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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:]

{Prees Release, May 14, 1979)

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SgTs HEARING ON
TAXATION OF FORRIGN INVESTMENT IN UNITED STATES

Senator 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.

'l;hs% hearing will be held in m 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 recentl‘)‘rasubmitwd 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 Bumsers. 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
?fﬁcel?ulilgt’iligng, Washington, D.C. 20510, by no later than the close of business on

une 14, .

Legislative Reorganization Act.—Senator Byrd stated that the Legislative Reor%;.i-
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 t 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) Witnesses 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.

(56) 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 thoee 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 b, Jul& 14, 1979, to Michael Stern, Staff Director, Committee on
Finance, Room 2527. irksen Senate Office Building, Washington, D.C. 20510.



96TH CONGRESS
18T SESSION . 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. BuMpPERS 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.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) section 871(a}(2) is deleted and a new section

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

1
2
3
4
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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ble to sources within the United States, from the sale or ex-
change at any time during such year of capital assets. Such
gains and such losses shall be determined without regard to
section 1202 (relating to deductidn for capital gains) and such
losses shall be determined without the benefits of the capital
loss carryover provided in section 1212. Any gain or loss
which is taken into account in determining the tax under
paragraph (1) of this subsection or subsection (b) shall not be
taken into account in determining the tax under this
paragraph.”.

(b) That section 881(a) is amended by deleting the word
“and” at the end of subparagraph 3(c), by adding the word
“and” at the end of paragraph (4) and by adding new para-
graph (5) as follows:

(5) gains described in section 1222(11),”.
\



96t CONGRESS
18T SESSION ° 208

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

JaNUABY 24 (legislative day, JANUARY 15), 1978

Mr. WaLLoP (for himself, Mr. BAKER, Mr. Baucus, Mr. BAYH, Mr. BELLMON,
Mr. Buepick, Mr, CanNoN, Mr. CHURCH, Mr. COCHRAN, Mr. CRANSTON,
Mr. CuLveer, Mr. DaNrorTH, Mr. DECoNCINT, Mr. DoMENICI, Mr. EXON,
Mr. GoLpwATER, Mr. HarRT, Mr. HaTcH, Mr. HayAkawa, Mr. HEINZ,
Mr. Horrinas, Mr. JEPsEN, Mrs. KassgBauM, Mr. LuoAr, Mr. Mc-
CLurE, Mr. McGoverN, Mr. MELcHER, Mr. MORGAN, Mr. NELSON, Mr.
Sasser, Mr. Scumirr, Mr. STevENs, Mr. SToNE, Mr. Tower, Mr.
Youno, Mr. Zorinsky, and Mr. THURBMOND) 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 tives of the United States of America in Congress assembled,

I-E®



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 A8 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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“(i) gain from the sale or exchange of

real property located in the United States
which is—

“I) land used in farming (as de-
fined in section 180(b)),

“(ID) land suitable for use in farm-
ing (as defined in section 182(c)(2)), or

“(III) 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
‘(i) that portion, in excess of $3,000

for the taxable year, of the gain from the
sale or exchange of stock in a corporation, or
interest in a partnership, trust, or estate de-
termined by the Secretary to be properly
attributable to—

“(I) the net unrealized appreciation
in land described in clause (i) which is
held by such corporation, partnership,
trust, or estate, and

“(II) in the case of the sale or ex-
change of stock in a corporation, an

amount equal to the gain, if any, real-
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Pt

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) NONBESIDENT 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)(2XB)” 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 insérting “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 HOLDINt,
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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5

ing to information concerning persons subject to special pro-

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

lowing new section:

“SEC. 6039C. INFORMATION CONCERNING CERTAIN HOLDINGS
OF UNITED STATES PROPERTY BY FOREIGN
CORPORATIONS.

‘“Every corporation, 20 percent or more of the value of
the assets of which at any time during the taxable year is
attributable to land described in section 882(a)(2)(B)(), shall
make a return for the taxable year setting forth such informa-
tion, as the Secretary may by regulation prescribe for the
purpose of enforcing sections 871 and 882. Any return filed
pursuant to this section shall, for purposes of chapter 66 (re-
lating to limitations), be treated as a return filed by the cor-
poration under section 6012.”.

(b) CLERICAL AMENDMENT.—The table of sections for
such subpart is amended by inserting after the item relating
to section 6039B the following item:

“8ec. 6039C. Information concerning certain holdings of United
States property by foreign corporations.”.

SEC. 3. EFFECTIVE DATE.
The amendments made by this Act shall apply with re-
spect to sales and exchanges occurring after February 28,

1978.
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Senator BYrRp. 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 ‘ray 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 foreign 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 De'ﬁe;rtment 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 WaLLopP. Mr. Chairman?

Senator Byrp. Senator Wallop, do you have a statement?

Senator WaLLor. I do have a statement and I also have one from
Senator Bayh which he asked be made a part of the record.

Senator BYrbp. Yes.
[The statement of Senator Birch Bayh follows:]

PREPARED STATEMENT OF SENATOR BIRCH 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 eaiex: for the t of legislation we are examining
here. I hope that the paasax;lof this bill into law will mark the initial at;g in
legislative efforts to protect erican farmers from the economic power of wealthy
outside investors.

As a cosponsor of S. 208, I, of course, strongly urge its e. But I question
whether it goes far enouﬁh toward slowinxls?relgn investment in farmland. With all
the difficulties facinit e independent erican 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
glt; prime farmland by foreign investors seeking nothing more than a quick return on

eir 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 paﬁing from $150—$2l:%l€0
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 foregi_fners 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 attractive 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 impossible
for a young man or woman to get a start in farminﬁ.

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 la 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 africultural licy designed to protect the family farm and prevent the
monopolization of the $160 billion food industry by 1 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. .

1 am excited about both these pieces of legislation. The 96th Congress will have
ggrformed a great service to the farmers and consumers of our Nation if it passes

th 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 contro} of our Nation’s vital agricultural lands.

Senator WaLLop. Mr. Chairman, first let me thank you for hold-
ing these hearings. I think the issue of forei%:\ 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 zssociated
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 chanfed 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 availavle 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:]
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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 very, 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 AFPFILIATIONS 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
Prance 12,665 5.1 11 4.9
Switzerland 11,825 4.8 12 5.4
Eurcpe (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



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

14

Acres purchased Transactions
Percent Percent
of total of total

Number (note £) Number (note f)

- 922 0.4 3 1.3
578 0.2 4 1.8
355 0.1 4 1.8
214 0.1 1 0.4
213 0.1 3 1.3
202 0.1 1 0.4
197 0.1 3 - 1.3
153 0.1 1 0.4
107 (d) 2 0.9

95 {d) 1 0.4

90 {(4) 1 0.4

86 (d) 1 0.4

78 (d) 1 0.4

64 (Q) 1 0.4

59 (d) 1 0.4

38 (d) 1 0.4

26 {d) 1 0.4

636 0.3 1 0.4
248,146 ¢/100.0 224 e/100.0

a/Foreign-owned partnership comprised of German, Swiss, Cana-
dian, and U.S. citizens.

b/Foreign-owned corporation comprised of Panamanian, Liech-
tenstein, Swiss, and Canadian citizens.

c/Foreign-owned corporation comprised of Japanese and French

citizens.

d/Less than 0.1 percent.

e/Numbers do not add due to rounding.

f/Percentages based on péojected 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:s*
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
Belgiunm 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 c¢or-
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.

b/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
Singyapore 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.

--0f 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 é;g

Georgias

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.
(Por 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 R 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 12,301 100

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 f{b)

Total 45,620 c/100




- State and
foreign affiliation

Georgias
France
Austria
Europe \
West Germany
Great Britain
Switzerland
Singapore
Sweden
Country unknown
Netherlands
Australia
South Africa

Total

Illinois;s
Netherlands
Italy

Total

Iowa:
West Germany
Great Britain
Denmark

Total’

Kansas:
West Germany
France
Switzerland
Iran

Total

Montana:
Belgium
Switzerland
Venezuela
West Germany
Canada

Total

Foreign purchases
Percent
Acreage of total

10,004 23
8,428 19
5,528 13
4,416 10
3,253 8
3,047 7
2,55 6
2,452 6
1,676 ‘
1,509 4

107 (b)
90 (b)
43,265  ¢/100
818 56
637 _44
1,455 100
302 42
272 37
153 21
1217 100
5,264 64
2,493 31
332 4
80 1
8,169 100

59,660 62

27,412 28
7,967 8
1,160 1

30 (b)

0
N

o

o

96,229
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Poreign purchases
State and ercent

foreign affiliation Acreage of total
Pennsylvanias
Great Britain 3,012 68
West Germany 1,302 29
Italy 127 3
Total . 4,44) 100
Texass °
West Germany 6,261 38
Liechtenstein 4,772 29
Netherlands 4,514 27
Switzerland 1,086 7
Total 16,633 </100
Washington:
Switzerland 6,613 34
Canada 6,219 32
Mexico 4,840 25
Netherlands 768 4

Switzerland, Panama,
Canada, and

Liechtenstein 355 2
Japan 202 1
Philippines 197 1
France and Japan 86 (b)
Indonesia 26 (b}

Total 19,306 c/100

Total 248,146

a/No breakout by specific country.
b/Less than 1 percent.

¢/Numbers do not add because of rounding.
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' TAX INCENTIVES FOR POREIGN INVESTMENT
IN U.S. AGRICULTURAL LARD

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
vwhether 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 “"effectively
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 22, 1379.
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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. trade or business. This election is usuvally 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. Poreign 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. Poreign investors may invest in U.S. real
estate through a real estate holding ccmpany
incorporated outside the United States and
avoid paying a capital gains tax on the bale
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 otdinarily be used.

First, if the real estate holding company sells
the property and liquidates within 1 year, dis-
tributing the sales proceeds to the foreign
shareholders, the capital gain realized by the
company is not recognized for U.S. tax purposes.
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Also, the shareholders would 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 fronm 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 inconme
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.
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--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. aqricultural 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 1979; 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. 1
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 Byrp. Thank you, Senator Wallop.

Senator Packwood, do you have a statement?

Senator PAckwoop. I have no statement.

Senator Byrp. 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.



217

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 ordim:lx 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.

lEgnally, 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 thz 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 Byrp. Thank you, Senator Bumpers.

, Vyhl?_tn‘i’s the basic difference between your bill and Senator Wal-
op’s bill?

Senator BuMpPERS. 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-
le);e;il the equivalent of a land transfer. Mine attempts to get at

th.

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 pag. 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 Byrp. 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 Byrp. Thank you.

Senator Packwood?

Senator Packwoop. 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 PAcCkwoob. I was not thinking of the treaties.

Senator BumpERs. Foreign investment in banks, for example.
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Senator PAckwoop. Where the tax on the investment, is called
withholding tax.

Senator Bumpers. What?

Senator PAckwoopn. We went through this debate 2 years ago; in
banks where foreign investors make deposits, the investors pay no
withholding tax.

Senator BumMpERs. Yes.

Senator PAckwoop. 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 BumpPERs. 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 dgreat deal of international competition for
capital and Japan and Germany and the United Kingdom and
other develo countries are competing for that same capital and
when they are providing incentives that we are not, they also have
fairly stagle 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 ve?' good reason. Most of them were holding prestigious
deposits from these countries and they could see the outflow of that
ca{)ital with terrible business consequences to those banks.

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 everybodK 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 am{ my bill on the
issue of agricultural lands does address one of the more egregious
and visible discriminatory laws.

Senator PAckwoob. Thank you.

Senator Byrp. Senator Wallop?

Senator WarLop. 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
proglslon 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 WaLror. Thank you.

Senator BumpPERs. 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. [ 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
%roﬁt in Europe where there is no profit derived here and the

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

Senator BuMpPERS. Mine does not, either. I just throw that out
because I covered that in the last paragraph of my testimony. It is
another place where 1 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 BumpPERS. You are absolutely right. Constitutionally, I do
not think we can prohibit—the Supreme Court has ruleg that
citizenship includes aliens so when it comes to alienation of proper-
ty, 1 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 ByrRp. 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 GRassLEY. Thank you, Senator.

Senator Byrp. It is always good to see you.

STATEMENT OF HON. CHARLES E. GRASSLEY, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF IOWA

Representative GrassLey. I appreciate working with you on
doing away with the carryover basis. Hopefully we can get that job
done here, too. _

HSenabor Byrp. I hope so. I appreciate your strong support in the
-House.

Representative GRAsSLEy. Mr. Chairman, Senator Packwood,
Senator Wallop, members of the committee generslly, 1 appreciate
the opportunity to be with you this morning. 1 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 &romised 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,
m_cluding 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. 4

nother 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 forei
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 obviousl{, 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
legistla_txon 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 ra&id passage of the same bill by thelgenate. Even
though 100 House Members last year sifned 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 a
majority 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 groper 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 Byrp. Thank you, Congressman Grassley.

You reﬁresent a farming and agricultural area. Do you feel that
most of the farmers in your congressional district, and in Iowa, for
that matter, would favor the legislation being considered today?

Representative GrassLey. 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 BYrRp. Thank you, sir.

Senator Packwood?

Senator PAckwoob. I have no questions.

Senator Byrp. 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 GRASSLEY. 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 aj)roblems, 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.

nator WaLLopr. 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 GRAsSLEY. Again, I think the most interest is in
the farmland. I, quite frankly, have not made up my mind on that
point entireli; 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 WaLLopr. 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 GRASSLEY. 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 Byrp. Senator Dole?
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Senator DoLE. I want to thank Congressman Grassley for his
leadership in his area. Washington has had a lot of farmers here in
the last couple 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 in'ovided 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
ve%Quickly.

ank you.

Senator Byrp. 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 Byrp. 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.

is year, we are in a better position, since 172 members of Congress have
cosronsored 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. [ believe the Treasury Department confirmed my conclusions in their recent
report to the Congress on foreign investment in farmland.

certainly do not want to leave this committee with the impression that the
Grassley-Wallop bill is the final solution to this difficult subject. Although I will not
be able to stay to hear the rest of the witnesses, a member of my s 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, 1 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, 1 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 DoLk. I will not read it. I will just put it into the record,
but it is a good statement.

Senator ByRp. I am sure it is.

[The prepared statement of Senator Dole follows:]

STATEMENT OF SENATOR BoB DoOLE

In recent years, foreign ownership of U.S. Jrogerty has increased. In some por-
tions of rural America, farmers are alarmed that passive foreign investors are
needlessly bidding ulp 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 ize 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 aliens were purchasing agricultural lands at a
rate of 560,000 acres per year. In a recent report by the ury 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 co‘r})o-
rations are not subject to U.S. tax unless they are “effectively connected with a U.S.
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 Byrp. 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. Lusick. 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. Lusick. 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.
quigally, 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, forei
taxpayers prefer the opposite side of the coin and find ways to shift
from being 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.
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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 1l 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 fproperty 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
be pumped in to change the ratio, if those are real property assets
ancr 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 withholtfing 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 disclese 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 BYRrp. Thank you, Mr. Secretary.

Let me ask you this. If 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. Lusick. 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. Lusick. They do have a procedure and we could take a look
at that when we go to mark up the bill.

Senator BYRrbp. The Canadian procedure is very similiar to what
Sen‘?ator 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 BYrp. 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-
n‘}s;try 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 Byrp. The Treasury Department favors Senator Wallop’s
bill, with certain modifications?

Mr. Lusick. 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 Byrp. 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. Lusick. 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 Byrp. Am I correct, then, according to your figures
{)oi'lgigr})ers have total investments in the United States of $174

illion?

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

Senator Byrp. Of that $174 billion, $4.2 billion is in real estate?

Mr. Lusick. Those are the 1974 amounts.

Senator Byrp. You cannot break that down between farmland
and nonfarmland, but you have another figure showing 3 million
acres of farmland?

Mr. Lusick. 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 Byrp. 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. Lusick. 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 Byrp. Assuming Senator Wallop’s proposal were adopted
by the Congress, would that require a negotiation of any treaties?

Mr. Lusick. 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 Byrp. They would need to be renegotiated, would they?

Mr. Lusick. Yes.

Senator Byrp. 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. Lusick. 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 enforcement.

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

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

Mr. Lusick. If I can call your attention to the table on page 55 of
the green report, we heve 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 Byrp. Senator Wallop?

Mr. Lusick. 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 Byrp. 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 acquice 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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l\g 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. Lusick. 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 WaLLor. Have any of our tax treaty partners expressed
official concern over these potentials?

Mr. Lusick. 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. Lusick. 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
1ﬁ66, but the Netherlands Antilles Treaty antedates that statutory
change.

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

Mr. Lusick. 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 WaLLor. Would the provisions of this bill tend to address
that problem?

Mr. Lusick. Yes.

Senator WaLLor. The ones you suggest?

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

Senator Byrp. Senator Dole?

Senator DoLE. If you could find one of those treaties that you
wanted badly enough to tack on carryover basis——

Mr. Lusick. 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,
ar}xld 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. Lusick. 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. Lusick. 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 Byrp. 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. Lusick. 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 - y
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Mr. Lusick. I do not believe so, Senator Dole. We would have a

separate entry in that score.
nator 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 count
and, of course, the treaty countries to which you have been allud-
ing are very popular tax haven jurisdictions.

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

Senator DoLE. Where has most of the farmland been purchased?

Mr. Lusick. 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 ﬁieoe of land in that area.

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

Mr. Lusick. 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
anly particular reason to delay.

t is consistent with sound tax theory.

Senator DoLe. Thank you.

Senator Byrp. Thank you, Secretary Lubick.
¢ l[lThe] prepared statement of Mr. Lubick and the Treasury report
ollow:
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STATEMENT OP THE HONORABLE DONALD C. LUBICK, _
ASSISTANT SECRETARY FOR TAX POLICY

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 1973. 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 €indings. Under present law, the United
States does tax capital gain of foreign taxpayers =-- non-
resident alien 1ndividuals 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, 1s 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 belleve would be appropriate to
limit these opportunit:es 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 1s described more fully in an attachment to
my statement., A striking difference between $.208 and S.132
is that $.203 would change present law as it applies only to
agricultural and rural land, whereas the $.192 bill would
apply to all U.S. property -- real estate, stock, bonds, and
3o forth. In the Administration's view, oresent law should
be changed as 1t aocolies to all real estate. That 1S to
sy, we believe that the scope of 5.203, agricultural and
rural land, is too narrow, and that of S$.192, 2all property,
1S 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
Wwith 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 $.2038, We do
think, however, that $.208 could be improved upon 1n 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
1mposed. Let me address these two questlons in turn.

First, the gquestion of the taxation of gain on shares.
Under S5.208, a nonresident alien or foreign corporation is
subject to taxation on the sale of shares in any corpora-
tion, or 1interest 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 1s attributable
to the corporation's real property holdings, but the statute
is not clear whether the Secretary will have authority to
1ssue "legislative" type requlations in this area.

In our view, this approach is both too narrow and too
broad. It 1s too broad in that, potentially at least, it
reaches a whole host of transactions which do not raise the
xind 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, Lf the corporaticn held U.S. farmland which bore
unrealized appreclation. This would embroil the Treasury in
a h1ghly 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
Lmpossible, 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. Equit-
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, 1n our understanding, 1S 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 1t to all gain on such
shares.

We would also recommend enforcement provisions different
from those in S$.208. Section 1l(b} of the bill makes the
taxation of these gains dependent upon the ocrdinary
"withholding” 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 <now 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 mnay 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 equitable enforcement of the tax,

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 stijll
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 1interest, dividends, or royalties. B8ut
where the payment is a purchase price, a large part
of it, indeed 1n many cases all of it, may not be
capital gain -~ it 1s 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
1mpossible for a purchaser to know these
circumstances, and the proposed legisliation sets
forth no mechanism for giving him the power to
aporise himself of them,

The proposed legislation does not deal with the
fact that many of the purcnasers involved, the
"withholding agents®” under the legislation, may
themselves be foreign persons. Withholding taxes
are 1mposed because collecting tax from foreign
persons is very difficult once the income to which
the tax attaches is out of the country. With-
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, 1in
the event of nonpayment, But 1n the situation
addressed by this legisliation, 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 problenms.
With regpect 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
withnold. 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
#ill know the extent of his withholding obligations. If the
seller chooses not to do this =-- our proposal permits him
this choice -~ the purchaser 1s 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 cterritory.

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 leqgislation 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 i1n force bilateral tax treaties
with 38 foreign countries and 3 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 trezties contain
articles exempting residents of the treaty country from U.S,
taxation on capital gain on the sale of corporate shares.
All 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
moce difficult, i1f not altogether impossible, if the United
States were to begin overriding specific treaty provisions 2
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 1mmediately override our tax treaty
obligations, but are willing to contemplate provisions which
would allow the Treasury sufficient time to implement appro-
priat. modifications 1n those treaties befoce 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
rhan 1t 138 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 1n 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 i1nterest 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

(1) 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 13 to be determined, or for such other
period as 1s applicable, was derived from
commercial, agricultural, or residential
rentals from U.5. real property, from the sale
of agricultural products produced on U.S. land
held by the corporation, partnership or truste,
or from gains from the sale of a "United
States real property lnterest”; or

{11) more than 30 percent {90%) of the assets of
such corporation, partnership or trust
(exclusive of cash, amounts on deposit 1n a
financial 1nstitutlon, marketable securities,
accounts or notes receivable, or other readily
marketable assets, 1n excess of a reasonable
amount of working captital) constitute "United
States real property interests.” For this
purpose, the term "United States real property
interests” shall not include real property
used 1n a trade or business as described in
section 1231(b), except that such term shall
in any event include: (a) real property used
1n 3 trade or business the primary object =f
which 15 to earn income of a kind described 1n
paragraph (1) above; and (D) any real property
located in the United States which is --
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(£) land used in farming (as defined in
section 180(b) of the Code);

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

(ITI) land in a tural area (within the meaning
of paragraph (7) of section 306(a) of the
Consolidated Parm 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)
1s 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
a2 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 proverty
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
the sale. In the event the statement does 1ndicate such an
amount, the purchaser would be required to withhold tax at a
rate of 23% of such amount. In the event the statement did
not i1ndicate such an amount, or 1f 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 te all sanctions imposed by the present Code upon
withholding agents,

(S) cEvery foreign-controlled United States real pro-
perty corporation, partnershilp, or trust would be required
to file an annual i1nformation 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.
Bach 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, S%¥ or more of the shares of (or
interests 1n) any such person. Such returns would be
tequired to identify the ultimate beneficial owners of any
of the shares of the corporation (97 1interest in the trust
or partnership) held in any entii, owning 5% or more of the
corporation, partnershlp, or trust, The return would be
required to indicate all changes in ownership which occurred
during the taxable year, which 1nvolved a person who at any
time during the year owned, directly or indirectly, more
than 3% of the shares of the corporation (or interest in the
vartnership or trust) including changes which occurred as a
result of transactions 1in interests in entities which owned,
directly or indirectly, the shares of the corporation,
partnershlp, 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 28% of the
difference between the proportionate share of the excess of
the faLr market value of any United 3tates real proverty
interests held by the corporation, partnership, or trust at
the time of the transaction, over the aggregate basis of
such Lnterests in the nands of the corpnration, partnership,
or trust with an appropclate step-up in basis to the
corporation, partnership, or trust. Such liability will be
aoated 1n the event of subsequent payment of the tax. I¢£
the corporation, partnership, or trust fails to supply proof
of stock ownership, 1t will be liable for a tax equal to 238%
of the difference between the aggregate fair market values
of any U.S. real oroperty interests it holds at the end of
the year 1n question, over the aggregate basis of such
interests 1n 1ts nands, attributable to the shares the
ownership of which the corporation, partnership, or trust
fails to 1dentify. This liability too, 1s subject to
abatement Ln the event of subsequent 1i1dentification 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 neqgotiate 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 20220

AUNGTANT IrRpg

AUG 101879

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. 1In 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. O0f 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 foreigng¥s that has
characterized this area of our tax lawsi,

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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THE SECRETARY OF THE TREASURY
WASHINGTON

MAY 41979

Dear Mr. Chairman:

Section 553 of Public Law No. 95-500, the "Revenue Act

of 1978," 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 alliens 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.”

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 a2 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,

WX Bt w0

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 canngt 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
S 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 1investment has been growing
rapidly over the last five years, hard statistical evidence
documenting this trend is simply unavailable.

Tax return data also 1indicate that real estate
investors, domestic and foreign, often report 1losses 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.



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 a U.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 certaln Items for residents of
countrfes 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

Tnvestors to avold U.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 iIn 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 2-1 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
{mprovements) 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, Liabilitlies & Net Worth
of U.S. Affiliates 1/ of Foreign Companies
(Millions of Dollars)

: All B 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/ 1Includes 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.



72

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 (f.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
bfllion. 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

* wWilliam K. Chung and Gregory C. Fouch, "Foreign Direct
Investment in the United States, 1977," 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.

gL
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1974) of the estimated one billion total acres of U.S. agri-
cultural land in 1978.* 1In 1977 and the first half of 1978,
foreigners were purchasing U.S. agricultural land at a rate
of 560,000 acres per year, which constlituted 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 1land 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 iIn 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 Porestry,
(January 1979).

** Avajlable 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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Tadle 2-3

Selected Balance Sheet and Isccme Stavement Items
by Type of Beturn and 3elected Iodustiry
(Mooey Aaounts are in Milliocns of Dollars)

Trpe of Netern eod Tota 1 Total Bot .
Salactad Induatry Jesa
COAPORATIONS V/
Lessors of builéings 166,905 $62,833 IV, 105 §11,792 §5,105 018,398 05,737 42,022, 2,800 82,010 9,10 "2
of alaing, oil
et progarts | m a9 m s w o 15 " [ 1
Lessors of reilroed
a0 other propert PRTTEER 1) m 08 2 " a u % s n
Teal estate tovedeent truste 375 10105 2,919 91 LT 1,02 e " " » 7% s
Corporations MOZIT T I,T00 11,508 10,317 6,29 15,702 2,126 )50 2,129 L3S 1,086
DARTEERSEIPS WITH MALABCK JERKIS 2/
of buildi 25,023 LNL&T 8T 19,131 98,803 20,11 23,750 2,881 T,IM 5,135 LIM 5,801
Grher Loseora 14 a2 e ‘s 340 s ) Ay 50 155 w o w
Partoershi with
elance Seeets 77,695 l2,685  ATIY 22,552 101,28 20,80 2,091 7,899 5,10 1,089 3,342
Corporationa and
't 111 with
Talence seets M1,072 202,58 122,00 36,090 111,563 36,753 39,93 5,023 1,78 103 3 1,08
Ald, PARTEKRSNLPY 2/
Lessors of bulldings 20,633 o/a aa 20,090 T 7,900 5,00 L%9 5,5%
Otter Lonsors ¥ 32,309 o s ! s 0 sy 2z 8
Partoarsaipe 22,980 ars 2,18 2,912 ol 3,%1 2am 5T
[ L L
acsneranise w261 wre ase na [YZR X TR VR L TR TS SR 1.9 n086 T8
0LE PAOPRIETORS 2/
Lassors of butldiags 2,60 »a ara %06 s 103 u 188 oM
Otber Lassors WU an n/a 2 3 1y 18 2 2% 2 s
Pere lsadiorde %066 wra 2/ a/s 2,819 (a6 236 8 w2182 113
Sole proprietors o e A e 2,50 »r 355 FILENR N R 1T
Carporetions, partoer-
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propriators ®2312 i e e e M2 L2 5% 1,03 TAn 6T 7,50
DRILIDIALY _REPORTING
LECOMEOR LOAS PEOM
WA BV 11716, 41w e ara e s wn /e wa a9 1,09
ALl returne 2,087,839 a/a /e »/8 /s /s u/s a/e a/a 5,086 8,595

0ffios of the Seorstary of the Treasury
Office of Tax Anslysis

Y Source: laternal Revenue Service, Corporation Sourve Book of Statlatics of Incose, 1975.
2/ Source: Istersal Bevenus Bervioe, Stat{stios of Incoms - 1975, Busicess [ascee Tax Jeturns.
Y Source: Istarsal Beveaus Service, Statistica of Income - 1975, Indivicael [ooome Tas Neturms.
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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 b forei%n ersons; Table 2-5 presents comparable
statistics for ore; n real estate corporations with income
effectively connecteg 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 {n 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.
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Table 2-%

Selected Income Statement and Balance Sheet Iteas of
Doamestic Corporations Engaged in Real Estate and Owned 50 Percent
or more by a Foreign Eatity by Country of Address of Foreign Owner, 1973
{Money Amounts in Millions of Dollars)

:  Number : : Depreclable : H H H
: of : Total : Asseta :  Total H Total :  Net :

Country : Returns ; Asseta ; (Net) : Receiots : Deductiona i Income : Deficit

All geographic areas 760 82,110 $1,198 3N 3363 37 360

Canada 294 470 255 68 m 1 n

Latin America 18 90 30 n 15 . 5
Panama, excluding Canal Zone 13 1] 21 L 7 L L}
Peru 55 13 1 2 2 - .
All other Latin Aserica 10 33 8 5 6 . 1

Other western hesisphere s 236 154 29 36 1 8
Bahasas 38 102 70 8 12 - 5
All other western hemisphere 51 133 1] 21 24 1 3

(includes Netherlands Antilles)

Europe 53 287 ns &0 LL} 3 8
Luxembourg 16 28 16 2 3 - 1
Switzerland 3 3 3 1 1 - .
United Kingdom 25 155 108 26 29 1 L}
West Cermany L] 69 32 8 6 3 .
All other Europe 5 36 . 3 6 - 1

Africa 3 15 2 3 3 * -
Liberia 3 15 2 3 3 . -

Asia 93 141 49 19 25 1 7
OPEC countries 9 23 1 2 5 - 2
Japan kil 82 12 15 18 1 L}
All other Asia 13 36 19 2 2 L4 L

Australia 24 n 5 22 21 . -

Country not stated 129 [11] 613 121 135 . AL

LL

Office of the Secretary of the Treasury
Office of Tax Analysis

Source: Unpublished Internal Revenue Service tabulations.

* Less than $500,000



Foreign Corporations Engaged in U.S. Trade or Business

Table 2-5

whose Principal Industry was Real Estate,

by Country of Incorporation, 1974

(Money Amounts in Million of Dollars)

:  Number : 2 : :
: of : Total H Total : Net H

Country : _Returns : Receipts : Deductions : Income :  Deficit

All geographic areas 347 $62 $78 $3 $20

Canada 74 13 15 - 3

Latin America 65 6 6 * 1
Panama, excluding Canal Zone 60 S 6 * 1
All other Latin America 5 * * * *

Other western hemisphere 138 36 48 2 14

(includes Netherlands Antilles)

Europe 39 S 4 1 *
Liechtenstein 10 1 1 * -
United Kingdom 6 4 3 1 hd
West Germany 16 * o hd *
All other Europe 17 d * * *

Africa and Asia 13 1 2 hd 1

Australia 7 1 1 * *

Office of the Secretary of thz Treasury

-

Office of Tax Analysis

Less than $500,000

8L



79

-14-

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 i{pdiyiduals, 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 1listed 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). PForeign 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 Porms
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
i{s 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 Eirst 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 depreciatlon). 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 the 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 Housling 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 deprecliation 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 vyear
(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-
precfation), 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. 1In 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 {s 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 i{income and, thus,
defer his tax payments. This makes investment 1in 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 1individuals 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. 1If 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, tre maximum effective rate on capital gain of
individuals is 28 percent (40 percent of 70 percent).

An {ndividval 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 {s 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 i{temized deductions)
and tax credits, such as the investment tax credit, not
alTowed 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 determining 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 "substantial economic effect."

Appendix C describes a hypothetical example of a part-
nership between a domestic and a foreign taxpayer. By
allocating the tax losses to the domestic investor, who is
not limited fn his ability to offset such losses against
other U.S. income, and allocating only capital gain to the
foreign {nvestor, 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 could either one investing
separately.

I1. 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 corrorations.

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 1income 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 1is 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 Poreigner 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 1itself provides no explicit standards. Regulation
1.871-2(b) , however, does provide standards:

An alien actually present in the United sStates who is
not a mere transient or sojourner is a resident of the
Unfted States for purposes of the ilncome 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 TI.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.
{mmigration laws would usually be residents for tax
purposes.

Length of Stay - The longer a forelgner remains in the
Unlted 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.

Oother Factors - Owning a home or condominium, signing a
Tong-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: Iinvestors 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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"effective 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 Buslness 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 1little explicit guidance
for making this determination. The performance of personal
services within the United States {s, with one 1limited
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 llkely 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 slngle tenant wunder which the 1lessee 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 wunimproved 1land, 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 1s 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
{s 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.qg., income derived
from goods sold in the United States).

- Certain foreign source fncome 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 i{ncome 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, {f
the corporation also earned U.S.-source interest on 1long-
term bonds which were not held for use in the conduct of {ts
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 i{s 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 on 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. Poreigners typlically
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-
uvals 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.

L 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. 1If 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
:he corporation's income or loss in their own taxable

ncome.

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 {f
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” i{n 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
fncome of taxpayers who were engaged in a U.S., trade or
business was 1introduced. But the exemption for capital
gains of foreign corporations and nonresident aliens not
engaged in a U.S, trade or business has remained since 1934.

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 i{nstallment 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 thelr stock. Because stock ownership does not 2%5
se constitute a trade or business, the capital gain Is
tax exempt. The holding company, not its share-
holder(s), is engaged in a U.S. trade or business. 1In
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.

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.

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," 1if 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.

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 to have 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.
governments_or 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
832 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 1If 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. Pederal 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
ultimatel intends to return. Thus, an alien who was
present In the United States with no definite plans as to
the length of his stay, but with the ultimate intention of
some day returning 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 $175,000 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
glfts made by an individu.l are included for the purpose of
determining the bracket oi., or rate of tax imposed upon, any
subsequent gift or upon the i{ndividual'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 wupon 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 Requlations 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 fs 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. Real 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 allens; 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 domicliled 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 forelgn 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. recl
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 1income
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 1is, 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 i{s 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 1is
actually remitted. 1In 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 1imposed 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 {n
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 1950'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. 1If 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 {f 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 : Wajver : Treatment of capital gains in U.S.
:signature of : net basis: of U.S. : of U.S. : General : Exceptlons to source country exemption
: of treaty : election :; second : second : sSource : real : P.E. or : 183 day : other
: or most H :dividend :interest :exemption :property : fixed : presence :
: recent : : tax :  tax H H : base :in source :
Country : protocol(P) : 3 B H 2 : property : state H
Antigua 1/ 1958 x x x
Australia 1953 x x 2/
Austria 1956 x x x
Barbados 1/ 1958 x x x
Belgium 1970 x x 10/ x x x x
Belize 1/ 1958 x x x
British Virgin Islands 1/ 1958 x x x
Burundi 3/ 1959 x .
Canada 1966 (P) X X x x x
Denmark 1948 x
Dominica 1/ 1958 x x x
Egypt 4/ 1975 x 10/ x x x x
Palkland Islands 1/ 1958 x x x
Finland 1970 x x x x
France 5/ ' 1978(P) x x 10/ x x x x x &/
Gambia I/ 1958 x x x
Germany 1965(P) x x x x x x x
Greece 1950 x x x
Grenada 1/ 1958 x x x
Hungary 4/ 1979 x x x x
Iceland 1975 x x 10/ x x x x
Ireland 1949 x x x
Israel &/ 1975 x x 10/ x x x x x 1/
Italy 195S x x x
Jamaica 1/ 1958 x x x
Japan 1971 x x 10/ x x x x
Korea 4/ 1976 x x Yo7 x x x x
Luxembourg 1964 x x x
cont.
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TABLE 4-1

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

: Date of : Annual : Waiver : wWaiver Treatment of capital gains in Uy.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 H :dividend :interest :exemption :property : fixed : presence :
: recent H H tax 3 tax : H : base :in source :
Country :_protocol (P) : : : : H : _property : state 2
Malawi 1/ 1958 x x X
Montserrat 1/ 1958 x x x
Morocco 4/ 1977 x x 10/ x x x x x 6/
Netherlands 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 x 10/ x x x x
pakistan 1957 x
Philippines 4/ 1976 x 10/ x x x
Poland 1974 x Yo/ x x x x
Romania 1973 x Yo/ x x x x
Rwanda 3 1959 x -
St. Christopher, 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 1/ 1958 x x x

Office of the Secretary of the Treasury

Office of Tax Analysis

go1
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TABLE 4-~1

Selected Provisions of U.S. Income Tax Treaties
Affecting Poreign 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’' at
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 connegtion with which
the indebtedness was incurred, and which bears the interest.
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tax their residents' capital gain from the sale of
U.S. rea)l estate at rates comparable to those
applicable to U.S. citizens or corporations.**

I1. Conduit Countries

A. Netherlands Antilles

Although most recent conventions contain provisions
designed to 1limit 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 may be able to achieve this objec-
tive by "structuring® investments "thr,ugh"™ 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. 1In 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. 1In 1963, the U.S. and the
Netherlands executed a protocol to the convention whish
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 dces 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-residents.
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 wusually 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. PFirst, and most critically, dividends and interest paid
by a MNetherlands Antilles company are exempt from the
U.S. "second withholding"™ taxes. The United States
applies 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 S50 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.



109

-

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 $1
million U.S. real estate investment which the mortgage
interest represents thereby escapes U.S. income tax.

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.qg., 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).

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 instanc2). The .2therlands
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 - g



110

-45-

— ————

British virgin Islands

The income tax convention between the U.S. and the
British virgin Islands {s an extension of a 1945 convention
between the U.S8, aad 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 deces not apply to
the British virgin Islands or the other territorTes 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 1Islands
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

i to the British virgin 1slands., This means that If
income Is never deposited In or otherwise paid over to the
British virgin 1lslands, it is not taxable in the British
virgin Islands. The "remittance" 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 alilen 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 income, are reported for tax
purposes,

I1f 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:

l. 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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I1. Legislative Proposals

A proposal by Senator Wallop to tax the capital gain on
the sale of agricultural land was iIncluded 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 oJpportunity 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 Iinterest 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
can, however, put proposals for change into a clearer
economic perspective. The particular example summarized in
this section and described more fully in Appendix C prpceeds
on the hypothesis that an investor purchases unimproved
agricultural 1land for $1 million, $800,000 of which is
obtained from a conventional, 40-year mortgage carrying
interest of 10 percent per annum. For ter. 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 vyear, 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

a Foreign vs. Domestic Investor
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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 reflects 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 prior 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 "than the
ablility 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. 1In fact, a foreign Investor 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 1{s wundertaken 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
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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, iIn fact, wide
international acceptance. Section 1 of Article 13 (Capital
Gains) of the 0.E.C.D. model income tax treaty provides:

Gains derived by a resident of a Contracting State from
the alienation of {mmovable 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 1least 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, 1interest and
other Tncome on flnancial 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
galns tax makes domestic securities easier to sell
on international markets,

Taxing capital gains on the sale of corporate shares would
not be Jjustified 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, 1s whether the rules for distinguishing
effectively connected and non-effectively connected gains
should be so easily manipulable. The abuse highlighted in
this Report 1is 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 aopropriate 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 hangd,
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 forelgn-owned assets typically appre-
ciate in value or the length of time they are held can only
be surmised. Table $-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
(million §) : (millions)

Investment 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 ﬁercent, 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.

031
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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 1In 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 consegquence,
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
bulldings 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 1land 1is 1land 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 1is neither a U.S.
citizen nor a U.S. resident,

Residence: An alien actually present in the U.S. who i3 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. 1If 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
which Is taxed 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 1life,
centralization of management, limited liability, and free
transferability of interests, '

Foreign Corporation: A foreign corporation is a corporation
which 1s 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 for 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,
joint 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 varles 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 allen 1s 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
capital 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-
tlon allowed 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 1land, 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 {ts 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
plece 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 vyears. 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 denerally 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 foreign 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. 1If 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, 1is 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 thelr frequently broader scope in
attempting to tax non-residents, effective taxation of gain
on the disposition of real property by nonresidents |{s
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 1look
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 1liability, e.q.
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
qains 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 of
the corporation. However, Italy taxes corporations on the
apprecliation 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,

cC. Taxation of gains on real property and "substantial
holdIngs™ of corporate shares

Several other countries, 1including 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 gafn 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
3 years, (The ordinary rates applicable to individuals'
income range from about 40-60 percent.)

In Canada the holding period 1is 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; 1{.e.,, the tax in effect averages the gain over a
S-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 i€
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, 1Israel 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 1f 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 galn is adjusted for price increases or
devaluation of the Israelil 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 1inflation only 1if the
property is held more than two years.

Exchange controls can be used to help enforce such a
tax. PFor 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 {s 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 $50,800 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 forefgn
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 nis calculated by
dividing the actual cash flow by (1+i)", 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.



Tadble A-1

Numerical Values of Hypothetical Investment
in Agricultural Land

50,000 81,808 178,284 3,523 779,328 10,000 -38,288 -22,970 -¥1,808 -19,50% -423,082 -18,838 -8,788 -297,127
50,000 81,808 77,932 3,876 775,888 10,000 -37,932 -22,759 -#1,808 -17,331 -A8%0,373 -19,0%9 -8,079  -305,206

H H : : : H H H : :Discounted: H :Discounted:
: : : : : H H H :Cash Flow: Present :Accumulated:Cash Flow: Present :Acoumulated
: : : :Repayment of: Mortgage : H H s to : Value of : Value of : to : Value of : Value of
H iMortgage:Mortgage: Mortgage : Principal : Other :Taxable:Domestic:Foreign : Previous : Previous : Domestic: Previous : Previous
Year:Rent : Paysent:Interest: Principal :Outstanding:Expenses:Income : Tax :Investor : Column : Column : Investor: Column : Column
s (2 : () =z (3) o (5 i (6 : (7: = (B) _: (9) = 10 (11 s €12) . (13)  :  (18)
Purchase -200,000 -200,000 -200,000 -200,000 -200,000 ~200,000
1 50,000 81,808 80,000 1,808 798,192 10,000 -%0,000 -24,000 -41,808 -38,007 -238,007 -17,808 -16,189 -216,189
2 50,000 81,808 79,819 1,989 796,203 10,000 -39,819 -23,891 -N1,808 -38,552 «272,559 =-17,917 -14,807 -230,996
3 50,000 81,808 179,620 2,188 194,015 10,000 -39,620 -23,772 41,808 31,811 -303,970 -18,063 =-13,571  -2MN,567
% 50,000 81,808 79,402 2,806 791,609 10,000 -39,802 -23,681 ~A1,808 -28,555 -332,525 18,167 -12,M08  -256,975
s 50,000 81,808 79,16% 2,647 788,962 10,000 -39,16% -23,497 41,808 -25,959 -358,48% -18,311 -11,370 -268,3%5
6 50,000 81,808 78,896 2,912 786,050 10,000 -38,896 -23,337 41,808 -23,600 -382,08% -18,471% -10,426 -278,771
7 50,000 81,808 78,605 3,203 182,847 10,000 -38,605 -23,163 41,808 -21,454 -302,538 -18,645 -9,568 -288,339
8
9
10 50,000 81,808 77,54 8,263 771,185 10,000 -~37,5M% -22,526 -81,808 -16,119 ~A56,492 -19,282 7,838 312,680
Final
Sale 751,402 350,881 2,107,320 812,863 355,971 1,656,478 638,680 326,008

[1,818,373] [701,062] [24%,570]

Office of the Secretary of the Treasury
Office of Tax Analysis

181



132

-67-

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 domestlic
investor's net proceeds are $1,656,478, which equals
$2,878,320 minus $771,185 and minus $450,841.

I1f 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 1is $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 1is 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 {s 1liquidated, 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.

wWhat 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
gquaranteed 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 i{nvestment to the foreign-
domestic partnership can now be determined. Prior to the
fina) 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-1), 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 S-1 in the text depicts the accumulated present
value of the cash flow to a foreign and a domestic i{nvestor
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, m§ nanie
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 BYrp. Fine. You may proceed.

Ms. Rice. Thank you.

STATEMENT OF GRACE ELLEN RICE, ASSISTANT DIRECTOR,
NATIONAL AFFAIRS, AMERICAN FARM BUREAU FEUERATION,
--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
ca&ittgl 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 wili:
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One, oppose preferential tax treatment of foreign investments in agricultural land

un'gvevr f eralrtialx lt'“lva‘:!;:nmtahtayt pwr?l?z?l:;:'ct foreigners to capital gains taxes.on the
0, 8U i .
sale of Ué)pf?armm e plal g

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 U.S.
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 Byrp. Thank you.

[The prepared statement of Mr. Johnson follows:]
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National
Farmers Union

u

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
Pertaxnxng 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. 5.
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 not 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 questiorned 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.

@ Suite 600, 1012 14th Street, N.W., Washington, D.C. 20006 — Phone (202) §28-9774

e 190
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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 econonmic 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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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.

Attachment
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Senator Byrp. At this point, I will insert into the record a letter
to the committee from the Florida Farm Bureau Federation sup-

rting Senator Wallop’s pro and one from the Montana Farm

ureau 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 BUREAU FEDERATION

POST OFFICE BOX 730 TELEPHONE 378.1321 - GAINESVILLE. FLORIDA 32802

June 14, 1979

[ D)
. ’lf{e r,}ﬂ".‘ )

(&

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 '
Waltar J. l?autz
President

WIK :bk

cc: Senator Richard Stone
Senator Lawton Chiles
Representative Richard Kelly
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Montana Farm Bureau' Federation
125 West Mendenhall, Box 1237
oie 59715

one 7-3153

A Farm Bureau SPEEDLINE message for: 'Ll’

SENATOR HARRY F. BYRD a \
CHAIRMAN SENATE FINANCE SUB. COMMITTEE '77-
UNITED STATES SENATE

YASHINGTON, D.C. 20510

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 LAV, INVESTORS ARE GENERALLY NOT TAXABLE ON CAPITAL GAINS
YHEN 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 SUEMITTED 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. ¥E CONTINUE TO DO SO AT ALL LEVELS
OF GOVERNMENT.

WE ARE IN SUPPORT OF S. 208 AND HOPE YOU ¥ILL DO THE SAME.

ZACK STEVENS FOR: -
MONTANA FARM BUREAU

MONTANA FARMER”S UNION

MONTANA N.F.0.

MONTANA W.I.F.E.

MONTANA GRANGE

MONTANA CATTLEMEN’S ASSOCIATION

50-150 0 - 79 - 10
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Wyoming Farm Bureau Federation
Box 1348

Laranie, ¥Y 82370

Phone: 307/745-4835

June 19, 1979
Pite 4. 2 s

A Farm Bureau SPEEDLINE mnessage for:

/é/
THE HONORABLE HARRY F. BYRD, JR. ”
UNITED STATES SENATE
YASEINGTON, D.C. 23518

“

DEAR SENATOR BYRD:

WE WERE PLEASED TO LEARN THAT YQUR SUBCOﬁﬁITTES 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
¥YOMING., OUR MEMBERS HAVE EXPRESSED INCREASING CONCERN ABOUT GROWING
POREIGN INVESTMENT IN UNITED STATES ASSETS.

WE OPPOSE PREFERENTIAL TAX TREATMENT OF FOREIGN INVESTMENTS IN
AGRICULTURAL LAND UNDER PEDERAL TAX LAW OR TREATY FROVISIONS. WE SUPPORT
LEGISLATION, LIKE S. 208 INTRODUCED BY SENATOR MALCOLM WALLOP, WHICH
¥OULD 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 DISCRIMINATORY PRACTICE WHICH
CURRENTLY GIVES FOREIGN INVESTORS AN UNFAIR ADVANTAGE OVER UNITED STATES
CITIZENS, PARTICULARLY FARMERS AND RANCHERS.

THANK YOU FOR CONSIDERATION OF OUR OFINION ON TBIS IMPORTANT SUBJECT.
SINCERELY,
DAVE 7LITNER, PRESIDENT
WYOMING FARM BUREAU
CC: SEN. WALLOP
SEN. SIMPSON
REP. CHENEY

GOV. BERSCHLER
VERNIE GLASSON

BEST COPY AVAILABLE
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Senator BYrp. Let me ask you this. o

Of course, the price of farmland varies a great deal and it is
difficult to generalize. Does the American Farm Bureau have any
ﬁguges showing what the current average price of farmland is
now?

Ms. RicE. Senator Byrd, I do not have those figures with me, but
1 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 Byrp. 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. OQur 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 Xou have any statistics on that? Have you made any esti-
mates?

Ms. Rick. 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 information is incomplete at this
time. The Farm Bureau recognizes that foreign investors are able to spend more
money per acre than mz;xaxr 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 Byrp. 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
lyrci‘an, 5,000 acres; 577 acres of cropland, 4,000 acres of pasture-
and.

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.
eﬁfelson County—One sale of 80 acres of pastureland to a foreign buyer.
tami 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.
otal—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.
¢. Sales reported in progress

Chautauqua County—Abstract work underway to a owner reported to be a Syrian.
'lrh?‘l sale involves 4,583 acres with 577 acres of cropland and 4,012 acres of pasture-
ana.

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 Byrp. Thank you.

Next will be a panel of three witnesses: Mr. Marshall J. Langer;
Mr. John 1. 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
re%srding possible legislation.

ithin 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



146

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 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 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 b{ the foreign
investors either directly or through a partnership, will usually be
effectively connected in;ﬁme.

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 ﬁrstr§'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 g:‘jin is in contrast to the generally
tax-free capital gain—as descri 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 afncultural 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 ug
to 30 percent of the gross amount without any deductions—whic
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 su uent 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 .ne 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 ma
permit the investor simply to avoid the election in a year in whic
tax-fret:d capital gain from selling the same or other property is
ex .

nator WarLror. 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. Fogrry. 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-
in%t e corporation after he purchases it.

our, 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.

think I will stop at this point, and refer you to my prepared
statement for further details.

Senator Byrp. 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,
alnd 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 engged 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 taxef 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 are 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
firgé 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 e
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-epportunity. 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
leasle. 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 wai'l 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-
ix}gbalmy 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 Byrp. Thank you, sir.

Mr. Langer?
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STATEMENT OF MARSHALL J. LANGER, ESQ., BITTEL, 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

way.

’the 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, ior 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 cpportunity to submit a written statement
subsequently commenting on the Treasury proposal.

Thank you, Mr. Chairman.

Senator BYrp. 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, MiaMi1, Fra.

I have anal 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 ‘‘equalize’’ the tax treatment of foreign
persons and domestic persons investing in farmland. 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, savinfs institutions and insurance companies;

Capital gains from the sale of portfolio securities;

Interest (or original issue discount) on short-term Treasury bills.

s None of these are presently taxable to foreign persons investing in the United
tates.

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 mangl 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 carital iains tax by placin%;eal 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 teetimot;y), virtually nobody will be willing to buy real estate holding company
shares. The discount on the shares will be about as much as the capitaf 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 ge $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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ra‘;\ltl to keep the company with its overhanging tax liability and unknown corporate
iabilities.

Thus, the “central concern” of the Treasury's pro 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 ’Fhroperty corporation (or partnership or trust)’ which I call a “PROPCO”
ﬁ%s?}lllgt" e other is a “United States real property interest” which I call a

The PROPCO is a domestic or forei%n 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 {f/1)].

The Treasury Fro would tax capital gains derived by foreign persons from
the disposition of USIRP [{3). 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 PROPCQ.

Incredibly, under the Treasury’s “foo&&goof "’ proposal, a publicly-held Saudi Arabi-
an investment company owning 100, acres of Wyoming farmland through a
wholly-owned Bahamian subsidiary could sell the shares of the Bahamian corpora-
tion at a profit without mcy;ng any capital gains tax. The Bahamian corporation
would not be a PROPCO use 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, directlly or indirectly, by or for not more than 10 nonresident alien individ-
uals. A publicly-held foreign eorforation would generally escape tax under this rule.

A closely-held real estate holding company could 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 undevelored 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

ain would be taxfree. The foreign holding company would not be a PROPCO

use it would fail both the income and assets test.

It would fail the income test because it has no groes 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 fail 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 uire careful tax planning to avoid the pro 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

roposal to tax gain on the sale of a real estate holding company that is closely held

y 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 ury 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 :g 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 manufacturingeplant if it is located outside a city or
town of 10,000 persons. There should also 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.
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Every buyer of every single parcel of real estate in the United States would be
required to obtain proof t the property is not beneficially owned by forei

reons [{4). If he doesn't obtain a satisfactory statement the buyer must withhold
g 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 showing that the tax has been
adequately provided for or paid. .

The annual information return requirement [§5] 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 IRS can satisfactorily verify the true
?eneﬁcial owners of a foreign corporation with bearer shares or a discretionary

oreign 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 exc es [§6] 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 [§7].

EFFECTIVE DATE

1 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

revent these foreign persons from selling shares of real estate holding companies.
g‘hm' 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 dmag low 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 t! that contained in the Treasury’s tax proposal.

Senator BYrp. 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. AsruTyN. That is consistent with mine.

Mr. LANGER. I find them investing in all of them.

Senator Byrp. 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 littﬂa 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 prorerty 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 WaLLor. 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 treatﬁr area. Your
statement, regarding the treaty override concerns that you have
expressed, is:

Qur treaty partners may be very ué)eet 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 calied 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 {ANGER. 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 structurin
investments as they have been is estate and gift tax orientedg.
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 forei
individual is not. That consideration does not apply where the
large multinational is coming in to acquire either commercial prop-
ertg; or farmland.

nator WALLopr. Let me ask you this. You each expressed con-

. cern about what it would do to foreifn 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 t of property.

Senator WaLLor. 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 Froperty 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-
gaut;e tegrom the seller of every piece of real estate in the United

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
Fercent on capital gains on foreign people, is going to prevent them

rom coming into the United States to make investments.

Senator WaLLop. Thank you.

Senator Byrp. Thank you, gentlemen.

[The prepared statements of the preceding panel follow:)

$0-150 0 - 79 ~ 11
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PREPARED STATEMENT OF JOHN I. FORRY. ATTORNEY AT LAW

Mr. Chairman and members of this distinguished subcommittee:

1 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 taxatioa of individual;
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
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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:l/
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 no£ 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.
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I1f the foreign investors wish to form a U.S5. 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.g/
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.g/

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.é/

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.é/ 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.

-4-
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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.é/ 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

—
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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.Z/
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.g/ 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 revcked 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.g/ 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.
L)
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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.lg/

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 develorment 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 .u 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
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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.ll/ 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-
equlty ratio and the interest charges are at arm's length
rates.lg/ 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
taxable 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.il/
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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.

wWhere 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.lﬁ/
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As a further alternative, the property may be sold
and the corporation liquidated pursuant to a l2-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.lé/
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.lé/ Nor is it available where the foreign corpo-
ration is owned at least 80% by another corporation.

Foreign investors alsc 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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prorercty 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 lessdr treaty rate).
As one alternative, the U.S. corporation--as in

he 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 amorg 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

See generally Internal Revenue Code of 1954, as
amenaea ("IRC") §§871-874, 881-884.

IRC §875(a).

Treas. Reg. §301.7701-2.

See generally IRC §§2101-2108, 2501-2524.
IRC §864(c).

IRC §§55-58.

Cf. Evelyn M.L. Neill, 46 B.T.A. 197 (1942); Rev.
Rul. 73-522, 1973-2 Cum. Bull. 226.

IRC §§871(4), 882(d).

Cf. United States-France Income Tax treaty of 1967, as
amended, Article 5(3).

IRC §1031.

IRC §531.

IRC §482.

IRC §§861(a)(1)(D), 861(a)(2)(B), 871(a)(l), 881(a).
IRC §§331, 334(b)(2).

IRC §§337, 1245, 1250.

IRC §341.
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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: (1) 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 TMIJ (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 ldeas (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 13 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, 1f 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 307

withholding tax on a gross basis. Then, in the year of
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sale this special election wsuld 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 éf 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 iﬁvestor 18 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
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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 Lif 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 prcperty 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.
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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 installpent 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. The
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, 1if 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 can be quite substantial, is often illiquid,
and i{s 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 seope 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
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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
comnunity 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 Byrp. The next witness will be Mr. Hoag..Levins, chief
investigative reporter for Expo magazine.

Good morning, Mr. Levins.

Mr. LEvINS. 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. I 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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226 SOUTH 164 STREET

PHILADELPHIA,

PENNSYLVANIA 19102

PHONE 215-893-5757
ALy

THE CONTEMPORARY JEWISH MAGAZINE
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Senate Mnance Director
2221 D80S
Washingtan, D.0. 20500

RB1 Principsl points of statement delivered to SBenste Mnamce
gad:;n hearings on Texstion of foreign Investment, Monday,
une 25, 1979. .

The statement consists of the “38‘. mMgasine tmch whioch
sppears in the Summer issue of Hagasine 4itded "Who !
Owns Amsrica™ i

The principsl points ares

= That immediately after the 1973 October War Ared leaders mesting
in Koweit oha that they had beer cheated of vioctery over Isred
by the United States ard the other Vestern nations whose masaive

offorts allowed the Isreslis to survive simltenecus sttacks
8t either end of their borders,

= That at that 1973 mesting and again st the 197k Areb Susmit in
Radbat, Ared leaders vowed to "Unshesth the Sword of C41" sgainsh——
Anerice and other Weaters naticns. They arncunced to Western reporters
that thay would begin using the nassive oi) price hikes to generste
tillions vhich they intended to use o tuy into or take over Ameriocen
capanies ., Mhen queried sbaut their resction to euggestions ty
Aperican Congresmen that the U.8, might ensot 1mm to stop much
takeovers, the Arad leaders said "If passes legislation
tc dlook ‘ub takeover bids, W osn trensfer bdllicns from V.S,
barks into korcpesn inetitutions,*

= That durirg the last six yesrs, those Areb oil-producing
countries have srgaged in a1 organised, seven-prong finenoial
caspaigr to purchase influence throughout the highest olrcles of
Anerican goverrment, indistiry and eduocation,

= That one of those seven tactics has been used et lesst
once to Mcoessfully blackmail the United States Congress, —_—

= That Areb cperetives have now taker & direct hand in attapting
to influmocs the cutcame of elections irvalving Ameriosa officials such
3;-8:. fragk Church, ohsirmen of the Sexate Foreign Relstioms

ttes,

« That those Arsd cperatives have targeted Atlanta, Gecrgis for
investaent becsuss its industrial, firancial and wrel
camunities provide a direct rocuts to influence ard a0eess to
top White Eouse sides ard sssociates, L

= That the Arabe have & free hand in such sctivities because
the laws governing foreign investzent are fragaented and 1rcon.sistent.
= That there 1s 1o systematic sttespt made by the federal
+ goverrment to monitor, record or otherwise accuret dooument
the reture and axtert of such foreign irnvestxent in Aeerica,
= That becsuee of this, the U.S. Corgress, the shite House,
the Comerce Departaent, the U.S. Treasury and other top U.S,
officials have no sccurete infcrmation on exsctly how much influence
on or surreptiticus control Arabs have established over the
primary roliticsl, ecoromic ard financial fretutiona of the
United States,

-

1

—

BEST copy AVAILABLE
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Takeover!

The Secret /\rab Strat oqy to Buy America

This 15 a $10ry 8DOUL 8 loud peace and &
qQuist war.

1t is the lengthy, compiex tale of 3 six-
your effor! by more 1hen & sozen Arsd
NALONS 10 18$NION & NEw URIMENE WeRpON.
The story of a conbireing dettie for
anndhigbon of & Jewish State in the Middle

JAGLENVIN

Arab
Takeaver

How America Is Losing The Quiet War

since World War Il
That 8 potent,
sevenHronged operational sirategy ingide

the United States—has drectly nvoved
Svery AMeriCan 88 0 UNWIENG pewn on 8
Giobal Arab battie board where every move
humhnadaﬂ:nbumoth

East. The sccountof & i
that jeopardizes the safety and well-being
of 200 million Americans.

That ultimate Arab weapon hes now
been perfected. Arxi even as the workd hes
been calebraing he isrsel-Egyptien peece
engneered by Ammy Canter, its kAl force

MO8t Arastic reelgnrment of worid Powet

HORg Lnng. & Naraiykroun Ovesigeive
ragxrier, & e oniy usnelel 1S have won e

#ven congecuive yers. Abnuv-un-

Sost vesagetve Amorng and he Prisceie
Sar Associon 1 frat srvuel Macke Awerd oy
Joumatern.

50

lawns of the White House on March 26,
There, thousands of reveiers and

prar hetv
10 deciare Deace and s down 10 & feast of

heve taken a direct and aQgressive part in
that secret war,

They did not show how, an the same dey
1he Pesce tresty wes 5i0ned, Arab leaders
of thig New, UNOrhodaox secret effort met in
Geneve 10 Map Out & New baltie Stralegy.
Their initial move was mesked 88 yet
another ol price hike—an inCreese thet
brought the cost per barrel 10.8n
unprecedented $14 55, In effect. that
NCreass opened a harsh offensive in the
Quist war whooe Drime targets 818 now
Egypt. Israel—and ihe Unned States.

What follows & the story of the complets
@volution of that six-year war: a giobel
confiict that Now Nvoives Gozens of
combatant countries, wikdly NNOvative wav-

stoak and
UL IPOD Iv CAMenss &d not shaw the making lechniques. Arab cperatives.
‘ontire S10ry Of 1he dey 10 thew sudk X Amecicen Anda
sround the worid. They A not show how muﬂommmm
two of 1he rivale Arme~Chase Menhattan O ISMOonal havoc exceeds that of any

funds 1or et peacs banguet heve deen
Serving &s wiling and Creative Seriners n
the revalubonary form of secret wartere
first unieashed back in 1973.

They i not Show NOw The brother, best
friend and various other pokticl and
tusness colleagues of President Carter

Weapan ever used by One nalion ageinst
another. Except possdly the slomic barmb.
Strangely, whet Ioiows hes never been

i before n ity entirety, although much of
g nforrmabon has been readily avaiabie
10 2M7YONe CLrous enough—and
suificently concemed-—abaut the hiture of
israel Ang Amencs.

EXPO MAGAZINE | SUMMER 1979
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Arab officials, operators and
entrepreneurs have bought their
way into America’s highest
social, financial, military
and political circles,

in a nationwide campaign financed
by petrodollars collected from
U.S. consumers.

The Petrobillions Conqueslt
e A 7-Pronged Arab Invasion of America

¥ .
PN B B

Desphe the denisig of gov-mment

OMficiall snd the slence of the media, £xpo

has decoverad that teng of biliong of

compenies:
ranches, farms and grain Aaure. (See

petrodoliens cobecied from U.S.
have been since 1973 “How We're Helping Arabs 10 Buy Us . . .
10 ANEnce & neSonwide campeign hrough with Our Own Maney,” pege 60.)
which Ara officisls, cpensiors snd * Finencial *peper” scquisitions
SNrepraneurs have bought their wey nto IPvoving vartous $30cka, bonds and simiter
M'OWMWM cammercial paper investments. Tressury
nd political ciecles. Deperirment records indicats thet Arsd
Reoords at the Depariments of State, Investment in U S. Treeaury bonds, bis
Cammerce and Defenss; st the Securites and notes rocketed from $2.2 bilon in
nd Commission in federal and 1973 10 $10.7 billon in 1975, Ireaswry
locel courts, Congressional lestimony and Bdoting ard inveresional Cepital
published finenciel reports and recoxs Movement Reports indicale that between
Indicate that Arsb netiorals heve been 1873 and 1977, Arsd investment in non-
Involvad in hunareds of bilions of dolws Treasury $10cks went from $385 milion 1o
worth of financiel actvity In America during $1.4 bilion; hokdings In other bonds.
e past s yoars. 200mad from $835 milion 10 $1 7 billon.
~ he patiems of these However, ihig inchudes onty directly
transactions, Expo has been able 1o tracesbie invesiments made openly in he
X1 8 Seven-pronged in markel Much of ihe recent
penetration strategy thvaugh which Arsb A7ab vesiment in ol eids has been
have gained entry into and rapidly Made hrough hirdparty countries or
nfuence on the '8 501 Up 10 hice the
Inevastions of Americen ile. INesions’ bue kjenties. Al tha same time,
Those seven areas of activity are: 21978 survey by Susingss Week megazing
wmmm mmmmtmnm
Wkedver, buy In Or Merger, of hundreds hoicier of the Daper of the Federal Nationai
Of properties inciuding bilion- dolle! barks; Morigage A The A

Wwhich has $40 bilion in assets and '8 the
sixth largest corporation in America, is the
major suppller of hame Mongage loan
Mondy In this counkry. {Sea *How Much Do
MMMW'W!A)

* Short-tem bank deposits for use as
immediate political leverage. Late in 1975,
he Senele Foreign Relations
Subcammities on Multing Sonel
Corporations tried 10 deterrming exactly
how much contral forein investors hed in
American banks, and sought 10 subposne
Amecican bank records as part of that
investigation. Kuwast and Saud Arsbie
openly challenged ihe SLLOOMIMINes and
$8id they heid abax $11 billion in American
barka—inchuding $7 3 bidton in short-tem

The
moammammm

] hat
they had “no other choice.” It was the
s600nd ime since the 1974 Rabet Summt
that the Azab bioc tvesiened ko colapse
the Federai Reserve System I they dd not
getthelr way They apparently succeeded
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Among those known to be directly involved
«inrepresenting. counseling or directly employed
by Arab financial operatives are a major candidate

for the U.S. Presidency in 1380. the former
U.S. Budget Director, President Carter’s brother.
two former Senators and an ex-U.S. Attorney General.

the direct employ of Arab financiel
Cparstives are 2 mejor candidaie for he
United States Presidency in 1960; the

formec U.S. Director of the Budgel and Amarica’s 1op wenty benks with 0 oulee
cione friend of President Cacter, the brother  assets of about $280 bilion, including the #re foundd 10 acoomplish the same gost.
of Presicient Carter, & formes poll-takoer and Bark of Amarice, Chase Manhattan and Cne device invoived an Arab-endowed $1.5
personal friend of President Carter, 8 Barkers Trust Company. milion working grant 10 MIT for engineering
former U S. Vice President. a fomner CA One of the most recent new studies of various problems In desent
drecior, two former CIA station chists; two recruliments is Hil and Knowiton, inc.. 0Cieting. When the grant stiouisted thet no
former Senaiors, INCluding the former heed WhmY«tmm Jows be allowed 10 participe’s in the
of tha Senste Foreign Relations is the works's isrgest pubiic relss program, he dat ach
c«mamusm mmmwmmnm a0 agresment. S0 the Azabs hired! awey ait
General; four former the non-Jewish MIT sxperts they nesded 1o
of Staie; 8 former Assistant Secretary of WWWM¢ oot up the identical program-—as &
the U.S. Tressury. a fonmer Secretary of greatly expanded and highly sophisticated “privte business”* with no official tes 1
Detenes and lormee Secratary of the A Iibbying effort in Washington and through MIT's resources.
Force. (Ses Cartar Connection,” page 55 direct fingncial involvemants in the homs There are no incications that the Arabs
m"mmsmn."umu) districts of legisiatorns whose actions have heve sofiened on their stated intention of
. e Arbe The Arsb lobby, nOw  using all business deslings and ““linkages”
mwamus Mmdolt “formidable” in the in Amarica as & direct political oot
o Arad Thisis n capital, 18 credited with being the pivotsl Middle East magezine is the official
nmdwmvmm foroe in last yeer's controversiel business organ of he Arab worid and the
of San Francieco, which ndicsie et US. Congressionsl vole on 1he 15 jet desl. jourmal used by Americen firms seeking
exports 1 Arab countries just prior 10 the A chiling exampie of local polisicel trade there. The cpening peges of Middle
1973 Miceast war were laes then $1 bilkon action C8nbe 20N in the siuation of £zst's Ociober 1978 issue pull no punches.
annually By inle last yes?, thet figure hed Kkisho's Senstor Frank Church. Church hes In an sctorial drecied lowerd readers,
increased 1o more then $15 bition. The investigsted Arsb fnancial deelings, helped acvertisers and prospective clients, the
axient of this new wave of “inkage” e also biock miltary equip VOr K Arsd egezine states biunty, *The dey when
whnmoﬂuﬁduw countries and opposed such Proposals 3¢ YOU G BXDC! 10 do dusiness with the
for C and he F-15 agreament. in an eftort 10 A.rab world and not take note of what they
Industry, heedquanensd in New York and neutraiize Church, the Arsbs have now believe in and Aght for has iong gone. The:
apen 10 8Ny private Comoration, wnmwmmw Arab world is sufficienty sirong 1odey not
PRrNSrshio of Membership which is for 2 proArsd 0 ls only 10 fight for what it belleves in, but Yo

Merasted in the aime and purposes of the
Association.”

The Association, which represents the
member nations of e Arab Leegue. i
financed by dues paid by he 187 member

nmmmmmm “The
Anbs vs. Senator Churehy"" pege 68)
* Educational grants and

COMQES MOre than 1on tiMes Over $ce
1973, Al lsast 75 universiios and coleges

©xpect that its 1riends and slles wil stand
up 8nd be counted.

“Today. politics and econOMics not only
mix, but 878 Wotally interdependent. There is
2.CoNNensus among the Arabs that 10 do
business with the Arsb workd mesns taking
& political stand notincompatidie with Arab
interssts and legrtimale rights.
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How The Plot Began

The real beginning of this story ies half 3
doen years in the past—at 8 §me when
America paid scant attention 10 the Middie
East The price of ot hovered al a constant
and rormfortable $2.42 per barvel. Then on
2 sunny, shocking October dey. headlines
suddenty began 1o chronicle the aming
progress of ancther, farmitier, kind of war,

1tie late October 1973, and the ar along
the Galan Heights is thick with the smell of
20NNt EXpIoEives 8nd s00rched steel.

Overheed, the sky is webbed with the
oxheust trailg of F-4 Phantom jets shrieking
north 8nd aest into Syria. Bomb thunder
rurmbies through the eftemoon. Thick oy
plurnes of smake broll ud from a dozen

Slost and cratk pink in the desert heet.

This wes the luming point, the pisce at
which: the Syrian invasion 10 the s0uth was
broken, Syrien aTNies &6 NOw SCAtIeNng
north, n dsorganized retreat. The
Amencen-meds M-80 tanks whch rosf
a8t are Marked with Stars of David and
hastiy-ecrawied slogens. “On 10
Osmascus

Ta the weet, n the Sinau, the benks of the
EXPO MAGADINE | SUMMER 1979

artilery pieces which the Egyptien Third
Aty used 10 front s 8eseult scross the
WBNrwEy on YOrm IKGppur. NOw, WO weeks
Into that wer, the Egyptian Third has been

wsed by Feisal 83 an emessary and

badly mauied and aAMensuversd. operathve. In this case, Kneshogg! is
Surrounded by larsell forces, its 20,000 particulary usshs. Six years before, the
surviving members and 400-00d tanka sit Saud courtier had taken it Upon himsel (o
immobile in the relentiess sun. .facing the Deck NOON's CAMpaign; during the
choice of 10tal SUITeNdsr Of Certain nmervening years, Khashoggl has mede 8
annihilgtion. CONSCIOUs effort 10 retain Nibxan's

Out across the Aientic Ocesn, the sides  friendship and sasy 8ccess (o the
&re hung with 8 hovering
U S. military tankar pianes, posstioned for Khashogg: meets with Nixon in
CONtNLOUS Mid-air refuesling of the Neet of o y 8t o8
EIA 747's terrying supplies from Peace Al Apartment House surie of Presdential
Force Bass in New Hampshice 1 Israel. secretary Rosemery Woods. He deiivers

Mesrwhile, in Deisware, caravang of
U S. C-5A cargo planes lumber off the
runways of Dover Air Force Base, round
the ciock, hesded for Tel Aviv. The isrgest
auifiL in Ngtory I UNderway.

In the Arab capitsis of the Mise East,

wir maps abruptly 1 siyward, bringing
that arit imo hostie focus. That American
arift. That mditary Juguier that hes enablied
Igrael 10 score its fourth triumph over Arab
NIVEONrS SINCe 1948,

One pait of 1hose eyes Droods in the
Riysdh thrang room of Ssud Arabea's King
Fasal. An angry Faisal dispaiches &

the Mes380e in which Farsal SuQQes!s that
1 the White House reslty wants 10 end the
Wi, i Can G0 80 by merely hefting the

8nNoUNCe Ihe formation of & unvied Arad
front and the apsning of yet ancther
campagn sgeinst israel. Thig time, they
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vow publicly, they wil *‘ungheath the sword
of 0. They 250 vow 10 punish the
Weslem nabong whose suppon snd
supphies Neve enebled the Israsis 10
repuise Arad attacks.

Thus began the ol embergo and the first
round of Massive price hikes.

___THEOPENINGSALVOS
It i one year iater, The gas stations of
America have roled in shoutfests, flsthohts
and even Shoot-Outs 88 Irivers have been

forced 10 Queus Lo for hours 10 receive
small rations of gasoling. The stock Madket
<carome Oft iiter, 35K unabile 10 right itee
after 8 secies of shocks which heve struck
at its foundaions. Industry afer industry
has been forced 1o ot beack and shut down

have been forced 10 atiend the 1974 Yom
KIppur 800vices with rifles in their hands.
Everywhere, 1he price of oll CONGNLES 10
oxplods Uward. Yet the medie of the
Westem world 6o itse 1o connect hese
SYmMpiame of the Quist wer. >

1" the sir at:ove the Mickie Essten
Geserts, isaders of 19 Arsb rations &re

The primary “other issues” ibey it are
ower prices for Western goods snd
2OrVICe8 they want 10 duy—and “full israell
withdrawal from our territory."

The 1one of tha! Arab Summit in Rebat is
one of thret and biuster Meeting with the

King Falsal swung
his rifle in the
direction of
America as the
cameras snapped
away.

Neerby, Faisal's spokeeman pointed out
that "We don’t want 10 ruin Americs sny
more than you want 1o take military action
#Qainst us. There is NO reason why a
compromise can't be worked o™

Wastem prees, Arab leaders expisin thet
they have already accumulaied bilions in Itis Spring 1979. The worid has long
profits from the ot price hikes they heve forgotien the Rabet Sum mit at which Arsb
imposed over 1he iest year. They sy this is loaders vowed 10 s their new ol money
only the beginning. Now they intend 10 10 buy influence and change the foreign
begin iong-lerm investments of that money palicy of America and other Western
i Americe and Europs. They wall be taking nations. There is no time for such ancient
OV 8 NUMDeX of MAKOr COMPenies and history. Now, sl atiention s focused on the
ncustries in a campeign for greatly colorhul and crowded White HOuse lewn,
Arsb infy o onthe in which Menshem
83 the New WOrkd SUDSPOWes. Begin and Arwar Sada! claim 10 pess.
The Asab leadiers reect strongly 1o the through the portal from war 10 peece.
spprehension of U.S. Senstors and Litthe notice is being peid 10 statements
Congresamen about messive foreign ©oming reguiarty fram Arab capitals.
takeovers of American business. in effect, Tivests of “finencial retalation”
thery Bhresten 1o cripple of colapes the the peece treaty—ihreats ageinat EQynt a8
American barking system ¥ they are trified wel a8 he U S. and lsrael.
with, They phrase their wamings deidly: ~Hf But in s0me quist comers—beyond he
Cangress passes legielstion 1o biock Arab glare of the Kieig ights and the commotion
takoover bids, we can trangfer bilions from of 1he bancuet hell-—a few pecpie have not
U.S. barks inko - potien Rabat. They are sambery trying
Al one of the finsl Rabat seesions in 10 250088 the ex3ent of Amarics's
ommuaqruw winerability 10 8 cONCerted effort of Arb
spokeeman for the Arsb “firanciel retalietion.”
inapection tour of Moroccan What they find is thet e Arabe’ six-
MmFﬂMN yeas-0ld invesion of '8 pOwer base
10, and hefta one of the weapins for he has eroded more deeply then anyone hed
Denefits of foreign press rs. Aously thought. The Arabs have fought
Hmnmwsmnm NWWHMMN
shoulder and peering ihrough s
Sight, the now-Geceased Xing swung the MMWMMWh
barrel in & westerly drection—loward 10 measure.
detant America—as 1he phatographers No one can docurment praciesly 1he lotsl
NOpIC gway. COMTINUED OM PAGE 3%
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Ag a key tactical parst of their seven-
pronged petrodoliar penstration of
Amencan ndustry and govemment, the
Arab countnes have been moving 1
estabiish 3 fnendly “Carter Connechon” at
he White House

18 petrodokass 10 anvvhviate Israel, has

Who 13 vOved in an QPeration in idaho
whers he is deploying ol money and “trsce
Gulegations” in an attempt 1o Qust Senetor
Frark Church, the “unfnendly’' head of e
Senats Foreign Retations Commtioe.
Last ysar, Bily Carter hosted 8 swmitar
“trade delegation’ of Libyan cificiels in
George Caster, who Genies the obiigabon
1 comply with State Department
reguistions 3nd regisier as a foreion sgent
Tor such activites, 8ls0 aiowed the Libyan

Wit House, was finenced by iosrg from
Bamett Banks of Florde—a $3 bilion
bank-hoiding cOmpany and invesIment fim
headed by Frederick H. Schuiz. Schuta
has st bean apponted by Caner 10 8 sest
on the Federal Reserve Board which

business associate of smmy Carter, left his
Position a8 U.S. Buaget Director in g swid
dwmwmmuwmm\g

fnancial mproprieties and other
questionable Drachces at s Georgie bank.
One of the controversies Involved a desl in
which Lance sold 3 iarge biock of stock in
the troubled institution 10 Saudl Arabian
Ghath R. Pharaon. That purchese was
chenneled ivough the Houston lew fiem of
Vineon & Ekins. That is the taw Am in
which Presicentiel candidate John Cornally
88 pastnec; # often represents

officiais seaking 10 secrety buy W
% Interestn a gton O C
berk compeny.

revesied hat Lance & still i

directly back N0 that business and
politcal muleyu of Atianta— the hub of
industry and barking for much of the
southesstem United States. The same
Aterta whech Middle £ast MegaDNe has
hailed as the “New Target for Arab
lnvesiment.

Arabs nOw Own & number of major
properties n Aianta, ncluding the $100
rultion Hiton Hotel complex, a 1,700 acre

In & racentin « ~iew with Middle East
Richarg T. Lewes of the Mifer, Lewis and
Company nvestment and resl estate firm
assured interssted Arabs ihal they need

Arsh intecests 8t the White House. Earty in
Apri, it was disciosed thet the office of

recenty
unnamed “members of a royel famsly in
0Ne Of the Arab countnes™' had retained the

Qovermnment 1o pey for us recent Irip D thet  President Caner's sssistd Hamiton firm 10 cizect its invesIment of helf & bilion
country There, he and other Georgia Jorden had arranged & Meeting, 8t Lance's dokers in America. \
MMM“. request, for R. Eugene Holly with the State And in a recent issue of Aidie Eact
© anew Osoarimart s offow fr e s emiae prich focused on Atenta’s sveetmant
COPOraton 83 8 joint venkure owned by . Holly, who was i ts, Arabs were
Carter and Qacaifi's representatives. The 'ov mmm:wa mmm"mnhnmnug
venlure be rvoived in & variety of with 8 $1.5 mallion bribe, was NvesIment pigy for global money
busness © and around sesking 10 work out the difficuities et MENSQNrS and PrivaNe INVesIors . . . 50
DIOSECUTON hed COUed his Qatar DINONS in 10reign Cash are now being
* David Gambredl, pastner in he Atanta  operations. reacsed for quick entry Indo the United
aw firm of Gembrell and Mobly end A consorium of Arab countnes hes States
treasurer of Pregictent Carter’'s 1970 been making 8 concened move during the The pubiication aleo assured invesions
Georpia gubernatorial campaion, 163t two yours 10 invest heavily in Alenta, that Georgis 's 8conomy promised 9ood
reporiedly was “conguiting” with Billy where Amymy Carnter $4rved &8 QOVernor, refumg in he neer kAure. Because those
Carter on the legal sepects of thet Liyan mm»mwuwm IMvesiors could “assume that President
veraure. for his Carter, himaeit 8 Georgian, will pump W
* Patrick Caddell, friend of Jimmy Mmcmnmd

Carter end Prasiclential potster. hes been
EXPO MAGAZINE | SUMMER 1979

50-150 0 - 1) - 13

most of hig 10D sides 3nd Bviedrs, reach

e ecanamy by 1980 10 boost his re-
election.”
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CONTINUED FROM PAGE 54

axtent of thes petrodollss penetrabon of
America. One reeson ¢ the bght ciosk of
30CreCY Which as Dean drawn sround
MOst of the Arsd Lranesctions here.

Beca.se of ths lack of raconds. of evan
murunel Feoeral 1oregn nvestor
OgISIraTon requirements, not even the
Treasury, the Commerce Depsriment nor
he White HOUSS knows for sure how much
of the Urvted States @ beng purchased
84Ch Gy Dy Other AaBons

For years 10p govermment officisis have
cONtnued 10 B33Ure 1he PUDEC thet the
$tones of wioesoreed A7ad purchases
were just rumors. One man, Gecaid L
Parsiy, Assstant Sacrearyof the U S,
Treasury dunng the Noxox, and Sond
SATWSLrADONE, reaCted 1 News $10Nes
which Crted Mounbng pressure for

Financial Paper Acquisitions

How Mush
BeThe Arabs
Really Goatrel?

enactment of 30me 8011 of legratation 1o Attempts 10 GOCUMaNt the exact
GOCUMBNt Or MONIKY foregn buy-«s. But extont of Arsd finencisl invoiverments in
Parsky toia Newswaek megazine that the America are thwared immediaiely by
Tressury Deperiment had found that n0 WO ChSTECies: the lack of fedecal lews
masswve fow [of Arad money] hes taken requining recording and
piace Gsciosurs of such foreign acivty and
And Arsbs hers have hesiedly Gemed the shroud of SECrecy drawn around
eventhe that any such by Arab finenciel
amounts of Arsb money 3¢ beng plowsd operatives in this country.
MO AMencan Ndueines o insbtubons. For Many 18798 COPOrations prafer 10
examoie. 1 3 tour through Fionds. Georga  operate Giacrestly beyond the harsh
and Caiomsa last Janusry, Ahmed A Gtare of pubiicrty 1r NUMerous Sracticel
Shehab. secondncommand 10 Lbye's rea30ns; but the Ared) businsssmen who
leacer Muammay aiOsceffl. charged that have swirmed i the country sINce

£4p0’s ivvesdgabon has found that Seminar on Ol Wealth which saught 10

many of the OIfiCIBLs who were pudiicly Shudy the #mpact of the new fow of

GROUNKING SUGQESHONE OF ArGe-SCAle V8D petrodoliars IO WESern 6canomies

firancial 0perabong hroughout Amence found thet Arsd transschang in Europs

were Orvately MOwNng 10 take 3 83N 8nd  and the Unried States were

WCTADVE 108 ) Jrecting Bhase very characiernzed by “medculous

operabong Like Geraid Pargicy emget!. NGISHHNCH ON the secrecy of ihe
Parsky ‘oft the Tressury Depsriment 10 wvastments.

DOCOME ManeQer of the Washingion law Theoughtat Amenca. Expo hes found,

othices of the Los Angeles-headquertersd Arad financiery routinely hice their

law firm of Goson, Dunn & Crstcher, which dentiies They trequently work through

frequently ancies Arad Perad 83 “trory men.” And

IrOUQNOU! the Country ACCONaNg 10 New
York court records and reponts. Parsicy
racently acted as QO-DEIWeen Iof & (rouD
Of Sauts nd Kuwiit vesions who mede
an unguccesshul $50 mMukon offer for tves:
Of Manhaltan's Mejor muciown hoteis

A QOOQ ExamOie of how thes 18 beng

done ¢an be found in the case iNVOMNG
1he Asad stternpt 10 take over Financial
Genersi Benkahares, Inc., 8 $2.2 bition

sasly in 1978 whan the Securities and
Exchange Commission chasged that 8
mdwmv‘mb

Percent of 1he Dank’s $10CK. ACCOnang
10 Federal law, an unidentfied
purcheser may buy NG More than five
parcent of uch $10cks. But by cperstng
33 NdVidueis, NG OroLD MENeed 10
Duy up more then 20 percent of the dark
before & was $300ped by an SEC

mmwmnumm
26 the fsteat in & number of
controversisl FaNeactions in which
Pregicent Cartar's Cioss friend was
pigying front man 10 Azab rvesiors. in
the wake of the SCIORe and Public
cribciam of g irvalvement, Lance
cherged that 'the great Jewseh
Ownershp of the press”' was behind
such uniai crticam. AThough he later
200IOR2ed 10r 1he remark, & continued
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The Arabs threatened to withdraw
their funds from American banks
" ...crippling or possibly aven

collapsing the Federal Reserve

System.

10 96nd ShOCKk WEves 8Cross the country That Grand Cayman tslands fim, in prepared 10 subpoena recorcs of
and the capral. UM, i§ 1he Mejor owner of the Bank of American benks 10 pursue their
Lance 500N aMaUNCed that he wes Credit ang C ] o D12 hey were warmed by
baciing out of 1 Bankshares desl. At bank headquanered in London bt Kuwent and Sa il Aradig not 10 continue
the same me, £ was deciossd that the onelly PO nl ] their probe. The wo countries
Araba had hirad another lonmer p Oy Arab Ivestons. Breaiened immediats wihdrawel from
QOvVeInmant oificial 10 be their front— For one thing, such 2 set-up wil be American berks of more 1han $7 bilion
Stuart Symington, formes Sengtor and reconded as invessments by the in short-erm deposits, I the
Secretary of the Air Force. Netheriands, " under the current Subcommities SUbPOINEed the bark
In complex fegal proceedings 10COrS- kepung system of the U S. records thel would detad the rue extent

g he SEC and Commerce Of Arad hadngs in the American
which continued 10 fight the takeover For another, the Syzantine ingdtutions. Such & move would
bid, the Arad group saYred i was which 1otally COBCLres 1he rvesKrs’ nmediately Criople or possibly even
seeking cantrol of the banking firm and identities will allow the Arads 10 shuttle cokapes e Federal Reserve System.
20re8d 10 $5Ow Other COMPENies 10 did MONey back and orth between Senalon Frank Church of idsho and
ubicly for CONtC, 83 the lew requires. COMOMTons and $6ca0e SO Free- Chttord Case of New Jersey were in
twas then amounced ihat a “Dutch Quariers of 1he Wxes tht woukd Tavor ot forcing 1he issus. They argued
firm’"” was Qoing 1o buy control Yormally be & ch an that Cangress had a nght 10 know how
That fvm’s name was Credit and 1vesITeNt by oreigners. much of 1he country’s barking syssem
Commerce American Holdings, N.V. Stust Syminglon’s direct was controked by 1oreign interests.
(CCAH) of the Netheriards Antiles. Invoivernent in such 0perations began Senators Chasies Percy of Minois and
CCAH has 8 wholty-ownsd subsiciary asa move simad at the Stan Syrmington of Misscurt were n
N the Netheriends called Cracit snd takeover of & Numder of Amedcan favor of becking down and siopping hat
C A av. berks by Asab nterests. His actvities pert of the investigations because—as
{OCAN) 288 & number of Cuncus Questions, in Porcy expiained— It is simply not
CCAJ, in Surn, is owned by Shed ght of hig former actions as 8 Senakr worth the rigic*
Kamal Adhem, former heed of the Saud and 3 member of ¥ Svnate Feregn Senator Richard Clark of lowa
Arabaen Inteligence AQency. Fasst Relations SUbCOMMties on 16MAINEd NEUATS DCUNE he was New
Saud 8l Fusaij. former chesman of Muiinationss Corporg ions. 10 the SubcaMmMities.
Kuwait Aitways; Aboulah Darwaish, Late In 1978, Symington wes pant of 1 1he end, the Subcommitiee ceved
financial adviscr of 1he roysi family of e five-member Subcommities in 10 the Arab threats and heied its
Abu Dhadi, and the cOmpany known s attempiing 10 oouMent the extent of inveatigation ik thet ares. No one
Intercontinental Credit and Commerce foreign deposaors’ contral over he U S. reafly knows how much contral $:0
Lid . located w the Grand Caymans. banking sysiem, The Subcommities Araba hoki over Amernican berks.
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Recycling Oil Profits and Arms Commissions

Bew We're Nelping

The Arabs Te Buy Us...
With Gur Swm Meney

A QOOG piace 10 DegIn & MICrOCORIMIC
100K 31 the intenior mechanics of drect
Arab SCQUISIIONG is San Jose,
Catfomig—a City whose name is
famikar 10 MOSt DECHIe Ondy DECEUSe A
recalis 8 popuier Burt Bacherach Jne.
Aside from e, Sen Jose—which il
s ag the *Dried Prune Capital of the
World™ —hes remeined cbscure 16 the
rest of the country.

1t & not & chic, trendy spot ke #s
nocherm neighbicr, San Francisco. Nor
4 113 QHTIBYY Meca hOtapt ike Los

A Angeies 10 the sath. Prywcally, It is not

oven 3 “city” In the traditional sende in
which Esstemers think of thet word.
Viewsd from one of the mountaing
wihch surfound R, San Jose i & 6088
chuster of farmisnds and Ruurte which
MEBNGEr S0AWaNd aCroes & broad
mmn?-wdsm

F Bay
the mast fertiie s0d on Earth, thig valey

o

Laid ut ik COTQE CHTOLRNE, MAry
simuate the gardens and Spenish
architeciure of the 188 cantury
missiong tha! st dot the aree. But

fast becoming & nationst center for the
electroncs and computer software
nAUstries.

Hers, in S8 Jose, the poidics,

- Qeneral econamy and 30ciel Mitieu can
Do SUMMed up 1N Bix WOrdE very $0lid,
Very CONBerveive, very rich, With wel
run fanms, heevily attenaed churches
#nd 100-year-old banks, San Jose '8
unmatakably bedrock America. The

1y NevVer 10 08¢ $ight of. The America
that rarely rases 18 voice, but whose
QuUIet Strength decides netione!
wlections The America thet Adnan
Khashoggi of the Seud Arsdisn roys!
court set ot 1o buy in 1973

The Khashogg! $808 16 8 cOmpiex and
coloriul story which streiches from the
throne roome of Sawdl Arabia 10 the

Hone 10 “twncycie™

turn, feed thedr profits dack nto the
origenal swirl of MONeY JUPPOrNg
fundher and even More sxtensve

WeSpOons desis.

One of the banks subjected to such 2
purchese attempt was the centuryoid
First National Bank of San Jose—which
Khashogg! was eventuslly biocked [rom
buying That fasure—one of very few
the Saudi entreprenewr has suffered

during his bition dollar deasings
throughOut America—is why the bank :§
90 interesting. By la#ing to gain control,
Khashogot left behind & trail of
1eCOnds—and a number of pecpie
willing 10 tak. AR of these provide
interesting Nsights INt0 the Methods.
used Dy this key operative of the Saudi
throne 10 aMass enormous weslth as 3
US. buginessman.

SAUDI
TO SOUTHERN CALIFORNIA

Adnen Khashoggi's father was Or.
Mohemmed Khashoggl, the first Western-
trained physician in Saud Aradis and
hence, physician 10 the iing. Such inimate
proximity 10 the Bvone made Or.
Khashoggi a person of greet importance in
that roysl court of 1he 19308, Al the tme,
the Ssud roya: tamily was stit coming to
gips with the novel fact that its
impoverishad desert kingdom sat atop the
nchest ol depoeit on Earth,

Adnan was the first of three song bom 16
the doctor and hes wite; he Qrew up n an
atmosphere of cpuience &na 1oyal prvilege
thet is beyond the imegination of most
Americans. Like most youngaters of the
royal househoid, the Kheshoggh sons were
sant abroad for thew higher sducation.
Adnan went first to Egypt and then to
America, where he attanded a smak
California cotiege.

After school, Adnan Khashogi returned

Eurapesn manufacturers and Saud
Arabisn miiitary officiais.

By the iate 19608, Khashoggi Fed
becoma the pnmary condurt for HAWK
rmussiles Mece and 30ki by the Raytheon
Corporation ot Amenca to the Arad
melitary.
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Congressionsl iNvestgation reports and
‘entagon files nAcate hat Kheshogg! wes
muunwhu“srrﬁmunm

WMWWIQM
Arabs.

1 1973, Khashoggl rapidly began o
oxpand hug dusiness scope The bilkon-

SOMTEOreneur He St D Ihe works's first
Arad multnationgi Coporation—Tried
Hokging Compeny —and immediately
Dogan 10 purchase benks, ranches, .
Dusinesses and rcul sstate throughaut the
Westemn workd.

One of ug first purChases was 8 berk N

By 1974, WMW
homes and offices in Wainut Creek,

193

The new Arab
breed of
entrepreneur
twincycles
petrobillions
... creatively.

00gan s MOve 80ainst the Frst Nationa! trying 10 biudgeon his wey into control of
Bank of San Jose, 40 mees south of his the bank.
office n Waiut Creek. -AS part of 8 $1r0ng PUDAC felations

Al first, Kneshogg's was kow Khashoggi granted &n interview

key In secret meetings with the bark's
directors, he propased that they ssue
650,000 shares of ~ew capital $10ck which
e would buy 8! winch woulkd grve tem
effective control of the $300 mulion bank.

Shortly after (hose meetings, the first
stories of Xheshogg's plan were lesked 10
local press—oy bank direciors with sirong
16307vations abOut the takeover.

Then, several things happened:

Bark dicectons who had previously
SuppOrted the IG8R 11 DYVRIe 386810NS
began softerung their views in the wake of
8 pudlic auicry from the insaiution's
deposiors.

“«hashoggt threatened 10 begin oftenng
- greatly nfigted pnces for extng bank
$10cks 81 10 DUy LD & COontrolling.interest
of the bank on Ixs own— the directors did
mwmmmmuwm-

luSmJ::vavcmem
Hawiing Jr , who accompenied

Khashogoi
across the Miade East in his sumpluous

DIVE1S o1, whare ihe interview lock piace.

him the Nabong! Security Bark of walnut
Creek—facad reporters and admtied thet
he had mace & mistake n that encounter,
Stark acknowiedged that he hact not

thet the bid on the San Jose berk was.
being made with Knashogol's commission
from the saie of Lockheed fighter jets 10 the
Arabs: 88 & consequence of the

thet if the “{anatics” who wers blocking his
attempt to gain contral of the bank did Nk
cdesist. the flow of Arad ol money into the
Amencan business commundy would $10p.
<The bank directors asked stockhokiers
10 vOle On the pending siock saies
proposal. Bank officials reported the! the

A San Jjose financial official cioes 1o the
controversy who asked not 1o be identfied
expigined, “The intensity of the struggle
wnmd\NlM]

money. Financially, there were an awhd iot
of 30und reesons 10 9o through with t. But
on the other hand, 10 achieve such & Qosl,
1he benk hed 10 be Virualy Jumed over 10
1oreign interests. The botiom fine was, ‘0o
we really want o sell thus central finencal
NSANDON of Cur COmmunity 10 8 foreign
power? Many pecpie wene s0rely templed.
But the stockhoiders had very firm
thoughts agsingt such an Ideq, 1egaTSess
of any financial advantage such a move:
woulkd have provicted.

The San Jose incident ki not end

's ntecest in the San Francisco

area. AJong with 8 number of other
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holdings. he bought a 7.000 acre ranch n
the Santa Clars Valey. S0Quired snother
berk and formmed the Paio Ao ivesiment
Company a8 & front 1or Rurther investments
n 15 Bay Area compenies. He aiso
surfaced n.coun reConds: hese detad a

Khashoggr hes 8is0 endowed the
“Triad Foundaton,” which he descrbed

194

Petrodollar Courtshlps

ll-tlar!.pelﬂlu

The roster of public figures and former Richerd P. Heims, lormer Director
83 3 “phianthropic a0ency’' ocated on 100 gOvernment officigls reported 10 amu&wmw
the grounds of St Mary’s Cotlege nesr represent the Arab countries In a variety of and U.S. Ambassacr. Consultant 1o
Morage. Castfomia. The announced ways reads ke 8 who's who of heediiners Iran and partner in & joint American-
pupose of the coflege Project ¢ Y0 who &re Using years of front+ank politicel iranian IMPOrteport JUsiness.
*irain barking and fingnce experts for aliances on beheit of their LCratve new Raymond Closs, former CIA Station
m\umm cllents. Chief, Middie East. Finencial advisor 10

John Cohnally, former Secretary the Sauci Arabian roysl families.
wanwmwumehmn of the Treasury, Special Advieor 10 the John O'Connett, former CIA Station
Iebiood of hig spr F and cument R Chief, Middie East. Consultant %o
cmmunmsnmmw Precidential candkiaie who smnounced Jordan.
Oraw the 1nterest of & Congress just last month thet he is considering Fraderick G. Dutton, former
begunning its years-ong investigation financing his own campeign rather than ~ Assistent Secretary of State. Legel andt
into myt-nationel corporations SUDMRA 10 the spending . financial congutant collecting $200,000

That was just one of a number of foderal election money would Impose. 8 your for representing Seudt Arebia and
probleme ciosing in on the high-roffing * Cornally was ie0al and poliical couneel i3 state-owned 9es and ol Monopoly.,
Ntracreneur at the time. Another wis 10 Ssud Arsbien
the ncreasingly bitter behing-ihe- [ dnchxsng A Unwood Holton, former
$CONNS DOWET SiruOgie within the Saud former U S. Budget Director Bert Lance. Assistant Secretary of State. Coneultant
roysl count. in the course of the batde, Spiro T. Agnew, former U.S. Vice 10 OPEC countries on “Congressions!
KhashoQg! 1083 power and began & President. Providng political advice and Reistions.”
deciing from favor with the royal fasly. Quidence 10 he Orgenization ot Wiis C. former
Currently. he is officially 0n the outs with Petroleum Exporting Countries. Assistant Secretary of State. Retained
the 1hone he ONCe representad— Stuart Symington, former Senator 23 8 “Washington weicher” for Seud
SIthough his Dusiness end monetary nd Secretary of the Air Force. Asabia.
connections £re reportedly stil well 0 i Geraid L. Parsky, former Assistart
plugged in &t the hohest Saud inciuding those of the former direckor of Secretary of the Tressury. Currently

and miitary levels. the Saud Arabien inteligence Washington lew office—

In 1975, the Senate Foraign Relations Agency——of Seudi Arabia, Kuwant and Gibeon, Dunn end Crucher—which
Commuttee’s Subcommittes on Abu Dhabil as they n ly provides legel and
Muntingtional Corporations, headad by American berks financial counsel 10 Saud Arabisn and
Senalor Frank Church of idaho, begen J. Willam Fulbright, former Other Arsh inerests seeiing 10 do
$o0 sty Khashoggi's activities snd Senaior and Chairman of the Senate DusiNess across Americe.
decided they wanied 10 tak 10 the Arab Foreign Puatrick Caddel, cioss friend and

merchart. Consurant collecting $25,000 a yesr polister for President Carter. Hired 10 do
1ash000i announed (0 the press from the United Arab Emirstes and polts of pudlic opinion for Seudl Azabie.
that he was grestly “snnoyed” that he $50.000 2 yesr from Seud Arabie. Crawford Cook, cioss friand of John
had baen subpoenesd 1o testity betore Clark Clifford, former Secretary of West, American ATDessador 10 Ssud
the Subcomemutios sbout hig Osfenge. Conguitant collecting Arabia. Hired for Iongange “public
“'commigsions.” e $150.000 a yeer from Algeria and legal information programe’ by Seud Arsbia.

Senator Church, meanwhile, mace t counsel 10 Sauct Aradian interests.

very clear that he was not INvestigating Richard G. Kisindienst, former U.S. inustrated (L 0 7 ) Clark Chitford,

“‘commissions. ” His Subcomymiies wias
investigating brides.
o4

<

Anomey General. Congutant collecting
$120,000 & yesr trom Aigeria.
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Direct Political Action

The Arabs vs.

Senator Frank Church has not had an
oasy hme of & with the Member netions
of the Arab League.

The first major public confrontabon

The squoment was 10 add 10 the
formdable arsenal Libys has alreecy
assembied with $2 bilion n Russian
WWM!MMB

Came with the Kheshogg i
Digging i, Nwﬂnum
xtensve Setads of 3 woridwide wed of
CONNBCHONS I which DROpse ke
Khashoggi shuttied petrodiliors and
Wi materiel which generated & copous
“‘commission™ fiow. The Church
heanngs opened the window on & 1ot of
the New CONNECHONS aNd voeds the
Arabs have mede in Washington and
Other 10823 Of pOwer. When the
Subcommettes

mmmsmm
Dbittecly criticzed by he Wiate House.

y crack North Korean
ﬁmwm

The C-1308 were the central part of
the Amencan purchese. Athough
UsUMly charscternzed in prees reports

military for 20 years.

The lour-enging ArbOrop sircraft—
known 10 U S. tro0ps a8 “Herks™* or
“Heriy birds” ~—8re 3eeined Kor rough-
fiaid lancings and tghtning miltary
strikes: laraoli troops flew C-1303 10
make thew famous 1976 rescue raid at
Entabbe Airport in Ugande. The planes
2re 3180 Jesigned lor rapid peratroop
drope, have'a 5,000-mile range snd can
carry 110,000 pounds of jeeps, trucks,

ravaged the Ho Ch Minh Trail awing the
Vietham War.
planes can be quickly fited with an

n ancther arena, Church hes become

u«mmmmm; large
numbers of Oghiosh trucks and spare
perts from Amarican manufacturers.

Maching gun which can stred a truck

and the Senste Foreign Reistions
Comymaties decided that it vas not & ood
383 10 Pt sUCh equIoMeNnt In the hands of
Libysn strongmen Muarmmer s-Osdef.

Qageffi has openty allowed his country to
be used 28 3 haven 8nd S1aging bess for -
PLO commandos, hijackers and other
internationdl Mecrorists. Libya was the only
country in 1he world 10 8kd Ugencen
dictator idi Amin in the revolution that led 10
48 Overthrow thig soring.

Qedaffi hag been unedie loget the U S.
€xport Kcenees he noeds 10 move the C-

s refused 10 relent or even soften his
View on the Libysn planes.

So, late in 1977, nmmm
@CONOMIC iNvesion of ideho ssmed st

Then Libys begen making armangements
10 buy aimost everything eles.

idaho can best be deecsbed by the short
list of things it i nationelly famous for:
baidng potaloss, expioding orain silos, Sun
Yatiey's sidi siopes. And Frank Church. R is
the leest populaled state in B8 Union, with
fower then 800,000 resicents on its 84,000
quere miles. Seventy percent of thoss
Peopie iive on the rural farmiands thet are
ideho's economic backbone: 22,000 of
them beiong 10 the ideho Fam Bureau—
the state’s Most powerkil political group.

Two yeors 800, the Avabs staned
8rhving in this unilkely spot In Amernica's
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In Idaho, 4 state known for
exploding grain silos, rural
farmland and baking potatoes,
the Arabs are establishing
a political beachhead.

soiated northwestern comer They begen
10 DUy thiNGS—in Urvts measurabie i tens
of muftions of dokars

Officially, Washington has made no
mennon of what is happening in ideho.
Unofticially, senior State Depsriment
officias have expressed increesng
concem with Arab activities they describe
as "an interesting end run around the

Sofar. thes 1s what has happensd n
Frank Church's backysnt:

—ARer Kuwait purchased idsho
Harging, Litys sent 2 seven-member
“trage JeegAtIoN” which prowled the

things very frequentty” their desire 0 make
Massive purchases of I0Csl products and
their cispleasure that Senalor Church was
heioing 10 hokd LU delivery of their cargo
planes

—Three separate junkets of icaho

1 doth iasho and Weshington O C. with
icaho Congrasaman Steven Symms. a.
Republican who hes announced that he wit
run againgt Frank Church next yesr An
Arch-CONSenvative with seven yeers in
- Congress, Symms 13 not poouiarty known
 idaha for any mejor legisiative
accomplishments He I6 perhaps best
Known 10r hig rightwing rhetoric, s
backing of the *Liberty Amendrment””

which calis for the abolition of all ncorme
taxes, and his caichy campeign siogan
“Take 2 bite of government.”

~=Symms’ office has t0id the local press
that the Liyans aren't o bad, that Qacelfi
has promised that Ldys witl mend its weys
any "no longer grve aid of support 10
terronsts.”” and “We beligve him."

—Arads have negotiated he purchase
of about $40 mettion n wheat They have
s18ted an Inlerest in Maiang future buys
N0 idBh0’s COM, Soybeens and lamd
products

—AZ308 Nave 8NNOUNCES they ntend 1

—Ltya hes coyly sugoested that ¢
ight want 1o establish ts U S. trace
mission office in Boise, kiaho— it woukd
be “weicome.

~—The 22.000-member isaho Fasm

- mission n Boise. it has bagun caustic

crticism of Senator Church for not activedy
becking the project.

~~Senalor Church, who is prepanng 1o
0pen Mg CAMPAIGN 1O re-laction in ldeho
RExXt yodr, 1§ Keeping & very iow profise on
the subject.

—_ POUTICAL SAWY

“in sftect, Senator Church is running for
election agsinet the Arabs. | don't think
thers has ever been 8 race ke Ihe in
which a foreign country has taken such &
direCt past. And let me tell you, we're
waiching it,” expisined one Washington
Congressionat sicie who has been on the
Hill since 1970.

Bt Church is not the ondy one feeking
prassure from the Arads. " the aide

continued. They are now & MAor force in
Washingion The progress they have made
18 Incredibie. Four years 8o, the Arab
obby was a joke. You had maybe two
0e0pie Here who knew what they were
doing The rest of them wers tptoeing
around ke nung in 3 whorehouse. They
ANt KNOW what they ware dong of even
how 10 find out. They didn't even
understand the theory of the system, let
20Ne NOw it works here on the Hill.

10 keep their fingers on the puise and
deitver wel-documented POSIion pepers of
backgrounders 1o ‘baiance’ the issues.
They aiso have s0me dynamic law fkms
2nd former Hill paopie—ex-8enators,

"The Jewish lobby is stifl far more
{ormidabie because 1t can dring down the
public wrath of the local communities. But
the Arsbs are closing. They have tightened
Their 5¢1 10 the POK whers they have real
ciout. You only have 10 lock at the F-15
deal 10 understand that | Meen, That was.
S50t wir. We have every Jewish
Organzation you Can meging, and bigwigs
{rom tarael, coming in. There was arm-
Twisting ke you can't Deleve—on both
$:006. Everything but the kitchen sink came
floating down the halis on that one.

“And the Arabs won. tsrael hes nover
lost & vote like that one before. it was $5-54
10 el the pianes 10 the Arabs. lsrael hed
QONe &t Ot 10 detest it But they lost |
don't think most folks out 1here in the real
worid understand st how signficant thet
was.
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“From whers we St, { wes & major
watershed. The Arabs demonetrated hey
NOW NEvE 1he kNOW-"Ow and CONNBCbons
10 aitect the pessage of legusiation

*Not 8 10t of peopie will ATt it pubiicly,
DACEUSE the 10pxC 18 Such 8 fouchy one. It's

OW with the ol ¢ Bu
iscael l0st ground behnd the scenes on
that vote They've 1082 ground n general,
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Senator BYrp. I wonder if you could briefly summarize the key
points of your article? )

Mr. Levins. What [ 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 end in charge of assembling this sort of
information explained that he had only very shaky figures on any
ofhthis 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
threatoned 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 0il” 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 ihvestigation 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 mgv lﬂpaycheck, I can pull it
out at anytime. My ga check 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 Arabe 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 lawger. 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 sim’Fly 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 Byrp. 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 ﬁ;oblems 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
undersianding, 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.

. do not know. I do not know if anyone else in the city really
nows.

That is one of the scarier things that I found.

Senator Byrp. Thank you.

Senator Wallop? :

Senator Wallop. Thank you, Mr. Chairman.

Mr. Levins, in your article you make a number of controversial

ints 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 WaLLopr. I have a hard time understanding that the
purchase of icultural 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 [ understand it.

Senator WaLror. 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 1 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 things 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 ‘8)00,000 ple
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 %owerfyl 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 WaLLor. 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
tls;ix%g, 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 WaLropr. Thank you.

Senator Byrp. 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.
h'I‘he information seems to be the biggest problem in this whole
thing.

Senator ByYrp. I would agree with you that I would like to see a
great more information available than is available. Thank you.

Mr. Levins. Thank you.

Senator Byrp. 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 Byrp. 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
ggﬁp $2.1 billion. Last year, their net purchases amounted to $2.4

illion.

Fore'gn 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 gublic 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



) 204
pgrcent in 1975 and was 37 percent during the first 9 months of

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 cri
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 197478 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 fixed investment as a percentage of GNP is now at the
lower end of its historical range and productivit{ 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 adverseéy affect job creation.

More importantly, the attractiveness of U.S. securities markets
to foreign investors is essential in recycling for a productive domes-
lt{ic use some of the hundreds of billions of dollars in the Euromar-

ets. .
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.ities 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 would tax that portion of a
capital gain realized b%" a foreign party which is attributable to
appreciated farmland. The notion of tuxing 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 Byrp. Thank you, gentlemen.

As I understand it, you strongly oppose S. 192?

Mr. BaLL. Yes, sir.

Senator Byrp. 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 i8 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 those suggested by the panel of attorneys testifying
this morning would diminish or reduce our problems.

Senator Byrp. 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
haIppy paradoxical position of supporting a bill.

would say that we would like to see some grandfether 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 BYrp. Treasury’s proposal, ienerally 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
ﬁking, the direction they are taking, certainly seems to be sensi-

e.

Senator Byrp. 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 igdicate 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 eftective 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.

r. 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 WaLLopr. 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 WaLLor. I imagine that after today tﬂere will be greater
awareness sweeping through the country.

Mr. BaLw. Yes, sir.

Senator WaLLop. 1 appreciate your testimony. I wonder if you
would take a look at the Treasury proposal.

Mr. BaLL. We certainly will do that.

Senator WaLLor. 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
opportunity to do so.

nator WaLLop. Thank you.

Senator Byrp. 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 GEORGE L. BaLL, PresipenT, 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 Internationai 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 1s greater than its familfarity
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 Egalized 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 Poreien Portfolioc Investment
Poreign 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; eduitiea during 1970 and 1971, foreign net purchases of stocks,
principally from Europe, amounted to $2.2 dillion 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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Poreign 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
markets were straightforward: The strength of the U. S. dollar in
1975 and 1976; a recession in Eurbpe 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
M ons
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



210

Poreign 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 nigher 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 & 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 oOnce again
t;voring 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 now invested in
equities compared to almost 75% at year-end 1972. For mutual funds,
life insurance companies, property-liability companies and individual
investors, the patéern is much the same. Thie 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 pér-
centage shgt up to over 40% in 1975 and has not fallen lower than
23% since then.

Needleas to say, any reduction in the interest by foreign
invesators in U. S. equities would serve as & 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 1nstitut1§na1 investors with

stocks.
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Table 2

POREXGN PARTICIPATION COMPARED TO

INSTITUTIONAL PARTICIPATION IN U.S. EQUITIES

{$ Millions)
Pirst
Nine
Months
Net Purchases By: 1965 1970 1975 1976 1977 of 1978
Private Pension Punds $3,030 $4,585 $5,714 $7,046 $4,522 $2,645
Mutual Funds 1,365 1,225 (1,195) (2,550) (3,506) (1,059)
Life Insurance Companies 390 1,795 1,152 2,024 500 (514)
Property & Casualty
Insurance Companies (185) 890 (1,003) 610 650 850
State and local
Retirement Systems* n.a. 2,137 2,048 2,282 2,478 1,417
Poreign Investors (413) 626 4,672 2,731 2,664 1,936
Total Net Inflows 4,187 11,258 11,394 12,165 7,308 5,275
Percentages Accounted
for by Foreigners 5.6% 41.1% 22.6% 36.5% 36.7%

* Book value

« Jrces: SEC, U.S. Department of Commerce and U.S. Treasury

Aggregate Amounts Held by the Private Porelgn 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 corporate 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.
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Repercussions from S.192
Me 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 néeded 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, & capital
gain realized from the sale of securities on a stock exchange located
within the United States 1s 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
=;6reikﬁliﬁ§;$ta;;.néﬁéh-a &raétic ﬁbdiflcaiion 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
for 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:

RN-150 0 ~ 7Q -« 1€
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"In the case of capital gain i1t 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 realiged 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". ¥ :

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 would 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

® Senate Finance Committee Report No. 1707, 89th Cong., 2d Sess.;
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
¢o have been a major cause of inflation in this nation in
recent years.

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. PFor 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
10.71 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

4~'§_g;9udown in prodﬁctivity 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 .

Jobs

The Conference Board estimates that almost $32,000 of new
capital 1s required to create one job. While precise estimates
cannot be made, reduced foreign investment will adversel}
affect job creation.

Health ©f 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
dncreased 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 geins 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 1is 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 treatles to wﬁich the United
States 18 a party, as well as the U. S. and OECD model tax treatles,

contain provisions generally reserving to the country of residence
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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 1s 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 rece’ved by foreigners from United States portfolio
1nve§tments. 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 vre as high as 30!, act as an effective impediment
to potential invettment from abroad.

The withholding tax already has been removed from fore;gners'
interest-bearirg bank deposits (including Certificates of Deposit)
or such otner 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 revenu¢ loss to the Treasury from repeal of the tax on
interest would be insignificant -- the tax produced only $21
million in 1976. bouas purchase& 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. 3. dollar denominated Eurobonds.
The revenue loss from repeal of éhe ‘ax on dividends ($271 million'
in 1976)‘should be more than ofrsét by increassd 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 thé 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 iInvestments could be expected within a year
or two of repeal. Merrill Lynch estimates the shift into U, S.
bonds at $4.7 dillion 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 possiblé shifts out of other

8The $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.



219

currency or short-term dollar investments, the estimates may well
®e too low.
Orawbacks to S. 20§

8. 208, while more narrowly fccused 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 i{s attridbutable to appreciated farmland, the concept
of taxing capital gains realized by foreign investors on the sale of
securities has ~inuch 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 Treésury 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
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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 belleve that taxing capital
gain on the sale of corporate shares 1is desirable or practical."

We concur.

Senator Byrp. 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.

1 appreciate your hearing me. I intend, rather than to read the
testimony just to make a couple of brief remarks.

Senator Byrp. Yes, and your testimony will be published in full,
and you can summarize it.

Mr. DorGAaN. 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, dprobably 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
hligheir t‘}ilan the price the American family farmers could pay for
that land. i .

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 ams) 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 ByYRrp. 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 ByrDp. 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-farm investments who would like to buy a quarter-section or a
half-section of land in this country.

Senator BYrp. 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 bettter 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 Byrp. Thank you.

Senator Wallop?

Senator WaLLop. Thank you, Mr. Chairman.
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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 WALLopP. 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 WaLLopr. 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 WaLLor. 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-
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wise, and foreign owners is probably the most appropriate place we
could head. ) )

Mr. DorGAN. That is right. I understand the public policy conse-
uences on the other side of foreign investment in the United
tates 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 scme 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 wit{. 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 policies 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 han%er 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
gontinue that, we ought to make it lucrative for the family-sized

arms.

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-

ee.
I thank you, Mr. Chairman.

Senator Byrp. 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 legwr:tion

introducted b{ Senator Wallog, 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

Zgricu_ltural policy. That goal is the preservation of the family sized farm unit in
merica.

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 f(-xrtningl ogetations 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
foreign investors in American farmland a distinct advantage over American f%lrm-
ers. However, I believe the Congress should consider a far more dramatic and
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comprehensive &‘I)Em‘:h to the problems of the familﬁ farmer, and I think it is
appropriate to about that at this hearing inasmuch as this specific tax provi-
sion is only one part of a larger solution. .

We n 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, currentl]y have legislation that
discourages farming by large corporations and abeentee landlords, and are currently
considering meth 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-agricultural 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 sugport 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 }(:f strengthening small farm units vis-a-vis large concentrations of farmland
ownership.

1 woukr 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

icultural policy away from small farm interests, and to insure the continuation

of this basic and necessary rart of American society. If Senator Wallop's bill is

accT%lpteg in this spirit, it will give new hope to thousands of American farmers.
ank you.

Senator Byrp. 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 Building
Washington, D.C. 20510

Dear Sir:

Reference is made to the hearings to be held by the
Senate Finance Committee on June 25 with respect to 5208
relating to the taxation of non-resident aliens on
gains from the sale of farm land and other rural land in
the United §tates.

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 respact to sales and exchanges occuring after
February 28, 1978". However, the Congressional Record on
October 7, 1578 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 KR 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
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Mr. Michael Stern
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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 individuals 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
M =€
”%C'h\. .

By Milton A. Levenfeld

mal:t
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WastingTON
Women For TH
SURVIVAL OF
AcricuLTure

June 18, 1979

ﬁg:ﬁiziegtgnf‘ig:né; Director
Room 2227, Dirksen 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 leesees 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,

v Kiroid! g"""é

Mrs. Ronald Gamache

Federal legislation Chairman
Rt. 1, Box 1748

Toppenish, Wa. 98948
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LAW OPAC!S
GROOM AND NORDBEROG
SUITE 430
1773 PENNSYLVANIA AVENUE, X, W.
Wasmmnarow, D. C. 20006

THEODORE R GROOM {20@) 887-0620

CARL A. NOROBERG JA.

ROBLAT 8. HARDING

LAWRENCE J HASS

LOUIS T. MAZAWEY

MICHAEL F KELLEWER July 16, 1979

SHARON GALM

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,

50-156 O - 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 tor 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
situvated 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. 1In
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
Tpe Prudential Insurance Company
of America
The Travelers



north palioltd Farm BUreauyu

PO Box 2064, 1101-1s1 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. 20510

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 persona! regards.
Singerely,
!

. Lé;”‘“"

Jémes H. Marsden
Director, Public Affairs

JHM /mac
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ApPPENDIX A

DESCRIPTION OF S. 192 AND 8. 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 Generaliy 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 Wallofp 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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1. SUMMARY
S. 208 (Senator Wallop and Others):

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. %nder resent
law, such iains 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.

* The cosponsors are Senators Baker, Baucus, Bayh, Bellmon, Boren, Burdick,
Cannon, Chiles, Church, Cochran, Cranston, Culver, Danforth, DeConcini,.
Domenici, Exon, Goldwater, Hart, Hatch, Hayakawa, Helnz, 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 foreiin gersons 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.)

n 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, andq 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 subject 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 o%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 80 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 would
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 & 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.8. withholding taxes. However, these taxes are often waived, on a
reciprocal basis, under tax treaties between the United States and other
countries, If the recipient of the income is entitled to such a treaty bene-
fit, then income paid to bim currently by the corporation would escape
that U.S. tax. (Foreign investors fretéuently 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

ain 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 cogporation 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 propertg because,
as foreign investors, theK generally are not subject to U.S. capital

ains tax. Even though the corporation is engaged in a U.S. trade or

usiness, that business is not 1mputed 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.g. 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
aganst 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 et(.fpee 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-
eifn 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 prgperty, 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 should be imposed on gains from
stock or securities of corporations owning that property. Finally, if the
jprovisions adopted would conflict with U.S. tax treaties, there is an
1ssue 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 & corporation, or interest in a
partnership, trust, or estate, determined téy the Treasury to be prop-
erly attributable to (i) the net unrealized appreciation 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 (sec. 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 80 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. A

owever, no gain would be taxable under any of these provisions io
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 ﬁardls attributable to farm land, land suitable for farming, or
rural land.

Effective date
The bill would apply with respect to sales and exchanges occurrin
after February 28, 197g. ges 8

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 I}tS. tax
treaties require certain gains to be excluded from gross income, there
would be a corresponding reduction in the revenue gain.



240

C. Deseription: of S. 192

- (Senator Bumpers)

Explanation of provisions

The bill would provide that all U.S. souree capital gains of foreign
investors, whether from real property or personal property (such as
stocks and securities), would be subjeet 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 gains of U.8. persons. However, the bill also would subject to
tax all U.S. sourcs capital gains (to the extent they exceed U.S. source
capital losses) which are not effectively connected with a U.S, business,
The bill would not, however, override U.S. tax treaties which would re-
quire the exclusion of such gains from gross income.

Effective date
The bill would be effective upon enactment.

Revenwe effect
. According to a very rough estimate in the Tressury report on taxa-
tion of all capital gaius of foreign investors could increase tax liabili-
ties by $276 million at the 1979 level of gains, This figure would be
substantially reduaced under S. 192 beeause 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, DC. 20540 March 28, 1979

10: 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 & foreign holding company
-

Summar
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
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

1/ 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 Committee 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 eantities.

Anti-tax avoidance legislation of this kind does not raise serious
issues under established principles of international law or uunder the United
States Constitution.

* The real problems raised by the proposal are in the areas of tax treaties
and enforcement. The proposasl would be inconsistent with nearly all U.S,
estate tax treaties in force, as well as with the U.S. and OECD model estate
£ax 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

.

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 1/ 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 sliens 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, 83th Cong.,
2nd. Sess.)
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with which the United States does not have an estate tax treaty who have
invested in U.S. faramland 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
pominee 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 lisbility 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
gituated 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 2i%3), 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 evern if the corporation’s assets consist solely of U.S.

real estate. (Code section 2104(1))% 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
;toperty by a nonresident alie%.

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 gifﬁ
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.24. 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). - Co-
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4/
in most cases by those who blunder into its provisions.™ 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 & 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 to be
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. farzland, 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 comput; the amount includ-
ible in the gross estete 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.

. Under the proposed tracing provision the foreign corporation would be
treated as a sort”Gf permeable entity for estate tax purposes, the statute
looking through the foreign corporation in order to include the underlying
U.S. real estate in & decedent shareholdgr'. gross estate, As an alterna-
tive, it would also be possible to change the situs rule of Code section
2104 vhich 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 tracin; 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.

1t is questionable whether estate tax liability should sttach to non-
resident alien shareholder; 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 potentisl 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 tv information return requirements
in proposed section 6039C in S208, it would be appropriate to limit estate
tax liability to the estates of ncnresident alien shareholders of foreign
corporations at least 20% of the assets of which consist of U.S. farmland.

In addition to such 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
12 (or some other percentage) of the foreign corporation’s outstanding stock.
The case for such a stock ownership test may, hovever, be less compelling if

the proposed legislation already includes a corporate assets test..
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International or Constitutional Law Issues

Under internationsl law, the U.S. clearly has jurisdiction to tax a2
nonresident alien or his estate on the transfer of property situated in
the United Stlte%{ In taxing & 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 no. “elieve 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 s 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 gefeat obstructions to that incidence of taxes which it
chooses to impos;{" 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
fespect 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

1/ 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 ¥ 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'
activities, would run afoul of constitutional objections%ﬁ
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 expatristed 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 & fdreign
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. Durning, 294 U.S. 33 (1935), the Supreme Court

T 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
ownership to a foreign corporuti%%{ A related gift tax provision was
enscted 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 spplication.

The other noteworthy precedent is c;ntained in the Commentary to the
OECD's 1966 model estate tax treaty. As discussed later, the model treaty
itself does not contain & tracing provision. However, the Comsentary 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 & Means Committee, 89th Cong., 2nd Sess.; Rept. No. 1707,
pp. 28-29, Senate Committee on Finance, 89th Cong., 2nd. Sess.
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11/
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 eioctive provision applies only to real estaste
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
Eoreign corporations. This appears not to be & major difference, however,
as the elective provision in the OECD Commentary explicitly applies to un-
incorpurated 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,

-
~

not (civil associations, general partnerships, limited partnerships)

The model elective provision states: "In the application of this Convea-
tion, interests in associations of individuals, whether legal persons or

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 & foreign corporation. The second problem is how to enforce the
tax 1liability 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 héldtng
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
Seétlon 6039C in S208, requiring each foreig: ccrporation 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,
informatfon returns should be required only of foreign corporations at least
20X of the assets of which coneist 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 1I (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 1list on 1its 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
noainees and/or the use of bearer shares in order to mask the identity
of foreign investors, a significant potential for avoidance of the estate
and gift would still re-a%%{

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 & 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.

14/ One possibility, which we are not recommending but which may deserve
further study, would be to enact a requireament that foreign corporations
investing in U.S. farmland may have only individuals as shareholders.
Such & requirement would be somevhat similar to that for individual
shareholders in a Subchapter S corporation under Code section 1371(s)(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 would.be rather drastic, but there
can be little doubt that under the Constitution Congress has
the power to enact such legislation,

T
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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
amwended 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 slien share-
Jolder or shareholders., However, we do not believe that giving the United
States a lien on the underlying real estate would create an unconstitutiocnal
Federal interference with state rights, As discussed earlier, Congress
has extensfve powers to impose and collect taxes and excises and to regulate
the economic entry of aliens into the United States.

While we do not believe that giving the United States a lien would
create a genuine Constitutional issue, it may lead to complications of &
practical nature, especially if the foreign corporation has more than one
shareholder. If the foreign corporation has several shareholders, in an actiocn
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
owmners, 2) a partition of the property, or 3) some other remedy,

It is of course not essentfal that the legislation give the United States
a lien on the underlying real estate., However, not to do so would be likely to
wmake it more difficult to enforce the proposed statutory changes as a nonresident
alien shareholder or his estate may not have other U.S. assets vhich the govern-

ment could reach. Actually, there msy be a certain amount of voluntary compliance
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with the new law, especially if alien invesators 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
tax treutie%%, The situs rules in each of these treaties provide that
immovable property is deemed to be situated at the place where the property
is locat%%{ This situs rule retsins for the United States the right to tax
a nonresideat 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, IIL (1)(a); Ireland, Art. II1 (2)(a);
Italy, Art, III (1)(a); South Africa, Art. III (2)(a).

17/ See, Finland, Art. III (2)(d); France, Art. ILII (2)(g);
Greece, Art. III (2)(g); Ireland, Art. III (2)(d); Italy, Art. III
(1)(d); Japan, Art. III (1){(d); Norway, Art, III (2)(e); South Africa,
Art. I1II (2)(d); United Kingdoa, Art. II1 {2)(4d). :
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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 & 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 estste tax treaties having similar
situs rules. In its report on the Canadian treaty the Committee 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
the situs rule for shares of stock and not for real est-%%{ In attributing

to a nonresident alien shareholder ownership of a proportionate interest

18/ The Coumittee report states:

"In order to clarify the -eunxng of the convention, the
committee wishes to state that it has acted upon the conventlon
with the following understanding and intention:
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in U.S. real estate held by the foreign corporation, the proposed tegislation
vould reach a result vhich is inconsistent vitﬁ 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

1f a deceased has any rights or interests in property
described in paragraph (h) (relating to sheres in a partnership)
or paragraph (f) (relating to stock, etc., of a company) of
article II, 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 11 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
parsgraph (h) or paragraph (f), and not under the provisions of
any other paragraph of article IL."

Report on the Convention with 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 (1CCH Tax Treaties, p, 1253-18).



b

269

of & 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

followved 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 inconsisteat statutory provisions. In the absence
of any specific declarstion of legislative iatent, the instrument which
was adopted last in time takes precedence. However, Congress can express
a contrary intent, as it did in Code Sectiom 7852(d) with respect to treaty
provisions in effect at the time of enactment of the Internal Revenue Code

of 1954. sSimilarly, in the Foreign Investors Tax Act of 1966 Congress

19/ Section 7852(d) states: "No provision of this title shall apply
in any case wvhere 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 ;ould be contrary to any treaty
obligation of the United States.”
When a proposed statutory change will bde 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
‘Department 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 tﬁe estates
of individuals domiciled in a country with which the United States does ﬁot
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).
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