

F*i *t lhn. WMd eAtu W~l bby Alt rnveal b
For or*ftig. suma sal..wAbe

racordadaskwIN ar by ft
'-'Nal,,nds.- ner9 a tet
,cork6waamin v drftUS

Cow, c gh e I ar. n l'w Nan er

For a of * ft Symiaw wAiue

artiIa wil o ft Arabs I U
MOaY bbdi anid Jat -h
Q"afar di I* MumS t would
itouro ba doa n asc an Ntwa

Ovamavrnu in mjchopabom bagan
'a a 0j"1101115 ioM allvIat Sft
Wcooer ofa mrribr of Ariwicat
baMn toyArab ~taE His aC914

r~a l a atrc wolim qaaslori
andc a.bn aa.b amaSntoro -*R*

ai aatir i d'mW Fcraq

Law In 1976. SpY*Vigb woma W o
ft flVeere SontVaw

1foOSe OMgn daoaoa otd ft U-
bekr r~smr Thn SOnM~flas

rapmad Soa pxsi of i
A Icaarlka SIo atm flair
Sinvatigatlor bA t"ywer wona by
K~ and Sad Arab 10 conrJS
ftircrdos. The Nao Corvka

AnianmenadS~wteliaSIMo
insarrlcibl rimNrA It ?bn

&bonr*"a subpoarsed ft bW
racorda MiVlaiddli ft VWs axlte
o Arab hol"d in We fMirwI
b'sltAlan Such a moveawoid
VSY0:10a4aftal Cy~ crOaat ama
Comm ft Fadar Rew SySISM

Sensors Frart Chtmrof Idao and
ChftordCas ec N Jarkw"rei
tavoirc bofngf b" a wPi"y arued
o t coawa Mo a rt SI wow

Wasidft byt~ ling "aku

S1 Oera eryl ci te aid
SM Srw*VSn o MWaowl ere A
favor ciobf dw mm , l I M
Part Of ft VIVIaOiw baCaraw.-
Pe"c arOtad-ilt is W sriotnc
worat ft WCA

Sonalor Rlct" Clsa of o
isnwha r.*" bacaneha was no

in we ar4 ft Miomrtawce a
in S0r MI ft,4 VhaUminad ft
rlitalin fteM a. Noona

raby hiola "~ Aricoer bft
Az f f tow AancanA**E.
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Recycling Oil Profits and Arms CommissionskmWrn Enpg
ThM RrST 6k..
urnT . Sumemq

A goodpaoceboo sg IOwl
look at to Oim oeof odf t
Arab is CeOA i as SW eJON,

Ats ahda ak Salrte.CAN*lIfor-o4 c"t slcsne Is
fismwe w0mos peopl oiyj Wastes A
racafa a Owlda Bachledasaf Ut*
Ads from that Son .Oe- k hbe
,tsew at l"ed Pru", pnital of ft
WoarVf" -hss ertsd c umo tofe
restd OWe cor".

trt s ao &va. trnd spa tat 4
1orien O.tJ, Son Firsicinca NrI

t814~ 1 Iair n tmposto LOS
.JAngsle t0 ft mOXW Pftytly. r iso

tv i "city" In I**OW s in
w~ Eslrnnd o t ow wot
Viewed frai re t f mou
whdirw Nrtd .SMn Jose aa loose
CA of airdab an st l ~ith

wee souhwd acwoes a broe
vais hrm t o lerdt of SM
FrmNe a Carpeted wit Wrs o
ft most ft.rt so an Eaur ft vufey
s.a Prospearto aola xsl o

more w r two cerhas Todsy, SM

proaesW V and psdcagr cante in ft
COY.,

Duringft tatdaces. brgs
d *anien ONe bee Cflhld kilo

-S u 4 sw adv nr ue n
11lad WA to 91104ecampe $W~

akiiftgeo Mid SpendOIM
arcisisctnd ftw I*1 menewe
rrsMo et al nabr ft als.at ro

etecsiog hww oo~wo ft"~s t

eeecstroneoopnra

Hart in Son no.e I* police,
*wa *-W aovwai stei weisu can
beswwsta sanx woed verysoid
Ver cnarveiv. very fldr Withi Wee
wu farms, re"~ attede ctsiohs

end lcijuer-Old tt. SMn noei
5~ufntaly P t.*detcaer The

8D

Anrc ty ta &Wr In ti Wojrsnce
afs Amn reAX"Wd POtisf The

srlice Vat wt dtrdrew isd n
try rneweto low slight . The Aurri
ftlt rsy rM t vowc. bu whoe
quiS etgdi decides nab"os
olectdow The Atmrat A~n
l*Wos~a of ft Saud After royal
court e tot ltobuy in 1973.

T1" H ASH-00 A

The *shog o up ama coroae and
Colorful sy c stcs fram tft

r rowed at aftiai toft
boaMrd aNd MirlcaweaOor

rutsctetre o teck rn of
RlWd Nbon's Whte Hose. AM t
to w V sartos.

t sMy o en Arfa artreprensurw o o
opass 0rder ft eagleo a ftsaud

thre n~ I

cmevety.
FRst by uski ON ̂rot to Mr

weewsr and eqvwf forAftb

fa na fro Pefl Weconee

corrirecirs. Then, by chetgr fos
wekdisdcw esposn t
uns o nftm oi dlare in
onsor PGe s,'fo arrsngng such

do aiM Saud oil Than, by
WK ft csn Ne S fl from
sQu tlAab sute and recycing
disti egur-fl ft purchase of
Anerica tins. Cattle rnche.
reteurn. OvalS VurKK Mofdi
vrl amd swioe proplert~es tbal W1
turn, feed VOW prft a 5M wd

wesporta deals.
one at ftp W"lt sbectd to such a

purclaaa eftWase ft cwituryd
First Na" Baik df SMn Jose-w-tc
Khsaho wsg -vr~l blocked rorn
h4"r That tasare () very few

ft Sd enrepeneu Insuffered

do" bea WN doaaieng
thragtrutmnerca-wG why f to ai
so intres"i. By Wain to gsin control,
0restogo sM beh nd a trao
records-aid a morter at people
wtuer to tak Alid dissepo"Ad@

used by ots key operattve of ft Saud
thrr to aras enorrol wealth as a
U S brakes

FROM SAUDI COURT
TO SOUL HERN CAUFORNIA

Poar Kheahogg'l1611dsWas Or.
Moswred *Klieahgg. ft Bt Westr
trainOk id sial elSad Afbta aild
henr", 0ysi to veig. Such in ta
prirtfy to ft19 11ure reds Or.
Kileshogi person re inlpoortsircein
Vt royal coul afte IM3. At tre T.
die Sad laosy filywa s fcorr igto
gripawd "ranowsi tact ftt at

rnc o I mdost on Eart
AdtnWINS ft frst Of VSsoria bo to

ft doctor aid he art he grow up i anM

tat Is boyar ft 0lagr0 a ti 01moat
AsirriArs Lko mfoat youngster at ft
royal lnsorold ft Kirashogg Ia" were
st abroad for ir etDgher eudaie .
PAn w rirtt to Egy andi ian to
Anrerica where he atene a sWOaCoArril fl r st as

AW ter m ach d P 1tt1Kthofi matimed
to SaId "rbiat VwrUasy OveNt he
estebished iAn s Ma rrud6ririlnl
wht set up bitba,.d tcijost . ' sQarW
vn ams dea. btwen Ar nm wnd
Europea rertactaree arid Saud
Afabaru mlitry offl.

By Vl* ts I 9M, hogg had
Secantis ft prwr"l cxarl for HAWK(
rrsilat; mods aV4 Sol by tha ReyVVso
Corporation of Puric to ft Aftb
ahiery.
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'eW, asn De s U a at a tim e
iens a rsmui U $45 lan eta AMt

itCnpanog0tie lra0 ftfne fleetcorone t c e€iWedwenas to ire
AM*

in 19I On uehogW r*y bega to
V and ?" Wes scope The WOat

daiaAr usn deler becens a
kfUMldged lrge ese Arerican
OMWWW He sf up toe Words first
Art rmnU*,Wsr corparsl.--Trad
r :on CO .-Wd u ally
begen to purchase bark. rr ,
"Inress awt full ato "UVofltom

western world
one o tic first purcs*e wal a wet in

W"n Cree-en uftr&etfkjei
conmunfty on the autMrt o Son
Frarcso There. Mewysetecte
Democratic Cangrftvwn Fortey Stalk
sold Wuhog pn*y controld te $100
mifkfoo Secur Nabor Bait wUh* c has
%ie offes thr wg Alameda and orant

By tilt. tKualtog hod estalsted
thorns am m e s n Walnut Croak.
Ie New York leerwe. Laor
Berut R"yaS, jedh BraE Sind
Indonee. from wcs ha apenled a
Lryfri e orgartaatm buyVg up
b).teeand lWr Then ashotow
bege ha moa ett l r t inal
als of san Jose, 40 miles outh Ot h

offi in Wan Crak
At tet. chaogg'a aMOrMO was 00

key n secrt meetings wt' te brk's
diracrm. he proosed 91f hey ,se
650.000 shares of -ww catal stock wch
ie woLdM buy an Sidiwold ", him
ffecve carei t 5200 milan bait.

V"otf aftr those mfne.ft latW
stones of ,hog 'S PInMwre reed to
local preee-oy bwartiecorswt stinga
reservalaio abotS t tsakeoW.

Th% ev - tings t
Sank drectoIre v whad pr#Ykilly

upported fh Ida in prval sesca
bean sotlsng tWIr vws s the walse of
a pjtbcory from Vtl stulIkan's
depo85Ors

hahogg thratened to be Off"%
greatly witaed PIcM for W g be"
socts and o buy upe colrollntWet
of f basi a:er n bes on--. ie~ drectlore ld
rnot go aflsg ant his ornal proposals fOr a
new stock es".

b8oah bene dhKtI n oa mnty

The new Arab
breed of

entrepreneur
twincycles

petrobillions
... creatively.

trin to Oidsan is way altoantrol of
te bark

As part of a strong pbhac relations
corrosio 0asogg granted an eltevlew
to San Jose ercuy reported Frat
fraseftne Jr. ufio accorrperied Khatioggi
across ft MIWs East fit bes eroka
rlteS te ftn* ten erw took place.

Htavrl' repor in te Merury. a Kngh
Rder paper. described fatlhog as "a
icy AN wt -eW* eyes, and

mlSW"se been Idetiie with ArabaON

More berc director to with ft
proposal.

to forc ft barnkleecloi0 to tiflt
With ft original proposa- w~hatid not
bee voted an.

-Then Cangeaen Fortrsy Stsil-
wogave ~40asog he angus ente
into Antra carin Ccice by eding
hint ft N a^ Secrit oari Wan
Creels-taced reporters aml abmtted that
he had made a istese* inat et ricalter.
Stark ackhOeiedged"I he hed no

WVWloetod WN1 ie hd been d106" wifi
at wanU Cre. St's OaresoW
office fad in Wtgtd IKaihogp in ftitk, er at s ta t ft enreprar-,ew
was ureng mts "omrwr, * from ofl-
finanCed Arab arn deas to tuy the bss
in CekfomnL The Caongresan charge
thst ft bid an ft San Jose bare WO
ber ads wilhit Ieaglswimistsuon
trom te selec Locsheed Oghster je lofhe
Arab as A corWequencW d the
worrnm his ofie had pA Ioeher.
Ss dee"d, t re0rn le latln to

-K0eaS ogg. co" hraelf a
pokeor nn for fh Arab world. -Wle ,d

ttdft fWai S' fwt't r blockinr is
@ttenp togain eontro c he erkld not
desist ft tov of AmtON money WnOthe
AmencanbatieM cammnW y wci stop.

•The ian drecaors d stocld ers
to vota an fh pening stock sale
propose. a officl reported that the
reepone Voet a "stron shareholder
fee" ga it tie ""wbon and
arrtAsed that thedeal ws Oft

Ift g charged tat he had been
the victim o a4 Ziok eptred waveO
ant-Art,1 hanridY

A San Jose keNWCla official Close lofth
C€ roMvsrwho atied r to bs IdohtIled
sxplsted,,The WnOW tt of ft sruggl
beyond th ft Whanmt D~ashogVJ
proposal wessxtraordinary. A tot of

rnsthe we rifled m'ere. Th e Isre orlFradn ,an, old rdne busiess

tctrssbogg repreetled w er y enflrigandi evdsmedener ston eimr der.
"On one hald." hecantaes. fare~

was an opportxtty1 lm**i a ~0
conecton vIto ft widwde NO d Arb
money. Financly. *Wy ware An sets lot
a amnd reesaorta to go thr04'nd t &W

on ft other haft loach0sa aich a goa.
the berk had l obe *%ANy nW ovr lo
foreo a trets The bo"r "ines.Do
we ready we to se hci el r incie
qatwbkn of ur c ormty 1o a rag

S- Man people Wre -w tentsfd
A ts stodchoid hed v y frm

t04again t such an 4es, regadea
of any inca iDntag such a mote
wan he" prov4ided.

The San Jose aicdet did not end
"hso mseet in ue Saon Francisco
are. Aong wit a eurter of other
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ho"nga. he bomgw a ?.O=3 amre rvmh it
t Set Cr VaMoy, aQjmme mti0r

toar, md fontled m Palo Alto lritr

CaOngs ma fr m for uOWr' iwosr , ntq
m laced At~rl corui. Mwedsa S
trw4,svcr , eg*a * aton wele laal a

con'alva" mcat Mftltte rwilir IMAroaot flres chargd wil awetrin fraud

icwrttnm widiw v i runtloa
,rojrg a Sm ftton lo"wtaa ard
wia~na pa/n droeloetsi pieqee rew
PaloAlto

Ktafogp ha awe aed*eW the
"Trd Forndatf w f he deaciead

a &l"Otrwc agncy locea d on
thegro.u of St M"a1 colega ewr
Moragne C arn The rorvd

Pm of ilh cage progac to
tabebYng arid hae epalr foe

de velop natIons

Art r alwton ma with ae lie
"ifImmdhi aapra wngVyier et
ooni4om late in ISlM boweeo
draw thea nwlrmaof a Coneng" Kat

beang e arag- Inveatigabion
ito ntW4rwnl ooerixtb

Thati*a jugtn or af at o o
protlat ming Non ehighiraln
antrpronaur aIt f irms Anoeter wag
tea ntceeemkflbflebah*Ca
anK pmer srAgglli the Saud
royal cmre In thecOxote mbaise,
lfheahe0 fo po~ mid bega a
dacist froni fwwrllif (Wrya *inl.
Currently. he oticmay on lie afm wil
mhe lie ha once rspramefd-
*Wooari himituflanmd metetary
cwoclee am, raportady mit well
Mugged inat the NtagaSeud
goamvwlndw nitry wAt

in 1975. 11a Sania Forago Rtatlo
Corneet's Stibcrmttta n
muliflnmwlel Cawa1ott headed by
Saervo Frui Ouch of idao. bvga
to Skidy Iaogg 'a acivitea and
daMdd ra Vwetedlotat toth Arb

Qlmowafog byararte thle pea"
thatheawalgreaalyS"lyed" that he
hMW bun vitycanea io Wetl baese
the Sutcomnlfee OWa Nam

Servior Och. magnishe. rmoe it
ver clar tht ha was not w%"Olgalti
"orraallierw Hie Sitcennn" ed.
wwwslgtt bries

64

Therwale of Pttt faa avid former
tcgth~ervtcib epote to
rapresar " Ara carntrls I a variety at
wyA" readS tea whom wirof haolenara
mtt am UM years of fmr*rtk r- -
Slercm On beal of lhi kacratrv row

Jondares ol,0Scrtr

of tie Trlsuy. Spec ial Aator io vM
Pregeterw idcu u nt ptlc
Preain wrdd iwh anR tomcd

fhclem I Ow carv p'il

COerWeywas leg" &Wd peoS ere
lo Sod A en bl big

fOrm US. Baot Ot ecae Ben Lets.
SPM .A w tni r U.& Vice

PieaWdrt Provgpoftc aWoce w4d
giuderce to lie Orgenulfondof
Pfrlhm EntngCar ft

snd Saretery oto Air Forms

Nte SadO f bI gancat$M

fAncy-on Sud Arabhr Kmw ad
Abu Dhabi n ey prchawee Nie NI

-fmia beft.
J. Wita Ftie ' fo om

Sear arid net 5N aSeae

c$1 iw n 1ycfl fO O a y a
from th UnfdAab tflm&
55W000 a liar froniSard Arb.

Clarkctma form Seceaty, of
DeersoCommumcmi -'i
5150.000 a yesr fron Algerla aid laoo

o1 SardArabian hIter
Richard . lKtrdlenet fomer U.S.

Aatoey eneaConAfllcokc*g
s1i2,00 a yes from Algeria

of tmUS.Cares Ant11ganos AQancy
mid U.S. Dittamaeo. Certatar to
ret am petter In ajort Antscerlo

Chief. Mdl Eat FknacvW flOrW to
te Sad Atiat WO fanies

John O'ConreA Wo IsA StatWo
Chie, Middl Eat Conaiteto

FretispO. OutWit,ome
A801611631 Secretay Of Stat tags1 mid
frie corsat ,m ~500000
a yam fo apreatm SArAralermi

At inseed M11ten,0 form .

Ageisma Seceeay of Suas. CoetAsian
t Onlce owrgtman Vcngaset
RFlor

WVt CAnmaeng,forlm
AealMts SecetarofStet. Raukid
msa "Wso*glomelcheve' ferSad
Arabi.

Gerald L. Prit, frmAaattet
Sece ftaylPeTreaury Orranly
mnfl WfM~lonitwefks-
Oaeon Die *VAridurhe-v~ic
fraIjanb Prtd wsar
thsca eow" to Saud Artist Mird
eterArt' litret -el i tMlod
flm WOOn Anna.L

Poo eCAddee close ftlrtdan
Pelate tor Prgidant Cmrle. Hirad to d
poaeofptAc opion w SudlArfbl

Odored Cook. ctoea hnbljOf at
West, mtrtrcanbftear ta SeLd
Aras. Hired fobrag OVf PmLOc
lr.reo pregeti "by SmdIArabWa

IteatredR ti foeACA" Ckfted.
Rtchard Hels.UO ruflynfort
WW4am Frrrrgfr fOfMiCOrmiey

WO av MAANEiSUWAR IaM

Petrodollar Courtships

U-Sta ppa Shaw-
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Direct Political Action

Thu Arabs n.
ilum' nnm

SinePatr Fti Curci hla not had an
eaw t"m ofa It d te mnerits nabmi
ot the ab Lague.

Tha "e nwfr Public cortrontabm
carnie ead V kth 9 ho esigetim.
oging in, the Subcorrrie axaead
ixtarern de fte worlaw ide wi oc
ccn*cw in VAth people Wke
Khihoggi Vta pae r ar
warmOters Stoa gnrat a cqa
"'OaIeo m" oW. e Church
hearingrs -opnetPerdow ma o c
tie new connecnms ar " nt he
Arae ha moe in WavaWum ari
ON m of power When e

&tccnWO ivestigated hisedfeling
wOi Miencin defms coteclra,
1olasg we" raprei xrw y Ciel"
Ctlfor krims Secretaiycof Delee
known U ae ea ma cafsf's
-M

Oarnacrtococwl0n~lOfitma
Srae Foreign agatms C; nte s
oneof tu moeMsp wew mm n
WashitionmHe has oonetmiy
opoxa moves o i ht
MOpl'lllad Mltary eurWu tmash
Arabs Law year. Church'sfight -agn,
tm controvral FI5 p e wes
W" fcrlf c Oy maWhie Houo,

IM Wa40e sien. Church has S ecOalok - bepratua bit luguietsty
ttee b ed tm cnea wim Lble
wHch rU b m W fo tohe Smnate
Foreign AlatctCmrmee o drop
me norbW me MuMa held up ma
exp o rrOtiiyi*Ufnt to the
county

890. awien h ie 6-30
HerU pin. two 8oein 27s. l"rge

pMM from oMuicet makiacuer
a

Th eq. pn wes to am to m
forrll anSL yOA no a lrady
asarenled w 2 bri it Auin
nuumr eOWOn hik* 100 MI
jts mwmed by crd Nort Korew
fighritery

The C-13e were aenral opn o
fmer~ perCt@W MA~ugh

usufty characterized in pre", no
2 0i" U"cag pins ft Hercus i

ma mot vorSOSle apwepe ever bui,. it
hae been ma workhorse oft Am wecan
ninty for 20 Yeas

kn" U0o US- n. sHerf"l" or
1"~r t~d"-are - taip lr rough

strkts. eras traielaC.130ato
M"l mr Ifrate 19?6 race rai at
Entebe pon In Ugrd& The m-i
are Se0desiged lo ra d petaoc
dOp havu'a S.OO r"g ad cm
carry 10,000 p O ai jeep KIuci
hNvy aovy atend srmi cargo

Heft W aao oeay to ooert m
Ian guiesp ate maen weit
ravaged ma Itheo C Mm Tra orig m,
Vieeisit War.

Thee seeing mocio, "cow"
PWMm cm beo.ldy ttt w an
ei*vi arrayof Weupons. hit
106 nf*tuar howftura0 d oiae
cg01u bormb racs n mase t'ro

ab,-" "M can" 20 inmau
magmg which co rad e truck
coticyor a barrack in second w4m a
3.000ou4"pernrn "ti capecty.

Three Prawnf thieState, Cepetnrg
nd me Senate Foreign Saetara

Cotrrtt pe I matA vame not a good
ee a Put c OUmnt In m a tWnat

Ltys wtrngiut htiim AK)*"ff.

eeMPle ha op"y alwe his cownty to
be usd a ai ar san beae ftr
PLOcoMIMer e Nectars erdCOe
Iteneie neral ,rolta tb we feny

country in mae owid boaid t~g~rd
dctator I Ai m ,,W#oA fMe led go
Its oirirow tis sprig

onate ras e wmowsl topi math U&
exort cene heano** IC mov e c.
130e andoiterecpqxnat " frorumial
wareAWee go Mitay b em in Lya. He
haoe lOCung AffneicnopOnt
abot Lt. mid has nnie wi S-eope
ot calvgilgui th We Senate
Foreign Rditto~nmws go appove

A Conuitn eschi i FrwrCtiuroi
hu retea to relentorevemsalhen Na
vow on ma L n plae.

Go. laze in Ig. me nrab begin in
eonr cic Stvwon oet iro so It
"nvAflIwg' ftaSenator.

First KitS bot p t mspreto-I
Isho Hardng LUmsoct wd Lwd

cat m o 'mcaree imh sete
Then begin itgwm gmm

totuyiftldm5 OeYt*g eke.

w c m bb , Iact by shm-ot

le ovhpe a~ rufctt lnwafte- b n
Veuesald 1sepe. AndFrankClntrc. ItCs
the lest popA st ate eie tfm Wsin
fewerlw8000 remanon a 000
spae tRon Savry perent thoia
pepl he ov Kn te rural faitis Ow are
ftho's ecotaon- beariar 22000 af
rwn belo lthe Idaho Fenn Bureau-

Two yards *teg m arted
arrntin fts urakely @pW In Aneice
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In Idaho, a state known for
exploding grain silos, rural

farmland and baking potatoes,
the Arabs are establishing

a political beachhead.

to04led norlh"Watrl corner They Ospe
to bu i. sin letits meaurable inlera
of milons of dose's

Ofcat"y w '%igon has mderno
menmo of what is f'tpensig an Idsho.
Uno(italy. senior State Deperurit
offlals hav exprssed inc o ng
concern wih Arab acitides toy describe
as *'r iteresling end run around ft
federal gomnrvnen to eslabIsh a
beecyOti tht mouflars ol daho

So far, &a is whet has hea)ned in
Frank Churct's aclkyard

-After Kuwel purchase tW*
Hearing. bya saint a seyet~rw
treftdelegation" ~ac prowled tN

state. meetin with sle ofMic1l. taers
sheep rtcws, newspaper eo nd
ur y ofcia. They Mentioned two
things very freQrl their deire to make
me " purchases of local products amn
their devleain that Se orOchl was
hpi o hold up deevery d4 heir cargo

-Three sepaate Arts of ldeho
conigressmet. state officiate. farmers arid
wW erstyaerhe" Wad Lbjt
owe fy we Vte+ld
etained-M introduced to Arb

official who ntd thern to dscus "te
possahiy ofnewtraeprograi ."

-Than Arabs began meeting frsQantt
i boqh kW and Washigton 0 C. with
kw* ovronsren S ymms. a
Aeputllcan who hla nicedv tha he wS
run against Frank Chrch next ymr An
slhcnefeth wit sevef yeas at
Conqefs Snmse e not poidsrey known
it Idaho for ary rir legpaWv
sccorvilmients He IS perhaps be
o ?a hi fltwigror hi

beclikig of Nt 'toerArrwaftnerr"

as

whicti calls for the aboton of at nr
t.an hsitg cat cderqtellogenr.
"Take a bite Of govoeramitr

--sr 'w office has W the local pr
tht Libyan aren't so bed, tat odef
has Promsed Na Witys wil n as ways

terrorsts." and "We belWve him."
-- Arebe h negotted Ne purcnae

of about 540 million i wheat They have
steted alt ltrs in mesi'O l .,ura b uys

"a~ idao' scorn. soilean ta te
orodlucts

-NAabe havotced r" atten to
g"v a hNW trilio dollar Agricultra
Stuifes grl to Nhe UNivWeuly Of id ho.

-- Lys has coyl suggested t it
Might want t0 esta h 9s U S. trade
mso oice in Boise, Iahoi-d it would
be "welcome,"

-The 22,00.rrtantar Idafho Fanrm
Bureau e aggressively trying to
co" " e LAn tout their trade

emission in Boise. Ithea begun caustic
ctictas of Senator Chuch for not ac*&ey
beciling Nh prowct.

-eatorOuch. At isapapstto
open hts carnp for reelection at kisho
AMt year. a keep g a vey ON rile on
Ne sPijct

"in effect, Senator Churcht is nntng Wc
election gint te Arabe. I o't rit
stare has evar been a race ale 0s in
w+c a ori couny has tai such a
drect vart Midtw me tel you. we're
watching It, eplaned one WAsington
Coreelfo W lde Who has been on e
Hi Vice 17gO.

"But strofiis not tie corgy one feeling
prssWie fronm NtArsbe. No side

corn.ad. "They ae now maor force in
Washington The progress My have made
s rcreletw Four years go, Ne Arab
lobby was a ite. You had maybe Iwo
people here Who knew wt they were
doing The res of tern ware tpoe
around ke nauns ina torhousa. They
dkt I kWon what ay were doig or even
how to fnd out They dkOnt even
understand Nh travy of Nh systern, we
aln ion It woa here on Nh 141.

"No more. They are we orgntied
highly PoWedard-4 goes -V
WAVn-eXtrernely wal fianced They
hav good -W -90 arid taey MMo how
10 keep NlW fingers on NtpiSe Ind
delver wadcn tdpositon paers or
becisprossiders tot bOlNc N - issues
They also hve wre ynmic law fn,
ard former Hil pOpl.*--e4watoMs
rspreeetve endedsgefgN
dru for thW.

*,The Jewish lobby i slt far moer
torristie because it can bnng down Nh
pitlic wrth of e local orra te tWt
NhrArabe are closing. They hav tightene
tier act to he Oint waresty r"hav reel
cloA You only have to look at the F. 5
deal to trten tat I MOeM. Ni wes
aSt war. We have every Jewish
orgennobon ou can snae o nd gg
from Israe. convmin. Thre was arm-
twisting *eyou car b"eve-on bot4

floatin down Nh halls on that one.
And theArebe WOa WWa has1 neer

best a vote "c ttstaeoeIWas "58
lo seloarteettoNMeArase Wsa had
gone W alloodses It tut Ny Ma I
don't Nv" most fobw out tare in Nh real
world understand A os nifr - N
Was.

SMi lilAeGAZIESLPASR 10Th
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"From we we art. 4 was a nmior
eoera The Ate*dermcntrad Mhe

now mPhe NWviwflm and comiections
10 iffw tt pasag ofS~9 09isieat

" No a V of pee wi a" 4 pktfcly.
bocaiue WC t 4such touchy one. is

rs lof" beh m s cene
thut vote Theyfve lost grand in geneal
you coulD a Iut i carce onr 1Wey
made theN Egytitan regotiations There
4 a growin nderrer here-fl we
wart to kee Ne o floig we've got to
rte a nlew ioe at our relatlorhp;e with
the Arabe

"Egyp and Isre tny be trends now.
butNut doesn't isen NWe tnsons Egypt
4s a barknf cowry armd wth
eqkimef St omwer from NW Ruaaw-
eamrert they can't ge P"r for, TheSy
are riot ain 09 power and we eivsct t"m to
stay irw " from NW Araboil state for
strikv a dWe. Right roN. you can't .,
on an tme motvig the Males Ui you
lake Arab oi notey ito account. When If
coma so h Midwst. nan. blanc 'is
NW new catchword here,.

THE F.15 PRECEDENT
The F- S de wa st NW canter Of a

ao f ci ontroers i the wrte and
sring o 1976 It nvaod soe more
than NW s ec eta to A b oatrriee The

saee ci tOpcdulle rrairy 5QJrit
to Israe with mnslory safes o the sati
e" -mer to Arab ite

The F. no mere jet bt a
Sicerplane, NW seeok twfl~a'led fi"e a
the mot advanced aircraft I NWe world. ft
4 a " ei. coarpterm total overhead
destruction machine armed with 20
mlinister ruechm Serrow arflr
""ANe, Sidewider rocteti-and an
arsenal of other ordnance o deatyhg

-m6" and oasters, men and rmactne
Ift no other Plane can.

'baance" achievd by se ttin NW jt t
both Ira andSu Arabsn 1978 now
apars to fm" gone out of itte One of
th first ptLic acts of Xhomen's tanic
regirne wee to pldge i msuc to NWe
Pt.O's cwrveq todestroy Isae Thai
thedge carted with 4 NWe weight of NWe
arsena of American weapons Out tN new
I ranian 9Q TfdMiiei reo fmm e d.
Overnight, a rw et of F-1 s was added
to those now being purchased by SeA
Ara"i. shatting NW "be ian- in d shtic
iopidedrWetArab Leea

70

The oaasies hi dmacaltboete
cdm acups inted withgiodftls se
on m n 11Wa m ogmy -ng Dy.
"W" alIFg as h e
meterlwea NW secretaryoees the
tck wouden door, " ft two me

NW oa mA. rammn andt Pr t
oord tM im s MMMi nutes he

ft. sot Speslihig hIwpafy
apoisgaic Iu hegeetree WeedC
t wdow and ft W etiton stasis
bsowshoel -lw0 l "-fai4aW
tasfon W a vy. oa" shj ec a

Mr Se hs boon In nrod N
Wa 0h'grta ce l 0peoore tfo
rrn Rte toodw ' Vee& A loi e
high incmS mWWogoene
ageniee. he isnowsa oftit comwae
so goverrat aend icutyoan leg and
twniwmnes iasza
t.

int urWtuds amiga ma 0 NW
world Swoe his d"S he corred we
hold dom e byc ry poperwft a 4
on"y gddhirned coffee av. t
VAIec is "ttd Vot Colored kue m
crisscros heestylin son pisces
osoang W"g nosdoa of

-empie de.
Red km Green thee.,S inesis.

Veitw hue Each stars some major
pot i N* nerlcee or Euop or Age

ad aelche a"Wrd. 1t0oh with
othae, te tMw d - cabls

he Pertim Gut.
Tar rou an Traced aosa N

ofto 9" mmv 0 W
simctlO a f Wiri Ifi eW
crflhiert togeth.ou f)d gtus
dee teand oW" id iflc. e
atru t i h tO t aecIt
visc biood of Iintri tlod

viulizalion Po Prom 1udeedet
kIn otdd " s Eas lot
.ats a and fc e ande r ve
ciN re of ft wortd

kS ult e a roe th tr
IpoimflgNolgeet shist begiu
ossohig In to areas o Amastde
1T"8.1 heasye 100g to1 ltN
&-*are fie woef "Is to no
strteg Meow tafNieidemaW.

"lounufl and Nlhegonf
electorate ofAcurices hey taied to
caraehierd that heres ttemn a
gwtiea revoilon in NW world mo"
I 97V. hiec0r*MAjad' WetV*
eiiperisnoed a dreatt, chan hit
detitton 09d tbasic: ufcEo monetary
vau and a ifo"al stratom i 1
prevbalyre44cogtedp" oocPt of

"in effet to Westen Infatrilitzsd
ccustis which m"ia toworld i 197
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"Israel's fate may well be
determined on the Los

Angeles Freeway or the
New Jersey Turnpike."

havebeetn simb. nrhvWu-
prouceq ocires of fte Anftod in
19n t ft yhs W yetb
t-oJiy oroe by t egMr

cit"yopiHpmtcltrufeyoura
couiwr tlernt econcepliettihe
tradlinl MusIcs peye c mreedey

"We hve slso een t evoku of a
nW k-t of wise 1101 YOU m tenM
ocor.c af ' h a€i oie riMd ontS
g~pultU eno~lr ceas n
a Viol. &re, eccmmd mese of one

TheoMruof dMls worfmlo valius

me OWN eaftaroaovwn pora m of
0arge pioe. TheArneaOft ,have

Nreedori - o usetheenfl repi -,e
smeyW board on ~hd 0srpsy hb
soe to* boedere"xe w lMe W. i

niow aft, € to do in doard t

abrse houes-- wil hr

"Yaeu'r hiourglo mernw-i. bA
ior to Wod War N. we was a
coror over ft queld of uetg
aiak'm e arc t t c cemrs a iy
weep"i of as I diednes MWeWat f

ld Adnwicrd na W l to "Mirakbu
ie crazy Idea tat Vih2 elfi atpee on

ar. It se to urvusl a MI#t So for
yease ft au roersy cmdrkoa we
dd noo 0 We so" . Wordldl inour
00n -'" arw Md ft i e honlwn
for Vie enemy "eitme oconne-
beaee tW s tas wP bedh always c"e
in the p e Then. o Per Harbor. 1r fe

e of e few hours. a hiend ofl ewe
banoled tie hefi CIA of ue. We wee forced
lo lake nce of flct i Ve altol as
had c0 0 beft t d MU

?2

nuls MuciimCh ny ig .YoU m. h iook
acaPbq oe hibhghor*0000sl

W This IS Shifs t h ae !i901 In
AW*W lV1 ao. Theo ld - ' ,of V

Jewuli AOWWrnet downi here hW i

noth h tv. m e lear~arvn
aulhikin 11. hawm for lie neod aveod
Ara it to h ici. That ks aass has
a tasIel In " tie MWtemLS t is

not how hineke &eowes&in wV
logr.Nowtfluyare P11 Wohllmofr".

Te Vwft rice J ewsaWt.
alum I OWman a regisr bte owen to
-eon Veodwia lereef hatie
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Senator BYRD. I wonder if you could briefly summarize the key
points of your article?

Mr. L vines. What I do with my article, the article specifically
attempts to do a survey, as best as possible from the "available
public information on the amount of investment and control of
property in America specifically by Arab OPEC nations and inves-
tors from those nations.

What I tried to do was survey all the available public informa-
tion as best I could, go to the Government agencies charged with
monitoring and documenting it and reporting this information on
foreign investment.

I asked them a simple question. Can you tell me who owns what
and where they own it, and I believe you have an example of the
sort of answer I received from virtually every Government agency.

Earlier this morning, when Mr. Lubick, who is Assistant Sece-
tary of the Treasury and in charge of assembling this sort of
information explained that he had only very shaky figures on any
of this and he had no accurate reflection of who owned what or
where.

My assignment on this article was to try to find out how much
the Arabs owned. The Arabs were specifically isolated because
their investments, as best I can discern, seem to be very, very
different from the sorts of investments being made by other foreign
countries such as West Germany, such as Japan.

For this reason, no other foreign country that I know of has
attached such a malevolent intent to its investment, and what I
tried to do is document that. By that intent, what I mean, the Arab
nations, on a number of occasions during the last 6 years, have
threatened to use their investments and their holdings in banks
and securities and properties as a direct lever against the U.S.
Congress and against 200 million Americans.

To give you an example of the kind of thing I am talking about,
during the now famous 1973 and 1974 oil embargo that began
shortly after the Israeli war in 1973, which the Arabs lost, Arab
leaders met at Rabat in 1974 and vowed that they would "unsheath
the sword of oil" and use it against America and the other Western
industrialized nations whose support had allowed Israel to continue
and win that particular war.

In 1975, the Senate Foreign Relations Subcommittee on Multina-
tional Corporations, a five-member subcommittee, was intending to
investigate the holdings. One part of their investigation was an
attempt to find the holdings of foreign countries, particularly in
the superbanks in New York which, as I understand it, are what
the Federal Reserve System pivots around.

I am no banker or financial expert, but at that time, the subcom-
mittee attempted to subpena some of the documents of the banks
to allow them to see, at least to some extent, how much control the
Arabs had. And Kuwait and Saudi Arabia they had $7.2 billion in
short-term investments and I understand that is similar to when I
go every week to the bank and put in mypaycheck, I can pull it
out at anytime. My paycheck makes no difference, but my under-
standing is that $7.2 billion does.

As a result of that threat against the Congress, the Congress
specifically stopped that investigation, decided not to press the
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point, decided not to find out how much the Arabs did hold; in
effect, caved in to the threats of a foreign nation on its investiga-
tion.

In another incident, and a more recent one, on June 6, 1979, just
the other day, the Washington Post had a very extensive report
about a very complex suit that involved the International Associ-
ation of Machinists and the suit they have against the OPEC
nation for price fixing, involving petroleum products.

Again, I am no lawyer. I do not understand all the complexities
of that suit. I do understand that the Carter administration an-
nounced that it was considering backing the OPEC countries
against the American International Association of Machinists be-
cause it said-this is a quote-"Because Treasury Secretary Blu-
menthal is concerned that OPEC might withdraw billions of dollars
in U.S. securities and cash and U.S. bonds if the American union
won its case."

In another incident, which is just in yesterday's Washington
Post, there is a report in the financial section-this does not con-
cern America but concerns the same concept-that the Canadian
dollar last week had dropped. That story went on to explain that
the latest drop was caused by threats from the Arab monetary
fund to boycott Canadian banks and securities. -

The threat followed an announcement by Prime Minister Joe
Clark that Canada plans to move its Embassy from Israel to Jeru-
salem from Tel Aviv.

The point of my article was an attempt to document as best I
could not only the holdings of theirs but what would appear to me
to be a very unusual intent and use of those holdings by Arabs, to
push around both the country and the Congress and to subvert
many of the political institutions, at least as I understand them
from my client's point of view of a citizen in America.

The article itself is sort of too large to encapsulate. It involves
seven specific areas which I found that the Arabs appear to be
moving in which range everywhere from the physical properties
that we were talking about earlier this morning to even education-
al grants in 75 different universities around America, many of
which carry stipulations such as there was one in MIT, one of a
number, I understand, where the stipulation was that no Jews be
allowed to take part in that particular project. In that instance,
MIT refused and what the Arab country did was simply hire every
non-Jewish engineer and person it needed from MIT instead of a
private corporation not officially affiliated with the university, but
very obviously was doing the same business.

I was trying to assess the threat of that and how much leverage
they have. That is pretty much the article.

Senator BYRD. Let me ask you this. Senator Wallop's proposal
deals primarily with the problem of farmland or real estate. In
your investigations, do you find that the Arab investor is more
interested in real estate, or is he more interested in, as you men-
tioned, banks or shares of other large corporations.

Mr. LEviNs. Senator, one of the biggest problems I have found, in
direct answer to your question-I do not know the answer to that,
nor does the Assistant Secretary of the Treasury, nor is it my
understanding, according to any of the reports I have, does any
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Member of Congress because the laws do not allow for the Congress
or the Treasury or the Commerce Department or even the White
House to collect in a systematic way just the basic information
about which foreign countries, be they Arab or otherwise, own
anything anywhere.

I do not know. I do not know if anyone else in the city really
knows.

That is one of the scarier things that I found.
Senator BYRD. Thank you.
Senator Wallop?
Senator Wallop. Thank you, Mr. Chairman.
Mr. Levins, in your article you make a number of controversial

oints relating to investments by individuals in Arab countries.
ave you any specific examples of Arab investments in agricultur-

al lands or other U.S. real estate?
Mr. LEviNs. Specific investments in real estate, I know the Kha-

shoggi has various investments in California. I cannot list them off
the top of my head.

I do have a list of those investments. I know Kuwait bought real
estate and cattle farms in Idaho. I know that Libya has been doing
a lot. I am not sure you are including agricultural projects, wheat
and et cetera, but the Libyans, for the last 2 years, have been
buying up substantial items throughout Idaho in what appears to
be an attempt to overthrow Senator Frank Church, and I deal with
that because it is so unusual. It seems to be the first time that a
major U.S. Senator or Congressman will be running for office, not
against another candidate so much as against a foreign power
whom he has displeased.

I understand the Idaho Farm Bureau has been dealing with the
Libyans. They may be able to supply more specifics on locations
and properties and direct quantities to date as to who bought what.

Senator WALLOP. I have a hard time understanding that the
purchase of agricultural products that would be an attempt to
overthrow a U.S. Senator. We will leave that for another time.

Mr. LEVINS. I can give you a short explanation on that. As best
as I understand it.

Senator WALLOP. The important thing is whether or not their
activities are taking advantage of the so-called loopholes that have
been identified in this bill.

Mr. LEvINs. I am not specifically-what I was simply asked to
comment on here was the basis of my article, not because I know-
I was not even familiar with your bill, nor am I familiar with
taxation. The request was that I come and answer questions about
the broad range of thin that I found.

I cannot speak directly to your bill, Senator.
I can speak to the other point you raised; that is, particularly in

an isolated State like Idaho, where there are only 800,000 people
and the most powerful political group appears to be the 22,000-
member Idaho Farm Bureau, I think that it is clearly evident when
a foreign power comes in and promises that Farm Bureau, that
most powerful body, that it will buy virtually everything it makes
at higher prices than it has been getting, that that foreign country
immediately acquires an enormous amount of clout in that isolated
State that it can use in a number of political ways.
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I am suggesting that that is going on in Idaho right now.
Senator WALLOP. In your research, have you found that Arab

investors, in whatever kinds of properties, channel their funds
through tax treaty countries such as the Netherlands Antilles or
the British Virgin Islands, or do they invest directly?

Mr. LEVINS. A good deal of what I found involved that very
thing, not just one country but, in fact, this occurred in 1974 and
1975.

The subcommittee investigation I alluded to in which there
seemed to be a national feeling that maybe we had better know
more about this and Congress began to look at it. After that point,
the investments seemed to change. Instead of directly, as Kha-
shoggi and some of the others would come in and directly buy a
number of companies set up in Luxembourg and a number of Arab
banks which connected with those companies, they set up subsidi-
ary in the Netherlands Antilles. They set up American subsidiaries
or bought in through portfolio investments to companies in Amer-
ica.

Exactly how much of that has been done, no one knows, because
no one has access to portfolio investment identity. There is even
another congressional subcommittee, under Senator Metcalf, I be-
lieve, who attempted a few years ago to find that very thing, just to
find out from banks how much foreign influence was involved in
stock purchases and holdings. They were unable to do so.

I do not know. I do not know that anybody else knows either.
Senator WALLOP. Thank you.
Senator BYRD. What Senator Wallop's proposal seeks to do and

what the committee is exploring is what is regarded as a need to
correct the preferential tax treatment which is now being given
foreign investments, particularly in agricultural land.

I assume that, as a matter of policy or as a matter of principle,
you would favor that principle?

Mr. LEVINS. Yes, I would, Senator, although I would see it as
rather generating money or providing equity in terms of agricul-
ture. I would see it as a first step in what I see as a real problem,
and that is a total lack of information.

I am assuming that taxation of that sort would require a sort of
collection of information about who owns or has invested in once so
that they may be taxed for that.

That information and the compilation of that is more important
to me than the actual money or the equity in agriculture, foreign
investments versus the domestic American investments.

The information seems to be the biggest problem in this whole
thing.

Senator BYRD. I would agree with you that I would like to see a
great more information available than is available. Thank you.

Mr. LviNS. Thank you.
Senator BYRD. The next witness is Mr. George L. Ball, chairman,

Committee on Capital Formation and Tax Policy; and Nicholas A.
Rey, chairman, International Committee on Behalf of the Securi-
ties Industry Association.

We are glad to have you, gentlemen.
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STATEMENT OF GEORGE BALL, CHAIRMAN, COMMITTEE ON
CAPITAL FORMATION AND TAX POLICY, SECURITIES INDUS-
TRY ASSOCIATION, ACCOMPANIED BY NICHOLAS A. REY,
CHAIRMAN, INTERNATIONAL COMMITTEE, SECURITIES IN.
DUSTRY ASSOCIATION
Mr. BALL. Thank you. I am George Ball, president of E. F.

Hutton Co. and chairman of the Securities Industry Association's
Committee on Capital Formation and Tax Policy. Maybe you know
E. F. Hutton's motto: "When E. F. Hutton talks, people listen."
You notice Hutton does not actually say anything in that commer-
cial. Today will be an exception to that rule of ours.

With me today is Mr. Nicholas Rey. Nick is part of that admira-
ble, bullish on America, thundering herd, Merrill Lynch. His
formal title is managing director of the Merrill Lynch White Weld
Capital Markets Group, which is quite a mouthful. He is also
chairman of the SIA International Committee.

Senator BYRD. E. F. Hutton and Merrill Lynch together.
Mr. BALL. One of the few times that we are really together.
We do appreciate this opportunity to comment on legislation

affecting the taxation of foreign investment. I would like to say at
the outset that foreign ownership of U.S. farmland is a subject
outside our sphere of expertise. SIA does not have a position on
this issue. But we do understand the effects of investment and
investors on the economy.

In this regard, it is quite clear that foreign investment in shares
of U.S. companies clearly promotes capital formation, productivity
and job creation, and helps to reduce inflation, lower interest rates
and the U.S. balance-of-payment deficits. I would like to ask Nick
Rey to outline the importance of foreign portfolio investment to
our economy and capital markets.

Thank you.
Mr. REY. Mr. Chairman, foreign investors, primarily Europeans,

have become a major source of funds in the U.S. equity markets
over the past 10 years. Foreigners have been net purchasers of U.S.
shares in every year and their average annual net purchases have
been $2.1 billion. Last year, their net purchases amounted to $2.4
billion.

Foreign transactions are essential to the depth and liquidity of
the U.S. securities markets. From 1970 to 1978, foreign activity
accounted for 8 percent to 11 percent of all public activity on
registered securities exchanges annually. In 1978 alone, foreign
purchases and sales amounted to just under $38 billion, an alltime
record, and were almost $13 billion higher than the previous year.

Today, domestic institutions favor long-term commitments to
bonds and other fixed-income securities instead of equity invest-
ments. For example, only slightly more than one-half of the total
assets of private noninsured pension funds are now invested in
equities compared to almost 75 percent at year-end 1972. For
mutual funds, life insurance companies, and property-liability com-
panies, the pattern is much the same.

This explains to a great extent the increased relative importance
of foreign investors to the U.S. equities markets. Whereas foreign
portfolio investment was about 4 percent of total net inflows into
the U.S. equity markets in 1971, this percentage shot up to over 40
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percent in 1975 and was 37 percent during the first 9 months of
1978.

Needless to say, any reduction in the interest by foreign inves-
tors in U.S. equities would serve as a major depressant on the stock
market. A withdrawal by foreign investors would represent a crip-
pling blow to the stock market, especially in light of the relatively
uninterrupted net selling by individuals and the continued disen-
chantment of institutional investors with stocks.

Based on Treasury benchmark data for year-end 1974 and. after
adjusting for price changes and flows during the i97478 time
period, we estimate that private foreign investors held $44.7 billion
in equities by year-end 1978.

Enactment of S. 192 would seriously and adversely affect the
U.S. economy.

With decreasing capital inflows caused by reduced foreign invest-
ment, the economy would be unable to expand without increasing
inflationary pressures.

U.S. capital spending on new plant and equipment as well as
research and development has been depressed in real terms. Non-
residential fiked investment as a percentage of GNP is now at the
lower end of its historical range and productivity has been cut in
half during the past decade. Repeal of the capital gains exemption
for foreign investors would decrease the capital available to U.S.
business which, in turn, would increase the cost of capital and
decrease investing in plant and equipment.

The Conference Board estimates that almost $32,000 of new capi-
tal is required to create one job. While precise estimates cannot be
made, reduced foreign investment will adversely affect job creation.

More importantly, the attractiveness of U.S. securities markets
to foreign investors is essential in recycling for a productive domes-
tic use some of the hundreds of biIlions of dollars in the Euromar-
kets.

Mr. BALL. S. 192 would impose a U.S. tax on capital gains real-
ized from the sale of securities, domestic or foreign, on a U.S. stock
exchange by a foreign investor. Such a drastic modification of
exiting law would cause great disruption in and a withering of the
U.S. securities markets. S. 192 would shift securities transactions
from United States secu, ides markets to those in London, Montre-
al, Tokyo, Toronto, Zurich, and other foreign cities.

The recent Department of Treasury report, "Taxation of Foreign
Investment in U.S. Real Estate," notes that since 1936 the United
States has generally not taxed the capital gains realized by foreign
investors on their passive investments in our country. Indeed, a
declared policy of the Foreign Investors Tax Act of 1966 was to
encourage foreign investment in our country.

Moreover, most existing tax treaties to which the United States
is a party contain provisions generally reserving to the country of
residence the right to tax capital gains. Most countries do not
assert tax jurisdiction over capital gains realized by foreign inves-
tors from passive portfolio investments.

Thus, if S. 192 were to be enacted, the United States would put
itself at an increased disadvantage relative to competing nondomes-
tic investment opportunities in other nations which do not tax the
capital gains of foreign investors. In short, SIA opposes S. 192
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because its application to securities is contrary to international tax
law, detrimental to the Nation's economy, and would irreparably
damage the U.S. capital market.

For many of the same reasons for which SIA opposes S. 192, we
have long advocated repeal of the withholding tax on interest and
dividends received by foreigners from U.S. portfolio investments.
Elimination of these taxes would bring about an estimated $7
billion a year in additional purchases by non-U.S. individuals and
entities of American companies' fixed-income securities and yield-
oriented shares.

S. 208 is clearly and primarily focused on foreign investment in
U.S. farmland. However, as drafted, it mould tax that portion of a
capital gain realized by a foreign party which is attributable to
appreciated farmland. The notion of trAxing even a portion of the
capital gains realized by foreign investors from the sale of securi-
ties has much broader implications than farmland per se.

Rather than adopt a tax policy contrary to general international
practice and disadvantageous to investment in all securities, we
urge the committee to explore alternate means of dealing with
foreign investment in U.S. farmland, including those outlined by
the Treasury.

In summary, in summarizing his letter transmitting the Depart-
ment's report, Secretary Blumenthal stated, "The Treasury does
not believe that taxing capital gains on the sale of corporate shares
is desirable or practical." We summarily second his sound senti-
ments.

We would be very happy to answer any questions.
Senator BYRD. Thank you, gentlemen.
As I understand it, you strongly oppose S. 192?.
Mr. BALL. Yes, sir.
Senator BYRD. In regard to the taxing of farmland, applying a

capital gains tax to the gain on the sale of farmland, you do not
oppose that?

Mr. BALL. We would oppose it if it is done through taxation of a
capital gain from the sale of shares generally. In other words, the
bill as initially drafted.

We think that the proposals outlined by the Treasury, or other
means, such as thqse suggested by the panel of attorneys testifying
this morning would diminish or reduce our problems.

Senator BYRD. So Senator Wallop's bill, if it could be modified in
some degree would not prevent the problem, from your point of
view, that you forsee if it is kept in its present form? Is that it?

Mr. BALL. As you know the SIA often testifies against things. I
think, with proper modifications, we could find ourselves in the
happy paradoxical position of supporting a bill.

Would say that we would like to see some grandfather language
so that people who previously have invested do not have the
ground rules changed. The actual drafting, the Treasury's recom-
mendations, we saw for the first time today. They seemed to have a
good thrust to them.

Obviously we want to study them more, but away from that
hedge language, yes, it is something we could support.

Senator BYRD. Treasury's proposal, generally speaking, improves,
from your point of view, the Wallop bill?
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Mr. BALL. At first blush, yes, they would appear to improve the
bill. We really would like to look at them. The thrust that they are
taking, the direction they are taking, certainly seems to be sensi-
ble.

Senator BYRD. Thank you.
Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.
Do not blush too often. I think that it would solve the problem

and I want to assure you that it is not my intent, at any level, to
attack or to jeopardize foreign portfolio investment or any foreign
investment in this country. I approve of it.

But your main concern with S. 208 is the provision in the bill
which calls for the taxation of capital gains on the scale of corpo-
rate stock. As I understand it, you fear that that action, the limited
scope, would be interpreted by foreigners as a signal from the
United States that Congress would soon begin taxing portfolio in-
vestments. Could you comment on negotiating reciprocal agree-
ments on the shares, as Treasury suggests, and if that action would
not indicate that Congress does not want to tax portfolio invest-
ment?

Mr. REY. Senator, I think that such negotiations should be very
limited in scope and conducted under rules clearly defined by the
Congress as applying only to sales of farmland. That is something
that we could not object to. That would be sensible.

Senator WALLOP. I think that you might agree with the panel of
tax experts or tax attorneys that the effective date of the act ought
to grandfather most investments if not all-perhaps a date like
June of this year, about the time the thing begins rolling, so that
poeple have a signal that this may be coming.

Mr. REY. That is right, Senator. I think that one of the things
many foreigners look to the United States for is its fundamental
stability of its regulations and policies. It would be important to
treat them fairly in that sense, yes, sir.

Senator WALLOP. I do not have any argument with that. The
purpose is not to penalize somebody but to eliminate an advantage
in land and real estate generally that is not available.

Mr. BALL. As to the grandfather date, I am not sure that there is
general awareness as to the applicability of this bill to possible
assets other than farmland rural real estate. So I think you may
want a later date as an effective data than today.

Senator WALLOP. I imagine that after today there will be greater
awareness sweeping through the country.

Mr. BALL. Yes, sir.
Senator WALLOP. I appreciate your testimony. I wonder if you

would take a look at the Treasury proposal.
Mr. BALL. We certainly will do that.
Senator WALLOP. And please submit to the committee whatever

ideas or concerns you have about it. Your concerns will be taken
into consideration and answered.

Mr. BALL. We certainly will do that, and will appreciate the
opportunit to do so.

Senator WALLOP. Thank you.
Senator BYRD. Thank you, Mr. Ball and Mr. Rey. We are pleased

to have you.
[The prepared statements of Messrs. Ball and Rey follow:]
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STATEMENT OF GzoRGE L. BALL, PRESIDENT, E. F. HurroN & Co.

I am George L. Ball, President of E. P. Hutton & Company,

Inc. and Chairman of the Securities Industry Association's Com-

mittee on Capital Formation and Tax Policy. Accompanying me today

Is Nicholas A. Rey, Managing Director, Merrill Lynch White Weld

Capital Markets Group, and Chairman of SIA's International Com-

mittee.

The Securities Industry Association represents almost 500

securities firms headquartered throughout the United States and

Canada and is the industry's spokesman. Its members include sec-

urities organizations of virtually all types--investment bankers,

brokers, dealers, and mutual fund companies as well as specialists

and other firms functioning on the floors of exchanges. SIA members

are active in all exchange markets, in the over-the-counter market

and In all phases of corporate and public finance. Collectively,

they provide investors with a full spectrum of securities and invest-

ment services and account for approximately 90% of the securities

business being done in North America.

We appreciate this opportunity to comment on legislation af-

fecting the taxation of foreign investment. At the outset, it

should be acknowledged that the securities industry's expertise
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on foreign investment in general is greater than its familiarity

with the foreign purchase and control of U. S. farm land. We are

not here to comment on, nor does the SIA have a position on, the

issue of foreign ownership of farm and rural land. This is a matter

outside our sphere of expertise. On the other hand, we do know

investments, investors and the economy.

In this regard, foreign investment in shares of U. S. companies

clearly promotes capital formation, productivity and job creation,

and helps to reduce inflation, interest rates and U. S. balance of

payments deficits. If Congress concludes that sound public policy

requires a change in the tax treatment of gains realized by foreign

investors on the sale of U. S. farm lands, the legislative remedies

addressing this concern should be drafted to avoid undermining the

positive effects of foreign portfolio investment. Indeed, inter-

national tax practice serves as an important guide in recognizing

the distinction between investment in real estate and in securities.

The Importance of Foreign Portfolio Investment
Foreign investors, primarily Europeans, became a major source

of funds in the U.S. equity markets starting with 1968. Heavy net

purchases continued through 1969 as European investors were Joined

by offshore mutual funds. After sharply reducing their activity in

U. S. equities during 1970 and 1971, foreign net purchases of stocks,

principally from Europe, amounted to $2.2 billion and $2.8 billion

in 1972 and 1973, respectively. As the stock market plunged in 1974,

these purchases fell to $540 million.
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Foreign investors played a significant role in the U. S.

equities markets during 1975 and 1976. The reasons for their

decisions to place massive amounts of funds into the U.S. equity

mr kets were straightforward: The strength of the U. S. dollar in

1975 and 1976; a recession in Europe and Japan; and low interest

rates In U. S. government securities.

In 1977 and 1978, the appetite of foreign investors for U. S.

securities waned. Foreign net purchases amounted to $2.7 billion

in 1977, and fell to $2.4 billion in 1978 (see Table I), largely

reflecting the slumping U. S. dollar and the woes which caused its

weakness.

TABLE I

FOREIGN TRANSACTIONS IN U.S. EQUITIES
($ Millions)

Gross Gross Net
Year Purchases Sales Purchases

1968 $13,118 $10,848- $2,270
1969 12,429 10,942 1,487
1970 8,927 8,301 626
1971 11,626 10,894 731
1972 14,361 12,173 2,188
1973 12,767 9,978 2,790
1974 7,636 7,096 540
1975 13,355 10,678 4,678
1976 18,227 15,475 2,753
1977 14,154 11,479 2,675
1978 20,069 17,699 2,370

Source: U.S. Treasury
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Foreign Transactions in Equities

Whereas net foreign purchases of U. S. equities continued

downward in 1978, gross foreign activity (purchases and sales)

spurted dramatically. Foreign purchases and sales amounted to

just under $38 billion, an all-time record, and were almost $13

billion higher than the previous year. Activity from Europe con-

tinued at a vigorous rate and, as usual, accounted for the bulk

of gross foreign activity. Total activity in U. S. equities rose

dramatically in several major European countries. The change was

particularly noticeable in France, Germany, Switzerland and the

United Kingdom, where gross purchases and sales rose sharply in

1978 relative to 1977.

From 1970 to 1978, foreign activity as a percentage of all

activity on registered securities exchanges ranged from a low of

about 6% to a high of over 8.5%. However, foreign activity as

a percentage of total public activity is considerably greater.

If professional trading were excluded from the volume figures,

the foreign proportion as a percentage of total public participa-

tion would be approximately 8% to 11%. This demonstrates the

importance of foreign transactions to the depth and liquidity

of the U. S. securities markets.

Importance of Foreign Investors to Stock Prices

In the late 1960's and early 1970's, purchases of fixed in-

come securities by domestic institutions were short-term, acting as

a transitory harbor for funds subsequently committed to the equities
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market. Today, institutional investment programs are Once again

favoring long-term commitments to bonds and other fixed-income

securities as compared to equities.

For example, only slightly more than one-half of the total

assets of private non-insured pension funds are no* invested in

equities compared to almost 75% at year-end 1972. For mutual funds,

life Insurance companies, property-liability companies and individual

investors, the pattern Is much the same. This explains to a great

extent the increased relative importance of foreign investors to

the U.S. equities markets. Whereas foreign portfolio investment

ranged from a low of about 4% of total net inflows into the U. S.

equity markets in 1971 to a high of almost 21% in 1973, this per-

centage shot up to over 40% in 1975 and has not fallen lower than

23% since then.

Needless to say, any reduction in the interest by foreign

investors in U. S. equities would serve as a major depressant on

the stock market. The exemption from capital gains taxes has

attracted foreign investors into those securities with low yield,

but a favorable probability of capital appreciation. Without

substantial foreign investment, stock prices will fall, making

equity capital even more expensive and difficult to raise than it

has been in recent years. A withdrawal by foreign investors would

represent a crippling blow to the stock market, especially in

light of the relatively uninterrupted net selling by individuals

and the continued disenchantment of institutional investors with

stocks.
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Table 2

FOREIGN PARTICIPATION COMPARED TO
INSTITUTIONAL PARTICIPATION IN U.S. EQUITIES

($ Millions)

Net Purchases By: 1965

Private Pension Funds $3,030
Mutual Funds 1,365
Life Insurance Companies 390
Property & Casualty
Insurance Companies (185)

State and Local
Retirement Systems* n.a.

Foreign Investors (413)
Total Net Inflows 4,187
Percentages Accounted

for by Foreigners

' Book value

.Arces: SEC, U.S. Department of

1970

$4,585
1,225
1,795

890

2,137
626

11,258

5.61

1975

$5,714
(1,195)
1,152

(1,003)

2,048
4,672

11,394

41.1%

1976

$7,046
(2,550)
2,024

610

2,282
2,731

12,165

22.61

Commerce and U.S. Treasury

Aggregate Amounts Held by the Private Foreign Sector

Based on Treasury benchmark data for year-end 1974, and after

adjusting for price changes and flows during the 1974-78 time

period, we estimate that private foreign investors held,$12.9 bil-

lion in corporat6 bonds and$44.7 billion in equities at year-end

1978. Excluded from these figures is the large amount of U. S.

Treasury securities held mainly by foreign government agencies,

although some of these instruments are held by the private sector

as well. The equity figure equals 5.6% of the dollar value of all

common stocks listed on the New York Stock Exchange.

First
INine

Months
of 1978

$2,645
(1,059)

(514)

850

1,417
1,936
5,275

36.7%

1977

$4,522
(3,506)

500

650

2,478
2,664
7,308

36.51
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-Repercussions from S.192

e -believe that S.192, by imposing significant new tax burdens

,on foreign investors in the United States, would have the effect of

seriously diminishing the flow of investment funds into the United

States at a time when they are needed most. S.192 would by its

terms tax all capital gains derived by foreign investors from sources

within the United States. This would encompass far more than gains

from farm or real estate investment. For example, under the source

rules presently contained in the Internal Revenue Code, a capital

gain realized from the sale of securities on a stock exchange located

within the United States is considered U. S. source. Thus S.192

would impose U. S. tax on capital gains realized from the sale of

securities (domestic or foreign) on a U. S. stock exchange by a

foreign Investor. Such a drastic modification of existing law would

cause great disruption of the U. S. securities markets.

The Foreign Investors' Tax Act of 1966 (Pub. Law 89-809)

spelled out very detailed and careful rules for the application

of the United States income laws to non-resident aliens and foreign

corporations. A declared policy of that Act was to encourage for-

eigh investment in the United States by providing income tax rules

Tor foreigners that would be fair and would promote foreign invest-

ment in the United States. The present rule of Internal Revenue

Code Section 871 (a) (2) for applying the United States tax to

capital gains of foreigners derives from the 1966 law. As stated

by the Senate Finance Committee:

'Kn-I;n n - 70 - IC,
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"In the case of capital gain it was the opinion of
your committee and the House that the present rule
that taxes a non-resident alien if present in the
United States when the gain is realized is an
arbitrary rule which constitutes only a trap for
the unwary. Also your Committee agrees with the
House view that the exclusion for nonresident aliens
not present in the United States for 90 days during
the year should be extended to a period of 183 days.
The 183-day period more closely parallels the general
rule applied by most of the industrialized countries
of the world". 0

S. 192 would shift securities transactions from United States

securities markets to those in Toronto, Montreal, London, and other

foreign cities. Thus, this legislation cannot conceivably produce

revenue for the United States Treasury except when an unwary foreign

investor continues to sell securities in the United States. What

useful purpose then, is served by shifting this'business and employ-

ment from New York and other American cities to exchanges in major

foreign cities?

Enactment of S. 192 would have the following adverse effects

on the economy:

1. Inflation

Last year, inflation rose by about 9% and is now galloping

along at a double-digit rate. With decreasing capital in-
flows caused by reduced foreign investment, the economy

would be unable to expand without increasing inflationary

pressures. Employment wnuld decrease and so would national

income and profits. Such an economic slowdown would lead
to higher spending on federal assistance programs as well

as lower tax revenues. The federal deficit would be

0 Senate Finance Committee Report No. 1707, 89th Cong., 2d Sees.;
I.R.B. 1966-2. P. 1064 (policy and p. 1075 addressed to present
IRC Section 871 (a).
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increased, thereby exacerbating what may observers believe

4to have been a major cause of inflation in this nation in

recent years.

2. Capital Formation

Even a nation as richly endowed as the U. S. has been un-

able to stretch its economic resources to meet all desirable

goals. For one thing, capital spending on new plant and

equipment as well as research and development has been

depressed in real terms. After reaching a relative bigh of

10.7% in 1973, non-residential fixed investment as a per-

centage of GNP (all expressed in constant dollars) is now

at the lower end of its historical range. This has led to

• -- a slowdown in productivity gains which have been cut in half

during the past decade. Repeal of the capital gains exemption

for foreign investors would decrease the capital available to

U. S. business which, in turn, would increase the cost of

capital and decrease investing in plant and equipment

3. Jobs

The Conference Board estimates that almost $32,000 of new

capital is required to create one job. While precise estimates

cannot be made, reduced foreign investment will adversely

affect job creation.

4. Health of the Dollar

Less investment from abroad would weaken the dollar and

hurt our balance of payments. In 1977, the U. S. current
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account balance plunged to a negative $15.3 billion and

increased to a $16 billion deficit during 1978. Such

deficits have led to a weaker dollar, a loss of confidence

in dollar denominated assets and higher inflation. A tax

on capital gains realized by foreigners would decrease

capital Inflows, causing the U. S. balance of payments to

deteriorate further, and thereby weaken the dollar even more.

Foreign portfolio investment has been an important offset

to our ever increasing outlays for foreign oil. More importantly,

the attractiveness of the U. S. securities markets to foreign

investors is essential in recycling for productive domestic use

some of the hundreds of billions of dollars on deposit in the

Euromarkets.

S. 192 Is Contrary to International Practice

The recent Department of Treasury report, "Taxation of Foreign

Investment in U. S. Real Estate," contains a very useful analysis

of the issue under discussion. As noted in the Treasury report,

since 1936 the United States has not taxed the capital gains

realized by foreign investors on their passive investments in the

United States (i.e., investments not involving the active conduct

of a trade or business within the United States), with a few very

limited exceptions.

Moreover, many existing tax treaties to which the United

States is a party, as well as the U. S. and OECD model tax treaties,

contain provisions generally reserving to the country of residence



217

the right to tax capital gains, again subject to certain exceptions,

including gains on the sale of real property. Appendix B of the

Treasury report explains that most countries do not assert tax

jurisdiction over capital gains realized by foreign investors from

passive investments other than real estate. Thus, the United

States would put itself at an increased disadvantage relative to

competing opportunities for investment by imposing a tax on capital

gains of foreign investors. In short, SIA opposes S.192 because

its application to securities is contrary to international tax

law, detrimental to the nation's economy and would irreparably

damage U. S. capital markets.

Foreign Withholding Taxes

For many of the same reasons for which SIA opposes S. 192,

we have long advocated repeal of the withholding tax on interest

and dividends received by foreigners from United States portfolio

investments. Elimination of these taxes would stimulate a

conservatively estimated $7 billion in dollar flows back to the

United States by making fixed income securities and yield-oriented

shares attractive investments for foreigners. These withholding

taxes, which now cre as high as 305, act as an effective impediment

to potential investment from abroad.

The withholding tax already has been removed from foreigners'

Interest-bearirg bank deposits (including Certificates of Deposit)

or such other short-term investments as commercial paper and U. S.

Treasury bills. Not only does this discriminate in favor of one

savings and investment vehicle at the expense of others, it also
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favors short-term investments by foreigners at the expense of more

stable long-term debt and equity investments.

The revenue loss to the Treasury from repeal of the tax on

interest would be insignificant -- the tax produced only $21

million in 1976. bols purchased by foreigners in the U. S.

represent only a fraction of their potential investment in these

instruments as illustrated by the steady decline of such purchases

relative to purchases abroad of U. S. dollar denominated Eurobonds.
6

The revenue loss from repeal of the ',ax on dividends ($271 million

in 1976) should be more than offset by increased domestic income

tax revenue stemming from the stimulative effect on our economy

, resulting from greater foreign Investment.

Two large investment bankers--Merrill Lynch and Morgan Stanley--

have prepared estimates of the potential capital inflow if foreign

withholding taxes were repealed. Merrill Lynch surveyed the managers

of its worldwide office network and concluded that $7 billion in

the U. S. portfolio investments could be expected within a year

or two of repeal. Merrill Lynch estimates the shift into U. S.

bonds at $4.7 billion and into equities at $2.3 billion. Morgan

Stanley surveyed key institutional Investors abroad and concluded

that $7 billion of Eurodollar bond portfolios could shift into U. S..

bonds; investment in U. S. equities could increase by 10% to 15%.

Since neither study takes into account possible shifts out of other

*The $271 million includes $34 million in inter-corporate dividends.
Elimination of the withholding tax on foreign portfolio investment
would not affect this $34 million in tax revenue.
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currency or short-term dollar Investments, the estimates may well

Ae too low.

Drawbacks to S. 208

S. 208, while more narrowly focused on the tax treatment of

foreign investment in U. S. farmland, also contains features which

gravely concern the members of this Association. Of primary concern

is that capital gains realized on a sale of corporate stock (or

other form of equity interest) by a foreign investor would be subject

to U. S. tax. While this provision would apply only to that portion

of the gain which is attributable to appreciated farmland, the concept

of taxing capital gains realized by foreign investors on the sale of

securities has much broader implications. Foreign investors may

view enactment of S. 208 as a signal that the fundamental rules of

the game are changing, that the United States no longer welcomes

foreign portfolio investment. This could lead to anticipatory

capital outflows as foreigners come to fear that the next step will

be to tax capital gains on all securities.

The Treasury report states that "taxing capital gains on the

sale of corporate shares would not be justified by general inter-

national practice and would, In fact, run contrary to U. S. tax

treaties. "Furthermore, enforcement of the withholding requirement

would seem to.be a difficult--if not impossible--task, especially

in the case of a taxable sale of shares occurring outside the United

States between two foreign investors. Rather than adopt tax policy

contrary to general international practice and disadvantageous to

BEST COPY AVAILABLE



220

investment in all securities, we urge the committee to explore

alternate means of dealing with the problem of indirect purchase of

farmland through holding companies or other entities formed to make

land purchases.

Conclusion

We acknowledge that Congress may want to equalize the U. S. tax

treatment of domestic and foreign investors In U.S. farmland. We

strongly feel, however, that measures that would accomplish this

objective by imposing a U. S. tax on capital gains arising out of

transactions in securities, or requiring withholding of tax where it

is not now required, would be counterproductive.

In his letter transmitting the Department's report, Secretary

Blumenthal stated, "The Treasury does not believe that taxing capital

gain on the sale of corporate shares is desirable or practical."

We concur.

Senator BYRD. The final witness is Mr. Bryon L. Dorgan, State
tax commissioner for the State of North Dakota.

Welcome, Mr. Dorgan.

STATEMENT OF BYRON L. DORGAN, STATE TAX
COMMISSIONER OF NORTH DAKOTA

Mr. DORGAN. Thank you, Mr. Chairman. I have some copies of
the testimony that I have prepared.

I appreciate your hearing me. I intend, rather than to read the
testimony just to make a couple of brief remarks.

Senator BYRD. Yes, and your testimony will be published in full,
and you can summarize it.

Mr. DORGAN. Let me indicate first that I am a statewide elected
official in North Dakota, but my principal area of interest is not in
the agricultural area. I am the State tax commissioner.

However, in the process of involving myself in a number of tax
issues in recent years, we have come across some interesting in-
sights into the process by which this country has negotiated tax
treaties with foreign countries.

I was one of several tax administrators from around the country
who was nearly a permanent pen pal of Mr. Lubick and Mr.
Blumenthal through the last 18 months on the subject of the
United States-United Kingdom tax treaty that you turned down in
the U.S. Senate until it was modified.

In fighting that United Kingdom tax treaty, I filed a freedom of
information request with the Treasury Department to find out who
they had discussed the tax treaty with during its negotiation and
we found that, probably without much surprise that the Treasury
Department had had fairly close contact with multinational corpo-
rations in developing this tax treaty with the United Kingdom,
despite the fact that they had no contact with State governments,
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part of whose tax base they were spending while negotiating that
tax treaty.

We discovered that that tax treaty, like many other tax treaties
with other countries, would, in effect, give preferences to persons
who wished to invest in this country in certain ways, and could
have created preferences for those who would invest in farmland.
And I think that the pressures on the family farm in America are
substantial enough without having to develop tax policy that would
give incentives to foreign interests to purchase farmland at a price
higher than the price the American family farmers could pay for
that land.

Senator Wallop indicated a couple of minutes ago that one of the
previous witnesses suggested that this legislation might be to pre-
vent or to discourage foreign investment in farmland. He indicated
he did not think that was the intent.

I am here to say that I think that that ought to be the intent. I
am here to certainly support your bill, Senator Wallop. I think it is
a step in the right direction, but I think, in fact, that we should
discourage foreign investment in American farmland.

Our State just passed a bill in the last legislative session earlier
this year that prevents foreign ownership of North Dakota farm-
land. We have legislation in North Dakota that has been on the
books for many years that prohibits a corporation from owning
farmland in this country.

It seems to me if we back up again toward the general policy
area, while still recognizing the balance-of-payments problem and
various investment problems, we must consider what is good public
policy in the agricultural sector. All of us ought to understand, I
think, that Thomas Jefferson's statement, "the small landowners
are the most precious part of the state," is still true. And yet the
Federal Government, through its tax code discourages farming and
encourages the concentration of farmland ownership and corporate
farming and foreign investment in farming.

Five percent of the people produce food for the other 95 percent
of the people in this country. Fifty-three percent of all the agricul-
tural receipts are received by 6 percent of the farmers. Thirty
percent of all the agricultural program benefits in this country
accrue to 5 percent of the largest farmers.

You probably are well aware of all those statistics. I guess my
message is that they certainly support what Senator Wallop and
others are trying to do in this legislation, but I would like to say I
think it is too timid. I think we need a bolder approach to dealing
with the basic issue of how we encourage and enhance family
farming in this country. We cannot encourage and strengthen
family farming by continuing to say if you have two persons en-
gaged in the use of farmland, one driving a tractor and planting
corn making $20,000 in income, and the other buying and selling
farmland for speculative investment purchases, that the one driv-
ing the tractor will pay twice as much in Federal income tax as the
one who is buying and selling for investment purposes.

That is the counter to the policy and goal of supporting the
family farmer.

I have additional written testimony that I have submitted to the
committee. I would like to enter it into the record.
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Senator BYRD. Thank you, sir.
You support Senator Wallop's proposal, but you feel that it does

not go far enough, but it is a good first step, in your judgment?
Mr. DORGAN. Yes, indeed.
Senator BYRD. Let me ask you this. Speaking generally, what is

the prevailing price of farmland in North Dakota today?
Mr. DORGAN. Well, it ranges to extremes, because we have some

of the most productive land in the world in the Red River Valley
which is useful for sugar beet farming, and so on-$1,400 and
$1,500 an acre, to the ranchlands in western North Dakota which,
in some cases, are at a low of $100 to $125 an acre.

American farmland has become a very attractive investment and
Petrodollars will come back in megabuck proportions to invest in
American farmland unless something is done about it, because the
increase in value in farmland has made it one of the best invest-
ments that one can make in America.

The pressure will increase on the family farmer because of other
persons who want to enter the market, not only farmers, but those
off-farn investments who would like to buy a quarter-section or a
half-section of land in this country.

Senator BYRD. I had lunch Saturday with several key economists,
several financial experts, and the consensus seemed to be that the
price of real estate and farmland now has topped out and probably
from here on there will certainly be no increase and probably a
reduction in value.

Have you gotten any indication of that in North Dakota?
Mr. DORGAN. Well, I know a fellow who has been in the realty

business for 40 years and he has been saying that for 40 years, and
he has been wrong for most of those years. He keeps saying "the
price ain't going to go any higher."

I would like to mention I used to teach economics and I think
you used a contradiction in terms. I do not think there are any
"key" economists. I think there are only economists.

I beg the indulgence of the economists listening.
It seems to me that, once again, the pressures on farmland prices

are going-to continue in this country unless we in the States and
you at the Federal level develop programs that discourage concen-
trations of corporate ownership of farmland as well as discouraging
foreign investments.

I proposed in North Dakota a 30-page booklet describing a gradu-
ated land tax.

A recent poll in North Dakota showed that 57 percent of the
people in North Dakota supported a graduated land tax, saying
when you want to buy the 101st quarter of a section of land, you
had better be prepared to pay a fairly high marginal tax in order
to own it.

You can own it, if you like, but we want tax policies designed to
discourage large concentrations. We have to begin doing some of
those bolder things in the area of public policy if we really are
going to preserve the family farm.

Senator BYRD. Thank you.
Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman.



223

Let me begin by saying that I do not disagree with the state-
ments you make on the need to preserve the family farm. The
jurisdiction within this committee is limited, particularly on this
type of thing.

We feel we are making a step in the right direction, but there
are a variety of attitudes within the States in this country as to the
nature of the extent of the reporting requirements for, and other
elements of foreign investment.

It seems to me that the Federal position with regard to taxation,
which is what we are dealing with here, ought to be a matter of
equity. The States, North Dakota, Wyoming, Iowa, ought to deter-
mine for themselves the laws they want.

This is sort of basically a States rights issue. Have you any
quarrel with that?

Mr. DORGAN. I do not have any particular quarrel with it. From
the Federal standpoint, however, I do want to reiterate, -that two
people engaged in the use of farmland, one to plant corn and one to
use for speculative investment purposes and the one planting corn
is paying twice the Federal income tax on the dollar, I think that
says something about how various persons are encouraged to buy
or not buy farmland for speculative purposes.

Senator WALLOP. One of the purposes of this bill is to remove, at
least, the speculative advantage which is significant as demonstrat-
ed by the chart before us and is even more apparent just because of
the purchasing patterns permitted in this country for equity in the
initial purchase price.

Certainly it is not within the scope of this committee, and maybe
not within the scope of Congress to dictate to the States who may
or may not own property. I agree that there is a speculative advan-
tage. What we are trying to do is to equalize that, and I think the
Treasury recommendations will deal effectively with the specula-
tive advantage that you perceive regarding income versus holding
and gains.

In North Dakota, do you have reporting requirements as to who
has total ownership of a given corporate? You cannot have a corpo-
rate entity?

Mr. DORGAN. We have an anticorporate farming law which pre-
vents corporations from farming.

Senator WALLOP. Do you have a law preventing foreign invest-
ments?

Mr. DORGAN. We do now. Yes.
Senator WALLOP. Has that been tested?
Mr. DORGAN. No, it has not.
Senator WALLOP. Has it been challenged?
Mr. DORGAN. Some people have suggested, of course, that it

should be challenged. It has not been challenged.
Senator WALLOP. It has not been yet.
Mr. DORGAN. I expect that it will be challenged at some point.
I think most of the constitutional scholars that discussed it with

the legislators decided that it was constitutional.
Senator WALLOP With consideration to treaties, among other

things-I do not think it is appropriate to engage in some kind of a
prohibition against foreign ownership, but the equalization of the
tax circumstances between American owners, investors or other-



224

wise, and foreign owners is probably the most appropriate place we
could head.

Mr. DORGAN. That is right. I understand the public policy conse-
quences on the other side of foreign investment in the United
States and the need for the balance-of-payments considerations. All
I am saying, I guess, and the reason I wanted a chance to speak to
the committee is, that there needs to be a less timid approach in
moving toward a solution of some of these problems than the
committee exhibits from time to time.

I appeared before the committee several times over the last years
and I understand, for example in the oil industry situation, the
committee has been very generous in using the tax code to either
encourage or discourage certain kinds of things.

I am saying I want to encourage you to do the same kinds of
things with respect to the goal of family farming because I think
that the family farm is not an inefficient economic unit any longer.
It is not inefficient at all. The efficiencies of the large farms are
largely paper efficiencies. They externalize much of the cost.

But most of what we do in Government in our tax code and our
basic agricultural poIicies are not geared to sustain the family
sized farms. The preponderance of the benefits go to the largest of
the farmers.

Senator WALLOP. I do not disagree with that, but I would not
advocate using the tax code as a means of prohibiting ownership of
farmland.

Mr. DORGAN. I agree with you. I do not like the tax code to be
used as a clothes hanger to do everything we think is good, except
that it has been for a long time in many areas and it has been very
lucrative to a number of industries. I am suggesting if we do
continue that, we ought to make it lucrative for the family-sized
farms.

There is an area of encouragement that would be very productive
for us in the area of public policy.

Senator WALLOP. I appreciate the testimony and I do not dis-
agree.

I thank you, Mr. Chairman.
Senator BYRD. Thank you.
[The prepared statement of Mr. Dorgan follows:]

STATEMENT OF BYRON L. DORGAN, TAX COMMISSIONER, NORTH DAKOTA

Mr. Chairman, members of the Finance Committee: I have asked for the opportu-
nity to testify before this Comrittee today because I feel that the legislation
introducted by Senator Wallop, though important and worthwhile in and of itself, is
only a partial step toward what should be the most important goal of our nation's
agricultural policy. That goal is the preservation of the family sized farm unit in
America.

Over the last 30 years, many actions taken by the Federal government have
worked against the interest of the family sized farm and, in fact, have encouraged
the concentration of farmland ownership in America. Various price support pro-
grams have helped subsidize big farming operations at a substantial cost to the
government and to the rural areas in which they are located. Several of the tax
treaties that we have negotiated with foreign countries have been a boon to foreign
investors, giving them preferential tax treatment on their American farmland in-
vestments and thereby allowing them to pay from 10 to 15 percent more than
American farmers can afford for the purchase of such land.

Senator Wallop's bill would move toward closing the tax loophole that gives
forei investors in American farmland a distinct advantage over American farm-
ers. However, I believe the Congress should consider a far more dramatic and
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comprehensive approach to the problems of the family farmer, and I think it is
appropriate to talk about that at this hearing inasmuch as this specific tax provi.
sion is only one part of a larger solution.

We need to adopt a policy on the Federal level that discourages both corporate
ownership of American farmland and speculative foreign investment in rural areas.
Some states, including the state of North Dakota, currently have legislation that
discourages farming by large corporations and absentee landlords, and are currently
considering methods such as graduated land taxes to discourage excessive concen-
tration of land ownership. The Federal government should encourage other states to
develop similar legislation.

We should revise current tax policies, state and Federal, to discourage speculative
investment in land and counter the increasing development of prime agricultural
land for purposes other than farming. A tax structure which imposes heavy taxes
on speculative profits and land diverted to non-agrcultural uses would relieve some
of the current pressures which are driving land prices upward and squeezing the
family farmer out of the market.

We should develop new loan programs which address the credit needs of the
family sized farm and the beginning farmer. If the prospective small farm owner is
to have any chance of competing successfully with his larger, corporate-owned
neighbors, he must have access to capital at interest rates he can afford. If the
family farm is an institution worth preserving in this country, as I believe it is, then
it is worth the cost of a federally-sponsored low-interest credit system that really
focuses on the small, family sized farm.

If price support programs are to continue as a major thrust of Federal farm
policy, then the monetary benefits of such programs should be distributed in inverse
proportion to the size of the farming unit, with the small farm getting the benefit of
the majority of price supports. In this way we could use price support programs as a
means of strengthening small farm units vis-a-vis large concentrations of farmland
ownership.

I would also urge that every tax treaty between the United States and a foreign
country be analyzed to determine how that treaty affects foreign investment in
American farmland. Foreign investment, which is increasing dramatically as petro
dollars flood into this country from the oil-rich Arab states, helps escalate the price
of American farmland and futher threatens the existence of the family farmer.

These are just some of the areas in which action could be taken in support of the
American family farm. More important than any of these specific proposals is a
commitment by Congress and the Administration to reverse the current trend in
agricultural policy away from small farm interests, and to insure the continuation
this basic and necessary part of American society. If Senator Wallop's bill is
accepted in this spirit, it will give new hope to thousands of American farmers.

Thank you.

Senator BYRD. The committee will stand in adjournment.
[Thereupon, at 12:15 p.m. the subcommittee recessed, to recon-

vene at the call of the Chair.]
[By direction of the chairman, the following communications

were made a part of the hearing record:]
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Mr. Michael Stern
Staff Director Commissioner on Finance
Room 2227 - Dirksen Senate Office BuildingWashington, D.C. 20510

Daar Sir :

Reference is made to the hearings to be held by theSenate Finance Committee on June 25 with respect to S208
relating to the taxation of non-resident aliens on
gains from the sale of farm land and other rural land in
the United States.

I believe that it is unnecessary for me to attend the
hearing to express my views to the Senate Finance Committee

as this does not require extended time. Consequently,
I would appreciate the reading of the content of this letter
into the record.

The bill as introduced is applicable under its terms
"with respect to sales and exchanges occurring after
February 28, 19781. However, the Congressional Record on
October 7, 1S78 at page S17577 provides that the bill will
"in general apply to sales and exchanges in taxable years
beginning after December 31, 1978". The companion bill
introduced in the House on March 20, 1979 as HR 3106 provides
that it will "apply to sales and exchanges of farmland or
other rural land on or after the date of the enactment...

The varied effective dates quoted above lead to much
confusion and lack of certainty among taxpayers. I believe
that the Senate Finance Committee should, as soon as
possible, go on record as to an effective date which coincides
with an effective date in the House bill, so as to put an end
to this confusion. I believe that the effective date provided
in the House bill is fair and equitable, because until the
legislation is passed, there is uncertainty as to the



227

LAW O,,.CES Mr. Michael Stern
LEVENFELO AND KANTER June 11, 1979

Page 2

content of the legislation.

There may be changes required in the bill. The
uncertainty engendered in a retroactive effective date
would thus be compounded, and the unfairness to taxpayers
made even more manifest. The Treasury Department's recent
report on the taxation of non-resident aliens leaves no
doubt that no great amount of revenue is involved in the
proposed legislation, and therefore nothing stands in the
way of the Senate treating taxpayers fairly with a prospective
effective date.

The Senate Finance Committee will also be considering
S-192, which is a bill taxing all of the capital gains
realized by non-resident alien-dividuals and corporations.
This is a grossly novel assertion of taxing authority by a
sovereign state, as is pointed out in the Treasury study on
the *Taxation of Foreign Investment in the United States Real
Estate" released by the Treasury Department on May 8, 1979,
at IV A of the report dealing with tax policy considerations.
None or very few other sovereign states tax non-resident
aliens on their capital gains with respect to items unrelated
to their presence in their country either through a permanent
establishment or by doing business. By doing so, the U.S.
would inhibit foreign investment in our country, much to the
country's economic detriment. An outflow of dollars from the
United States at the present time caused by novel and
inappropriate tax legislation could have disastrous effects on
our balance of payments.

S-192 also does not have an effective date; but, rather
than clarify this aspect of the bill, it is our opinion that
the bill should be dropped entirely for the reasons stated
above.

Your kind consideration of the above will be greatly
appreciated.

Sincerely yours,

LEVENFELD AND KANTER

By Milton A. Levenfeld

malst
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WASHINGTON

WOMEN FOR THE

SURVIVAL OF

AGRICULTURE

June 18, 1979

Committee On Finance
Michael Stern, Staff Director
Room 2227, Dirkeen Senate Office Bldg.
Washington, D. C. 20510

Dear Sirs

Washington Women for the Survival of Agriculture has passed

a resolution in support of legislation taxing foreign landowners,

operators and lessees at the same basis United States citizens

are taxed. Currently foreign investors are given an unfair

advantage over United States citizens in that they are not taxed

as we are. It would seem only fair that all people be taxed

equally.

Sincerely,

Mrs. Ronald Gamache
Federal legislation Chairman
Rt. 1, Box 1748
Toppenish, Wa. 98948
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Harry F. Byrd, Jr., Chairman
Subcommittee on Taxation and

Debt Management
Committee on Finance
United States Senate
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Attn: Michael Stern, Staff Director

Dear Mr. Chairman:

The following statement is submitted for inclusion in
the record of the Subcommittee's recent hearings on taxation
of foreign investment in the United States. The purpose of
this submission is to recommend that the Internal Revenue Code
be amended to permit U.S. financial intermediaries to manage
and invest funds of foreign retirement plans on a nontaxable
basis. We believe that such an amendment would be consistent
with, and would add balance to, the specific proposals upon
which hearings were held. The proposed amendment would attract
foreign investment to the United States under circumstances
where U.S. financial institutions would control each specific
direct investment. Moreover, the tax treatment suggested as
appropriate for investment of foreign retirement funds is the
same as that already accorded U.S. retirement funds, and hence
tax equity between foreign and domestic investors would be
preserved.

Current Law

U.S. law does not generally tax investment income and
capital gains set aside for retirement income purposes pursuant
to a variety of arrangements specified in the Internal Revenue
Code. This tax-favored treatment is provided for direct
investment by trustees and for investment arrangements involving
U.S. financial intermediaries such as insurance companies, banks
and mutual funds. Thus, a U.S. financial intermediary may receive
funds from a trust fund, invest such funds, and repay the result-
ing accumulation of principal and income either directly to the
trust or in the form of benefits to employers or to other par-
ticipants without U.S. income tax being imposed. The participant,

50-150 0 - 79 - 16
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of course, must include distributions and other benefit
payments in income as received by him.

U.S. law and practice has developed in a way in which
investment by foreign retirement plans in the United States
does not qualify for the favorable U.S. tax treatment.
Generally, favorable U.S. tax treatment requires satisfaction
of specific U.S. qualification requirements. Even if a foreign
retirement plan satisfied U.S. requirements, this would be
difficult to establish since the foreign plan would not obtain
a determination from the U.S. Internal Revenue Service that
the plan is qualified. Therefore, amounts paid by a U.S.
financial intermediary to a foreign pension fund (other than
distributions that retain the character of capital gains
distributions) would be subject to a 30% withholding tax, or
if applicable, to a tax at a lower treaty rate. Additionally,
while the Internal Revenue Code structure applicable to U.S.
life insurance companies is intended, generally, to permit U.S.
life insurance companies to invest amounts for U.S. pension
funds on a non-taxable basis, these provisions are not applicable
to investment on behalf of foreign plans. For example, many
U.S. retirement plans invest their funds through life insurance
company separate account arrangements under which capital gains,
as well as investment income, credited to the plan would not be
subject to tax. On the other hand, a life insurance company
would be subject to tax on separate account capital gains
attributable to reserves for a foreign retirement plan.

Reasons in Support of Proposal

There seems to be widespread agreement that foreign
investment in the United States is desirable in situations
where the rules applicable to the foreign investor are the
same as, or no more favorable than, those applicable to U.S.
investors. Currently, there appears to be relatively little
use of U.S. life insurance company funding facilities by
foreign retirement plans. One reason for this is that such
plans may invest in the country in which they are formed on
a tax-free basis, but investment in the United States through
life insurance companies would have to be on a taxable basis.
If foreign retirement plans were permitted to invest on a
non-taxable basis in the United States, we do not know how
much additional foreign investment might be attracted. However,
those managing foreign retirement systems from a number of
countries have indicated a desire to participate in arrangements
currently offered by U.S. life insurance companies to U.S.
pension plans.
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It is believed that U.S. investments by foreign retire-
ment plans will not have the negative effects sometimes
associated with other forms of foreign investment. Under the
proposal, the U.S. financial intermediary, rather than the
foreign interest, will have control over each direct invest-
ment decision. Moreover, since pension funds investments are
ordinarily long-term in nature, foreign pension fund investments
are likely to be a relatively stable form of foreign investment.

Most importantly, as previously indicated, the proposal
would not give foreign investors an advantage not enjoyed by
U.S. residents. Since U.S. pension funds are already tax-exempt,
U.S. laws, if amended as proposed, would treat similarly
situated U.S. and foreign investors equally.

The concern has been expressed that one difficulty with
the principal legislation which was the subject of hearings
(S.208 and S.192) is that its adoption might indicate a U.S.
attitude of hostility to foreign investment generally. In
this context, one advantage of the proposals set forth in this
letter is that their adoption would provide a signal to foreign
investors that foreign investment is welcome in the United States
as long as the foreign investor does not gain an advantage over
U.S. investors. Our proposal would lend balance by providing
an opportunity to give concrete evidence that this principle
will be applied in an even-handed manner -- a tax would be
imposed on capital gains where U.S. investors are currently
subject to a tax; on the other hand, tax would be eliminated
for a category of foreign investor where no tax now is imposed
on a comparable category of U.S. investor.

We intend to furnish additional information concerning
the details of the proposed amendments to Congressional Staffs
and Treasury representatives in the near future.

Very truly yours

Theodore R. Groom
Attorney for

Aetna Life & Casualty
Connecticut General Life

Insurance Company
The Equitable Life Assurance

Society of the United States
John Hancock Mutual Life

Insurance Company
Metropolitan
Phoenix Mutual Life Insurance

Company
The Prudential Insurance Companyt of America
The Travelers
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north 'JIa-ota Form bureau
P0 Box 2064, 1101 -1sl Ave No. Fargo, North Dakota 58102/(701) 237-9717

July 5, 1979 ,

The Honorable Milton R. Young
United States Senator
5205 Dirksen Senate Office Building
Washington, D.C. Z0510

Dear Senator Young:

Thank you for your letter regarding S. 208, which you co-sponsored with
Senator Malcolm Wallop of Wyoming.

North Dakota Farm Bureau has been concerned about the capital gain tax
advantage on the sale of agricultural land that foreign taxpayers have over

domestic taxpayers. Therefore, we support both S. 208 and H. R. 3106.

Not only do we believe in tax equity, but also think that exemption from
capital gain taxation has encouraged foreign investors to bid up the price
of U.S. farmland.

We believe that the provision in H. R. 3106, which would override tax

treaties five years after its date of enactment, is worthy of favorable
consideration. I understand that this is not included in S. 208.

If you wish to have these remarks included in the part of the record, you.
have our permission.

Thank you again for your continued efforts to improve United States ag-
riculture.

Best personal regards.

Sincerely,( ',

James H. Marsden
Director, Public Affairs

JHM/mac
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APPrbmX A

DESCRIPTION OF S. 192 AND S. 208
RELATING TO

TAX TREATMENT OF FOREIGN INVESTMENT
IN THE UNITED STATES

INTRODUCTION

The bills described in this pamphlet (S. 192 and S. 208) have been
scheduled for a hearing on June 25, 1979 by the Subcommittee on
Taxation and Debt Management Generally of the Senate Finance
Committee.

These bills relate to the tax treatment of foreign investment in the
United States. S. 192 (introduced by Senator Bumpers) would tax
nonresident alien individuals and foreign corporations on all U.S.
source capital gains, and S. 208 (introduced by Senator Wallop and
others) would tax foreign investors on gains from the sale of U.S.
farmland and other rural land.

The pamphlet first briefly summarizes the bills. This is followed
by a discussion of present law and the issues involved, an explanation
of the bill provisions, the effective dates, and the estimated revenue
effects of the bills.
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I. SUMMARY

S. 208 (Senator Wallop and Others)1

The bill would generally subject to U.S. tax the capital gains:
of foreign investors from the sale of farmland, land suitable for farm--
ing, or rural land. Under present law, such gains are generally not
taxed unless they are effectively connected with a U.S. trade or busi-
ness. The tax would be imposed at the rates generally applicable to.
U.S. taxpayers. The bill would not override U.S. tax treaty
obligations. S. 192 (Senator Bumpers)

The bill would generally tax the U.S. source capital gains of
foreign investors from the sale of any capital assets. Under present
law, such gins are generally not taxed unless they are effectively con-
nected with a U.S. trade or business. The bill would not override U.S.
tax treaty obligations.

IThe cosponsors are Senators Baker, Baucus, Bayb, Bellmon, Boren, Burdick,
Cannon, Chiles, Church, Cochran, Cranston, Culver, Danforth, DeConcini,.
Domenici, Exon, Goldwater, Hart, Hatch, Hayakawa, Heinz, Hollings, Jepsen,.
Kassebaum, Leahy, Lugar, McClure, McGovern, Melcher, Morgan, Nelson, Sasser,.
Schmitt, Simpson, Stevens, Stone, Tower, Young, Zorinski, and Thurmond.
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II. TREASURY REPORT

Section 553 of the Revenue Act of 1978 required the Treasury De-
partment to conduct a study and analysis of the appropriate tax treat-
ment of income from, or gain from the sale of, interests in U.S. prop-
erty held by nonresident aliens and foreign corporations. The study
was submitted to Congress on May 4,1979. The Treasury report found
that foreign persons rarely incur U.S. tax on their disposition of U.S.
property holdings. The Treasury report recommends that modifica-
tions be made to certain specific statutory provisions which are uti-
lized by foreign investors to avoid U.S. tax on capital gains derived
from the disposition of U.S. real estate.

III. DESCRIPTION OF BILLS

A. Present Law and Issues

Present law
General

Under the Code, nonresident aliens and foreign corporations en-
gaged in a U.S. trade or business are generally taxed on the U.S.
source income of that business in the same manner, and at the same
rates, as U.S. persons. (However, their foreign source income not con-
nected with that business is not taken into account in determining the
applicable rates of U.S. tax.) .

In contrast, the U.S. source income of a nonresident alien or foreign
corporation which is not effectively connected with a U.S. business
is generally subject to a different tax regime. The Code provides that
a foreign individual or corporation is ordinarily subject to a 30-per-
cent withholding tax on the gross amount of certain passive income,
such as rents, dividends, and interest, which are received from U.S.
sources and are not effectively connected with a U.S. business. This
withholding tax satisfies the taxpayer's U.S. income tax liability on
the income. Capital gains not effectively connected with a U.S. busi-
ness are not sub ect to any U.S. income tax, except in the limited situa-
tion of nonresident individuals who were present in the United States
183 days or more during the year, who are taxed at the flat rate of
30 percent on the gains.
Foreign investment in U.S. property

Whether a foreign investor in U.S. real estate is engaged in a U.S.
trade or business depends on all the facts and circumstances. For
example, a foreign investor who enters into a single long-term net
lease (under which the lessee is responsible for operation of the prop-
erty and pays the expenses) probably would not be engaged in a U.S.
trade or business, whereas a taxpayer who owns and manages a num-
ber of commercial buildings would be so engaged.
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If a foreign taxpayer is not actually engaged in a U.S. trade or
business, he is permitted under the Code to elect to be treated as if
he were so engaged with respect to all his real property held for the
production of income. This election is provided because rental income,
unlike other types of passive income, ordinarily has associated with
it significant expenses. Therefore, a tax equal to 30 percent of the
gross rentals could frequently exceed the entire economic income from
the property..If the election is made, the taxpayer may reduce his
gross income from the real property by the deductible expenses, such
as depreciation, mortgage interest, and real property. taxes and is taxed
at the graduated rates which generally apply to U.S. taxpayers rather
than paying 30 percent on his gross rental income. Often, the investor
will pay no tax on the current income because depreciation, mortgage
interest, real property taxes and other expenses exceed gross income.
(This result would be the same if a U.S. person owned the property.)
However, by making the election, the taxpayer will also subject him-
self to U.S. tax on any capital gains from the sale or exchange of the
property. The election, once made, is binding on the taxpayer in all
subsequent years unless consent to revoke it is obtained from the
Internal Revenue Service.

Apart from the Code election, a number of planning techniques
exist whereby a foreign investor may obtain the advantages of being
taxed on current income from real property on a net basis. However,
unlike the Code election, these techniques also offer the opportunity
to avoid tax on the capital gain which would result on the sale of the
property. Also, unlike the Code election, they may be employed on a
property-by-property basis. For example, a'foreign investor who is
actually engaged in a U.S. real estate business will be taxed on current
income, from the property on a net basis (which might result in no
current tax because of the allowable deductions). He may sell the prop.
erty on an installment basis and receive most or all of the payments
in years following the year of the sale. If he is not actually engaged in
a U.S. trade or business in later years when the installment payments
are received (and has not made the election to be treated as if he were),
the gain would not be treated as effectively connected with a trade or
business in the later years and would therefore go untaxed.

Secondly, a foreign investor could generally exchange his U.S. real
property held for productive use or investment for other property of
a like kind, whether within or without the U.S., without recognition of
gain. If the property he acquired in the exchange were outside the U.S.,
the gain he would recognize on the ultimate sale of the property re-
ceived in the exchange would not be subject to U.S. tax. This ;ould
be the case whether the investor was actually engaged in a U.S. trade
or business or had made the election to be so treated.

Other planning techniques may also be employed by investing in
U.S. real property indirectly through a foreign holding company
which either is actually engaged in U.S. business or makes the election.
The holding company would be subject to tax on the income it receives
from the property, but, as noted earlier, often there would be no tax-
able income on a current basis. Moreover, the corporation often could
reduce or eliminate its taxable income by paying deductible interest to
its investors. Ordinarily, dividends and interest paid by a foreign
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corporation deriving most of its income from U.S. sources are subject
to U.S. withholding taxes. However, these taxes are often waived, on a
reciprocal basis, uniter tax treaties betweenthe United States and other
countries. If the recipient of the inome is entitled to such a treaty bene-
fit, then incomepaid to him currently by the corporation would escape
that U.S. tax. (Foreign investors frequently utilize U.S. treaties appli-
cable to the Netherlands Antilles and British Virgin Islands, because
the treaties contain the necessary waivers and because these jurisdic-
tions impose low or no taxes on the income.)

The investors in the holding company could avoid U.S. tax on the
gain from the sale of the property by either of two methods. First, if
the corporation sells the property and follows a plan of liquidation
meeting certain requirements, the corporation will not be taxable on
the gain under a general rule of the Code which exempts liquidating
corporations from tax on gains from the sale of property (sec. 337).
Moreover, the shareholders and security holders will generally not
recognize a gain when they exchange their stock and securities in
liquidation for the proceeds of the sale of the real property because,
as foreign investors, they generally are not subject to U.S. capital
gains tax. Even though the corporation is engaged in a U.S. trade or
business, that business is not imputed to its investors. Since mere
ownership or sale of stock is generally not a trade or business, the
gains ordinarily would not be effectively connected with a U.S. busi-
ness and thus would escape U.S. tax.

Second, if the investors instead sell their stock or securities, they
would generally not be subject to tax on the gain for the same reasons
that they would generally not recognize gain in a liquidation. Assum-
ing that the sales price reflected the appreciated value of the real prop-
erty, the purchaser of the corporation, even if a U.S. person could then
liquidate it without realizing a gain subject to U.S. tax because his
basis in the stock for purposes of determining his gain on the liquida-
tion would be his purchase price for the stock. He would also get a
stepped-up basis for the real property equal to his purchase price for
the stock.

Even if U.S. law were amended to subject these gains to tax, the
treaty provisions waiving withholding on dividends and interest could
be used to reduce the amount of gain. The corporation could borrow
against appreciation in the value of the corporation's real property and
pay out the proceeds as dividends (assuming adequate earnings and
profits) or interest (in a reasonable amount). These current payments,
if they escaped U.S. tax under the treaties, would reduce the net worth
of the corporation and hence the capital gain realized on sale of the
stock and securities or on liquidation.

Finally, some U.S. tax treaties (such as the treaties with the Nether-
lands Antilles and the British Virgin Islands) provide for a real prop-
erty election similar to that in the Code, but the election may be made
on a year-by-year basis. A foreign investor entitled to the benefits of
such a treaty and not actually engaged in a U.S. business could use the
treaty election to be taxed on a net basis in years prior to the year of
sale. In that year, the taxpayer would not make the treaty election and
would not be taxed on the gain on sale of the property because of the
absence of a U.S. trade or business.
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A number of U.S. tax treaties contain reciprocal provisions which
prevent the United States from taxing certain types of U.S. source
capital gains of foreign investors who are entitled to the treaty bene-
fits. The Code provides that these treaty exemptions are to prevail if
they require the exclusion from gross income of gains which the United
States would otherwise tax.

Issues
The issue is whether, and to what extent, nonresident aliens and for-

eign corporations should be taxed on gains from the sale or exchange
of U.S. property which now are not subject to U.S. tax. In particular,
an issue is whether farmland, all real property, or all capital assets
should be subject to tax. If Congress decides to tax foreign investors
only on capital gains from U.S. real property or only from farmland,
another question is whether taxes shoud be imposed on gains from
stock or securities of corporations owning that property. Finally, if the
provisions adopted would conflict with U.S. tax treaties, there is an
issue as to whether the treaties should prevail over the legislation, be
overridden by the legislation, or whether some period of time (e.g.,
5 years) should be allowed for renegotiation of the treaties.
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B. Description of S. 208

(Senator Wallop and Others)

Explanation of provisions
The bill would treat as effectively connected with a U.S. trade or

business, and hence subject to U.S. tax, gain from the sale or ex-
change of real property located in the United States which is land
used in farming, land suitable for use in farming, or land in a rural
area.

Also taxable would be gain in excess of $3,000 for the taxable year
from the sale or exchange of stock in a corporation, or interest in a
partnership, trust, or estate, determined by the Treasury to be prop-
erly attributable to (i) the net unrealizedappreciation in such land
which is held by the corporation, partnership, trust, or estate and (ii)
if the the foreign investor used a holding company and utilized the
Code provision (see. 337) allowing the corporation to sell the land and
liquidate without recognizing the gain on the sale of the land, an
amount equal to the gain realized (but not recognized) by the corpora-
tion on the sale of that property.

The. gain would be taxed at the graduated rates applicable to U.S.
taxpayers. Purchasers of the farmland or rural land (or stock or other
interest. if the real estate was held indirectly) would be required to
withhold and pay over to the government an amount equal to 30 per-
cent of the gain. The seller could obtain a refund of the difference be-
tween this and the amount due under the applicable U.S. tax rates by
filing a refund claim.

However, no gain would be taxable under any of these provisions to
the extent that any U.S. tax treaty requires that the gain not be in-
cluded in gross income.

The bill also requires any corporation to file a report with the Treas-
ury if 20 percent or more of the value of its assets at any time during
the year is attributable to farm land, land suitable for farming, or
rural land.

Effective date
The bill would apply with respect to sales and exchanges occurring

after February 28,1978.
Revenue effect

It is estimated that this bill could increase tax liabilities by up to
$22 million at the 1979 level of gains. To the extent that U.S. tax
treaties require certain gains to be excluded from gross income, there
would be a corresponding reduction in the revenue gain.
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C. Dseripika of 9. 192

(Senator Bmpers)
Explanation of provisions

The bill would provide that all U.S. soure. capital gains of foreign
investors, whether from real property or personal property (such as
stocks and securities), would be subject to U.S. tax. The bill leaves
unchanged the rule that gains effectively connected with the conduct
of a U.S. trade or business are generally taxed in the same manner of
such gU4s of U.S. persons. However, the bill also would subject to
tax all U.& source capital gains (to the extent they exceed U.S. source
capital losses) which are not effectively onnected with a U.S. business.
The bill would not, however, override U.S. tax treaties which would re-
quire the exchision of such gains from gross iacome.

Effective date
The bill would be effective upon enactment.

Reveni effect
According to a very rough estimate in the Treasury report on taxa-

tion of all ca tl gains of foreign investors could increase tax liabili-
ties by $276 million at the 1979 level of gains. This figure would be
substimally reduced under S. 192 because a portion of the gains would
be excluded from gross income as the result of U.S. tax treaties.
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APPENDIX B

THE LIBRARY OF CONGRESS
" Congressional Research Service

WASHINGTON, D.C. 20s5o Harch 28, 1979

TO: Senator malcolm Wallop
Attention: Bob Reynolds, Legislative Assistant

FROM: Harry G. Gourevitch
Senior Specialist in Taxation and Fiscal Policy

SUBJECT: Issues under a Federal Estate Tax on foreign investment in U.S.
real estate through a foreign holding company

b

Summary

This memorandum discusses certain issues that would arise under a

legislative proposal to impose a Federal estate or gift tax on nonresident

aliens or their estates holding U.S. farmland through a foreign corporation.

As a technical matter, appropriate statutory language can be drafted

which would attribute to a nonresident alien shareholder his proportionate

interest in U.S. farmland held through a foreign corporation and which would

include such proportionate interest in the nonresident alien shareholder's
1/

gross estate for federal estate tax purposes. Such an approach would

not be completely without precedent, as a similar tracing provision already

exists in the Internal Revenue Code (section 2107) to prevent avoidance

I/ The memorandum focuses on possible imposition of the estate tax on
transfers at death, devoting little attention to possible imposition
of the gift tax on intervivos transfers. In the Foreign Investors
Tax Act of 1966, Congress repealed the gift tax on gifts of intangible
property by nonresident aliens. The Senate Finance Comittee at the
time stated,

"Under present law a gift of intangible property having
a U.S. situs by a nonresident alien who is engaged in trade or
business in the United States is subject to U.S. gift tax.
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of Federal estate taxes by expatriate Americans. Also, the Commentary

to the 1966 OECD Model Estate Tax Treaty discusses an elective tracing

provision for real property held through partnerships or other unincorporated,

though separate, legal entities.

Anti-tax avoidance legislation of this kind does not raise serious

issues under established principles of international law or under the United

States Constitution.

6 The real problems raised by the proposal are in the areas of tax treaties

and enforcement. The proposal would be inconsistent with nearly all U.S.

estate tax treaties in force, as well as with the U.S. and OECD model estate

tax treaties. Potential conflict between the proposed statute and

existing treaties can be avoided by giving the treaties precedence

over inconsistent statutory provisions, or possibly through the use of

deferred effective dates for the statutory provisions. Such a solution
I

would still leave the statutory change with a certain scope of operation,

as it would still apply to the estates of individuals domiciled in a country

FOOTNOTE l/ cont'd

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

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

(H.R. 13103, The proposed Foreign Investors Tax Act of 1966, Report No.
1707, p. 57, Committee on Finance, United States Senate, 89th Cong.,
2nd. Seas.)
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with which the United States does not have an estate tax treaty who have

invested in U.S. farmland through a foreign corporation.

The enforcement problems-would be difficult to solve. It is not

clear how the Internal Revenue Service would be in position to learn on a

systematic basis the identity of nonresident aliens who invest in U.S.

real estate through a foreign holding company if shares of stock in the

foreign holding company are held in the name of a foreign bank or other

nominee rather than in the name of the individual investor. Even if the

Service learns the identity of the foreign investors involved, it is

uncertain to what extent liability for estate or gift tax can be effectively

enforced. On the other hand, there may be a certain amount of voluntary

compliance with the new law on the part of foreign investors or their estates.

The proposed legislation is not likely to raise significant amounts of

tax revenues. However, if the objective is to discourage foreign investment

in U.S. farmland, it is entirely possible that despite the enforcement

problems the legislation would serve such an objective.

Current Law

Under current law a nonresident alien can avoid liability for Federal

estate and gift tax on a transfer by gift or at death of real estate

situated in the United States if he owns the real estate through a foreign

holding company rather than directly. A nonresident decedent's estate is

subject to Federal estate tax only with respect to property which is
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situated in the United States at death (Code section 21rJ). While U.S.

real estate is situated in the United States for estate tax purposes, shares

of stock in a corporation organized outside the United States do not have

a U.S. situs ever. if the corporation's assets consist solely of U.S.
2/

real estate. (Code section 2104(a)). As already noted, gift tax is

also avoided as, except for gifts by certain expatriate Americans, the

gift tax does not apply to gifts of shares of stock or other intangible
3'

property by a nonresident alien.

Availability of the holding company device means that foreigners

investing in U.S. real estate or other assets, such as shares of stock of

a domestic corporation, having a U.S. situs are subject to Federal gift

or estate tax only in limited situations. As has been noted by one

commentator, "the estate tax will probably be paid by very few aliens,

2/ U.S. real property transferred by a nonresident alien to a wholly-owned
or controlled foreign corporation may possibly be includible in the
individual's U.S. gross estate under sections 2104(b) and 2038;
a transfer to a foreign corporation made within three years of the
transferor's death may also be includible in his U.S. gross estate
under sections 2104(b) and 2035.

Attempts by the Internal Revenue Service to disregard a foreign holding
company as a sham have generally not been successful. However, in
Fillman v. U.S., 355 F.2d. 632 (Ct. Cl., 1966) it was held that two
Argentine corporations acted merely as custodians and not as real owners
of a portfolio of securities maintained with a U.S. bank and thE
value of the securities was includible in the U.S. gross estate of
the nonresident alien decedent who was their real owner.

3/ Code section 2501(a)(2).
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4/
in most cases by those who blunder into its provisions.To A 1976

Treasury Department study on foreign investment in the United States

similarly stated, "the attitude of many foreign investors is that the
5/

U.S. estate tax is a foolish tax and can be easily avoided."

Proposals to amend the Law

As one possible legislative approach, the Internal Revenue Code can

be amended so as to treat U.S. farmland owned by a foreign corporation as

owned proportionately by its nonresident alien shareholders. The amount

of the nonresident alien shareholder's proportionate interest tobe

included in his U.S. gross estate would be determined at his death by

including in the gross estate that proportion of the market value of his

holdings of stock in the foreign corporation which is equal to the pro-

portion of tha fair market value of the corporation's total assets which

consists of U.S. farmland. This is the formula used in section 2107(b)

(discussed later) to determine the includible portion of the stock of a

foreign corporation holding U.S. property in an expatriate American's gross

estate. The formula is rather complicated as it requires fair market value

determinations not only for the corporation's U.S. farmland, but also for

the decedent's holdings of stock in the foreign corporation and for the

foreign corporation's holdings of assets other than U.S. fcr=land, if any.

4/ Ross, S., United States Taxation of Aliens and Foreign Corporations: The
Foreign Investors Tax Act of 1966 and Related Developments, 27 Tax Law
Review 277, 359 (1967).

5/ U.S. Treasury Department, Report to the Congress on Foreign Portfolio
Investment in the U.S., 43 (1976).

50-150 0 - 79 - 17
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As an alternative, it would be possible to compute the amount includ-

ible in the gross estate by multiplying the market value of the foreign

corporation's U.S. farmland by a fraction representing the decedent share-

holder's proportionate stock interest in the corporation. This formula

would be easier if a corporation has only one class of stock outstanding.

but it would be more complex than the section 2107(b) formula if the corpora-

tion has more than one class of stock outstanding.

f Under the proposed tracing provision the foreign corporation would be

treated as a sort-of permeable entity for estate tax purposes, the statute

looking through the foreign corporation in order to include the underlying

U.S. real estate in a decedent shareholder's gross estate. As an alterna-

tive, it would also be possible to change the situs rule of Code section

2104 which now provides that shares of stock owned by a nonresident alien

have a U.S. situs only if issued by a domestic corporation. An amendment

can be drafted which would provide that shares of stock of a foreign

corporation owned by a nonresident alien shall have a U.S. situs if the

corporation's underlying assets consists of U.S. farmland. However, this

alternative leads to complications if only part of the foreign corpora-

tion's assets consist of U.S. farmland.

Under the proposed tracing provision a decedent shareholder's repre-

sentative would need to know at the valuation date the market value of the

corporation's U.S. farmland and of its other assets, if any. The foreign
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corporation could be required to file this kind of information on a periodic

basis with the Internal Revenue Service and to submit copies to its share-

holders.

It is questionable whether estate tax liability should attach to non-

resident alien shareholders of any foreign corporation owning U.S. farmland

regardless of how small a percentage of the corporation's total assets consists

of farmland. For example, a foreign industrial corporation may have important

investments in U.3. industrial facilities, including relatively minor holdings

of U.S. farmland. Imposing potential estate tax liability on the nonresident

alien shareholders of such a corporation may simply result in discouraging

foreign direct investment in the United States. Such a result would go

considerably beyond a policy objective to limit foreign investment in U.S.

farmland. Thus, as provided with respect to information return requirements

in proposed section 6039C in S208, it would be appropriate to limit estate

tax liability to the estates of nonresident alien shareholders of foreign

corporations at least 20% of the assets of which consist of U.S. farmland.

In addition to sLch a corporate assets test, consideration should also

be given to a stock ownership test. For example, estate tax liability might

be limited to the estates of nonresident alien shareholders owning at least

1% (or some other percentage) of the foreign corporation's outstanding stock.

7he case for such a stock ownership test may, however, be less compelling if

the proposed legislation already includes a corporate assets test..
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International or Constitutional Law Issues

Under international law, the U.S. clearly has jurisdiction to tax a

nonresident alien or his estate on the transfer of property situated in
6/

the United States. In taxing a nonresident alien decedent's gross estate

on U.S. realty held through a holding company, jurisdiction to tax is

still based on the U.S. situs of the underlying real estate. The gross

estate would include only the decedent's proportionate interest in U.S.

real estate, not his proportionate interest in other corporate assets.

Thus, we do noL Selieve the proposal raises a genuine international

law issue.

We do not see a genuine constitutional issue either. Congress' power

to enact the proposed legislation rests on two separate constitutional

bases: its taxing power, and its power to regulate the economic activity

of aliens. As an exercise of the taxing power, the proposed legislation

would take its place alongside the accumulated earnings tax, the 'foreign

personal holding company tax, and Subpart F of the Internal Revenue Code,

all of which are statutory provisions disregarding under specified circum-

stances the separate legal entity of corporations in order to prevent tax

6/ In Burnet v. Brooks, 288 U.S. 378, (1933) the Supreme Court held that no
principle of international law was violated when the United States imposed
an estate tax on shares of stock and bonds of foreign and domestic
corporations owned by a nonresident alien decedent if the bonds and stock
certificates are physically located in the United States at death.
The case arose under the Revenue Act of 1924 which included in a non-
resident alien decedent's gross estate all property situated in the United
States at the time of death.
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avoidance by the corporations or their individual or corporate shareholders.

Upholding the constitutionality of the accumulated earnings tax, Judge

Learned Hand some years ago stated, "Congress in raising revenue has inci-

dental power to defeat obstructions to that incidence of taxes which it
7/

chooses to impose." While these statutory provisions involve attempts to

prevent avoidance of the Federal income tax and the proposed legislation

would be designed to prevent avoidance of the Federal estate tax, with

respect to either tax Congress is or would be exercising its incidental

power, referred to by Judge Hand, to defeat obstructions to its powers

to lay and collect taxes, duties, imposts and excises.

Although generally courts do not inquire into Congressional motives

in enacting tax legislation, even if the proposed legislation were to be

viewed as essentially regulatory rather than revenue raising, it would be

sustained as an exercise of Congress' extensive powers over the economic

entry of aliens into the United States. Constitutional challenges to

legislation regulating or restricting the economic activity of aliens have

7/ United Business Corporation v. Commissioner, 62 F.2d. 754, 756 (2nd Cir.,
1933). The constitutionality of the foreign personal holding company was
upheld in Eder v. Commissioner, 138 F.2d. 27 (2nd Cir., 1943); the
constitutionality of taxing shareholders on undistributed corporate income
under Subpart F was upheld in Garlock v. Commissioner, 489 F.2d. 197 (2nd
Cir., 1973).
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8/

been few and, as far as we have been able to determine, unsuccessful.

As stated by Vagts, "... there is little indication that legislation,

observing reasonable standards in restricting alien business corporations'
9/

activities, would run afoul of constitutional objections."

Precedents

We have not examined the gift and estate tax legislation of other

countries in order to learn how other countries deal with the tax avoidance

use of a foreign holding company by nonresident alien investors. However,

there are two existing precedents which are worth noting.

The first is the anti-expatriation provision in the Federal estate

and gift tax which applies these taxes to certain transfers of U.S. property

by Americans who expatriated themselves for tax avoidance purposes. Under

Section 2107(b) of the Internal Revenue Code an expatriate American's gross

estate includes his proportionate share of the U.S. assets of a foreign

corporation of which he is a shareholder, provided his ownership of stock

in the foreign corporation meets certain control requirements. This

provision, which was enactd as part of the Foreign Investors Tax Act of

1966, provides that the expatriate's gross estate includes that propor-

tion of the market value of the corporation's shares of stock owned by

8/ In Central Vermont Co. v. DurninA, 294 U.S. 33 (1935), the Supreme Court
upheld a Federal statute excluding foreign-owned corporations from coastal
shipping against the argument that a foreign owned corporation which had
been so engaged at the time of enactment and which was not grandfathered
by the legislation was deprived of property without due process of law
under the 5th Amendment.

9/ Vagts, Detlev F., The Corporate Alien: Definitional Questions in Federal
Restraints on Foreign Enterprise, 74 Harvard Law Review 1489, 1496 (1961).
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the decedent which the market value of the corporation's U.S. situs

assets bears to the market value of all its assets. The purpose of this

tracing provision was to prevent an expatriate American from avoiding

Federal estate tax on the transfer of U.S. situs assets by shifting their
10/

ownership to a foreign corporation. A related gift tax provision was

enacted under Section 2501(a)(3). It should be noted that we have not

found any court decisions interpreting this tracing provision, and it is

possible that it has found little application.

The other noteworthy precedent is contained in the Cousentary to the

OECD's 1966 model estate tax treaty. As discussed later, the model treaty

itself does not contain a tracing provision. However, the Commentary to

the model treaty suggests that parties to a treaty may wish to include an

elective tracing provision. Under this elective provision set forth in the

Commentary, if a nondomiciliary investor owns real estate situated in a

treaty country through a partnership, the country where the real estate is

situated may treat the foreign partnership interest as an interest in the

real estate itself even if the partnership is treated under applicable law

10/ H.R. 13103, Foreign Investors Tax Act of 1966, Rept. No. 1450, pp. 46-48,
House Ways & Heans Committee, 89th Cong., 2nd Sess.; Rept. No. 1707,
pp. 28-29, Senate Committee on Finance, 89th Cong., 2nd. Sess.
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I1/
as a separate legal entity. This approach disregards the intervening legal

entity of a partnership in order to enable the country where the real

estate is situated to assert its situs jurisdiction.

The OECD Commentary's Pl.ctive provision applies only to real estate

held through a partnership or other unincorporated associations, whereas

the proposal under discussion would not be so limited and would apply

the Federal estate tax, as under the anti-expatriation provisions, to

foreign corporations. This appears not to be a major difference, however,

as the elective provision in the OECD Commentary explicitly applies to un-

incorporated associations which, like incorporated ones, are separate legal

entities. Moreover, under existing U.S. law certain unincorporated
12/

associations are treated for tax purposes as corporations.

1_/ The model elective provision states: "In the application of this Conven-
tion, interests in associations of individuals, whether legal persons or
not (civil associations, general partnerships, limited partnerships)
shall, to the extent that their value is related to any property referred
to in Article 5, 6, or 7, be treated as though they were property of such
kind forming part of the estate; they may to the said extent be taxed in
the Contracting State in which the property referred to in Article 5 or 6
or the place of effective management of the enterprise referred to in
Article 7, as the case may be, is situated. If, however, such interests
are not regarded as taxable by the domestic law of one Contracting State,
then the other State shall retain its right to tax in full."

12/ Treasury Reg. Sec., 301.7701-2.



Enforcement

There are serious questions as to whether the legislation under

discussion could be properly enforced. The first problem involves deter-

mining the identity of a nonresident alien who invests in U.S. farmland

through a foreign corporation. The second problem is how to enforce the

tax liability once the identity of the individual is known.

In order to apply an estate and gift tax on transfers of U.S. real

-estate held by nonresident aliens through a foreign holding company, the

first thing the Internal Revenue Service would need to know is the name

and address of each nonresident alien investor in the foreign holding

company whose estate may be subject to estate tax. An attempt to obtain

such a list can be made by enacting a provision similar to proposed

Section 6039C in S208, requiring each foreig-_ corporation investing in

U.S. real estate to file an information return listing the name and address

of its shareholders.

To conform the reporting requirements to the substantive provisions,

information returns should be required only of foreign corporations at least

20% of the assets of which consist of U.S. farmland. Also, a foreign corpora-

tion meeting the assets test should perhaps be required to list on its

information return only shareholders satisfying a stock ownership test, for

example, having to list only shareholders owning at least 12 (or some other

percentage) of the corporation's outstanding stock. A stock ownership test

means that a big corporation which meets the corporate assets test and which

has thousands of shareholders would not have to list on its information return

the name and address of each and every shareholder. -
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Unless a solution is found to the use of foreign banks or other

nominees and/or the use of bearer shares in order to mask the identity

of foreign investors, a significant potential for avoidance of the estate
14/

and gift would still renan.

The other problem involves enforcement of the tax once the identity

of the foreign investor is known. Unless the foreign investor or his estate

pays the tax voluntarily, estate or gift tax can be enforced only against

the investor's assets within the United States.

There are two applicable lien provisions in the Internal Revenue Code.

Under section 6321 the United States acquires a lien on property, real or

personal, belonging to a taxpayer who neglects or refuses to pay a tax

after demand. Under section 6324 the estate tax is a 10-year lien on the

decedent's gross estate unless the tax is sooner paid or becomes unenforce-

able by reason of lapse of time. Section 6324 does not require a prior

demand for payment of the tax in order for the lien to attach. Thus, under

section 6324 the Service automatically acquires a 10-year lien on a non-

resident alien's assets includible in his gross estate.

4/ One possibility, which we are not recommending but which may deserve
further study, would be to enact a requirement that foreign corporations
investing in U.S. farmland may have only individuals as shareholders.
Such a requirement would be somewhat similar to that for individual
shareholders in a Subchapter S corporation under Code section 1371(a)(2).
To prevent the issuance of bearer shares, the statute would also have
to require that the corporation may issue only registered shares.
The enactment of such requirements vould.be rather drastic, but there
can be little doubt that under the Constitution Congress ha
the power to enact such legislation.
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Under the proposed legislation a nonresident alien shareholder's

proportionate interest in U.S. farmland held by a foreign corporation

would be includible in his gross estate. Sections 6321 and 6324 could be

amended in order to make it clear that the United States could or would

acquire a lien on these proportionate interests in U.S. farmland. Under state

law the owner of the farmland would be the foreign corporation, whereas for

Federal estate tax purposes the owner(s) would be the nonresident alien share-

Jholder or shareholders. However, we do not believe that giving the United

States a lien on the underlying real estate would create an unconstitutional

Federal interference with state rights. As discussed earlier, Congress

has extensive powers to impose and collect taxes and excises and to regulate

the economic entry of aliens into the United States.

Mile we do not believe that giving the United States a lien would

create a genuine Constitutional issue, it may lead to complications of a

practical nature, especially if the foreign corporation has more than one

shareholder. If the foreign corporation has several shareholders, in an action

to enforce the government's lien on the property it is unclear whether a court

would order 1) a sale of the entire property with an accounting to the other

owners, 2) a partition of the property, or 3) some other remedy.

It is of course not essential that the legislation give the United States

a lien on the underlying real estate. However, not to do so would be likely to

make it more difficult to enforce the proposed statutory changes as a nonresident

alien shareholder or his estate may not have other U.S. assets which the govern-

ment could reach. Actually, there may be a certain amount of voluntary compliance
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with the new law, especially if alien investors or their estates wish to

keep clean hands for the day when they or family members decide to emigrate

to the United States.

Tax Treaties

Legislation taxing a nonresident alien decedent's estate on the

transfer of shares in a foreign corporation holding U.S. real estate would

probably be contrary to every U.S. estate tax treaty now in force. except

possibly the Australian and Swiss ones. Such legislation would also be

contrary to the U.S. and OECD model estate tax treaty.

As of January 1979, the United States was a party to thirteen estate
15/

tax treaties. The situs rules in each of these treaties provide that

immovable property is deemed to be situated at the place where the property
16/

is locate. This situs rule retains for the United States the right to tax

a nonresident alien or his estate on his holdings of U.S. real estate.

However, most of the treaties also provide that the situs of shares of
17/

stock of a corporation shall be the place of incorporation-. Under such

15/ Australia (also gift tax treaty), Canada, Finland, France, Greece,
Ireland, Italy, Japan (also gift tax treaty), Netherlands, Norway,
Switzerland, South Africa, the United Kingdom. One of these treaties,
the treaty with Japan, also applies to gift taxes. There is also
a separate gift tax treaty with Australia. Revised or new estate
tax treaties have been or are being negotiated with France, the United
Kingdom, Denmark, and Germany. These latter treaties have not yet
entered into force.

16/ See for example, Australia, Art. IllI (1)(a); Ireland, Art. III (2)(a);
Italy, Art. III (M)(a); South Africa, Art. III (2)(a).

17/ See, Finland, Art. IllI (2)(d); France, Art. III (2)(g);
Greece, Art. Ill (2)(g); Ireland, Art. III (2)(d); Italy, Art. III
(1)(d); Japan, Art. Ill (1)(d); Norway, Art. III (2)(e); South Africa,
Art. Ill (2)(d); United Kingdom, Art. III (2)(d).
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a treaty rule shares of stock of, say, a Finnish corporation or a Netherlands

Antilles corporation may not be included in the U.S. gross estate of a

nonresident alien who at the time of his death was a domiciliary of the

other treaty country (e.g. Finland), as the situs of the shares is outside

the United States.

With respect to U.S. real estate held by a foreign holding company

there is a problem of treaty interpretation. If all the assets of the

Finnish or Netherlands Antilles corporation consist of U.S. real estate,

which situs rule governs, the one for real estate or the one for shares of

stock? While.the estate of a nonresident alien decedent holds directly

the shares of stock, indirectly it holds the U.S. real estate.

This problem was considered by the Senate Foreign Relations Committee

when it examined the estate tax treaty with Canada. Canada has repealed

its estate tax, but the estate tax treaty with Canada has not yet been

terminated. In any event the Committee's interpretation of that treaty

is still valid with respect to other estate tax treaties having similar

situs rules. in its report on the Canadian treaty the Comiittee stated

as its understanding that where real estate is held through a foreign

corporation the situs of the deceased's property shall be governed by
18/

the situs rule for shares of stock and not for real estate. In attributing

to a nonresident alien shareholder ownership of a proportionate interest

18/ The Committee report states:

"In order to clarify the meaning of the convention, the
committee wishes to state that it has acted upon the convention
with the following understanding and intention:
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in U.S. real estate held by the foreign corporation, the proposed legislation

would reach a result which is inconsistent with the treaty situs rules

as interpreted by the Foreign Relations Committee.

Two estate tax treaties, the ones with Australia and Switzerland,

appear not to be in conflict with the proposed statutory rule. The treaty

with Australia does not have a situs rule as to shares of stock and the

one with Switzerland contains no general situs rules.

In 1966 the OECD issued a model estate tax treaty under which

jurisdiction to tax is based primarily on a person's domicile at the time

of death rather than situs of particular classes of property. The OECD

model treaty gives the state of the situs the right to tax immovable property

(Article 5) and movable business property used in a permanent establishment

FOOTNOTE 18/ cont'd

If a deceased has any rights or interests in property
described in paragraph (h) (relating to shares in a partnership)
or paragraph (f) (relating to stock, etc., of a company) of
article It, and if the partnership or company in which he has
such rights or interests has rights or interests in property
described in any paragraph of paragraphs (a) through (o) of
article ii other than the paragraph describing the rights or
interests of the deceased in the partnership or company (as
the case may be), the situs of the deceased's rights or interests
in the property described in paragraph (h) or paragraph (f)
shall be determined exclusively under the provisions of such
paragraph (h) or paragraph (f), and not under the provisions of
any other paragraph of article It."

Report on the Convention vith Canada for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes
on the Estate of Deceased Persons, Committee on Foreign Relations,
United States Senate (lCCH Tax Treaties, p. 1253-18).
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of a business enterprise (Article 6). In respect of all other property,

including shares of stock of a corporation, the right to tax is reserved

to the state of the decedent's domicile (Article 8). These rules were

followed in the estate tax treaty the United States signed with the Netherlands

in 1969. In 1977 the United States issued a model estate tax convention

which is patterned after the OECD model and which incorporates the same

shift in emphasis from situs rules to domicile rules.

As noted earlier, the Commentary to the OECD model treaty contains an

elective tracing provision for real estate held through a partnership or

other unincorporated association. While the U.S. model estate tax treaty is

patterned after the OECD model, the U.S. did not adopt the elective provi-

sion in the OECD Commentary.

Inconsistency between proposed legislation and existing tax treaties

can be avoided by giving existing estate tax treaties precedence over

subsequently enacted inconsistent statutory provisions. In the absence

of any specific declaration of legislative intent, the instrument which

was adopted last in time takes precedence. However, Congress can express

a contrary intent, as it did in Code Section 7852(d) with respect to treaty

provisions in effect at the time of enactment of the Internal Revenue Code
19/

of 1954. Similarly, in the Foreign Investors Tax Act of 1966 Congress

19/ Section 7852(d) states: "No provision of this title shall apply
in any case where its application would be contrary to any treaty
obligation of the United States in effect on the date of enactment
of this title."
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provided (in Section 110) that, '... no amendment made by this title shall

apply in any case where its application would be contrary to any treaty

obligation of the United States."

When a proposed statutory change will be inconsistent with a number

of existing treaties, it may be appropriate to provide that the inconsistent

treaty provisions shall take precedence, or it may be desirable to give

the legislation a deferred effective date in order to give the Treasury

ODepartment time to renegotiate the treaties in force. Even if treaties

are given precedence over the proposed legislation, the legislation could

still have some effect. The legislation would still apply to the estates

of individuals domiciled in a country with which the United States does not

have an estate tax treaty (e.g. Venezuela) investing in the United States

through a foreign real estate holding company (e.g. a Netherlands Antilles

corporation).

0


