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AMENDMENTS -
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Mr. Long of Louisiana, from the Committee on Finance, submitted
the following

REPORT -

[To accompany H.R. 13103]

The Committee on Finance, to which was referred the bill (HL.R.
13103) to amend the Internal Revenue Code of 1954 to provide
squitable tax treatment for foreign investment in the United States,
having considered the same, reports favorably thereon with amend-
ments and recommends that the bill as amended do pass.

I. SUMMARY

Your committee has accepted the House bill, the Foreign Investors
Tax Act of 1960, with certnin changes indicated below. 1n the bill
as amended by your committee the Foreign Investors Tax Act pro-
visions are referred to as title I. In addition, your committee has
added to the bill certain other nmendments which appear as titles II,
IIT, and IV. These titles relate to other Internal Revenue Code
amendments, the Presidential Electioni Campaign Fund Act, and other
nmendments, respectively. )

A summary of the principal changes made by this bill—with your
committee’s amendments indicated—for the most part presented in
the order in which they appear in the bill follows:

A, The Forelgn Investors T'ax Act

1. [nterest on deposits in foreign branch banlks of domestic corpora-
tions.—Interest on deposits with foreign branch banks of U.S. corpo-
rations or partnerships is to be treated as foreign source income, and

1



2 FOREIGN INVESTORS TAX ACT OF 1066

thus free of U.S. income tax when paid to nonresident aliens and
foreign corporations..

2. Source rules for bank deposit interest and similar income—
After December 31, 1971, all interest on U.S. bank deposits (other
than those described in No. 1 above), whether or not eftectively con-
nected with a U].S. business, is to be treated as U.S. source income (and
subject to 17.S. income tax) in the case of nonresident aliens and for-
eign corporations. Until then, this interest on bank deposits, interest
paid on accounts with mutual savings banks, domestic building and
loan associations, etc., and interest on amounts held by insurance
companies on deposit also are to be treated as foreign source income
(un]%ss effectively connected with a 1].S. business) and thereby free of
U.S. income tax.

3. Rules for determining the source of dividends from foreign cor-
porations—The source rule with respect. to dividends paid by foreign
corporations is amended to provide that dividends received from a
foreign corporation are to be considered as having a U.S. source only
if 50 percent (House bill provided an 80-percent rule) of the cor-
poration’s gross income for the prior 3 years was effectively connected
with the conduct of a trade or business in the United States.

4. Compensation for personal services—The special source rule,
providing that certain payments of compensation for services per-
formed in the United States by a nonresident alien are treated as for-
eign source income (and therefore free of U.S. tax) if the services are
performed for certain foreign persons or a foreign office of a T.S.
corporation, is extended to services performed for a foreign office of
a proprietor who is a citizen or resident of the United States or for
the foreign office of a domestic partnership.

6. Trading in stocks or securities or in commodities.—Except in the
case of dealers’and certain investment companies, trading in stocks or
securities in the United States for one’s own account, whether by a
foreign investor physically present in the United States, through an
employee located here, or through a resident agent (whether or not
the agent has discretionary authority) is not to constitute a trade or
business in the United States for income tax purposes. A parallel
rule is provided for those trading in commodities.

6. Income effectively conneoted with the conduct of a trade or busi-
ness in the United States~—The benchmark to be used in determining
whether'income is to be subject to a flat 30-percent rate or taxed sub-
stantially the same as income earned here by a U.S, citizen or domestic
corporation is whether or not the income is effectively connected with
a U.S, business. In the case of investment and other fixed or determin-
able income and capital gains from U.S. sources the income is to be
treated as effectively connected with a U.S. business if the income is
derived from assets used or held for use in the conduct of a U.S. busi-
ness or if the activities of the U1.S. business are a_material factor in
the realization of the income. All other types of U.S. source income
are to be considered to be effectively connected if there is a U).S. busi-
ness. Income from sources without the United States will not be
treated as effectively connected with a 17.S. business unless the nonresi-
dent alien or foreign corporation has a fixed place of business in the
United States and the income is attributable to that place of busi-
ness. Moreover, in general only rents and royalties from licensing,
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certain income from banking and so forth; and sales income are to be
taken into account for this purpose and only to the extent the income
is not “subpart F” income or income derived from a foreign corpora-
tion 50 percent owned by the nonresident alien or foreign corporation
receiving the income. {'our committee modified the provision of the
House bill dealing with “effectively connected” foreign source income
to exclude (@) income derived from a transaction in which the U.S.
office was not & material factor, (4) income not derived from tle usual
business activities of the U.S. office, and (¢) income not properly
allocable to the U.S. office. Additionally, the definition of a U.S.
office was redefined to exclude the office of certain agents. In another
modification, the foreign tax credit provision was expanded to include
domiciliary taxes attributable to the foreign source effectively con-
nected income.

7. Income taw on nonresident alien individuals—The income of
nonresident aliens which is effectively connected with a U.S. business
is to be taxed at the regular graduated rates applicable to individuals
and all income not so connected is to be taxed at a flat 30-percent, rate
(or lower applicable treaty rate). U.S. source capital gains of a non-
resident alien not engaged in business in the United States are to be
taxed only if the alien was in the United States for 183 days or more
during the year. Deductions are allowable only to the extent allocable
to income which is effectively connected to a U.S. business. Also, an
election is provided which allows an alien to treat income from real
property as U.S. business income in order to take deductions allocable
to it.

8. Kapatriation to avoid income taw.~—U.S. source income and the
effectively connected income of a citizen received for 10 years after
expatriation is, in most cases, to be taxed at the regular U.S. tax rates
if & principal purpose of the expatriation was the avoidance of U.S.
income, estate, or gift taxes. The House bill would have provided a
5-year rule for income taxes.

9. Withheld tawes and declarations of estimated income taw.—The
Treasury Department is authorized to require payment of amounts
withheld from nonresident aliens and foreign corporations on a more
current basis, rather than the annual basis presently provided. Non-
resident aliens who receive income which is effectively connected with
the conduct of a 1.S. business are to be required to file declarations of
estimated tax.

10. Income tax on foreign corporations.—The regular corporate in-
come tax is to apply to income of foreign corporations which is effec-
tively connected with a UJ.S. business. U.S. source income which is not
so connected is taxable at a flat 30-percent rate (or at a lower treaty
rate), Foreign corporations are given an election to treat real prop-
erty income as business income similar to that afforded nonresident
aliens,

11. Foreign corporations carrying on insurance business in the
United States—A foreign corporation carrying on a life insurance
business within the United States is to be taxed under the present
special insurance company provisions on its income effectively con-
nected with a U.S. business. The remainder of the income of this
type of corporation from sources within the United States is to be
taxed in the same manner as income of other corporations which is not

60835 0--66——2



4 FOREIGN INVESTORS TAX ACT OF 1066

effectively connected ; that isi at a flat 30-percent rate. An adjustment
also 13 made to avoid donble taxation which might result from the
interaction of the minimum surKlus provision for life insurance com-
panies under present law and the new method of taxing foreign life
Insurance companies,

12. Discrimination and more burdensome tawes by foreign coun-

tries—The House bill authorizes the President to reinstate the income,
~estate, or gift tax provisions in effect prior to the enactment of this
bill in the case of foreigners upon a determination that the foreign
country in which they are residents or were incorporated is imposing
more burdensome taxes on U.S. citizens or domestic corporations on in-
come from sources within the foreign country than the U.S. tax on
similar U.S. source income of foreigners. Your committee added an
amendment. which provides the President. with authority in the case of
discrimination by a foreign government against U.S, persons, to take
such action as is necessary to raise the effective rate of U.S. tax on
income received by nationals or corporations of that other country
to substantially the same effective rates as are applied in the other
country on income of U.S. citizens or corporations.

13. Foreign community property income.—A U.S, citizen who is
married to a nonresident alien and resident in foreign country
with community property laws, is to have an election for post-1966
years to treat the community income of the husband and wife as
income of the person who earns it or, in the case of trade or business
income, as income of the husband unless the wife manages the business.
Income from separate property isto be treated as income of the person
owning the property. ~All other community income is to be governed
by the applicable foreign community property law. For open pre-
1967 years, an election may also be made and the rules set forth above
govern except that the other community income is to be treated as the
income of the person who had the greater income from the other
community income categories plus separate income.

14. Foreign tax credit.—A foreign tax credit is to be allowed non-
resident aliens and foreign corporations with respect to foreign taxes
on foreign source income which is effectively connected to the conduct
of a U.S. business. Your committee extended this provision to include
income taxes paid to the foreigner’s home country on grounds other
than that the income was derived from sources within that country.

156, Similar income taw credit requirement—Under present law a
foreign tax credit is denied to citizens of a foreign country who are
resident in the United States if the foreign country does not allow
a similar credit to U.S. citizens who are resident in the foreign coun-
try. Inthe future the credit is to be denied only where the President
finds that this is in the public interest and the foreign country refuses
to grant U.S. citizens such a credit when requested to do so.

16. Separate foreign tax credit limitation.—The 10-percent excep-
tion to tﬁe separate application of the limitation on the foreign tax
credit for interest income was amended by your committee so as to
apply to a U.S. corporation which directly or indirectly owns 10 per-
cent of the foreign corporation from which the interest is derived,
or is a member of an affiliated group of corporations which has such
ownership. The House bill contained a more limited exception which
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would have provided that the separate limitation is not to apply to a
domestic funding subsidiary which is formed and availed of for the
principal purpose of (1) raising funds outside the United States
through foreign public offerings, and (2) using these funds to finance
the foreign operations of related foreign corporations.

17. Estate tax rates, ewemptions, and returns.—A separate sched-
ule of estate tax rates is made applicable to estates of nonresident
aliens. The rates are graduated from 5 percent on the first $100,000
of a taxable estate to 25 percent on the portion which exceeds $2 mil-
lion. The exemption also is raised from $2,000 to $30,000. These
two measures are designed to accord approximately the same tax treat-
ment in the case of the estate of a nonresident alien as is accorded
a similar-sized estate of a citizen eligible for a marital deduction,
The filing requirement for returns for the estates of these nonresi-
dent aliens also is raised from $2,000 to $30,000.

18. Situs rule for bonds.—For purposes of the tax imposed on the
estates of nonresident aliens, bonds of a U.S. person, the United States,
a State, or political subdivision owned by a nonresident not a citi-
zen of the United States, are to be considered property within the
United States and therefore subject to U.S, estate tax. This rule al-
ready applies in the case of other forms of debt obligations.

19. Situs rule for bank deposits—U.S. bank deposits of nonresident
- aliens are to be treated as property within the United States and there-
fore subject to U.S. estate tax after 1971, The provisions of the House
bill would have been effective immediately.

20. Situs rule for deposits in foreign gmf/wh banks.—Deposits in
a foreign branch bank of a U.S. corporation or partnership are to be
treated as property without the United States and therefore not
includible in a foreigner’s U.S. estate tax base.

24. Ewpatriation to avoid estate taw.—The estate of a nonresident,
alien is to be taxed at the regular U.S. estate tax rates if, within 10
years of his death, the alien had expatriated from the United States
with a principal purpose of avoiding U.S. taxes.

22. Taw on gifts of nonresident aliens.—Transfers of intangible

property by nonresident aliens are not to be subject to gift tax whether
or not they are engaged in business in the United States. However,
gifts of intangibles made by citizens who become expatriates within
10 years of making the gift are to be subject to gift tax if the avoidance
of income, estate or gift taxes was a principal purpose for their becom-
ing an expatriate. In the case of a person who expatriated for tax
avoidance reasons, debt obligations of a U.S. person, or of the United
States or a State or political subdivision, are to be treated as having a
situs in the United States.
23, T'reaty obligations—No amendment made by this bill is to apply
inany case where its application would be contrary to any treaty obli-
gation of the United States. However, the granting of a benefit pro-
vided by an amendment made by this bill is not to be considered to
be contrary to a treaty obligation. Thus, even though a nonresident
alien or foreign corporation has a permanent establishment in the
United States, income which is not effectively connected with this busi-
ness is to be taxed at the applicable treaty rate rather than at the
regular individual or corporate rate, '
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B. Other amendments to the Internal Revenue Code (added by your
committee)

1. Application of the investment credit to certain property in U.S.
possessions—The 1nvestment credit. is extended to property located
in U.S. possessions provided the property is owned by a U.S. com-
pany or citizen, subject to U.S. tax on its income from possessions,
would otherwise have qualified for the investment credit, and is not
owned or used by U.S. persons who are presently exempt from U.S,
tax. This amendment is effective with respect to property placed in
service after December 31, 1965, '

2. Medical expense deductions of persons 66 and over—The amend-
ment. repeals the provisions with respect to a taxpayer age 65 or over,
his spouse age 65 or over, and dependent mothers or fathers who are
nge 65 or over, which, beginning in 1967, would limit their medical
deductions to medical care expenses in excess of 3 percent of ad-
justed gross income and define their medical care expenses to include
only those medicine and drug expenses in excess of 1 percent of
adjusted gross income, ' R

3. Corporate acquisition of assets of another corporation.—(a) Pur-
chase of stock.—~Under present law, the purchase from an unrelated
party by one corporation of at least 80 percent 'of the stock of another
corporation followed by the liquidation of-the acquired corporation
within 2 years is treated as a purchase of the assets of the acquired
corporation, These amendments expand the definition of “purchase”
to include the purchase of stock from a 50-percent owned subsidiary if
stock in the 50-percent owned subsidiary was also acquired by purchase.
The change is to be effective with respect to acquisitions of stock made
after December 31, 1965.

(]b) Installment notes.—This amendment provides that when in-
stallment notes are transferred in the type of purchase and liquidation
described above, gain is to be recognized to the distributing corporation
in the same manner as if it had sold the notes, This amendment is to
be effective with respect to distributions made after the date of enact-
ment of thisact.

4. Swap funds.—The amendment sets aside certain Treasury regu-
lations proposing to tax the exchange of appreciated securities for
shares in a mutual investment fund. .

5. Self-employed persons retirement plans: minimum amount
treated as earned income.~—This amendment raises from $2,500 to
- $6,600 the minimum amount.of earnings from a trade or business, in
which both personal services and capital are material income-produc-
ing factors, which a self-employed person may treat as earned income
regardless of the general rule that only 30 percent of the net profits of
the trade or business may be treated as a self-employed person’s earned
income. This amendment applies to taxable years beginning after De-
cember 31, 1965,

6. Self-employed persons retirement plans: certain income of au-
thors, inventors, and 8o ({orth.——The bill amends present law relating
to self-employed individuals’ retirement plans to permit authors, in-
ventors, and so forth, to include gains (other than capital gains) from
sales and other transfers of their works in their earned income base for
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the purpose of computing deductions for contributions to such plans,
This change will be effective for taxable years ending after the date of
enactment of this act.

7. Exclusion of certain rents from personal holding company in-
come.—This amendment provides, for taxable years beginning after
the date of enactment of the act (and certain earlier years at the elec-
tion of the taxpayer), that rent received from the lease of tangible
personal property manufactured by a taxpayer is not to be treated as
personal holding company income,

8. Percentage depletion in the case of certain clay-bearing alu-
mina.—This amendment provides, with respect to taxable years begin-
ning after the date of enactment, a percentage depletion rate of 23
percent. for alumina and aluminum compounds extracted from domes-
tic deposits of clay, laterite, and nephelite syenite. It further provides
that in computing gross income from mining all processes applied
to derive alumina or aluminum compounds from such clay, laterite,
and nephelite syenite are to be treated as mining processes.

9. Percentage depletion rate {or clam and oyster shells—This
amendment provides that mollusk shells (including clam and oyster
shells) are to be allowed percentage depletion at the same rate (15 per-
cent) as is applicable in the case of limestone and other calcium car-
bonates. This change is applicable to taxable years beginning after '
the date of enactment,

10. Sintering and burning of shale, clay, and slate—This amend-
ment provides that for purposes of percentage depletion, the sintering
or burning of shale, clay, and slate used or sold for use as lightweight
aggregates is to be treated as a mining process. This amendment is
applicable to taxable years beginning after the date of enactment.

11. Straddles.—This amendment provides that, with respect to strad-
dle transactions entered into after January 25, 1965, the income from
the lapse of an option which originated as part of a straddle is to be
treated as a short-term capital gain (instead of ordinary income). This
permits it to be netted against any capital loss which may result from
the exercise of the other option in the straddle while retaining what in
most respects is ordinary income treatment for any excess of net short-
term capital gain over net long-term capital loss.

12. The taxation of per-unit retain allocations of covperatives.—
The bill clarifies present law dealing with the taxation of cooperatives
and patrons to insure that a current single tax is paid, at either the
cooperative or patron level, with respeoct to per-unit retain certificates.
In so doing, the amendment makes the treatment of these cortificates
generally comparable to the treatment of patronage dividends under
present law. .

13. T'he excise taw on hearses.—This bill provides that the sale of
an ambulance, hearse, or combination ambulance-hearse vehicle is to
be considered to be the sale of an automobile chassis or automobile body
(rather than a truck chassis or body) for pur&pses of determining the
manufacturers’ excise tax on motor vehicles. This change as)plies with
respect to articles sold after the date of enactment of this bill.

14. Interest equalization taw: raw material source loans—Subse-
quent transfers of debt obligations to assure raw material sources are
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to be exempt from the interest equalization tax where the indebtedness
is acquired without an intent on the part of the purchaser to sell it to
other U.S. persons. This change is to be effective with respect to
acquisitions of debt obligations made after the date of enactment.

15. Interest equalization tax: certain acquisitions by insurance com-
panies in developed countries—The present exemption for reserve
asset pools of U.S. insurance companies is extended to allow the estab-
lishment of reserve asset pools where a U.S. insurance company
commences activities in a developed country or where a less-developed
country is designated as a developed country. This amendment is to
take effect on the day after the date of enactment.

16. Interest equalization tawx : Euro-dollars.—The President is given
the authority to exempt from the interest equalization tax U.S. dollar
loans of more than 1 year made by the foreign branches of U.S. banks,
This change is to apply to acquisitions of debt obligations made after
the date of enactment.

C. Presidential Election Campaign Fund Act

This title provides for public support of presidential election
campaign financing. Individual taxpayers are to be able to desig-
nate on their annual tax returns that $1 of their income tax liability is
to be placed in a presidential election campaign fund. The amounts
in the fund are to be made available to defray the expenses incurred
by political parties in presenting candidates for President and Vice
President. Amounts will only be paid to those political parties whose
cimdidates received at least 1,500,000 votes in the preceding presidential
election. '

A major political party (one whose candidate polled 10 million votes
or more in the preceding presidential election) is to be eligible to re-
ceive a payment from the fund equal to $1 times the number of votes
cast for the presidential candidates of the major political parties in
the preceding presidential election divided by the number of such
major political parties. A minor party (one whose candidate polled
more than 1,500,000 but less than 10 million votes) is to be eligible to
receive a payment from the fund equal to $1 for each vote in excess of
1,500,000 votes that its candidate received in the preceding presiden-
tial election. The payment received by any political party is to be
limited, however, to reimbursement of presidential campaign expenses
actually incurred by the party in connection with the current presiden-
tial election. ‘

The Comptroller General is authorized to determine the campaign
expenses of the political parties and to determine the amounts which
may be paid to such parties. An advisory board is established to
advise and assist the Comptroller General with his duties under this
act.

D. Miscellaneous provisions

1. Treasury bonds or certificates payable in foreign currency—
This amendment expands the debt management authority of the Secre-
tary of the Treasury to permit the issuance of U.S. notes denominated
in foreign currencies. This authority already exists in the case of
bonds and certificates of indebtedness.
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9. Reports on Federal contingent liabilities and assets.—This amend-
ment requires the Secretary of the Treasury to submit a report to the -
Congress each year indicating the full contingent liabilities of the
Federal Government and the assets of the Federal Government which
might be made available to liquidate such liabilities. The first such
report is to be submitted on or before March 31, 1967.

3. Medicare: Coverage of expenses for prescribed drugs—This
amendment authorizes payments' for prescribed drugs under the
Medicare Act. The estimated monthly cost of $1 per beneficiary will
be shared equally by the Government and the beneficiary. Reimburse-
ments will be made under a schedule of allowances based upon generic
drug prices.

II. PURPOSE AND BACKGROUND OF FOREIGN
INVESTORS TAX ACT

On October 2, 1963, the President appointed a task force on “Pro-
moting Increased Foreign Investment in U.S. Corporate Securi-
ties and Increased Foreign Financing for U.S. Corporations Operat-
ing Abroad.” On April 27, 1964, a report of this task force was
released. Among the recommendations of the-task force were a series
of proposals designed to modify the U.S. taxation of foreign investors.
The Treasury Department studied the recommendations of the task
force and on March 8, 1965, submitted to the Congress proposed tax
legislation designed to increase foreign investment in the United States.
At the request of the administration a bill was introduced at that time
designed to carry out the recommendations of the Treasury Depart-
ment. Subsequently, after holding hearings on this topic, the House
passed a somewhat different version of this earlier bill; namely, H.R.
13103. Your committee has held hearings on this bill and modified it
somewhat. Basically, however, the objectives remain the same as in
the bill as passed by the House; that is, the two objectives of improv-
ing equity in the tax treatment of nonresident aliens and foreign
corporations and providing, to the extent consistent with the first
objective, increased incentives for investments by these persons and
corporations in the United States.

This bill represents a substantial revision of the tax treatment of
foreign corporations and nonresident aliens, an area which has not
been substantially revised for some 30 years.

III. REVENUE ESTIMATES

It is expected that the Foreign Investors Tax Act, as presented here,
will result in a revenue gain at current income and investment levels of
slightly over $1 million a year. In addition, the provision calling for
quarterly .payments of withheld taxes, instead of annual pay-
ments, is expected to increase collections in the fiscal year 1967 alone
by $22.5 million. Table 1 shows the revenue gain or loss attributable
to the various Foreign Investors Tax Act provisions in the bill to the
extent this can be quantified.
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X

TABLE 1.—Fstimated rcvenue changes rosulting from the foreign investors tao bill

Revenue gain or loss (—)
Tax proposals
Gain Loss Net

" A. Elimination of Frogresslve taxation of U.8. source income

of nonresident alien individuals not engaged in trade or
business in the United States ... ceoee i |eviamcacaacnns —$748, 000 —$748, 000

B. Estate tax at top rate of 25 percent on intangibles and
tangibles with $30,000 exemption. . ... cocooooomeiioii|iaaeacaa-. —~3, 000, 000 —3, 000, 000
1. Tax on excluded bank deposits.__._.___....___....__. $300,000 ... .oocoe.... 300, 000

C. Taxation of foreign life insurance company income from
nontrusteed investments in the United States__....._... 3,000,000 {.._........... 3, 000, 000

D. Saving in interest cost to U.S. Government resulting irom
quarterly payment of withheld taxes. .. ._._......__..... 1,503,000 | . .ooooeo_ 1, 593, 000
E. Taxonecapital gains. oo eamecm e ~-50, 000 —50, 000
B - | U TP 4,893,000 | -3, 798,000 1, 095, 000

NotE.—Based on the most recently available withholding tax information, ’%uurterly payment of with-
held taxes will result in a revenue Taln of $22,500,000 in the fiscal year 1967. Taxes will be collected for 5
quarters in the fiscal year 1967. All 1966 withholding, estimated at $60,000,000, will be collected on March
15, 1967, plus tax of $22,500,000 for the 1st quarter of 1967 on April 15, 1967.

The amendments added to the bill by your committee, other than
those relating to the Foreign Investors Tax Act, are expected to result
in an annual revenue loss (or expenditure increase) of slightly over
$400 million. Two hundred million dollars of this is attributable to
the medicare amendment making pfrovision for drugs under the sup-
plementary benefit program. The provision making medical ex-
penses deductible in full with respect to most persons over age 65
is expected to result in an annual revenue loss of $180 million. An
expenditure of approximately $70 million every 4 years also is ex-
pected from the Presidential Election Campaign Fund Act. The re-
maining provisions added by your committee are expected to result
in a further revenue loss of approximately $10 million a year.

IV. GENERAL EXPLANATION
A. ForeieN INvesTORs TaAx Act
1. INCOME TAX SOURCE RULES

a. Rules for determining source of certain interest payments (sec.
102(a) (1) of the bill and secs. 861 (a) and (c) of the code)

Present law.—Present law provides that nonresident alien individ-
uals and foreign corporations are subject to U.S. tax only on the
income they derive from sources within the United States. For pur-
poses of determining whether the income is from within or without
the United States, the code specifically enumerates types of income
treated as income from sources within and as income from sources
without the United States.

One of the rules under present law provides that interest on deposits
paid to foreign persons not engaged in trade or business in the United
Stafes is to be treated as income from sources without the United States
if the interest is paid by a bank. The Internal Revenue Service in
interpreting this rule has held that, in addition to banks, the provision
applies to certain deposits with some types of State-chartered savin
and loan associations. However, the Service has not interpreted this
provision as extending to interest paid on deposits with all savings
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and loan associations or all types of deposits. Additionally, interest
on similar deposits with insurance companies has not been accorded
the benefits of this special rule.

Reasons for provision.—Your committee agrees with the House that
it is questionable whether interest income of this type-which is so
clearly derived from U.S. sources, should be treated as though derived
from sources without the United States and thereby escape U.S. tax-
ation. At the same time, however, your committee realizes that an
immediate alteration of the present source rulé might have a substan-
tial adverse effect on our balance of payments. To meet these two
quite different problems your committee has adopted the provisions
of the House bill which repeal this special foreign-source rule (exclu-
sion from taxable U.S. income)- but also postpone the effective date
of the repeal until after 1971. At that time the Congress will have
an_opportunity to reconsider the balance-of-payments situation. In
the interval your committee will have an opportunity to study the
desirability of continuing the present exemption as well as considering
the impact that the removal of this exemption would have on the
balance-of-payments,

Your committee also agrees with the House that, as long as bank
deposit interest is to be treated as foreign source income, there is no
justification for denying similar treatment for interest paid by savings
and loan institutions generally as well as interest earned on the pro-
ceeds of an insurance policy which are left on deposit with an insur-
ance company. These all represent interest income received on de-
posits and, therefore, it is believed that the competing businesses should
be treated in the same manner for tax purposes.

Fzplanation of provision—For the above reasons the bill amends
present law to provide that after December 31, 1971, interest on de-
posits with U.S. banks paid to nonresident alien individuals or for-
eign corporations is to be treated as income from sources within the
United States. Your committee added a provision which subjects in-
terest on deposits with U.S. branch banks of foreign corporations to
these provisions. Therefore, until 1972 only bank interest received by
nonresident aliens or foreign corporations which is effectively con-
nected with the conduct of a trade or business in the United States
will be subject to U.S. tax.! In addition, during the intervening
5-year period the bill extends the application of the foreign source
rule of present law to interest (or so-called dividends) paid on de-
posits (or withdrawable accounts) with all chartered and supervised
savings and loan associations or similar institutions, to the extent
these amounts are deductible (determined without regard to section
265) in computing the taxable income of these institutions. Simi-
lar institutions for this purpose include mutual savings banks, co-
operative banks, and domestic building and loan associations. Also,
during this 5-year period, this special foreign source rule is to be ap-
plicable to interest on amounts held by insurance companies under an
agreement to pay interest. The amounts paid by insurance companies
to which this rule is extended include: (1) interest paid on policy-
holder dividends left with the company to accumulate: (2) interest
paid on prepaid insurance premiums; (3) interest paid on proceeds

1The term “effectively connected” is explained subsequently in No. 2(b) below under
sec, 102(d) of the bill.

69-886 0—86——3
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of policies left on deposit; and (4) interest paid on overcharges of
premiums.

Effective date—Except for the provision repealing the special for-
eign source rule for certain interest as of December 31, 1971, these
amendments are effective with respect to taxable years beginning after
December 31, 1966.

: b. Interest on deposits in foreign branch banks of domestic corpora-
tions (‘sec. 102)(a)(2) of the bill, sec. 861(a)(1)(F) of the code)
Present law.—Present law provides that interest paid to nonresident
alien individuals or foreign corporations on deposits with foreign
branch banks of U.S. corporations, although paid by the foreign
branch situated abroad, is treated as from sources within the United
States if the recipient of the interest is engaged in a trade or busi-
ness in the United States. This is true whether the deposits are pay-
able in dollars or in the currency of the foreign country where the
branch is located. . :

Beasons for provision—As a result of the rule described above
nonresident aliens and foreign corporations often are reluctant to
deposit funds with foreign branch banks of U.S. corporations since, if
(for other reasons) they are considered to be engaged in a trade or
business in the United States, the interest paid on their deposits in
these foreign branches is subject to U.S. tax. Their reluctance is
increased by the fact that foreign persons engaged in business in
the United States can avoid U.S. tax on the interest their bank deposits
earn by keeping their funds in a bank chartered in their own country
or any other country other than the United States, rather than in the
foreign branch bank of a U.S. corporation. As a result, foreign branch
banks of U.S. corporations are at a serious competitive disadvantage
with the banks chartered in the country where they are doing business.

Exzplanation of provision—To place foreign branch banks of U.S.
corporations in a competitive position with the other banks in the for-
eign countries where they are doing businesgs, the bill provides
that the interest on deposits paid by these branches is to be treated as
foreigm source income. Thus, nonresident aliens and foreign corpora-
tions will not bé subject to U.S. tax on this type of interest income.
Your committee has added an amendment to the. House bill which
would extend this provision to foreign branch banks of TI.S.
partnerships. A

Effective date—This amendment is effective with respect to taxable
years beginning after December 31, 1966. .

c. Foreign central banks and the Bank for International Settlements
(sec. 102(a) (4) (A) of the bill and sec. 895 of the code) - .

Present law.—Under present law interest received by a foreign cen-
tral bank of issue from obligations of the U.S. Government is exempt
from U.S. tax upless the obligations are used by the central bank in
commercial transactions. In addition foreign central banks of issue
and the Bank for Internationa] Settlements are not subject to tax on
interest income from their U.S. bank deposits since bank-deposit inter-
est received by nonresident aliens and foreign corporations not en-
gaged in a trade or business within the United States is deemed to be
from sources without the United States.
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The central banks of issue are generally the custodians of the bank-
ing reserves of their countries and usually carry on most of the mone-
tary functions of their countries in much the same way as our Federal
Reserve Board. The Bank for International Settlements is an inter-
national organization, in practice used primarily to aid European cen-
tral banks of issue in their international financial operations, to
promote cooperation among these central banks and to act as trustee
in regard to certain international financial settlements. At present,
all the central banks of Europe, except that of the Soviet Union, be-
long to the Bank for International Settlements and over 90 percent
of the Bank’s deposits are owned by these central banks.

Reasons for provision.—By reason of the present exemption of bank-
deposit interest paid to certain foreigners and the exemption of
interest income on their holdings of U.S. Government honds, foreign
central banks of issue have been effectively exempt from practically all
U.S. tax. Presumably this was done on the grounds that these foreign
central banks of issue, through their monetary activities, were for the
most. part carrying on essential governmental activities for their for-
eign governments. However, with the termination in 1971 (as pro-
vided elsewhere in this bill) of the foreign source rule for bank-deposit,
interest, the United States would begin taxing bank-deposit interest
‘income of these foreign central banks and the Bank for International
Settlements. Your committee agrees with the House that in the case of
these foreign governmental institutions this income should continue
to be exempt from U.S. tax because of the nature of the activities
these banks perform for foreign governments.

Explanation of provision—In view of the considerations set forth
above, the bill amends the code to exempt from U.S. tax interest re-
ceived by foreign central banks of issue and the Bank for International
Settlements from U.S. bank deposits unless the deposits are held in
connection with commercial transactions of these banks. After 1971,
this will distinguish their tax treatment for interest. on bank deposits
from that accorded other foreign persons. Your committee added
amendments which would exempt interest received by the Bank for
International Settlements from 1J.S. Government obligations. In ad-
dition, your committee adopted an amendment extending the govern-
mental obligation rule to include obligations of agencies or instru-
mentalities of the United States (including beneficial interests,
participations, and other instruments issued under sec. 302(c) of the
Federal National Mortgage Association Charter Act).

F ffective date.—These amendments are effective with respect to tax-
able years beginning after December 31, 1966,

d. Rules for determining the sources of dividends and interest from
foreign corporations (secs. 102(a)(3), (a)(3). and (b) of the bill
and secs. 861(a)(1) (B), (C), and (D), and (2) (B) of the code)

Present law.—Present law provides that all, or a portion, of divi-
dends paid by a foreign corporation to nonresident aliens or forei
corporations is considered to be from U.S. sources and therefore sub-

Ject to U.S. tax, but only if 50 percent or more of the income of the

foreign corporation making the distribution is derived from sources

within the United States during the preceding 3-year period. A simi-
lar rule provides that all the interest paid by a foreign corporation
engaged in trade or business in the United States is considered to be
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U.S. source income and therefore subject to U.S. tax if 20 percent or
more of the income of the foreign corporation paying the interest is
from U.S. sources during the preceding 3-year period.

The portion of the dividend treated as being from U.S. sources,
where the 50-percent, test referred to above is met, is the same propor-
tion of the dividend which the gross income of the foreign corporation
during the immediately prior 3-year period, from U.S. sources, is of
its gross income from all sources for that period. However, in the
case of this type of interest income there is no apportionment provision
and therefore all of the interest paid by a foreign corporation meeting
the 20 percent rule is treated as being from U.S. sources notwithstand-
ing the proportion of the corporation’s income which is from U.S,
sources. '

Reasons for the provision.—Your committee agrees with the House
that the application of the dividend rule described above should be
restricted. In addition, your committee believes that a correspond-
ing restriction should also be applied in the case of interest income
since the investment nature of both interest and dividend income is
similar. Moreover, your committee was of the opinion that the amount
of interest subjected to U.S. tax (as U.S. source income) should be in
proportion to the amount of the corporation’s income which is effec-
~ tively connected to its conduct of a trade or business in the United
States. In the past, these provisions have given rise to little revenue.
On the other hand, the elimination of these provisions would give an
unfair advantage to foreign corporations substantially all of whose
business is conducted in the United States. Conséquently, your com-
mittee’s bill restricts the scope of these provisions by modifying the
ap’Flicable rules, _

he House bill, in the case of dividends, raised the 50-percent re-
quirement to 80 percent. Your committee has set both the dividend
and interest percentage requirement. at 50 percent. It is believed that
this percentage when combined with the effectively connected limita-
tion gives assurance that this second tax on investment income of for-
eign corporations will only be imposed where U.S. operations account
for the major portion of the income being paid out. The limitation to
income which is effectively connected with the conduct of a U.S. trade
or business is in accord with the general concept, explained subse-
quently, of treating U.S. source investment income essentially the same
with respect. to foreign corporations whether or not they have a trade
or business in the United States. Asisexplained further subsequently,
different treatment with respect to this investment income does not
appear appropriate merely on the grounds of the presence or absence
in the United States of an nnassociated trade or business of the foreign
corporation.

Ewzplanation of provision—To achieve the objective set forth above
your committee’s bill amends the source rule with respect to dividends
and interest paid by corporations to provide that no portion of the
dividend or interest received from a foreign corporation is to be con-
- sidered to be from TU.S. sources unless 50 percent. or more of the cor-
poration’s gross income for the 3-year period preceding the vear in
which the dividends or interest is paid, was effectively connected with
the conduct of a trade or business in the United States. Also, the
portion of the dividend or interest treated as being from U.S. sources
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is to be the same proportion of the dividend or interest which the
effectively connected income of the foreign corporation during the
immediately prior 3-year period is of its gross income from all sources
for that period. Thus, when compared to present law, the effect of
these amendments is to decrease the amount of dividends and interest
likely to remain subject to U.S. tax. _

The bill also contains a transitional rule providing that, in applying
the new 50-percent test, any gross income of the foreign corporation
from U.S. sources, for any period before the first taxable year begin-
ning after December 31,1966, is treated as effectively connected income.
Your committee also amended the House bill to provide a special rule
for determining the source of interest or dividends paid by newly in-
corporated corporations.

Effective date—These amendments are effective with -respect to
dividends received after December 31, 1966.

e. Compensation for personal services (secs. 108(c) and (@) of the bill
(mfseos. 861(a) (3) (O) (é) and 864(b) (1) of the code)

Present law.—Present law provides that payments of compensation
for services performed in the United States generally are treated as
17.S. source income. An exception to this rule is provided for com-
pensation received by a nonresident alien where certain conditions are
met, Thus, payments for personal services received by a nonresident
alien are treated as foreign source income if (1) he was temporaril
present in the United States for not over 90 days during the year; (2
the compensation does not exceed $3,000; and (3) the services are per-
formed for a foreign employer not engaged in a trade or business in
the United States or for a domestic corporation if the services are
performed for an office or place of business it maintains in a foreign
country or U.S. possession. Also, present law provides that the
rendering of personal services in the cases described above is not to
constitute engaging in a trade or business in the United States.

Reasons for provision—Temporary personal services of the type
described above on occasion may be rendered not only for a domestic
corporation having an office or place of business abroad but also for
a U].S. citizen, resident or for a domestic partnership where the citizen,
resident or partnership has an office abroad. Your committee agrees
with the House that the performance of temporary services in the
United States subject to the same conditions as described above should
be exempt from tax where the business abroad is that of a U.S. citizen,
resident or partnership, just as it is in the case of a domestic corpora-
tion.

Ezplanation of provision—For the reasons given above, the bill
amends the source rule of present law relating to personal service in-
come to provide that income from services performed by a nonresident
alien temporarily present in the United States for not over 90 days
in a year, if not in excess of $3,000, is to be treated as foreign source
income (and not subject to U.S. tax) not only in cases where the em-
ployer is a foreign person or a domestic corporation but also where the
employer is a U.S. citizen or resident or a domestic partnership.
Similar changes are also made in the definition of a “trade or business
within the United States” to provide that this term does not include
personal services performed for employers who are U.S. citizens or
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residents or for domestic partnerships where the conditions set. forth
above are met.

E'ffective date—These amendments are applicable with respect to
taxable years beginning after December 31, 1966.

2, DEFINITIONS USED IN DETERMINING TAXABLE STATUS OF INCOME

a. Trading in stocks or securities or in commodities (sec. 102(d) of the
bill and sec. 864(b) (2) of the code)

" Present law.—Present law specifically excludes from the activities
which constitute engaging in a trade or business within the United
States the trading activities conducted by a nonresident alien in stocks,
securities, or commodities in the United States through a resident
broker, commission agent, or custodian.

This rule also applies with respect to foreign corporations. How-
ever, a question has arisen as to whether a nonresident alien or foreign
corporation is to be treated as carrying on a trade or business within
the United States if the foreign person grants discretionary authority
to a U.S. broker or other agent to carry out transactions in the United
States with respect to his stocks, securities, or commodities. Under
present law, the granting of this discretionary authority may frevent
a nonresident alien or foreign corporation from qualifying for this
exclusion, with the result that income arising from these trans-
actions and all other U.S. source income is subject to U.S. tax at the
regular individual or corporate rates (based on a determination that
séuch a<)3t,ivities constitute carrying on a trade or business in the United

tates).

Reasons for provision—The granting of discretionary authority
to a U.S. broker or agent is thought by many foreign investors to
be a desirable protective device in the event they are not in a position
to give buy or sell orders at any time and, in any event, such an ar-
rangement is frequently the most convenient method of effecting stock,
security, or commodity transactions. The mere grant of this discre-
tionary authority to a U.S, broker or agent would not appear to be
significant enough to warrant treating the foreign person acting for his
own account as engaging in a trade or business here. Moreover, in-
dividuals who trade in U.S. stocks and commodities are not treated as
thereby being engaged in the business of buying and selling stocks and
commodities, whether or not the volume of their activity is large.
Also, the confusion regarding the status of a foreign investor who has
granted discretionary authority to a U.S. agent may have acted to
deter some foreign investment in the United States.

Ewxplanation of provision—For the above reasons your committee
agrees with the House and has amended present law to specifically
provide that the trading in stocks, securities, or commodities in the
United States, for one’s own account, whether by a foreign person
physically present in the United States, through an employee located
here, or through a resident broker, commission agent, custodian, or
other agent—whether or not that agent has discretionary authority—
does not constitute a trade or business in the United States. This
treatment, however, does not apply to dealers in stocks, securities, or
commodities or to a foreign investment corporation if it has its prin-
cipal office here. ' “
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It is not intended that as a result of this provision a foreign invest-
ment company (other than a corporation which is, or but for section
-542(c) (7) or 543(b) (1) (C) would be, a personal holding company)
is to be permitted to locate its general business activities in the United
States and avoid taxation at the regular corporate rates on its income
and gains effectively connected with its business in this country. How-
ever, a foreign investment company conducting its general business
activities in a foreign country 2 i.e.,, having its principal office there)
can conduct trading activities in the United States through an agent
with discretionary authority, without this giving rise to its being con-
sidered as conducting a trade or business in the United States.

Whether a corporation’s principal office is in the United States is to
be determined by comparing the activities (other than trading in se-
curities) which the corporation conducts from an office located in the
United States with the activities it conducts from offices located out-
side the United States. For example, a corporation which carries on
most. or all of its stock and securities transactions through an agent
with discretionary authority in the United States but maintains a gen-

.eral business office’ outside the United States in which its management is
located and from which it communicates with its shareholders and the
general public, solicits sales of its own stock, and maintains its cor-

orate records and books of account, would not be considered as having
its principal office in the United States.

Although, under this provision, a dealer is specifically excluded
fromn those who may grant discretionary authority and not be deemed
to be conducting a business in the United States, he may trade in
securities or commodities, for his own account, through an independent
U.S. agent without being considered to be conducting a business in the
United States, However, this rule does not apply if at any time dur-
ing the year he has an office or place of business in the United States
through which, or by the direction of which, transactions in stocks,
securities, or commodities are effected. :

Even though this provision does not free some dealers in stocks, se-
curities, or commodities, and investment companies from the possi-
bility that they may be considered as engaged in a trade or business
in the United States, this does not mean that all such dealers or invest-
ment, companies are so engaged. In such a situation, the question of
whether a dealer or investment company is conducting a trade or
business in the United States remains a question of fact to be deter-
mined under the rules of present law. Your committee has redrafted
the House provision but no substantive change was intended.

Effective date—These amendments apply with respect to taxable
years beginning after December 31, 1966.

b. Income effectively connected with the conduct of a trade or business
‘iné‘,lz)e United States (sec. 102(d) of the bill and sec. 864(c) of the
code

Present law.—Under present, law nonresident aliens and foreign
corporations are generally taxable at the regular individual or corpo-
rate rates on all their TT.S. source income if they are engaged in.trade
or business in the United States and are taxable at a flat 80-percent
rate (or lower treaty rate) on all fixed or determinable income if not so
engaged. This difference in treatment applies whether or not there
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is any relationship between the different types of incomes (business and
investment) from the United States.

Reasons for provision—Under the rule described above, one for-
eigner may be taxed on investment income at the regular individual
or corporate rates while another, with an identical portfolio invest-
ment, is taxed on his irvestment income at the flat 30-percent (or
lower treaty) rate. The difference in treatment arises from the
fact that one is engaged in business in the. United S‘ates and the
other is not, even though the investment portfolic of the former is
wholly unrelated to his U.S. business. Your commitiee agrees with
the House that it is neither equitable nor logical for this substantial
difference in tax treatment of investment income to depend on the
presence or absence of an unrelated business. In addition, the Presi-
dential Task Force on Promoting Increased Foreign Investment in
U.S. Corporate Securities has pointed out that the present scheme
deters foreien businessmen operating in the United States from invest-
ing in the United States, and also deters foreigners already investing
in the United States from commencing a trade or business here.

The present scheme for taxing foreigners engaged in business in
the United States also is defective in another respect. The interplay
between the tax rules of certain foreign countries and the United
States has in some cases permitted the use of the United States as a tax
haven. The tax avoidance in such a case can be illustrated by a
foreign corporation which is organized in a country which does not
tax its domestic corporations on income derived from the conduct of a
business outside the country. If such a corporation desires to sell
products into countries, other than the United States or the country
of its incorporation, it can, in many instances, avoid all or most taxa-
tion on the income from these sales by establishing a sales office in
the United States. The income from the sales in such cases is not taxed
by the United States because (under the title passage rule) it is not
derived from sources within the United States. The income may not
be taxed by countries where the products are sold because the corpora-
tion does not have a permanent establishment there, and the income is
not taxed by the country of incorporation because the business is not
conducted there. “Moreover, a similar tax avoidance scheme can be
utilized with respect to sales arranged in the United States concerning
goods destined for use in this country. In addition, U.S. tax may be
avoided in the case of rents and royalties from a licensing business
and income from banking, financing or investment company busi-
nesses carried on in the United States. Your committee agrees with
the House that foreign corporations carrying on substantial activi-
ties in the United States, in such cases, should not be able to cast .
their transactions in such a form as to avoid both all U.S. tax and
most foreign taxes. Also, it is believed that foreigh corporations
should pay a U.S. tax on the income generated from U.S. busi-
- ness activities. There appears to be no national policv to b served
by allowing foreign persons to operate in this country without paying
their share of our governmental expenses.

To meet both types of problems described above the bill provides
for the taxation of nonresident aliens and foreign corporations at
the' regular U.S. graduated individual rates or corporate rates on
their income which is effectively connected with the conduct of a
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trade or business within the United States. This effectively con-
nected rule applies to all their income from sources within the United
States and to three limited categories of foreign source income in
certain situations where definite U.S. economic connections are present.
The U.S. source income of nonresident aliens and foreign corpora-
tions which is not effectively connected with the conduct of a trade
or business in the United States is taxed at a flat 30-percent rate (or
lower treaty rate). , :

Explanation of provision—As a general rule, the bill provides that
income of a nonresident alien or foreign corporation will be subject
to the flat 30-percent (or lower treaty) rate if it is not effectively
connected with the conduct of a trade or business within the United
States, The regular individual or corporate rates apply to income
which is effectively connected to the conduct of a U.S. trade or
business. However, the foreigner may elect to treat real property
income as if it were income effectively connected with a U.S. business.
This is to permit the deductions attributable to this real property
income to be deducted from it. The application of the effectively

" connected concept to different types of income is set forth below.

(?) Income from U.S. sources treated as “effectively connected.”—
In determining whether periodical income such as interest, dividends, °
rents, wages, and capital gains is effectively connected with the con-
duct of a trade or business within the United States two principal fac-
tors are to be taken into account. First, is the income derived from
assets used or held for use in the conduct of the trade or business in the
United States? Thus, for example, are the assets being held for
future, or remittant, use in the business? In this regard, particular
attention will be given to the relationship between the asset and the
needs of the business. Second, were the activities of the trade or
business a material factor in the realization of the income? Thus, in
the case of this second factor, is there an immediate relationship be-
tween the income in question and the U.S. business activities of the
foreign corporation? Also to be taken into account in weighing the
relationship of the investment income to the trade or business, but
not to be a controlling factor by itself, is whether or not. the assets or
income are accounted for through the U.S. trade or business.

All other income from sources within the United States (that is,
other than the periodical income and capital gains described above)
is to be treated as “effectively connected” with the conduct of any trade
or business within the United States.

(#2) Income from sources without the United States—(A) Gen-
eral Rules—Income from sources without the United States is not
to be treated as “effectively connected” with the conduct of a trade or
husiness within the United States unless the nonresident alien or for-
eign corporation has a fixed place of business in the United States and
the income, gain or loss is attributable to that place of business. Also,
this provision applies to only three types of income from sources with-
out the United States. A foreign corporation which to a minimal
extent, or occasionally, uses the U.S. office of a related corporation
will not thereby be treated as having a fixed place of business here.
Moreover, the fact that top management decisions are made in the
United States will not of itself mean that the foreign corporation has
an office or fixed place of business here. For example, a foreign sales

69-885 O—66——4



20 FOREIGN INVESTORS TAX ACT OF 19066

corporation which is a wholly owned subsidiary of a domestic corpora-
tion will not be considered to have a U.S. office because of the presence
here of the officers of its domestic parent who are generally responsible
only for its policy decisions, provided the foreign sales corporation has
a managing director that conducts its day-to-day business from a
foreign office. This person may or may not be an officer of the U.S,
corporation. Also, in such a case, the managing director could regu-
larly confer with the officers of the domestic parent and if necessary
occasionally visit the U.S. offices of the domestic parent and, during
such visits, temporarily conduct the business of the foreign subsidiary
ogit of the domestic parent’s office without thereby establishing a U.S.
office. :
As indicated above, this provision applies only to three specific types
.. of income from without the United States and in no event applies‘with
respect to income which is “subpart F”” income or to dividend, interest
or royalty income derived from a foreign corporation more than 50
percent owned by a nonresident alien or foreign corporation receiving
the income. Of course, the subpart F income exception extends to
income which is subpart F income but is excepted from its taxing
¥rovisions by the minimum distribution and export trade exceptions.
‘he three types of income with respect to which this provision applies
are:
v (i) Rents and royalties derived from the active conduct of a
licensing business;

(ii) Dividends, interest, or gain from stock or bond or debt
obligations derived in the active conduct of a banking, financing
or similar business; and

(iii) Certain sales income attributable to a U.S. sales office.

The sales income referred to above is not to be considered as “effec-
tively connected” to a U.S. trade or business if the property is sold for
use outside the United States and an office of the foreign person out-
side the United States contributes materially to the sale. In the case
of foreign source income where the products are destined for the United
States, the income will be treated as effectively connected with a U.S.
business to the extent the sales activity is carried on by the U.S. office.

(B) Determining Factors—Although your committee agrees with
the general rules of the House bill, it has added certain clarifying
amendments regarding what is to be considered a sufficient nexus for
assertion of U.S, tax jurisdiction as well as the foreign source income
to be subject to U.S. tax. In general, for purposes of determining
whether a foreign corporation or nonresident alien has an office, the
office or other fixed place of business of an agent is to be disregarded
unless the agent is other than an independent agent operating in the
ordinary course of his trade or business and either has authority (regu-
larly exercised) to negotiate binding contracts or has a stock of mer-
chandise from which he regularly fills orders. This agency con-
cept regarding the degree of economic activities which will subject
a foreign corporation or nonresident alien to U.S. taxation on foreign
source income is substantially similar to the permanent establishment
concept present in many of our existing income tax treaties. However,
the interpretation of this provision is, of course, not to be limited by
the judicial decisions of foreign governments regarding treaty pro-
visions. With respect to the determination of the income to be sub-
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ject to U.S. tax, the rules added by your committee provide that for-
eign source income will not be considered to be effectively connected
with » U.S. business of a foreign corporation or nonresident alien
if (¢) a U.S. office of that business was not a material factor in the
production of the income, (5) the income was not derived from the
usual business activities of the U.S. business or (¢) the income was
not, properly allocable to the activities of the U.S. business.

It is the opinion of your committee that these added rules will de-
limit- the application of the general rules of this provision, thereby
subjecting to U.S. tax only income which has its economic genesis in
the United States. For purposes of this provision, the activities of the
U.S. office will not be considered to constitute a “material factor” un-
less it provides a significant contribution to the production of the in-
come. Thus, the-activities of the U.S. office must be an essential eco-
nomic element in the production of the income. Therefore, the fact
that the board of directors of the foreign corporation meets in the U.S.
office will not subject the worldwide sales income of that foreign
corporation to U.S. taxation. Contrarily, the activities of the U.S.
office need not necessarily be a major factor in the production of the
income.

The requirement that the income must be derived from the usual
business activities of the U.S. office, in effect, provides a de minimus
exception. It is intended that this rule will exclude from U.S. tax
jurisdiction all foreign income derived from casual sales. Thus, if the
foreign corporation is engaged solely in a manufacturing business in
the United States, the income derived by the U.S. plant as a result
of an occasional foreign sale will not. come within the ambit of the for-
eign source effectively connected rule where the sales operations for
the products of the U.S. plant are located outside the United States.
On the other hand, if a foreign corporation establishes a U.S. sales
office to sell goods produced in Africa into the Western Hemisphere,
oceasional sales income derived from parts of the world other than the
Western Hemisphere would not be excluded under this casual sales
rule. In other words, the nature of the U.S, business would be the
primary determinative factor for purposes of this exception.

The committee received considerable testimony requesting that the
general foreign source effectively connected rules be modified so as to
insure in all cases that only income generated in the United States
would be subject to U.S. tax. It is your committee’s understandin
that this was the intention of the House bill and, therefore, the addi-
tion of the “properly allocable” test is considered to constitute a
clarifying amendment.

(C) Country of Residence Tawes.—Your committee’s bill extends
the foreign tax credit provision of the House bill which applies-with
respect to foreign source effectively connected income (sec. 906). The
House bill would not have extended the foreign tax credit provision
to taxes imposed by a foreign country solely on the basis that it has
Jurisdiction to tax because the taxpayer is a citizen or resident of that
country or a corporation created, incorporated, or domiciled in that
country. Your committee’s amendment extends this foreign tax credit
provision to the resident country taxes on foreign source income
specifically excepted by the House bill. A further discussion of this
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amendment is provided in the foreign tax credit portion of this report
A-5(d)).
( (D) F)orez'gn Insurance Companies— In the case of a foreign cor-
poration having a life insurance business in the United States, the bill
provides that income from sources without the United States will be
treated as effectively connected with the conduct of the business within
the United States if the income is attributable to its 1J.S. life insurance
business. This rule merely continues the treatment which applies
under existitng law which provides that income of a foreign
corporation from its U.S. life insurance business is subject to tax
évhether the income is from sources within or without the United
tates.

Effective date—This amendment applies with respect to taxable
years beginning after December 31, 1966. For purposes of determin-
ing whether foreign source sales income from a binding contract,
entered into on or before February 24, 1966, is attributable to a U.S.
office, all the activities in the United States on or before that date,
which were related to the negotiation or effectuation of the binding
contract are not to be taken into account. As a result in many cases
the sales income from foreign sources under binding contracts entered
into before February 25, 1966, will not come within the ambit of this
provision.

3. TAXATION OF NONRESIDENT ALIENS

a. Income taw on nonresident alien individuals (sec. 103(a) of the bill
and sec. 871 of the code) :

Present law.—Present law provides different tax treatment for non-
resident alien individuals according to whether they are, or are not,
engaged in a trade or business in the United States. Also, those not
engaged in a trade or business in the United States are provided dif-
gerent treatment according to whether their income is under or over
$21,200.

Nonresident alien individuals not engaged in trade or business in
the United States whose annual U.S. source income of the types
specified below is $21.200 or less are taxed at a flat rate of 30 percent
(or lower applicable treaty rate), on certain specified items of U.S.
source income. This tax is in lieu of the regular U.S. graduated rates
applicable to individuals. The items of income included are interest,
dividends, rents, salaries, wages, and other fixed or determinable an-
nual or periodical gains, profits, and income. Also specifically in-
cluded in the income taxable at the flat 30-percent rate are certain
amounts otherwise treated in the same manner as capital gains;
namely. lump-sum distributions from exempt employees’ trusts (sec.
402(a) (2)) ; amounts paid to beneficiaries under qualified annuity
plans (sec. 403(a)(2)) ; timber, coal, and iron ore royalties (sec. 631
(b) and (c¢)) ; and amounts received on transfers of patent rights (sec.

Nonresident alien individuals not engaged in trade or business in
the United States but with an annual U.S. source income of the types
indicated above, of more than $21,200, are taxed under present law
(in the absence of an applicable treaty provision) at whichever of the
following produces the higher total tax: the regular U.S. rates appli-
cable to individuals, or the flat 30-percent rate. In computing the
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tax at the regular graduated rates, such a nonresident alien is allowed
deductions to the extent theéy are properly allocable to the income on
which he is taxable.

Nonresident aliens not engaged in a trade or business in the United
States—whether their income 1s over or under $21,200—are subject to
tax on regular capital gains only if one of two conditions exist: (1)
if they are physically present in the United States at the time the
capital gain is realized or (2) if they are present in the United States
for a period or periods totaling 90 days or more during the year.
These capital gains are taxed at the flat 30-percent rate, if the individ-
ual’s income from U.S. sources is $21,200 or less. If his income
from U.S. sources exceeds this amount, the regular capital gains tax
rate will apply if the regular individual income tax rates (includ-
ing the capital gains tax) on all the taxpayer’s U.S. source income
results in a higher tax than the flat 30-percent tax.

Nonresident alien individuals engaged in trade or business in the
United States are taxable at the reguiar U.S. graduated (and capital
gains) rates on their income derived from sources within the United
States. In computing the tax, an alien in this category is allowed
deductions to the extent attributable to his U.S. source income.

Reasons for provision.—Your committee agrees with the House that
the present tax treatment of nonresident aliens is unnecessarily com-
plicated and also makes arbitrary distinctions based upon the size of
the individual’s income and whether or not the individual has a trade
or business in the United States which may be wholly unrelated to the
specific income in question. The bill has retained the rule of present
law which provides that U.S. trade or business income of nonresident
aliens is subject to the regular individual income tax rates. However,
other income is to be subject to the regular rates only if it is effectively
connected with the U.S. trade or business. U.S.-squrce fixed or deter-
minable income of nonresident aliens which is not so connected is to be
subject to a flat 30-percent rate (or lower treaty rate). This removes
the arbitrary rule of present law which would vary the treatment
of investment income depending upon whether the individual has an
unrelated trade or business in the United States. .

The flat 30-percent rate of tax in the case of certain nonresident
aliens has been applied under present law, and is continued under the
bill, because the United States does not have jurisdiction over all of
such an individual’s income. These taxpayers are not allowed the de-
ductions that are available to U.S. citizens and the 80-percent rate is
considered an appropriate effective rate in such cases. In addition, it
has been fonnd in practice that only a small amount of tax has been
collected as a result of imposing the graduated rates. It is also thought
that applying the uniform flat rate with respect to income not effec-
tively connected with a trade or business in the United States would
tend to encourage investment here by foreigners. To the extent this
occurs, there will, of course, be an improvement in our balance of
payments,

In the case of capital gain, it was the opinion of your committee and
the House that the present rule that taxes a nonresident alien if present
i the United States when the gain is realized is an arbitrary rule
which constitutes only a trap for the unwary. Also, your committee
agrees with the House view that the exclusion for nonresident aliens
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i
not present in the United States for 90 days during a 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 coun-
tries of the world. '

Eaxplanation of provision—For the reasons indicated above the bill
substantially revises the income tax treatment of nonresident alien
individuals, dividing their income, for tax purposes, into two basic
groups according to whether or not the income is effectively connected
with a U.S. trade or business.

(A) Income not effectively connected with the conduct of a U.S.
business.—Income of a nonresident alien individual which is fixed or
determinable (substantially the same categories referred to under pres-
ent law) and which is not effectively connected with the conduct of a
trade or business in the United States is to be taxed at a flat 30-percent
rate (or lower treaty rate). ‘

Generally, the fixed or determinable income referred to here, as under
present law, includes such income as interest, dividends, rents, salaries,
annuities, and certain income accorded capital gain treatment. The
House bill added two items not included in the list contained in present
law and has slightly modified the language of present law so as to
clarify this provision as it relates to certain amounts received from
pensions or annuity plans, certain timber, iron ore. and coal royalties,
and gains on certain transfers of patent rights. The two new items
added to the list by the House bill are (1) gains with respect to the
sale of stock of & collapsible corporation and (2) amounts received on
retirement or exchange of bonds and other evidences of indebtedness
issued after September 28, 1965, which are treated as gains from the
sale of property which is not a capital asset. Your committee has
retained this latter House provision regarding the income received on
the retirement or exchange of bonds. However, your committee has
deleted the collapsible corporation provision. Additionally, there was
some question as to the scope of the provision in the Honse bill
dealing with original issue discount. The reference in the bill
to section 1232 refers only to original issue discount on evidences of
indebtedness held by a taxpayer for more than 6 months. Also, in-
come constituting original issue discount. received on the retirement or
sale or exchange of bonds is to be considered as having the
same source as interest paid by the corporation issuing the bonds. As
a result, if the corporation with respect to whose bonds the original
issue discount, arises is a domestic corporation which in the prior 3
years derives more than 80 percent of its income from foreign sources,
then the original issue discount (interest) at the time of the retirement
or sale or exchange of the bonds also will be considered as foreign
source income.

Your committee has amended the provision of the House bill regard-
ing gains realized on the sale of a patent or other intangible property.
As amended it provides that gains realized on the sale of a patent or
other intangible property, where the income from the sale is derived
as a result of the use of such property in the United States, is not
to be subject to U.S. tax as “fixed and determinable income” (taxed
at 30 percent or lower treaty rate) unless a part of the income derived
from the sale is contingent. If part of the profits from such sale are
contingent, the amount subject to U.S. tax in any year would be the
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contingent amount, or if this contingent amount exceeds 50 percent of
the total amount paid in any 1 year, the total amount will be taxed
to the extent this amount represented gain realized on the sale of the

roperty. For or other intangible property is used. This provision
1s to apply to gains derived from sales made after October 4, 1966.
The provisions of existing law will continue to apply to transfers of
patents made prior to that date.

In the case of a nonresident alien’s net U.S. source capital gains
(other than those specifically included in the list as taxable at the
30-percent rate) which are not effectively connected with the conduct
of a trade or business within the United States, the bill provides that
no U.S. tax is to be imposed unless the nonresident alien has been
present in the United States for at least 183 days during the taxable
year. Present law provides a 90-day test. For purposes of applying
the 183-day test an alien will be treated as being on a calendar year
basis unless he has previously established a different taxable year.
The requirement of present law which taxes capital gains when the
alien is physically present in the United States at the time of realiza-
tion is dropped entirely. ‘

(B) Income effectively connected with the conduct of U.S. busi-
ness—Income of a nonresident alien individual that is effectively

~connected with the conduct of a trade or business in the United States,
under your committee’s bill is taxable at the regular U.S. graduated
rates applicable to individuals. Thus, this income will be taxed the
same as under existing law although the category itself is more limited
since it only applies to income which is effectively connected to a U.S.
trade or business instead of including all U.S. source income of an
alien with such a trade or business. For purposes of determining
whether or not income is effectively connected with the conduct of a
trade or business in the United States, the rules discussed above in
connection with the definition of effectively connected income (No. A-2
pt. b,above) apply.

(C) Miscellaneous types of imcome receiving special treatment.—
Under present law certain types of income are provided special treat-
ment. The bill as approved by your committee and the House re-
vises and extends these categories as indicated below.

(i) Participants in exchange programs—The bill retains the rule
in present law which treats nonresident aliens temporarily in the
United States as part of a cultural exchange or training program
as engaged n a trade or business in the United States even though
they are actually ndt so engaged. The provision is modified to pro-
vide in such cases that this type of income is effectively connected to
a U.S. trade or business. The effect of treating these categories of
income as effectively connected to a U.S. trade or business (or un-
der present law as derived from a U.S. trade or business) is to im-
pose the regular U.S. income tax on these aliens on the taxable por-
tion of their scholarship or fellowship grants and certain other
amounts incident to these grants. In this computation one exemption
(except in the case of residents of contiguous countries) and the
deductions allocable to this income are allowed. In the absence of
this special provision, these aliens would be taxed on these grants
(and amounts incident thereto) at the flat 30 percent rate. In most
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cases the 30 percent tax would substantially exceed the regular tax
on this income. E

The types of income referred to under present law as scholarship
or fellowship grants received by a nonresident alien individual tem-
porarily present in the United States as a nonimmigrant (under sub-
par. (F) or (J) of sec. 101(a)(15) of the Immigration and Na-
tionality Act) or received by a citizen or resident, are, subject tc a
dollar limitation, exempt from U.S. tax.

Present law (sec. 875J (b) (8)) also excludes from gross income com-
pensation paid by a foreign employer to a nonresident alien for the
period he is temporarily present in the United States as a nonimmi-
grant for the purposes of participating in a cultural or training pro-
gram. Under present law this is available where the “foreign
employer” is a foreign person or a domestic corporation having an
office in a foreign country or U.S. possession. The bill extends this to
also cover a domestic partnership or a U.S. citizen or resident with
such a foreign office.

(ii) Zncome from real property.—Under present law, it is not clear
as to what situations or arrangements for the ownership by a non-
resident alien of real property located in the United States will cause
the nonresident alien to be considered as engaging in a trade or busi-
ness within this country. This, of course, is important since the ques-
tion of whether or not the alien is engaging in a trade or business in
the United States determines whether his U.S. source capital gains
are subject to U.S. tax and whether his other U.S. source income is
taxable at the regular individual income rates, with. allocable deduc-
tions, or at the flat 30-percent rate on the gross amount. Taxing
income on real property at a flat 30-percent rate without the allowance
of allocable deductions—which in the case of this type of income may
be relatively large—may result in quite heavy tax burdens on this
type of income. Your committee agrees with the House that the law
in this area should be clarified and doubts whether the disallowance
of deductions in such cases is appropriate. Moreover, the disallow-
ance of deductions in such cases would tend to discourage foreign
investment in U.S. realty.

The bill deals with the problem described above by providing that
nonresident aliens deriving income from real property held for the
production of income and located in this country, or froia an interest
1n this type of real property located in this country, may elect to treat
all the income as effectively connected to the conduct of a U.S. trade
or business. This permits the nonresident alien to utilize the deduc-
tions attributable to this real estate income with the result that he is
taxed on only his net income from these sources,

The election is applicable with respect to gains from the sale or
exchange of real property held for the production of income (or an
interest therein) and rents or royalties from mines, wells, or other
natural deposits, as well as certain timber, iron ore, and coal royalties.
The election is not applicable to income not specifically covered by
these provisions, such as distributions by real estate investment trusts.
If the election 1s made, it applies to all of the alien’s income from
U.S. real property for the taxable year which is not otherwise “ef-
fectively connected” with the conduct of a trade or business in this
country. The election applies for all subsequent taxable years until
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revoked and can be revoked only with the consent of the Secretary of
the Treasury or his delegate. :

If the election is revoked, a new election may not be made for 5
years unless the Secretary of the Treasury or his delegate consents
to an earlier reelection.

(iii) Certain pension income—Under present law' a nonresident
alien receiving pension or annuity income from a plan located in the
United States is subject to U.S. tax (flat 30 percent or lower treaty
rate) on the interest portion of the pension income not withstanding
ine fact that the services qualifying the nonresident alien for the pen-
sion were entirely rendered outside the United States. Your commit-
tee has added an amendment to this provision of the bill which would
exempt from U.S. tax the type of pension income described above if
90 percent of the persons under the plan were U.S. citizens. It is the
understanding of your committee that in general the regulations will
provide that the plan paying the pension will be entitled to rely upon
information presented by the annuitant or employer regarding the in-
formation as to whether or not the annuitant qualifies under this pro-
vision.

(iv) Bond income of residents of the Ryukyu I'slands, etc.—At the
present time the Ryukyu Islands (including Okinawa) are governed
by the United States and large numbers of the individuals of these
islands are in the employ of the U.S. Military Establishment. As
such, their savings have frequently been invested in series E or H
US. savings bonds. Interest income on U.S. savings bonds is, of
~course, U.S. source income. As a result, under present law the resi-
dents of the Ryukyu Islands, as well as the Trust Territory of the
Pacific Islands, are subject to a flat 30-percent tax on the income from
these bonds. Since investment in U.S. savings bonds in their case is
merely a convenient way for these individuals to save a portion of their
income, it is difficult for them to see why a tax should be imposed any
more than would be true if they were to invest their income, in the
islands, in some other type of investment. Because of this, the bill
excludes from gross income subject to U.S. tax, income derived by
nonresident aliens from U.S. savings bonds (series E or H) if the
alien at the time of acquiring the bonds was a resident of the Ryukyu
Tslands or the Trust Territory of the Pacific Islands.

E'ffective date—These amendments apply with respect to taxable
years beginning after December 31, 1966.

b. Deductions (sec. 103(c)_of the bill and sec. 873 of the code)

Present law.—In the cese of a nonresident alien individual, present
law generally allows deductions to the extent they are properly al-
locable to income from sources within the United States but only if
the alien’s U.S. income is subject to the regular income tax. However,
where the regular income tax applies, the deduction of losses is allowed
even though they are not connected with a U.S. trade or business
if t,he{ are incurred in transactions entered into for profit provided
that the transaction, had it resulted in a profit, would have been sub-
ject to U.S. tax. Also allowed are property losses not. connected with
a trade or business arising from certain casualties or thefts if the loss
is of property located within the United States.

E'splanation of provision—The bill amends present law generally
to limit the allowance of deductions in case of a nonresident alien in-

88886 Q86—
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‘dividual to deductions allocable to income which is effectively con-
nected with the conduct of a trade or business in the United States.
The allowance of deductions is limited in this manner, since it is only
effectively connected income which under the bill is subject to the
regular income tax.

n addition, the bill deletes the provision relating to the deduction
of losses not connected with a trade.or business but incurred in trans-
actions entered into for profit since the criteria for the allowance of

“deductions under the bill is whether or not they are effectively con-
nected with the conduct of a trade or business in the United States.
However, the casualty loss deduction is to be available even if the
property which gives rise to the loss is not effectively connected with
the conduct of a trade or business in the United States if the property
is located in this country. Also, the charitable contribution deduc-
tion is available even though not related to the trade or business.

E ffective date—These amendments apply with -respect to taxable

years beginning after December 81, 1966.

e. Ewpatriation to avoid taw (sec 103(f) of the bill and new sec. 877
of the code)

Present law.~—The U.S. individual income tax applies to U.S. citi-
zens, U.S. residents, and to nonresident aliens, but in this latter case,
generally only with respect to income derived from sources within
the United States. Under present law, if an individual who has been
a U.S. citizen gives up this citizenship and becomes a nonresident, no
tax is then imposed with! respect to income he derives from sources
without the United States. Moreover, under present law the regular
graduated rates applicable to a citizen apply in the case of an expa-
triate, only if he is engaged in a trade’or business in the United States
or his income exceeds $21,200.

Reasons for the provision.—The bill, by the elimination of progres-
sive taxation with respect to the income of nonresident aliens which is
not. effectively connected with the conduct of a trade or business within
the United States (as well as the reduction of the estate tax rates—de-
scribed subsequently—applicable to the estates of nonresident aliens),
may encourage some individuals to surrender their U.S. citizenship
and move abroad. As indicated above, by doing so an expatriate
would avoid the graduated tax rates on his U.S. investment income
(and in certain cases, avoid some estate taxes).

Explanation of provision.—For the reasons stated above, the House
bill adds a new section to the code which, in general, taxes both effec-
tively connected income and any other U.S. source income of an ex-
patriate at. regular income tax rates, if he lost his citizenship within
5 years of the taxable year in question (and after March 8, 1965)
and if one of the principal purposes of the expatriation was the avoid-
ance of U.S. income, estate, or gift taxes. This treatment is not to apply
if it results in a smaller T).S. income tax than would otherwise he
imposed. Your committee’s bill adopts the general rules provided in
the House bill but extends the effective period during which the provi-
sions can apply from 5 years. as provided by the House bill, to 10 years.

In addition to imposing this tax on both the expatriate’s U.S. source
income not effectively connected with the conduct of a U.S. trade or
business and his income that is “effectively connected”, regardless of
1ts source, the new section contains special source rules to be used in de-
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termining his U.S. source income. These rules provide that gains from
the sale or exchange of property (other than stock or debt obligations)
located in the United States, and gains on the sale or exchange of stock
of a domestic corporation or debt obligations of U.S. persons or of the
United States, a State or political subdivision, or the District of Co-
lumbia are to be treated as income from sources within the United
States regardless of where the sale or exchange occurs or title is trans-
terred. Deductions are to be allowed only to the extent they are prop-
erly allocable to the gross income of the expatriate, determined under
the above described provisions (except that the capital loss carryover
provision is not to apply). -

The new section contains a special rule with respect to the burden
of proving the existence or nonexistence of U.S. tax avoidance as one
of the principal purposes of the expatriation. Under this provision,
the Secretary of the Treasury or his delegate must first establish that it
is reasonable to believe that. the expatriate’s loss of U.S. citizenship
would (but for the application of these special provisions) result in a
substantial reduction 1n his taxec based on the expatriate’s probable
income for the taxable year.

If this is established, then the expatriate must carry the burden of
proving that the loss of citizenship did not have, for one of its pFin-
cipal purposes, the avoidance of U.S. income, estate, or gift taxes.
However, the new section excepts persons whose loss of citizenship
occurs under circumstances where it is unlikely that tax avoidance was
a principal purpose. For example, this provision does not a })1
where the person acquired dual citizenship at birth and loses his¥ g
citizenship by residing, for a certain period, in the foreign country
of which he is also a citizen by birth.

Effective date.—This amendment applies for taxable years beginning
after December 31, 1966,

d. Partial exclusion of dividends from gross income (sec. 103(g) of the
bill and sec. 116(d) of the code)

Present law allows nonresident aliens the $100 dividends received
exclusion only if the individual is taxable on U.S. source dividends at
the regular graduated rates applicable to individuals. The bill amends
this provision, effective for taxable years beginning after December 31,
1966, to conform to the effectively connected income concept by limit-
ing the availability of the exclusion to dividends which are effectively
connected with the conduct of a trade or business in the United States.
The exclusion is also allowed in the case of an expatriate subject to tax
under new section 877.

e. Withholding of tax on nonresident alien individuals (secs. 103(h)
and (k) of the bill and secs. 1441 and 3401 of the code)

Present law.—Present law generally requires the withholding of
tax in the case of a nonresident alien on U.S. source fixed or determi-
nable income from U.S. sources (of the types previously described).
The withholding is at a 30-percent rate (except in the case of certain
treaty rates) and applies whether or not the flat 30-percent tax applies
to the individual.? Thus it applies not only in the case of a non-
resident alien with a gross income of $21,200 or less who is not engaged

1For a limited category of scholarship and fellowship income and related income the
withholding rate is 14 percent.
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in n trade or businesy in the United States but also in the case of a
nonregident alien with a larger gross income and also to one who is
engnged in a trade or business in the United States,

Reason for provision—Your committee agrees with the House that
withholding nt 112 30-percent. rate should only be required in the case
of income which is taxed at that rate. Therefore, income which is
effectively connected with the conduet of a .S, trade or business
should not. be subject to withholding tax at a 30-percent vate.  This is
particularly important in the ense of compensation puid a nonresideni,
alien.  Unlike domestic wage withholding, this 80-percent withhold-
ing does not, in most eases, tnke into account the personal exemptions
to which the worker would be entitled if he were a 11.S. citizen.  Also,
sinee the regular gradunted rates on small incomes are less than 30
porcent, this rate may result in substantinl overwithholding in many
enses where regular income tax rales apply.  Although an alien may
obtnin a refund of the excess withholding when he files his return at
the end of the yenr, overwithholding in these circumstances can create
nsubatantind haedship for the alien.

Ywplanation of provisions.-To meet the problem outlined above,
the bill adds n new provision to the existing nonresident. alien with-
holding provisions,  Under the new provision, withholding is not
required on pnyments to nonresident alien individuals with respect
to any item of income (other than compensation for services) which
i8 effectively connected with the conducet of a trade or business within
the United States. 1t is the understanding of your committee that
the person required to withhold will he rvelieved of any- linbility for
failure to withhold if the failure was in relinnee upon information as
to whether or not. the income was effectively connected, furnished (in
necordanee with regulationd (o be issued) by the person entitled to the
recoipt of the income.  Your commitiee mnun(le(‘ the House bill so as
to specifienlly provide for withholding on the following types of in-
come: (1) the contingent income derived from the sale of patents and
other intangibles (see A-3(n) (A)) 3 (2) a foreign partner’s share of
the VLS, income of n domestic pnrtnership which is not effectively con-
nectod with the partnership’s business; and (3) amounts received on re-
tiremont. or ux(‘.,mng(s of bonds issued after September 28, 1965, which
nre freated as gaing from the salo of property which is not a capital
~ngsol (sec. 1232).

Tn the eage of salnry and wage income, the bill also correlates the
30-percent-withholding rate upplicable to nonresident aliens with the
domestic gradunted withholding rates.  Thus, the bill nmends present
Inw fo provide that. the Seeretary of the Treasury or his delegate may,
by rvegulations, exempt. compensation for services performed by non-
resident aliens from the 30-percent. withholding.  Also, to permit
withholding at. the domestic gradunted withholding ‘rates where an
oxemption is granted from the 30-percent-withholding provision, the
hill nends the domestic wage withholding provisions to, in effect,
pernit. the Seeretary of the Treasury or his delegate to require with-
holding under those provisions,

The bill also makes amendments of a technieal nature to conform
the language of the withholding provisions to the language used in
the other taxing provisions,
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_Effective date~The amendment relating to the 80-percent with-
holding rule applies with respect to payments made in taxable years
heginning after December 81, 1966. The amendment relating to
domestic wage withholding applies with respect to remuneration paid
after December 31, 1966. '

f. Withheld tawes and declarations of estimated income tax (secs. 103
(1) and (§) of the bill and secs. 1461 and 6015 of the code)

Inder present law, persons who are required to withold on amounts
paid to nonresident aliens and foreign corporations are required to
file a return and remit the taxes withheld during any calendar year
by March 15 of the following year. This procedure is unusual since
all other withheld taxes, sucﬁ as the employees’ social security taxes
and domestic wage withholding, are required to be remitted (to-
rether with the return) at least quarterly. As a result of the delay
in the remittance of these 80-percent-withholding taxes, the withold-
ing ngents are given the use of these revenues for periods of time
which are, in some cases, more than 1 year.

Your committee agrees with the House that there is no reason for
nol. requiring the remittance of these tax revenues at a time period
nppmximat,ing that applicable in the case of domestic withholding.
Therefore, yonr committee’s bill amends present law to provide the
Treasury Department with the authority to require more current. re-
mittance of the taxes withheld on nonresident aliens and foreign corpo-
rations,  This amendment is effective with respect to payments made
after December 31, 1966,

The hill also amends the provisions of present law which require
individuals to file declarations of estimated tax. The amendment
continues present law which includes nonresident aliens within the
ategory of individuals required to file these declarations. However,
the npplication of this provision to nonresident aliens.is limited to
those who receive income which is effectively connected with the
conduct of a trade or business within the United States.

These amendments aré effective with respect to taxable years begin-
ning after December 31, 1966,

g. Foreign estates or trusts (sec. 103 (e) and (1) of the bill and secs.
875 und 7701a(a) (31) of the code)

Present. Inw defines the terms “foreign trust” and “foreign estate”
to mean a trust. or estate, whose income from sources without the United
Stales is not. included in gross income for U.S. income tax purposes.
Your committee’s and the House bill amends this definition to conform
it. to the effectively connected concept. As amended, the terms mean
an estate or trust the income from which from sources without the
United States, which is not effectively connected with the conduct of
a trade or business within the United States, is not included in gross
income for U1.S. income tax purpeses. This amendment applies for
taxable years beginning after December 31, 1966.

Your committee ndded an amendment. which imputes the business
activities of a trust or estates to its beneficiaries. In other words, if a
trust, whether a foreign or a domestic trust, is engaged in a _trade or
business in the United States, its beneficiaries are deemed to also be en-
gaged in that trade or business.
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h. Citizens of possessions of the United States (sec. 103(m) of the bill
and sec. 932(a) of the code) ‘

Under present law, individuals who are citizens of possessions of the
United States but not otherwise citizens of the United States, are taxed
as nonresident aliens on their U.S. source income. This provision is
amended by your committee’s and the House bill, effective for taxable
years bheginning after December 31, 1966, to conform to the changes
made to the taxation of nonresident aliens generally.

i. Gain from disposition of certain depreciable realty (sec. 3(j) of the
Hm{ae bill a?:ul sec. 12650(d) of the code) @) of

Your committee’s bill strikes the House provision which provides
that the recapture rule applicable to depreciable realty is to apply to
the transfer of depreciable real estate by a foreigner to a domestic cor-
poration in a tax-free exchange for stock or securities of a domestic
corporation. Your committee took this action after being advised that
the relationship between the House provision and the corresponding
provisions of present law affecting U.S. persons make the provision
discriminatory.

4, TAXATION OF FOREIGN CORPORATIONS

a. Income taw on foreign corporations (secs. 104 (a) and, (b) of the bill
and seos. 881 and 882 of the code)

Present law.—Present law taxes foreign corporations not engaged
in a trade or business in the United States at a flat rate of 30 percent
on fixed or determinable income from sources within the United States.
These items are (with a few exceptions) the same as those presently
taxed at the 30-percent rate to nonresident alien individuals. not en-
gaged in a trade or business in the United States. . They are interest,
dividends, rents, salaries, wages, premiums, annuities, compensations,
remunerations, emoluments or other fixed or determinable annual or
periodical gains, profits, and income (including certain timber, coal,
and iron ore royalties).

The U.S. source income of a foreign corporation engaged in business
in the United States is taxed, under present law, at the regular cor-
porate rates. In computing the tax, deductions generally are allowed
to the extent that they are properly allocable to the U.S. source income
if a true and accurate return is filed by the corporation.

Reasons for provision.—Your committee’s and the House bill, both
in the case of nonresident aliens and in the case of foreign corpora-
tions, provides a consistent pattern of taxation. Nonresident aliens
and foreign corporations will be taxed at the regular income tax
rates in the case of income which is effectively connected with a U.S.
trade or business. In the case of nonresident alien individuals and
- foreign corporations with U.S. source fixed or determinable income
which is not effectively connected with a .S, trade or business a
flat 30-percent rate is applied. The reasons for differentiating the
tax treatment on this basis have already been explained to a substantial
extent in connection with the definition of effectively connected (No.
2(b), above) and in connection with the explanation of the taxation
of nonresident aliens (No. 3(a), above).
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One of the principal changes resulting from this new classification
in the case of foreign corporations is that investment income which
is not related to a trade or business carried on in the United States
will be taxed at the flat 30-percent rate (or lower treaty rate) rather
than at the regular corporate rate. This does away with the arbitrary
distinction which exists under present law which makes the rate of tax,
a flat 30 percent or regular rate, turn on the presence or absence of a
trade or business in the United States which may be wholly unrelated
to the investment income,

Under the bill all U.S. source investment income (fixed or deter-
minable income) of foreign corporations which is not effectively con-
nected with a trade or business in the United States will be taxed at a
flat rate.  However, all investment income effectively connected with a
U.S. trade or business will be taxed in the same manner as other income
of that trade or business, and in the same manner as similar income of
a domestic corporation.

As indicated in connection with the definition of effectively con-
nected the new rule for the taxation for foreign corporations will
also prevent the use of the United States as a “tax haven” in the case
of limited categories of foreign source income. However, these limited
types of income do not, in any event, include “subpart F income” or,
generally, income received from a foreign subsidiary. ~

This new rule for the taxation for foreign corporations should
also tend to encourage foreign investment in the UUnited States and
thus is likely to have a favorable effect on the U.S. balance of
payments,

Faplanation of provision—The bill substantially revises the income
tax treatment of foreign corporations. Under the bill the income of a
foreign corporation is divided into two classifications.

(A) Income not effectively connected.—Fixed or determinable in-
come of a foreign corporation from sources within the United States
which is not. effectively connected with the conduct of a trade or busi-
ness within the United States, under your committee’s and the House
bill, is taxable at a flat 30-percent rate (or lower treaty rate). Under
your committee’s bill, the types of fixed or determinable income spe-
cified are the same as under present. law with the same two additions
provided in the case of nonresident aliens: (1) contingent income re-
ceived from the sale of patents and other intangibles, and (2) amounts
of original issue discount. which are treated as ordinary income re-
ceived on retirement or sale or exchange of bonds or other evidences of
indebtedness issued after September 28, 1965. A corresponding
amendment to the House bill deleting the tax on income realized with
respect. to stock of a collapsible corporation was made in this provision.
Asindicated in the case of the taxation of nonresident aliens, the source
of this original issue discount. is to be determined by the same rules as
those applicable to interest income. As a result, if the corporation
with respect to whose bonds the original issue discount arises is a
domestic corporation which for the 3-year period preceding the year
of redemption derives 80 percent or more of its income from foreign
sources, then the original issue discount (interest), at the time of the
retirement or sale or exchange of the bonds also, will be considered
as foreign source income. Moreover, the language in the nonresident
alien section of this report clarifying the scope of the references in the
bill to section 1232 is equally applicable with respect to this provision.
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The bill has also clarified the language of present law which includes
certain timber, coal, and iron ore royalties in the 30-percent list.

(B) Income effectively connected.—Income of a foreign corpora-
tion which is effectively connected with the conduct of a trade or busi-
ness within the United States is taxable, under the bill, at the regular
corporate income tax rates. In determining “taxable income” for this
purpose, gross income includes only gross income which is “effectively
%onnect ” with the conduct of the trade or business within the United

tates. -

(C) I'ncome from real property—Under present law (as explained
with respect to nonresident alien individua]sy it is not. clear as to what
situations or arrangements for the ownership by a foreign corporation
of real property located in the United States will cause the foreign
corporation to be considered as engaging in a trade or business within
the United States. This is important to know because if a foreign
corporation not engaged in a trade or business in the United States
receives rents from UJ.S. real property, this rental income is taxable
at the flat 30-percent rate (or applicable treaty rate) on the gross
amount of such rents, without the allowance of any deductions attribut-
able to the rental income. Consequently, the tax liability generated by
this rental income may exceed the net rental income the corporation
receives. Your committee agrees with the House that the law in this
area should be clarified and doubts whether it is appropriate to tax
the gross amount of this type of income.

Since the provisions of this amendment parallell the amendment pro-
vided in the case of real estate income of nonresident alien individuals,
the explanation is not repeated here (see No. 3(a) (C) (ii)).

(D) Certain interest received by banks in U.S. possessions.—The ap-
plication of the flat 30-percent. rate to U.S. source income which is not
effectively connected with a 11.S: trade or business results in a high ef-
fective rate of tax on interest received by banks located in U.S. posses-
sions with respect to U.S. Government obligations which they must
necessarily hold to meet reserve requirements. This result is due to the
fact that these banks must pay interest on the amounts invested in the
U.S. Government. obligations. Therefore, the net profit margin on the
interest received from these U.S. Government obligations is small rela-
tive to the gross amount of interest received. It was also brought to
the attention of your committee that the usual method of effecting a
mitigation of the flat 30-percent rate in the case of interest—an income
tax treaty providing a lower rate (0, 5, or 15)—is, of course, not pos-
sible in the case of a possession. ~

In view of the facts set forth above your committee has added an
amendment to the House bill which provides that interest réceived by
banks located in a U.S. possession from U.S. government ohligations
will be treated as effectively connected with a U.S. trade or business
whether or not the bank has such a business. Consequently, the in-
terest received by a bank in a possession from U.S. Government obliga-
tions will be taxed on a net basis—gross interest income less allocable
expenses.

(E) Deduotions—Under the bill, deductions are allowed in comput-
ing the tax imposed at the regular corporate rates only to the cxtent
that they are iroperly attributable to income which is effectively con-
nected with the conduct of a trade or business within the United
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States. The deduction for charitable contributions, however, is allowed
whether or not attributable to income which is effectively connected.
Generally, as under present law, deductions are permitted only if a
true and accurate income tax return is filed.

Effective date—These amendments apply with respect to taxable
years beginning after December 31, 1966.

b. Withholding of tax on foreign corporations (sec. 104(¢) of the bill
and sec. 1442 of the code)

Under present law, the fixed or determinable U.S. source income of
a foreign corporation not etfaged in trade or business in the United
States, like that of a nonresident alien not engaged in a trade or busi-
ness in the United States, is subject to a withholding tax of 30 percent.
However, foreign corporations engaged in trade or business in the
United States are not subject to the withholding tax.

The bill amends the withholding provisions of present law to con-
form to the effectively connected concept in the bill. Thus, under
the bill a withholding tax at the 30-percent rate will apply in the case
of o foreign corporation to items of fixed or determinable U.S. source
income which are not effectively connected with the conduct of a trade
or business in the United States. Tt is the understanding of your com-
mittee that the person required to withhold will be relieved of any
liability for failure to withhold if the failure was in reliance upon
information (as to whether or not the income was effectively con-
nected) furnished (in accordance with regulations to be issued) by
the foreiFn corporation entitled to the receipt of the income., The
House bill provides that this 30-percent withholding provision is not
applied if the Secretary of the Treasury determines that the with-
holding requirements impose an undue administrative burden and that
the collection of the tax will not be jeopardized by an exemption.
In cases like this, if the Treasury concludes that revenue will not
be jeopardized (or delayed) by foregoing withholding, your com-
mittee concluded it would be desirable to do so. This amendment
is applicable to taxable years beginning after December 31, 1966.

¢. Deduction for dividends received from foreign corporations (sec.
104 (d) and (e) of the bill and sec. 245 (a) and (b) of the code)
Present law.—In general, present law allows corporations an 85-per-
cent dividend-received deduction for dividends received from domestic
corporations. In order for this deduction tc be available in the case of
dividends from a foreign corporation, it must be engaged in a trade or
business in the United States for an uninterrupted period of at least 3
years and 50 percent of its gross income must be from U.S. sources
during that period. Where these conditions exist, an 85-percent divi-
dend-received deduction is available for the same proportion of the
dividend as the corporation’s gross income, which is from U.S. sources,
is of its total gross income. ~
Ezplanation of the provision—The House bill substantially con-
forms the dividends-received deduction to the effectively connected
concept appearing elsewhere in the bill. Under the House bill 50
percent or more of the foreign corporation’s gross income for the un-
mterrupted period must be from income effectively connected with the
conduct of a trade or business within the United States for the deduc-

69885 0—66——8
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tion to be available. Also, the deduction is limited to 85 percent of
the same proportion of the dividend as the foreign corporation’s gross
income, which is effectively connected with a U.S. trade or business, is
of that. corporation’s total gross income from all sources.

Your committee added an amendment to the House bill which in
certain situations provides a 100 percent dividends-received deduc-
tion to a domestic corporation for dividends received from a wholly
owned foreign subsidiary which has a 100 percent effectively connected
income. In such a situation a foreign corporation is subject to U.S,
tax on all of its income, just as is a domestic corporation.

The bill also contains a transitional rule which makes it unnecessary
to apply the effectively connected income concept when any of the
years which is taken into account for the 50-percent test is a pre-1967
year. This rule provides that, for purposes of computing this deduc-
tion, all of a foreign corporation’s U.S. source income, for any period
hefore its first taxable year beginning after December 31, 1966, is to
be considered to be effectively connected income.

Effective date.—These amendments apply for taxable years be-
ginning after December 31, 1966. ~

d. Unrelated business taxable income of certain foreign charitable
organizations (sec. 104(g) of the bill and sec. 512 () of the code)
Under present law the unrelated business taxable income of foreign
charities is subject to tax if it is derived from sources within the
United States.

The bill conforms this provision to the effectively connected con-
cept by providing that the unrelated business taxable income of a for-
eign charity is to be subject to tax only if it is effectively connected

~with the conduct of a trade or business in the United States.

This amendment applies for taxable years beginning after Decem-
ber 31, 1966.

e. Foreiqn corporations subject to personal holding company tax (sec.
104(R) of the bill and sec. 642(¢c), 643(b), and 645 (a) and (d)
of the code)

Present law.- Under present law any foreign corporation with U.S.
investment income, whether or not doing business here, may be taxed
as a personal holding company unless all its outstanding stock is owned
(directly and indirectly) by noriresident alien individuals and its U.S.
source gross income is less than 50 percent of its total gross income for
that year. If taxable as a personal holding company the foreign
corporation is subject to a special 70-percent tax on its undistributed
U.S. source personal holding company income in addition to the flat
rate 30-percent tax (or possibly the regular corporate tax). Also, if
a foreign cornoration is determined to constitute a personal holding
company and the foreign corporation has not filed a return or that
which was filed was not a true and accurate return, the 70-percent
personal holding company tax is assessed without allowance of the
dividend paid deduction, In such cases, the combination of the
regular 30-percent tax and the 70-percent personal holding company
tax can constitute a tnx of about 80 percent of the income of the foreign
corporation. '

Reason. for provision.—The primary reason for applying the U.S.
personal holding company tax to foreign corporations owned by non-
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resident aliens has been to prevent the avoidance of the graduated
rates of U.S. tax arplicable to certain nonresident alien individuals b
utilizing foreign holding companies as the recipients of their U.g.
source mvestment income. Generally the graduated rates presently
apply when a nonresident. alien’s U.S. gross income exceeds $21,200 or
when he is engaged in a trade or business in the United States. How-
ever, under your committee’s and the House bill nonresident aliens are
not to be subject to the graduated rates of tax unless their income is
effectively connected with a trade or business in the United States.
In view of this the retention of the personal holding company tax
would appear to serve no purpose where all of the shareholders are
nonresident aliens.

FExplanation of provision.~—The House bill modifies the provision in
present law excluding from the personal holding company definition
only those foreign corporations which meet two tests; namely, where
their T.S. source gross income is less than 50 percent of their
total gross income and all of their stock is held directly or indirectly
by nonresident aliens. In place of this the House bill substitutes a
broader exemption which applies to any foreign corporation all of
whose outstanding stock during the last half of its taxable year is
owned by nonresident alien individuals (directly or indirectly through
foreign estates, trusts, partnerships, or other foreign corporations).

Your committee has adopted three amendments in this area. The
first amendment provides that the general exclusion from the per-
sonal holding company provision provided in the House bill is not
to be available to a foreign corporation which is a personal holding
company if it has income from personal services which is personal
holding company income described in section 543(a) (7). In such a
case the personal holding company tax is to be assessed on that per-
sonal service income. The second amendment provides a deminimus
rule, in addition to the general exception provision provided in the
House bill. Under the amendment, in the case of foreign corporations
with only 10 percent or less U.S. ownership the personal holding com-
pany tax is to be assessed only on the corporation’s undistributed per-
sonal holding company income attributable to the U71.S. shareholders’
interest. The final amendment adopted by your committee provides
that a foreign corporation can claim all appropriate deductions in
computing its personal holding company tax notwithstanding the
general rule disallowing deductions where no return is filed. How-
ever, a 10-percent addition to taxes otherwise due is to be assessed.

Effective date—~-This amendment. applies with respect to taxable
years beginning after December 31, 1966.

f. Foreign corporations carrying on insurance business in the United
States (sec. 104(2) of the bill and secs. 819. 821, 822, 831, 832, 841
and 842 of the code) ‘

Present law.—Present law taxes a foreign life insurance company
carrying on a life insurance business in the United States on all its
income attributable to that business in substantially the same man-
ner as a domestic life insurance company.” Foreign insurance com-
panies carrying on life insurance businesses in the United States gen-

1A foreign life insurance company that is not carrying on a life insurance business in
the rl;?llted States is taxable under the provisions applicable to forelgn corporations
generally,
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erally have interpreted this as providing they were not taxable on U.S,
source income WKich is not income of the U.S. life insurance business
of the company.

As is indicated above, with respect to their life insurance company
business, foreign life insurnnce companies are taxed, under present law,
in substantially the same manner as domestic life insurance companies,
However, a special rule is provided where the surplus of a foreign life
insurance company held in the United States is less than a specified
minimum figure. This figure is expressed as the same percent of the
foreign Jife insurance company’s liabilities on U.S. business as the
average surplus of domestic corporations is of their total liabilities,
The Secretary of the Treasury determines this ratio each year. If the
foreign insurance company’s surplus held in the United States is less
than this proportion of the taxpayer’s total insurance liabilities on
U1.S. business, then the policy and other contract liability requirements,
and the required interest for computing gain from operations, are re-
duced by this deficiency multiplied by the rute of earnings on invest-
ments. This provision is designed to preven:, foreign insurance com-
panies doing business in the United States from avoiding tax that they
would otherwise have to pay to the United States merely by not hold-
ing a sufficient amount of surplus attributable to the U.S. business.

Reason for, and explanation of provisions.—Your committee agrees
with the House that foreign insurance companies—life insurance
companies and other insurance companies, including both mutual and
stock companies—should, in general, be taxed on their investment in-
come in the same manner as other foreign corporations. For this rea-
son, the bill provides that a foreign corporation carrying on an insur-
ance business within the United States is to be taxable in the same
manner as domestic companies carrying on a similar business with
respect. to its income which is effectively connected with the conduct
of a trade or business within the United States. The remainder of the
U.S. source income of this type of a corporation is to be taxed in the
same manner as income of other foreign corporations which is not
effectively connected with a U.S. trade or business; that is, at a flat 30
percent (or lower treaty) rate. The determination of whether a for-
eign insurance company qualifies for the special domestic insurance
treatment is to be made by considering only the income of the corpora-
tion which is effectively connected with the conduct of its insurance
husiness carried on in the United States. In making this change vour
committee intends no inferences as to the requirements of existing
law with respect to investment income of foreign insurance companies.

For purposes of determining whether or not income of a foreign
life insurance company is effectively connected with the conduct of
its UJ.S. life insurance {usiness, the annual statement. of its U.S. busi-
ness on the form approved by the National Association of Insurance
Commissioners wil{)usually be followed. It has been brought to the
attention of your committee that certain foreign casualty insurance
companies also use this form to indicate their U.S. business connected
investment income. The committee does not intend to imply by nega-
tive inference that. these companies will be precluded from using this
form in the future. It isnoted that all the income effectively connected
with the foreign life insurance company’s U.S. life insurance business,
from whatever source derived, comes within the ambit of this nro-
vision. This a continuation of present law which subjects to U.S.
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tax all the income attributable to the U.S. life insurance business from
whatever source derived. A

In the case of insurance companies other than life—both mutual
and stock—present law provides that if these companies have income
from U.S. sources but are not engaged in an insurance business here,
they are taxed in the same manner as other foreign corporations.
Where mutual insurance companies (other than life or marine) are
carrying on an insurance company business in the United States, they
are taxable on their income derived from sources within the United
States in the same manner as similar domestic mutual companies.
Stock casualty, fire, flood, and so forth, insurance companies carrying
on an insurance business in the United States, also are taxed in the same
manner as domestic stock insurance companies with respect to the
portion of their taxable income from sources within the United States.

Tt has been pointed out that the special rule in present law referred
to above with respect to foreign life insurance companies—where these
companies hold a lower ratio of surplus for their U.S. business than
that held by the averange domestic companies—may lead to what in
effect is a double tax. This results from the interaction of this pro-
vision with the effectively connected rule. Thus for example, a com-
pany may find its deductions reduced (because of the minimum surplus
requirement) while, at the same time, it is taxed at a flat 30 percent (or
lower treaty rate) on investment income in this country not effectively
connected with the U.S. business which, in effect, also includes the in-
come subject to the minimum surplus adjustment.

To meet the problem referred to above, your committee’s and the
House bill adds a paragraph to the provision described above which
has the effect. of reducing the income subject to the flat 30-percent tax
(or lower treaty rate) by the amount by which the deductions under
this special provision are reduced as the result of the application of the
Secretary’s ratio. This is accomplished by allowing a credit against
the 30-percent tax (or lower treaty rate) for the tax levied on the hypo-
thetical income attributed to the U.S. life insurance company business.

F'ffective date.—These amendments apply with respect to taxable
years beginning after December 31, 1966,

q. Subémrt F income (sec. 104(§) of the bill and sec. 958(b) of the
code)

Present law.—Under present law certain portions of the undistrib-
uted income of a controlled foreign corporation are taxed currently
to its U.S. shareholders having a 10 percent or greater voting in-
terest. This undistributed income so taxed is termed “subpart F in-
come.” In determining “subpart F income,” there is excluded in-
come of a foreign corporation from U.S. sources which already is
taxed by the United States because the corporation is engaged in trade
or business in the United States. Present law is interpreted in the
income tax regulations as not excluding from “subpart F” income,
income exempt from U0.S. tax, or subject to a reduced rate of tax, in
accordance with a treaty.

The bill modifies existing law to conform this provision with the
effectively connected concept and to clarify the language of existing
law with respect to income affected by treaties.

Eaplanation of provision—The bill amends present law to provide
that in determining “subpart F income” there is to be excluded only
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those items of income effectively connected with the conduct by the
foreign corporation of a trade or business within the United States.
It also makes it clear that “subpart F” income includes items exempt
from T].S. tax or subject to a reduced rate of tax pursuant to a treaty.

Ffective date—This amendment applies with respect to taxable
years beginning after December 31, 1966.

h. Gain from certain sales or exchanges of stock in certain foreign
corporations (sec. 104(k) of the bill and sec. 1248(d) of the code)

Present lni—Present law treats the gain realized by a 10-percent
11.S. shareholder from the sale or exchange of stock of certain for-
eign corporations as a dividend, to the extent the post-1962 earnings
and profits of the corporation are attributable to the shares being sold
or exchanged. In determining the earnings and profits to be taken
into account in determining this gain, present {uw excludes U.S.
source income of a foreign corporation engaged in a U.S. trade or
husiness. Consistent with the interpretation of similar language ap-
plicable to the determination of “subpart F income” explained above,
these earnings and profits have been construed by the regulations as
including income exempt from 0.8, tax or subject to a reduced rate
by treaty.

Eaplanation of provision—The amendment provides that for tax-
able years beginning on or after January 1, 1967, the earnings and
profits of the foreign corporation (for purposes of sec. 1248) is not to
include income effectively connected with the conduct. of a trade or
business within the United States. In addition, the amendment makes
it. clear that the exclusion does not apply to income which is exempt
from tax, or subject to a reduced rate of tax, pursuant to a treaty.

W ffectire date~This amendment applies to sales or exchanges oc-
curring after December 31, 1966. ~

5. MISCELLANEOUS INCOME TAX PROVISIONS, ETC.

a. Income affected by treaty (sec. 105(a) of the bill und sec. 894 of the
code)

Present law.—Existing income tax treaties generally provide that
the exemptions from tax, or the reduction in rates of tax, provided for
in its provisions apply only to persons who do not have a permanent
establishment in the United States. The “permanent establichment”
concept of the treaties serves a purpose similar to the “engaged in a
trade or business in the United States™ concept of 1S, tax law. The
effect of such a provision in a treaty, therefore, is to deny the benefits
of a treaty exemption or reduced rate to a nonresident alien individual,
or a foreign corporation, engaged in a trade or business in the United
States through a permanent establishment. )

Eaplanation of provision—Under the tax treatment provided for
such persons by the bill, the “engaged in trade or business in the
United States” criterion is no longer the sole determinant, of the method
of taxing particular items of a nonresident alien individual’s, or a
foreign corporation’s, U.S, source income. The bill seeks to tax all
such persons alike on their noneffectively connected U.S. source in-
come whether or not they also are engaged in a trade or business in the
United States. This result would not be achieved under treaty pro-
visions if some aliens or foreign corporations because of having a
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permanent establishment in the United States, are denied the benefits
of treaty rates or exemptions.

The bill adds to the code. a new subsection providing that for
purposes of applying any exemgtion' from, or any reduced rate
of, tax granted by a treaty to which the United States is a party,
with respect to income which is not effectively connected with the
conduct of a trade or business within the United States, a nonresident
alien individual or foreign corporation shall be deemed not to have a
permanent establishment in the United States at any time during the
taxable year. In other words, with respect to investment income not
effectively connected with a trade or business, a nonresident alien or
foreign corporation will be taxed at the lower treaty rate if one is pro-
vided. This provision does not apply in computing the special tax
applicable to U.S. citizens who become expatriates with a primary
purpose of avoiding tax.

FEffective date—This new provision is effective for taxable years
beginning after December 31, 1966.

b. Adjustment of tax on nationals, residents, and corporations of cer-
tain foreign countries (sec. 105(b) of the bill and new sec. 896 of
the code)

Imposition of more burdensome tawes.—Unilaterally revising the
statutory pattern of taxation of nonresident aliens and foreign corpo-
rations and granting favorable tax treatment. to such persons may have
tho effect of making it more difficult to negotiate satisfactory tax
treaties. At the same time, your committee agrees with the House that
a systematic modernization of the U.S. income tax treatment of non-
resident aliens and foreign corporations requires a modernization of
the basic statutory provisions,

To prevent a deterioration in our position in negotiating treaties
while at the same time modernizing these statutory provisions, the bill
has added a provision to the tax laws which generally grants to the
President the authority to apply the income tax law without regard
to the amendments which this or later aets make to the provisions re-
lating to the taxation of foreigners (including corporations) in the
case of any country which imposes more burdensome taxes on U.S.
citizens and corporations than the United States does on nonresident
aliens and foreign corporations.

The new section gives special authority to the President where he
finds that— A

(1) under the laws of any foreign country, citizens of the
United States (not residents of the foreign country) or U.S. cor-
porations are being subject to more burdensome taxes on any item
of income from sources within the foreign country, than those im-
posed by the United States on similar U.S. source income of resi-
dents or corporations of the foreign country;

(2) when asked so to do the foreign country has not acted
to revise or reduce its taxes to eliminate this condition; and

(8) it is in the public interest to reimpose the pre-1967 income

tax provisions. '

Where tﬁese conditions exist, the President may proclaim that the tax
on similar income derived from (7.S. sources by residents or corpora-
tions of the foreign country for taxable years beginning after the proc-
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Inmation is to be determined by disregarding the amendments to the
income tax law, as it relates to nonresident aliens and foreign corpora-
tions, made by thisbill or by subsequent acts. -

If after such a proclamation, the foreign country modifies the
offending provisions of its tax law so that the President finds they
are no longer more burdensome, he may proclaim that the U.S. tax on
similar items of income derived from 17.8. sources by residents or
corporations of the foreign country, for taxable years beginning after
such proclamation, is to be determined by taking into account the
amendments made to the income tax provisions of the code relating
to nonresident aliens and foreign corporations by this bill and later
acts.  Before the President makes a proclamation under this new pro-
vision, he is to give the Congress 30 days nofice of his intention so to do,

Imposition of discriminatory tares by foreign country—It was
hrought to the attention of your committee that there are some foreign
countries which diseriminate against U.S. persons either generally or
with regard to specific elasses of U.S. persons.  Since the present pro-
visions of the code do not provide the President with authority to
counteract. discrimination by effecting substantially the same tax on
the persons of the diseriminating country (the present provision pro-
vides only for a doubling of the tax) it was the opinion of your com-
mittee that the ability to counternct all degrees of discrimination
should be provided the President. Your committee is aware that at
the present. time the United Kingdom taxes dividends received by a
United Kingdom permanent establishment of .S, corporations at a
higher rate than l{mt at which it taxes its own corporations on inter-
corporate dividends. Tt is the understanding of your committee that
it is situations such as this which may require action under this section.

In view of the foregoing facts your committee added a provision to
the House bill granting the President the anthority to take such action
as is necessary to raise the effective rate of U.S, tax on income received
by nationals, residents, or corporations of a discriminating country to
substantinally the same rates as are applied in the other country.

Fffective date——These provisions are effective for taxable years be-
ginning after December 31, 1966.

e. Foreign community property income (zec. 105(e) of the bill and
new see, 981 of the code)

Present law.——The general income tax provisions provide, in effect,
that the worldwide income of a .S, citizen is subject. to tax from
whatever source derived. In a recent case,* it was held that an Ameri-
can citizen who acquired residence in a foreign country with com-
munity property laws, and who married a nonresident alien, had a
sufficient. interest in one-half of the marital partnership income—
even though earned by the husband foreigner-—to render her subject to
U.S. taxation on that income.

Reasons for provision.—Your committee agrees with the House that
it is nndesimb‘e to require a U0.S. citizen to pay U.S, tax on income
earned by a spouse who is a foreigner merely because of the attribution
of one-half of the income to the U.S. citizen through the community

roperty laws of the foreign country of residence. Although the tax
1s levied on the spouse who is a U.S. citizen, it is regarded by most

¢ Katrushka J. Parsons v. Commissioner, 43 T.C. 881 (1964).
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foreigners as a U.S, tax on the income from the labor and property of
the foreigner’s spouse. In practice it appears that the revenue re-
ceived from the application of this rule is himited because of the likeli-
hood that persons subject to it are unaware of its existence. However,
when o case is discovered, the tax liabilities are likely to be large
because returns have not been filed. :

An additional factor to be considered is that community property
laws of foreign countries frequently make no différence in the source
of taxable income since they often require joint returns by husbands .
and wives. Moreover, in many such countries it appears doubtful
whether a TS, wife under the law of that country could legally com-
pel her foreigner husband to pay over to her amounts necessary to
remit. her TS, tax liability on her community property income.

For the reasons given above, the bill provides a 11.S. spouse with an
election which would substantially negate the operation of the com-
munity property laws of the foreign country of residence.

Faplanation of provisions.—The bill provides elections to U.S, citi-
zens who are, during the periods.involved, married to nonresident
aliens. If an election is made for post-1966 years, the community in-
come of husband and wife are to be treated as follows:

(1) Earned income (sec. 911(b)) is to be treated as income of
the spouse who rendered the personal services. ‘

(2) Trade or business income is to be treated as income of the
husband unless the wife exercises substantially all the manage-
ment and control over the business. Also, a partner’s distributive
share of income is to be wholly attributed to him (same as self-
employment. rules under section 1402(a) (5)). * ‘

(3) Other community income which is derived from separate
property of one spouse is to be treated as income of that. spouse.
What is “separate property” for this purpose is to be determined
under the applicable foreign community property law.

(4) All other community income is to be treated as provided in
applicable foreign community property law. )

.Due to the uncertainty in ths tax treatment. of this type of commu-
nity property income in prior years, the election provided for pre-
1967 years, to an even greater extent, ignores community property laws
- of the foreign countries. For pre-1967 years the treatment of income
of the types set forth in categories (1), (2), and (3) above is to be the
same as described above, but the income described in category (4)
above ig to be treated as income of the spouse who, for the year in-
volved, had the greater amount of income described in (1), (2), and
(3) plus separate income. Thus, category (4) income is attributed to
the marital partner whose earnings or property weré most likely _to
have given rise to this income.

For purposes of this provision, the treatment of deductions is to be
compatible with that accorded the income to which the deductions are
attributable. In other words deductions are to follow the income they
generate.

This provision provides qualified taxpayers with two elections, one
for pre-1967 years and one for future years. Either election can be
made for any year, at any time, so long as the year is still open. How-
ever, these elections are binding—if the election is exercised for any
post-1967 year the treatment provided by this provision applies not
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only to the year of election but also to all years subsequent which are
open and, if made for pre-1967 years, this provision applies for all
open years prior to that date. Tt should be noted that either election
can be made separately.

Generally, the election must. be made by both spouses. However,
with respect to the pre-1967 election, the foreigner spouse need not
join if the Secretary of the Treasury determines that (1) an election
would not affect the U.S. tax-liability of the foreigner spouse for any
taxable year, or (2) that the foreigner spouse’s U.S. tax liability for
{)m-l!)ﬁ‘? years cannol. be ascertained and that to deny the election to the

T.S. citizen would be inequitable and cause undue hardship. If
cither election is made, a period of 1 year is provided with respect to
211 open years for the making of assessments and the claiming of re-
funds.  ITowever, this 1-year period applies only if the deficiency
or refund is attributable to the election.  Also, no interest is due on a
deficiency or refund resulting from the election for any period up to’l
year after the filing of the election,

d. Foreign tax credit—foreign. corporations and nonresident aliens
(sec. 106 (a) of the bill and secs. 874. 901, and new sec. %06 of the
code) ' .

Present law.—Present. law does not. grant a foreign tax credit to
foreign corporations or nonresident. aliens since presently such per-
sons are subject to U1.S, tax only on their U.S. source income. How-
ever, the code does provide a tax credit to 11.S. persons with re-
spect to foreign taxes on foreign income subject to U.S. tax.

Reasons for provision.—As n result of the rule provided elsewhere in
this bill nonresident aliens and foreign corporations, in certain types
of cases, are taxable on foreign source income which is effectively
connected with the conduct. of a trade or business within the United
States (see item 2(6) (ii) above). The country which is the source of
the income may also impose a tax on this same income.  Moreover, the
country in which the alien is a citizen or where the foreign corpora-
tion is domiciled for tax purposes may also assert tax jurisdiction with
respect to this income. In view of the fact that one of the primary
reasons the foreign source income effectively connected concept is being
adopted is to prevent: the United States from being availed of as a
“tax haven” it is the opinion of your committee that the United States
should not assert tax jurisdiction in a manner which might lead to
double taxation to the extent. that the countries of source or residence
subject the income to their tax. Therefore, your committee concluded
that the policy preventing the United States from being availed as a
“tax haven” would not. be frustrated by providing a foreign tax credit
for all foreign income taxes assessed with respect to effectively con-
nected foreign source income, ; ;

Faplanation of provision—For the reasons indicated above the bill
adds n new section to the code (sec. 906) to allow a foreign tax credit
to nonresident. aliens and foreign corporations with respect to foreign
soures income which is subject. to tax in the United States because it
is effectively connected with the conduct of a trade or business in the
United States. However, this provision of your committee’s bill dif-
fers from that provided in the House bill. Under the House bill this
foreign tax credit for nonresident aliens and foreign corporations is
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not to be available for taxes imposed by a country solely on the basis
that it has jurisdiction to tax the individual on his worldwide income
because he is a citizen or resident of that country or a corporation on
its worldwide income because it is created, incorporated, or domiciled
there. Asindicated above it is the opinion of your committee that it is
not necessary to the effectuation of the purposes of the bill that the
foreign tax credit provision be limited in the manner provided in the
House bill,

‘The credit is allowed under the existing foreign tax credit provision
and is subject to the existing “per country” or “cverall” limitation.
The “per country” limitation restricts the credit to the proportion of
the U.S. tax which the taxpayer’s taxable income from sources within
the particular country bears to his entire taxable income for the year.
Similarly the “overall” limitation restricts the credit to the proportion
of the U.S. tax which the taxpayer’s taxable income, from sources
without the United States, hears to his entire taxable income for the

-year. In determining the credit allowable to a nonresident alien indi-
vidual or a foreign corporation under these limitations, the individ-
unl’s or corporation’s taxable income is to include only the taxable
income effectively connected with the taxpayer’s conduct of a trade or
business within the United States. Moreover, the credit is not allow-
able against U.S. taxes imposed at the flat 30-percent rate on income
not effectively connected with the conduct of a trade or business in the
United States.

U'nder some circumstances, present law treats a portion of the for-
eign taxes paid by certain foreign subsidiaries of a domestic corpora-
tion as having been paid by the domestic corporation for purposes of
computing its foreign tax credit. The bill accords this same treat-
ment. to foreign corporations, but its application is limited to income
effectively connected with the conduct of a trade or business within
the United States. '

F'ffective date~-These amendments apply for taxable years begin-
ning after December 31, 1966. In applying the foreign tax credit
carryback and carryover provisions of present law to nonresident.
aliens and foreign corporations no amount may be carried to or from
a taxable year beginning before January 1, 1967. '

€. Similar credit requirement (sec. 106(b) (2) and (3) of the bill and
secs. 901 (c) and 2104(a) and new (h) of the code)

 Present law.—Under present law, the foreign tax credit for in-
come, etc., or death taxes are allowable to an alien who is a resident of
the United States (or Puerto Rico) only if the foreign country in
which the alien is a citizen or subject, in 1mposing its income, etc., or
death taxes, allows a similar credit to citizens of the United States
residing in such country. '

Reason for provision—The present law acts to deny the credit to
alien residents of the United States who are citizens of countries which
may be following foreign policies which are adverse to the United
States. Such countries may be unconcerned as to our tax treatment of
refugees from their country who become residents of the United States.
The fact that the United States may deny a credit to refugees from
their country, in fact, might encourage them not to provide a foreign
tax credit or exemption in their laws for any residents of their country
who may be U.S. citizens. Your committee agrees with the House that
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the denial of the credit to such persons under these circumstances is
unjustified and, therefore, has amended present law so as to allow
these persons the foreign tax credit unless the President. finds that so
doing is not in the public interest.

Fxplanation o)) provision~The bill modifies the provision of
present. law which in all cases denies a credit for citizens of a foreign
country if it does not provide reciprocity for U.S. citizens residing
there. Under the bill the President is given some discretion as to the
disallowance of the credits in such cases. The bill provides that the
President. is to deny a foreign tax credit to residents who are sub-
jects of a foreign country if he finds: (1) That a foreign country, in
imposing income, war profits, and excess profits taxes or death taxes
does not allow T1.S. citizens residing in that country a credit for any
taxes paid or accrued to the United States or any foreign country,
similar to the foreign tax credit allowed by the United States to sub-
jects of that foreign country residing in the United States; (2) that
the foreign country, when requested to do so, has not acted to provide
a similar credit to U.S. citizens residing in that foreign country; and
(3) that it is in the public interest to allow the TT.S. foreign tax credit to
citizens or subjects of the foreign country who reside in the United
States only if the foreign country allows such a similar credit to citi-
zens of the United States residing in the foreign country.

The disallowance of the credit in any such case is to apply for tax-
able years beginning while a Presidential proclamation denying the
credit is in effect.

f. Separate foreign tax credit limitation (sec. 106(e) of the bill and
sec. Y04(f) of the code)

Present laiw.—Generally, under present law the limitation on the al-
lowable foreign tax credit, must be computed separately for all interest
income and on a “per country” basis. The exceptions to this general
ruleare for:

(1) Interest derived from any transactions directly related to
the active conduct of a trade or business in a foreign country or
1].S. possession;

(2) Interest derived in the conduet of a banking, financing, or
similar business (such as an insurance company business) ;

(3) Tnterest received from a corporation in which the taxpayer
owns at least 10 percent of the voting stock; and

(4) Interest received on obligations acquired as the result of the
disposition of a trade or business actively conducted by a taxpayer
in a foreign country or as a result of a disposition of stock or obli-
gations of a corporation in which the taxpayer owned at least 10
percent.of the voting stock.

This provision was added to the code by the Revenue Act of 1962 -
so as to foreclose the transfer outside the United States (primarily
to Canada) of short4erm funds, such as bank deposits, in order to
make it possible to use foreign tax credits, which otherwise could not
be used, to reduce the 1).S. tax on a domestic corporation’s worldwide
income. Interest income previously could be used in this manner
because typically the foreign tax on such income was below the reg-
ular corporate tax which would apply to interest income received by a
domestic corporation. Thus, if the overall limitation were used there
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was foreign income which was available against which could be applied
excess foreign tax credits.

In general, the excepted categories, described above, present situa-
tions in which the receipt of the foreign-source interest is likely to re-
flect legitimate business transactions. The 10-percent exception, ( (3)
above) was added by the Congress in the belief that if a lender owned
at least 10 percent of the voting stock of a borrowing corporation an
interest-bearing loan to that corporation is not likely to be a mere tax-
savings device. The Congress thereby recognized that, in practice,
business reasons may often require a shareholder to provide funds to a
foreign corporation in the form of loans rather than in the form of
additional equity capital. However, since the Congress was at that
time closing a tax avoidance device the 10-percent exception was limited
to situations where the 17.S. corporation directly owned at least 10 per-
cent of the foreign debtor cox;porat.ion.

Reasons for provision—VI.S. corporations, in cooperating with the
President’s voluntary program to aid our balance of payments by limit-
g the outflow of capital investment funds, have been requested to
obtain a portion of their funds necessary to finance their foreign
operations from the foreign capital markets rather than from sources
within the United States. In this manner, the flow of dollars abroad
has been curtailed and our balance-of-payments position aided. Some
corporations have established subsidiaries in this country for the
specific purpose of handling these foreign funding transactions. How-
ever, the use of such a subsidiary to ﬁgn!:mce these foreign operations
may result in the special separate interest income limitation (de-
scribed above) being applied, for purposes of computing the foreign
tax credit, with respect to interest income the subsidiary derives from
loaning funds to the related companies.

As indicated previously an exception is provided in those cases
where the U.S. taxpayer receiving the interest directly owns 10 per-
cent of the foreign subsidiary paying the interest. However, where
the U1.S. parent establishes a wholly owned domestic subsidiary to
horrow the foreign funds to finance the operation of its foreig:csub-
sidiary this exception of present law may not apply. This is because
the funding subsidiary does not directly own a 10-percent. interest in
the foreign operating subsidiary. This 1s true even where the domestic
funding subsidiary is a wholly owned subsidiary of a corporation
which, in turn, owns more than 10 percent of the foreign operating
subsidiary to whom the funds are loaned. In these circumstances your
committee does not see why the limitation on the foreign tax credit
should not apply in the same manner whether the foreign financing is
done through the parent or a domestic subsidiary of the parent.

A precedent for liberalization of this provision is found in the in-
ferest equalization tax (a provision enacted to improve our balance
of payments) which provides an exemption for acquisition of
stock and debt. obligations of a foreign corporation in which the tax-
payer owns at least 10-percent interest regardless of whether the 10-
percent stock ownership belongs to the lender or another related cor-
poration belonging to the same affiliated grg:f Since the interest
equalization tax and this special foreign tax credit provision will have
mutual application in many situations it is the opinion of your com-
mittee that, to the extent possible, these provisions should have
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parallel application. Moreover, the application of the regular limita-
tions, rather than the separate limitation on interest, in the case of these
funding subsidiaries is particularly important now in view of their
favorable impact on the balance of payments and the fact that they
represent. complinnce with the administration’s voluntary program for
restraint. on foreign investments.

The House bill proposes to liberalize the 10-percent ownership ex-
ception but its amendment has only limited application. Specifically,
it would leave unchanged the present 10-percent. rule and add a new
section to make the separate limitation on interest income inapplicable
to interest “received by an overseas operating funding subsidiary on
obligations of a related foreign corporation.” For purposes of this
provision the domestic funding subsidiary is defined so as to, in effect,
require that the domestic lender or its affiliated group own at least
50 percent of the voting stock of the borrowing foreign corpora-
tion. Your committee does not believe that it is necessary to the fore-
closure of the tax avoidance practices at which the special limitation
provision is aimed that the liberalization be limited to that pro-
vided by the House bill. Moreover, the restrictiveness of the present
law and the House provision handicap the domestic corporation
wishing to comply with the President’s voluntary program. There-
fore, your committee has amended the House bill by revising the
10-percent exception adopted in 1962. Your committee’s amendment
provides that the special limitation on interest from foreign corpora-
tions is not to apply with respect to interest income received by a
11.S. lending corporation which directly or indirectly owns at least 10
percent of the foreign corporation from which the interest is derived.
For purposes of this provision stock owned directly or indirectly by or
for a foreign corporation is to be considered as owned proportionately
by its shareholders. :

Fffective date—The amendments made by this provision apply to
interest received after December 31, 1965, in taxable years end-
ing after that date.

g. Amendment to preserve existing laww on deductions under section
931 ('sec. 107 of the bill and sec. 931(d ) of the code)

Under present law, U.S. citizens or domestic corporations earning
income in possessions of the United States generally are taxable only
on their I}).S. source income (plus amounts received in the United
States) if they meet certain requirements® In general, these require-
ments are that the citizen or corporation derive 80 percent of its gross
income from sources within such a possession and 50 percent of its
gross income from the active conduct of a trade or business within
such a possession (both of these tests being applied with respect Lo
income received in the prior 3 years).

A U.S. citizen or domestic corporation which qualifies for this treat-
ment may exclude from its U.S, tax base gross income from sources
without the United States (in the same way as nonresident aliens and
foreign corporations not engaged in trade or business within the United
States). The deductions allowed a U.S. person who qualifies for this
exclusion are those which are allowable under present law to nonresi-
dent aliens and foreign corporations engaged in trade or business in

3 Possesrion for purposes of this provision does not include the Virgin Islands or, in the
case of U.8, citizens does not include Puerto Rico. -
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the United States. In general, these deductions are: (1) Those con-
nected with U.S. source income, (2) those allocated or apportioned
under regulations with respect to deductions related to income which
is partially from within and without the United States, (3) losses
not connected with the trade or business but incurred in transactions
entered into for profit (if the Yroﬁt, had the transaction resulted in
a profit, would have been taxable by the United States), (4) casualt
losses (if the loss is of property within the United States), and (5
the charitable contribution deduction.

The bill does not change the tax treatment of income qualifying
for the exclusion relating to income from U.S. possessions but because
it allows deductions to nonresident aliens and foreign corporations
engaged in a trade or business in the United States only where the
deductions are allocable to income effectively connected with this trade
or business, it is now necessary in this provision to specify the deduc-
tions which may be taken. The bill therefore makes applicable to
U.S. citizens and domestic corporations engaged in trade or business
in possessions, who qualify for the special tax treatment under existing
law, the provisions of present law which allow deductions to nonresi-
dent aliens or foreign corporations engaged in trade or business in the
United States.

This amendment is effective for taxable years beginning after De-
cember 31, 1966.

‘ 6. ESTATE TAX PROVISIONS

a. Estc(zite) taw rates (sec. 108(a) of the bill and sec. 2101(a) of the
coae

Present law.—The estate of a nonresident alien is taxed only on
the transfer of property situated or deemed to be situated in the
United States at the time of his death. While the tax rates are the
same as for citizens and residents of the United States, the deductions,
credits, and exemptions are different: No marital deduction is al-
lowed with respect to the estate of a nonresident alien; the specific
exemption in determining the taxable estate is $2,000 instead of the
$60,000 applicable in the case of U.S. citizens; no credit is allowed for
foreign death taxes paid; and the expenses, losses, etc., are generally
limited to the same proportion of these expenses which the alien’s
gross estate situated within the United States is of his entire gross
estate, "

Reason for provision—The fact that a marital deduction of up
to 50 percent of the adjusted gross estate is not allowed in the case of
the estate tax liability of a nonresident alien, in effect nearly doubles
the size of the taxable estate of many aliens over that of similarly situ-
ated citizens. The $2,000 exemption, instead of the $60,000 exemption
applying to citizens, also leads to a higher estate tax base. This, of
course, means that the estate of a nonresident alien is likely to pay
heavier taxes on its U.S. assets than would be true in the case of the
estate of a U.S. citizen of similar size. Your committee agrees with
the House that this is not appropriate. In addition it has been sug-
gested that the high U.S. estate tax on the U.S. assets of a nonresident
alien tends to discourage foreign persons from investing in the United
States. Any increase in foreign investment in this country which may
be brought about by this change will, of course, have a favorable effect
on this country’s balance of payments.



50 FOREIGN INVESTORS TAX ACT OF 1966

In view of the considerations set forth above, your committee be-
lieves that the taxation of the U.S. estates of nonresident aliens
should be reduced to more closely equate with the taxation of the
estates of U.S. citizens. The bill therefore establishes o new schedule
of graduated estate tax rates applicable to estate of nonresident aliens
which will impose a tax on the U1.S, estates of these persons in an
amount. which is-generally equivalent to the tax imposed on an estate
of similar value of a U.S. citizen with the maximum macital deduc-
tion. (As is explained subsequently the bill also increases the specific
exemption available with respect to estates of nonresident aliens,)

Eaplanation of provision—The new schedule of rates applicable
to estates of nonresidents not citizens is as follows:
The tax shall be:

5 percent of the taxable estate.
$£5,000 plus 10 percent of excess over

If the taxable estate is:
Not over $1H0,000_ _ . ___.
Over $100,000 but not over $500,000- - .

$100,000.
Over $500,000 but. not over $1,000,000___  $45,000, plus 15 percent of excess over
$500,000.
Over $1,600,000 but not over $2,000,000._ $120,000, plus 20 percent of excess over
$1,000,000.
Over $2,000,000_ - ..o e $320,000, plus 25 percent of excess over
$2,000,000.

Table 2 shows a comparison of the effective rates for estates of non-
resident aliens provided by this new schedule with the effective rates
under present law for nonresident aliens and 1J.S. citizens with and
without a marital deduction. It will be noted that the effective
rates resulting from the new schedule closely approximate those appli-
cable in the case of the estate of a U.S. citizen with a marital deduction.

TABLE 2.—Effcctive rates of U.S. tax on U.S. estates of nonresident aliens under
present lawe and under the bill and on U.S. citizens under present law

Effective rate of tax
U.8. gross estate ! Present Tax treatment U.S. citizen
treatment of of nonresident
nonresident. allen provided
alien by bill ¢ With marital | Without marital
deduction deduction
2.9 | ) el
A BN PN I R
12,5 20 e
17.3 3.0 . _.... 3.0
26.8 7.4 8. 22.1
28.8 10.1 11.1 26.7
43.0 T 17.8 16.9 42.3
53.3 20.6 21,2 52.8

! For purposes of these computations it is assumed 10 percent of gross estate is deducted for funeral and
other expenses both in the case of U.S, citizens and nonresident aliens.
? T'akes into account the increase In the exemption from $2,000 to $30,000.

b. Limitation. on credit for State death taxes (sec. 108(b) of the bill
and sec. 2102 of the code)

Present larw.—Under present law, the estate of a nonresident alien
is allowed a credit against its U.S, estate tax for death taxes it pays to
any of the States of the United States. The only death tax some of
the States impose is a so-called pickup tax, that is, a tax equal to the
maximum credit for State death taxes allowable against the Federal
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estato tax. Other States impose a pickup tax in addition to their
regular death taxes. - . ,

Reasons for provision—The credit for State death taxes in the Fed-
eral statute is based on the taxes actually paid to any State. At the
same time the so-called pickup taxes® are designed to impose a suffi-
ciently heavy tax on propert%' within their jurisdiction to absorb any
Federal tax with respect to which credit may be obtained. A problem
avises from the interrelationship of these Federal and State rules where
property, such as stocks, has a situs in the United States but for State
death tax purposes is not considered to have a situs in any particular
State—since the nonresident alien has no residence in any State. In
such cases the effect of a State pickup tax may be to impose a dispro-
portionately heavy State death tax on what may be the minor portion
of the nonresident alien decedent’s gross estate located there, in order
to absorb the full Federal credit which may be available with respect
to property, such as stocks, which have a UyS situs but no situs in any
particular State.. Since the credit for death taxes was intended to be
available with respect to death taxes, imposed at a level up to the Fed-
eral credit level, {))y States on property within their jurisdiction, it
seems inappropriate to allow a credit for a State death tax at a rate
above the Federal rate on the property merely on the grounds that
there is other property subject to the Federal tax outside the jurisdic-
tion of the State.

Ewzplanation of provisions.—The bill amends present law to provide
that the maximum credit for State death taxes allowable against the
Federal estate tax imposed on estates of nonresidents not citizens is to
be an amount which bears the same ratio to the credit (computed with-
out regard to this limitation) as the value of the property upon which
the State death taxes are paid (and which is includible in the gross
estate) bears to the total gross estate for Federal tax purposes.

E'ffective date.—This amendment applies with ect to estates o
decedents dying after the date of the enactment of this bill. :

¢. Bond situs rule (sec. 108(c) of the bill and sec. 210}, of the code)

Present law.—Under present law, a nonresident alien is subject to
the U.S. estate tdx only with respect to property which is situated
in the United States at the time of his geat.h. The code provides
so-called situs rules for determining under what conditions various
types of property are to be considered as having a U.S. situs and
therefore includible in the estate tax base of a decedent. Under
these rules stock of a domestic corporation owned by a nonresident
alien is considered to be property within the United States regardless
- of the location of the share certificates. In the case of bonds issued
by U.S. corporations, no such statutory situs rule exists. Instead,
for Federal estate tax purposes, the debt represented by a bond of a
domestic corporation is considered to be situated at the location where
the certificate is held. Other intangible debt obligations of U:S.
obligors are treated as being situated within the United States.

Reasons for provision.—The difference in treatment for bonds is
based upon the view that honds constitute the debt itself and hence
the debt is situated with the bonds, but with respect to other obliga-

¢ In addition to State h!cknp taxeq, tho roblem here described may also arise where the
State death tax with respect to the property located within its ju ction {s heavier than
the Federal estate tax with respect to such property.
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tions the written statement of the obligation is only evidence of the
oxistence of the debt and hence the debt is situated with the debtor.
Your committee agrees with the House that this distinction is an unsat-
isfactory basis for exempting these bonds from the U.S. estate tax,
Moreover, it sees no reason for treating bonds and stock differently
in this respect. ,

Ewxplanation of provision—For the reasons given above the bill
adds a new provision to the law providing that for purposes of the
tax imposed on the estates of nonresidents not citizens, all debt obli-
gations (including bonds) of a 1J.S. person, the United States, a State
or political subdivision of a State, or of the District of Columbia
owned and held by a nonresident not a citizen of the United States are
to be deemed to be property situated within the United States. An ex-
ception to this rule is provided for debt obligations of 1.S, corpora-
tions which have derived less than 20 percent of their gross income
from U.S. sources for the 3 years prior to the nonresident’s death. In
such cases these debt obligations are to be considered as having a for-
eign situs. For purposes of this provision U.S. currency is not to be
considered a debt obligation of the United States. _

Additionally, a conforming change was also made by your com-
mittee with respect to the 1T.S. estate tax on foreigners’ deposits in
U.S. branch banks of foreign corporations.

FEffective date.—This amendment applies with respect to estates of
decedents dying after the date of enactment of this bill.

d. Deposits in U.S. banks or foreign branch banks of U.S. corpora-
tions (sec. 108(d) of the bill and sec. 2105 of the code)

Present law.—Present law provides that, for purposes of estate tax,
the deposits of nonresident aliens with U.S. persons carrying on the
banking business will not be considered to have a situs within the
United States if the decedent was not engaged in a trade or business
in the United States at the time of his death and a situs within the
United States if the decedent was so engaged. This rules applies to
deposits in foreign branch banks of U.S. corporations as well as to
deposits in domestic branches. ,

Reasons for provision—As explained above with respect to the rules
for determining the source of interest pnyments on bank deposits with
. U.S. banks (see No. 1(a), above), your committee agrees with the
House that it is questionable whether deposits of this type which are
clearly situated in the United States should be treated as though
situated without the United States and thereby allowed to escape U.S.
cstate taxation. On the other hand, deposits in foreign branch banks
of U.S. corporations are, in fact, situated in a foreign country. Addi- -
tionally, with respect to deposits in foreign branch banks of U.S.
corporations, it is understood that foreign persons often have been
uncertain as to whether they would be held to be “engaged in busi-
ness in the United States” and that as a result they have been reluctant
to deposit. their funds in foreign branch banks of 1J.S. corporations
for fear this might subject their estate to U.S. tax. As a result they
are likely to place their deposits in competing foreign banks, Thus
the present treatment clearly discriminates against the U.S. branches
and adversely affects their ability to compete in foreign countries,

Ewplanation of provision.—The House bill would have immediately
deleted the provision of present law which treats U.S. bank deposits-
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of a nonresident alien as situated without the United States. In order
to conform this estate tax provision to the effective date of the income
tax provision which taxes the interest derived from these deposits, your
committee has amended the House bill to postpone the effective date
of this provision until 1972. Your committee did not alter the pro-
visions in the bill which also adds to the code a new provision which
deems the situs of deposits by foreigners in foreign branch banks of
[J.S. corporations to be without the United States except to extend
the same rule to foreign branch banks of U.S. partnerships. The new
situs rule provides that for purposes of the U.S. estate tax on estates of
nonresident aliens, deposits in a foreign branch bank of a U.S. cor-

oration or partnership, if the branch is engaged in the commercial
ganking business, are not to be deemed to be property within the United
States. Therefore these deposits will not be included in the foreign-
er’s taxable U.S. estate.

FEffective date—This amendment is applicable to the estates of
decedents dying after the effective date of this act.

e. Definition of taxable estate (sec. 108(e) of the bill and sec. 2106
(a) (3) of the code) . .

Present law—Under present estate tax law, the estate of a citizen
of the United States is entitled to a $60,000 exemption. In the case
of the estate of a nonresident alien, however, present law allows only
a $2,000 exemption. In the case of decedents who were residents of
U.S. possessions at the time of death and are citizens of the United
States solely by reason of being a citizen of the possession, or by
reason of birth or residence in the possession, the exemption is the
greater of $2,000, or the proportion of the $60,000 exemption granted
to U.S. citizens which the value of that part of the decedent’s gross
estate ' which is situated in the United States bears to the value of his
entire gross estate.

Reason for provision.—Presumably the basis for having a lower
exernption for nonresident aliens than citizens and residents is that
they typically have only a portion of their estate in the United States
and therefore should have only a portion of the exemption allowed
citizens and residents. Your committee agrees with the House that
this justifies a lesser exemption for nonresident aliens but the minimal
estate tax exemption presently allowed is so low as to place an unreason-
able and inequitable tax burden on the estates of nonresident aliens.
The exemption level your committee concluded was reasonable for non-
~ resident aliens was $30,000, or half that allowed in the case of citizens.

This is high enouf;h to make filing of returns unnecessary in the case
of relatively small investments here. This level of exemption was also
selected in conjunction with the rates made applicable to nonresident
aliens (see No, (a) above) to assure approximately the same level of
tax burdens for a nonresident alien as in the case of citizens of the
United States eligible for the marital deduction.

Ewzplanation of provision—The bill amends the code to provide
that the estate of a nonresident not a citizen is allowed to deduct a
- $30,000 exemption in computing the taxable estate. The exemption
which the estate of a resident of a U.S. possession to which the special
rule applies is allowed, under the bill, 1s to be the greater of $30,000
ﬁf the proportion of the $60,000 exemption allowagi: under present

w.



5 FOREIGN INVESTORS TAX ACT OF 1966

FEffective date—These amendments apply to estates of decedents
dying after the effective date of thisact.

f. Ezpatriation to avoid tax (sec. 108(f) of the bill and new :cc. 207
of the code)

Present law.—The U.S. estate tax applies to U.S. citizens and U.S,
residents with respect. to their estate no matter where situated. *low-
ever, & foreign estate tax credit is allowable with res to fovuign
death - taxes paid in the case of property having a situs outside of
the United States. Tn the case of nonresident aliens, a U.S. estate tax
also applies but only with respect to property having a U.S. situs.
Under present law, if an individual who has been a U.S. citizen gives
up this citizenship and becomes a nonresident alien, no tax is imposed
with respect to his estate to the extent. the property is situated outside
of the United States.

RZeason for provision—As discussed above with respect to the in-
come tax provision of this bill, your conn?itme and the House are con-
cerned that the elimination of the progressive income tax rates on in-
come of nonresident aliens which 1s not. effectively connected with a
U.S. trade or business may encourage some U.S. citizens to surrender
their 1J.S. citizenship and move abroad. Accordingly, the bill con-
taing a provision which generally has the effect of retaining the pro-
gressive income tax rates for a period of 10 years in case of persons
who become expatriates where it appears likely that they did so for
tax avoidance purposes. The same problem exists as a result of the
reduction of the estate tax rates applicable to nonresident. aliens. Al-
though it is doubtful that many citizens would expatriate for this
reason, your committee agrees with the House that the removal of
any such incentive is desirable. In these cases the wealth of the ex-
patriate generally would have been accumulated in the United States
and therefore is properly subject to the regular U.S. estate tax rates.

Eaplanation of provision—For this reason, the bill adds a new sec-
tion to the code which imposes the regular 17.S. estate tax rates on
the 11.S. estate of & nonresident alien dying within 10 years after
losing TJ.S. citizenship if one of the principal purposes of the loss of
citizenship was the avoidance of U.S. income, estate, or gift taxes.
This provision is not to apply to those who lost their citizenship on
or hefore March 8, 1965 (the date of introduction of a predecessor bill,
HLR. 5916, on this topic). Tt also does not apply in the case of deced-
ents dying on or before the date of enactment of this bill.

In determining the valie of the gross estate of such an expatriate
(as in the case of nonresident aliens generally) only property situated
in the United States that was owned by him at the time of his death
i3 included. However, the 11.S. estate tax base of these expatriate
decedents is expanded in certain respects to prevent him from avoiding
UJ.S. tax on his estate by transferring assets with a U.S. situs to a
foreign corporation in exchange for its stock. Such a transfer by
n nonresident alien would reduce the portion of his gross estate hav-
ing a U.S. situs, since the stock of a foreign corporation has a foreign
situs even though the assets of the foreign corporation are situated
in the United States. The new provision specifies, if certain stock
ownership tests are met, that the value of the expatriate’s gross .S,
estate is to include the same proportion of the value of the stock-
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holdings of the expatriate in the foreign corporation as its property
having a U.S. situs bears to all property.

The ownership tests thut must be met for this special provision
to apply are:

(1) The decedent must have owned at the time of his death
10 percent or more of the voting power of all classes of stock of
the foreign corporation. Ownership for this test includes direct
ownership and indirect ownership through another foreign
corporation or through a foreign partnership, trus’? or estate.
(ii) The decedent must have owned, at the time of his death,
more than 50 percent of the total voting power of all classes of
stock of the foreign corporation. Ownership for purposes of
this test is ownership as described in (i) above plus ownership
attributed to the expatriate under certain attribution rules of
existing law (sec. 318 of the code). In general, these rules
attribute to an individual ownership of stock held by members
of his family, as well as by partnerships, trusts, estates, or corpo-
rations in which the individual has certain interests,
In addition, in determining whether the ownership tests are met, and
in determining the portion of the U.S, situs property owned by the
foreign corporation that must be included in computing the value of
his gross estate, the expatriate is treated as owning the stock of a
foreign corporation (at the time of his death) which he transferred
during his life but which under U.S. estate tax law generally is not
effective in excluding property from a gross estate. There transfers
are:
§i) Transfers in contemplation of death (sec. 2035).
i1) Transfers with retained life estate (sec.2036).
(ii1) Transferstaking effect at death (sec. 2037).
(iv) Revocable transfers (see 2038).

In computing the estate tax under this new provision the expatriate’s
estate is allowed the credit for State death taxes, the credit for gift
tax, and the credit for tax on prior transfers.

The new section excepts from its a&)plication certain expatriates
whose loss of U.S. citizenship occurs under circumstances which would
make the application of the special taxing provisions inappropriate.
These are the same exceptions provided with respect to the income tax
expatriation provision (see No. 3(c) above). _

The new provision, like the comparable income tax provision, con-
‘tainsg a special rule dealing with the burden of Rmving the existence
or nonexistence of U.S. tax avoidance as one of the principal pu?oses
of the expatriation. Under this provision, the Secretary of the
Treasury or his delegate must establish that it is reasonable to believe
that the expatriate’s loss of U.S. citizenship would (but for the appli-
cation of this new provision) result in a substantial reduction in the
estate, inheritance, 1 , and succession taxes.

If this is established, then the administrator of the expatriate’s
estate must carry the burden of proving that the loss of citizenshi
did not have as one of its principal purposes the avoidance of U.S.
income, estate, or gift taxes. - ,

Effective date~—This new provision is effective with respect to

-estates of decedents dying after the date of enaétment of this bill.
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It does not, in any event, apply, however, to expatriates who lost their
citizenship on or before March 8, 1965,

q. Application of pre-1967 estate tax provisions (sec. 108(f) of the
ball and new see. 2108 of the code)

The unilateral reduction of estate tax rates applicable to nonresident
aliens by statute may have the effect of making it more difficult to
negotiante estato tax treaties. This is comparable to the similar problem
arising from the revision of the income tax provisions applicable to
nonresident, aliens. As in the case of the income tax provisions there-
fore, the bill has added a new provision which gives authority to the
President. to apply certain provisions of the estate tax law relating to
estates of nonresidents not. citizens, without regard to the amendments
made to these provisions by this, or any subsequent, act in the case of
estates of residents of any country which imposes more burdensome
death taxes with respect to estates of 17.S. citizen decedents, not resi-
dents of that country, than does the UTnited States on estates of resi-
dents of such a country, not. citizens of the United States.

The new provision gives special authority to the President where
he finds that.:

(1) Under the laws of a foreign country a more burdensome
tax is imposed on the estates of U.S. citizens, not residents of the
country, than is imposed on the estates of residents of that. country
by the United States;

(2) The foreign country, when requested so to do, has not re-
vised its taxes to eliminate this extra burden ; and (

(3) Tt is in the public interest to reimpose the pre-1967 estate
tax provisions, '

Where these conditions exist. the President may proclaim that the 7.8,
tax on estates of residents of the foreign country is to be determined
under certain provisions of 11.S. estate tax laws (secs. 2101, 2102, 2106,
and 6018) as in effect prior to amendment by this or any subsequent
act. Such a proclamation is to apply to the estates of decedents dying
after the date of the proclamation. '

If after making such n pfoclamation the President finds that the
laws of the foreign country have been revised to alleviate the excess
burden on the estates of 1].S. citizens he may proclaim that. the tax
on the estates of residents of the country is to be determined by taking
into account. the amendments made by this bill, and any subsequent act.
Such a proclamation is to he effective with respect. to estates of de-
cedents dying after its date.

Before issuing a proclamation under the new provision the President
is required to give 30 days notice of his intent. so to do to the Senate
and the House of Representatives. '

This new section is applicable with respect to estates of decedents
dying after the date of the enactment of thisbill.

h. B'.?t((zzte).q tax returns (sec. 108(g) of the bill and sec. 6018 of the
code

_ Under present law the executor of the estate of a nonresident alien

1s required to file a U.S, estate tax return if the U.S. estate exceeds

$2,000. The filing of returns with respect to these estates of over

$2,000 is required because only a $2,000 exemption is granted to the

estates of nonresident aliens under present law. Since the bill has in-
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creased the $2,000 exemption to $30,000, the return filing requirement
is likewise increased by the bill from $2,000 to $30,000. This amend-
ment. applies with respect to estates of decedents dying after the enact-
ment, of this bill.

7. GIFT TAX PROVISIONS

a. Tax on gifts of nonresidents not citizens (sec. 109(a) of the bill
wnd sec. $501 of the code)

Under presént law a gift of intangible property having a U.S.
situs by a nonrgsident alien who is engaged in trade or business in the
United States is subject to U.S. gift tax.

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 non-
resident. aliens that these transfers are subject to U.S, gift tax. Thus
the revenue significance of this provision is minimal.

For the above reasons the bill amends present law to provide that
igifts of intangible property by nonresident aliens are not to be subject
tothe U.S. glé tax

To prevent this new rule from becoming a means of tax avoidance by
U.S. citizens, the bill also provides that the rule is not to apply to
gifts by donors who within the 10 years immediately before the gift
became expatriates of the United Svtates with a principal purpose of
avoiding U.S. income, estate, or gift taxes.

As in the case of similar amendments made by your committee with
respect to the income and estate taxes, the new provision provides a
special rule relating to the burden of proof. Under this rule if the
Secretary of the Treasury or his delegate establishes that it is reason-
able to believe that the individual’s loss of U.S. citizenship will result
in a_substantial reduction in the gift tax payable by the donor, the
burden of proving that tax avoidance was not one of the principal
purposes rests with the donor. Certain types of losses of citizenship,
as in the case of similar income and estate tax provisions, are not to
result in the application of this provision (see No. 3(c) above).

This amendment applies with respect to the calendar year 1987 and
all calendar years thereafter.

b. Nitus of bonds given by ewpatriates (sec. 109(d) of the bill and sec.
2511 of the code)

- Under present law bonds issued by U.S. persons, unlike other debt
obligations, are considered to be situated where the instrument is lo-
cated for purposes of the gift tax applicable to nonresident aliens.
Under this rule (and in the absence of the provision added here) a
citizen who becomes an expatriate with a principal purpose of avoid-
ing 11.S, taxes would continue to escape U.S. g‘ig taxation (even
under the special gift tax rules this bill makes applicable to them)
on the transfer of a debt obligation of-a U.S. person. To -prevent
this result, the bill amends the present gift tax laws to provide that
debt obligations of a UJ.S. person, or of the United States, a State or
political subdivision tliereof, or the District of Columbia which are
owned by such expatriates are deemed to be situated in the United
States. This amendment applies with respect to the calendar year
1967 and all calendar years thereafter. :
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8. TREATY OBLIGATIONS

The bill provides that no amendment made by this bill is to apply
in any case where its application would be contrary to any treaty
obligation of the United étates. However, for purposes of this pro-
vision, the granting of a benefit provided by any amendment made
by this bill will not be considered to be contrary to a treaty obligation.

B. Orier AMENDMENTS TO THE INTERNAL REVENUE CoDE

1. Application of investment credit to property used in U.S. posses-
_slons (sec. 201 of the bill and sec. 48(a) (2) of the code)

In general, present law provides the investment. credit provisions are
not available for property located outside the United States. There-
fore, with limited exceptions property used in a possession is not eli-
gible for the investment credit.

Although the investment credit provision as enacted in 1962 was in-
tended to encourage increased investment in new plant and equipment
located in the United States, there appears to be no reason to deny the
benefits of this provision to U.S. possessions. It is the opinion of
your committee that in view of the unique and close relationships that
exist. between the United States and its possessions, the economic de-
velopment of these possessions should be stimulated by the same in-
centives that are offered to 1.S. investment. However, your com-
mittee does not. believe that the benefits of the investment credit should,
be extended to 1).S, persons who already enjoy a special tax treatment
sometimes accorded investment in the possessions; namely, the exemp-
tion from U.S. tax which applies to U.S. persons who derive sub-
stantially all their income from a UJ.S. possession.

Your committee’s amendment extends the application of the in-
vestment. credit. provision to property used in a possession by a U.S.
person or by a corporation organized in a-possession provided the
property would otherwise have qualified for the investment credit.
This rule is not. extended if the property is owned or used in the pos-
session by U.S. persons who are presently exempt from U.S. tax due
to the application of the special provisions of the code which exemzt
U1.S. persons who derive substantially all their income from a U.S.
possession (secs. 931; 932, 933, or 934 (b)).

This amendment is effective with respect to taxable years endin
after December 31, 1965, but only with respect to property placec
in service after that date. Additionally, for purposes of computing a
carryback of investment credit, the amount of any investment credit
generated by this provision is to be disregarded.

2. Medical expense deductions of individuals age 65 or over (sec. 202
of the bill and sec. 213 of the code)

For taxable years beginning before January 1, 1967, existing law
provides that a taxpayer age 65 or over can deduct—without regard
to the 3-percent floor applicable to taxpayers under 65 years of ag
all medical expenses he incurs for himself and his spouse. In addition,
all amounts spent. for medicines and drugs for himself and his spouse
are deductible—without regard to.the rule applicable to taxpayers
under age 65 that amounts paid for medicines ung drugs are taken into
account. only to the extent they exceed 1 percent of adjusted groes
income.
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For taxable years which begin after 1966, present law provides that
a taxpayer over age 65 is subject to the same rules applicable to a tax-
payer under age 65, so far as the.3-percent and 1-percent floors are
concerned. That is, medical expenses will be deductible only to the
extent they exceed 3 percent of adjusted gross income, and medicines
and drugs will be taken into account only to the extent they exceed 1
percent of adjusted gross incorne. ‘

Your committee’s amendment provides that the rules applicable for
1966 to taxga ers 65 years or older shall continue to ap(syly, and not the
rules added last gear by the Social Security Amendments of 1965
(Public Law 89-97) which were to take effect in 1967. The amendment
also restores for future years the existing right of any taxpayer to de-
duct medical expenses and medicines and drugs for his dependent
mother or father if age 65 or over without regard to the 3 percent and
1 percent floors otherwise applicable. The new rules for 1967 were
added last year at the insistence of the House which maintained
that unlimited deductions were no longer necessary after enactment of
the medicare program. The Senate disagreed, and deleted the limita-
tions on deductions for those over age 65 in its version of the medicare
bill. The House insisted upon its provision in the conference, and the
Senate conferees receded.

In acting to remove the limitation, the committee reaffirms its un-
willingness to increase the income taxes on the aged taxpayer by plac-
ing a limitation upon the deductibility of his me«ﬁzal expenses or those
of his spouse. It gelieves that the limitation is unfair to the aged tax-
payer who provides for his own medical protection and to the taxpayer,
even though covered under medicare, who muct meet the expenses not
covered under the program. For example, the medicare beneficiary
has to pay a $40 deductible toward his hospital expenses, a $50 deduct-
ible toward his medical expenses, and the uncovered 20 percent of med-
ical expenses in excess of $50. Furthermore, if he is hospitalized for
more than 60 days, medicare requires that he pay $10 daily from the
61st through 90th days. 1f he goes to an extended care facility under
medicare, he must pay $5 daily from the 21st through 100th day. And
many elderly persons who are hospitalized will not receive medicare
payments for their care because of a situation over which they have
no control whatsoever; namely, the fact that their local hospital or
hospitals may not be participating institutions under the program.
In this case, these people have to come up with the cash themselves or
call upon some other third-party resources.

Apart from the above reductions, limitations, and exclusions in
medicare there are a number of other types of significant health ex-
penses incurred by older citizens which must, in large part, be met out-
of-pocket. Such expenses include necessary dental care, drugs, and
long-term hospital or nursing home stays.

It has been estimated that medicare will cover 40 to 45 percent of the
health care costs of those eligible for and who can secure its benefits.
The remaining 55 to 60 percent of health costs has a serious negative
impact upon those elderly struggling to maintain their independence
on limited incomes. As we have in the past, it is appropriate that
through sympathetic and proper tax treatment we continue to rec-
ognize the unusual and heavy health expenses incurred by our older
population. :
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The amendment also will simplify the tax returns of the uged, be-
cause the amendment will reduce one additional calculation that they
would have to make and which the Internal Revenue Service would
be required to verify.

The repeal and amendments made by this section shall apply to
taxable years beginning after December 31, 1966.

3. Basis of property received in the liquidation of subsidiary (sec. 203
of the bill and sec. 334 (b) (2) (171(7 (8) and sec. 463(d) of the code)

(@) Purchase of stock.—Under present law, if one corporation pur-
chases 80 percent. or more of the stock of another within a 12-month
period and then causes the corporation acquired tobe liquidated within
2 years of the last purchase, the basis of all the assets received is the
amount. paid for the stock. However, in order to prevent manipula-
tion, stock purchased from a person related to the buyer by the attribu-
tion rules (under section 318) is not treated as stock “purchased.”

Cases have been called to your committee’s attention where it is nec-
essary to acquire control of one corporation in order to obtain an 80
percent or greater stock interest in another corporation. For example,
assume that one corporation desires to purchase the stock of a second
corporation and does in fact purchase 45 percent. of its stock directly.
However, 40 percent. of the stock of the second corporation is owned
by a third corporation, and the third corporation does not wish to sell
the stock of the second corporation. In order to acquire the stock
of the second corporation, therefore, the first corporation purchases
over 50 percent of the third corporation’s stock and then causes this
corporation to sell to it the 40 percent. of the stock of second corpora-
tion owned by the third. However, since at the time of the sale, the
first corporation owns more than 50 percent of the stock of the third
corporation, the two corporations are classified as related under the
attribution rules (sec. 318). Accordingly, under present law, the
first corporation is not treated as the purchaser of more than 80 per-
cent. of the stock of the second although it acquired directly or in-
directly all of this stock for cash within a 12-month period.

The amendment made by your committee eliminates the result
described. Tt amends present law to provide that stock purchased from
a related corporation (after it acquires control of it) is to be treated
ns purchased, if the stock of the related corporation (representing a
controlling interest) was purchased within tKe specified period. The
amendment. provides that the 12-month period within which the de-
sired stock must be acquired begins with the date of the first
direct acquisition by purchase of such stock, or the date on which
50 percent of the stock of the corporation holding such stock was
acquired, whichever is earlier. The new definition of purchase applies
with respect to dcquisitions of stock after December 31, 1965. The
provision for measuring the time period of stock ncquisition applies
'\\:iﬁh respect to distributions made after the date of enactment of the
ill,

(b) Installment notes—When one corporation buys more than 80
percent. of the stock of another within 12 months and causes the cor-
poration acquired to be liquidated within 2 years of the last acquisition
of stock, the basis of the assets acquired is the amount paid for the
stock (properly allocated). In such a case, generally no gain is recog-
nized to the distributing corporation (unless it is a corporation which
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elected 341(f) treatment to avoid danger of being treated as a collapsi-
ble corporation, or unless the sections dealing with the recapture of
depreciation apply).

f the ﬁroperty received on a liquidation of the type described above
(to which sec. 334(b) (2) ap}ilies consists of installment notes, then
the gain which would normally be taxed on the sale or collection of
such notes may, in part or in whole, permanently escape income taxa-
tion. This would result if the basis of such notes were raised to the
amount. paid for them by the acquiring corporation even though no
gain were recognized to the distributing corporation.

Although existing law may be adequate to deal with certainirtypes of
situations, your committee believes that gain should generally be recog-
nized by the distributing corporation in all cases in which the acquir-
ing corporation receives a new basis in the installment notes. The
amendment provides that installment notes transferred in a liquida-
tion of the type described above are to be treated as “disposed of” for
purposes of the installment sale provision (sec. 453(d)). As a result,
gain is to be recogmnized to the distributing corporation, in the same
manner as if it had sold the notes.

This amendment is effective with respect to distributions made after
the date of enactment.

4. “Swap funds” (sec. 204 of the bill and sec. 361 of the oode)

Under section 351 of the Internal Revenue Code, the transfer of
property to a corporation by one or more persons in exchange for
stock in the corporation is not to result in gain or loss if immediately
after the exchange, the person or persons in question are in control of
tho corporation.

In 1960 the Internal Revenue Service issued a limited number of
rulings to the effect that no tax resulted from the exchange of appreci-
ated stock for shares in an investment fund where immediately after
the exchange, the persons who transferred the stock to the corporation
are in control of the corporation. Investments funds organized in this
way have become known as “swap funds.” It stopped issuing these
rulings in 1961, however, and subsequently (in ﬁev. Proc. 62-32)
the Service announced that this was an area 1n which it would not rule.
Notwithstanding this change in position, new swap funds continued to
bo formed, relying .on the advice of private tax counsel that the ex-
change of stock for stock in these cases was nontaxable.

On July 14, 1966, the Treasury issued a proposed regulation to the
effect that this type of exchange would be taxable. At the same time
it offered to enter into closing agreements with existing swap funds
which would provide that section 351 would be applied to past trans-
lfers for all purposes under the code, including t%e determination of
asis.

The effect of the amendment added to the bill by the committee is to
provide that section 351 applies to corporate investment funds. This
amendment is effective to transfers whenever made.

5. Minimum amount treated as earned income for retirement plans o{
self-employed persons (sec. 205 of the bill and sec. j01(c) (2) (B
of the oode) )

At present, a self-employed individusl may contribute to a qualified

L)ensxon or profit-sharing plan up to 10 percent of his “earned income”

ut not more than $2,500 in a given year. He receives an income tax
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deduction for one-half of his contribution up to this amount. In the
ease of a person in a trade or’business where both personal services and
capital are material income-producing factors, not more than 30 per-
cent. of that person’s share of the net profits of his trade or business
may be treated as “earned income” for this purpose. However, if the
person renders personal services on a full-time, or substantially full-
time basis, a minimum of $2,500 of net profits from such trade or busi-
ness will qualify as earned income, notwithstanding the 30-percent
limitation.

This amendment. permits a minimum $6,600 of earnings from a trade
or business in which both personal services and capital are material
income-producing factors and the taxpayer renders personal services
on a full-time gor substantially full-time) basis, to be treated as
“earned income.” The 30-percent limitation will continue to apply as
under present law, where the 30-percent rule gives rise to a greater
amount, of earned income than the minimum of $6,600.

This amendment permits self-employed individuals in small busi-
nesses to make more significant contributions to pension plans. This
is the same amount presently treated as the maximum tax base for
social security purposes. )

The greatest increases in deductible pension contributions resulting
from this change will be available to those persons whose net profits
range between $6,600 and $8,333. TLesser additional deductions will
be available to those with net profits between $2,500 and $6,600 and
between $8,333 and $22,000.

It is estimated that the revenue loss from this amendment in a full
fiscal year would amount to less than $1 million. This change applies
to taxable years beginning after December 31, 1965.

6. Treatment of certain income of authors, inventors, and so forth, as
earned income for retirement plan purposes (sec. 206 of the bill
and seo. 401 (¢) (2) of the code) - '

- Present law contains provisions designed to encourage self-employed
persons to establish voluntary retirement plans. Under these pro-
visions, self employed persons are permitted to deduct contributions

(within specified limits) made to pension or profit-sharing plans for

the benefit of themselves and other employees covered by the plan.

Coverage under these provisions depends on “earned income,” and
such income is the basis for computing deductible contributions. This
term includes professional fees and other compensation for personal
services from a trade or business (but does not include amounts which
constitute a return on capital invested in the trade or business).

With respect to authors, the Internal Revenue Service takes the
position that if an author contracts to write articles for a given period
or a hook for a publisher who copyrights the literary material and
pays the author a stipulated amount of cash, plus a percentage of the
income derived from the material, the consideration is for the author’s
personal services and constitutes earned income. However, where
the consideration received by an author is derived either from the sale,
leasing, or renting of the author’s writing, the consideration 1s paid
for the use or sale of property and is held not to constitute earned
income. A similar position is taken by the Service with respect to
inventors and others who create property through the application
of their personal efforts.
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The effect of these positions of the Internal Revenue Service is to
curtail, or possibly deny entirely, the tax adantages of the self-em-
ployed individuals retirement plan provisions if the taxpayer is an
author, inventor, and so forth. = The intent of the Congress in adopt-
ing the “earned income” concept was to limit the applicability of these
provisions to the portion of a self-employed person’s income which
was a result of his individual efforts as distinguished from a return
on capital.  Your committee does not believe that for this purpose the
classification of income from an author’s writing (or an inventor’s in-
vention), which is so clearly a result of his individual efforts, as
“earned” or not “earned” should depend upon the terms of the con-
tract under which the author (or inventor) is to be compensated.

For the above reasons, the bill amends the self-employed individ-
uals retirement plan provisions to provide that “earned income” in-
cludes gains (other than capital gains) and net earnings derived from
the sale or other disposition of, the transfer of any interest in, or the
licensing of the use of property (other than good will) by an individ-
val whose personal efforts created the property.

This amendment applies to taxable years ending after the date
of enactment of the act. '

7. Exclusion of certain rents from personal holding company income
(sec. 207 of the bill and sec. 543 of the code) '
Under existing law, if a company manufactures property and leases
- it to customers, the rents are treated as personal holding company
income (unless the adjusted income from rents from all sources con-
stitutes 50 percent or more of the adjusted ordinary gross income and
unless the sum of the dividends paid during the year has reduced the
other personal holding company income below 10 percent of the ordi-
nary gross income). However, where the property manufactured by
the taxpayer is sold instead of leased, the income from the sale is not
treated as personal holding company income. :
Your committee believes that ordinarily rental income arising from
property manufactured by the taxpayers should be treated as ordinary
business income rather than passive personal holding company income.
It takes this position because it believes that rental income arising
from property manufactured by the taxpayer, in reality, is no more
passive than sales income derived from property manufactured by
the taxpayer. ' A
Accordingly, the amendment provides that compensation for the
use of any tangible personal property manufactured or produced by
the taxpayer is not to be treated as rental income under the Y)ersona]
holding company provisions if the taxpayer during the taxable year
is engaged in manufacturing the same type of property from which
he is receiving the rents. The effect of this is to treat this income
(after it is reduced by applicable depreciation, taxes, rent, and interest
paid) as ordinary business income in determining whether or not. the
corporation is a personal holding company. It is intended, in order
for the provision to be applicable, that the manufacturing or pro-
duction activity be substantial and more than minor assembly proc-
esses. (Tangible personal property here has the same meaning as in
the case of the investment credit provision.)
The amendments apply to taxable years beginning after date of
enactment, but taxpayers may elect to have the amendments apply to
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vears beginning on or before that date if ending after December 31,

1965.

8. Percentage depletion rate for certain clay bearing alumina (sec. 208
of the bill and sec. 613 of the code) :

At the present time, practically all alumina—the raw material used
for the production of aluminum-—is obtained from bauxite. Most of
the bauxite is obtained from foreign deposits, since less than 1 percent
of the known world bauxite reserves are in the United States.

There are, however, large deposits of clay containing alumina in the
United States from which alumina ean be extracted under newly de-
veloped processes, but at a greater cost than producing alumina from
bauxite. In order to spur the development of these domestic deposits
and build the facilities needed to extract the alumina from them, your
committee has made two changes in the existing percentage depletion
provisions applicable to clay, laterite, and nephelite syenite to the
extent. alumina and aluminum compounds are extracted from them.
('These provisions do not apply to bauxite having an aluminum oxide
content of 40 percent. or more.)

First, the percentage depletion rate is raised from 15 to 23 percent
in the case of domestic deposits of clay, laterite, and nephelite syenite
(to the extent alumina or aluminum compounds are extracted there-
from). This is the same rate of percentage depletion which is now
allowed to domestic deposits of bauxite,

Second, your committee provides that in the case of domestic de-
posits of clay, laterite, and nephelite syenite, all processes applied to
derive alumina or aluminum compounds from them are to be treated
as mining processes in computing gross income from mining for de-
pletion purposes. Tt is not intended to treat as mining any of the
processes in the electrolytic refining of the alumina or aluminum
compounds.

The amendments are applicable only to taxable years beginning
after the date of the enactment of this act.

9. Percentage depletion rate for clam and oyster shells (sec. 209 of the
bill and sec. 613 of the code) ,

Under present law, clam shells and oyster shells are allowed a per-
centage depletion rate of 5 percent. This rate applies even though the
shells are used because of their chemical content—calcium carbonate—
in the production of cement or lime. On the other hand, when other
ininerals, such as limestone, are used as a source of calcium carbonate,
Fercentage depletion at the rate of 15 percent is allowed under existing

aw. :

Clam and oyster shells are composed almost entirely of caleium car-
bonate and in fact, contain a much higher percentage of calcium car-
bonate than do limestone and marble.  Your committee believes that
when clam and oyster shells are used for their calcium carbonate con-
tent—such as in the making of cement or lime—they should have the
same percentage depletion rate as limestone and other calcium car-
bonates.

Accordingly, the committee amendment provides that in the case of
clam shells and oyster shells (as well as other mollusk shells), a per-
centage depletion rate of 15 percent generally is to apply. However,
as is true under existing law in the case of limestone ang other calcium
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carbonates, a b-pércent rate is applicable if the shells are used, or sold
for use, as riprap, ballast, road material; rubble, concrete aggregates, or
for similar purposes. ' - ]

The amendment is applicable to taxable years beginning after the

date of enactment of the act.

10. Sintering and burning of shale, clay and slate used as lightweight
aggregates (sec. 210 of the bill and sec. 613 of the code)

The courts have recently held that in computing gross income from
mining for percentage depletion purposes the sintering or burning of
shale, clay, or slate 1s not a mining process. The heat is applied for
the purpose of causing the mineral to expand, or bloat, so that it can
be used as a lightweight aggregate in concrete or in making building
units such as cinder blocks.

Your committee believes that it-is appropriate to allow the appli-
cation of heat to shale, clay and slate to produce lightweight agﬁ‘re-
gates as a mining process for percentage depletion purposes. The
committee amendment so provides. The amendment 1s applicable to
taxable years beginning after the date of enactment of the act.

11. Income from lapsing of straddle options (sec. 211 of the bill and
see. 123/ (¢c) of the code) :

a. Nature fo{ straddles.’*—Straddles are one form of an option;
namely, an offer both to purchase and to sell a specified amount of
property at a stated price for a limited period of time. Options to
sell securities are known as “puts”—i.e., the purchaser of the option
can “put” his shares to the writer or issuer of the option at the stated
price.  Options to purchase are known as “calls”—i.e., the purchaser
of the option can “call” the shares from the writer at the stated price.
A “straddle” is-a combination of a put and call, with respect to the
same security, for the same quantity, at the same purchase or sale price
and available for the same period of time. _

Straddles are likely to be written by persons with holdings of a
security who believe that in the long run, the price of the stock will
not vary greatly from its present price. Their inducement for writing
the straddle is the receipt of a premium. Straddles generally are
granted to brokers or dealers who, in turn, customarily sell the put
and call components to different purchasers. The majority of puts
and calls originate in straddles. While the use of puts and calls is
not a new development in the securities markets, their significance
in the securities markets is relatively limited; for example, the total
number of shares covered by options sold in recent years on the New
Y?xl'k Stock Exchange has mrell;' exceeded 1 percent of the total shares
sold.

Normally either (not both) the put or the call component of the
straddle is exercised by the purchaser shortly before the end of the
term for which the straddle 1s written. Frequently this is 6 months
and 10 days after the straddle is issued. Which component of the
straddle is exercised depends upon the market conditions at the time
of exercise vis-a-vis market conditions at the time the straddle was
written. If the market in that security has risen, the securities are
likely to be “called” from the writer; if the market, has fallen, the stock

1 Much of the material prerented in this part was derived from the “Report on Put and
Call Optlonai;' a report published in August 1961 by the Securities and Exchange Com-
mission, on the basis of an extensive study by the SEC’s Division of Trading and Exchanges.
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is likely to be “put” to the writer. While in the great majority of the
cases, one component of the straddle is exercised and the other is
allowed to lapse, occasionally (perhaps 10 to 15 percent of the time)
neither option is exercised and in a few other cases (less than 1 percent
of the cases) both components of the straddle are exercised.

Although options are purchased for hedging and other similar
purposes ﬁy some investors, their primary use probably is as a method
of investing by individuals with small amounts of money.

b. Present law.—Under the 1939 code, premium income received from
the writing of an option which had Japsed was treated as a short-term
capital gain (sec. 117(g) (2) of the 1939 code). However, until the
issuance of a revenue ruling in 1965 (Revenue Ruling 65-31) straddle
writers generally allocated the entire straddle premium to the com-
ponent option which was exercised, and thig practice npparently was
not challenged by the Internal Revenue Service prior to the issuance
of the ruling. Since one component or the other of a straddle is exer-
cised in the bulk of the cases, the fact that the premium in the case
of the lapse of an option was treated as short-term capital gain was of
relutively little significance. The important aspect was the treatment
of the premium in connection with the portion of the straddle which
was exercised. N

If all of the premium is allocated to the component. which is exer-
cised and this is the “put,” the premium decreases the cost or basis of the
stock put to the writer of the straddle. As a result, it would increase
his capital gain only when he disposed of the stock put to him. Gen-
erally, this would result in a long-term capital gain (unless he held
the stock for less than 6 months). Where the call component is exer-
cised and all of the straddle premium is allocated to it, the premium
would increase the income received by the writer at the time the stock
is called from (i.e.,sold by) him. Asa result in this case also, the total
premium increases the writer’s capital gain (or decreases his capital
loss) and if the writer had held the stock for more than 6 months, the
gain (orloss) would be long term.

The 1939 code provision treating income from the lapse of an option
as a short-term capital gain was not included in the 1954 code. Asa
result, where both options are permitted to lapse, the total straddle
premium is now reported as ordinary income. Howaever, in the usual
case where one option lapsed and the other was exercised, the treat-
ment of allocating the straddle premium income to the side exercised
in practice remained unchanged. .

In the ruling (Revenue Ruling 65-31) issued on January 22, 1965,
the Internal Revenue Service held that the premium for a straddle
must be allocated between its put and call components on the basis
of the relative market values of each. In a later technical informa-
tion release, the Service announced that it would accept allocations of
55 percent of each straddle premium to the call component, and 45
percent to the put component.?

2 Rev. Proc. 685-29. izrued on Nov. 15, 19685, Thin 5545 ratio was selected because it
represented a rounded apnroximation of relative market nrices of separately written “puts”
and. ‘'calin’ of the same length for securities of approximately equal price. The revenue
procednure concluded with the statement that “If a taxpayvers doer not use this method for
a taxable vear. then the allocation based on relative market values required by Revenue
Ruling 65-31 must be used.”
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Under the ruling, part of the premium arising from the writing of n
single straddle can result in ordinary income (the portion of the
premium allocated to the lapsed component) while the remainin

ortion of the premium may result in either a capital gain or a capita
oss, Which in the usual case will be a long-term gain or loss.

¢. Reasons for the changes.—The difficulty With the present tax treat-
ment. of premium income from the writing of straddles lies in the fact
that by dividing the premium income into two parts, one part may
be reported as ordinary income (the portion allocated to the lapsed
option) while the other portion may merely decrease a capital loss.
Your committee believes that it is hard to justify treating part of the
transaction as resulting in ordinary income, while the other portion
may give rise to a_capital loss which cannot. be offset. ( apart. from the
1,000 per year deduction of net capital losses against ordinary income)
against ordinary income.

The problem can be illustrated by the following example. Assume
that a straddle writer issues a straddle for a stock when its price is
$100 a share and this is the option price. Assume that the straddle
premium is $8 per share. Assume further that the put component of
the straddle is exercised by the purchaser when the price of the stock
is $80 per share. As a result, the writer of the straddle must buy
stock at a price of $100 per share when its market value is $80 per
share. Tf the stradclle premium allocable to the put component is
$3.60 per share, the short-term capital loss for the writer of the
straddle will be $16.40 per share if he disposes of the stock shortly
after receipt, when the market price is still $80 per share. At the same
time, the remainder of the straddle premium, $4.40 a share, is allo-
cated to the call component, which in such a case presumably was
allowed to lapse. The $4.40 per share would be ordinary income
while the capital loss of $16.40 a share attributable to the put side
of the option would result in a short-term capital loss, which, except.
to the extent of the $1,000 a year, could not be netted with the ordinary
incmlnﬁ attributable to the premium income of the other side of the
straddle.

The writer of the straddle in these cases is, of course, entering the
transaction in the hope of obtaining a profit; he naturally views the
transaction as & single one and cannot see why he must pay ordinary
income tax on a portion of the transaction while being denied full use of
his capital loss attributable to the other component of the transaction
(in those cases where he does not have capital gains sufficient to
offset his capital losses and his losses exceed the $1,000 which may be
offset agnainst ordinary income). Moreover, the marketplace treats
the straddle as a single transaction in that a smaller premium is paid
for a straddle than for a separate put and call on the same stock,
since the combined risk involved is less. Additionally, the writer of
the straddle knows that in almost all cases, only one of the two
options in the straddle will be exercised. He views this as the side
for which he is being paid the premium. :

Your committee agrees that it is desirable to provide for this netting
of a gain or loss arising from the two components of a straddle option.
Nevertheless, it appears appropriate where the transaction on a net
basis results in a gain, that the premium income result in ordinary
income. The hetting of the two components in a straddle can be
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achieved and still have any net premium gain result in what is essen.
tially ordinary income, by treating the premium income allocated to
the lapsed option as a short-term capital gain. Where this is done,
any capital loss from the straddle transaction attributable to the side
exercised (where the stock is disposed of in the same year in which the
Japse of the option occurs) can be offset against the short-term capital
gain attributable to the premium income from the side of the option
which Iapsed. Should the short-term capital gain in such a case
exceed the capital loss, it will still be treated in essentially the same
manner as ordinary income.

As a result, your committee’s amendment. provides that any gain on
the lapse of an option granted by a taxpayer as a part of-the straddle
is to be treated us a short-term capital gain. This treatment is not
to be available, however, in the case of persons who hold securities
for sale to customers in the ordinary course of their trdes or busi-
nesses. This treatment. is made inapplicable in the case of such per-
sons because their security transactions in any event are generally
required to be treated as resulting in ordinary income. This treat.
ment is applied to securities and not to commodity futures since
there is no evidence that a problem has been created in this latier area,

The change made by your committee’s amendment applies to all
straddle transactions entered into after January 25, 1965, the effective
date of the ruling which first required the allocation of the straddle
premium between the put and the call components.

d. Changes made by the bill-—The amendment. inserts a new sub-
section (c¢) to section 1234 of the code. The first puragraph of this
new subsection provides that gain derived from the lapse of an option
written as a part of a straddle (as defined in new section 1234 (c) (3))
is, in effect, to be short-term capital gain, as defined in section 1222(1)
of existing law. Thus, such gains will be added to any other short-
term capital gains, to be netted against short-term capital losses, with
the excess to be netted against any net long-term capital losses. Any
remaining short-term capital gains will generally be taxed as ordinary
income. :

Paragraph (2\ of the new section 1234 (c) provides that this provi-
sion does not apply to a person who holds securities (including options
to acquire or sell securities) for sale to customers in the ordinary course
of his trade or business. .

Paragraph (8) of the new subsection defines a “straddle” as a
simultaneously granted combination of an option to buy (a “call”)
and an option to sell (a “put”) the same quantity of a security at the
same price during the same period of time,

If & person grants a multiple option (a put plus a call plus one or
more additional puts or calls) it 1s intended that the grantor of the
multiple option must identify in his records which two of the compo-
nent options constitute the straddle, if it is not clear from the options
themselves. 1t is contemplated that the method of identification will
be specified in regulations issued by the Secretary of the Treasury or
his delegate. If there is no identification by the writer, this provision
relating to straddles is not to apply. As a result, in such a case the
gain on the lapsed option (or options) would result in ordinary income.

A corporate security for purposes of the definition of a straddle is
the same as defined in section 1236(c) of the code—i.e., stocks, bonds,
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notes, etc. Accordingly, the term securities does not include com-
modity futures. '
The amendments described above are to apply to straddles written
after January 25, 1965, in taxable years ending after such date.
This bill is substantially identical to H.R. 11765, which was ap-
roved unanimously by the Clommittee on Ways and Means of the
ouse of Representatives.

18. T'ar treatment of per-unit retain allocations (sec. 212 of the bill
ond secs. 1382, 1383, 1385, 1388, and 6044 of the code)

Although the practices of cooperatives are not uniform in this re-
gard, generally a per-unit retain certificate is issued by a cooperative
fo a patron to reflect the retention by the cooperative of a portion of
the proceeds from the marketing of products for the patron. These
amounts are retained pursuant to an authorization (usually in the
bylaws of the cogé)erative) and are computed on the basis of units of
products marketed.

Prior to the amendment in 1962, the Internal Revenue Code per-
mitted cooperatives to deduct amounts paid to patrons as patronage
dividends. Patronage dividends are limited by definition to amounts
which are “determined with reference to the net earnings” of the
cooperative. Tho treatment of per-unit. retains, however, was not spe-
cifically dealt with in the code. The Revenue Act of 1962 substantially
revised the income tax treatment of cooperatives and their patrons
but the new provisions by their terms were applicable only to “patron-
age dividends.” Because per-unit retain aﬁocations are determined
on the basis of units of products marketed for the patrons rather than
with reference to net earnings, the new provisions are generally con-
sidered as not being applicable to them. By regulations issued on
October 14, 1965, the Treasury Department provided for the income
tax trentment of per-unit retain certificates In & manner that is sub-
stantially parallel to the treatment prescribed in the Revenue Act of
1962 with respect to patronage dividends.

The per-unit retains may be considered as contributions to capital
by patrons. For this to be true they first must have been considered as
puid out. by the cooperative. However, because the per-unit retain
cettificates issued by cooperatives may have a fair market value con-
siderably less than their face amount, and in some cases have only a
negligible fair market value, some have raised questions as to whether
they may be considered as paid out by the cooperatives and whether
the patrons can be required to inslude them in their gross income. This
situntion bears certain similarities to the situation that caused the
enactment of the provisions of the Revenue Act of 1962 dealing with
jatronage dividends, in that some believe that a tax may not neces-
sarily be imposed at either level.

The patronage dividend provisiuns of the Revenue Act of 1962 were
designed to assure that the amounts received by cooperatives in the
course of their business activities with their patrons are included in
computing the income tax of either the cooperative or the patron,
thus subjecting these amounts to a single current tax. To accomplish
this, the 1962 act provided detailed rules which specified the treat-
ment. which patronage dividends are to receive from the standpoint
of both cooperatives and their patrons. It was hoped that these pro-
visions would bring to an end the uncertainty that existed in the area
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of cooperative-patron income taxation and conse(‘uenﬂy bring to a
halt the litigation that the uncertainty engendered. In this regard,
the Revenue Act of 1962 has not been completely successful because
of the uncertainty which continues to exist with respeet to per-unit
retain certificates.  To remove this remaining uncertainty, the bill
amends the provisions of present law dealing with patronage dividends
to make them applicable, generally, with respect to per-unit retain
certifientes. By adopting this amendment, your committee does not
intend to refloet on the validity of the regulations recently issued by
the Treasury Department with respect to per-unit retain certificates,
nor does your committee intend to reflect on the deductibility in the
past of per-unit. retain certificates to cooperntives or the includability
in the past of such certificates in the income of patrons,

The bill nmends present law to provide tax treatment with respect to
per-unit. retain certifieates which parallels, in general, the tax treat-
ment applicable with respect to patronage dividends. Providing
essentinlly the snme treatment for per-unit retain certificntes means,
generally, that they nre to he treated as income to the patron in the
vear in which the certifientes nre issued, if the patrons give their con-
sent in writing to the inelusion of the face nmount of these certifieates
in their income or if there is a provision in the bylaws or charter of the
cooperative indicuting that membership in the cooperative represents
consent to such trentment.  Under the amendment, the cooperative is
permitied to take n deduction in arriving at gross income for a per-unit
retain certifieate when issued, only when the cortificate qualifies for the
treatment specified above ot that time in the hands of the patron,
Otherwise, the amount involved is deductible by the cooperative only
at the time the certifieate is redeemed.

Treatment of per-unit retains by cooperatives—The amendment
provides that no decrease is to be made in the gross income of a co-
aperative beeanse of per-unit retain alloeations to patrons except for
amounts paid in “qualified per-unit retain certificntes” or in redemp-
tion of “nonqualified per-unit retain certificates.” (Both of these
terms are explained subsequently.)! If a cooperative has no taxable
income for the year in which it redeems nonqualifed per-unit retain
certificates, the cooperntive would, in effect, be permitted to earry back
the deduction or exclusion to the yvear in which the certifiente was
issued.

Treatment of per-unit retains by patrons.—Under the amendment,
a patron is required to include in his gross income the amount paid to
hinvin qualified per-unit retain certificates and the amount received by
him on the redemption. sale, or other disposition of nonqualified per-
unit retain certificates.

Definitions and special provisions.—The amendment provides defini-
tions of the terms used in providing for the treatment of per-unit re-
tains.  Under the first of these, the amount considered paid by a co-
operative and received by a patron as a result of the issuance of a
qualified per-unit retain certificate is to he the certificate’s stated dol-
Inr amount.  The term “per-unit retain allocation” is defined, in gen-
eraly as an nmount paid (except amounts paid in money or other prop-

U A special rule permits cooperatives to continue thelr existing practicer with respect to
the timing of the issuance of per-unit retain certificates for products marketed nnder na
pooling arrangement and to take the tax deduction at the time the certificates are issued.
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erty) to Fatrons with respect to products marketed for them which is
fixed without regard to the net earnings of the cooperative. The term
“per-unit retain certificate” is defined to mean any written notice which
discloses to the recipient the stated dollar amount of a per-unit retain
allocation.  The term “qualified per-unit retain certificate” is defined
to mean n_per-unit retain certificate which the patron has agreed to
include in his income at the stated dollar amount. For this purpose, n
cooperative may enter into individual agreements with each of its
patrons, or the agreement may be contained in a bylaw, a written notice
and copy of which is given to ench of the members. In general, agree-
ments once made are effective for all subsequent years until revoked.
A “nonqualified per-unit retain certificate” is defined to be any per-
unit retain certificate other than one which is “qualified.”

The amendment also requires the reporting by the cooperative of
information with respect to per-unit retain allocations comparable to
the reporting requirements with respect to patronage dividends under
present law.

Effective dates and transition rule~—The amendments which relate
to the substantive tax treatment of per-unit retains are to apply, gen-
erally, for taxable years of cooperatives beginning after Xpril 30,
1966, and the information reporting provisions are to apply for cal-
endar years after 1966,

If w cooperative has entered into individual agreements with its
patrons with respect to per-unit retain allocations in compliance with
the existing income tax regulations, new agreements would not be
required under the amendment. Existing bylaw agreements with re-
speet to per-unit retain allocations adopted under the Treasury regu-
latiens are to be effective for taxable years beginning before May 1,
197, After that date a bylaw agreement which conforms to the new
statutory provisions is required,

13. lf,'mm'(.ise tax rate on hearses (sec. 213 of the bill and sec. 4062 of the
code)

Present law imposes a 10 percent excise tax on the sale by the manu-
facturer, importer, or producer of bodies and chassis of trucks, while
a rate of 7 percent is imposed on automobiles.?

There is no statutory classification of hearses, ambularnces, or combi-
nation ambulance-hearse vehicles for purposes of this excise tax. How-
ever, since 1921 the Internal Revenue Service, by administrative in-
ferpretation has classified hearses as trucks while treating ambulances
amA combination amnbulance-hearse vehicles as automobiles for the
purpose of determining the appropriate excise tax rate.

Your committee sees no reason why hearses should not be accorded
the same tax treatment. as ambulan ially since the vehicles
are often combined into the same unit. oreover, ambulance and
hearse manufacturers use the same basic chassis for hearses, ambu-
lances, and combination vehicles and, further, the tax on the
chassis, which is paid by the chassis manufacturer, is computed at the
rate provided for automobile chassis. In addition, it is understood
that the same basic body is added to the chassis by the ambulance and

' Thin 7-percent rate is scheduled for reduction to 2 percent effective Apr. 1, 1068, and
to lt Dertcent effective Jan, 1, 1069, The 10-percent tax on trucks and hearses {s a perma-
nent rate,
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hearse manufacturer without regard to whether it ultimate]y becomes
an ambulance, hearse, or combination ambulance-hearse yehlcle. Fur-
ther, your committee has been informed that a rear-londing hearse can
he easily converted into an ambulance or an ambulance-hearse combi-
nation vehicle by the addition of certain necessories at a cost of about
half of the excise tax saving which is realized by the manufacturers as
a result of the conversion, Still further evidence that it is unrealistic
to clussi fy hearses as trucks is the fact that. most of the States presently
license hearses as automobiles while very few States license them as
1rucks.

It is estimated that this bill will result in a revenue loss of approxi-
mately $100,000 a year during the period while the excise tax on trucks
is 10 percent and that on automobiles is T percent. A fter April 1,
1968, when the rate on automobiles is reduced to 2 percent. (and then
to 1 percent on January 1, 1969) the revenue loss might actually de-
eredse beennse the inereased differential in rates between hearses and
ambulances actunlly might result in fewer hearses, and more combina-
tion ambulance-hearses, being sold.

For the reasons indicated above, your committee has amended the
bill to specitieally classify hearses, ambulances, and combination am-
hulanee-hearses as nutomobiles (and not as trucks) for purposes of the
exeise tax on the sale of these vehicles by the manufacturer, producer,
or importer.  This amendment is made effective with respect to ve.
hicles sold after the date of enactment of this act.

14. Interest equalization tax; loans to insure rar material sources (sec.
204 of the bill and xec. 491} of the code)

The interest equalization tax, in general, is a tax imposed on Ameri-
eans with respect to the purchase of foreign securities. 1In the case
of debt the tax rate varies with the period of time to maturity; in the
case of stock the tax rate is 15 percent.  The tax is designed to increase
capital costs in the United States for foreigners by about 1 percent
noyear,

Presently there is an exemption from the interest equalization tax—-
as the equivalent to a direct investment—for lonns made by U.S,
lenders to foreign subsidiaries of U.S. corporations producing foreign
ores and minerals in short supply in the United States where the
financing is secured by a so-called “take or pav™ contract entered
into between the foreign subsidiaries and the U.S. parent, However,
these loans become subject to the interest equalization tax when and
if they are subsequently transferred by the lender to another U.S.
person, regardless of the intent of the investor at the time of nequi-
sition,

The amendment made by your committee provides that transfers
by the original lender, subsequent to the original acquisition of 'the
indebtedness which is exempted under this provision, would not be
subject: to tax where the indebtedness was originally acquired by
the lender without an intent to sell the indebtedness to other U7.S. per-
sons.  However, where in fact more than one sale of the indebtedness
occurs after the debt is held by the initial lender, for each such sale
to he exempt the indebtedness must be purchased without any intent
to resell. This nmendment is to be effective with respect to debt obli-
gations acquired nfter the date of enactment of this act.
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15. Interest ezleization taw, insurance company reserve funds (sec.
215 of the bill and sec. 4914 (e) of the coge).

The interest equalization tax provisions presently provide a limited
exception for acquisitions of otherwise taxable securities made to
maintain the reserve assets of a 1].S. insurance company doing an in-
surance business in foreign currencies abroad in developed countries.
In addition, an exception %Er investments generally is provided with re-
spect to those in “less developed countries.” However, in order to
cs):i(;n the exemption with respect to developed countries, a life insur-
ance company must. “establish” a fund of assets for each developed
country for which it does business. However, the establishment of
such a fund can only be made during the “initial” designation period
which was the 30-day period bet ween the enactment of the act, Septem-
ber 2, 1964, to October 2, 1964. Therefore, no American insurance
company can commence doing business in a developed country after
October 2, 1964, without being subject to the interest equalization tax
on its reserve assets acquisitions.’ The same type of dproblem arises
when u less developed country loses its status as a less developed coun-
try by an Executive order issued after October 2,1964. In other words,'
there is no opportunity to establish a fund of assets in such a situation.

Your committee adopted an amendment which would mitigate the
foregoing anomalous situations. The amendment would permit a
U'.S. insurance company commencing activities in a developed countr,
to establish a fund with respect to that country provided 1t was ineli-
gible to make an initial designation prior to Qctober 2, 1964, The
amendment would also permit the establishment of a fund for a coun-
try if the status of that country was changed from a less developed
country by an Executive order.

16. Interest equalization taw; dollar loams of foreign branches of U.S.
banks (sec. 216 of the bill and sec. 4931 (a) of the code)

Presently, forei%n currency loans of foreign branches of U.S. banks
nre exempt from the application of the interest equalization tax. Ad-
ditionally, loans for a term of less than 1 year are exempt not, only in
the case of foreign branches of U).S. banks but genem]ll;r without re-
gard to who makes the loan.

Your committee adopted an amendment. which would authorize the
President. to exempt. from the interest equalization tax [1.S. dollar
loans made by the foreign branches of U.S. banks (regardless of the
maturities involved). To the extent that this authority is exercised,
the President subsequently may withdraw or modify the exemption in
the event he determines such withdrawal or modification is necessary
to preserve the effectiveness of the interest equalization tax.

This amendment is to be effective with respect to acquisitions of debt
obligations after the date of enactment of this act.

C. PresipeEnTiAL ELEcTiON CaMpaioN Funp Acr

I. Buckground

Concern has been expressed by both the President and the Con-
gress on the possible ramifications of the manner in which national
political cam})augns are presently financed. Dependence on wealthy
contributors for the bulk of needed funds will tend to leave candidates
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of modest means encumbered with stronger debts of. loyalty to 4
wenlthy few than to the voting public.

Soaring campaign costs have intensified this concern and made i
impractical merely to restrict the size of contributions. An alterns.
tive source of financing political ecnmpaigns must be developed.

It was with an eye on developing such an alternative source of fi.
nancing political ecnmpaigns that your committee in August of this year
held hearings on a number of bills which would facilitate the financing
of politieal campaigns.

As an outgrowth of these hearings and of further committee delib.
erations, your committee recommends the financing of presidentisl
election campaigns based on the concept of one-man, one-vote, with
each taxpayer able to share equally in the costs of such campnigns
This is brought about by the creation of a presidential election cam.
paign fund.  Each taxpayer will be permitted to designate on his
annual income tax return that $1 of his tax liability is to be placed
in the presidential election campaign fund. The amounts in the fund
will then be made available to defray the presidential campaign ex-
penses of those political parties whose candidates received a significant
number of votes in the preceding presidential election.

Enactment of this recommendation into law will remove the cause
of much of the improper influence in Government. Political parties
and their presidential candidates will be assured that they need not
rely on the large contributions of relatively few wealthy contributors
to meet the heavy financial demands of political campaigns. Your
committee’s recommendation, by providing an alternative source of
campaign finaneing, will be the most significant improvement in this
regard in over a century. Under this system of campaign financing,
the man elected President will be oblignted equally to every taxpayer
and to every voter, instead of to individual, large contributors or to
corporation or union executives whose raise great sums of money.
The man elected President will be in debt to all Americans, the ideal
way to have it under the American system.

Your committee’s recommendation, of course, relates only to the
executive branch of the Government. It is most important to prevent
the possibility of improper influence on the Chjef Executive because
of the central position which the Office of the Presidency occupies in
the Federal Government. Through the manner in which the Presi-
dent executes the laws passed by Congress, exercises his veto power,
frames the legislation which he submits, and selects his appoint-
ces to the Federal bench, the President exerts an influence over all
branches of Government. Moreover, bills the President has vetoed
rarely are enacted over his objection. Indeed, the present President
has never had a veto overridden by Congress. :

The measure recommended by your committee concerns only presi-
dentinl elections, not only because of the central position of the Office
of the Presidency but also because the feasibility of extending the
program to cover other Federal elections should be studied in the%ight
of the experience under this measure and because the Federal Govern-
ment should not attempt to tell the States how to finance purely local
elections.  This measure will, nevertheless, have a favorable influence
on other elections since the provision of funds for the most expensive
of all ecampaigns will make it ensier for political parties and candi-
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dates in lesser elections to raise funds and will thereby make it easier
for them to refuse contributions from those who might demand favors
in return.

2, Designation of income taw payments to presidential election cam-
paign fund (sec. 302 of the bill and sec. 6096 of the code)

Under your committee’s bill, space is to be provided on the income
tax return forms to permit each individual taxpayer (other than a
nonresident. alien or an estate or trust) to designate, if he so desires,
that $1 be appropriated from general revenues and paid into the presi-
dential election campaign fund. The size of the fund will thus be
determined by the voluntary acts of individual taxpayers, each of
whom will have the opportunity to make a financial contribution of
similar size. The designation is'to be permitted with vespect to in-
come tax liability for each taxable year beginning after December 31,
1966,

All taxpayers who show an income tax liability of at least $1 for the
year nre to be permitted to make a designation. On joint returns,
hoth husband and wife are to be permitted to make a designation
provided the tax liability shown on the return is at least $2. The
designation is to be made at the time of filing the return or at such
later time as may be provided in regulations (such as at the time of
making a claim for refund of an overpayment of tax).

3. The presidential election campaign fund and payments there-
from (sec. 303 of the bill) .

Amounts are only to be paid out of the presidential election cam-
paign fund to reimburse certain political parties for expenses in-
curred in presenting candidates for President and Vice President in
presidential elections. In the view of your committee, payments
should be limited to exq:enses in presidential campaigns unless experi-
ence under the proposal proves tlle feasibility of extending the system
to other Federal elections. To preclude any of the presi%ientia elec-
tion eampaign fund from being used for other than the campaign
expenses ¢f candidates for President and Vice President, no reimburse-
ment will be made for any item related to a candidate for any office
other than President or Vice President. For example, if a Presiden-
tial or Vice Presidential candidate should make a joint political ap-
pearance with a candidate for another public office and a substantial
purpose of the Presidential or Vice Presidential appearance is to fur-
ther the candidacy of the other candidate, no reimbursement for such
joint. appearance will be allowed.

Only those political parties whose candidates for President received

at least 1,500,000 votes in the preceding presidential election will be
eligible to receive payments from the fund. This rule is necessa
to prevent, the proliferation of minor parties as a result of this bill.
It insures, however, that minor parties which receive significant public
backing need not become dependent on large contributors,
. political party whose candidate received more than 1,500,000 votes
in the {)receding presidential election but less than 10 million votes will
be nuthorized to receive from the fund an amount equal to the lesser
of its actual campaign expenses or an amount equal to $1 times the
number of votes in excess of 1,500,000 that its candidate received.

A political party whose candidate for President. received 10 million
votes or more in the preceding presidential election is to be reimbursed
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on a different, basis. An amount equal to $1 for each vote received by
all major parties in the last election is to be divided equally between
(or among) them, with the limitation that payments to any one party
cannot. exceed the expenses incurred by the party in the current cam-

aign. :

: ’& yayments will be made at times to be determined by Treasury
regulations, but no payment for a given presidential election campaign
can be made before September | of the year the election is held.

The Comptroller General is charged with the responsibility for cer-
tifying to the Secretary of the Treasury the amounts payable to eligible
political parties. In this certification he will take into account in-

ormation supplied him by the treasurers of each political party re.
garding campaign cxpenses incurred and on the basis of the votes
cast in the preceding presidential election. The Comptroller General’s
decisions as to the total vote received by each party are to be final.

If at the time payments are made, there are insufficient moneys in the
fund to meet the amounts specified under the rules set forth, payments
to all entitled parties will be reduced pro rata, and the additional
amounts paid out of later additions to the fund.

If any moneys remain in the fund after all the payments authorized
have been mmfg with respect to a given presidential election, or if the
fund exceeds the maximum payments which may be authorized, the
amount remaining is to be returned to the general fund of the
Treasury. '

4. The Advisery Board (sec. 304 of the bill)

The bill establishes the Presidential Election Campaign Fund Ad-
visory Board to advise and assist the Comptroller General in con-
nection with his duties under this act. The board is to consist of
two members from each political party whose candidate received 10
million or more votes in tLe last presidential election plus three addi-
tional members selected by a majority of the political party members.
The first members of the board are to be appointed by the
Comptroller General after the date of enactment of this bill
and their term will expire 60 days after the date of the
first presidentinl election held uafter the date of enactment of
this bill. The next and succeeding boards will then serve 4-year
terms ending 60 days after the date of each succeeding presidential
election. Board members will be compensated at the rate of $75 a day
for each day they serve and will receive travel expenses and a per diem
in lien of subsistence (at rates authorized for persons in intermittent
(Government service) when engaged in work away from their homes or
regular places of business,

D). MiscELLANEOUS PROVISIONS

1. T'reasury notes payable in foreign currency (sec. 401 of the bill)

Under_present law, bhonds or certificates of indebtedness may be
issued by the Secretary of the Treasury payable both as to principal
and interest in any foreign currency. r{lowever, presently there is no
authorization for the Secretary of the Treasury to issue notes in foreign
currency (31 U.S.C. 766).

Your committee’s bill adds an amendment to the Second Liberty
Bond Act authorizing the Secretary of the Treasury to issue notes as
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well as bonds .and certificates of indebtedness in foreign currencies.
Notes are evidences of indebtedness issued by the Treasury Depart-
ment with a maturity of from 1 to 5 years from date of issue.

Authorizing the Secretary of the Treasury to issue notes in foreign
currency is designed to broaden the market for Federal securities. This
is important under current market conditions when it is difficult to
float long-term securities. This will enable the Secretary of the
Treasury to issue notes in foreign currencies where no market exists
for bonds and certificates of indebtedness in foreign currencies. To
the extent a market is found in foreign currency issues of U.S. notes
which would not be available for other U.S. securities, the balance of
payments will be improved. ,

9. Reports on Government contingent labilities and assets (sec. 402
of the bill)

In the past, it has been the practice of the Federal Government to
determine its financial requirements primarily on an annual basis.
This amendment does not depart from this practice. However, an an-
nual system of budgeting does not present a complete picture of the
financial condition of the United gtates because it fails to depict
numerous categories of contingent Federal obligations and
commitments, Similarly, it fails to reveal fully those situations
where Congress has enacted spending authorizations, but has not spe-
cifically appropriated the moneys needed to fulfill the statutory
commitment.

Moreover, under present methods, U.S. liability under many of its
insurance and guarantee programs is difficult to measure and analyze.
This is because sufficient information regarding these programs either
is not. available at all, or if it is avaif:gle, is 1nadequately presented.

In many cases, information with respect to contingent f:xaiilities of
specific governmental programs now is available in reports of specific
agencies or corporations. However, these data frequently lose much
of their usefulness because they are not combined with similar data
with respect to other programs. Thus, although part. of this informa-
tion may now be available it is not published in one place or on a uni-
form basis, and therefore does not aid in the overall understanding of
the current financial condition of the United States.

Your committee believes that it is desirable to make available in a
single, concise report, pertinent information with respect to the cur-
rent. status of the contingent liabilities of the Federal Government, in-
cluding its long-range obligations and commitments. Indeed, the
committee recognizes a responsibility to make available in such a
report—as clear and complete as possible—the overall financial con-
dition of our Government. Such a report, consolidating information
now available only in part (in many diverse reports) with informa-
tion which is not now available at all, will enable Con and the
g\ub]ic to have a better understanding of the current fiscal needs of the

ederal Government,

For this reason, your committee has approved and recommends
enactment of this amendment requiring the Secyetary of the Treasury
to submit to the Congress, by March 31 of each year a report showing
the amount (both on an aggregate and on an individual basis) of the
contingent liabilities and the unfunded liabilities of the Federal Gov-
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ernment, determined as of December 31 of each year commencing
with 1966,

The contingent liabilities referred to by the amendment include
(1) Hability of the Government under its various trust funds (such as
the old nge and survivors insurance trust fund and the highway trust
fund); (2) liabilities of Government-sponsored corporations (for ex-
emple, the Commodity Credit Corporation); (3) indirect liabilities
of the Federal Government not included as part of the public debt,
such as Federal Housing Administration debentures; and (4) liabili-
ties of Federal insurance and annuity programs.

Under the amendment, data with respect to these insurance and
annuity programs (which include the civil service retirement sys.
tem, veterans' pension, and war risk insurance programs) are
to include information regarding their actuarial status on both a
balance-sheet basis and a projected source-and-application-of-funds
basis.

The report is also to indicate the collateral pledged, or the assets
available (or to be realizéd) as security for the specified liabilities,
and present an analysis of their significance in terms of past experi-
ence and probable risks.” Thus, for example, in the case of federally
insured home mortgages the assets available on foreclosures may,
under favorable circumstances, offset the potential Federal liability.
But the reporting of assets is not to stop with a recording of assets
related to the liabilities. Under the amendment the Secvetary of the
Treasury is to set forth all other assets which would be available to
liguidate liabilities of the Federal Government.

In order to provide flexibility and to prevent data included in the
report from being misconstrued or misleading, the amendment pro-
vides that the Secretary of the Treasury may set forth such explana-
tory material as he determines to be necessary or desirable. Under
this provision, if he believes particular data are likely to lead to im-
proper conclusions he ‘may qualify that data sufficiently to negate
such conclusions, '

A bill identieal to this section (8. 1013) was reported favorably
by the committee on September 14, 1965, and passed the Senate.  How-
evor, the ITouse has not acted on that bill. A substantially identical
bill was also approved by the committee in the 88th Congress. It
too passed the Senate but the House did not act on it prior to the
adjournment of the 88th Congress.

3. ('overage of drug expenses under supplementary medical insurance
benefits (sec. 403 of the bill and secs. 1832, 1833. 1844, 1846, and
1847 of the Social Security Act)

1. BACKGROUND OF AMENDMENT

Part A of medienre is essentially designed to cover the costs of short-
term institutional eare provided in connection with acute illness. Part
B, the supplemental medical insurance plan, while providing benefits
during periods of acute illness, is also a mechanism for coping with
certain of the expenses associnted with chronic illness such as physician
visits and home health services.

Part A of medicare pays the cost of prescribed drugs provided to a
beneficiary while he is receiving covered care in a hospital or extended
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care facility. No coverage, however, is available under either part. A
or part B toward the cost of prescribed drugs purchased by the older
person who ig not hospitalized or in an_extended care institution.

During the debate in the Coi:gress preceding the enactment of medi-
care, ns well as subsequent to passage of Public Law 89-97, recognition
has been given to the fact that the cost of prescribed drugs represents
a significant itam of medical expense’to older Americans. During
1965, persons age 65 and over spent an estimated $600 million at the
retail level for prescribed drugs. They spent several hundred million
dollars more for nonprescribed drugs and drug sundries. Apart from
the medications required as a result of acute 1llness, there are the re-
current and repeated costs of prescribed drugs necessary to the treat-
ment. of chronic illnesses. Some 3 million older people each spend
more than $100 a year for medicine, including 600,000 persons whose
drug expenses exceed $250 annually.

It appeared to your committee that part B of medicare would,
therefore, be an appropriate vehicle for the provision of a benefit
toward the expense of prescribed drugs which are not otherwise cover-
able or encompassed by the provisions of part A.

+Your committee believes that this amendment represents a reasoned
and economical approach toward meeting a genuine need of our older
citizens. The caliber of the Formulary Committee and Advisory
Group should assure responsible listing of covered drugs. The mecha-
nism for determining allowances for each covered drug will aid in
economy of operation as will the fact that coverage will be limited
only to drugs requiring prescription. (Many items are prescribed by
physicians which do not, by law, require prescription. Antacids and
certain vitamins are prime examples. Prescriptions of this nature
will not be covered. The formulary committee has authority, however,
to provide coverage for a drug of a lifesaving nature such as insulin
which may not require a prescription.) -

The physician is enabled to prescribe by brand name if he desires
and an allowance will be payabll)e for such prescription provided that
the drug is included by its generic or established:name in the
formulary.

2. EXPLANATION OF AMENDMENT

The committee amendment adds as a covered item of service under
part BB of medicare (supplemental medical insurance plan) the expense
of drugs requiring a prescription. The additional benefit would be-
come available effective July 1, 1968, or earlier if the part B premium
rate is recalculated prior to that time. A formulary committee would
be established consisting of the Surgeon General, the Commissioner
of the Food and Drug Administration, and the Director of the Na-
tional Institutes of Health. The Formulary Committee would, with
the assistance of an advisory group broadly representative of those
groups concerned with pharmacy, determine which drugs would be
covered under the plan. The formulary committee would promulgate
a schedule of allowances anable for given quantities of covered drugs.
Such allowances would be based upon the lowest wholesale price of
any such dru%, however named, plus an increment covering the rea-
sonable cost of distribution, handling, and compounding.
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For exnmple, the formulary committee might include tetracycline as
1 covered drug. They would determine the wholesale price of n given
(uantity of tetracycline and then add an appropriate factor covering
the cost of handhing, etc. That would constitute the allowance for
tetracycline, The allowance thus determined would be payable on s
generic basis for Achromycin, a brand name for one company’s tetra.
cycline, or for any other brands of this drug.

A drug included in the formulary under its generic or established
name would also be deemed an eligible drug if prescribed under any
of its proprietary or brand names and the scheduled allowance for
the drug named in the formulary would also be the allowance for the
proprietary or brand name version even though the wholesale costs of
such proprietary or brand name itemns may be greater in price.

Allowances are payable to the beneficiary in the same manner as
other part. B benefits or he may direct payment to a third party-—such
as a welfare department by assignment.

The monthly cost. of providing this benefit is estimated at 50 cents
fo the participant and 50 cents to the Federal Government. The par-
ticipant’s share would become part of the regular part B premium,
‘The Federal contribution would, as is the present case with Federal
participation in the costs of the part B program, come from general
revenues. The cost to general revenues would be offset in part by a
reduction in the amount of drug expense deductions on Federal income
tax returns.

V. TECHNICAL EXPLANATION OF THE FOREIGN
INVESTORS TAX ACT

For the technical explanation of this title, other than the amend-
ments made by your committee, see the report of the Committee on
Ways and Means—House Report 1450, For a discussion of the
amendments made by your committee see the general explanation sec-
tion of this report,

VI. CHANGES IN EXISTING LAW

In the opinion of the committee, it is necessary, in order to expedite
the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XX1X of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as
reported).
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