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The Committee on Finance, to which was referred the bill (H.R.
7727) to extend for an additional temporary period the existing sus-
pension of duties on certain classifications of yarns of silk, having con-
sidered the same, reports favorably thereon with an amendment and
an amendment to the title and recommends that the bill as amended
do pass. I. SUMMARY OF THE BILL

House bl/l.-Subsection (a) of the House bill would amend the
termination date for items 905.30 and 905.31 in the appendix to the
Tariff Schedules of the United States (TSUS) from November 7,
1975, to June 30, 1978, to extend the existing suspension of duties on
certain classifications of silk yarns for an additional temporary period.

nubsection (b) of the House bill would apply the amendment to
articles entered, or withdrawn from warehouse, for consumption after
November 7. 197.5.

The committee did not modify the text of the House bill, but added
an amendment containing two provisions.

Railroad rolling stocc.-The first Committee provision would per-
mit a reciprocal tax exemption for payments received by Canadian
railroads for the temporary use of their rolling stock. Present law pro-
vides that payments received by Canadian railroads for the use of
their rolling stock in the U.S. on trips between the U.S. and Canada
are subject to a 15% withholding tax on the gross amount received.
Canada now imposes a similar tax, but has indicated its willingness
to grant a reciprocal exemption if the U.S. adopts an exemption. Simi-
lar reciprocal exemptions now exist for air, ship, and truck transpor-
tation. The Committee amendment provides for an exemption for
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payments by a common carrier for the temporary use (i.e., one which is
nut expected to exceed 90 days a year) of railroad rolling stock owned
by a corporation of a foreign country if the foreign country grants an
equivalent exemption to U.S. corporations.

Anus Rca Falls Dain, Idaho.-The second Committee pro sion
would clarify the tax-exempt status of obligations the proceeds of
which are to be used to reconstruct the American Falls Dam in Idaho.

Present law provides that an industrial revenue bond whose proceeds
are used to build a dam to store water for irrigation purposes may be
eligible for tax exempt status. Where, however, the water also has a
subordinate use in generating electricity, the status of the bonds is not
clear under existing law. The Armerican Falls Dam is used principally
for irrigation purposes, but the water has a subordinate use in generat-
ing electricity. The Committee amendment provides that industrial
revenue bonds issued in such a case may qualify for exempt status if
substantially all of the stored water is contractually available for
irrigation purposes and the water is available on reasonable demand to
mneimbers of the general public.

II. SUSPENSION OF DUTIES ON SILK YARNS

The existing suspension of duties on spun silk yarns has been ex-
tended by various public laws since it was originally enacted by
Public Law 86-235 on September 8, 1959. The suspension of duties
was last extended on October 29, 1974, by Public Law 93-499 for a
2-year period from November 7, 1973, to November 7, 1975.

Both the column 1 rates of duty (applicable to imports from
countries accorded nondiscriminatory (MFN) tariff treatment) and
the column 2 rates (applicable to imports from countries not accorded
MFN treatment) are suspended. Silk yarns covered by the suspension
are imported under two items of the TSUS. The column 1 rate of duty
on silk yarn singles under TSUS item 308.40 is 8.5 percent ad valorem
and is 12.5 percent ad valorem on plied silk yarns provided for in
TSUS item 308.50. The corresponding column 2 rates are 40 percent
ad valorem and 50 percent ad valorem, respectively.

Spun silk yarns are of two principal types: Standard spun silk
(schappe) yarns are for general textile use such as for making sewing
thread, decorative stripings for fine worsteds, lacing cord for cartridge
bags, and, in combination with other fibers, certain types of necktie
fabrics, shirtings, dress, and suiting fabrics, upholstery and drapery
materials. Standard yarns are manufactured from long parallelized
silk fiber stock recovered from waste cocoons and silk filature waste.
Silk noil (bourrette) yarn is made from shorter length, and hence
cheaper, silk fiber stock than schappe. The material used consists of
silk noils discarded as byproducts in preparing silk waste for spinning
in standard spun silk yarns.

The duty was suspended originally to enable domestic producers
of fine yarn fabrics to import fine silk yarns free of duty and thereby
make it more economical to produce fin e yarn fabrics in competition
with. imported similar fabrics. Due to the limited supply of all types
of silk, fine silk yarns are being used presently at a premium price
for the same purposes as other silk yarns. There is no domestic pro-
duction of these silk yarn items. In recent years imports have been
substantially below imports during the latter part of the 1960's when



they averaged about 165,000 pounds annually. There have been no
imports of silk yarn singles under TSUS item 3(8.40 since 1966.
Imports of plied silk yarns under item 308.50 were about 22,000
pounds valued at $253,000 in 1974. Japan and the People's Republic
of China are the principal suppliers.

Favorable reports have been received by the Connittee from the
Departments of Treasury, Commerce, and the Office of the Special
Representatives for Trade Negotiations. No objection to this provision
has been received from any source.

III. TErsPOe aY RENTAL OF RAILROAD ROLLING STOCK BY FOREIGN
CORPORATIONS

Under present law, the income of a foreign corporation which is
effectively connected with the conduct of a trade or business within
the United States is subject to the normal U.S. corporate income tax
(see. 882 of the code). In determining the amount of its effectively
connected taxable income, a foreign corporation is allowed those de-
ductions which are related to that income. On the other hand, there
is a 30 percent tax on amounts (such as interest, dividends, rents
and other fixed or determinable annual or periodical gains) from
sources within the United States by a foreign corporation, if these
amounts are not effectively connected with a U.S. trade or business
(sec. 881).' The 30 percent tax is imposed on the gross amount received.

An exemption from U.S. tax is provided to a foreign corporation
on earnings derived from the operation of foreign registered ships
or aircraft which are documented under the laws of a foreign coun-
try which grants an equivalent exemption to citizens of the United
States and to corporations organized in the United States. In addi-
tion, the United States has treaties in force with a number of countries
modifying the provisions of the Internal Revenue Code. Briefly, these
treaties modify what income may be subjected to the regular corporate
income tax of the source country and provide for reduced rates of tax
or exemption on payments which are not subject to the regular cor-
porate income tax.

The committee's attention has been drawn to the fact that the
interchange of railroad rolling stock between U.S. railroads and
Canadian railroads is being hindered by the imposition of a tax on
the gross amount of the per diem payments which are paid by the user
of the railroad rolling stock. The interchange of railroad rolling stock
takes place when the rolling stock of one railroad is transferred to a
second railroad for the continued shipment of the goods. The inter-
change per diem is set by the Interstate Commerce Commission and is
intended to compensate the owner of the rolling stock for his costs
(depreciation, maintenance, etc.), and a slight return on investment.
Thus, the size of the per diem varies with the cost and useful life of the
rolling stock.

Under this system, when u Canadian railroad ships goods to the
United States, a U.S. railroad uses the Canadian railroad's rolling
stock for that part of the transportation which is in the United States
and pays the Canadian railroad a daily per diem for the use of the rail-

1 This ta. is generally collected by means of a withholding tax by the person making
the payment to the foreign recipient of the income (sees. 1441 and 1442 of the code).
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rend car. If the Canadian railroad is engaged in a trade or business
within the United States and the per diem payments are effectively con-
nected with that trade or business, the Canadian railroad files a normal
V.. corporate tax return showing the income and deductions with
respect to the per diem rentals along with its other effectively connected
income and deductions. On the other hand, if the per diem is not ef-
fective] v connected with a trade or business in the United States, the
payinen ts are subject to a 15-percent tax on the gross amount of the
paymnients (the 15-percent rate of tax is provided for in the United
State-Canadian Income Tax Convention and is a reduction from the
30-percent rate which is imposed under the Internal Revenue Code).
Since the per diem system basically compensates a railroad for its cost
with respect to the rolling stock, a 15-percent tax on the gross amount
of the per diem quite often is a larger amount than the net income (if
any) which the Canadian railroad derives from the use of the rolling
stock bvy the U.S. railroad.

It is noted that until the end of last year the Canadian Government
did not impose any tax upon the payment by a Canadian railroad to a

-.n. railroad for the use of the U.S. railroad's rolling stock in Canada.
While the Canadian Government has changed its law in this respect,
it has indicated its willingness to grant a reciprocal exemption in
this area.

The committee recognizes that it is difficult to allocate income with
respect to activities or services where the activities and services are
performed across the border of two countries. Further, the committee
believe. that it is unfair to impose a tax on the gross amount of a pay-
inent where the payee is incurring substantial costs in connection with
earning of the income. These problems have been elintinated in comece-
tion with other transportation industries. For example, the Internal
Revenue Code, as well as the IT.S.-Canadian Tax Convention, provides
for a reciprocal exemption of earnings from air and ship transporta-
tion. In addition, the U.S.-Canadian Tax Convention provides for a
reciprocal exemption for truck transportation. At the time that the
reciprocal exemption for truck transportation was added to the U.S.-
Canadian Tax Convention no provision was made for railroad trans-
portation sice at that time there was no problem.2

The committee believes it is appropriate that the interchange of
rolling stock take place without the imposition of tax impediments
which unduly restrict the interchange. Accordingly, the committee
eliminates on a reciprocal basis the gross tax on payments made for
the use of railroad rolling stock.

The committee amendment adds a reciprocal exemption (similar to
thie one for ships and aircraft) for earnings derived from payments by
a common carrier for the use on a temporary basis of railroad rolling
stock which is owned by a corporation of a foreign country which
grants an equivalent exemption to U.S. corporations. The exemption
is to apply only for rentals on a temporary basis which are not ex-
)Hected to exceed a total of 90 days in any taxable year. The term

"rolling stock" means locomotives, freight and passenger train cars,
floating equipment, miscellaneous transportation equipment on wheels

Hearings before the Committee on Foreign Relations, United States Senate, 85th

Congrc, 1st session. on income tax convention with Canada (Ex. B., 85th Cong., 1st
ssion) on July 30, 1957, at page 5.
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and containers which are used for shipping purposes, the expenditures
for which are chargeable (or, in the case of Ieasei property, would
be chargeable) to the equipment investment accounts in the un form
system of accounts for railroad companies prescribed by the Inter-
state Commerce Commission. In order to make this provision fully
reciprocal with the provisions of Canadian law, the committee amend-
ment is to apply to payments ioade after November IS, 1974.

IV. Tix-ExltrurT STATvrS OF OBLIGaXIONS USED To PROVIDE CERTAIN
IRltiATIO N FACILITIES

Present law provides that interest on obligations of Siate and local
governments generally is exempt from Federal inconue tax. In I9iS
tax-exempt status was withdrawn from industrial dehvelopmncut bonds
wi u State and local govermnents were using to finance and attr ct
private industrial development within their jurisdictions.

Industrial development bonds are generally considered to be State
or local obligations, a major 1uortion of the proceeds of which are to
be used in, and repaid by, a taxable trade or business. Sm-Ii bonds are
normally issued to acquire a facility for private business in which the
beneficial ownership of the facility remains in the private trade or
business, although (in order to secure repayment of the bonds) legal
title normally remains w ith the Stat e or local unit issuing the obliga-
tions.

When the industrial development bond limitation was enacted, ex-
ceptions were provided for certain small issues (sec. 103 (c) (6) )and
for certain specified public activities (see. 103(c) (4) ) in which cases
tax-exempt status was continued. As initially enacted, one of the pub-
lie activities for which an exemption was provided (see. 103(e) (4)
(E)) was "sewage or solid waste disposal facilities or facilities for the
local furnishing of electric energy, gas or water."

In 1971, Congress amended the exception iu subparagraph (E) to
delete "water" and added the present law subparagraph (G) which
extends the exception to "facilities for the furnishing of water, if
available on reasonable demand to members of the general public.'"

As a result, in those cases where obligations are issued for facilities
for the furnishing of water which meet the exception (uider so,,. 103
(e) (4) (G)) but where the water is also used to generate electricity, it
is uncertain as to whether the obligations would qualify for exempt
status unless the use of the electric energy meets the "local" furnishing
test (under see. 103(c) (4) (E)), which has been interpreted to cover
an area of two contiguous counties.

The American Falls Reservoir District applied to the Internal
Revenue Service in June 1974 for a ruling that bonds to be issued to
finance the replacement and rehabilitation of the Anericean Falls
Dam would qualify as a tax-exempt issue under section 103(c)(4)
(G). The Internal Revenue Service, however, had questions of inter-
pretation with respect to the interrelationship of the exceptions for fa-
cilities for furnishing of water and the local furnishing of electric
energy and their application to the specific facts of this case. The com-
mittee reviewed the facts involved, as described below, and believed
it is appropriate to specifically except the bond issue in this case as a
result of the special circumstances.



The original American Falls Dam was constructed in 1927 by the
Bureau of Reclamation. The dam was restricted to two-thirds of its
1.7 million acre foot capacity in 1972 by the Bureau of Reclamation of
the Department of the Interior for safety reasons because of exces-
siue pressures on the dam which were caused by an alkali-aggregate
reaction and deterioration in the concrete.

Legislation was enacted on December 28, 1973, to permit replace-
ment and rehabilitation of the American Falls Dam by the American
Falls Reservoir District, which is a political subdivision of the State
of Idaho. Replacement of the existing dam by the American Falls
Reservoir District is an action to be taken in lieu of waiting for a
Federal appropriation that would enable the Bureau of Reclamation
to build the replacement dam.

The Act of December 28, 1973, also provides that upon completion
of construction the United States shall take title to the dam as a fea-
ture of the Ainidoka Project, located in the upper Snake River basin,
Idaho.

V, the constructing agent, the American Falls Reservoir District
was authorized to contract with an electric utility for the use of the
falling water at the dam for hydroelectric power generation. Revenues
from such a contract will help defer the costs of constructing the dam.
Prior to the adoption of the Act of December 28, 1973, the Idaho
Power Conipa i., which is a spaceholder in the reservoir and which
owns and operates a powerplant below the existing dam, expressed
interest in the execution of a falling water contract. Subsequent to the
adoption of the Act, the District, as the constructing agency, entered
into negotiations with the Secretary of the Interior, the Idaho Power
Company and the other water users for the preparation of various
contracts including a contract for the use of falling water.

It was intended that in normal circumstances substantially all of
the falling water would be made available to the Power Company only
when water was released from the dam for irrigation purposes. There
has been no intention to release water specifically for use by the Idaho
Power Company to generate electricity, except for 45,000 acre-feet
(2.65 percent of the storage capacity) whose release the power com-
p:my, in its capacity as a space holder in the irrigation district, can
schedule for the purpose of generating electric energy. Thus, the use of
water for electric energy would be subordinated to the use of the water
for irrigation.

Although the Federal Government might well eventually completely
finance the reconstruction of the American Falls Dam, the American
Falls Reservoir District is undertaking the reconstruction now in order
to make the dam fully operational for the spaceholders (rather than
the present restricted two-thirds capacity). If it were not for the use
of the water by the Idaho Power Company for hydroelectric power
generation, any bonds issued by the Reservoir District would presently
qualify for tax-exempt status. In this case the Idaho Power Company
has a limited spaceholder right (under 8 percent) and is financing a
large portion of the debt to assist the reconstruction of the dam and
has use of the falling water for its hydroelectric power generation pur-
poses. In addition, since the dam is to be turned over to the Federal
Government after its reconstruction for ownership and operation, in
effect, this financing can be viewed as saving the Federal Government



the expenditure it would have had to make to reconstruct the dam sev-
eral years in the future. In view of these special circumstances, the
committee believes it is appropriate to extend tax-exempt status to the
bonds to be issued to finance the reconstruction of the dam.

The committee amendment adds a new exception to industrial devel-
opment bond treatment to specifically allow tax-exempt status for the
bonds issued to reconstruct the American Falls Dam. This exception
is to apply to obligations for a dam which furnishes water for irri-
gation purposes which has a subordinate use in connection with the
generation of electric energy by water if substantially all of the stored
water is contractually available for release from the dam for irri
tion purposes and if the water released is available on reasonable
demand for members of the general public.

The committee intends that subordinate use of water for generating
electric energy means that less than 10 percent of the normal supply
of stored water may contractually be scheduled for release b the
power company and used for generating electric enero-y. Normal
refers to conditions that generally prevail in the service area of this
reservoir, and it is recognized that unusually wet or dry weather can
cause a significant distortion in the 2.65 percent of water contractually
scheduled for release to be used for generating electric energy. The
committee intends that such -unusual circumstances not be guiding
in determining the subordinate use of water. In addition, normal
use does not include a temporary increase in water released for the
power company following contractual default by a spaceholder and
his water share being made available to other spaceholders inder the
terms of the contract for the construction and operation of the dam
and its facilities.

Thus, the provision applies the requirements of subsection (c) (4)
(G) where substantially all of the stored water (under normal
weather and climatic conditions) is available for release to be used
for irrigation in the American Falls Reservoir District. The require-
ment that the released water be available on reasonable demand to
members of the general public is retained in the new subsection (e).
The committee understands that the American Falls project conforms
with this requirement.

The committee amendment is to apply to obligations issued after
the date of the enactment of this Act.

V. COSTS OF CARRYING OuT TIE BILL AND EFFECT 0-1 THE

REVENUES OF THE BILL

In compliance with section 252(a) of the Legislative Reorganiza-
tion Act of 1970, the following statement is made relative to the
costs to be incurred in carrying out this bill and the effect on the
revenues of the bill.

The extension of the existing suspension of duties on certain silk
yarns provided by the bill would not result in any additional loss in
revenues or administrative costs. The committee estimates that the
reciprocal exemption for railroad rolling stock will result in an an-
nual revenue loss of less than $2.5 million. The committee also esti-
mates that the provision relating to the tax-exempt status of obliga-
tions used to provide certain irrigation facilities will result in an
annual revenue loss of about $1 million in each of the five fiscal
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years following the current fiscal year. No revenue loss is expected
in the current fiscal year.

VI. VOTE OF CowiITTEE IN REPORTING THE BILL
In compliance with section 133 of the Legislative reorganization

A,-t, as amended, the following statement is made relative to the
vote of the committee on reporting the bill. This bill was ordered
favorably reported by the committee without a rollcall vote and
without objection.

VII. CsoxoGcs I-o EXISTING LAW

In compliance with subsection (4) of rule XXIX of the Stand-
ing Rules of the Senate, changes in existing law made by the bill, as
reported, are shown as follows (existing law proposed to be omitted
is enclosed in black brackets, new matter is printed in italic, exist-
ing law in which no change is proposed is shown in roman)

TARIFF SCHEDULES OF THE UNITED STATES
APPENDIX TO THE TARIFF SCIEDILES

Iten Artia d Efctc petted

PART 1.-TEMPO ARY LEGIS-
LATION

Sutopott 'T'empotere Ptoitiens

A,,atie Tintl Si Aeuo e

95 
t t t 0

l
t 0

?l
t
.l e-.1tq (proided JWl ;- 1b [,

9 e.31 Sgle-, not blehed andeetered,.entetlowtg oel 5eu5.

iced pet-pond ,30 i -e . er ........ O-- orbf [ 751680
90.31 Plie, to e d ot, ol ed.

ound Lt d- F0 . . e.Et.. -- F o elete 11/7/711 /E/AP' .....i e........... rb foe[11/7]8 7

INTERNAL REVENUE CODE OF 1954

Chapter 1-Normal Taxes and Surtaxes

Subchapter B-Computation of Taxable Income

Part III-Items Specifically Excluded From Gross Income

Sec. 103. Interest on Certain Governmental Obligations.
(a) GENERAL RULE.-Gross income does not include interest on-

(1) the obligations of a State, a Territory, or a possession of the
United States, or any political subdivision of any of the fore-
going, or of the District of Columbia;
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(2) the obliontions of the United States; or
(3) the obls-gtions of a corporation organized under Act of

Congress, if such corporation is an instrumentality of the United
States and if under the respective Acts authorizing the issue of
the obligations the interest is wholly exempt from the taxes in-
posed by this subtitle.

(b) Exci.Ps,:.-Subsection (a) (2) shall not apply to interest on
obligations Of the United States issued after September 1, 1917 (other
than postal savings certificates of deposit, to the extent the1 represent
deposits nia'lc before 2Jarch 1, 1941). unless under the respective Acts
authorizing the issuance thereof such interest is wholly exempt from
the taxes imposed by this subtitle.

(C) IxD[ITRAL DEVELOPME-,T BONDS.-

(1) StBSECTION (a) (1) NXOT TO aCLY.-Except as otherwiseProvided in this subsection, any industrial development bond shall
e treated as an obligation not described in subsection (a) (1).

(2) Ix-DUSTraI, xIEVLOru N:-T POND.-For purposes of this sub-
section, tile term 'industrial development bond" means any
obligation-

(A) which is issued as part of an issue all or a major por-
tion of the proceeds of which are to be used directly or indi
rectly in any trade or business carried on by an" person who
is not an exempt person (within the meaning of paragraph
(3)), and

(B) the payment of the principal or interest on which
(uider the terms of such obligation or any underlying ar-
rangement) is, in whole or in major part-

(i) secured by any interest in property used or to be
used in a trade or business or in payments in respect of
such property, or

(ii) to be derived from payments in respect of prop-
erty, or borrowed money, used or to be used in a trade
or business.

(3) Ex:ErP PERsoNc.-For purposes of paragraph (2) (A), the
term "exempt person" means-

(A) a governmental unit, or
(B) an organization described in section 501(c) (3) and

exempt from tax under section 501 (a) (but only with respect
to a trade or business carried on by such organization which
is not an unrelated trade or business, determined by applying
section 513 (a) to such organization).

(4) CERTAIN EXIPT AcTrrTVrs.-Paragraph (1) shall not
apply to any obligation which is issued as part of an issue sub-
stantially all of the proceeds of which are to be used to provide

(A) residential real property for family units,
(B) sports facilities,
(C) convention or trade show facilities,
(D) airports, docks, wharves, mass commuting facilities,

parking facilities, or storage or training facilities directly
related to any of the foregoing.

(E) sewage or solid waste disposal facilities or facilities
for the local furnishing of electric energy or gas,
(F) air or water pollution control facilities, or

S. Rept. 445--75-2
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(G) facilities for the furnishing of water, if available on
reasonable demand to members of the general public.

(5) INDUSTRIAL PARKs.-Paragraph (1) shall not apply to any
obligation issued as part of an issue substantially all of the pro-
ceeds of which are to be used for the acquisition or development
of land as the site for an industrial park. For purposes of the
preceding sentence, the term "development of land" includes the
provision of water, sewage, drainage, or similar facilities, or of
transportation, power, or communication facilities, which are
incidental to use of the site as an industrial park, but, except with
respect to such facilities, does not include the provision of struc-
tures or buildings.
(6) ExtIsTIuN FOR CERTAIN SMALL ISSUES.-

(A) IN GENERAL.-Paragraph (1) shall not apply to any
obligation issued as part of an issue the aggregate authorized
face amount of which is $1,000,000 or less and substantially
all of the proceeds of which are to be used (i) for the acqui-
sition, construction, reconstruction, or improvement of land
or property of a character subject to the allowance for de-
preciation, or (ii) to redeem part or all of a prior issue which
was issued for purposes described in clause (i) or this clause.

(B) CERTAIN PRIOR ISSuES TAKEN INTO ACCOUNT.-If-
(i) the proceeds of two or more issues of obligations

(whether or not the issuer of each such issue is the same)
are or will be used primarily with respect to facilities
located in the same incorporated municipality or located
in the same county (but not in any incorporated
municipality).

(ii) the principal user of such facilities is or will be
the same person or two or more related persons, and

(iii) but for this subparagraph, subparagraph (A)
would apply to each such issue,

then, for purposes of subparagraph (A), in determining the
aggregate face amount of any later issue there shall be taken
into account the face amount of obligations issued under all
prior such issues and outstanding at the time of such later
issue (not including as outstanding any obligation which is
to be redeemed from the proceeds of the later issue).

(C) RELATED PEnsoN-s.-For purposes of this paragraph
and paragraph (7), a person is a related person to another
person if-

(i) the relationship between such persons would result
in a disallowance of losses under section 267 or 707(b), or

(ii) such persons are members of the same controlled
group of corporations (as defined in section 1563 (a), ex-
cept that "more than 50 percent" shall be substituted for
"at least 80 percent" each place it appears therein).

(D) $5,000,000 LIMIT IN CERTAIN CASES.-At the election of
the issuer, made at such time and in such manner as the Sec-
retnry or his delegate shall by regulations prescribe, with
respect to any issue this paragraph shall be applied-

(i) b- substituting "$5,00000" for "$1,000,000" in
subparagraph (A), and
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(ii) in determining the aggregate face amount of such
issue, bv taking, into account not only the amount de-
scribed in subparagraph (B), but also the aggregate
amount of capital expenditures with respect to facilities
described in subparagraph (E) paid or incurred during
the 6-year period beginning:8 y ears before the date of
such issue and ending 3 years after such date (and
financed otherwise than out of the proceeds of outstand-
ing issues to which subparagraph (A) applied), as if the
aggreate amount of such capital expenditures consti-
tuted the face amount of aL prior outstanding issue de-
scribed in subparagraph (B).

(E) FACILITIES TAXXEN INTO ACCOUNT.-For purposes of
subparagraph (D) (ii), the facilities described in this sub-
paragraph are facilities-

(i) located in the same incorporated municipality or
located in the same county (but not in any incorporated
municipality), and

(ii) the principal user of which is or will be the same
person or two or more related persons.

For purposes of clause (i), the determination of whether or
not facilities are located in the same govermental unit shall
be made as of the date of issue of the issue in question.

(F) CERTAIN CAPITAL EXPENDITURES NOT TAKEN INTO AC-
COUNT.-For purposes of subparagraph (D) (ii), any capital
expenditure-

(i) to replace property destroyed or damaged by fire,
storm, or other casualty, to the extent of the fair market
value of the property replaced,

(ii) required by a change made after the date of issue
of the issue in question in a Federal or State law or local
ordinance of general application or required by a change
made after such date in rules and regulations of general
application issued under such a law or ordinance, or

(iii) required by circumstances which could not be
reasonably foreseen on such date of issue or arising out
of a mistake of law or fact (but the aggregate amount of
expenditures not taken into account under this clause
with respect to any issue shall not exceed $1,000,000),

shall not be taken into account.
(G) LIMITATION ON LOSS OF TAX ExEM TIN.-In applying

subparagraph (D) (ii) with respect to capital expenditures
made after the date of any issue, no obligation issued as a part
of such issue shall be treated as an obligation not described in
subsection (a) (1) by reason of any such expenditure for any
period before the date on which such expenditure is paid or
incurred.

(H) CERTAIN rEF AXNCINId isruxs.-In the case of any
issue described in subparagraph (A) (ii), an election may be
made under subparagraph (D) only if all of the prior issues
being redeemed are issues to which subparagraph (A) applies.
In applying subparagraph (D) (ii) with respect to such a re-
financing issue, capital expenditures shall be taken into ac-



count only for purposes of determining whether the prior

issues beiig redeemed qualified (and would have continued

to qualify) under subparagraph (A).

(7) ExcEPTiON.-Paragraphs (4), (5), and (6) shall not apply

with respect to any obligation for any period during which it is

held by a person who is a substantial user of the facilities or a

related person.
(d) AnBtAGE BONDS.-

(1) SrsrcTIox (a) (1) NOT TO APPLY.-Except as provided in

this subsection, any arbitrage bond shall be treated as an obliga-

tion not described in subsection (a) (1).
(2) ArvuAn'ra BOND.-For purposes of this subsection, the term

arbitrage bond" means any obligation which is issued as part of

an issue all or a major portion of the proceeds of which are reason-

ably expected to be used directly or indirectly-
(A) to acquire securities (within the meaning of section

165(g) (2) (A) or (B)) or obligations (other than obligations
described in subsection (a) (1)) which may be reasonably
expected at the time of issuance of such issue, to produce a
yield over the term of the issue which is materially higher

(taking into account any discount or premium) than the yield
on obligations of such issue. or

(B) to replace funds which were used directly or indirectly
to acquire securities or obligations described in subparagraph
(A).

(3) ExcEar-oN.-Paragraph (1) shall not apply to any obli-
gation-

(A) which is issued as part of an issue substantially all of
the proceeds of which are reasonably expected to be used to
provide permanent financing for real property used or to be
used for residential purposes for the personnel of an educa-
tional institution (within the meaning of section 151 (e) (4))
which grants baccalaureate or higher degrees, or to replace
funds which were so used, and

(B) the yield on which over the term of the issue is not
reasonably expected, at the time of issuance of such issue,
to be substantially lower than the yield on obligations ac-
quired or to be acquired in providing such financing.

This paragraph shall not apply with respect to any obligation for
any period during which it is held by a person who is a substantial
user of property financed by the proceeds of the issue of which
such obligation is a part, or by a member of the family (within
the meaning of section 318(a) (1) of any such person.

(4) SPECIAL RsuLEs.-For purposes of paragraph (1), an obliga-
tion shall not be treated as an arbitrage bond solely by reason of
the fact that-

(A) the proceeds of the issue of which such obligation is
a part may be invested for a temporary period in securities
or other obligations until such proceeds are needed for the
purposes for which such issue was issued, or

(B) an amount of the proceeds of the issue of which such
obligation is a part may be invested in securities or other ob-
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ligations which are part of a reasonably required reserve or
replacement fund.

The amount referred to in subparagraph (B) shall not exceed 15
percent of the proceeds of the issue of which such obligation is a
part unless the issuer establishes that a higher amount is
necessary.

(5) RtouLA'noxs.-The Seretary or iis delegate shall pre-
scribe such regulations as may be necessary to carry out the pur-
poses of this subsection.

(e) (ERTAIN. IPRI(. 1110.1 1).s.- A dam for I he furnihi i Y of water
fori, ligation p roses ich has a subordinate use in connection 'with
the fgcneration of electric eocrgy by waler shall be tie/cad as vletiig
the reui/lmets of subsectioii (c) (4) (G) if-

(1) substantially all of the storl water is (olrltartually ace/-
able for release frons such dall for iregation puiipoes, and

(2) the irater so released is available oil ,cea,oab/, demand to
meilbers of the geniral public.

[(e)] (f) CRoss lstEFEuENCES.-
For provisions relating to the taxable status of-
(1) Bonds and certificates of indebtedness authorized by the

First Liberty Bond Act, see sections 1 and 6 of that Act (40 Stat.
35, 36; 31 U.S.C. 746, 755) ;

(2) Bonds issued to restore or maintain the gold reserve, see
section 2 of the Act of March 14, 1900 (31 Stat. 46; 31 U.S.C.
408) ;

(3) Bonds, notes, certificates of indebtedness, and Treasu
bills authorized by the Second Liberty Bond Act, see sections 4,
5 (b) and (d), 7, 18 (b) and 22(d) of that Act as amended (40
Stat. 290; 46 Stat. 20, 775; 40 Stat. 291, 1310; 55 Stat. 8; 31 U.S.C.
752a, 754, 747, 753, 757c);

(4) Bonds, notes, and certificates of indebtedness of the United
States and bonds of the War Finance Corporation owned by cer-
tain nonresidents, see section 3 of the Fourth Liberty Bond Act, as
amended (40 Stat. 1311, § 4; 31 U.S.C. 750)

(5) Certificates of indebtedness issued after February 4, 1910,
see section 2 of the Act of that date (36 Stat. 192; 31 U.S.C.
769);

(6) Consols of 1930, see section 11 of the Act of -March 14, 1900
(31 Stat. 48; 31 U.S.C. 751) ;

(7) Obligations and evidences of ownership issued by the
United States or any of its agencies or instrumentalities on or
after March 28, 1942, see section 4 of the Public Debt Act of 1941,
as amended (c. 147, 61 Stat. 180; 31 U.S.C. 742a) ;

(8) Commodity Credit Corporation obligations, see section 5
of the Act of March 8, 1938 (52 Stat. 108; 15 U.S.C. 713a-5) ;

(9) Debentures issued by Federal Housing Administrator, see
sections 204(d) and 207(i) of the National Housing Act, as
amended (52 Stat. 14, 20; 12 U.S.C. 1710, 1713) ;

(10) Debentures issued to mortgages by United States Mari-
time Commission, see section 1105(c) of the Merchant -Marine
Act, 1936, as amended (52 Stat. 972: 46 U.S.C. 1275) ;

(11) Federal Deposit Insurance Corporation obligations, see
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section 15 of the Federal Deposit Insurance Act (64 Stat. 890; 12
U.S.C. 1825);

(12) Federal Home Loan Bank obligations, see section 13 of the
Federal Home Loan Bank Act, as amended (49 Stat. 295, § 8; 12
U.S.C. 1433);

(13) Federal savings and loan association loans, see section 5
(h) of the Home Owners' Loan Act of 1933, as amended (48 Stat.
133; U.S.C. 1464);

(14) Federal Savings and Loan Insurance Corporation obliga-
tions, see section 402(e) of the National Housing Act (48 Stat.
1257; 12 U.S.C. 1725);

(15) Home Owners' Loan Corporation bonds, see section 4(c)
of the Home Owners' Loan Act of 1933, as amended (48 Stat. 644,
c. 168; 12 U.S.C. 1463) ;

(16) Obligations of Central Bank for Cooperatives, production
credit corporations, production credit associations, and banks for
cooperatives, see section 63 of the Farm Credit Act of 1933 (48
'Stat. 267; 12 U.S.C. 1138c);

(17) Panama Canal bonds, see section 1 of the Act of Decem-
ber 21, 1904 (34 Stat. 5; 31 U.S.C. 743), section 8 of the Act of
June 28, 1902 (32 Stat. 484; 31 U.S.C. 744), and section 39 of the
Tariff Act of 1909 (36 Stat. 117; 31 U.S.C. 745);

(18) Philippine bonds, etc., issued before the independence of
the Philippines, see section 9 of the Philippine Independence Act
(48 Stat. 463; 48 U.S.C. 1239) ;

(19) Postal savings bonds, see section 10 of the Act of June 25,
1910 (36 Stat. 817; 39 U.S.C. 760) ;

(20) Puerto Rican bonds, see section 3 of the Act of March 2,
1917, as amended (50 Stat. 855; 48 U.S.C. 745);

(21) Treasury notes issued to retire national bank notes, see
section 18 of the Federal Reserve Act (38 Stat. 268; 12 U.S.C.
447) ;

(22) United States Housing Authority obligations, see sections
5 (e) and 20 (b) of the United States Housing Act of 1937 (50 Stat.
890, 898; 42 U.S.C. 1405, 1420) ;

(23) Virgin Islands insular and municipal bonds, see section 1
of the Act of October 27, 1949 (63 Stat. 940; 48 U.S.C. 1403).

SUBCHAPTER _N-TAx BASED ON IN COME FROM£ SOURCES WITHIN OR

WITHOUT TIE UNITED STATES

PART II-NON IIESIDENT ALIENS AND FOREIGN CORPOA TIONS

* 5 * * * * *

Subpart B-Foreign Corporations

SEC. 883. EXCLUSIONS FROM GROSS INCOME.
(a) ft coatr or Fonnox CORPORATIONS FROI SIIIPS AN-D AmcrAFT.-

The following items shall not be included in gross income of a foreign
corporation, and shall be exempt from taxation under this subtitle:
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(1) SnIPs t NSDER FOREIGN FLAC.-Earnings derived from the
operation of a ship or ships documented under the laws of a for-
eign country wich grants an equivalent exemption to citizens
of the United States and to corporations organized in the United
States.

(2) AIRcRAT OF FOREIGN REGISTRY.-EarI-rings derived from
the operation of aircraft registered under the laws of foreign
country which grants an equivalent exemption to citizens of the
United States and to corporations organized in the United States.

(3) RIZROAD ROLLING STOCK OF FOREIGN 'OJRPORAY'10S.-'aJ'P
-

ings derired from payments by a common carrier for the use on a
temporary basis (not expcted to-exceed a total of 90 days in any
taxable year) of aih oad oiling stock owned by a corporation of a
foreign count, y which yitnts on equicalcut exemption to corpo-
ratofis organized in the l'iited,'taus.

(b) EAnRXNOs DErED FrOm CAi L uNrcATIONS SATELLITE SYSTEM.
-

The earnings derived from the ownership or operation of a communi-
cations satellite system by a foreign entity designated by a foreign
government to participate in such ownership or operation shall be
exempt from taxation under this subtitle, if the United States, through
its designated entity, participates in such system pursuant to the Com-
munications Satellite Act of 1962 (47 U.S.C. 701 and following).
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