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REPEAL OF FOREIGN INVESTMENT IN REAL
PROPERTY TAX ACT

TUESDAY, JUNE 19, 1984

: U.S. SENATE,
SuBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION,
COoMMITTEE ON FINANCE,

Washington, DC.

The committee met, pursuant to notice, at 10:07 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Malcolm Wallop
(chairman) presiding.

Present: Senators Wallop and Bentsen.

[The committee press release, the bill S. 1915, the description of
the bill by the Joint Committee on Taxation, and the prepared
statement of Senator Wallop follow:]

[Press Release No. 84-140)

FINANCE CoMMITTEE SCHEDULES HEARING ON S, 1015, THE FOREIGN INVESTMENT IN
ReAL ProrERTY TAX Act (FIRPTA) RePEAL BILL

Senator Robert J. Dole (R., Kans,), Chairman of the Senate Committee on Fi-
nance, announced today that the Committee will hold a public hearing on S. 1915, a
bill introduced by Senator Goldwater to repeal the Foreign Investment in Real
Property Tax Act (FIRPTA).

In 1980, the Congress adopted the Foreign Investment in Real Property Tax Act,
requiring that foreign gersons who dispose of U.S. real proper&v interests pay tax on
any gain realized on the disposition. The interests on whose disposition recognition
occurs include real estate and shares in certain corporations\owning primarily real
estate. The intent of the legislation was to treat foreign investors the same as U.S,
persons by removing certain preferential tax treatment previously accorded them.

The Act provides for enforcement of the tax on foreigners through a system of
information reporting designed to identify foreign owners (rather than sellers) of
U.S. real property interests. .

The hearing will be held on Tuesday, June 19, 1984 at 10:00 a.m. in SD-215 of -the
Dirksen Senate Office Building.
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93TH CONGRESS
18T SESSION S. 1 9 1 5

To amend the Internal Revenue Code of 1954 to repeal capital gains tax on
disposition of investments in United States real property by foreign citizens.

IN THE SENATE OF THE UNITED STATES

OcToBER 8, 1983

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

A BILL

To amend the Internal Revenue Code of 1954 to repeal capital
gains tax on disposition of investments in United States real
property by foreign citizens.

1 Be il enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. REPEAL OF CAPITAL GAINS TAX ON DISPOSITION

OF INVESTMENTS IN UNITED STATES REAL
PROPERTY BY FOREIGN CITIZENS. ,

Code of 1954 (relating to disposition of investment in United

2
8
4
5
6 (a) IN GENERAL.—Section 897 of the Internal Revenue
7
8 States real property) is repealed.

9

(b) CONFORMING AMENDMENTS, —
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(1) Paragraph (5) of section 861(a) of such Code
(relating to gross income from sources within the
United States) is amended to read as follows:

‘“(6) SALE OR EXCHANGE OF REAL PROPERTY..—
Qtains, profits, and income from the sale or exchange of
real property located in the United States.”.

2 Subsection (a) of section 862 of such Code (re-
lafing to gross income from sources without the United
States) is amended—

(A) by inserting ‘‘and” after the semicolon at
the end of paragraph (8),

(B) by striking out *‘; and” at the end of
paragraph (7) and inserting in lieu thereof a
period, and '

(C) by striking out paragraph (8).

(8) Subsection (g) of section 871 of such Code (re-
lating to tax on nonresident alien individuals) is amend-
ed by striking out paragraph (8).

(4) Subsection (a) of section 882 of such Code (re-
lating to tax on income of foreign corpbrations connect-
ed with United States business) is amended by striking
out paragraph (3),

(5) Subsections (c) and (d) of section 1125 of the
Foreign Investment in Real Properfy Tax Act of 1980
are repealed.

\
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(c) CLerICAL AMENDMENT.—The table of sections for
subpart C of part II of subchapter N of chapter 1 of such
Code is amended by striking the item relating to section 897.
SEC. 2. REPEAL OF SPECIAL REPORTING REQUIREMEN;PS

WITH RESPECT TO UNITED STATES REAL PROP-
ERTY INTERESTS,

(8) IN GENERAL.—Section 8039C of the Internal Rev-
enue Code of 1954 (relating to returns with respect tp United
States real property interests) is repealed. ‘

(b) CONFORMING AMENDMENT.—Section 6652 of such
Code (relating to failure to file certain information returns,
registration statements, etc.) is amended—

(1) by striking out subsection (g), and
(2) by redesignating subsections (h) and (i) as sub-
sections (g) and (h), respectively.

(c) CLERICAL AMENDMENT.—The table of sections for
subpart A of part III of chapter 81 of such Code is amended
by striking out the item relating to section 6039C.

SEC. 3. EFFECTIVE DATE.

(a) REPEAL OF TAax.—The amendments made by sec-
tion 1 shall apply to dispositions in taxable years beginning
after December 81, 1983.

(b) REPEAL OF REPORTING REQUIREMENTS.—The
amendments made by section 2 shall apply to returns for cal-
endar year's beginning after December 31, 1983.

o
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DESCRIPTION OF 8. 1915

RELATING TO
TAX TREATMENT OF FOREIGN INVESTMENT
IN U.S. REAL PROPERTY

SCHEDULED FOR A HEARING

BEFORE THE

COMMITTEE ON FINANCE
ON JUNE 19, 1984

PREPARED BY THE STAFF
OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The Senate Committee on Finance has scheduled a public hear-
ing on 8. 1915 (introduced by Senator Goldwater) on June 19, 1984,
S. 1915 would repeal the Foreign Investment in Real Property Tax
Act of 1980 (FIRPTA) which generally taxes gains of foreign inves-
tors on the disposition of U.S. real properly interests.

This pamphlet, prepared in connection with the hearing, has
four parts. The first part is a summary. The second part provides
background information on U.S. taxation of foreign investors and
. .describes the provisions of FIRPTA. Part.three describes the: provi-

sli]onts) (ﬁf 8. 1915. Finally, part four discusses certain issues raised by
the bill.



1. SUMMARY

Present Law

Foreign investors who are not engaged in the conduct of a U.S.
trade or business and who, therefore, are not normally taxed on a
net basis may elect to be taxed on the income from U.S, real prop-
erty investment on a net basis (Code secs. 871(d) and 882(d)). Often,
as a result of the election, a foreign investor will pay no tax on the
income because deductible expenses exceed income.

Before the enactment of the Foreign Investment in Real Proper-
tf; Tax Act of 1980 (FIRPTA), capital gains of foreign investors on
the disposition of U.S. real property interests were not subject to
U.S. income tax unless the gains were effectively connected with a
U.S. trade or business or the foreign investor was an individual
present in the United States 183 days or more during the year. For-
eign investors could use a.number of planning techniques to avoid
U.S. tax on U.S. real property gains, even when the net basis tax-
ation election had rglx‘-eviously een made.

In general, FIRPTA subjects to U.S. tax all gains of nonresident
aliens and foreign corporations on the disposition of U.S. real prop-
erty interests. This is accomplished by treating all gains and losses
of foreign investors on the disposition of U.S. real property inter-
ests as if they are effectively connected with a U.S. trade or busi-
ness of the foreign investor. Net gains on such dispositions are gen-
erally taxable to foreign investors at the same graduated capital
gains rates that apply to gains of U.S. persons on the disposition of
real property interests. In the case of individual foreign investors,
tax is imposed at a minimum rate of 20 percent of net propert
fair;s (or 20 percent of alternative minimum taxable income, if
ess).

““U.S. real property interests” include certain interests in U.S.
real property holding corporations (U.S. RPHCs). Gains on the dis-
position of foreign corporate stock, however, are not subject to tax
under FIRPTA. Instead, FIRPTA, with certain exceptions, taxes
foreign corporations on the distribution of appreciated U.S. real
property interests to their shareholders (and on the sale of such in-
terests in connection with their liquidation). However, if a foreign
corporation holds a U.S. real property interest and, under any U.S.
‘treaty obligation, is entitled to nondiscriminatory treatment with
respect to that interest, then the foreign corporation may elect in
accordance with certain rules to be treated as a U.S. corporation
for FIRPTA purposes. . . N

FIRPTA also taxes certain disgositions of interests in partner-
ships, trusts, and estates, certain distributions of real estate invest-
ment trusts (REITs) and certain contributions to capital.

FIRPTA authorizes the Secretary of the Treasury to prescribe
regulations ‘providing the extent to which nonrecognition rules of
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the Code will (or will not) apply to override its provisions. Begin-
ning in 1985, FIRPTA generally will prevail over any conf'icting
U.S, treaty provisions remaining in effect.

FIRPTA contains reporting requirements to identify when tax-
able transactions have occurred, but the deadlines for compliance
with these requirements have been postponed by the Internal Reve-
nue Service, pending the issuance of final regulations. To simplify
the administration of FIRPTA and to insure collection of the tax
imposed, the Senate has voted several times to impose withholding
on dispositions of U.S. real Froperty interests by foreign investors.
As of the date of printing of this pamphlet, the House and Senate
conferees on H.R. 4170 had agreed to a modified withholding pro-

posal.
S. 1915 .

S. 1915 would repeal FIRPTA. Under the bill, gains of foreign in-
vestors on the disposition of U.S. real property interests would not
be subject to U.S. income tax unless, as before FIRPTA, the gain is
effectively connected with a U.S. business or is realized by a non-
resident alien individual who was present in the United States 183
or more days during the year. The repeal of FIRPTA would be ef-
fective for dispositions made in taxable years beginning after 1983
and for returns for calendar years beginning after 1988,



II. BACKGROUND AND PRESENT LAW

- Taxation of Foreign Persons Generally

Under the Code, U.S. persons are taxed on their worldwide
income. Nonresident aliens and foreign corporations engaged in a
U.S. trade or business are generally taxed on the U.S. source
income of that business in the same manner, and at the same
rates, as U.S. persons. However, their foreign source income not
connected with that business is not taken into account in determin-
ing the applicable rates of U.S. tax.

n contrast, the U.S. source income of a nonresident alien or for-
eign corporation which is not effectively connected with a U.S.
business is generally subject to a different tax regime. The Code
provides that a foreign individual or corporation is ordinarily sub-
ject to a 30-percent tax on the gross amount of certain passive
income such as dividends and interest, which is received from U.S.
sources and is not effectively connected with a U.S. business. This
tax, which is collected by means of withholding, generally satisfies
the taxpayer’s U.S. income tax liability on the income. This tax is
often reduced by income tax treatg:.

Prior to the enactment of the Foreign Investment in Real Prop-
erty Tax Act of 1980 (FIRPTA), capital gains not effectively con-
nected with a U.S. business were not subject to any U.S. income
tax, except in the limited situation of nonresident individuals who
were present in the United States 183 days or more during the
year, ‘

Non-FIRPTA Taxation of Foreign Investment in U.S. Real Prope::ty

Whether a foreign investor in U.S. real property is engaged in a
U.S. trade or business and, thus, is taxable on income from his in-
vestment on the same basis as a U.S. person, depends on all the
facts and circumstances. For example, a foreign investor who
enters into a single long-term net lease (under which the lessee is
responsible for operation of the property and pays the expenses)
probably would not be engaged in a U.S. trade or business, whereas
a taxpayer who owns and manages a commercial building would be .
80 engaged.

If a foreign taxpayer is not actually engaged in a U.S. trade or
business, he is permitted under the Code to elect to be treated as if
he were so engaged with respect to all his real gro rty held for
the production of income (Code secs. 871(d) and 882(d)). This elec-
tion is provided because rental income, unlike other types of pas-
sive income, ordinarily has associated with it significant expenses.
Therefore, a tax equal to 30 percent of the gross rentals could
-exceed the entire economic income from the property. If the elec-
tion is made, the foreign taxpayer may reduce his gross income



from the real property by deductible expenses, such as deprecia-
tion, morggage interest, and real property taxes. The taxpayer is
then taxed on the net income at the graduated rates that generally
apply to U.S. taxpayers. Often, as a result of the election, the for-
eign investor wil pa?' no tax on the current income because ex-

nses exceed gross income. (This result would be the same if a

.S. person owned the property.) By making the election, however,
the taxpayer also—in theory—subjects himself to U.S. tax on any
capital gains from the sale or exchange of the Froperty. The elec-
tion, once made, is binding on the taxpayer in all subsequent years
unless consent to revoke it is obtained from the Internal Revenue

ervice. .
FIRPTA effectively eliminated a number of planning techniques
whereb&/ a foreign investor could avoid tax on the capital gain that

" resulted on the sale of a U.S. real property interest, even after
having obtained the advantage of being taxed on current income
from the real property interest on a net basis.

First, a foreign investor who is actually engaged in a U.S. real
estate business and is, therefore, taxed on current income from the
Ero rty on a net basis may sell the property on the installment

asis and receive most or all of the payments in years following the
year of the sale. Prior to FIRPTA, if the investor were not actuall
engaged in a U.S. trade or business in later years when the install-
ment payments were received (and had not made the election to be
treated as if he were), the gain would not have been treated as ef-
fectively connected with a trade or business in the later years and
would therefore have gone untaxed.

Second, prior to FIRPTA, a foreign investor could generally ex-
change his U.S. real property held for productive use or investment
for other property of a like kind, whether within or outside the
United States, without recognition of gain. If the property acquired
in the exchanfe were outside the United States, the gain recog-
nized on the ultimate sale of the property received in the exchange
also would not be siibject to U.S. tax.

Third, a taxpayer could obtain the benefits of current taxation .
““on a net basis and exemption from tax on the gain on ultimate sale
by investing in U.S. real groperty indirectly through a foreign
holding company which either was actually engaged in U.S. busi-
ness or made the election. Such a holding comgany is subject to tax
on the income it receives from the property, but, as noted earlier,
there may often be no taxable income on a current basis. Also, the
corporation may be able to reduce or eliminate its taxable income
by memg deductible interest to its investors. Ordinarily, dividends
and interest E?id by a foreign corporation deriving most of its
income from U.S. sources are subject to U.S. withholding taxes.
However, these taxes are sometimes waived on a reciprocal basis
under tax treaties between the United States and other countries.

Before FIRPTA, the investors in such a foreign holding company
could avoid U.S. tax on the gain from the sale of the property by -
either of two methods. First, if the corporation sold the property
and followed a plan of liquidation meeting certain requirements,
the (é);'soration was not taxable on the gain under a general rule of
the e that exempts liquidating corporations from tax on gains
from the sale of property (sec. 337). Moreover, the shareholders and
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security holders generally were not taxable when they exchanged
their stock and securities in liquidation for the proceeds of the sale
of the real property because, as foreign investors, they generally
- were not subject to U.S. capital gains tax. While the corporation
was engaged in a U.S. business, its business was not imputed to its
investors under the Code. Mere ownership or sale of stock is gener-
ally not a trade or business. Ordinarily, therefore, the gains were
%oé effectively connected with a U.S. business and thus escaped

S, tax. ‘

Alternatively, if the foreign holding company investors instead
sold their stock or securities, they ienerally were not subject to tax
on the gain for the same reasons that they generally did not recog-
nize gain in a liquidation. Assuming that the sales price reflected
the appreciated value of the real property, the purchasers of the
stock, even if U.S, persons, ‘ould then liquidate the corporation
wit hout realizing gain subject to U.S. tax because their basis in the
stock for purposes of determining gain on the liquidation was their
purchase price for the stock.

Fourth, some U.S. tax treaties (such as the existing income tax
treaty with the Netherlands Antilles) provide a more liberal net
basis taxation election for real property income than the Code—
these treaties permit an election to be made on a year-by-year basis
without restriction. A foreign investor entitled to the benefits of
such a treaty and not actually engaged in a U.S. business can use
the treaty election to be taxed on a net basis in years prior to the
year of sale. In the year of sale, the investor is free under these
treaties not to make the treaty election. Prior to FIRPTA, by not
making the election in that year, the investor avoided tax on the
gain on the sale of the property because of his lack of a U.S. busi-
ness.

Fifth, a number of existing U.S. tax treaties contain reciprocal
provisions that prohibit the United States from taxing certain
types of U.S. source tapital gains of foreign investors who are enti-
tled to treaty benefits. While these provisions reciprocally exempt-
ing capital gains generally do not apply with respect to real estate
(that i8, they do not restrict either country from taxing gains on
sales of its real estate derived by residents of the other), they gen-
erally apply with respect to stock in real estate holding corpora-
tions. Prior to FIRPTA, these treaty provisions prevented U.S. tax
tax on disposition of some U.S. real property interests.

FIRPTA

In general .

Congress passed FIRPTA (Code secs. 897, 6039C, and 6652(g)) in
November 1980 as part of the Omnibus Reconciliation Act of 1980.
FIRPTA generally taxes nonresident aliens and foreign corpora-
tions on gains on the disposition of U.S. real property interests.
Tax is imposed regardless of whether the gain is effectively con-
nected with a U.S. trade or business or the seller was present in
the United States. FIRPTA contains reporting requirements to
identify when taxable transactions have occurred.
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Congress made a number of technical amendments fo FIRPTA in
the Economic Recovery Tax Act of 1981. The discussion below in-

" corporates these (and subsequent) technical amendments.

Amount of tax

Gains and losses of foreign investors on the disposition of U.S.
real property interests generally are treated under FIRPTA as if
they are effective'lly connected with a U.S. trade or business of the
foreign investor. Thus, net gains are generally taxable to foreign
investors at the same U.S. graduated capital gains rates that apply
to gains of U.S. persons. However, in the case of individual foreign
investors, tax is imposed at a minimum rate of 20 percent of net
property gains (or 20 percent of alternative minimum taxable
income, if less),

Effectively connected losses reduce the gain subject to tax. Losses
attributable to the U.S. real property from years prior to the year
of sale are generally allowed as deductions against the foreign in-
vestor’s effectively connected U.S. gross income (including gains
from real property sales) when the foreign investor makes the Code
election to be taxable on a net basis on its U.S. real property
income,

Definition of U.S. real property interest

FIRPTA taxes gains on the dispositicn of interests in real proper-
ty (including interests in mines, wells, or other natural deposits) lo-
cated in the United States or the Virgin Islands. The term “inter-
est in real property” includes fee ownership and co-ownership of
land or improvements, easements, and options, to acquire lease-
holds of land or improvements thereon. Moreover, the term in-
cludes partial interests such as life estates, remainders, reversions,
and rights of refusal in real property. Proposed Treasury regula-
tions provide that the term includes any direct or indirect right to
share in the appreciation in the value of, or in the gross or net pro-
ceeds or profits generated by, U.S. real property (Prop. Treas. Reg.
sec. 1.897(c)). .

Movable walls, furnishings, and other similar personal Froperty
associated with the use of real property are considered real proper-
ty for purposes of FIRPTA.

U.S. real property interests also include certain holdings in U.S.
real property holding corporations, discussed below.

U.S. real property holding.corporations (U.S. RPHCs)

A. U.S. RPHC is any corporation the fair market value of whose
U.S. real property interests is at least 50 percent of the sum of the
values of its (1) U.S. real property interests, (2) interests in foreign
real property, and (3) other assets used or held for use in the trade
or business during the taxable year. Any interest in a corporation
(whether foreign or domestic), other than an interest solely as a
creditor, is treated as a U.S. real property interest unless the tax-
payer establishes that the corporation was at no time a U.S. RPHC
during the period after June 18, 1980 (the general effective date of
FIRPTA) during which the taxpayer held the interest, or the five
years preceding the disposition of the interest, whichever is shorter
(“five-year base period”).
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In determining whether a corporation is a U.S. RPHC, a corpora-
tion that is a partner in a partnership takes into account its pro-
portionate share of all assets of the partnership. Thus, for example,
the corporate partner counts its groportionate share of the foreign
real estate of the partnership. The same rules apply. to trusts and
estates in which a corporation has an interest and to a chain of
successive partnerships, trusts or estates in which a corporation
has an interest. Look-through rules also apply to a controlling in-
terest held by a corporation in another corporation, with respect to
assets held downward through the chain of ownership. For these
purposes, a controlling interest is 50 percent or more of the fair
market value of all classes of stock of the second corporation.

In general, gains from the disposition of an interest in a U.S.
RPHC are subject to tax. However, no tax is imposed on the sale of
publicly traded corporate stock by an investor who, throughout the
five-year base i))glgiod, owned five percent or less of the class of
stock sold. FIRPTA also does not tax gains on the disposition of
stock in a foreign corporation.

Foreign corporations

As indicated above, FIRPTA generally taxes foreign corporations
on gains on the disposition of U.S. real property interests, but does
not tax shareholders of foreign corporations on gains on the dispo-
sition of their stock.

Under a special rule, FIRPTA generally taxes foreign corpora-
tions on the distribution (whether or not in liquidation) to their
shareholders of appreciated U.S. real property interests and on the
sale of such interests in connection with their liquidation. Tax gen-
erally is imposed in these cases notwithstanding any nonrecogni-
tion provision of the Code.

Gain is not recognized by a foreign corporation on a distribution
of appreciated U.S. real property, however, if the distributee takes
a carryover basis in the property and, at the time of receipt of the
property, the distributee would be subject to tax on a subsequent
disposition of the property. Gain is also not reco%nized by a foreign
corporation on a distribution of appreciated U.S. real property if
nonrecognition is provided under regulations (authorized by
FIRPTA) regarding the application of Code nonrecognition rules to
transactions otherwise subject to FIRPTA (discussed below).

If a foreign corporation holds a U.S. real property interest and,
under any treaty obligation of the United States, is entitled to non-
discriminatory treatment with respect to that interest, then the
foreign corporation may elect to be treated as a U.S. corporation
for purposes of FIRPTA. The election may be revoked only with
the consent of the Secretary. The election.may be made only if all
shareholders of the corporation at the time of the election consent
to the election and specifically agree that any gain from the dispo-
sition of the interest after June 18, 1980, which would be taken
into account under the legislation, will be taxable even if such tax-
ation would not be allowed under a treaty to which the United
States is a party. If a class of stock in a foreign corporation is
traded on an established securities market, then the consent need
only be made by a person who held more than five percent of that
class of stock. The Internal Revenue Service has proposed addition-
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« al rules governing the making of the election (See Prop. Treas. Reg.
secs. 1.897-3 and 1.897-4). .

The election to be treated as a domestic corporation is the exclu-
sive remedy for any person claiming discriminatory treatment be-
cause of FIRPTA.

As amended by the Economic Recovery Tax Act of 1981, FIRPTA
-provides U.S. shareholders of a foreign corporation holding U.S.

——real property interests that adopts a plan of complete liquidation

with a credit against any tax imposed on them on the surrender of

. their stock. The credit is available to U.S. shareholders who ac-

-quired their stock before the general effective date of FIRPTA and
have held it continuously since. The credit equals the U.S. share-
holder’s proportionate share of the tax.imposed on the liquidating
foreign corporation on the distribution or liquidation-related sale of
its U.S. real property interests. This credit effectively prevents the
imposition of FIRPTA tax at both the‘corporate and shareholder
levels in connection with the complete liquidation of a foreign cor-
poration holding appreciated U.S. real property interests. The
credit insures that a complete liquidation of a foreign corporation,

. like a complete liquidation of U.S. corporation, will be taxed at one
level only under FIRPTA.

Partnerships, trusts, and estates

Gain of a foreign-investor gn the disposition of an interest in a
partnership, trust, or estate is subject to tax under FIRPTA to the
extent that the gain represents the investor’s pro rata share of ap-

- preciation in the value of U.S. real property interests of the entity.

REITs

" Distributions to foreign shareholders by a real estate investment
trust .(REIT) are treated as gains on the sale of U.S. real property
to the extent of the shareholder’s pro rata share of the net capital
gain of the REIT on the disposition of U.S. real property interests.
In the.case.of REITs controlled by U.S. persons, sales of the REIT
shares by foreign shareholders are not subject to tax (other than in
the case of distributions by the REIT).

Contributions to capital

Except to .the extent otherwise provided in regulations, gain is

- recognized by a foreign investor under FIRPTA on the transfer of a

U.S. real property interest to a foreign corporation if the transfer

is made as paid in surplus or as a contribution to capital. The gain

equals the fair market value of the property transferred over the

adjus:‘ed basis of the property and any other gain recognized by the
transferor.

Nonrecognition rules

FIRPTA authorizes the Secretary to prescribe regulations provid-
ing the extent to which nonrecognition rules of the Code will (or
will not) appl%; to override its provisions. Regulations have not yet
been issued. Pending the issuance of regulations, nonrecognition
provisions generally apply, but only in the case of an exchange of a
U.S. real property interest for an interest the sale of which would

37-520 O—84~-—2
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be taxable under the Code (as modified by any treaty pursuant to
Code secs. 894 and 7852(d)).

FIRPTA also authorizes the Secretary to prescribe regulations
providing the extent to which transfers of property in reorganiza-
tions and changes in interests in (or distributions from) a partner-
ship, trust, or estate are to be treated as sales at fair market value.
Regulationg have not yet been issued.

Reporting requirements and penalties for noncompliance

FIRPTA provides for enforcement of the tax on foreign investors
through a system of information reporting designed to identify for-
eign owners of U.S. real property interests.

Reporting by U.S. RPHCs

U.S. corporations that are or, at any time during the precedinsg
four years, were U.S. real property holding corporations (U.S.
RPHCs) and that have one or more foreign shareholders at any
time during the calendar year are required to file annual returns
setting forth the name and address (if known by the corporation) of
each foreign shareholder. The annual returns must also set forth
any information with respect to transfers of stock in the corpora-
tion by foreign shareholders, as well as any other information, that
the Secretary may prescribe. Any nominee holding stock in a U.S.
corporation on behalf of a foreign person who does not furnish the
above information is required to file such a return instead. No re-
porting with respect to publicly traded stock is required.

Proposed Treasury regulations provide that a domestic corpora-
tion whose stock is not publicly traded, any interest in which is
known by the corporation to be held by a foreign person, must de-
termine each December 31 (and on the acquisition or disposition of
certain groperty) whether it is a U.S. RPHC (Prop. Treas. Reg. sec.
1.897-2(h)). When such a domestic corporation determines that it is
not a U.S. RPHC, it must attach a statement to that effect to its
income tax return for the year. The proposed regulations further
provide that such a domestic corporation must, within 30 days
after receipt of an inquiry from a foreign person holding an inter-
est in ic, inform that person whether his interest constitutes a U.S.
real property interest and whether the corporation has submitted a
St%t%m%rg I-%?L‘ the Internal Revenue Service indicating that it is not
aUs. .

Reporting by foreign corporations and partneérships, trusts,
and estates

Foreign corporations and partnerships, trusts, and estates
(whether foreign or domestic) are required to file annual returns
setting forth the name and address of each foreign person (and
each U.S. person as well in the case of foreign corporations re-
quired to make a return) who has a substantial indirect investment
in U.S. real 1;:roperty through the entity. The annual returns must
also set forth such information with respect to the assets of the
entity and such other information as the Secretary may prescribe.
For this purpose, a person has a substantial indirect investment in
U.S. real property through an entity if the person’s pro rata share
of the U.S. real property interests held by the entity exceeded
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"$50,000 at any time during the calendar year. In determining a
person’s pro rata share of the U.S. real property interests held by
an entity, the entity must look through to the assets of any corpo-
ration in which the entity has an interest. U.S. real property inter-
ests held by a partnership, trust, or estate are treated as owned

roportionately by the partners or beneficiaries. U.S. real property
interests held by the spouse or a minor child of an individual are
‘treated as owned by the individual.

Any entity required to-make a return is also required to furnish
each foreign person (and each U.S. person as well in the case of a
foreign corporation required to make a return) holding a substan-
tial indirect investment in U.S. real é)roperty through the entity a
statement showing the name and address of the entity, the sub-
stantial indirect investor’s pro rata share of the U.S. real property
held by the entity, and such other information as the Secretary
shall prescribe.

These reporting requirements do not apply to an entity for any
calendar year in which the entity furnishes the Internal Revenue
Service such security as the Service determines to be necessary to
ensure that any U.S. tax with respect to U.S. real property inter-
ests held by the entity will be paid.

Reporting by certain other foreign investors

A separate reporting requirement applies to foreign investors
owning U.S. real property who are not foreign corporations or part-
nerships, trusts, or estates required to reﬁort under the provision
described immediately above. Where such a foreign investor did
not engage in a trade or business in the United States at any time
during the calendar year and held U.S. real property interests
worth $50,000 or more at any time during the year, the foreign in-
vestor is required to file a return setting forth his name and ad-
dress, a description of all U.S. real property interests held at any
time during the calendar year, and such other.information as the
Secretary may prescribe.

In determining whether a foreign investor held U.S. real proper-
ty interests worth $50,000 or more, a foreign partner or beneficiary
of a trust or estate is treated as owning a proportionate share of
the U.S. real property interests held by the entity. Also, U.S. real
property interests held by the spouse or a minor child of a foreign
investor are treated as'owned by the foreign investor.

U.S. interest versus Virgin Islands interest

- An investor -taxed under FIRPTA is required to pay the tax and
file the necessary returns with the United States in the case of in-
terests in real property located in the United States, and with the
Virgin Islands in the case of interests in real property located in
the Virgin Islands. Sale of an interest, other than solely as a credi-
tor, in a U.S. RPHC of the United States is subject to tax in the
United States while sale of an interest in a U.S. RPHC of the
Virgin Islands is subject to tax in the Virgin Islands.

Penalties for noncompliance

For each failure to file a return containing the information re-
quired by the above information reporting requirements or to fur-



16

nish a required statement to a substantial indirect investor of its
pro rata share of the U.S. real property interests held by an entity,
a penalty is imposed of $25 for each day during which the failure
continues, unless it is shown that the failure is due to reasonable
cause and not to willful neglect. In the case of U.S. RPHCs, and of
partnerships, trusts, estates, and foreign corporations through
which there is substantial indirect investment in U.S. real proper-
ty, the maximum penalty is $26,000 per calendar year. In the case
of other investors subject to the reporting requirements, the maxi-
mum penalty for a calendar year is the lesser of $25,000 and five
percent of the aggregate fair market value of the U.S. real proper-
ty interests held by the investor at any time during the year.

Postponement of reporting requifements

Temporary and proposed regulations pertaining to the substan-
tive and reporting provisions of FIRPTA were published in Septem-
ber 1982 (47 F.R. 41532 and 47 F.R. 41581). In April 1983, the Inter-
'nal Revenue Service postponed the reporting requirements for
1980, 1981, and 1982 until after the issuance of_final regulations.
This postponement applied to all reporting-related deadlines in-
cluding the deadline for applying for a security agreement in lieu
of reporting. The Service decided to delay the reporting require-
ments rather than require immediate compliance with regulatory
provisions that might be changed in response to public comment.
In February 1984, the Service postponed the reporting require-
ments for 1983. The postponement of the reporting-related dead-
lines does not affect the obligation to file an income tax return if
one is required or to pay any liability arising under FIRPTA.

In November 1983, the Service issued new proposed regulations
pertaining to the substantive provisions of FIRPTA that supersede
the proposed substantive regulations issued in September 1982 (48
F.R. 50751). The Service has not iyet issued final regulations pertain-
ing to the reporting provisions of FIRPTA.

Effective date

FIRPTA generally applies to dispositions after June 18, 1980.
However, until January 1, 1985, gain generally is not taxed under
FIRPTA to the extent required by treaty obligations of the United
States. On and after January 1, 1985, FIRPTA generally will pre-
vail over any conflicting treaty provisions remaining in effect
except in certain situations where a treaty is renegotiated to re-
solve conflicts between the treaty and FIRPTA, and a new treaty is
signed in 1981, 1982, 1983, or 1984, In that event, the delay in the
effective date can be extended in the new treaty or in an accompa-
nying exchange of notes beyond January 1, 1985, specifically for a
period of up to two years after the signing of the new treaty. This
two-year period is intended to permit the Senate adequate time to
consider the new treaty.

The delayed effective date provision is intended to benefit only
foreign investors who were residents on the date FIRPTA became
effective of a country whose existing income tax treaty with the
United States conflicts with FIRPTA. No benefit is intended for
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foreign investors who, after that date, rearrange their investment
so as to come under such a treaty.

No step-up in basis is allowed with respect to a disposition of a
U.S. real property interest to a related party (within the meaning
of Code section 453(f)(1)) after December 31, 1979 in a transaction
not otherwise taxed under FIRPTA either because it occurred on or
before June 18, 1980 or was exempt from tax under a U.S. treaty
obligation.

Congressional Efforts to Ir{zplement Withholding

FIRPTA presents compliance problems. Since the tax is not due
until a tax return is filed after the end of the year, a foreign
person can sell his U.S. real estate, take the proceeds out of the
United States, and since he is beyond the jurisdiction of the United
States, not pay U.S. tax on the sale. Moreover, through nominees
and foreign corporations established in tax havens, he may be able
to reinvest these untaxed proceeds back in the United States.

In addition, the FIRPTA information reporting system, as inter-
preted in temporary and proposed Treasury regulations (47 F.R.
41532 and 47 F.R. 41581), is cumbersome. As indicated above, the
information reporting requirements of FIRPTA have been post-
poned by the Internal Revenue Service for 1980 through 1983,
pending the issuance of .final regulations with respect -to those re-
porting requirements. The Internal Revenue Service has had diffi-
culty developing these regulations; it has not yet issued final regu-
lations, so no information reporting is now required.

To simplify the administration of FIRPTA, and to insure collec-
tion of the tax imposed, the Senate version of the FIRPTA legisla-
tior included a provision requiring withholding by purchasersof
U.S. real estate, where a U.S. real property interest is acquired
from a foreign investor. The conference on the 1980 legislation
dropped this withholding provision. The Senate voted again in
1981, 1982, 1983, and 1984 to impose withholding on sales of U,S.
real property interests by foreign investors. In 1981 and 1982, the
conference committee did not agree to withholding. No conference
was held on the 1983 legislation because the tax bill reported by
the House Ways and Means Committee did not reach a vote in the
House. As of the date of printing of this pamphlet, the conferees on
the 1984 legislation (H.R. 4170) had agreed to a modified withhold-
ing proposal.
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III. EXPLANATION OF THE BILL

Repeal of FIRPTA

S. 1915 would repeal the provisions of the Code (secs. 897, 6039C,
and 6652(g)) added by FIRPTA that subject nonresident aliens and
foreign corporations to tax on gains from dispositions of U.S. real
property interests, and impose information reporting requirements
in connection with such dispositions. Under the bill, such gains
would no longer be subject to U.S. income tax unless, as before
FIRPTA, they are effectively connected with a U.S. business or are
realized by a nonresident alien individual who was present in the
United States 183 or more days during the year.

Effective Date

. The amendments made by the bill would apply to dispositions
made in taxable years beginning after December 31, 1983 and to
returns for calendar years beginning after December 31, 1983.

\
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1y, ISSUES
Equity

One of the f)rincipal reasons cited by Congress in 1980 for the en-
actment of FIRPTA was that it was important to establish equity
of tax treatment of U.S. real property between U.S. and foreign in-
vestors.! U.S. investors generally are taxable at graduated capital
gain rates on all sales of US. real property interests. Prior to
FIRPTA, foreign investors were taxabﬁa on sales of such interests
only when their gains were effectively connected with a U.S. busi-
ness or the investor was an individual who was present in the
United States 183 days or more during the year. Most other types
of passive income (e.g, rents, interest, and royalties) from U.S.
sources paid to foreign investors generally are not exempt from
U.S. tax. Prior.to FIRPTA, foreign investors could obtain both the
advantage of being taxed on current income from a U.S. real prog-
erty interest on a net basis and the advantage of paying no U.S.
tax on the eventual disposition of the property interest.

Proponents of FIRPTA contended that the ability of foreign in-
vestors to avoid capital gains tax on U.S. real estate dispositions
put U.S. investors at a competitive disadvantage.? The differential
treatment of U.S. and foreign owners of U.S. real estate arguably
violated the principle of ‘horizontal” equity, i.e., that similarly sit-
uated taxpayers be subject to similar tax rules.

FIRPTA was also viewed as promoting international parity in
the taxation of real property investments by foreigners. The tax
codes of other countries generally subject U.S. investors to tax on
capital gains realized on real property investments in those coun-
tries: A Treasury Department study of the tax treatment of foreign
real estate investment in the United States found in 1979 tbat,
“. . . nearly all other industrial countries, and virtually all of .
developing countries for which the information is readily available,
tax nonresidents on capital gain from the disposition of real prop-
erty located in the country as well as on gains derived from busi-
ness activity there.” 3

. Advocates of FIRPTA repeal, however, argue that U.S. tax laws
frequently violate the principle of treating similarly situated U.S.
and foreign investors in a similar manner, and that it is unclear
whether FIRPTA produces a more equitable result. The 1979 Treas-
ury study cited included an analysis of a hypothetical investment
in U.S. farmland which showed that if certain foreign investors

! See H. Rep. No. 1167, 96th Coné.. 2d Sess, 511 (1980).

2 A General Accounting Office (GAQ) study concluded in 1979 that, . . . [E]limination of the
tax advantage foreign investors have would remove a factor that may be preventing potential
U.S. purchasers from competing effectively with potential foreign purchasers.” See GAO, For-
eign Investment in U.S. Agricultural Land—How it Shapes Up, (July 30, 1979), p. iii.

3 Treasury Department, Taxation of Foreign Investment in US. Igeal Estate, (May 1979), p. 60.

o
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were subject to a FIRPTA-type tax on capital gains, they would
bear a heavier tax burden than similarly situated U.S. investors.
The Treasury study found that the U.S. tax system tends to dis-
criminate against foreign investments in assets which, as a result
of debt financing or tax preferences, generate tax losses: If a for-

" eign investor has no other effectively connected U.S. income, these
tax losses would, to the extent that they are carried forward, result
in no current reduction in tax liability. The Treasury study con-
cluded that,

Some differences (e.g., treatment of capital gains, taxation
limited to effectively connected and specified other U.S.
income) favor foreign taxpayers, others (e.g., treatment of
losses, number of exemptions) favor domestic taxpayers.
Whether foreign taxpayers are better or worse off than do-
mestic taxpayers when all the differences are considered
together depends on the circumstances of a particular in-
vestment and investor. (p. 51).

Some advocates of FIRPTA repeal have also questioned the legis-
lation’s equity effect on the ground that capital gains in assets
other than real property, such as bonds and listed securities, are
not generally subject to U.S. tax. They allege that FIRPTA was not
intended to improve the equity of the U.S. tax system but instead
to deter foreign investment in U.S. real estate.

Enforceability

Another issue is the extent to which FIRPTA can be adequately
enforced. Under its information reporting requirements, tax and
returns are not due until after the end of the year. While most
practitioners believe that the vast majority of foreign investors will
pay their U.S. tax, some foreign investors might sell their U.S. real
property, take the proceeds out of the United States before the end
of the year, and not pay the tax due. Also, the information report-
ing requirements have not yet gone into effect; the Internal Reve-
nue Service has postponed their application pending the issuance
of final regulations. The Service has had difficulty in developing
the regulations. A withholding system might simplify the adminis-
tration of FIRPTA and insure collection of the tax more effectively
than information reporting alone. In 1980, 1981, and 1982, with-
holding proposals were approved by the Senate but rejected bfy the
House-Senate Conferences. As of the date of the printing of this
pamphlet, however, the House and Senate conferees on H.R. 4170
had agreed to a modified withholding proposal.

Foreign Demand for U.S. Real Property

FIRPTA imposes tax on capital gains realized by foreign inves-
tors on U.S. real property investments in situations where, prior to
FIRPTA, tax might have been avoided. Consequently, FIRPTA
lowers the prospective after tax rate of return on foreign invest-
ments in U.S. real property which is likely to reduce foreign
demand. Thus, FIRPTA tends to reduce the aggregate (i.e., domes-
tic plus foreign) demand for U.S. real property and, therefore,

.
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lower its price. This hurt U.S. real estate owners whose asset
values may be diminished. )

While the enactment of FIRPTA may have reduced the demand
for U.S. real fproperty, the following factors suggest that the overall
magnitude of such an effect is negligible. First, although the data
are incomplete, foreign investment appears to constitute only a
small portion of total investment in U.S. real property. The Depart-
ment of Agriculture estimates that foreigners own 1.1 percent of
the privately owned agricultural land in the United States.t A
General Accounting Office (GAO) study found that, from January
1977 through June 1978, only 4 percent of the agricultural land
sold in 10 States was purchased by foreign investors. Data from the
department of Commerce covering new plant and equipment in-
vestment, but excluding land, show that foreign investment
amounted to 7.2 percent of total U.S. nonfarm expenditures for
new plant and equipment in 1981.5 Although there is no definitive
data, it would appear that foreign investment amounts to less than:
10 percent of U.S. real property investment. Thus, if the enactment
of FIRPTA caused foreign real property investment demand to de-
cline by, for example, 20 percent, the effect on aggregate real prop-
ergy investment demand would be below 2 percent.

econd, the GAO’s informal survey of foreign buyers’ purchase
motives suggested that confidence in the U.S. political and econom-
ic system, a desire to hedge against inflation and devaluation in
foreign currencies, and the low price and high availability of land
were at least as important as tax considerations in the decision to
invest in the United States.

Trade Balance

Currently, the United States follows a policy of flexible exchange
rates under which the market is allowed to set the value of the
dollar relative to other currencies based on supply and demand,
rather than having the government attem?t to peg the value of the
dollar at a particular level. In a regime of flexible exchange rates,
net capital inflows strengthen the dollar. A stronger dollar reduces
the dollar price of imports into the United States and makes our
exi)orts .more expensive to foreign purchasers. Thus, a stronger
dollar tends to reduce exports and increases imports. Consequently,
if repeal of FIRPTA increases net foreign investment in the United
States, there is likely to be additional dollar appreciation, and a de-
cline in net exports. Thus, the beénefits of increased foreign real
property investment in the United States attributable to FIRPTA
repeal might be offset by reduced income and employment in the
- exporting and import-competing sectors of the economy. However,
as discussedin the previous section, it is unlikely that the foreign
demand for U.S. real property investment is very sensitive to tax
considerations. Furthermore, real estate investment constitutes
only a small portion of total foreign investment in the United
States. Commerce Deé)artment data show that direct foreign invest-
ment in the United States (that is, ‘plant, equipment, land, and in-

4 U.S. Department of Agriculture, Foreign Ownership of U.S. Agricultural Land Through De-
cember 31, 1983, (April 198%) en P of US. Agric “e
5 U.S. Department of Commerce, Survey of Current Business, (November 1983).



22

ventories only) amounted to less than 12 percent of total foreign in-
vestment in the United States in 1982-83. Thus, repeal of FIRPTA
would likely have only a negligible effect on net foreign investment
in the United States and the U.S. balance of payments.

Revenue Impact

Although repeal of FIRPTA is likely to cause only a negligible
increase in foreign investment in U.S. real estate, the loss in reve-
nue to the U.S. Treasury would be significant, especially in view of
the large current and projected Federal budget deficit. In 1979, the
Treasury Department estimated that the revenue increase associat-
ed with a FIRPTA-type tax would be approximately $226 million
for 1979. The annual loss in revenue were FIRPTA repealed today
would probably exceed this amount because of inflation and great-
er foreign investment in U.S. real property.

Based on the analysis of foreign demand for investment in U.S.
real property that appears above, it is unlikely that the reduction
in tax resulting from FIRPTA repeal would significantly increase
the level of foreign investment.

O

STATEMENT OF SENATOR MALcoLM WALLOP

The purlsaose of this hearing today is to receive testimony on S. 1915, a bill intro-
duced by Senator Goldwater which would repeal the Foreign Investment in Real
Property Tax Act of 1980. In 1979, 1 introducedp the legislation which, as it wound its
way through the legislative process, became the Foreign Investment in Real Proper-
ty Tax Act or FIRPTA. Since the bill’s enactment in 1980 the effort to develop effec-
tive regulations has proven to be a very complicated and frustrating process. And
indeed, there is some question whether the final version of the law was so broad in
its coverage that we are on the verge of driving a substantial amount of foreign in-
vestment capital from our shores, at a time when the need for that capital is appar-
ent to everyone.

In introducing S. 208 back in 1979, I highlighted the very distinct tax advantage a
foreign investor had over an American taxpayer when it came to purchasing and
profiting from the purchase of American farmlands. As important was the possible’
impact that tax advantage would have on the prices of that farmland. Clearly, if
one investor has a tax advantage over another with respect to any particular in-
vestment, the tax advantaged investor can obviously afford to pay more for the in-
vestment, in this case farmland. My intent in introducing the FIRPTA legislation
was to equalize the tax treatment afforded investments in farmland and remove the
opportunity the unequal tax treatment may have created for foreign investors to
speculate in U.S. agricultural lands. My intent extended no further than that, but
the impact and coverage of FIRPTA may well have.

The A)urpose of Senator Goldwater's legislation is to repeal the entirety of
FIRPTA. I can not tell the Senator that I am ready to cosponsor his legislation, but
I think he has raised some very real issues which I think deserve this Committee's
full attention. Clearly, I would feel reluctant at this ﬁoint to advocate repeal of
FIRPTA as it effects farmlands, but with respect to other investments covered by
FIRPTA the case for repeal may be more apparent. I look forward to comments of
the witnesses scheduled to appear before the Committee this morning.

Senator WaLLop. Good morning. The purpose of our hearing
today is to receive testimony on S. 1915, a bill introduced by my
friend, Senator Goldwater, which would repeal a Foreign Invest-
i?n‘ﬁ{%T Kl Real Property Tax Act of 1980, otherwise known as
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. In 1979, I introduced the legislation which, as it wound its way
through the legislative process, became FIRPTA. Since the bill’s
enactment in 1980, the effort to develop effective regulation has
proven to be very complicated, and a frustrating process. And,
indeed, there is some question whether the final version of the law
was so broad in its coverage that we are on the verge of driving a
substantial amount of foreign investment capital from our shores
at a time when the need “for that capital is apparent to nearly ev-
eryone.

In introducing S. 208 back in 1979, I highlighted the very distinct
tax advantage a foreign investor had over an American taxpayer
when it came to purchasing and profiting from the purchase of
American farmlands. As important was the possible impact the tax
advantage would have on the prices of that farmland. Clearly if
one investor has a tax advantage over another with respect to any
particular investment, the tax advantage investor can obviously
afford to pay more for the investment than in the case we were in-
terested in that was farmland. My intent in introducing the
FIRPTA legislation was to equalize the tax treatment afforded in-
vestments in farmland or agriculture land, and remove the oppor-
tunity the unequal tax treatment may have created for foreign in-
vestors to speculate in U.S. agricultural land.

My intent extended no further than that. But the impact and
coverage of FIRPTA has. I might say—and it’s rare that anyone
will see a Senator second-guess his previous positions on things—
that my feeling is that many in American agriculture today Wwould
welcome some competition for that farmland inasmuch as the price
of the farmland has declined by 25 to 30 percent over the past year.
And that is what has sustained many of us in agriculture in our
pursuit of the dream that it would one day turn profitable.

The purpose of Senator Goldwater’s legislation is to repeal the
entirety of FIRPTA. And I cannot tell my colleagues that I am
ready yet to cosponsor this legislation, but I think he has raised
some very real and very credible issues which deserve this commit-
tee’s full attention.

Clearly, I would feel reluctant at this point to advocate the
entire repeal of FIRPTA, although it is a thought that is occurring
to me. I think it's a situation where you have to look at the entire-
ty of a circumstance as it exists today over the entirety of the cir-
cumstance as it existed when I introduced it.

I look forward to the comments of the witnesses scheduled to
appear before the committee this morning. The issues raised are
genuine, and the issues raised need the attention of the Nation.
And I welcome most warmly my colleague Senator Goldwater.

STATEMENT OF HON. BARRY GOLDWATER, U.S. SENATOR FROM
THE STATE OF ARIZONA, ACCOMPANIED BY J. TERRY EMER-
SON, COUNSEL

Senator GOLDWATER. Thank you very much, Mr. Chairman. And
1 must apologize for having to leave early because we are continu-
ing with that little thing that you and I spent until 2 this morning.
And you are probably as tired as I am.
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Senator WaLLopr. You are going to let me go to sleep in front of
all these people while you just prance out of here looking fresh this
morning.

Senator GoLDWATER. I think I can make it. [Laughter.]

Thank you very much, Mr. Chairman, for your hearing on S.
1915, the bill I have introduced to repeal FIRPTA, the Foreign In-
vestment in Real Property Tax Act of 1980.

Mr. Chairman, I joined you in introducing the bill which was
aimed originally at preventing foreign takeovers of farm produc-
tion land. However, the concept of the bill was completely changed
at the urging of the Treasury Department so that FIRPTA is no
_longer limited just to crops and pasture land or to orchards and
vineyards, as we intended.

The new statute applies not only to direct investment in real
property of all kinds, but to stock interests in any U.S. manufactur-
ing and production firm in which a foreign investor holds more
than 5 percent of that company’s stock. Thus, the law strongly dis-
courages investment that may increase the competitiveness of U.S.
industries and create more U.S. jobs. It is a major disincentive to
foreign investment in small oil and gas exploration companies and
is depriving them of financial support needed to search for energy
reserves.

Now, Mr. Chairman, two basic arguments have been raised in de-
fense of FIRPTA. One is that foreigners would gain control of
American farm production. The other is that foreign people should
be taxed the same as American citizens are.

Both arguments, in my mind, are fallacious. First of all, foreign
ownership of American farm and ranch land is and has been ex-
tremely small. At the end of 1983, it totaled less than one-half of 1
percent of all privately held agricultural land in the United States,
fewer than 5 million acres. And putting a tax impediment on the
flow of capital into agriculture at a time when the market for
farmland is soft and real interest rates are high hurts farmers in-
stead of helping them.

If any law is needed to limit foreign ownership of agricultural
land, the States have shown themselves capable of looking out for
themselves. In fact, 830 States already have adopted some type of
law restricting alien ownership of real property, including farm-
land. Some of these States impose acreage limitations on foreign in-
vestment to ensure that no single nonresident alien investor could
become dominant in any particular area. Other States put a limit
on the number of years a foreign investor can hold land.

Another point I would like to make is that foreign investors will
not be given privileged tax treatment if FIRPTA is repealed. The
present law discriminates against foreign investors who cannot
benefit from depreciation writeoffs and other tax benefits available
to U.S. citizens.

Finally, I believe FIRPTA is blocking hundreds of millions of dol-
lars of investment money that is needed in this country. New for-
eign direct investment was $16 billion lower last year than it was
in 1981. Much of this money has moved into other countries and I
believe that FIRPTA can be blamed for a large part of this declin-
ing investment.
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Mr. Chairman, I will now introduce the three very distinguished
witnesses who have joined me today. These gentlemen are appear-
ing in their own rights as expert witnesses and are not represent-
ing any clients.

The first to speak will be W. Donald Knight, Jr., who is a part-
ner in the law firm of King & Spalding in Atlanta, GA. Mr. Knight
is head of that firm’s international department and is author of a
book, ‘“Structuring Foreign Investment in United States Real
Estate,” which was published last year. He is a member of the Edi-
torial Advisory Board of Tax Management International Journal.

Next you will hear from Mr. Timothy D. Richards, who is a part-
ner in the law firm of Corrigan, Zelman & Bander in Miami, FL.
Mr. Richards’ law firm does about 98 percent of its business in for-
eign investment law and he, too, has written a book on the subject.
It is entitled “The Guide to Foreign Investment in United States
Real Estate,” and was published this year. And Mr. Richards has
been an_assistant editor of the International Tax Journal.

The third expert witness is Dr. Jimmye Hillman, who is chair-
man of the Department of Agricultural Economics at the Universi-
ty of Arizona in Tucson. Dr. Hillman has been with the university
for 34 years and has served as head of the department for 22 years.
He is well known nationally and has been asked by presidents of
both parties to assist in solving farm problems. :

Mr. Chairman, I will turn the microphone over to these gentle-
men, starting with Mr. Knight, but first, I have a question here, if
i:ou don’t mind. I wonder what you would think if FIRPTA would

e repealed for everything but cropland, pasture, orchards, and
vineyards. Maybe we can compromise, if a compromise was in the
offering.

Selngtor WaLLor. Barry, that’s too loud for people who were up
until 2.

I'm willing to entertain anything. I have an entirely open mind.
It occurs to me that it’s not an unusual situation in politics to find
a motion-driving solution that sometimes don’t, in fact, provide the
solution that we often hoped that it would. It may be—and I would
hope before we hear from others—might be willing to weigh in on
the side of its entire repeal. I don’t know. But I think it’s worth
keeping that option open as we proceed.

But, clearly, I feel a little bit as though I sat here as a son who
was kidnaped and returned as a gorilla. [Laughter.]

And I really didn’t want it back that badly. So I really—it may
be that that’s the solution. It may be that its entire repeal is the
solution. It may be a combination of things. But I salute you for
identifying a problem which neither of us intended to happen.

Senator GOLDWATER. I'm not here to——

Senator WaLLop. Is that right? [Laughter.]

Senator GOLDWATER. It seems to have become a way of life.

Senator WaLLop. I think we want to hear. And I think there are
other witnesses that could weigh in on this issue now that the
motion has been swung in something of a different direction. Qur
friends in agriculture have been suffering badly for the last few
years. One of the worst things has been the declining value of their
croplands where there is less competition for it than is healthy.
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Senator GoLbWATER. Thank you very much, Mr. Chairman. And
I do apologize for having to leave.

Senator WaLLop. I will send somebody down there to make sure
you went to the floor and not to bed. [Laughter.]

[The prepared statement of Senator Goldwater follows:]
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Statement of Senator Barry Goldwater
Before the Senate Finance Committee

FIRPTA Repeal Will Sustain Economic Recovery

June 19, 1984

Mr. Chairman, 1 thank you very much for your kindness in scheduling
a hearing on S, 1915, the bill I have introduced to repeal FIRPTA, the
Foreign Investment in Real Property Tax Act of 1980. T also appreciate
the willingness of Senator Wallop, the author of FIRPTA, to hold this
oversight hearing to review how the law has worked now that it has been
on the books for a few years and to examine whether it has carried out
the intent of its authors, whether it has had unintended harmful effects
and whether it may have been unnecessary.

Mr. Chairman, I should point out that I joined the Senator from
Wyoming in introducing his bill, which as originally written was aimed
at preventing foreign takeovers of farm production land. However, the
) concept'of the bill was completely changed at the urging of the Treasury
Department, so that the final version was an all-jnclusive reporting and
capital gains tax applicable to foreign investment in real estate of all
kinds. FIRPIA is not limited just to crop and pasture land or orchards
and vineyards, as we first intended.

Instead, the new statute applies not only to direct foreign investment
in real estate, but to stock interests in any U.S. manufacturing and
production firm in which a foreign investor holds more than five percent
of that company's stock, Thus, the law strongly discourages investment
that may increase the competiti;eness of United States industries and

create more United States jobs. It is a major disincentive to foreign
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investment in small oil and gas exploration companies and is depriving
them of financial support needed to search for energy reserves. This is
obviously contrary to our national interests.

Since FIRPTA was enacted several comprehensive government studies
have been made of the extent and impact of foreign investment in the
United States and of state laws applicable to these ’mvestments.2 With
the benefit of the tremendous amount of new data that is currently
available to us on the subject and that no one possessed when Congress
wrote FIRPTA, we can now see clearly that the emotional fears expressed
about possible foreign domination of American farmland and other real
estate were based on a myth. We now know that foreign investors are
helping to speed along the healthy economic recovery our nation is
enjoying,

Mr. Chajrman, two basic arguments have been raised in defense of
FIRPTA. One is that foreigners would control American farm production.
The other is that foreign people should be taxed the same as American
citizens are.

Both arguments are fallacious. First of all, foreign ownership of
American crop, grazing and other production land is and has been miniscule.
At the end of 1983, it totaled only 0.4% of all privately held agricultural
land in the United States. When partial interests are taken into account,
foreign owned production acreage drops even further.

Nor have foreigners diverted farmland to other purposes to any
substantial degree? In fact, foreign landholders have added thousands
of acres to agriculture and usually have kept farmland in the same kind

5
of production it was in before they purchased it. When foreigners do
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sell U.S. land, it generally returns to U.S. citizen ownership.6 Further,
in many cases foreign investors purchase farm machinery, irrigation
equipment and the like for U,S. farms which could not have been bought
by the former U.S. owner. These purchases, plus the employment of local
farm workers by absentee foreign owners, benefit local economies,

Mr. Chairman, according to a report just issued by the U.S. Department
of Agriculture, 30 states have some type of law restricting alien
ownership of real property, including farmland.7 Some of these states
impose acreage limitations on foreign investment to ensure that no
single non-resident alien investor could become dominant in any particular
area,sother states put a limit on the length of time property can be
held by a foreign ‘mvestor.9

The point I am making, Mr. Chairman, is that if any law is needed
to limit foreign ownership of agricultural land, the several states can
and will address the subject thémselves.lo FIRPTA is not needed for this
purpose. Putting a tax impediment on the flow of capital into agriculture
at a time when the market for farmland is soft and real interest rates
are high is detrimental, not helpful to farmers. When asset values are
low, farmers must pay their debts from net income, something many of
them do not see for years in a row.

The second point I would like to make is that foreign investors
would not enjoy privileged tax treatment if FIRPTA were repealed. The
present tax law discriminates against foreign investors, who in the
nature of things cannot benefit from depreciation write-offs and other
tax benefits easily available to U.S. citizens.11

Thirdly, I am convinced that FIRPTA is blocking hundreds of millions

of dollars of investment money that is needed in this country. According

37-520 O—84——3
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to the U.S. Department of Commerce, which collects complete data on a
fiscal year basis of all foreign direct investment in the United States,
non-bank foreign land holdings increased by 4.8 million acres in 1981}2
but in 1982 new investment fell to 1.6 million acres and in 1983 it
dropped all the way down to 360,000 acres}3 New foreign direct investment
fell $16.2 billion from 1981 to 1983,

Yet, at the same time, foreign portfolio investment increased.
According to balance of payments data collected by the Department of the
Treasury, foreign persons bought a net amount of $5.1 billion of U.S.
stocks in 1981, This rose to $6.4 billion in 1983.1S The stronger dollar
and lingering recession abroad cannot be used as the excuse for falling
new foreign investment in real estate when foreign stock purchases have
climbed more than a billion dollars in the same period. Thore is no
capital gains tax on the sale of regularly trgded stock by foreign
investors, unless an investor owns more than five percent of the total
shares or the companies are real property holding corporations. But
FIRPTA imposes such a tax on foreign real property investment and this
may explain why new foreign land investment has fallen so dramatically.

In closing, Mr. Chairman, I want to point out the great lengths to
which other nations are going to attract investment. I offer for the
record a short paper prepared by the Library of Congress describing
newly established immigration practices used by many foreign governments
to win foreign investment. Unlike our immigration laws, which place
investors at the bottom, governments in Australia, Canada, the Philippines,
Singapore and Thailand are offering priority status to aliens who will

agree to make sizeable investments in local enterprises.
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As long as the United States continues to suffer large budget
deficits, I.think we should join those nations of the world that are
doing everything possible to woo foreign investment. By repealing
FIRPTA, I believe we will strengthen every state in the union that wants
additional investment in their local economies.

Mr. Chairman, T will now introduce the three distinguished witnesses
who have graciously agreed to join me today in order to offer you their
expert opinions as to why FIRPTA should be repealed, I should mention
that these gentlemen are appearing in their own right and are not representing
any clients today.

The first to speak will be W. Donald Knight, Jr., who is a partner
in the law firm of King § Spalding in Atlanta, Georgia. Mr., Knight is
head of that law firm's international department and is author of a

book, Structuring Foreign Investment in U.S. Real Estate, which was

published last year, He is a member of the Editorial Advisory Board of
'"Tax Management International Journal. '

Next, you will hear from Mr. Timothy D. Richards, who is a partner
in the law firm of Corrigan, Zelman and Bander in Miami, Florida. Mr.
Richards' law firm does about 98% of its business in foreign investment
law and he, too, has written a book on the subject. It is entitled The

Guide to Foreign Investment in U.S. Real Estate and was published this

year. Mr. Richards has been an assistant editor of the International
Tax Journal,

The third expert witness is Dr. Jimmye Hillman, who is Chairman of
the Department of Agricultural Economics of the University of Arizona in
Tucson. Dr. Hillman has been with the University for 34 years and has
served as head of the department for 22 years. He is well known nationally
and has been sought out by Presidents of both parties to assist in

solving major farm problems.
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FOOTNOTES

1. Two examples will illustrate the harmful effects of FIRPTA on
the American economy:

a. A U.S. corporation involved in production and sale of
plastic chemical products may wish to enter into a joint venture with a
foreign plastic products corporation under which the U.S. corporation
would offer a part of its stock (exceeding 5%) in exchange for know-how
and production rights for certain products. The foreign corporation
considers the potential return on its investment in the U.S. corporation
and determines that under current U.S. law it would be subject to capital
gains taxation on the disposition of its investment in the U.S. firm.
Therefore, the foreign corporation decides not to proceed with the
transaction resulting in denial to the U.S. corporation of the benefits
of the foreign corporation's technology and production rights, which
would have increased the competitiveness of the 11.S. corporation and
created more U.S. jobs.

b. A foreign corporation engaged in paper manufacturing and
processing may wish to invest in a U.S, firm engaged in timber and pulp
manufacturing to produce paper products for U.S. consumption and export
to other countries. While investigating the potential return on such an
investment, the foreign corporation determines that under FIRPTA disposition
of the stock in a U,S, timber, pulp and paper producer would subject the
foreign firm to capital gains tax. The foreign company is discouraged
from investing in the U.S. business, thus losing jobs in the U.S. and
reducing the prospect of expanding exports of these products.

2, See especially U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United States, 1980, (published
Oct. 1983) benchmark survey required every five years pursuant to
International Investment Survey Act of 1976, P.L. 94-472, 90 Stat. 2059;
U.S. Department of the Treasury, Foreign Portfolio Investment in the
United States as of December 31, , (published Dec, 1980), benchmark
survey required every five years by P.L., 94-472; and the U.S. Department
of Agriculture annual reports on foreign ownership of U.S. agricultural
land submitted in compliance with the Agricultural Foreign Investment
Disclosure Act of 1978, P.L. 95-460, USC 3501-08.

‘ 3. Less than five million acres of cropland, pastureland, orchards
and vineyards are foreign owned compared with 1.3 billion acres of
privately owned agricultural land in the United States. Parcels which

are owned only in part by foreign investors represent 11% of land holdings
of foreign owners and a proportionate reduction has been made in calculating
the above total, It should be noted that 57% of foreign owned agricultural
land is timber or forest land and is not included in the total. J.

Peter DeBraal and T. Alexander Majchrowicz, Foreig% Ownership of U.S,
Agricultural Land Through December 31, 1983, U.S, Department of Agriculture
Natural Resource Economics Divi51on:'prr11 1984), at pp. 8, 21, 23

(table 11, total all landholdings).
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4, According to the 1983 report of the U.S. Agriculture Department,
foreigners do not appear to be taking farmland out of agricultural
production "in any substantial degree." The report states: 'No change
in intended use was reported for 92 percent of the acres . . . Intended
use changes to other agricultural usage were reported for holders of 2
percent of the acres." Id., at 27.

5. In 1983 alone, foreign landholders added 1,614 acres into
agriculture and took only 335 acres out of agriculture, for a net gain
of 1,279 acres. Id., at 43,

6. Transfers of U.S. agricultural land by foreign investors to
known foreign persons totaled only 23,887 acres in 1983, 10% of dispositions
made by foreign owners in that year. Id., at 45.

7. See generally, comprehensive summary of state laws presented
state-by-staté in Dale C. Schian, State Laws Relating to the Ownershi
of U.S, A§ricultural Land by Aliens and Business EﬁtgtIEST'U. . Department
of Agriculture, Natural Resource Economic Division, (May 1984). See
also, discussion of state restrictions on foreign ownership of agricultural
land in Neil Harl, %gricultural Law, Vol. 13, Matthew Bender, N.Y.C.
(1983), at Chapter 23.

8. E.g., statutes of Pennsylvania, South Carolina, South Dakota and
Wisconsin., D. Schian, id., at 57, 59, 60, 65.

9. E.g., statutes of Indiana, Iowa, Kentucky, Mississippi, Nebraska
and Oklahoma. D. Schian, id., at 14, 24, 32, 38,'53.

10. 1In addition to laws in 30 states restricting alien ownership
of land, 17 states require foreigners to report land they own in those
states or monitor foreign investment by using the same data collected by
the United States. D. Schian, id., at 3.

According to Dr. Neil E. Harl, author of a multi-volume treatise
on agricultural law: 'The right of a sovereign state to restrict land
ownership by aliens is deeply imbedded in the law of the United States."
Harl, supra note 7, at 123-23. 1In the few cases in which state limits
on foréign ownership of farmland have been challenged, they were upheld
as constitutional exercises of state police power. Insofar as such laws
apply to nonresident aliens outside the territory of a state, the restrictions
need satisfy only the traditional ''rational state policy" standard and
not the stricter 'compelling state interest' test sometimes used in
cases brought under the due process or equal protection clause of the
Fourteenth Amendment. Shames v. Nebraska, 323 F. Supp. 1321, 1335 (D.
Neb., 1971), aff'd. on appeal, 408 U.5, 901 (1972); Lehndorff Geneva,

Inc. v. Warren, 74 Wisc. 2d 369, 246 NW. 2d 815, 824-825 (1976).

11. ‘There are two categories of foreign investors, those doing
business and those not doing business in the United States., Foreign
investors doing business have always been taxed the same as U.S. citizens
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both on their income and capital gains. However, FIRPTA has imposed on
them onerous reporting and disclosure requirements that are not placed
on U,S, citizens.

Foreigners investing in the nonbusiness category have the
dizadvantage of paying a flat 30% tax based on gross income without any
of the deductions or exemptions available to U.S. citizens. If a real.
property investment produces income from rentals, for example, a 30% tax
based on the gross rentals would be paid without deducting any expenses,
such as property taxes and mortgage interest payments. Under FIRPTA,
these investors suffer twice, continuing to pay an equal income tax
while they hold the property and a capital gains tax upon disposing of
the property.

Another discrimination against foreigners results from the
fact that a domestic investor can usually offset other U.S. income with
depreciation and other paper losses arising from his investment in
commercial real property. The foreigner cannot take advantage of these
tax shelters because he does not have other U.S. income to offsect,

12, In 1980, nonbank U.S. business enterprises in which there is
foreign direct investment, including larger individual landholders,
owned 9,552,000 acres of land in the United States. In 1981, the total
acres so owned had climbed to 13,134,000, Ned G. Howenstine, 'U.S.
Affiliates of Foreign Companies: Operations in 1981,'" U.S. Department
of Commerce, Bureau of Economic Analysis, Survey of Current Business
(November 1983), at 24-25,

13. In 1982, foreign direct investors sharply reduced outlays to
acquire or establish U.S. business enterprises, Outlays by foreign
direct investors fell from $23.2 billion in 1981 to $10.8 billion in
1982, U.S. businesses acquired by foreigners in 1982 owned 1,012,480
acres and U,S. businesses established by foreigners in 1982 owned 587,442
acres. R. David Belli, '"U.S, Business Enterprises Acquired or Established
by Foreign Direct Investors in 1983," U.S. Department of Commerce,

Bureau of Economic Analysis, Survey of Current Business (May 1984), at

14. In 1983, foreign investors' spending to acquire or establish
U.S. businesses declined for the second consecutive year. Foreign
investors spent $7 billion in 1983 to acquire or establish U.S. businesses,
including real estate companies, a drop of $3.8 billion from 1982.
Foreigners acquired U.S. businesses owning 130,761 acres in 1983 and
e(sltablished U.S. companies holding 226,835 acres in 1983, D. Belli,
id., at .

15, Source: U.S. Department of the Treasury, Office of Data
Management, Office of Assistant Secretary fur International Affairs.
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Congressional Research Service
The Library of Congress

Washington, D.C. 20540

June 11, 1984

TO : Honorable Barry Goldwater
363 Russell Office Building
Attention: Mr. Terry Emerson

FROM ¢ Marjorie Niehauat\"{nalyst in Asian Affairs
Foreign Affairs and National Defense Division

SUBJECT : Selected Governments' Immigration Regulations for Investors

In response to your request of May 9, 1984, and our subsequent
phone conversations, I am forwarding information about selected governments'
immigration practices for investors. The following information was obtained
during June 1984, in phone conversations with diplomatic represeatatives of
the respective embassies.

Australia -- A Business Migration Program offers permanent resident status
to an investor and dependents who invests about 250,000 Australian dollars
in the establishment of a business in Australia which either introduces
new technology or provides significant employment opportunities for
Australiane. The investor must pereonally settle in Australia,

Contact: Neil McCann 797-3278.

Canada ~- Priority immigration categories are: family reunification and
humanitarian cases; persons with designated occupations; and business
entrepreneur and self~employed persons, Criteria for the third category
include: that a viable business be established in which the entrepreneur
takes an active development role; and that it provides at least one more

job than his, No specific financial amount ia designated. Local authorities
have input into final approval. Contact: Bill Lundy 785-1400.

Philippines=-~ A $100,000 investment in a designated industry approved by
National Investment Board conveys eligibility for permanent resident status
to the investor and dependents, (Please note that peso was recently devalued
8o the investment requirement might be modified.

Singapore~- $1 million held in escrow by Economic Development Board eatitles
an investor and three dependents to permanent residence. Written information
is being mailed from New York office which CRS will forward,

Thailand--Regulations have been put in effect within last 10 months, Investors
aud dependents can obtain permanent residence status if they make one of

three types of direct iavestments: 1) direct investment of $10 million

baht (23 baht = $1) in a new project; 2) funds invested in ordinary

company shares exceeding 25 percent of total registered capital of the
company; 3) purchase of government bonds -- 8 million baht per investor,

6 million baht for spouse, and 2 willion baht for each minor dependent.

CRS will forward written information being mailed from the New York

office,
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STATEMENT OF W. DONALD KNIGHT, JR., KING & SPALDING,
ATLANTA, GA

Senator WarLop. Mr. Knight.

Mr. KNigHr. Thank you, Mr. Chairman.

I appreciate Senator Goldwater’s invitation to appear today and
the committee’s granting me the opportunity to speak to the ques-
tion of whether FIRPTA should be repealed.

Since the adoption of FIRPTA there have been approximately 70
articles written in various tax and other professional journals
which describe the problems and inconsistencies found in the
FIRPTA law, itself. It’s not my purpose today to speak to those
problems and inconsistencies of a technical nature. Rather, what I
would like to convey today to you is my very strong conviction that
FIRPTA should be repealed as a matter of the economic best inter-
ests of this country,

The revenues fproduced and projected to be produced by FIRPTA

the budget of the Federal Government a mere pit-
tance. This morning we had given out to us at this hearing a publi-
cation apparently prepared by the Joint Committee on Taxation.
That publication on today’s hearing states that the Treasury report
of 1979, prepared before the enactment of FIRPTA, indicated th?t
the projected revenues from FIRPTA in 1979 would be $226 mil-
lion. Somehow or other there is an error there. Table 5-1 of the
Treasury report indicates that a FIRPTA-type capital gains tax ap-
plicable to all real estate in 1979 would have produced a mere $142
million of additional revenue for the Government. There is another
figure in that chart saying $276 million would be produced for 1979
if capital gains tax applied to all foreign direct investment, not just
real estate. Apparently the joint committee picked up that number.
But $142 million, I submit, while not a small amount of money, is a
sémall amount of money in context of the budget of the United

tates. .

On May 1 of this year, Ronald Pearlman, Deputy Assistant Sec-
retag for Tax Policy of the Treasury Department, appeared before
the House Ways and Means Committee to indicate the administra-
tion’s strong support for an immediate repeal of the existing with-
holding tax on portfolio interest paid to foreign investors.

Page 15 of Mr. Pearlman’s statement indicated that the adminis-
tration would like to emphasize its support for repeal of that tax
never depended on whether or not the repeal of withholding would
groduce a revenue gain or loss to the U.S. Government Treasury,

ut rather that the administration’s support was being given as a
matter of economic policy of this country.

It seems to ime that this kind of analysis should be made here in
the considerations of whether FIRPTA should be repealed. There is
clearly a need and a desirability for foreisn portfolio investment in
this country, and it should be encouraged, I think with Mr. Pearl-
man, by repeal of the withholding tax.

However, there is a difference between the kinds of investment
produced in the portfolio context and the kind of investment pro-
duced when a foreign investor invests in U.S. real property. We
only have to look at the recent example of Continental Illinois
Bank to realize that foreign investors who invest in portfolio secu-
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rities in this country are in a position to vote with their feet.
Widely publicized reports indicate that when foreign investors
became frightened, they moved their money and substantially ac-
celerated the problems of that bank. I think the lesson is clear.

By contrast, virtually without exception, foreign investment in
U.S. real estate is long-term, illiquid investment that gives foreign
investors a genuine stake in the well-being of our country. FIRPTA
has had the effect of discouraging this kind of desirable foreign in-
vestment. Indeed, in early seminars where FIRPTA was discussed,
it was referred to quite frequently as the Hot. Money Encourage-
ment Act of 1980, because of its inclination to cause foreign inves-
tors to choose other types of investments in the United States, such
as portfolio investment, over the more permanent type of invest-
ment of real estate.

. It’s my belief that FIRPTA should be repealed on this ground of
economic policy alone.

However, I also believe the basic premise behind FIRPTA is a
fallacy. As Senator Goldwater has indicated, the basic ‘premise
behind FIRPTA'’s adoption was that there should be tax equity,
that U.S. investors in real estate should be treated the same as for-
eign investors in real estate, that there should be a capital gains
tax applied to both.

On the surface, this argument has real appeal. It sounds fair. It
sounds reasonable. The problem is that one cannot look at a real
estate investment on the surface and give a fair assessment of
whether taxation is equal in the case of U.S. investors as compared
t<t> foreign investors. Capital gains taxation is only one part of the
story.

In the Treasury’s own report issued in 1979, there is a graph that
is reproduced in the written materials that I have submitted to
you. It indicates that the economic benefit difference between a
pre-FIRPTA foreign investor exempt from capital gains tax in a hy-
pothetical farm investment and a domestic investor who was sub-
Ject capital gains tax is miniscule. However, when the FIRPTA tax
18 imposed, the graph shows that the foreign investor suffers a real
disadvantage, compared to the U.S. investor. The reason for this is
clear. A U.S. investor, as Senator Goldwater has said, is in a posi-
tion to take advantage of tax shelter generated by real estate in-
vestment in this country against that U.S, investor’s other passive
income. Generally speaking, a foreign investor is not in a position
to do so. The Treasury’s report contains what seems to me——

Senator WaLLop. Mr. Knight, could I just interject a question
there because I think it is necessary?

Mr. KNIGHT. Surely.

Senator WALLoP. It is one thing to talk about investors in the ab-
stract, people who invest in farmland or agriculture. It’s another
thing to talk about people whose business it is, who frequently
don’t have any income to shelter.

If you can sort of touch both of those. That was our original pur-
pose. Dealing with people whose livelihood was agriculture.

Mr. KNIGHT. Quite frankly, I was surprised at the time to see the-
Treasury graph and to see that it did preduce virtually the same
economic results for foreign investors, compared to domestic inves-
tors in farmland. That example did, as you suggest, assume that

-
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the U.S. investor had other income which could be sheltered. That
in the case of farmland investment may not be an accurate as-
sumption.

And as far as I am concerned and as far as the bulk of foreign
investors are concerned, I think that FIRPTA is not a problem in
the area of farmland investment, because farmland investors typi-
cally are holding their farmland investments here for a very long
term. I have had a foreign investor sit in my office and I began to
tell him, before FIRPTA was enacted, how he could structure the
investment in a way that would avoid the U.S. capital gains tax if
he ever chose to sell the farm. And I noticed he was getting redder
and redder in the face. And he rose to his full, considerable height,
and said to me, “Mr. Knight, we are not sellers.” In short, I don’t
think the capital gains tax applicable to agricultural property
under FIRPTA is a serious problem for foreign investors.

What I think is much more a problem is the inequity that exists
between foreign investors in developed properties where much
more tax shelter is generated and much more tax shelter is typical-
ly used against passive income of U.S. investors who invest in this
type of property.

Generally speaking, a foreign investor, because there is a totally.
different set of tax rules applicable to foreign investors as com-
%ared to U.S. investors, cannot make use of the tax shelter. The

reasury’s report had a very brief sentence that I think is worth
reading to you, referring to the exemption from capital gains pre-
FIRPTA.

It said, “Exemption from capital gains taxation may be seen as
an offset, roughly, for the prior denial of deductions. . . .”

In other words, it’s about tit for tat, if you will. If a foreign inves-
tor is exempt from capital gains tax on his investment in U.S. real
estate, he’s put on about the same basis according to the Treasury,
as a U.S. investor who can make use of tax shelter. The agricultur-
al investments are another story, and I don’t think they are a prob-
lem, myself.

I think it is very desirable, going further, for the Congress to se-
riously consider the cost-benefit aspects of FIRPTA. I won’t try to
go into detail or make projected cost, actual hard cost, suggestions
as to what it will cost by the time the Treasury has put out we
don’t know how many more conflicting and inconsistent tax regula-
tions or how much it will cost the Government to renegotiate all
the existing tax treaties, as a matter of out of pocket costs. What I
would suggest t%ou this morning is that the diplomatic costs in-
volved with FIRPTA are enormous and will be long range in their
effect on the Government.

FIRPTA has the effect—and an unprecedented effect I think it
is—of overriding unilaterally, selectively, specific provisions of a
large number of tax treaties which this country negotiated with its
treaty partners in apparent good faith. Many of our treaty part-
ners are terribly concerned about this unprecedented, unilateral se-
lective override of treaty provisions. What they think is that if we
are dissatisfied with our treaties, we should terminate those trea-
ties in their entireties or, more appropriately and more in line with
policy, renegotiate the entirety of the treaties. Many of our treaty
partners think that it makes a mockery of the process of negotiat-
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ing tax treaties with this country if we get in the position of selec-
tively overriding specific provisions.

Finally, in the materials submitted to you this morning, as well
as in the 1979 report, it is suggested that somehow the exemption
that the pre-FIRPTA foreign investor enjoyed from capital gains
tax in certain instances, because he could structure his investment
in a way to avoid capital gains tax upon his ultimate disposition of
his real estate investment, was an anomaly, that somehow before
FIRPTA we were being provincial in the United States, we were
being dupes, we were not charging a tax that is being charged
widely by other countries.

I suggest to you that the statement in the Treasury report and in
this morning’s report is substantially inaccurate. In the report
itself, after analysis of some provisions—analysis, which in part, I
think, is inaccurate—the Treasury concluded that “despite their
frequently broader scope in attempting to tax nonresidents, mean-
ing U.S. investors investing abroad, effective taxation of gain on
the disposition of real property by nonresidents—meaning U.S. per-
sons—is probably rarely realized.” And it is probably rarely real-
ized because these tax laws of foreign countries typically do not
reach and tax U.S. investors when they make true nonbusiness
real estate investments, meaning nonmanufacturing—related real
estate investments, in foreign countries. With FIRPTA our law is
much more stringent than many tax laws of other countries, such
as the United Kingdom, such as The Netherlands, such as the law
of Germany, to name three of our major trading partners.

Finally, if I may conclude, I would say that it is my strong belief
that the policy of the United States should to be encourage foreign
investment in U.S. real estate; not to discourage it as FIRPTA
does. I believe that a foreign investor, by making a real estate in-
vestment here, a long-term, illiquid investment, has made common
cause with our Government’s future and the future of this country,
and that should be encouraged, not discouraged.

Senator WaLLop. Thank you, Mr. Knight.

[The prepared statement and a letter from Mr. Knight follow:]
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REPEAL OF FIRPTA IS IN THE BEST
ECONOMIC INTEREST OF THE UNITED STATES

Mr. Chairman, I appreciate very much Senator Goldwater's
inviting me to appear before this Committee, and I appreciate the
Committee's granting me the opportunity to speak today on the
subject of whether the Foreign Investment in Real Property Tax Act
of 1980 ("FIRPTA") should be repealed.

As Senator Goldwater has indicated, I am a partner in the law
firm of King & Spalding and practice in that firm's Atlanta
office. My practice is basically devoted to representing foreign
private and institutional clients with regard to their U.S.
invescments. The U.S. investments made by foreign clients of my
firm include substantial investments in U.S. real estate of
various kinds and also include other types of investments, ranging
from private holdings of portfolios of U.S. stocks and bonds to
institutional investments in U.S. venture capital funds to foreign

corporate acquisitions of U.S. manufacturing companies.



41

Since the passage of FIRPTA, at least 70 articles concerning
FIRPTA have appeared in tax and other professional journals.
Virturally all of these articles discuss the multitude of
technical problems inherent in FIRPTA. I do not intend to discuss
these technical problems today. Rather, the point I hope to
convey is more fundamental. I believe that FIRPTA is inconsistent
with the basic pattern of U.S. taxation of foreign investment of
all kinds other than real estate and that FIRPTA is thus an
aberration. Further, I believe for a number of reasons that
repeal of FIRPTA would be in the best economic interest of our

country.

I.
THE INTERNAL REVENUE CODE PROVISIONS OTHER THAN
FIRPTA HAVE THE EFFECT OF ENCOURAGING FOREIGN
INVESTMENT IN THE UNITED STATES; FIRPTA IS AN
ABERRATION
As is the case today, 20 years ago the U.S. balance-of-
payments situation was a cause for serious concern. On October 2,
1963, President Kennedy appointed a Task Force (the so=-called
"Fowler Task Force") to examine ways and means of promoting
increased foreign investment in the United States. The Fowler
Task Force submitted its report to President Johnson on April 27,

1964. Among its recommendations, the report stressed that

revision of the U.S. approach to taxation of
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foreign investors* then in effect would be "one of the most
immediate and productive ways to increase the flow of foreign
capital to this country."!

A notable result of the Fowler Task Force report was the
enactment of the Foreign Investors Tax Act of 1966 ("FITA"). One
of the statedAobjectives of FITA was "providing . . . increased
incentives for investments by . . . [(nonresident aliens and
foreign corporations] in the United States."?® Since they
became effective, the provisions which FITA added to the Internal
Revenue Code (the "Code") have generally governed taxation of
foreign investment in the United States. A number of the FITA
provisions of the Code clearly were designed to encourage foreign
investment. For example, stated generally and disregarding the
effects of FIRPTA: .

(a) Foreign investors are not required to pay any U.S.
capital gains tax on profits they realize from investing
in U.S. stocks and bonds.’

(b) A foreign investor can organize a U.S. corporation, have
that U.S. corporation conduct active U.S. industrial and
commercial activities for years, then sell the shares of
the U.S. corporation free of any U.S. capital gains

tax.*

* For purposes of this statement, the term "foreign investor" will
be used to refer to nonresident alien individuals and corporations
not organized in the United States uhless an express distinction
is made between those types of foreign investors.
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(¢) Foreign investors are not required to pay U.S. income
tax on interest they receive from U.S. bank accounts,
savings and loan accounts and certain accounts left at
interest with U.S. life insurance companies.®

(d) Foreign investors are not taxed on the interest they
effectively receive as original issue discount from
Treasury bills, U.S. commercial paper, or the like,
provided these investments have an original maturity of
not more than 6 months.*

(e) The estates of foreign investors are not required to pay
U.S. estate tax on deposits held in U.S. bank accounts,
savings and loan accounts, etc., at the time of death of
such investors.’

(£) The estates of foreign investors are not required to pay
U.S. estate tax on U.S. life insuranceé”proceeds.®

Prior to the enactment of FIRPTA, a foreign investor was

subject to tax on the sale of his or its U.S. real property
investments in accordance with the general FITA rule that foreign
investors are not subject to tax on any U.S. source gains unless
the foreign investor is engaged in a U.S. trade or business and
the real estate gain is effectively connected with that U.S. trade
or business. Many foreign investors held U.S. real property
through corporations organized in the United States or elsewhere
that either (a) were engaged in a U.S. trade or business as to

their real estate holdings (in many cases because under U.S. tax
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cases a very low level of mere stewardship activity as to real
estate holdings has been held to place a foreign investor in a
U.S. trade or business) or (b) had made a special Code or tax
treaty election to be taxed on their real estate rental income as
though such corporations were engaged in a U.S. trade or business.
When they wished to sell their U.S. real property held in this
manner, many foreign investors simply sold the shares of stock of
their real estate holding company or took similar tax planning
steps to divorce the gain generated by the sale from the (real or
elected) U.S. trade or business of the holding company.

The Treasury Department's May 1979 Report to Congress on
"Taxation of Foreign Investment in U.S. Real Estate" (the
fTreasury Report"), stated that the "abuse highlighted in this
Report is . . ." that foreign investors are able to convert
"capital gains on real estate which had been used in a U.S. trade
or business . . . into capital gains on the sale of [corporate]
shares. ™’ As noted above, this perceived "abuse" resulted
because a foreign investor making a pre-FIRPTA sale of the shares
ofxa real estate holding corporation generally was not subject to
U.S. tax on the gain from the sale of such shares.

Given that both before and after FIRPTA it is clear that a
foreign investor who owns all of the shares of a U.S.
manufacturing subsidiary can sell those shares free of U.S.
tax-~-notwithstanding the fact that the U.S. corporation has been

engaged in an active business in the United States--it is
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extremely difficult to see how a foreign investor's pre-FIRPTA
ability to sell shares of a real estate holding company free of
U.S. tax represented an abuse. Moreover, it is difficult to
understand why such tax planning by foreign investors holding U.S.
real property was seen as objectionable or artificial when the
provisions of the Code dealing with foreign investment in U.S.
stocks and other securities and the Regulations issued under those
provisions blueprint specific and highly artificial "safe harbor"
legal structures which a foreign investor may adopt (as to the
location of the investor's "principal office," and otherwise) in
order to {a) avoid any possibility that the investor will be
treatea as engaqu in a U.S. trade or business as to the
investor's U.S. securities trading activity and, thus, (b) avoid
any possibility of U.S. tax on gains from such investments.
Nevertheless, FIRPTA attempts to deal with this "abuse," and
the FIRPTA tax on foreign investment in U.S. real property is
virtually the only instance in the Code where tax is imposed on
gain realized from foreign investment. in the United States without
regard to whether the foreign investor is engaged in a U.S. trade
or business or whether the gain is effectively connected to such a
trade or business. Indeed, without regard to the facts, FIRPTA
automatically deems each foreign investor who makes a disposition
of U.S. real property (or the shares of a U.S. real property
holding corporation) to be engaged in a U.S. trade or business and

automatically treats the realized gain as being effectively

37-520 O—84——14



46

connected with that "deemed" trade or business. In the case of
every kind of U.S. investment other than real estate, a foreign
investor normally can avoid paying any U.S. tax on capital gains
resulting from his U.S. investment by the simple expedient of
holding that investment through a U.S. or other corporation and
selling the shares of that corporation when the investor wishes to
dispose of his or its investment. Even though the Treasury Report
noted vhat "taxing . . . capital gain on the sale of shares in a
corporation owning U.S. real estate would . . . be a departure

from international norms, "'® FIRPTA subjects foreign

investors to a tax when they dispose of shares of a U.S.
corporation if such investors fail to prove that the bulk of the
corporation's holdings are not composed of U.S. real property.

The conclusion is gnavoidable. There are many provisions in
the Code designed to encourage foreign investment in the United
States. ﬁnder these provisions, foreign investors rarely are
subject to tax on gain realized from the disposition of any kind
of non-real estate investment in the United States. However,
completely at variance with the general pattern of U.S. taxation
of foreign investors, FIRPTA goes to great lengths, indeed, beyond
"international norms," to tax foreign investors on gains directly
or indirectly realized from investment in U.S. real estate. 1In
the context of the overall U.S. regime for the taxation of foreign

investment, FIRPTA is plainly an aberration.
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.
THE "TAX EQUITY"” RATIONALE FOR FIRPTA IS FALLACIOUS;
FIRPTA DOES NOT RESULT IN FOREIGN INVESTORS BEING
TREATED "THE SAME AS U.S. PERSONS"

As described above, the FIRPTA tax on gains realized by
foreign investors from the sale or other disposition of interests
in U.S. real property is generally inconsistent with the pattern
of U.S. taxation of gains realized by foreign investors from all
other types of U.S. investments. Moreover, in the words of the
Treasury Department, by taxing gain realized by foreign investors
from the sale of shares of a corporation which owns U.S. real
property, the FIRPTA tax represents "a departure from
international norms."!! Further, the rationale that FIRPTA
"treat(s) foreign investors the same as U.S. persons"!? is
completely fallacious.

Responding to publicly-expressed, emotionally-charged
concerns that foreign investors were purchasing an inordinaée
amount of U.S. farmland, driving up the price of such property and
undermining the "family farm,"!? Senator Malcolm Wallop of
Wyoming introduced legislation in 1978 aimed solely at taxing
foreign investors on gains reualized from their sales or other
dispositions of U.S. agricultural property. At a hearing of a
subcommittee of this Committee held almost exactly five years ago
on June 25, 1979, the Treasury Department argued strongly that
Senator Wallop's bill should be expanded to apply equally to all

U.S. real estate. That approach was ultimately adopted, and the
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final result was FIRPTA. The legislative history of FIRPTA

‘indicates-that the basic purpose for the adoption of FIRPTA was
"to establish equity of tax treatment in U.S. real property
between foreign and domestic investors."!*.

On the surface, the idea of treating foreign investors
equally with U.S. investors with respect to gains realized from
U.S. real property sounds attractive and reasonable. However,
viewing FIRPTA in the context of the overall pattern of U.S.
taxation of foreign investment, the FIRPTA tax on G.s. real -
property is virtually the only instance where the United States
taxes a foreign investor on gains whether or not those gains are
connected with a U.S. trade or business. Furthermore, as
described above, there are numerous provisions in the Code where,
in an effort to encourage foreign investment, foreign investors
are granted complete exemption from U.S. taxation which would
apply to a similarly situated U.S. taxpayer.

Moreover, the entire U.S. system of taxing foreign investors
fundamentally differs from the tax rules which apply to U.S.
persons. Very generaliy, a U.S. person is subject to U.S. income
tax on all of his or its income derived from anywhere in the
world. A U.S. person's tax liability is determined by

(a) totaling the entire amount of his or its worldwide
income of all types,
(b) subtracting certain deductions to produce the

amount of net taxable income of the U.S. person,
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(c) applying the applicable tax rate schedule to the
net taxable income of the U.S. person to arrive at his or its
basic tax liability, then

(d) subtracting any available tax credit items to
arrive at the ultimate tax due from the U.S. person in
question.

By contrast to this tax regimen applicable to a U.S. person
under which all income of every kind of a U.S. person is added
together as a first step in the process, the Code divides a
foreign investor's U.S. source income into two distinct
categories, (i) income effectively connected with a U.S. trade or
business of the investor and (ii) income which is not effectively
connected with such a U.S. trade or business. The first category,
"effectively connected" income, is generally subject to U.S. tax
at the graduated rates which would apply to a U.S. person, after
allowing for deductions from that income similar to those
available to a U.S. person. However, the second category of U.S.
source income realized by a foreign investor (that is, income
which is not effectively connected with a U.S. trade or business)
is taxed under the Code pursuant to an entirely separate and
different system. In calculating the U.S. tax applicable to this
type of income (which generally includes passive income such as
dividends, interest, royalties, etc.), a foreign investor is
allowed no deductions whatsoever. Rather, the gross amount of
such income is subject to U.S. tax at the rate of 30% (or any more

favorable rate prescribed by an applicable tax treaty).
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Under the Code, it is absolutely clear that U.S. persons and
foreign investors are subject to completely different methods of
U.S. taxation on their income, and, in addition, the Code contains
a number of special provisions aimed at encouraging foreign
investment in certain specific types of U.S. properties.
Therefore, given these widely differing patterns of U.S. taxation
which apply to U.S. persons, on the one hand, and foreign
investnrs, on the other, any argument is doomed to failure which
proceeds from the premise that foreign investors should be treated
"the same as U.S. persons." The only way to achieve such a result
is to amend from stem tc¢ stern the provisions of the Code
applicable to foreign investors.

However, putting on blinders and focusing solely on the
taxation of foreign investment in U.S. real property in effect
after the adoption of FIRPTA, as compared with the taxation of
investmgnt in real property by U.S. persons, it is clear that the
result of FIRPTA is not to tax foreign investors the same as U.S.
personsvwith regard to their U.S. real property investments.
Indeed, in the Treasury Report of May 1979, the Treasury
Department itself pointed out that applying capital gains taxation
to profits realized by a foreign investor from U.S. real property
would in many cases place a foreign investor at a disadvantage

when compared to his or its U.S. counterpart.
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The Treasury Report analyzed a hypothetical investment in
U.s. farmland and set out the following graph (copied from the
Report):
Figure 1: Present Value of Accumuisted Cash Flow from
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This graph prepared by the Treasury Department establishes that
the overall, after-tax benefit to a foreign investor in the
hypothetical U.S. farm is nearly equal to the after-tax benefit to

a U.S. investor, even when the foreign investor pays no U.S.
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capital gains tax] The reason the pre-FIRPTA, capital
gains-exempt foreign investor has an economic benefit from the
farm investment only slightly different from the benefit reaped by
the U.S. investor who is subject to capital gains tax is that the
hypothetical farm investment described in the Treasury Report "is
assumed . . . to provide a tax shelter for a domestic investor,
but to have no such shelter value for a £oreign investor."!s
Further, the Treasury Report and the graph of the hypothetical
investment in U.S. farmland reflect that the foreign investor will
"bear a heavier burden if his capital gain . . . [is] subject to
[FIRPTA] tax."!¢

The example charted in the Treasury Report involves an
investment in non-depreciable farmland. The situation is aven
more extreme where developed real estate is involved. Assume a
U.S. individual is in the 50% tax bracket and has a large amount
of dividend income. Assume further that the U.S. individual
invests in an office building which produces "paper" tax losses of
$100,000 per year to the U.S. investor. The U.S. investor can use
the $100,000 per year of "tax shelter" resulting from his real
estate investment to offset $100,000 per year of dividend income.
During the time he holds the property, he would have $50,000 par
year of tax savings and would retain full use of the
annually-saved $50,000. When the U.S. investor sells the property
(assuming depreciation on a straight-line basis), the investor

will only pay tax on gain realized above the depreciated basis of
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the building at a maximum rate of 20%--in spite of tﬁe fact that

. he has claimed tax shelter deductions resulting from depreciation
of the property against dividend income which would have been
taxable to him at the rate of 50%, absent the "tax shelter"
provided by the building. By contrast, because of the entirely
different pattern of U.S. taxation applicable to a foreign
investor, a foreign investor cannot use "tax shelter" from a U.S.
real estate investment "to offset U.S.-source interest, dividends,
and other income not effectively connected with a U.S. trade or
business."!’

Capital gains taxes are only one of a number of investment
considerations in a real estate transaction. There are other
important factors such as interest deductions, deprﬁciation,
write-offs, etc. These latter considerations are critical, if not
determinative, for U.S. investors who receive U.S. tax shelter
advantages not available to foreign investors. Unlike a U.S.
investor, a foreign investor generally cannot benefit from a tax
shelter generated by a U.S. real estate investment. In order to
make a realistic comparison between the after tax results of real
estate investment to a foreign investor, as compared to a U.S.
investor, one cannot simplistically assume that a foreign
investor's not being subject to U.S. capital gains tax
automatically means that the foreign investor has an economic
advantage compared to his U.S. counterpart. As stated in the

Treasury Report, because a foreign investor often cannot benefit
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from tax shelter generated by a U.S. real estate investment, the
pre-FIRPTA "exemption from capital gains taxation may be seen as a
offset, roughly, for the prior denial [to the foreign investor) of
[tax shelter] deductions . . . (from U.S. real estate
investment]."!*

In my experience, foreign investors, much more than U.S.
investors, hold real estate for the long-term. The benefit of fhe
pre-FIRPTA effective exemption from U.S. capital gains tax for
gain realized by a foreign investor from his or its U.S. real
property investments is a benefit which was realized only
infrequently by the foreign investors we represent. However, as
plainly reflected in t@e Treasury Department's own analysis, the
imposition of the FIRPTA capital gains tax can result in foreign
investors bearing a heavier burden of taxation than their U.S.
counterparts. FIRPTA cannot be justified by the contention that
the Act results in foreign investors being taxed on real estate
investments the same as U.S. persons; the "tax equity" argument in

support of FIRPTA is illusory and without foundation.

1B

THE MINOR TAX REVENUE INCREASE PROJECTED TO RESULT
FROM FIRPTA WILL BE FAR EXCEEDED BY THE REAL COSTS

OF ATTEMPTING TO ADMINISTER FIRPTA AND THE INTANGIBLE
"DIPLOMATIC COSTS"” TO THE UNITED STATES RESULTING FROM
FIRPTA'S UNILATERAL, SELECTIVE OVERRIDING OF PROVISIONS
IN NUMEROUS TAX TREATIES

When FIRPTA was enacted, the revenue gain resulting from the

Act was projected to be $42 million in fiscal year 1981, $92
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million in fiscal year 1982, $102 million in fiscal year 1983,
$111 million in fiscal year 1984 and $123 million in fiscal year
1985. The revenue gain was then expected to increase to about
$200 million annually, because, effective generally on January 1,
1985, FIRPTA unilaterally overrides certain provisions in numerous
existing tax treaties to which the United States is a party that
otherwise would prevent the application of the FIRPTA tax in
certain circumstances. The Treasury Department has repeatedly
acknowledged that these revenue gain estimates "may be subject to
substantial error."!® The Treasury has also conceded that

its revenue estimates do not take into consideration the extent to
which FIRPTA will result in reduced foreign investment in U.S.
real property.?*

It is submitted that the revenue projected to be produced by
FIRPTA--a pittance in terms of the budget of the U.S.
government~-will be far exceeded by the real and intangible costs
of FIRPTA. As to real costs, the U.S. government (notably the
Treasury Department) has already spent an enormous amount of
valuable time attempting to produce regulations under FIRPTA which
will provide even a modicum of guidance to foreign investors and
their advisors. Thus far, a partial set of temporary and proposed
regulations were issued in September of 1982, and additional
proposed regulations (covering in a different way a part of the
subject matter already addressed in the 1982 regulations) were

issued in November of 1983. At this point in time no one can
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predict with certainty when final Regulations under FIRPTA will be
issued~-even final Regulations limited to the subject areas
covered by the November 1983 proposed regulations. Nearly four
full years after the effective date of FIRPTA, no regulations of
any kind have yet been issued under many of the complex provisions
of FIRPTA.

Beyond the cost of preparing regulations to guide a foreign
investor through the maze of FIRPTA, the U.S. government will be
faced with the actual expense of renegotiating numerous tax
treaties which contain provisions that will be overriden
unilaterally by FIRPTA on January 1, 1985. Thus far, since the
enactment of FIRPTA, only the treaty with Canada has been
renegotiated in light of FIRPTA, and that treaty is not yet in
effect. (Further, assuming the treaty with Canada becomes
effective in its present form, FIRPTA will not apply to Canadian
investments in U.S. real property until a year after the treaty's
effective date, and Canadian investors will effectively be given a
step-up in the tax basis of the U.S. real estate they held on
September 26, 1980, to the fair market value of the property as of
that date. Given that Canada is one of the major sources of
foreign investment in U.S. real estate, these new ﬁreaty
provisions likely will substantially reduce tax revenues from
FIRPTA.)

The cost of printing and maintaining the specialized tax

returns, reports, and the like required by FIRPTA will itself be
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significant. Moreover, given that highly specialized tax advisors
in the United States are at a loss as to how to advise foreign
investors in many areas covered by FIRPTA, it may be assumed that
the enforcement of FIRPTA will require the Internal Revenue
Service to hire and specially train additional revenue agents, all
at further costs.

In my own experience, I have seen foreign investors, because
of FIRPTA, choose to invest in U.S. portfolio assets (where
generaliy no U.S. capital gains tax is applicable), rather than
investing in U.S. real property. Because of FIRPTA other foreign
investors my firm represents simply have chosen not to invest in
U.S. assets at all, at least for the time-being. FIRPTA's
discouragement of foreign investment in U.S. real estate has
undoubtaSly caused the U.S. government to lose taxes which
otherwise would have been paia by construction workers,
contractors, and the like, who would have been employed in
development projects financed by foreign funds--not to mention the
loss of additional U.S. jobs which such investment could have
created. Tax revenue which would have resulted to the United
States on fees paid by foreign investors to U.S. real estate
advisors, tax professionals, lawyers, and the like, has also been
lost because of FIRPTA.

In short, the real costs associated with FIRPTA may
substantially--if not entirely--offset the pittance of tax revenue

which FIRPTA is projected to generate. More importantly, the
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discouragement of foreign investment resulting from FIRPTA is at
variance with President‘Reaqan's recent statement on the
International Investment Policy of the United States (made
September 9, 1983), where it is stated that the "United States
welcomes foreign direct investment," believes that "such

investment provides substantial benefits to the United States"

and, therefore, wishes to foster a "climate which is conducive to

[foreign] investment."

Moreover, the intangible costs to the United States resulting

from FIRPTA will be enormous. As noted, under the terms of
FIRPTA, the United States will selectively override specific tax
treaty provisions with a large number of other countries,
effective January 1, 1985. The Treasury Department has noted
that:

The process of negotiating and ratifying a

tax treaty is long and arduous. The process

would be rendered all the more difficult, if

not altogether impossible, if the United

States were to begin overriding specific

treaty provisions a foreign country had

negotiated in good faith.?!
For these reasons, the Treasury Department advocated, and
FIRPTA adopted, the approach of not effecting an immediate
FIRPTA override of treaty obligations, but of postponing the
treaty override generally until 1985, in order to "allow the
Treasury sufficient time to implement appropriate modifications
in . . . treaties before statutory changes [effected by FIRPTA

become)] . . . effective."??
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Notwithstanding the Treasury's optimistic projection that
it would be able to renegotiate all conflicting tax treaties
before the FIRPTA override in 1985, at this point in time,
approcsimately six months before FIRPTA will unilaterally
override selective provisions of many tax treaties which were
negotiated in good faith by our treaty partners, only one
lonely tax treaty has been renegotiated to take into account
the provisions of FIRPTA. As noted, that treaty (with Canada)
has not yet become effective.

Tax treaties are highly negotiated agreements in which the
respective countries involved attempt to obtain benefits for
their nationals and residents. A fundamental assumption which
underlies a tax treaty is that each country involved has
accepted the provisions of the treaty and will abide by them
until and unless they are renegotiated. The FIRPTA provisions
specifically overriding conflicting provisions in existing U.S.
tax treaties have been the cause of serious concern among our
treaty partners. Many of the countries with which we have
treaties think that FIRPTA's unilateral, selective override of
existing tax treaty provisions makes a mockery of the process
of negotiating tax treaties with the Un;ted States and
nullifies the purpose of concluding such treaties with our
government. The "diplomatic cost" to the United States if
FIRPTA is not repealed and is allowed to override tax treaty

provisions which were negotiated in good faith will be
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extraordinarily high, far greater than the pittance of tax

revenue which FIRPTA is projected to produce.

Iv.

THE POLICY OF THE UNITED STATES SHOULD BE TO

ENCOURAGE FOREIGN INVESTMENT IN U.S. REAL ESTATE

IN ORDER TO GIVE FOREIGN INVESTORS A LONG-TER

STAKE IN THE WELL-BEING OF OUR COUNTRY

Existing U.S. tax law has the effect of encouraging

foreign investment in U.S. portfolio assets such as U.S. stocks
and bonds and certain money market instruments. Further, the
Administration is strongly supporting additional tax relief for
portfolio investments in the form of repeal of the existing
withholding tax on U.S. source portfolio interest paid to
foreign investors. On May 1, 1984, Ronald A. Pearlman, Deputy
Assistant Secretary of the Treasury (Tax Policy) told the House
Ways and Means Committee that the Administration prefers an
immediate and complete repeal of the withholding tax on such
interest and that the Adminis*ration believes that a repeal of
the withholding tax in question would have economic benefits to
the United States in the form of increased capital formation
and sustained economic growth. For these economic policy
reasons, Mr. Pearlman stated his desire "to emphasize" that the
Administration's support of repeal of the withholding tax on
portfolio interest "has never depended‘on whether there was a

revenue gain or loss."

-21-
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As discussed earlier, I believe that the real, net revenue
gain to the U.S. government resulting from FIRPTA will be
slight-~if such a gain exists at all. However, regardless of
the tax revenue effects of FIRPTA, FIRPTA should be repealed as
a matter of economic policy of the United States.

There are sound reasons for encouraging foreign investors
to make portfolio investments in the United States. However,
because of the highly liquid nature of such investments,
portfolio investments in publicly-traded shares, in bearer
bonds, in money market instruments, or the like, do not result
in any commitment by a foreign investor to his U.S. investment.
When a foreign investor has doubts about the U.S. economy or
about the particular liquid investment he has made, the
investor is easily in a position to "vote with his feet,"
convert his assets into cash and even transfer his funds out of
the United States entirely. Recently, widely-publicized
stories have indicated that substantial withdrawals of funds by
frightened foreign investors substantially accelerated the
difficulties of Continental Illinois Bank. The lesson is
clear.

By contrast, virtually without exception real estate
investments are illiquid, long-term commitments of capital.
When a foreign investor makes an investment in U.S. rea;
property, that investor has a true, long-term stake in the
well-being of the United States. With such an investment, the
foreign investor makes common cause with our country and its
future. !

The policy of the United States should be to encourage
foreign investment in U.S. real property. FIRPTA should be

repealed for this reason.

37-520 O--84——5
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June 29, 1984

The Honorable Malcolm Wallop

United States Senate

Room 206

Richard B. Russell Senate Office Building
washington, D.C. 20510

Re: Proposed Repeal of FIRPTA--S,1915
Dear Senator Wallop:

Last Tuesday, June 19, at the invitation of Senator
Goldwater I testified before the Senate Committee on Finance
in favor of Senator Goldwater's proposal in S$.1915 that the
Foreign Investment in Real Property Tax Act ("FIRPTA") be
repealed. I appreciated the Committee's allowing me to
testify, and I particularly appreciated the gracious manner
in which you chaired the hearing.

The purpose of this letter is to confirm in writing
several points which were raised during the course of the
hearing, as follows:

1. FIRPTA Applies to Investments by Foreign Investors
in U.S. 0il and Gas Interests.

Lord Mark Fitzalan Howard, appearing on behalf of the
Association of Investment Trust Companies of the United
Kingdom, stated at the hearing that FIRPTA has the effect of
discouraging foreign investment in U.S. oil and gas prop-
erties at a time when the policy of our government should be
to encourage such investment, given the difficulties in the
area of the Persian Gulf. You questioned whether, in fact,
FIRPTA covers such U.S. properties as oil and gas leases,
and the like. You stated that it would be an "astonishing
distortion” if FIRPTA covered such properties.

This will confirm the response I made during the
hearing: FIRPTA clearly includes in its definition of U.S.
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real property "an interest in a mine, well, or other natural
deposit."” I.R.C. §897(c)(1)(A)(i). Under both the tempo-
rary and proposed FIRPTA regulations which have thus far
been issued, an interest in real property is said also to
include "any direct or indirect right to share in the
appreciation in the value of, or in the gross or net pro-
ceeds or profits generated by ... real property." Temp.
Regs. §6a.897-1(d)(3); Prop. Regs. §1.897~1(d)(2). There-~
fore, it appears absolutely clear that any equity interest a
foreign investor holds in U.S. oil and gas properties would
be subject to FIRPTA, including interests which may be
characterized as oil and gas "leases."

Further, you may be interested to know that, under the
proposed FIRPTA regulations issued in November of 1983, if a
foreign investor owns U.S. real property which has cn it oil
derricks, oil and gas pipelines, oil storage tanks or other
equipment used to extract oil and gas from the ground, those
improvements to the foreign investor's U.S. real property
would also constitute U.S. real property subject to the
FIRPTA tax. '

[Demonstrating furthe. the continuing uncertainty and
confusion which FIRPTA has caused in the oil and gas area
and elsewhere, there is a clear-cut conflict between the two
sets of FIRPTA regulations c¢n the subject of whether mineral
"production payments" descriied in I.R.C. §636 are "real
property"” for FIRPTA purposes. Compare Temp. Regs.
§6a.897-1(d)(3) with Prop. Regsi. §1.897(d)(2).]

2. FIRPTA Has Substantial'y Reduced the Amount of
Foreign Investment in U.S. Real Estate, 0il and Gas
Exploration and High Technology, "Venture Capital®

Companies.

During the course of the hearing, you indicated that,
*"in this time of budget deficits," the case for repeal of
FIRPTA would be strengthened significantly if it can be
demonstrated that FIRPTA is costing the U.S. government
revenue because of "the disincentive to investment created”
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by FIRPTA. 1 believe it can be shown that FIRPTA is a very
significant deterrent to foreign investment in U.S. real
estate, in U.S. oil and gas properties and privately-held
oil and gas exploration companies and in privately-held
companies doing business in high technology and other areas
typically attractive to venture capital investors. I
believe the FIRPTA-caused disincentive for foreigners to
invest in such assets has cost the U.S. government sub-
stantial tax revenues (which would have been paid by U.S.
persons who typically would have sold such properties to
foreign investors) and has resulted in the U.S. economy's
losing the benefit of substantial infusions of foreign
capital.

At the time of its May 1979 Report to the Congress on
"Taxation of Foreign Investment in U.S. Real Estate” (here-
after called the "Treasury Report"), the Treasury Department
stated that "like all revenue estimates® it makes, the
Treasury's estimates of the revenue which would be produced
by a FIRPTA-type capital gains tax "take no account of
behavioral adjustments” which may follow from the imposition
of the tax. More specifically, the Treasury stated that:
"The extent to which ... [foreign investors']| aggregate
investment in the United States would be reduced if capital
gains were subject to U.S. tax is virtually impossible to
predict.” [Treasury Report, p. 54] Even with the benefit
of hindsight, it is not possible to quantify exactly the
amount of foreign investment which has been deterred by the
enactment of FIRPTA.

Nonetheless, the conclusion is unavoidable that very
substantial amounts of foreign investment have effectively
been prevented by FIRPTA. 1In his written statement presented
to the Finance Committee, Senator Goldwater stated that he
is "convinced that FIRPTA is blocking hundreds of millions
of dollars of investment money that is needed in this
country." Senator Goldwater went on to note that, according
to the U.S. Department of Commerce, “non-bank foreign land
holdings increased by 4.8 million acres in 1981, but in 1982
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new investment fell to 1.6 million acres and in 1983 it
dropped all the way down to 360,000 acres." Senator
Goldwater also noted that, according to other statistics
from the Department of Commerce, "new foreign direct invest-
ment fell $16.2 billion from 1981 to 1983." At the same
time, the Senator noted that the amount of foreign portfolio
investuent-~which is generally not subject to a U.,S. capital
gains tax--had risen significantly in 1983, as compared to
1981. From this, Senacor Goldwater concluded that:

"The stronger dollar and lingering recession
abroad cannot te used as the excuse for falling
new foreign investment in real estate when
foreign [portfolio] stock purchases have climbed
more than a billion dollars in the same period."

Speaking for the multi-billion dollar pension funds
making up the European Federation for Retirement Provison,
Senator van Tets of The Netherlands indicated in his pre-
pared statement to the Finance Committee that FIRPTA

"has, without any doubt, seriously dampened our
investment interest in U.S. commercial real
estate, oil and gas exploration and high tech-
nology, and will continue to deter such invest-
ment unless this law is repealed or very
substantially modified ....

Similarly, Lord Mark Fitzalan Howard, representing the
Association of Investment Trust Companies of the United
Kingdom, whose members' assets approximate 19 billion pounds
sterling, referred to FIRPTA as a “"barrier" to investment in
the U.S. which may cause U.S. enterprises to "be deprived of
valuable [foreign] capital ...." Lord Howard went on to
submit on behalf of his Association that

"unless the effects of FIRPTA are removed, the
result will be materially to reduce the finance
from outside the U,S. for oil and gas exploration
++.. [because, with the FIRPTA tax applicable,]
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our investments in [U.S.] oil and gas companies
will have to perform significantly better than
those in any other country in order to compensate
for the tax imposed by FIRPTA ...."

He further stated that "FIRPTA similarly jeopardizes our
investment in high technology and cther venture capital
companies in the U.S." and indicated that, "because of
FIRPTA, ... {U.K. investment trust companies] may increas-
ingly turn away from investing in technology in the U.S. and
focus on other areasg such as Japan."

Lord Howard gave a specific example of a U.K. invest-
ment trust company which is a member of his association that
"as a matter of policy now normally refuses opportunities to
invest in any ... [(U.S. high technology] company," {[because
such a company] "may be treated as a U.S. teal property
holding company” and "caught within the FIRPTA net,"

While it is not possible to give precise statistics, I
believe it is clear from this testimony that FIRPTA has
substantially deterred desirable foreign direct investment
in the United States, contrary to the best interests of our
country.

3. Enactment of FIRPTA Withholding and Repeal of the
FIRPTA Disclosure Rules Will Not Solve the Prcblem,

As shown, Senator van Tets and Lord Howard both testi-
fied that FIRPTA has the effect of significantly discourag-
ing foreign investment in privately-held U.S. oil and gas
companies and in U.S. companies that are involved in high
technology and other businesses which are interesting for
venture capital investors. It was noted during the hearing
that replacing the present onerous investor disclosure rules
of FIRPTA with provisions for enforcing the FIRPTA tax by
withholding (since passed by Congress) will not solve the
problem.
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Even if FIRPTA is enforced by withholding, it will
still generally be necessary for every foreign investor who
holds shares in a privately-owned U.S. corporation and sells
those shares to prove to the IRS that the U.S. corporatior:
was not a "United States real property holding corporation"
within the meaning of FIRPTA at the time the foreign in-
vestor sold his or its shares--or at any time during the
past five years. If the foreign investor fails to establish
that the U.S. corporation whose shares the investor sold was
not a "United States real property holding corporation," the
foreign investor generally will be subject to the FIRPTA
tax.

Under both sets of FIRPTA regulations which have thus
far been issued, the valuation and other procedures for
establishing that a U.S. corporation was not a "United
States real property holding corporation" as of a particular
date are enormously detailed and problematical. As Lord
Howard commented in his written statement:

"What is the precise value of a partially proven
oil or gas reserve and what is the value of a high
technology company's patent rights and R&D know-
how? Yet these valuations are critical in deter-
mining whether or not the company is within the
scope of FIRPTA."

The enactment of a provision for enforcing the FIRPTA
tax through a withholding mechanism does not ameliorate or
relieve in any way these FIRPTA-caused uncertainties, and
they remain onerous burdens on foreign investors. Yet the
extraordinarily difficult FIRPTA procedures for determining
whether a particular company is a "United States real
property holding corporation” go to the very heart of the
issue of whether the FIRPTA tax applies, not merely to
procedural matters of disclosure or enforcement of the tax.
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4. FEIRPTA's Unilateral Overriding of Selected Provi-
sions of U.S. Tax Treaty Obligations Is Without Precedent
and Cannot Be Justified.

buring the hearing I indicated my strong belief that
FIRPTA should be repealed before January 1, 1985; otherwise,
FIRPTA will have the unprecedented effect of unilaterally
overriding selected provisions in a large number of U.S. tax
treaties which our treaty partners believed the United

States negotiated in good faith. The result will be to.make...........

a mockery .out.of the processof negotiating a tax treaty
with our govetrnment. In a June 25, 1979, presentation to
the Senate Finance Committee's Subcommittee on Taxation and
Debt Management, the Treasury Department noted that:

"The process of negotiating and ratifying a tax
treaty is long and arduous., The process would be
rendered all the more difficult, if not altogether
impossible, if the United States were to begin
overriding specific treaty provisions a foreign
country had negotiated in good faith."

For these reasons, the Treasury advocated, and FIRPTA
adopted, the approach of not effecting an immediate FIRPTA
override of treaty obligations, but of postponing the treaty
override generally until 1985, in order allegedly to allow
the Treasury sufficient time to renegotiate the tax treaty
provisions which otherwise would be overriden by FIRPTA. At
the same June 1979 hearing the Treasury acknowledged that
FIRPTA will override selected provisions in "about half of
our treaties, about 15 treaties--and ... [that some of] the
most important ... [treaties] would be involved." Yet at
this point in time only our treaty with Canada has been
renegotiated to take into account the provisions of FIRPTA,
and the Canada treaty, itself, has not yet become effective.

If FIRPTA is allowed to stand and the United States
thus unilaterally overrides selected provisions in numerous
tax treaties to which this country pledged itself, the
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resulting diplomatic costs to the United States will be
enormous. In the words of Senator van Tets, pension funds
who are members of the European Federation for Retirement
Provision were no less than

"stunned to learn that ... [FIRPTA} would presume
to override existing treaties, which it would not
even be possible to renegotiate by January 1, 1985
by most of the countries represented in our
organization.”

S. The FIRPTA Tax on Foreign Investors' Gain From U.S.
Real Property Is Contrary to the Tax Policies and Practices
of Many of Our Major Trading Partners With Regard to Taxing
"Foreign" Investment in Real Estate in Their Own Countries.

One final point noted at the hearing is worth emphasiz-
ing. The 1979 Treasury Report (Appendix B) states that,
with the exception of the United States (before FIRPTA) and
the United Kingdom, "nearly all other industrial countries
.++ tax nonresidents on capital gains from the disposition
of real property located in the country ...." and goes on to
state that, before FIRPTA, the United States was "generous"
in allowing foreign investors to structure their U.S. real
property holdings in order to avoid the U.S. capital gains
tax as it existed before FIRPTA, The Report also says that
“the United States, along with the United Kingdom, is ex-
ceptional in not taxing nonresidents on gain from the dis-
position of real property ...."

The facts are at odds with the impression created by
these statements of the Treasury. In addition to the United
Kingdom, a number of major industrialized countries which
are our treaty partners do not tax nonresidents of these
countries on capital gains realized from a real estate
investment in the countries in question, so long as the
investment is not directly connected with a non-real estate
business of the investor (e.g., a manufacturing plant). The
Netherlands is a good example of this approach. Other
countries, such as Germany, do not tax foreign (or local)
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investors on their gains from ncn-business real estate,
provided the real estate is held for a sufficient period of
time (the holding period in Germany being two years),

Indeed, once one reads past the Treasury Report's
generalities, one finds the more specific and accurate
statement that

"despite ... [the] frequently broader scope of
[foreign laws] in attempting to tax non-residents,
effective taxation [by foreign countries] of gain
... [realized by non-residents oi those countries]
on the disposition of real property ... [located
in such countries] is probably rarely realized
[because of available holding period provisions,
the potential of using holdirg company structures
for real estate investments, and the likej."
[Emphasis added.]

A tax law is what it does, not what it appears to say on
its surface: .This statement of the Treasury plainly makes
the point that the position of foreigr investors who in-
vested in U.,S. real estate before FIRPTA was no better than
the position enjoyed by nonresident persons making real
estate investments in most other industrialized nations.*

*Canada is a notable exception and goes to great
lengths to tax capital gains from foreign investment in that
country. However, for its own policy reasons, Canada has
long been leery of foreign direct investment; the Canadian
Foreign Investment Review Act has deterred much foreign
investment in that country. By contrast, the stated policy
of the United States, reiterated by President Reagan in his
statement on International Investment Policy on September 8,
1983, is to "welcome" foreign direct investment as "an
important source of capital” and to foster "a domestic
economic climate which is conducive to investment."
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Clearly, before FIRPTA the United States was not being
"generous" or a "dupe" compared to most other such nations.
Equally clearly, the provisions of FIRPTA (particularly
those which attempt to tax foreign investors on their gains
from sales of shares of real property holding corporations)
represent a "departure from international norms," to use the
Treasury Department's words. (Treasury Report, p. 4.)

* * *

It is my hope that the Congress will reconsider, and
repeal, FIRPTA. 1 believe such action is consistent with
the economic policy of the United States (a policy clearly
underlying the recent Congressional decision to repeal the
U.S. withholding tax on portfolio interest paid to foreign
investors) and in the best economic interests of our

country.
Respectfully submitted,
Tiaudll Lyt
W. Donald Knight,'Jdr.
WDKJr/saw

cc: Members of the U.S. Senate Committee on Finance

Senator WaLLopr. Mr. Richards.

STATEMENT OF TIMOTHY RICHARDS, CORRIGAN ZELMAN &
BANDER, M1AM], FL

Mr. RicHARDs. Mr. Chairman, members of the committee, I have
been involved in thousands of transactions involving foreign inves-
tors and U.S. real estate. Based upon this experience, it is my con-
sidered opinion that FIRPTA discourages foreign investment in
U.S. real estate. It is not so much the economic impact of the tax
as it is the uncertainty and even panic generated by this legisla-
tion.

The amendment of FIRPTA to include withholding provisions
will not remove much of this uncertainty and disincentive. More-
over, a withholding system simply is not realistic or feasible.

I would like to read into the record the House Ways and Means
report prepared in connection with the revenue bill of 1936 where-
in it was originally proposed to tax foreigners on their capital gains
related to real estate.

The committee stated that:

Such a nonresident will not be subject to tax on capital gains, including gains
from hedging transactions, as at present it having been found impossible to effectu-
ally collect this latter tax. It is believed that this exemption from tax will result in
additional revenue from the transfer taxes and from the income tax in the case of
persons carrying on the brokerage business.

Foreign investment has been an important source of capital in
this country for centuries. Currently, foreign investors maintain
many real estate markets in this country and have created thou-
sands of jobs for U.S. citizens. Economies such as south Florida,
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Dallas, Houston, Atlanta, and many more, have benefited tremen-
dously from foreign investment in office buildings, shopping cen-
ters, apartment complexes, et cetera.

Foreigners invest here because of economic reasons and because
of the stability of our law and the perception that the U.S. wel-
comes foreign investment. FIRPTA has sent a clear and convincing
message to many of these foreign investors; namely, that the stabil-
ity of U.S. laws is in question, and that U.S. lawmakers do not en-
courage foreign investment in U.S. real estate.

There is a proposal that would amend FIRPTA to include with-
holding requirements. These amendments should not be viewed as
a panacea and cure-all for the ailing FIRPTA bill. Withholding
may replace the reporting requirements which have caused so
much furor, but a withholding system will not cure the internal in-
consistencies, inequities, and uncertainties caused by FIRPTA.

I have been opposed to withholding since my first article on the
subject appeared in the International Tax Journal in April 1980. I
have carefully restudied this withholding proposal, including the
suggestions submitted by the tax section of the Florida bar. I
remain convinced that withholding will add substantially to the
negative effect of FIRPTA.

The reasons for my position are as follows: First, many of the im-
portant withholding provisions require regulations. Is there any
{3388?1 to believe that these regulations will be published before

In the meantime, uncertainty will surround many transactions
involving foreigners and U.S. real estate.

Second, withholding creates unreasonable liabilities for U.S. citi-
zens in many instances. For example, what happens in a transac-
tion where no cash changes hands, such as a exchange or a mort-
gage foreclosure? A U.S. bank foreclosing on a mortgage may be re-
-quired to remit 10 percent of the fair market value of the property
to the Federal Government in order to satisfy its withholding li-
abilities. This is unreasonable. :

Similar problems are exacerbated by a lack of regulations.

Third, it is unfair to the foreign investor to impose withholding
because it deprives the foreign investor of his money prematurely.
In contrast, a U.S. seller making a sale in 1984 may not be re-
quired to pay any tax until April 1985. Accordingly, I predict with-
holding will have a chilling effect on real estate transactions as for-
eigh investors attempt to obtain higher prices for their property

Fourth, a fair withholding system is unworkable. For example,
withholding provisions allow for fair adjustment of the withholding
rate prior to sale. The IRS may be required to react to these re-
quests within 15 days, and I submit that it will be impossible for
the IRS to so react. .

What happens if the IRS fails to react? Will it waive its taxing
jurisdiction?

In conclusion, I believe that FIRPTA is robbing the United
States of millions of dollars of foreign capital and jobs for U.S. citi-
zens. I would urge you to repeal this law in its entirety.

Thank you.

[The prepared written statement of Mr. Richards follows:]
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STATEMENT BY TIMOTHY RICHARDS
TO THE FINANCE COMMITTEE
<
UNITED STATES SENATE

TUESDAY, JUNE 19, 1984

My name is Timothy Richards and I am a member of the law firm
of Corrigan Zelman & Bander, P.A. I am located in our Miami
office, and approximately 90% of my practice involves assisting
foreign investors making investments in the United States.

You have before you proposed legislation which would repeal
the Foreign Investment in Real Property Tax Act (FIRPTA), a law
which has had an overwhelmingly negative impact upon invest.cs
seeking to invest their funds in the United States. Foreign
investment ﬁas played a key role in the development of the United
States economy since the Revolutionary War. The Louisiana
Purchase and the first transcontinental railway were projects
which were financed with foreign capital. The enactment of
FIRPTA, with its many internal inconsistencies and mechanical
flaws, has and will continue to have a dampening effect upon this
important capital source. I see several reasons for repealing
FIRPTA in its entirety, which is why I appear before you today.

FIRPTA: CONTRIBUTING TO A DECLINE IN FOREIGN INVESTMENT

FIRPTA is directly contributing to a decline in foreign
direct investment in the United States. The growth of direct

investment in 1983 was decreased by $2.8 billion compared to 1982
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statistics compiled by the Bureau of Economic Analysis of the
Department of Commerce. In Florida, the decline of foreign
investment in real estate has had a devastating impact on the
local economy. Foreign investment in real estate declined 300% in
1982 in South Florida.! Part of this decline is due to the fact
that foreigners are extremely sensitive to the investment
atmosphere in any country. Americans investing abroad have
traditionally weighed this factor very heavily, and foreigners
investing here do the same. One of the reasons that the U.S, is
favored by foreign investors is the stability of our laws; another
is the gerception that we welcome foreign investment.
Unfortunately FIRPTA has negated both these reasons by creating
many legal uncertainties which affect every foreign investor in
U.S. real estate and by fostering the perception by many foreign
investors that the United States is not interested in attracting
foreign investment. An example of how a change in tax laws can
alienate foreign investors is the enactment of the unitary tax in
Florida. Many major foreign investors joined in a mass exodus
from Florida when the bill was enacted. It was a clear signal to
foreign investors that Florida was not receptive to the idea of
encouraging foreign investment,

Another economic effect of FIRPTA is seen in the shift of
foreign investment from direct active investment in real estate

and related businesses to passive investments, as evidenced by

l"'I'h; AREEA Report for South Florida", Volume 3, Issues 11, 12,
Pg. <.
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recent BEA statistics, due to the fact that most of these indirect
investments are still not subject to capital gains taxation under
U.S8. law. Direc investments, such as the construction and opera-
tion of office buildings,, create jobs and contribute to the
economic health of a community. Indirect investments are
generally less productive in creating jobs and contribute less to
the health of local economies. 1In an era when our country needs
more active direct investment, FIRPTA appears to be inconsistent
with this need.

THE MYTH OF "PARITY"

Historically, foreigners were exempted from capital gains
taxation because it was considered difficult, if not impossible,
to enforce and collect this tax. When a foreigner is engaged in
an active trade or business in the United States he is required to
file a U.S. tax return. However, as is usually the case, if the
investor himself is not encaged in a trade or business in the U.S.
there is no effective mechanism to trace, monitor or report a
realization of capital gains from the sale of a U.S. asset,
Accordingly, foreigners are usually still not required to pay
capital gains tax on the sale of U.S, stocks, bonds and other
non-real estate capital assets post-FIRPTA. It is still not
understood by most foreigners why only investment in U.S. real
estate should be subject to capital gains taxation. The logical
message to the foreign investor is that the U.S. is discouraging

direct investment by foreigners in real estate.
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The original FIRPTA proposal set forth by Senator Wallop was”
intended to discourage foreign investment in U.S. farmland due to
the allegation that foreigners were better able to purchase U.S.
farmland because of a perceived tax advantage. The focus of
FIRPTA was then extended to all U.S. real property in the name of
establishing "parity" between foreign and domestic investors in
U.S. real estate. Ir reality, the "parity" principle is erroneous
in that foreigners will generally pay larger capital gains taxes
thaﬁ their U.S. counterparts due to the fact that U.S. taxpayers
usually have the option of sheltering their gains more feasibly
than the foreign taxpayer. In addition, the filing of a U.S. tax
return and other reporting forms may subject the foreign investor
to unreasonable risks, including the threat of expropriation of
his U.S. investments by his home country government. Once the IRS
obtains the name and addregs of a foreign investor, it is probable
that such investor will receive correspondence from the IRS.
Notices of this type alert foreign government officials and other
individuals to the activities of a foreign person abroad. In many
countries kidnapping is an extremely real threat to foreign
investors who have been identified in their home countries as
being wealthy enough to invest abroad.

FIRPTA CREATES LEGAL AND FINANCIAL UNCERTAINTY

FIRPTA has created a great deal of legal uncertainty in the
foreign investment community. For example, it was exceedingly

difficult for many investors to receiva timely notice of the
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enactment of FIRPTA or of filing dates for FIRPTA reporting forms.
This problem created a near panic in our offices last March.
Despite the fact that our office sent several notices to hundreds
of our clients regarding a March 21 filing deadline, panic-striken
investors arrived in Miami on March 20 requ%sting our assistance
in the filing of information returns or security agreements in
lieu of information returns. I am certain that dozens of our
clients never received the notices and if the deadline had not
subsequently been lifted by the Treasury these clients could have
incurred sizable penalties. As it was, foreign investors spent
thousands of dollars and many wasted hours attempting to comply
with the FIRPTA laﬁf I am certain that many of our clients who
suffered through the frustrating process are wondering when it
will happen again.

Let me emphasize the fact that our clients have a good deal
.of respect for U.S. law and have complied fully with all Federal
and State regulations regarding foreign investment. Each of our
clients has expended time and money to comply with the
International Investment Survey Act (IISA), the Agricultural
Foreign Investment Disclosure Act (AFIDA) and the reporting
requirements under the Florida RICO Act. Although our foreign
investors realized that IISA, AFIDA and the Florida RICO reports
are applicable only to foreigners they have not complained of
discriminatory treatment because the burden of compliance is not
nearly as severe as the FIRPTA reporting requirements,

Compliance obligations of foreign investors have been

37-520 O—84——6
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complicated tremendously by the FIRPTA law. Our office maintains
over 300 foreign corporations, each of which owns U.S. real
estate. We will have to compile and maintain a current balance
sheet for each year since 1980 for each entity in order to
accurately prepare annual FIRPTA reports. In ag?ition, hundreds
of signatures must be obtained from clients scattered throughout
the globe before the FIRPTA reports can be filed with the
TteaSﬁry. Timely compliance with FIRPTA for all our clients will
be extremely difficult,

Additional uncertainty is created by the fact that Final
Regulations have not yet been issued. Since June of 1980 expert
tax practicers have had a difficdlt time interpreting many of the
nuances of the FIRPTA law without the benefit of regulations or
other authority. Once again, the foreigner is faced with
uncertainty when investing in the United States and this
perception is amplified abroad where the FIRPTA law as a whole is
regarded as vague and even dangerous.

Major confusion has been created by FIRPTA in the area of tax
free reorganizations and other non-recognition transactions. The
applicable FIRPTA provisions have not yet been regulated even
though the statute calls for regulations. The following facts
will illustrate some of the serious problems created by FIRPTA.
Consider a Panama holding ccrporation which owns several foreign
entities plus five U.S. subsidiaries. Two of the subsidiaries own

appreciated U.S. real pcoperty and taken together, the non-US real
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estate assets of all five domestic entities amount to more than
50% of the total assets pursuant to the valuation methods
prescribed in the Proposed Regulations. The client wanted to
create a domestic holding company in order to enable its U.S.
subsidiaries to file a consolidated U.S. tax return. If the
shares of the domestic holding company are not shares of a U.S.
Real Property Holding Corporation then according to IRC Sec.
897(e) (1) it would appear that non-recognition provisions would
not apply and the transfer of the shares of the subsidiaries with
appreciated real property would be a taxable event. However, if
the transfer is treated as a distribdtion by a foreign coréoration
under IRC Sec. 897(d)(1)(B) then the transfer may not be taxable.
I1f the valuation methods prescribed in the Temporary Regulations
are used, the mortgages would be included in the fair market value
of the U.S. real estate, in which case the U.S. real estate assets
of the domestic holding company would exceed 50% of total assets
and the shares of the domestic holding company would constitute a
USRPI. Consequently, the transaction might not be taxable under
Sec. 897(e)(1). Without final regulations and examples it is
difficult to determine what the Treasury's position would be.
Consequently, the foreign investor must accept an unascertainable
contingent liability with respect to this transaction.

FIRPTA CONTAINS MANY INEQUITIES

There are many inequities contained in the FIRPTA law itself.

For example, suppose a foreigner sells the shares of a Florida
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corporation which owns U,S. real property with@‘-ﬁe&ﬁgﬁ‘frswo,ooo
and foreiga situs real property with aF§§§l$ of $149,000., Any
gain realized on the sale of the sale of the shares of the Florida
corporation is fully taxable in the U.S. Thus, even though all
the gain realized by the transaction is attributable to apprecia-
tion of the foreign situs or other non-U.S. real estate assets,
all such gain would be taxed in the U.S.! This is clearly an
unintended extension of the United States taxing jurisdiction
which is clearly inhospitable to foreign investors.

FIRPTA ENCOURAGES TREATY SHOPPING

Another unintended result of FIRPTA is that it encourages
treaty shopping. Under the law certain non-recognition provisions
with respect to capital gains realization and other important
elections, i.e. (Sec. 897(i). election), are afforded only to
certain U.S, treaty partners. In order to obtain these benefits
the foreign investof must forgo the possibility of investing
through a corporation incorporated in his home country
jurisdiction and opt for a treaty country corporation to serve as
an investment vehicle,

FIRPTA LOOPHOLE CANNOT BE CLOSED

There are still glaring loopholes in the FIRPTA law which
cannot be closed. For example, the sale of foreign corporation
shares is exempted from FIRPTA taxation. The fact that FIRPTA can
be so easily circumnavigated legally creates the general impres-
sion abroad that other U.,S. tax laws can be avoided just as

easily.
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FIRPTA WITHHOLDING: NO SOLUTION

In my opinion, the amendment of FIRPTA to include withholding
provisions would not remedy the situation. The amount of
withholding is arbitrary and discriminatory against foreigners in
that it denies the foreign seller the use of the withheld funds
prematurely. The mechanisms of withholding would necessarily
complicate real estate transactions by (1) creating a withholding
liability in a U.S. person and/or (2) tainting the title to
property with an unascertainable contingent liability if title had
ever been held by a foreigner.

I have carefully reviewed Senate Bill No. 2062 and the
Florida Bar's proposed revisions, The proposals are complex, both
in theory and practice. Most of the provisions in the proposals
require the Treasury to prescribe additional regulations. Is
there any reason to believe that these regulations will be issued
before 1990? In the meantime, practitioners and foreign investors
will remain uncertain about the taxability of certain transactions
and procedures such as: the methodology for obtaining a reduction
in the flat wiﬂhholding rate,2 how refunds may be bbtainéd,3

the calculation of the taxpayer's maximum tax liability,4

2pjorida Bar proposed IRC Code Sec.1444(c)(1)(A).
31bid. Sec.1444(c)(1)(C).
41bid. Sec.1444(c)(1)(C).
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withholding procedures and liabilities affecting domestic partner-
ships, trusts and estates,5 withholding procedures and liabili-
ties affecting certain distributions by foreign corporations,6
etc.

The withholding rate of 28% of the gross sales price is
onerous. A reduction to 10% is a slight improvement, but this
amount may equal the entire downpayment for a property. If the
seller has generated any losses which might shelter his capital
gain, these losses would not affect the withholding rate. The
withholding rate may be adjusted if the IRS is petitioned in
-advance., The proposed bill would require the IRS to act within 15
days of the submission of the requesg*lh It is ludicrous to
presume that the IRS could respond to a petition within 15 days;
and, moreover it is not clear how the withholding raEe will be
affected if the IRS fails to respond within 15 days.

It is not clear how the withholding proposals.afféct taxable
transactions which do not involve cash., A U.S. person receiving
U.S. real estate in an exchange is treated as a transferee who
must withhold. As a result, even when no cash is exchanged the

U.S. person must withhold!

Consider another example. A foreigner is unable to meet

51bid. Sec.1444(e).
61bid. Sec.1444(f).
71bid. Sec.1444(e)(3)(B). :
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mortgage payments on his U.S., real property and the U.S. bank is
forced to foreclose. The bank will be considered a transferee and
will be subject to withholding obligations. However, the bank
parted with its money years before the foreclosure. Will the bank
be required to come up with more money to meet the withholding
tax?

I submit that even though the Treasury is capable of issuing
regulations which might resolved these technical problems, there
is no reason to believe that such regulations will be published on
a timely basis. Meanwhile, the withholding provisions will only
compound an already chaotic situation.

The proponents of the revised Senate Bill added a provision
which would supposedly solve the investor's anonymity problem by
proposing that the 10% tax withheld upon a disposition should
constitute satisfaction of the entire tax obligation of the
foreign seller.® Consequently, the foreign seller would not be
required to file a tax return. Thus, if the foreign seller
settles for the 10% withholding rate and is willing to forego the
possibility of a reduction of the withholding rate or a refund,
then anonymity of the seller can be preserved. The message to the
foreign investor is clear: anonymity may only be preserved at a
premium. Unfortunately, the foreigner will never be able to
accurately calculate the cost of this premium at the outset of his

investment. 1In contrast, the cost of arranging a Security Agree-

81bid. Sec.1414(d).
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ment pursuant to the provisions contained in IRC Sec.6039C could
be estimated at the outset of the investment.

The withholding- proposals will not alleviate the many
practical probhlems created by FIRPTA which tend to clearly
discourage foreign investment in U.S. real estate. Instead, the
withholding propouals will compound the alfeady chaotic situation
which FIRPTA has created.

FIRPTA: ACTUAL COST

The costs of administering the FIRPTA law will be excessive.
If the law is to be enforced and not just flaunted hundreds of
specially trained agents will need to be employed by the IRS. If
prominent tax experts have difficulty determining when gains are
realized and when taxable dispositions take place, it is not
likely that the average IRS agent will fare any better.
CONCLUSIONS

It has been my observation that the enactment of FIRPTA has
made a bad situation worse. Foreign capital has maintained many
real estate markets in this country. The decline of foreign
investment has damaged these markets and FIRPTA has clearly
contributed to this injury. M} opinion is based upon my
involvement in thousands of transactions involving foreign
investors and U.S. real estate.

The original goal of establishing parity between the foreign
and U.S. investor is unattainable. FIRPTA contains many

discriminatory and even punitive provisions which affect a narrow
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group of foreign investors. As the discriminatroy characteristics
of FIRPTA continue to emerge, the perception of.discriminatory
U.S. tax treatment of foreigners will be amplified abroad.

The FIRPTA law creates significant legal and financial
uncertainti~ss which also dampen the U.S. investment climate.
Final Regulations are long overdue. Withholding proposals for
FIRPTA require additional regulations. Competent tax attorneys
have trouble determining when taxable dispositions occur, when
non-recognition provisions of the Code apply, how Security
Agreements should be drafted, and the list go;s‘on and on.

The final reminder that FIRPTA is folly should come to light
when the real costs of administering the law are finally
calculated. Hundreds of new agents will be needed to effectively
enforce and monitor thié %§w. The additional paperwork generated
by the FIRPTA reporting provisions have far exceeded the IRS's
expectations. However, the most expensive item will be the loss
of foreign capital caused by FIRPTA. In an era where the U.S.
government is pouring billions of dollars into foreign aid
overseas, the private sector should be given every opportunity to

repatriate these dollars.
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Senator WaLLop. Mr. Richards, was there one additional point
that was in that page? We haven’t many witnesses, if you wish to
make the statement.

Mr. RicuarDps. The revenue effect projected under the original
withholding provisions estimated that a total of $104 million would
be derived from the withholding provisions from 1984 through
1989, based on a tax obligation of 28 percent. I believe that the
Florida bar proposal, which may be adopted by the committee, has
a provision which makes the maximum tax of a foreign investor 10
percent of the total sales price. I believe that this substantial
change in the law would require a reduction of this revenue projec-
tion.

Thank you.

Senator WaLLop. Thank you, Mr. Richards.

Senator Bentsen has joined us and he has another obligation to
attend to at approximately 11. And he has some comments that he
wishes to make and perhaps some questions.

Dr. Hillman, if you would indulge me. I will let Senator Bentsen
proceed at this moment.

Senator BENTSEN. Thank you very much, Mr. Chairman.

I regret I couldn’t have been here at the beginning, and I won’t
be here at the end. But we have the tax conference underway in
the House and Senate. We are once more simplifying the tax code.
We are adding another 1,300 pages. [Laughter.]

I voted for Senator Wallop’s bill because the concern at that time
was the question of young people being able to buy a farm. That’s
really where the support came from, and it was a legitimate con-
cern. That has turned around 180 degrees now.

The people who are doing the most business, for example, in west
Texas are the auction houses selling out farmers. And it’s not just
windshield farmers who drive by and look at the crops and have
some tenant doing it. It's third generation families losing them.
And you are seeing a plummeting of farm value, 20, 30 percent.

And what you really need, I think, is some long-term capital in
there to help supgort these markets. And that’s what we see
coming from abroad.

One of the problems that you run into with major investment
trusts is that if there is a degree of uncertainty in the law, and
even in the interpretation of those laws, they say, well, why bother;
let’s go some place else and invest our capital. '

One of the great strengths of this country has been the way it
has treated capital and the mobility of capital and the depth and
the breadth of our financial markets. Last year we had over $30
billion in net inflow. We think interest rates are high, but where
woul% they have been if we had not had that. They assist in this
regard.

enator Chafee and I are the principal cosponsors of the repeal
of the withholding tax, 30 percent withholding tax, on long-term se-
curities. This goes absolutely in the opposite direction. Once again
there we were trying to encourage capital to come into this coun-
try, and trying to keep interest rates down for our own people.

I think that we have reached a point where we ought to repeal
this particular provision. And I would even go so far to say that is
true on agricultural real estate. And I have a State that is first or
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second in the way of groduction on agriculture, depending on how
you want to figure it. So it’s a major concern.

And I think when I say that I'm helping citizens of my State and
those in agriculture. Because if you can keep those farm values
stable, then the bankers are not going to feel like they have to fore-
close that farmer because they will see that that value is there.

So I would hope as we go through these hearings that that case
will be built, and I think it will from what I see of the quality of
the witnesses, and that we will be able to prevail, Mr. Chairman.
And I congratulate you on holding these hearings. I hope that we
will be able to prevail on this issue and change the law; particular-
ly, because of the fact that we have had changing conditions. And
in the long run interest for this country, we ought to continue to
promote free access of money, capital flowing in—and flowing out
if that is desired.

As long as it has those kinds of assurances of freedom of move-
ment, we will have the kind of stability we are seeking. And we
won’t have the kind of pockets of price changes that develop in the
short run.

I have always been told in real estate that you have got to have
staying power to take care of these little valleys. I think invest-
ment trusts often represents that kind of capital, particularly on
real estate because they are not fast in and out for fast bucks.

So, again, Mr. Chairman, I hope that the ultimate decision will
be to repeal it. Again, I do wish I could stay the whole time, but I
have to get back to the tax conference.

Senator WaLLop. Well, thank you. I mentioned before you came
in that sometimes the solution to a problem creates a greater prob-
lem than the one with which we started. And that may well be the
case here. I'm certainly approaching this with an open mind. I, like
you,s have noticed the decline in agricultural real estate prices in
my State. .

Senator BENTSEN. Look at what has happened to oil and gas
properties. And I know that is not going to last. But nevertheless
during that period of time you have seen some almost catastrophic
things happen to the smal{companies that were in that business.
And you are seeing a real recession there. And I think once again
that you add some stability if you have an access to capital.

Senator WaLLop. You and I will recall that our original purpose
was entirely narrow compared to the ultimate offsprin§ which
grew from it. I likened it this morning before you came—I feel as
though I have sired a son who was kidnaped and after 4 years of
careful lp{olice work, was returned as a guerrilla, and I didn’t want
him back.

Senator BENTSEN. I can’t wait until they get through writing the
regulations for the taxes we are passing over there right now.

.~ Senator WaALLop. I can. [Laughter.]

Thank you very much.

Mr. Kniear, Mr. Chairman, with the permission of Dr. Hillman,
may I make one brief comment?

Senator WaLLop. Yes. v

Mr. KNIGHT. Our experience has been that foreign investors who
buy farm property here typically employ the farmer who previous-
ly owned the property to run the farm. They typically go down to
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the local farm equipment store and buy a lot of shiny new equip-
ment that perhaps wouldn’t have been bought. And that’s certainly
putting dollars in our economy. I think this is probably, as you sug-
gested, an advantage to our economy.

But the critical and ironic point from a tax standpoint with
regard to FIRPTA is this: The largest single loophole in FIRPTA is
that a foreign investor can still buy a farm here and sell that farm
free of any capital gains tax even after FIRPTA by the simple ex-
pedient of organizing a foreign corporation, having that foreign cor-
poration hold the farm, and later selling the shares in the foreign
corporation to another foreign person or even a U.S. person, the
point being that the purchaser of a farm typically—because there
are no depreciable aspects or very few to a farm—doesn’t need to
st%p up the basis.

0 you can have a chain of sales of this kind and never pay a
FIRPTA tax, notwithstanding the fact that the original purpose of
FIRPTA was the expressed desire to tax foreign investors on their
farmland gains.

Senator BENTSEN. I was aware of that. But, once again, you
shouldn’t have to go to an extreme to avoid that.

Mr. KnigHT. One further point on the stock sale. As you know,
FIRPTA tries to reach, not the sale of shares of foreign corpora-
tions, but the sale of the shares of U.S. corporations owning U.S.
real estate or foreign corporations that have made a domestication
election under FIRPTA.

The Treasury report of 1979 specifically said that this kind of an
attempt to reach gain realized by foreign investors from the sale of
shares would represent a departure from international norms. We
have gone way beyond any other area of our tax law with FIRPTA.
A foreign investor who owns a U.S. manufacturing subsidiary here
which is actively engaged in manufacturing or engaged in any
other commercial business, can sell the shares of that subsidiary
free of U.S. tax. It seems to me that FIRPTA has gone to great ex-
tremes to tax real estate and that this can have nothing but a dis-
couraging effect. We are sending out the signals that we wish to
discourage foreign investment in real estate.

Senator WaLLop. Thank you very much.

STATEMENT OF DR. JIMMYE HILLMAN, CHAIRMAN, DEPART-
MENT OF AGRICULTURAL ECONOMICS, UNIVERSITY OF ARIZO-
NA, TUCSON, AZ

Senator WaLLop. Dr. Hillman.

Dr. HiLLMaN. I think what I'm going to say, Mr. Chairman, has
been said so eloquently by Mr. Bentsen, but having come all the
way from Tucson, I will say it anyway. It's a real pleasure for me
to have this opportunity to appear before you. And my remarks
will be limited principally to agricultural, ranch and related areas
affected by the issue at hand. I don’t wish to pose as a tax expert,
yet in matters of agricultural policy, I do have some experience.

Now the first part of my written testimony reviews the attitude
toward the land in this country with respect to economic develop-
ment; the fact that our laws have encouraged land distribution and
diverse ownership in the past, and the fact that foreigners have
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always played a very large role in our farm and ranch land. That
is, at least in the founding of the country through the railroad,
through the plantations, through the ranches, et cetera.

But I wish to spend most of my time in turning to the recent con-
troversy over foreign land ownership. Now I have a table in my tes-
timony that updates what Senator Goldwater said a while ago. Ii's
as of 1980 and through 1982 that the foreign ownership of non-Fed-
eral land available for agricultural purposes is just a little less
than 1 percent in tables 2 and 3 of that presentation.

The value—and this I think is an important point—of all agricul-
tural land in 1983 was around $700 billion. The relative land
values between farmland and the equity market it still holdg, even
approximately to what they were several years back, amounts to as
much as all the capital assets of the top 200 corporations listed in
the Fortune 500.

Thus, it might be asked just how foreigners are going to com-
mence to pay a debt on any significant portion of such vast hold-
ings. I think many people do not realize just how much money
there is involved in the agricultural real estate. As to land mar-
kets, the United States stands out as having a relatively open and
free market in agricultural real estate. I have lived and worked in
many foreign countries and it's noticeable that there is very little
‘“open’’ land market compared to this country.

Many of us who have lived through various cycles of agricultural
fear and concern always want to get at the basic cause of these
concerns. In my opinion, the mere fact of foreign owgership of
farmland is not the principal bogyman for U.S. agricult¥¥e today.
Other facts have been and are now far more important.

I thought this in the mid-1970’s when we were going through this
uproar, and I am on record as having spoken against much of what
we went through and many of the actions that we took at that
time. I still think it today. There was anxiety over food supplies
and related matters, and with respect to agricultural policy, I think
we were then, and we are still chasing the wrong phantom.

- Responsible studies show that of all the farmland that changes
hands, approximately 75 percent of land that changes hands is pur-
chased by the farmer next door or in the same-vicinity. It’s not
some unimaginable phantom or foreign investor. To be sure, during
the mid to late 1970’s, when the dollar was depressed, when the
dollars were being recycled, when inflation was rampant abroad in
the United States, and when investors were nervous, the profitable
haven was U.S. farmland. As we how witness, the reverse trend
has set in. Of particular interest is that the average price of U.S.
farmland has declined for the third year in a ~ow, a phenomenon
which has not occurred for 50 years, or since the Great Depression.

My question is: Where are all those foreign investors when we
need them.

I have little fear that foreign investors can outbid U.S. farmers
for their real estate if farming and ranching are profitable. There's
the rub. Indeed, we have heard less and less about the problem of
foreign investment in farmland recently because foreigners, like
American farmers, are again discovering the facts of life about the
vagaries of agricultural enterprise. It’s a very costly proposition to
own and operate large acreages of high priced farm and ranch
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land. Hence, I do not agree that it is more economic, other things
being eyual, for foreigners to own and operate U.S. farms and
ranches. Morecover, the fear that foreigners could somehow jeopard-
ize our food supply in this manner is without foundation.

One major cause of the current farm trauma in the United
States is depressed land prices which were bid up too high during
the mid-1970’s. And as I intimated a while ago, Mr. Chairman, I
was one voice crying in the wilderness. I was out in Iowa making
several speeches during 1974 and 1975 pointing this out.

There is little research evidence however to show that this prob-
lem was either caused or exacerbated by a massive inflow of for-
eign capital. Contrariwise, we must not expect a miracle to happen
to farmland prices if we should return to all the conditions which
existed before the passage of the Foreign Investment and Real
Property and Tax Act.

When FIRPTA passed, we knew little about the extent of foreign
ownership. Moreover, the legislation was enacted when land prices
were inordinately inflated. Additional foreign capital would prob-
ably now assist American farmers in the current depressed land
market. In sum, however, it would be unwise to attribute to
FIRPTA either too much positive or negative influence on the price
of agricultural land.

There are a couple of basic principles which I would like to point
out with respect to agricultural policy which need attention, and
which I would like to emphasize.

Relatively free, competitive markets—domestic as well as for-
eign—subject to minimal intervention for income support, or in
some cases income stabilization is what we need in American agri-
culture...

A general commitment—for social as well as political and eco-
nomic reasons—to a certain preponderance of the so-called family
farm over and against corporate and absentee-owned farms.

And, finally, an open door to capital investment—foreign and do-
mestic—so as to adequately finance U.S. agriculture.

No doubt FIRPTA interferes with the farm real estate market,
but as yet research studies have not produced definite answers as
to how much. As to the tax provisions of the act, I should like to
defer to the experts for fact and opinion. As an observation, I be-
lieve that we must also be concerned about State laws and regula-
tions so they do not unduly restrict foreign investment.

FIRPTA and many State laws were passed during and after a
period of national worry about foreign ownership of real estate. In-
sofar as this concern relates to farming and ranching and agricul-
tural policy, I conclude that this worry is unfounded. I shall contin-
ue, as I have in the past, to question national laws that are de-
signed to restrict both international trade, of which I am more of
an expert perhaps than in the land, and foreign investment.

Thank you, Mr. Chairman. ‘

Senator WaALLop. Dr. Hillman, thank you.

[The prepared written statement of Dr. Hillman follows:]
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STATEMENT OF DR. JIMMYE S. HILLMAN

FOREIGN OWNERSHIP OF UNITED STATES AGRICULTURAL LAND*

Mr. Chairman, I wish to thank you and the Committee for this opportunity
to appear before yuu. My remarks will be limited principally to the
agricultural and related areas affected by the issue at hand. 1[I do not pose
as a tax expert; yet, in matters of agricultural policy, I have some experience.

Arguments over land questions are not new; they began with the founding of
the Republic. Abundant land served as a stimulus to the development of the
nation from the very beginning. Land was the real magnet that drew settlers to
America, particularly after the myth about quick riches had been exploded. The
Public Doman lay at the heart of American history for a hundred or more years
after the Declaration of Independence. From the beginning, therefore, there was
a peculiar volatibility about the land question.

As of 1956 the distribution of the Public Domain by the Federal Government

‘had taken place as per Table 1.

Since the objectives of the federal government in the disposition of public
lands were never articulated clearly, the first big argument was between
Alexander Hamilton and Thomas Jefferson. Hamilton and his supporters held that
the new government needed money to operate and that land should be sold in large
tracts at prices that would bring in much needed revenue. The opposing view --
that of Jefferson -- was that the public lands should be given to settlers free
of charge. The struggle continued for years with each side winning a bit in the

Land Act of 1796 when the minimum price at which land could sell was raised to

*Testimony given by Dr, Jimmye S. Hillman before the United States Senate
Committee on Finance on S.1915, June 19, 1984,

e

ot
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Table 1. Distribution of the Public Domain by the
Federal Government, as of 1956

Land Category

No. of Acres

(Millions)
Land disposals
Direct grants to railroads 131.0
Grants to states to support education 99.0
Grants to states to support transport
and other internal improvements 125.0
Military land bounties 73.5
Homestead and related grants 147.0
Sales and grants primarily to private
individuals 455.5
Total dispossis 1,031.0
Indian tribal and trust lands 52.8
Reserved for national forests, parks, wildlife,
national defense, and other purposes 187.8
Unreserved and unappropriated public domain 170.6
1,442.2

Grand total original public domain

Source: Cochrane, Willard W., The Development of American Agriculture: A Historical

Analysis, University of Minnesota Press, Minneapolis, Minnesota, 1979
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$2.00 per acre. The quest for cheap or free land did not evoke the best in
American citizenrv, It has been said that every corrupt practice cver conceived
came into play in the disposal of the public lands.

The scecond major point to be made is that, from the bcginnina,'forcigncrs
were encouraged to invest in American land, This came about several ways. For
example, through the railroads. Railroads developed partially with the
assistance of direct land grants from the fedéral government. Forcigners --
British, French, Cerman -- invested in vailroad construction, hence, indircctly
became large land holders.

While foreign investment tended to be concentrated in land through raiflroads
and canals ownership, it also found its way directly into farm and ranch land
holdings. The British, in pqrticular, invested in cotton plantations to feed
their textile industry. Many of these operations were held until W.W. I and
W.W. IT foreced their liquidation so as to finance the war efforts. In the post-
Civil War period, foreign investment tended to become more diversified, but it is
interesting to note that large amounts of British capital were invested in --
and lost in, we may observe -- large ranching enterprises in the Far West.

The historical significance of foreign-invested capital in United States

v_agp#gql;utal land development is ppén to debate, but there is ;1:;10 doubt
that it played a role -~ perhaps a significant role at times. Certainly there
were times when the role of foreign ownership was more significant, relatively
speaking, than it is today!

In sum, for the period up to 1900 the main elements of national land policy,
though not always expressly formulated by Congress, were in broad outline the
following:

1, Rapid settlement and development of the nation's land resources;

37-520 O—84——17
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2. Except in the South and in parts of the West, development of the

Nation's agriculture on a family farm basis;

Ownership by the operator of the farm;

w

4. Abstention from coercion in changing patterns of land ownership and

2

tenure relations for lands not owned by the government;

v
.

Complete freedom for the individual to alter the size of far. and
type of tenure envisioned at tﬁe time the land was alienated from the
public domain;

6. Freedom to produce whatever kinds and amounts of products that

operators and owners might choose to produce;

7. Freedom to depreciate, build up, or destroy soil resources as the

owner might choose.

Freedom of action by the individual and very little governmental regulatory
action were the dominant characteristics of the land policy. Except in the
South and in parts of the West, the family unit generally proved to be
relatively efficient. The above policy was a natural and probably a logical
one for a pioneer country rich in resources, short on manpower, and heavily

imbued with the economic policy of laissez faire.

The United States Agricultural Land Market

I wish to turn now to the recent controversy over foreign .and ownership
in the United States. As we can see from Table 2, the most recent data show
that there are 1,359 million acres of nonfederal land available for agricultural

purposes. Foreigners in 1982 owned 13,461 thousand acres of agricultural land or

approximately one percent. (Table 3)
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Table 2. AVAILABILITY OF NONFEPERAL LAND FOR AGRICULTURE: 1977

(In willtions of acres. Ageicultursl lands vepresent lands curcently used to produce agrizutiursl commodities.
Oata are based on National Agricultural Lands Study; for details. contact source)
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Table 3, FOREICN OWNZRSHI? OF U.S. ACRICULTURAL LAND: 1962
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Therafors screage {igures reported do not ne arily mean that chey are wholly owned by foreign investors.
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The value of all agricultural land in 1983 was $668 billion. If relative
values between farm land and the equity market still hold, even approximately,
to what they were several years back, this amounts to as much as all the capital
assets of the top 200 corporations listed in Fortune 500, Thus, it might be
asked just how foreigners are going to finance and carry debt on any signfficant
portion of such vast holdings?

As to land markets, the Unfited States stands out as having a relatively
open and free market in agricultural real estate. [ have lived and worked in
many foreign countries and it is noticeable that there Is very 1ittle "open'
land market, This (s particularly true in Europe and Japan where one has to
look very closely to discover changes dn land ownership, Most changes take
place within families, or butween family members, Of course, behind the Iron
Curtain there is no private land market, And look at the prosuccivtty of
Communist agriculture!

Many of us who have lived thrpugh several cycles or variations of agricultural
fear And concern always want to get at their basic cause. In my opinion, the
mere fact of foreiyn ownership of farm land has not been the principal bogeyman,
Other factors have been and are now much more {mportant, I thought this in
the mid-1970's when there was such an uproar over forelgn control of agri-
cultural property, such anxiety over food supplies, and related matters, [
gtill feel the same way. , With respect to agricultural policy problems, we

were nhasing%;he wrong phantom,
S Y .

PR
more than 75 pdfgent is purchased by the farmer "next door". To be sure,
. %
: w

Responslbl;‘é’gg&'«ltes N,}fl“‘ that of all the farm land that changes hands,
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during the mid-to--late 1970's when the dollar was depressed, when petro dollars
were in abundance and were being recycled, when inflation was rampant abroad
and in the Unfted States, and when investors were nervous, a iecming safe and
profitable haven was U,S, farm land, As we now witness, the reverse érend has
set in, Of particular interest is that the average price of U.,S. farm land has
declined for the third year in a row, a phenomenon which has not occurred for

50 years, or since the great depression., Where are those foreign investors

' ﬂ\‘_e_gly_e need them?

T have lttple fear that forelgn investors can outbid U.S, farmers for their
real estate if farming and ranching are profitable, There's the rub! Indeed,
we have heard less and leas about the problem of foreign investment in farm
land recently because forclgners, like American farmers, arae again discovering
the facts of life nbuut4the vagaries of agricultural enterprise, It is a vory
coétly proposition to own and operate large acreages of high priced farm and
ranch land, Hence, I do not agree that {t is more cconomic, other things
being equal, for foreigners to own and operate U,$, farms and ranches. Moreover,
the fear that forelgners could somehow jeopardize our food supply in this manner
is without foundation,

One major cause of the current farm trauma in the United States is depressed
land prices which were bid up too high during the mid-1970's, There is little
research evidence, however, to show that this problem was either caused or
exacerbated by a massive inflow of foreign capital., Contrariwise, we must
not expect a miracle to happen to farm land prices if we should return to all
conditions which existed before the passage of the Foreign Investment in Real

Property and Tax Act, FIRPTA., When FIRPTA passed, we knew little about the

extent of foreign ownership, Moreover, the legislation was enacted when land
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prices were inordinately inflated., Additional foreign capital would probably

assist American farmers in the current depressed agricultural land market., In

sum, however, it would be unwise to attribute to FIRPTA either too much positive

or negative influence on the price of U,S, agricultural land,

Agricultural Issuss: Basic Principles

When Congress first conducted hearings to investigate foreign investment in
farm land, they were given some rather alarming estimates and dreadful pre-
dictions, In some places, 40 percent of land sales were said to involve foreign
peraons -- perhaps 20 percent nationally -- and foreign hcldings of prime farm
land were thought to be multiplying rapidly. Results of of ficial studies under=
taken by the General Accounting Office (GAO) and the USDA, in accordance with
the Agricultural Investment Disclosure Act (AFIDA) considerably allayed those
fears, showing that they had little busis in fact, Local sgtudies also showed
that worries about the sale of farm land to foreignere were greatly exaggerated,

For the record, it should be recognized that AFIDA has had problems in
creating a reliable aystem for monitoring foreign investment, Our experience
studying foreign investment in Arizona and the discrepancies in USDA reports
verify this. Also, there {s an admitted inability to detect the {investors who
really wish to conceal their identity., These inefficiencies in AFIDA do not
disturb me, because, as already stated, [ do not view foreign investment as the
must pressing concern for farm policy. '

The basic principles of agricultural policy which need attention and what I
should like to emphasize are:

1. Relatively free, competitive market -- domestic as well as foreign ==

subject to minimal intervention for income support, or in some cases

income stabilization;
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2, A generaf commitment == for social -and political as well as economic
reasons ~- to a certain preponderance of so-called family farm over
and against corporate and absentee-owned farms;

3. An open door to capital investment -- foreign and domestic ~-- so as to

adequately finance United States agriculture.

No doubt FIRPTA Interferes with the farm real eatate mﬁrkct, but as yet
research studies have not produced definite answers as to how much, As to the
tax provisfons of the Act, T should like to defer to the experts for fact and
opinion.. As an observation, [ believe that we must also make sure that state
laws and regulations do not unduly restrict foreign investment.

FIRPTA and maﬁy‘scnte laws were passed during or after a perfiod of national
worry about foreign ownership of real estate, Insofar as this concern relates
to farming And ranching and agricultural policy, [ conclude that this worry
fs unfounded., 1 shall continue as I have in the past, to question national

laws that are designed to restrict international trade and investment.

\

Senator WaLLopr. You know one of the things that occurs to me is
that there is some undercurrent which is probably very difficult to
get a handle on.

You have on the one hand, Mr. Knight, a revenue projection
which all would agree is relevant based on this factor that was 28
percent at the time. But there is some undercurrent here that
there is. Eerhaps a dynamic effect of revenue loss. I don’t know if
it's possible to get to that in anyway, to strengthen the case in the
time of budget deficits. But if it can be demonstrated that it is
either revenue neutral or costing us revenue because of the disin-
centive to investment created (a) by uncertainty; and (b) by the cer-
tainty that if it is pursued as it presently appears to be that there
will be a decline in transactions. ‘

It would be helpful in making this case.

Mr. KnioHr. I certainly cannot quantify the kind of disincentive
you are suggesting may produce less revenue finally to the govern-
ment, but 1 can say from personal experience that I know a
number of instances where foreign clients represented by our firm,
both private and institutional, have chosen t‘}uiha clearly, because of
FIRPTA, to divert their investment from U.S. real estate to such
investments as U.S. portfolio holdings and the like where they
know full well they will have x return and they will have no cap-
ital gains tax when they sell their shares. I know of a number of
those instances. And I seriously question whether that’s in the na-
tional interest. B

Senator WALLOP. One of the problems that we have on this com-
mittee—and I don’t know the resolution of it. I only know that it
existy—is that we are always faced with a static revenue figure.
And it's not possible for us to reach into the speculative realm of

-
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dynamics; the effects of any given tax policy, whether FIRPTA or -
any other thing.

Mr. KNniGHT. It is true though, I would suggest, Mr. Chairman,
that the administration and I think quite properly so, and Senator _
Bentseh has indicated his support, is strongly supporting the repeal
of the withholding tax on portfolio investment and has specifically
indicated that this support is not founded on whether or not there
will be a revenue gain or loss but is founded on economic policy
considerations and questions of the efficiency of the international
markets. I think the same kind of policy considerations can be
made in favor of the repeal of FIRPTA.

Senator WaLLor, I thank you very much.

Mr. Emerson, will you testify?

Mr. EMERSON. No, sir.

Senator WaLLop. I appreciate the testimon{ that you have each
given. I would think that there is the possibility that a number of
agricultural groups might look at the testimony that you gave this
morning and perhaps weigh in on the side that it is in the long-
term interest of their interests. A narrow economic one, but
narrow in terms of definition of agricultural real estate as well. We
will have to see that but it is certainly an inquiry I will make of
them to see how they react.

Dr. HiLLMAN. Senator, it needs to be said loud and clear—and I
hate to say I was right in the mid-1970's when all of this was going
on. But the real problem in American agriculture is not foreign in-
vestment. It's high interest rates and a variety of other things
which relate to the agricultural commodities. ereas this would
help a great deal, the repeal of FIRPTA, with that in mind.

e have other problems in agriculture which should be consid-
ered. And we need all the capital that——

Senator WALLop. Even at the time when I was the principal force
behind this, that's my recognition of that. That the problems of ag-
riculture certainly were not going to be solved, if this worked in its
entirety the way some of us had anticipated that it might. I come
from agriculture and I know the business better than most in Con-
gress. But in point of fact in a time of highly escalating land
values, as we saw in the late 1970’s, there was a certain circum-
stance there that was pretty tough, especially if you get into this
environment of Washington, DC, where these land prices were es-
calating. And the tax structure at the time would have permitted a
foreign investor to bid as much as 16 percent more for a given
piece of property than the neighboring farmer would have been
able to bid on it. It was just related to that. And it gave them the
staying power that Senator Bentsen was talking about, to wait for
the town to come out and realize enormous gains, not on agricul-
tural investment, but on what was a real property investment in
development at some time.

And those had a dimension on our thinking at the time, those
circumstances. Where the benefit of hindsight has proved them to
be real or imagined, the fact was that those advantages did exist,
and they were harmful to Americans. It wasn’t so harmful to the
guy wishing to sell his property, but it was quite harmful to the
neighbor that was next to him who might wish to acquire that and
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go on with agricultural production. That was part of what we were
thinking of,

But as has been said by many, including myself, the concept of
which we began left us somewhere in the early perts of that dialog,
partly as a matter of definition. Nobody knew how to define agri-
cultural land. And as you began to make the definition, as bureau-
crats and politicians do, it got broader and broader and broader
(aind ran away from us. We lost what we were originally trying to

0.
Mr. RicHARDS. Mr, Chairman, I would like to briefly comment on
the economics of FIRPTA and the revenue projections. FIRPTA is
an extremely complex law. Competent tax practitioners are having
difficulty determining when taxable dispositions are taking place.
It will be necessary to hire dozens and dozens of specially trained
IRS agents to administer this law. The cost of printin%’ the forms
and the cost of renegotiating dozens of tax treaties to bring them
into conformity with FIRPTA, I submit to you will be a cost which
will wash out many of the revenue benefits to be derived by
FIRPTA for years to come.

Thank you.

Senator WALLoP. You have to pay them on one side or the other.
It was not the intent.

Mr. RicHARDs. It seems unfortunate to have at the same time a
Bureacratic Employment Act and a hot money encouragement act.

Senator WaLLop. Well, you have got to admit that it has done
something for lawyers. [Laughter.]

Mr. RicHARDS. Yes. I think I'm appearing here testifying against
my own self-interest.

Senator WaALLop. I appreciate your testimony this morning.
Thank you very much.

We are next privileged to have two foreign guests and witnesses
to testify as to their experience us to what this means to people
who have large investment responsibilities for foreign capital in
this country.

And the first is a colleague of sorts—Senator G.0.J. Van Tets of
the Dutch Parliament on behalf of the European Federation for Re-
tirement Provision, The Hague, Holland. Next will be Lord Mark
Fitzalan Howard of London on behalf of the British Association of
Investment Trust Companies and representative of the European
Federation of Pension Funds in London.

I welcome you both. And, Senator Van Tets, please proceed.

STATEMENT OF HON. G.0.J. VAN TETS, SENATOR, DUTCH PARLIA-
MENT, ROTTERDAM, NETHERLANDS, ON BEHALF OF THE EU-
ROPEAN FEDERATION FOR RETIREMENT PROVISION, THE
HAGUE, HOLLAND

Senator VAN Ters. Thank you very much, Mr. Chairman. I am
G.0J. Van Tets, and I am pleased to a[gpear todaK:Ion behalf of the
European Federation for Retirement Provision, Mr. Chairman, in
su gort of Senator Goldwater’s bill.

e European Federation for Retirement Provision is a federa-
tion of the national associations of private corporate pension funds
in eight European countries. Among those eight European coun-
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tries, especially in the United Kingdom and The Netherlands, to a
lesser extent Ireland and Belgium, there are funds to invest sub-
stantial funds in this country. In this country there exist wide op-
portunities for more of that sort investment, if certain tax laws
would be altered because there are still certain barriers to this
type of investment for pension funds which are tax exempt in their
own country which have not been fully dealt with under the vari-
ous tax treaties.

Apart from the withholding tax on dividends and commercial
real estate income, the situation in this respect has deteriorated
substantially by the introduction of FIRPTA with all its complica-
tions and ramifications. Including the capital gains tax on commer-
cial use. But also on capital investments such as venture capital in-
vestments such as participation in oil and gas exploration and high
techn%pla' companies. N

FIRPTA; as has been mentioned already by Mr. Knight, provides
that existing international treaties be preempted after the first of
January and pension funds were certainly stunned to learn that
tlﬁat could exist and that existing treaties could be overrided in

at way.

We were also shocked by the idea that such tax could be imposed
retroactively. After all, it was helpful to the United States mar-
kets, which was then in a depressed state, when investors from -
Europe did acquire property in a very substantial way in 1974,
1976. And for the resulting gains from that to be taxed retroactive-
ly on the basis of 1980 legislation, is considered lg; them unfair and
not in keeping with what we would expect your Congress to do.

That is one point. The uncertainty which has already been point-
ed out, too, surrounding the whole action has also seriously damp-
ened investment interest:in direct investment, and will certainly
continue to deter such investment unless the law is repealed or at
least substantially modified.

The ramifications of FIRPTA even going to the extent that the
funds would have to calculate thc actuarial interest of certain
beneficiaries in the fund, are sufficient to deter all medium-sized
pension funds from investinlg in the United States, especially when
they realize that apparently such legislation can be retroactive.
And it gives a strong incentive to funds holding only limited inter-
est at this time to dispose of it before the protection of the treaty
runs out on the first of January next.

In any event, most pension funds, being tax exempt in their own
countries, balk at being subjected to tax when investing in the
United States. And I do wish to point out that the United States
itself recognize their own domestic pension funds as eligible for tax
exemption on exactly the same grounds on which our exemption is
always based.

So after the cold shower of FIRPTA at the end of the Carter ad-
ministration, we were encouraged by the introduction in Congress
of various bills aiming to deal with some of that and with the pro-
nouncements of the administration that they would rather see a
free flow of capital throughout the world.

I would therefore hope that you will be able to act to modify this
law gromptly. It will be clear that although the repeal of FIRPTA
will by no means deal with all of the problems which bona fide cor-
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porate pension funds come across as far as taxation is concerned,
but it will go a long way toward alleviating these problems as far
as direct investments in real estate.

I would like to emphasize what was already said by Senator
Bentsen that reducing such barriers to investment access to the
U.S. market is a much better way of encouraging investments than
having to maintain high rates of interest, which in the long run
would be harmful to both your economy and will——

The Federation, Mr. Chairman, therefore; strongly supports the
initiative of the repeal of FIRPTA. I would like to reiterate that
corporate pension funds ought to be exempt from all taxes on the
same basis as your domestic pension funds. And I would like to
%ubn;it a further written view on that subject for the record of this

earing.

Senator WaLLop. Of course, we will see to it.

' [The prepared statement from Mr. Van Tets follows:]
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EUROPEAN FEDERATION FOR RETIREMENT PROVISION
STATEMENT BEFORE U.S. SENATE COMMITTEE ON FINANCE
June 19, 1984
Hearings on S. 1915, a bi{ll to repeal the

Foreign Investment {n Real Property Tax Act

Mr, Chairman and Members of the Committee,

My name is Govert van Tets, and 1 am pleasad to appear
today on behalf of the Europaan Federation for Retirement
Provision (EFRP), ia support of legislation (S. 1915) to rapeal

FIRPTA.

The European Fedaratfon for Retirement Provision is a
federation of the national associations of private pension
funds in eight European countries. Private pension funds
investing substantially in the U.S. exist primarily in tha U.X
aad the Netherlands, and to a lesser extent in Ireland and
Balgium, 1In thesa countrias, there {s wide opportunity for
more such investments in the U.S, if certain U,S, market and

regulatory conditions are altared.

There are, howaever, certain U.,S. barriers to this
iavestment which have not been fully dealt with under the
various tax treaties, apart from the withholding tax on dividends
and commercial real estate income, the situation has deteriorated
significantly by the enactment in 1980 of the FIRPTA legislation
with all its complications and ramifications, Especially "
difficult was the lavy of capital gain tax on commercial real
estate and direct venture capital invelzmqnc, such as participation

ia oil and gas exploration and high technology companiaes.
\
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Page Two

As you know, FTRPTA provides that existiag mulzinational
tax treaties be preempted after January 1, 1985, Our peansion
funds were stuaned to learn that this legislation would presume
to override existing treaties, which it would not even be possible
to renegotiate by January 1, 1985 by most of the countries
represented in our organizatioa, We are'also shocked b& the
possibility that capital gatns could be taxed retronactively,

This we feel {8 unacceptable, It was helpful to the U,S.
capital market, then {n a depressed state, when Lavestors fronm
Europe acquiraed property in 1974/75, For the resulting gains
to be taxed on the basis of the 1980 legislation even, it i3
rumouraed, without a step~up in basis, {s considered grossly
unfair and not in keeping with what we would expect from the

U.S. Congrass,

This and the uncertainty surrounding the whola FIRPTA
statute has, without any doubt, seriously dampened our investment
{interast in U.S, commercial real estatae, oil and gas exploration
and high taechnology, and will coﬁ:inue to deter such investment
unless this law {3 repealed or very substantially modifiaed to
reignite our interest, Reading through the FIRPTA reporting
requirements and the ramifications theraof, evan going to the
extent of having to calculate the actuarial interest of cercaie
beneficiaries 1n a pension fund, is sufficient to deter aany
medium=sfzed pension fund from investing ia the U.,S. espacially

when the fund realizes that such legislation apparently can be
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Page Three

clamped on retroactively., It algo gives 8 strong incentive to
a fund holding only a limited {nterest to dispose thereof prior

to January 1, 1985.

In any aevent, overseas pension funds being tax exempt
in their own countries balk at being subjected to tax when
investing in the U.8, They point out that the U.8. {tself
recognizes their U.S. pension funds as aeligible for tax exemptioan

on exactiy the same grounds as their own exemption at homa,

After the cold shower arising from FIRPTA at the o¢d
of the Carter Administration, the European pension funds
considering further investments in the U.S, were greatly
heartaenaed by the introduction in Congress of vavrious bLills
aimed at dealing wicth this matter, Whataver the final provisions
-of any legislation to be forthcoming, it shows the idea that
bonafide non-profit pension plans ought not to be encumbered by
U.S, barriers in their investment in the capital markets of the
world is recognized by the legislators of the U.,S, whaerae, by

far, the most important of these markets is situated.

Wa hope you will act promptly to modify this law by
January !, 1985. Meanwhile, it will be c¢lear that although a
repeal of FIRPTA will by no means deal with all the various
problems bonafide foreign corporate pension funds encounter as
far as taxation with regard to their U.S8, investments {s

concerned, this will go some way toward alleviating these
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Page Four

problems and will go a long way toward dealing with these
\
problems as far as direct investments in commercial real estate,

oil and gas ev:loration, and high technology are concerned.

It is emphasized that raducing barriers which prevent
access to the U.8, capital market is a better way of encouraging
such investments than maintaining high {nterest rates which, in
the long run, will be both harmful to the U.S. economy and
subject the U.S, to cricticism 4in other parts of the world,

\

This vinw‘ullo seams to be underlined by the statement
of Deputy Assistant Secretary Pesrlman in his testimony before
the House Ways and Means Committee on the first of May on H.R.
3025, a bill to repeal the 30 percent withholding on interest

due overseas investors.,

The Federation, therefore, strongly supports the
initiative for the repeal of FIRPTA but would like to reiterate
that it feels foreign non-profit corporate pension funds, in
tact, ought to be exempt from all taxes on the same basis as
U.8.+ corporate pension funds. I would ask to submit additional
written views for the .record of this hearing as an annex to ay

statemant,
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Senator WaLLop. Lord Howard.

STATEMENT OF THE LORD MARK FITZALAN HOWARD, LONDON,
ENGLAND, ON BEHALF OF THE BRITISH ASSOCIATION OF IN.
\ VESTMENT TRUST COMPANIES

Lord Howm%;h Mr. Chairman, my name is Mark Fitzalan
Howard, and I ath delighted to come from London to appear today
oh behalf of the Association of Investment Trust Companies in sup-
port of legislation to repeal FIR*TA,

The Association of Investment Trust Companies comprises about
180 investment comf)anies with an ag%regate portfolio value of
around about $19 billion. About $6% billion is invested in the
United States. And a very significant part of those U.S. invest-
ments are in oil and gas explorations, in high technology compa-
nies and venture capital.

I would stress that we are long-term investors. We are not specu-
lators. You will appreciate, threfore, Mr. Chairman, the surprise
and, indeed, alarm when we realized that such investments may
now qualify as U.S. real property holding companies under present
FIRPTA regulations.

The effect, therefore, of first the tax implications and second the
onerous reporting requirements of FIRPTA must inevitably and
indeed tragically be to influence United Kingdom investment
trusts nqt to provide valuable and much needed capital for funding
such enterprises.

This cannot be in the national interest of the United States and
its economy, especially at a time when we hear 8o much about your
budget deficit. As you know, Mr. Chairman, FIRPTA became law
in 1980, And I would guess that its hasty passage perhaps explains
w}{% its scope far exceeds its intent.

hen FIRPTA was debated, both Houses of Congress clearly fo-
cused on real estate interests, with particular attention to agricul-
tural real estate—a point, Mr. Chairman, you yourself have toda,
very much emphasized. However, unfortunately, due to the defini-
tion P';I)‘ublished by your Internal Revenue Service, the scope of
FIRPTA now far exceeds its original aim.

As a result, investment trust companies which never intended in-
vesting in companies whose main activities are holding for manag-
in% real estate now perversely find themselves ensnared by
FIRPTA solely due to the quaint definition of what constitutes a
U.S. real property holding company.

Surely now more than ever with all the troubles in the Middle
East, the fundamental shortage of energy reserves, should the
United States be encourafing, not frustrating, the inflow of capital
to finance oil and gas exploration. And yet I submit unless FIRPTA
is repealed, we foreign investors are very likely to cut back on such
investment. )

After all, under FIRPTA such oil and gas investments will have
to perform significantly better than those in other countries so as
to make good the tax imposed by FIRPTA. Furthermore, our con-
cern elxtends also to investments in high technology and venture
capital.
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Again, because of FIRPTA’s definition, such investments in such
companies at times vital to your national defense and that of the
free world will be threatened. Investment trusts are therefore
bound increasingly to turn away from investing in technology in
She United States and instead focus on other countries, such as

apan. ‘

Finally, House and Senate conferees on Thursday, June 14, in-
flicted even greater injury by adopting withholding taxes due
under FIRPTA-—a move, Mr. Chairman, which I find inconsistent
with the proposals currently being discussed to eliminate withhold-
ing tax from debt interests, a point again made by Senator Bent-
sen.

Thus, if FIRPTA is not repealed or amended before January 1,
1985, the date on which the statute overrides U.S. multinational
treaties, there must be a grave risk that not only will it seriously
discourage future investment in many U.S. companies, but that it
will also encourage the sale of existing holdings now jeopardized by
FIRPTA.

It is for these reasons, Mr. Chairman, we feel strongly that you
will want to repeal FIRPTA. :

Thank you very much.

Senator WaLLopr. Thank you, Lord Howard.

[The prepared written statement of Lord Howard follows:)

37-520 O—84—-8
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ASSOCIATION OF INVESTMENT TRUST COMPANIES

OF THE UNITED KINGDOM

STATEMENT BEFORE U.S. SENATE COMMITTEE ON FINANCE
June 19, 1984

Hearings on $. 1915, a bill to repeal the
Foreign Investment 4in Real Property Tax Act

»
Mr. Chairman and Members of the Committee,

I, Mark Fitzalan Howard, Director, The Fleming ngrseas
Investment Trust PLC, am pleased to appear today on behalf of the
Aassociation of Invagcmenc Trust Companies' (AITC) in support of
legislation (5. 1915) to repeal PLRPTA.

The Association respectfully submits, Mr., Chairman,
that Congress in enacting FIRPTA has exceeded its intention to
tax non-American acquisition of agricultural lands and has penalized
ingtead not only many American companies eager to utilize
international capital, but also its frieads in the U.K.
investment community as well. 1In addition, the barrier which
FIRPTA fmposes is inconsistent with current U.S. policy of
encquragin: the inflow of capital to reduce interest rate

pressures and facilitate financing the U.S. deficit.
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The AITC represents some 180 member firms, having
approximately 34 percent of their assets or $6.5 billion invested
in the U.S. at the close of last year. Traditionally a consider-~
able proportion of our U.S. investments has been in oil and gas
exploration, and more recently in high technology and venture
capital companies. We have invested in many unquoted companies
in these areas at early stages in their lives and in this way
we have provided much needed capital for them. To avoid double
taxation on their shareholders, U.K. }nvescmenc trust companies
(ITCs8), along with other investors such as pension fuands, are
exempt from U.K. tax on capital gains realized within the fund
and therefore have no U.K. tax l1ability against which to offset
any liability to FIRPTA., The advent of FIRPTA has therefore
meant that investments in such ventures which qualify as "real
property holding companies” has become consider;bly less
attractive to us not only because, unlike-our other investments
in the U.S., they are taxed on profits on their realisation,
but also because of the onerous reporting requirements in
connection with them. We submit that it is not in the national
interest of the U.S. that it should be deprived of valuable
capital for such enterprises bécauee of the existence of FIRPTA.
In any case, although not having precise knowledge, we very

much doubt {f FIRPTA would yield significant revenues.

The U.X. investment trust movement, with assets of
around k19 billion, 1is one of the largest collective investment
institution of 1its kind in Europe investing in equities. The

U.K. ITCs have been in existence for over 100 years and this

~—
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method of spreading the risks of equity investment throughout
the world is greatly valued by private and institutional shate:
holders alike. ITCs have always had a substantial proportion
of their total assets in U.S. securities held as long-term
portfolio investments; they are not short-term opportunistic
investors. There are approximately 650,000 shareholdings in
companies within the movement of whom 85 percent by number are
private investors and 15 percent are institutional, the latter
in turn representing ultimately a further vast number of private
individuals who are indirect investors in investment trusts
through unit trusts, insurance companies or pension funds, etc.
This Association is therefore concerned that the millions of
private individuals invested directly or indirectly in invest-
ment trust companies should not be harmed by FIRPTA, even {f

unintentionally.

The U.K. ITCs are not trusts in the legal sense but
are joint stock companies incorporated with limited liability
under the cémpanies Acts, and having a full listing oan the U.K.
Stock Exchange., They are closed-end funds formed for the
collective investment in shares and securities of monies sub-
scribed as share and loan capital by their members and loan
stockholders. Their assets are widely spread among a large
number of companies, the average investment usually representing
less than one percent of the ITC's assets normally being 42 the
nature of passive portfolio iavestments rather than active
direct 1nvescmen:s: Only occassionally would an iavestment

exceed five percent of the ITCs assets.
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! Responsibility for running an ITC lies with its Board
of Directors, but most now have a relationship with a manager -
an individual, partnership, ianvestment management company oY
the investment management department of a merchant baank - who
deals with administration and investment management following

the broad objectives set by the Board.

The {nvestor in an investment trust company buys not
the underlying assets, but shares in the comampany that owas
them, Private shareholders obtain professional portfolio
management and a spread of risk which would generally not be
possible from a direct portfolio of their own. Institﬁtional
shareholders get the benefit of buying an interest in a ready-

made equity portfolio.

The invegstment policy of an ITC depends on its general
objective, Most are general funds, but many concentrate on
particular geographical areas such as North America or particular
industries such as energy or technology. Some seek to maximize
long=-term capital growth; some aim for high income.

'As ITCs are closed-end companies, their funds available
for investment cannot be reduced by redemptions on demand by their
shareholders. They can, therefore, take a longer term view of
investment opportunities. Their structure is thus ideal for
investment in unlisted developing companies and venture capital
projects, where the potential returns can reflect the risk {f

the investor is able to wait for them to mature.
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As you know, FIRPTA became law at the close of 1980
and one would surmise that its hasty passage explains why {ts
scope exceeds its intent. The debate which occurred on the floors
of both houses of the Congress clearly focused on real estate
investinents. Indeed it can be fairly stated that the recurring
emphasis during Senate and House consideration of the legislation
was to tax the gains realized by non-resident on sale or disposi-
tion of U,S. real property as well as gains realized from the
sale or exchange of an interest in a corporation, trust, or
parcnersﬁip formed to hold U.S. real property interests.
Unfortunately, because of the definition published by your
Internal Revenue Service (IRS) in the various draft regulations,
the scope of the legislation has gone far beyond this simple aim,

AITC member companies do not invest heavily in
companies having as their primary business activity the holding or
management of real estate. However, they become subject to PIRPTA's
onerous requirements by virtue only of investments in companies
having ¢certain business assets which meet the law's definition

of a "U.S. real property holding company.”

In view of the troubled situation in the Middle East,
and the fundamental shortage of domestic energy reserves it
seems that the U.S. should now more than ever remove any impedi-
ment to domestic oil and gas exploration capital, The AITC submits
that, unless the effects of FIRPTA are removed, the result will
be materially to reduce the finance from outside the U.S. for

oil and gas exploration., If FIRria takes effect, our {investments
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in 0o{1 and gas companies will have to perform significantly
better than those in any other country in order to compensate
for the tax imposed by FIRPTA for which there is no U.K. relief

available to ITC's shareholders,

FIRPTA similarly jeopardizes our investment in high
technology and other venture capital companies in the U.S.
These companies, I believe, are regarded in America as a vital
part of your national defense and that of the free world.
Furthermore, they should achieve above average growth to the
benefit of the U.,S. economy. Because of FIRPTA, ITCs may
increasingly turnaway from investing in technology in the U.S.

and focus on other areas such as Japan.

In addition, curreant FIRPTA proposals impose a totally
impractical reporting procedure on the U.S. companies within
its scope and on their overseas investors. The alternative of

withholding poses equally intractable problems.

R Many U.S. cbmpanies which are not primarily engaged
in the real estate business have real property in the course of
their normal business and thus fall within the purview of
FIRPTA. As a consequence, non-American iavestors such as ITCs
will be subject to unacceptably onerous requiremeants such as:
(1) reporting to their thousands of shareholders their holdings
ia PIRPTA companies, even {f only on a see-through basis; (2)

the threat of criminal penalties for failure to file with your

Internal Revenue Service (IRS) information only available from
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U.S. firms over which they have no control; (3) requiring their
shareholders to file returns with your IRS of their U.S, property
iaterests held indirectly through the ITCs; (4) restricting the
use of precious capital pledged to the IRS under security agree-

ments which diverts funds otherwise available for investment.

In addition, the valuation of assets held by oil and
gas exploration and high technology companies 1s simply not
practical when compared to real estate. How can the value of
shares in companies having “non-business” assets, yet deemed
under FIRPTA to be “real property holding companies”, be precisely
valued so that the tax liability on the gain can be determined?
What 1s the precise value of a partially proven oil or gas
regerve and what is the value of a high technology company's
patent rights and R & D know-how? Yet these valuations are
critical in determining whether or not the company is within

the scope of FIRPTA.

Set out belqw are just three examples received from
our member companies where FIRPTA is already affecting their

investment decisions.

(A) One group manages several oil and gas companies
which are resident in the U.S. for tax purposes but are owned
by U.K. resident bodies. It had arranged to transfer the
residence of these funds into the U.K. at this relatively early
state in their 1ife without material U.S. taxation in order to

avoid the double tax effects of FIRPTA. 1In view of the possiblity
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of the repeal of FIRPTA it has aot yet transferred the residence
of these companies. If FIRPTA 1is not repealed it will complete
these transfers, with the consequent loss to the federal and
state taxing authorities of revenue in the future. It is
actively looking to expand this.side of its business and any
future companies formed will, unless FIRPTA is repealed, also

be resident in the U.K.

(B) A wmember invests in high technology companies,
mainly outside the U.K., Some of these companies in the U.S.
may unexpectedly be caught within the FIRPTA net. The member
as a matter of policy now normally refuses opportunities to
invest in any such company which may be treated as a U.S. real

property holding company. ’

(C) One group has indicated that, 1f FIRPTA remains
in its present form, it would have to seriously consider
disposing of fts holdings in companies within the FIRPTA net

before the reporting requirements come into effect.

Mr. Chairman, the Senate version of the 1984 tax bill
(H.R. 2163) proposes to phase out the current 30 perce?t
withholding tax applicable to interest payments due to non-American
investors, Hearings occurred on May 1 in the House Ways and Mean
Committee on H.R. 3025 to repeal the 30 percent withholding
tax, The Senate rationale for the end to this tax, supported
by the U.S., Treasury in House hearings, rests on the need to

remove American impediment to foreign investment, We submit
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that retaining FIRPTA as currently written is {inmcaonsistent with
present U.S. Senate and Administration thinking. We also note
the recent introduction of H.R. 5673 (for repeal of FIRPTA)

in the House of Representatives by senicr Members of the House
Ways and Means Committee, several of whom also co-sponsored

H.R. 3025,

Congress exempted capital gains on foreign investors

in 1936, basing its action on the following reagons:

"Such a nonresident alien will not be subject to the
tax on capital gains...as at present, it'having been
found administratively impossible effectually to
collect this latter tax. It 1is believed this exemp=~
tion from tax will result in coneiderable additional
revenue...from the income tax in the case of persons

carrying on the brokerage business.”

The above text was taken from Senate Report 2156, 2nd

Congress, 2nd Session (1936).

Indeed, the encouragment of foreign investment is also a
matter of public policy at the state level., Many states are
actively seeking non-American investment through trade missions, °
sdvertising, tax incentives, etc. Hardly a year goes by without
one of your Governors visiting capitols abroad to seek non=-

American capital.
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Finally, FIRPTA contains provisions which, in our view,
add international insult to statutory injury: it conflicts A
with the current U.K./U.S, double tax treaty which provides
that U.S. enterprises wholly or Earcly, directly or indirectly,
owned- or controlled by one or more residents of the U.K. shall
not be subject to any tax-related requirements which are more
burdensome than those which are imposed on U.S. residents. We
believe chét the reporting provigions of FIRPTA and its associated
regulations impose a far greater burden on those U.S. enterprises,
with “U.S. real property interests,” which have U.K. ITC investors

compared to similar U.S. entities with only local investors.

Indeed, the basis for relief seems even more compelling
in view of the U.S. DepQrCmenc of Agriculture reports of the
past two years wherein it is stated that: (a) non-American
ownership of U.S, farm land amounts to only one and one~half
percent of all such land, and (b) the rate ¢f increase in non-
American land ownership was less in the past annual reporting
period than at any other time since the Department began

compiling and reporting the data in 1979.

Therefore, Mr. Chairman, we urge your prompt
congideration of our request that repeal of what we regard as

this monster called FIRPTA be granted before this Congress

adjourns.
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Senator WaLLop. I wonder if just for the record if you could en-
capsulate some of the onerous reporting requirements to which you
referred in your testimony.

Lord Howarbp. Yes, Mr. Chairman. When an investor is deemed
to be a substantial investor—that is, that he has 50,000 dollars’
worth of investment, there is a requirement to report the disposal
of shares of real estate and there is the considerable problem that
we have in the see-through in order to arrive at that $50,000. In
other words, there is a tier of investments which can lead to report-
ing re?uirements which many investors will simply not be cogni-
zant of.

Senator WaLLop. This would be investors in one of your invest-
ment trust companies? Individually as well as the trust company?

Lord Howarbp. That is correct, Mr. Chairman.

Senator WaLLop. Is that the same with the retirement and pen-
sion funds, Senator Van Tets?

Senator VAN TEers. Yes. It would even extend to pension funds,
and we would have to calculate the actuarial interest of certain of
the larger beneficiaries of the pension funds.

Senator WaLLop. Individually as opposed to the pension itself.

Senator VAN Tets. That’s what the American lawyers told us.

Senator WaLLop. That’s a long way from where we were.

I wonder if you could describe how it gets into your investment
in high technology or venture capital because clearly that's a long
way from agricultural real estate.

Lord Howarp. Mr. Chairman, this arises because of the defini-
tion of what constitutes a U.S. real property holding company.
Only certain assets are included on which to draw the criterion as
to whether or not 50 percent of the company’s assets are deemed to
be in real estate. The result is that a company which can raise
money and have a property investment which is simply an ancil-
lary and not its main business, for the purpose of computing
whether or not at any one point in time that company has more
than 50 percent in what is deemed to be U.S. real property inter-
ests can lead to companies being classified as real property holding
companies when that is not their intent.

I think, Mr. Chairman, and I hope you would agree with me,
that a property company to an investor is essentially one where an
investor goes in in order to look for enhancement of real estate
values. The FIRPTA regulations as currently delineated would sug--
gest that this will embrace many venture capital oil and gas invest-
ments which I am sure one never intended to be within the
FIRPTA scobe.

Senator WaLLor. So that by acquiring oil and gas properties—
supposing those aren’t real properties but simply leases? Do they
qualify under FIRPTA as real property holdings?

Lord HowaRrbp. I would not be able to tell you the exact scope as
to whether leases are included or not.

Senator WaLLop. I see Mr. Knight is nodding his head.

Mr. KNIGHT. Mr. Chairman, it’s my understanding that interests
in U.S. oil and gas properties held by foreign investors clearly
would be subject to FIRPTA, treated as U.S. real property.

Senator WaLLop. That’s an astonishing distortion.



121 !

Mr. KnigHT. The definition of real property also includes draft
garm animals used by a foreign investor in connection with a U.S.
arm.

Senator WaLLop. That I know is not in the bill.

Mr. KntgHT. It's in the regulations. Even if the reporting re-
quirements under FIRPTA are repealed it will be necessary for a
foreign investor who owns an equity interest in a privately—held
U.S. company and later sells that interest to provide to the IRS,
under complicated FIRPTA valuation rules and formulas, that the
company was not a U.S. real property holding corporation. Other-
wise, the foreign investor’s gain on the sale will be subject to the
FIRPTA tax.

Senator VAN TEers. The mere effect, Mr. Chairman, of there
being this burden of having to go into that sort of thing on the
basis of American regulations in itself is a deterrent there are a lot
of pension funds that couldn’t or would want to cope with that.
They will say let’s pass; let’s go somewhere'else.

Senator WarLor. Well, I can understand why that would be.
What I can’t understand is how anybody can draw the dimensijon
that a lease to develop a mineral can be construed in any way as a
real property. It is a property, but to my knowledge in no other
area of tax law—correct me if ] am wrong—is it considered real. I
mean it's varitable but not real in the terms that we use it with
relation to real estate.

But I appreciate your long journey to give short testimony, but I
think it has been valuable to the committee in terms of trying to
assess some of the effects of this legislation as it has been imple-
mented.

Thank you both very much.

Senator WaLLop. We have one last witness. That is Mr. Brian
Dooley, director of Dooley & Associates, Newport Beach, CA.

STATEMENT OF HELEN K. DOOLEY, BRIAN G. DOOLEY &
ASSOCIATES, NEWPORT BEACH, CA

Ms. DooLEY. I'm not Mr. Dooley. I'm Helen Kathleen Dooley sub-
stituting at the last minute.

Senator WaLLor. You don’t look like Brian. But I have seen sev-
eral things since I have been in Congress that would fool me.

Ms. DooLey. Let me introduce myself. I am Kathleen Dooley, a
Washington, DC, attorney speaking on behalf of my brother, Brian
Dooley, a CPA in Newport Beach, CA. He regrets that at the last
minute he had a business emergency that didn’'t allow him to
attend, and asked me to speak on his behalf.

I might add that in addition to being an attorney, I have some
experience in commercial law, a little bit of knowledge of tax. Not
the level of your other experts. But 1 was also an assistant to the
Administrator of the Agricultural Marketing Service at USDA
until 1979, so I am not totally ignorant of some of the issues.

We are in favor of total repeal of FIRPTA. And we have three
primary reasons. One is to ease the economic pressures that have
been placed on the U.S. farmer. Two is to remove from the Internal
Revenue Code provisions which restrict the free flow of capital into
the United States. And the third is to remove from the Internal
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Revenue Code a provision which has already becume redundant
since the passage of section 338 and pending legislation found in
the Senate deficit reduction tax bill of 1984, and in H.R. 4170, fo-
cusin% on the igsue of the farmer.

Although FIRPTA originated from a fear that OPEC investors
were buying up U.S. farmland and obtained such high prices that
the American farmers could not compese, the passing of the act has
brought little relief to the plight of the American farmer. Since the
passa%e of FIRPTA, there has been a steady decline in the stand-
ard of living of the American farmer. The value of farmland has
decreased from e}p roximately $826 billion in 1981 to $770 billion in
1983, a decline o §56 billion.

In addition, while the farmers’ net cash farm and nonfarm
income has remained fairly consistent since 1979, the amount of
the net cash flow for farm loans has greatly diminished from ap-
proximately $26 billion to approximately $8 billion in 1983. Be-
cause of this, there has been a reduction in {)ersonal consumption
of approximately $56 billion in 1979 to $52 billion in 1983, showing
a $14 billion decrease.

Restrictions on the flow of free capital. I think that your other
witnesses have really dealt with this, but let me just articulate
three of the concerns that we have. There are a variety of means
by which a nation imposed exchange control. Most nations have
historically imposed exchange controls to prevent the flight of cap-
ital. However, FIRPTA has unintentionally creatcd an exchange
control preventing the flow of money into the United States.

We find three primary reasons for this. Onerous disclosure re-

uirements required by the act for a purchaser of real property;
the taxable income at the time of sale; and the uncertainty of the
American law changes with respect to the foreign investor.

Take for example this: In 1970, the foreign investor had a choice
of investing in U.S. stock or security or depositing his funds in a
U.S. financial institution or investing in U.S. real estate. All three
of these investments would have fgiven the foreign investor a
return free of U.S. income taxes. If the foreign investor had ac-
quired stock or securities, he would have been allowed to sell them
tax free in 1980. If the foreign investor wishes to withdraw his in-
terest income from his financial institutions, he would have been
allowed to do so in 1980.

However, if the foreign investor wished to sell his real property
free of U.S. income taxes, he no longer could do that. Focusing on
the redundant provisions of the act, the tdx equity [TEFRA] en-
acted in 1982 enacted special rules for regards to the distributions
of appreciated property and redemption of stock in certain pur-
chases treated as asset purchases.

These provisions, along with the provisions now pending in the
Senate debt reduction tax bill of 1984, and the House tax reform
bill of 1984, H.R. 4170, provide additional rules with re%ards to the
distribution of appreciated property by corporations. These provi-
sions will accomplish much of the same results as section 897 in
FIRPTA.

Under the new provisions gains but not losses would generally be
recognized to distribution corporations on any ordinary nonliqui-
dating distribution whether or not it qualified as a dividend or
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property. The gain will be recognized if such property has been
sold to the distributing corporation from its market value.

TEFRA amended Internal Revenue Code section 311(d) and cre-
ated section 338. As a result, the distribution of appreciated proper-
ty by a corporation, either a nonliquidating distribution or as part
of the purchase of the corporate stock of a corporate asset, is a tax-
able event to the transferring corporation.

It should be noted that much of the revenue raising measures of
FIRPTA can be obtained by the above positions.

In summary, I would like to des¢ribe my brother’s CPA practice.
It’s not a large one. It doesn’t have extremely large clients. It has a
large number of smaller foreign investors. And when they come to
him to talk to him about investing in U.S. real estate, he has to be
very discouraging. He has to tell them that it would cost them
$20,000 or more over a period of 5 years just to hire his services in
terms of reporting and taking care of the reporting and other tax
advice that they would need in order to do that.

Most of them have been discouraged and a lot of them are taking
their business to Australia. So I think in that sense that the U.S.
Government is losing a lot of foreign money that it really needs to
have here.

Thank you very much.

Senator WaLLop. Thank you, Ms. Dooley.

[The prepared statement of Ms. Dooley follows:]
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June 14, 1984

The Honorable Senator Robert Dole
U.S. Senate Committee on Finance
Dirksen Senate Office Building
Ist & C Street - North East
Washington, D.C. 20510

Dear Honorable Chairman:

The passage of S.1915 which would repeal the Foreign Investment Real
Property Tax Act would ease the economic pressures that have been placed on
U.S. farmers, remove from the Internal Revenue Code provisions that restrict
the free flow of capital into the United States, and remove from the Internal
Revenue Code a provision that has become redundent due to the passage of
Section 338 and the pending legislation found in both the Senate Deficit
Reduction Tax Bill of 198¢ and the House of Representatives Tax Reform Bill of
1984 (HR 4170) relating to distribution of appreciated pruperty by corporations
(Section 36 of the Debt Reduction Tax Bill of 1984 and Section 3ll(d) of the
Internal Revenue Code),

HARDSHIP OF U.S. FARMERS

Last Thursday's edition of the "Wall Street Journal" had the following
headline 'Farmland Prices Sink Further and Might Not Recover for Years".

Ironically the Foreign Investment Real Property Tax Act (hereinafter
referred to as 'FIRPTA") originated because of the farmer's concern that
investors from the OPEC countries and other foreign investors were buying up
all the United States farmland and paying such high prices, that U.S. farmers
were unable to coinpete for agricultural property.
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The Honorable Senator Robert Dole
June 14, 1984
Page 2

1 believe as did the Honorable Congressman Conablel that the increase
in value of farmland benefits the American farmer.

As the following statistics will show, all the farmers would have been
better off with more valuable farmland. History has shown that even with the
reduction of value of éarm property, the size of the average farm has not
substantially increased.

1 would like to regress back to October 25, 1979 and the Hearings before
the Committee on Ways and Means of the House of Representatives with
regards to the legislative proposals to deal with the taxation of foreign
investors on the direct or indirect ownership of property in the United States.
During the Hearing the witnesses who were proponents of the Bill were
primarily from and representing the farm communities. As | mentioned, the
Honorable Representative Conable presented the view that the increase in the
value of farmland was a benefit to the farmer since their financial strength
was enhanced by the increased value of the property since this would
increase their borrowing power and allow them to expand their farm operations
if they wished to do so.

Since the passage of FIRPTA there has been a steady decline in the
standard of living of the American farmer. [ note the following statistics:

1

During the October 25, 1979 Hearing before the Committee on Ways and
Means of the House of Representatives, the Honorable Congressman Conable
makes the following statement to the Honorable Senator Wallop: “A farmer
wants to expand and the price of land is going up. It is a problem. Inflation
is a problem for e¢verbody. But down my way, everybody is a dairy farmer and
they are seriously limited in the number of cattle they can buy by their
borrowing power, and if the land is worth more, they can borrow more, and if
they can borrow more, they can put on more cows." - See page 42 of the
Hearing Report.

2

The average farm has increased by 8 acres from 429 acres in 1980 to 437 acres
in 1983. See Schedule 1141 of the "Statistical Abstract of the United States
1984, U.S. Departiment of Commerce ll4th Edition, Section 24 - Agriculture,
hereinafter referred to as the "1984 Agricultural Report."

3

I assume that the Honorable Representative Conable had in mind the debt
to asset ratio of the farmers.

37-520 O—84——9
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At the end of 1979 there were approximately $1.043 Billion land acres in
farming. Preliminary estimates as ab the end of 1983 there were approximately
1.035 Billion land acres in farming.

Since FIRPTA the value of farmland has decreased by5$56 Billion from
$826.1 Billion Dollars in 1981 to $770.3 Billion Dollars in 1983,

At the end of 1979 the total farm debt was $140.8 Billion Dollars. As of
the end of 1983 the total farm debt is estimated at $216.3 Billion Dollars.
Further the debt to assetératio as a percent has increased from 16.1% in 1979 to
20.6% at the end of 1983.” (The higher percentage, the weaker financially the
farmer becomes.)

Eventhough the Iarmer§ net cash farm and non-farm income has remained
fairly consistent since 1979,” the amount of net cash flow from farm loans has
greatly diminished from $26.6 Billion Dollars in 1979 to only $8.3 Billion
Dollars in 1983. (This is more than a 68% decline In the availability of
borrowed funds.)

Because of this the U.S. farmers have had to reduce their persona
consumption from $66.3 Billion Dollars in 1979 to $52.1 Billion Dollars In 1983,
This is true eventhough the net income from farm operations hag increased
since 1981 from $21.5 Billion Dollars to $22.1 Billion Dollars in 1982.

wnsmnamsavane ey veu

4

Text Schedule 1141 of the 1984 Agriculture Report.
5

Schedule 1155 of the 1984 Agriculture Report.
6

Schedule 1159 of the 1984 Agriculture Report.
7

Schedule 1161 of the 1984 Agriculture Report shows net cash farm and
non-farm income for 1979 as $78.2 Billion Dollars and for 1983 $77.1 Billion
Dollars.

8

Schedule 1161 of the 1984 Agriculture Report.
9

Schedule 1163 of the 1984 Agriculture Report.
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Because of this decline, the Commodity Credit Corporation (a wholly
government-owned corporation established by Congress in 1933) has increased
the amount of l6::)ans made to farmers from 54,576 Billion in 1979 to $l11.454
Billion in 1982. 1 believe that a Seven Billion Dollar increase in loans is a
lot of money. [ note that the Reagan Administration in the Administration's
Revenue Provision and 1985 budget estimates that the amount of revenue from
FIRPTA withholding will be $30 Million Dollars for fiscal year 1985, $8 Million
Dollars for fiscal year 1986, and $9 Million Dollars for fiscal year 1987. This
revenue increase is quite small by comparison to the annual $7 Billion loan
increase. ‘

In summary, FIRPTA has been a very expensive provision. While all of
the decline in the farm sector cannot be blamed upon the lack of foreign
investment due to FIRPTA, most of us recall from our basic economic studies
the affect upon a decrease in demand in the application of the supply and
demand theory. It is not a coincidence that the farmer's plight began shortly
after the introduction of FIRPTA. This is true eventhough Interest rates have
declined dramatically since 1980'@

FIRPTA RESTRICTS THE FREE FLOW OF CAPITAL

There are a variety of means in which a nation Imposes exchange
control. Most nations have historically imposed exchange control to prevent
the flight of capital. However, | believe FIRPTA has unintentionally created
exchange control preventing the flow of money moving into the Country.

Ironically, the unintentional restriction on foreign investment in United
States real property comes at the time that the Trade Deficit expands sharply.
In April the trade deficit expanded 19% to a seasonally adjusted $12.19 Billion
Dollars. The "Wall Street Journal” reports that the 1984 Trade Deficit ct“lld be
more than double the record 1983 Trade Deficit of $69.39 Billion Dollars.

See Schedule 1174 of the 1984 Agriculture Report.

1
"Wall Street Journal", May 31, 1984,
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Despite the outflow of U.S. dollars from the trade deficit, foreign
investment in Unites Statﬁs real property interest dropped in 1982 by 37.8% to
only $2.33 Billion Dollars.

There is only one commodity which Americans can sell to the foreign
investor that the foreign investor can never take with him and remove from
our Country. This commodity is real estate. The more the foreign Investor
has at stake in our Country the less the foreign investor is willing to Impose
or cartel upon the United States and diminish the value of his investment.
During the pre-FIRPTA Hearings there was great concern about the OPEC
members buying up America. History has shown us how silly it is to believe
that a cartel can defeat the natural rules of supply and demand. How silly it
must be to really imagine a foreign nation not wanting to maximize Its return
on its massive foreign Investment. Can one really imagine foreign Investor's
placing billions of dollars into real estate to allow the land to sit idle.

FIRPTA by requiring harsh and discriminatory tax treatment has made the
investment in the United States property less attractive to the foreign
investor.

Many forelgn investor's feel as though they were double-crossed by the
United States Government, Take for example the foreign investor who in 1970
invests his capital into U.S. real estate. At the tiine of the investment the
foreign Investor would have had the choice of investing In U.S. stocks or
securities, depositing his funds with a U.S. financial institution, or
investing in U.S. real estate. All three of these investn\snts would have
glven the foreign investor a return free of U.S. income taxes.

If the foreign investor had acquired stocks or securities, he would have
been allowed to sell them tax free in 1980, If the foreign investor wished to
withdraw his interest income from his financial institution deposits he would
have been allowed to do so, tax free. However, if in 1980 the foreign investor
wished to sell his real property free of U.S. income tax, he would no longer be
allowed to do so. I don't think its hard to understand why many foreign
investors investing in U.S. real estate feel double-crossed.

The "Wall Street Journal" dated June 2, 1983 citing the U.S. Commerce
Department Annual Report.

i3

Of course the foreign investor may be required to pay Income tax where he
is a resident.
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TAX LAWS SHOULD HAVE A NEUTRAL EFFECT ON INVESTMENT DECISIONS

Because of the disparity mentioned above, the tax laws are not having
the neutral effect upon business and investment decisions which they should
have. To the foreign investor there are several tax advantages of investing in
stocks and securities or deposits in financial institutions over investing in
U.S. real estate. FIRPTA, unintentionally, has distorted the investment
attitudes of the foreign investor. This has occurred in a time in which there
is much discussion on making tax laws "neutral" with respect to business and
investiment decisions.

Here the effect is overwhelming. The foreign investor who does not
wish to disclose his investment holdings in the United States will invest in
either U.S. stocks or securities or deposits In financial Institutions. The
foreign investor who wishes a tax free return will invest either in U.S. stocks
or securities or financlal institutions. This distortion will increase of
course, if the pending billls with regards to the removal of U.S. withholding

on interest and dividends is passed (and especlally if FIRPTA is amended to

require U.S. withholding from the sale of U.S. real estate).

The disincentive to Invest in U.S. real estate may not push the foreign
investor towards U.S. stocks or securities or towards deposits with financial
institutions.

However, many foreign investors are extremely conservative and do not
wish to invest-their money in financial or commercial activities during such
uncertain times. Those foreign investors who wish to remain owners of real
estate will compare the rules of the United States with the rules to the other
Western nations. Many of those foreign investors will be investing in those
jurisdictions which do not have FIRPTA type legislation.

FIRPTA PROVISIONS ARE REDUNDENT

The Taﬁ Equity and Fiscal Responsibility Bill of 1982 (TEFRA) enacted
special rules with regards to distributions of appreciated property and
redemption of stock and certain stock purchases treated as asset purchases.
These provisions along with the provisions now pending in the Senate Debt
Reduction Tax Bill of 1984 and the House of Representatives Tax Reform Bill of
1984 (HR 4170) provide additional rules with regards to the distribution of

ceenmmnacunnascananne

14
Sections 222 through Section 224 of TEFRA.
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appreciated property by corporations. These provisions will accomplish much
of the same result as Section 897 (the Income Tax Provision for FIRPTA). Thus,
many of the income tax goals of FIRPTA will be accomplished through these
new provisions.

Under the new provisions gain, but not loss, will generally be
recognized to distributing corporations on any ordinary, nonliquidating
distribution whether or not it qualifies as a dividend ofr property. The gain
will be recognized as if such proplsrty had been sold by the distributing
corporation for its fair market value.

The TEFRA provisions amended Internal Revenue Code Section 3li(d) and
created Section 338. As a result of TEFRA the distribution of appreciated
property by a corporation as either a nonliquidating distribution or as part of
a purchase of the corporate stock or corporate assets is a taxable event to the
transferring corporation.

Accordingly, much of the revenue raising measures of FIRPTA can be
found in the Internal Revenue Code or in provisions that are about to be
added to the Internal Revenue Code.

FIRPTA PROVISIONS ARE IN CONFLICT WITH OTHER PROPOSED LEGISLATION

Section 142 of the Senate Deficit Reduction Tax Bill of 1984 would
repeal the 30% withholding tax on certain interests paid to foreign persons
who loan money to U.S. borrowers.

It is not hard to recognize the inconsistencies between FIRPTA
(especially a FIRPTA which requires withholding) and Section 142 of the
Deficit Reduction Tax Bill of 1984, If the goal is to encourage the inflow of
foreign capital into the Country, FIRPTA should be repealed.

Is It not better to have the foreign investor as an equity investor
versus a lender? As a lender the foreign investor can demand repayment when
the loan Is due.

See page 177 of the Explanation of the Senate Finance Committee issued
April 2, 1984 regarding the Deficit Reduction Tax Bill of 1984.

16

This is true even if the borrower is a country (Argentina, Brazil, Mexico,
etc.).
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An equity investment has no due date for repayment. The foreign
investor who makes an equity investment in the United States is casting his
economic vote in favor of the United States Government. He is the long term
investor in America.

The existence of FIRPTA contradicts the intent of Section 142.

UNDER FIRPTA FOREIGN INVESTORS ARE TAXED ON GAINS BUT RECEIVE NO
BENEFITS FOR DEPRECIATION OR LOSSES

FIRPTA s specifically designed for the nonresident alien or foreign
corporation not engaged in a U.S. trade or business,

Consequently, the foreign Investor receives no tax advantage from
depreciation while the U.S. investor receives the tax advantage of the rapid
ACRS depreciation.

A foreign investor receives no tax advantage during the period of time
in which the real estate investment produces a negative cash flow.

The foreign investor receives no tax benefit if the property is sold for a
foss; while the U.S. investor receives an ordinary loss treatr\\;nt even if the
asset should be considered a capital asset in economic terms.

As 1| mentioned, FIRPTA is specifically designed for those foreign
investors who have no U.S. source trade or business income.

All the fucrative "up-front" deductions that make real estate an
attractive investment for U.S. taxpayers, provide no tax benefit at all for the
foreign investor who falls under FIRPTA.

It seems fair that the FIRPTA foreign investor would not be required to
pay tax on a gain when the real property is sold since he recelved no tax
benefit during the period of ownership of the real property. Additionally, if
the property should decline in value, he receives no tax benefit for his loss.

17

The Internal Revenue Code considers the ownership of rental property as a
trade or business eventhough most of us consider it an investment.
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In the May 1979 Department of Treasury Report on the Taxation of
‘Foreign Investment in U.S. Real Estate this issue was addressed. The author
of the report discusses an elaborate partnership arrangement between a foreign
investor and a U.S. taxpayer in which the tax benefits which the foreign
investor is unable to use are assigned to the U.S. taxpayer.

My experience is that foreign investors rarely desire to enter into
partnerships with U.S. persons.

However, if an elaborate partnership structure as discussed in the
Treasury Report is entered into under today's tax law, the U.S. taxpayer would
discover that the provisions that allowed an uneconomic assignment of tax
benefits have been eliminatedlihrough tax reform, new regulations, ana court
cases and pending legisiation,

IS FIRPTA A REVENUE LOOSER?

Ignoring for a minute the additional $7 Billion Dollars loaned indirectly
by the United States Government to the farmers since the enactment of
FIRPTA,19 the Committee should examine the net profit to the United States
Treasury by FIRPTA.

The administration's revenue provision for the 1985 budget report
estimates that for fiscals years 1986 and 1987 $8 Million and $9 Million,
respectively will be collected if the withholding is added to FIRPTA.

I submit that if the Committee were to subtract the cost of
administration of FIRPTA then the Committee would discover that the net
revenue from FIRPTA may not cover the cost of administration.

I believe that if the Committee were to compare the net revenue from
FIRPTA to the effects which FIRPTA has on the free flow of capital that the
Committee would conclude that FIRPTA is a financial looser.

) Thank you very much Mr. Chairman for the opportunity to present my
views.

Very truly yours,

1) . :
.) L(.{p—- Vi E"\_( - é;.}
BRIAN G. DOOLEY, !
Certified Public Accountant

18

Section 71 to 79 of the Tax Reform Bill of 198¢ - H.R. 4170 and Section 55 to
61 of the Senate's Deficit Reduction Tax Bill of 1984.

19

If the repeal of FIRPTA would improve the economic condition of U.S.
farmers so that the joans from the Government declineed by only 1/10 of 1
percent, the repeal would reduce the amount of loans by $11 Million Dollars at
a revenue cost of $8 - $9 Million Dollars.
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Senator WaLLop. I understand what you say. I think it’s fair to
say that while FIRPTA was not a cure for the ails of the farming
economy nor was it intended to be, neither is it accountable for all
the ails that presently exist in the farm economy. I will not shoul-
der that burden, whatever other one I pick up today because that
would be acting primarily in my own worse interest. And I, like
many others in this world, do have an overriding enlightenment
when it comes to self-interest.

But I do hear and have heard what has been said today. I think
it would be interesting from the standpoint of the record if we
could have the oil and gas industry through the representation of
IPAA and the American Petroleum Institute weigh in with regard
to their understanding of how this is diminishing their exploration
opportunities. And I would hope that we would get farm groups to
assgess this as well.

Should it be that they have the same understanding as has been
expressed here, that would go a long ways toward adding a tremen-
dous incentive for Congress to act and in this session. I hear what
you say about deadlines. They alarm me as much as they alarm
you. I also have been around here long enough to know that the
only thing we have ever done in a hurry practically speaking was
to authorize television of Redskins’ football games. [Laughter.]

That appears to be a matter of overriding national concern when
the Senators couldn’t get seats any longer. [Laughter.]

But it is possible from time to time that we act in other ways. So
I appreciate your testifying on behalf of your brother.

Ms. DooLey. Thank you very much, sir. And we appreciate your
reexamining the issue.

Senator WaLLop. I thought that’s what we had been doing here
this morning.

I thank everyone. The witness list having been exhausted and
Senators also being exhausted from other reasons, we will call this
subcommittee adjourned. . .

[Whereupon, at 11:35 a.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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SUBMITTED FOR THE RECORD
June 19, 1984

Record Copy

STATEMENT OF
THE HONORABLE JOHN E. CHAPOTON
ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY
SUBMITTED TO THE
U.S. SENATE COMMITTEE ON FINANCE

Mr. Chairman and Members of the Committee:

1 am pleased to have the opportunity to present the
views of the Treasury Department on S. 1915, which would
repeal the Foreign Investment in Real Property Tax Act of
1980 ("FIRPTA"), relating to the taxation of gains derived
by foreign persons from the disposition of interests in
United States real property. For the reasons discussed
below, the Treasury Department believes that the taxation of
gains realized by foreign persons from the disposition of fS
U.S. real estate represents sound tax policy. We therefore
oppose the repeal of FIRPTA.

The Internal Revenue Code imposes different regimens of
taxation with respect to U.S. persons, i.e. citizens,
residents and domestic corporations, and foreign persons,
i.e. nonresident aliens and foreign corporations. In
general, U.S. persons are subject to taxation on their
worldwide income on a net basis (net of deductions) and at
progressive rates while foreign persons are subject to U.S.
taxation on a more limited basis., More specifically,
foreign persons are generally subject to U.S. taxation on a
gross basis (without deductions) on fixed or determinable
annual or periodical gains, profits and income ("fixed or
determinable income") from U.S. sources at a rate of 30
percent. Fixed or determinable income includes interest,
dividends, rents, royalties and similar types of income but
ordinarily does not include gain realized on the sale of a
capital asset such as real property. U.S. taxes on fixed or
determinable income of foreign persons are enforced by
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requiring the payor of the income to withhold the
appropriate tax from the amount of the payment. Foreign
persons are also subject to U.S. taxation on a net basis on
income effectively connected with the conduct of a U.S.
trade or business at rates and in a manner comparable to
that applicable to a U.S. person. These regimens of
tarxation may be modified by the application of a-bilateral
income tax convention,

Most investments by foreign investors in income
producing U.S8. real property either constitute a U.S. trade
or business or are taxed at the election of the foreign
investors as if they constitute such a U.S. trade or
business., Thus, foreign persons generally are taxed on
income derived from these investments on a net basis and can
take advantage of the depreciation, mortgage interest and
other deductions related to real property ownership provided
by the U.S. tax law during the time that they own real
property. Ordinarily, such treatment of real property
ownership as effectively connected with the conduct of a
U.S. trade or business would require that the foreign
investor recognize and pay tax on any gain derived when the
property is sold. Nevertheless, under pre-FIRPTA law it was
readily possible for a well advised foreign investor to
avoid tax on capital gains realized from a disposition of
his interest in U.S. real property, even if that property
had been used by the foreign person in a U,S. trade or
business.

A report prepared by the Treasury Department and
submitted to Congress on May 4, 1979, described a number of
means that were commonly used by foreign investors prior to
the enactment of FIRPTA to avoid United States tax on such
gains. 1Included among these tax planning devices were:

(i) An installment sale of the property with the
bulk of the payment being received in years after the
cessation of the U.S. taxpayer's conduct of a U.S.
trade or business. Because the foreign person had no
active trade or business when the payments were
received, they were not subject to U.S. tax.

(ii) The sale of stock in a holding company that
owned the property rather than sale of the property
itself. Mere ownership of stock does not ordinarily
constitute the conduct of a trade or business under
U.S. tax rules so that the gain derived from the sale
of the stock would not be effectively connected with
the conduct of a trade or business by the taxpayer and
would therefore not be taxed in the United States.
Subsequent liquidation of the holding company by the
purchaser could often be accompiished at only a modest
tax cost.
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(iii) The sale of property by a holding company
followed immediately by a section 337 liquidation of
that holding company and the distribution of the sale
proceeds to the foreign shareholder. This approach
would result in no gain being recognized by the
liquidating corporation because of the application of
the provisions of section 337. Since, as indicated
above, the foreign person's stock ownership did not
constitute a U.S. trade or business, and since under
U.S. tax rules the corporation's stockholder would be
treated as if he had sold his stock rather than the
uanderlying real property, the foreign person would not
be taxed on the transaction.

While each of the alternatives for avoiding tax was not
available or appropriate in every situation, the number of
avallable alternatives made it possible for foreign
investors to avoid tax on most gains realized on disposition
of U.S. real estate.

Because foreign investors, even those actively doing
business in the United Staties, were able easily to avoid tax
on their real property related capital gains, but were still
entitled to advantageous net income taxation during the time
they owned the property, they were placed in an economic
position with respect to investing in U.S. real property
that was more advantageous than that of U.S, citizens and
domestic corporations, FIRPTA was enacted primarily to
address this inequity by generally requiring that a foreign
investor who disposes of an interest in U.S. real property
be taxed on any resulting capital gain in the same manner
and at the same rates that a U.S. person would be. To
prevent easy avoidance of these rules by holding real
property through corporations, FIRPTA also imposed tax on
dispositions by foreign persons of interests in United
States real property holding companies.*

* The particular problems at which FIRPTA was directed were
limited to those arising from foreign ownership of U.S. real
estate, FIRPTA did not attempt to tax all capital gains
derived from the disposition of investments in the United
States, In particular, it was not thought appropriate to
tax foreign taxpayers on income derived from their portfolio
investments in securities traded on established U.S.
securities markets. Accordingly, FIRPTA drew a distinction
between dispositions of interests in U.S. real property
holding companies and interests in other corporations,
particularly those whose stock is widely held and puolicly
traded.
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The enactment of FIRPTA brought United States tax
policy intc conformity with rules followed in many other
countries. As the 1979 Treasury Department report
indicated, many countries tax dispositions of real estate
located within their borders. That principle is reflected
in the OECD Model Income Tax Treaty and is consistent with
the United States tax treaty negotiating position. While
fewer countries tax indirect dispositions of property
through the sale of shares in real estate holding companies,
that practice also is not unusual among our trading
partners. As a general matter, due to the security and
attractiveness of an investment in U.S. real properfy, most
foreign investors do not object substantively to. the
provisions of FIRPTA imposing tax on sales of real property.
Indeed, new investment by foreign persons in United States
real property has continued since the adoption of FIRPTA,
and, in fact, the greatest annual new investment by foreign
persons in U.S. real estate since Department of Commerce
reporting was commenced in 1979 occurred in 1981, the year
after FIRPTA's enactment.

The Treasury Department believed when FIRPTA was
adopted that the inequities that I have described should be
eliminated from our tax laws. We continue to support the
concept embodied in FIRPTA that foreign taxpayers should be
taxed on income that they derive from the disposition of
interests in U.S. real property just as U.S. citizens are
taxed on such income. We do not believe that FIRPTA's
taxation of foreign persons on gains derived from the
disposition of U.S. real estate has or will unduly restrict:
the desire of foreign persons to invest in U.S. real estate.
The Treasury Department is therefore opposed to S. 1915,
which, by repealing FIRPTA, would reinstate the provisions
of prior law that favor foreign investment in U.S. real
estate,

While we oppose its repeal, the Administration does .
believe that FIRPTA can be improved. In particular, the
statutory reporting mechanism designed to aid the
enforcement of the provisions of FIRPTA has been difficult
to implement because of the scope of the information
reporting required from foreign persons having little o \nor CPQ%
direct contact with the United States. In order to ‘
encourage compliance and aid enforcement, FIRPTA initiated a
system of reporting ownership of U.S., real property
interests by non-resident aliens and by domestic and foreign
real property holding companies, trusts and partnerships, ,
that are owned directly or indirectly by foreign investors.
That reporting system requires foreign persons directly
holding interests in U.S. real property to file an‘:annual
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information return identifying themselves and the UiS. real
property in which they hold an interest. Many corporations
and other entities holding U.S. real property intere$ts are
also required to file annual information returns dis¢losing
the real property they hold, the identity of their dfirect
and indirect foreign shareholders, the percentage ipterest
of those shareholders in the U.S. real property, apd, in
some cases, certain information regarding transacfions in
the corporation's stock during the year.
. i\

Our experience over the past four years attempting to
implement the statutory reporting system has led 'ys to
conclude that the reporting system has serious deBiciencies,
First, afd.most - furda éntal;y, a.reporting system guch as
that prescribed by FlgPTA is largely ineffective as' a means
of policing a self-assessment system where the reporting
person and the taxpayer are the same or under common
control.:'A foreign taxpayer who would have failed to file a
tax return and report thereon a sale of real property is
extremely unlikely to file, or cause a corporation or
partnership which he controls to file, the information
returns required by the statute. To be effective, we
believe that any reporting gystemymust . either call for
reporting of transactions 5& disinterested parties or by
parties whose interests run counter to those of the taxpayer
with respect to which reported information is sought.
Because the FIRPTA reporting system is a self-reporting
system, it does not create any greater incentive to report
than would exist under a typical voluntary compliance,
annual tax return system.

LT A

Secoﬂ%%%fh;ikﬁporting system imposes a tremendous
administrati%e burden on the IRS. /The required information
return would identify individual foreign investors and their
U.S. real estate hofdingg annually, 1In order for the IRS to
use this information tojidentify a particular unreported
disposition of real property,.a manual comparison of an
individual taxpayer's reports year by year would have to be
made to determine if a particular real property interest had
been deleted from the list. Given the large volume of
information returns likely to be filed, it would be
extremely difficult for the IRS to carry out such a matching
exercise on_a comprehensive basis. Since those foreign
inveéstors ﬁéeking to avoid U.S. tax would be unlikely to
file accurateé reports in dny event, such a matching exercise
would not represent an optimal use of the administrative
resources of the IRS. Moreover, while FIRPTA makes
provision for an alternative security agreement procedure
that would enable a taxpayer to be exempted from the
reporting requirement, full implementation of that procedure
on a taxpayer-by-taxpayer basis also would involve a
tremendous commitmgnt of IRS administrative resources.
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Finally, it will be difficult, if not impossible, for
certain taxpayers to comply with the reporting that is
called for by FIRPTA. Widely held reporting corxporations,
partnerships and trusts simply do not have, nor is it likely
that they can obtain, some of the information regarding
their direct and indirect shareholders or other owners and
the pro rata interests of such owners in the real estate
holdings of the entity that the statute would require to be
reported. In addition, FIRPTA requires information
reporting from some intermediary entities that in only very
remote circumstances would have a U.S. income tax liability
under the statute.

The FIRPTA reporting rules have been the target of very
strong objections from foreign investors. While much of the
reason for these objections is a simple desire on the part
of foreign investors to keep their affairs confidential,
many of the objections are more substantial.

Because of the many outlined problems with the
reporting system, we have concluded that the FIRPTA
reporting rules should be replaced with an alternative
enforcement mechanism. The Conference Committee last week
approved changes to FIRPTA which would repeal the reporting
provisions of the statute as they relate to reporting of
indirect ownership of U.S. real property interests. The
proposal would replace the reporting rules with a tax
withholding system. A form of a tax withholding system was
proposed in the Administration's budget for fiscal year
1985. Under the proposed statutory change agreed to by the
Conference Committee, the purchaser of an interest in U.S,
real property from a foreign investor generally would be
required to withhold 10 percent of the gross purchase price
of the real property interest., There would be several
exceptions to this general statutory rule. First, a
purchaser who is uncertain as to whether the owner of
property he is purchasing is a foreign person, and whether
an obligation to withhold therefore arises, may protect
himself from liability by obtaining from the seller an
affidavit that the seller is not a foreign person. A
purchaser would also have no obligation to withhold if he is
acquiring U.S. real property for use as his residence for a
purchase price of less than $300,000, regardless of whether
the residence is purchased from a foreign taxpayer.*
Finally, the amount required to be withheld can be reduced
by applying to the Internal Revenue Service for a
determination as to the amount of the tax actually due on
the transaction.

* A foreign seller still would be required to pay tax on
income derived from the sale of such residential property.
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The Treasury Department fully supports the changes to
FIRPTA as approved by the Conference Committee. We believe
that a withholding system of the type contemplated in the
proposal would effectively facilitate the enforcement of
FIRPTA. We also believe that the existing reporting system
would be largely superfluous if a withholding mechanism for
collecting the FIRPTA tax were in place. The approach taken
by the Conference Committee will resolve the most difficult
and controversial aspects of FIRPTA without abandoning the
sound tax policy premises upon which that law is based. We
would strongly urge the adoption of the Conference Committee
proposal and the rejection of S. 1915.

Conclusion

I thank you, Mr. Chairman and Members of the Committee
for the opportunity to present this statement regarding
FIRPTA.

o0o
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Dear Chairman Dole: - Secretary

Cha oy ol

As Vice Precident of Covernment Relations for the
American Land Development Association and on behalf of iis
members, I am presenting this statement to express our views
on Senator Goldwater's bill, §. 1915. As yon know, this legislat
would repeal the 1980 Foreign Investment in Real Property Tax
Act (FIRPTA). thus repealing the capital gains tax on the
disposition of investments in U.S. real property by foreign
investors, and also eliminating the requirement that these
investors disclose their identity to the IRS. This statement
has also been prepared in response to the recent hearings on
S. 1915 held on June 19th before the Senate Finance Committee.

By way of background, the American Land Development Associat
(ALDA) represents leading national and international companies
which develop resort recreational and residentia' real estate
including vacation homes, condominiums, resort timesharing., .
mobile home parks, and recreational vehicle parks and campgrounds

Brown

e Boar s
Camp Cosst ro Coast
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ALDA's membership includes the real estate development subsidiaries

of some of the nation's largest corporations as well as privately

held development companies. ALDA's international members.
number over 40 and represent such diverse countries as Australia,
Morocco, Japan and Tahiti.

Additionally. the International Conncil is one of six
councils within ALDA and was created especially to bring together
capital and expertise from around the world to explore and
carry out real estate investment and development in the United
States. as well as monitor public policies that affect domestic
and foreign real estate developers lenders or investors.

ALDA strongly supports the repeal of FIRPTA. We believe
the benefits of foreign investment to be enormous, creating
not only increased availability of capital, but also additional
jobs for American workers and improvements in the economic
base of those regions in which development (resulting from a
wide range of of new construction due to foreign investment in
U.S. development projects) occurs. Foreign investment offers
U.S. developers prime building opportunities which are in turn
beneficial to the nation's economy at large.

TELEX 908248 TELEX SYC ECTY
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Since its introduction FIRPTA has proven to be a great burden to
foreign investors in U.S. real property, The temporary regulations
issued under FIRPTA are extremely complex, and no final regulations have
been implemerted by the IRS to determine such essentials as deadlines
for complian:e with FIRPTA's reporting requirements. The issuance of
final regulations has been pending for three years already. This elapse
of time is testimony to the complexity of FIRPTA and the accompanying
burden it imposes on foreign investors in U.S. real property. and poses
a clear question of the validity and soundness of imposing this act at
all.

Also questionable are the equity and enforceability of the act, not
to mention the harm it produces to the nation's economy. We need the
investment of foreign capital, yet FIRPTA is chasing away foreign investors
in real estate. Yet other nations, recognizing the value of foreign
investors, actively encourage foreign investment, in some instances
offering them privileged immigration visas.

In 1979 and 1980, foreigners invested more that $8.5 billion in
U.S. real estate. Such expenditures have then and in succeeding years
resulted in a wide range of new construction.

For example, a Canadian-based firm in Los Angeles is responsible
for the development of the $1 billion California Center project consisting
of three office towers, a hotel, apartment buildings, a modern art museum,
a shopping center and theatre complex.

Yet another Canadian-based firm is responsible for the $180 million
730,000 foot office complex at 13th Street and New York Avenue here in
Washington, D.C.

In Fort Lee, New Jersey, a Swiss-based investment group is responsible
for the development of an $80 million luxury condominium project.

In Houston, a Hong Kong-based development company, in partnership
with Houston's Apollo Land Development Co., is responsible for the development
of a $500 million commercial and residential development and construction
program.

As mentioned previously, there is also a question of the equity of
FIRPTA. Forcigners investing in U.S. real property are only a fraction
of those foreigners making investments in this country. Yet they are
subjected to tax laws from which other foreign investors are exempt. For
example, almost all foreign investments in stock issue of U.$. corporations
are exempt from capital gains tax. Not only is FIRPTA discriminatory,
but it unfairly applies to foreign investors who acquired land before
the law was enacted.

And how should FIRPTA be enforced? As also mentioned previously
the IRS is still struggling after three years to finalize regulations
pertaining to the information reporting requirements of FIRPTA. 1In
1980, 1981, 1982 and 1984 withholding proposals were defeated by the
Congress. What reasonable kind of a collection scheme exists?
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Requiring the deposit of securities is not the answer either. As
you are aware, those businesses who are not prepared to advise the IRS
of the name, address and tax status of every individual who directly or
indirectly has an ownership in U.S. land held by their company are required
to provide the IRS with security adequate to ensure that potential tax
liabilities will be satisfied. One of our members in particular was
informed that they will have to provide at yearly intervals the appropriate
appraisals of their land holdings and then deposit with the IRS funds
equal to 28 percent of the difference between the bases and the appraised
value. To implement FIRPTA in this manner is grossly unfair.

The American Land Development Association urges the repeal of the
Foreign Investment in Real Property Tax Act in order to establish ecuity
in the manner by which foreign investors in real property, bonds, securities,
and other assets are taxed on capital gains. The repeal of FIRPTA would
also restore the incentive to foreigners to invest in U.S. real property,
thus increasing the availability of capital to U.S. developers, providing
jobs and enhancing the economic base of those areas in whi:h development
takes place, and also contributing to the improvement of our economy at
large.

Sincezgly,
! H

! P

e
Thomas Cﬁ Franks
Vice President
Government Relations

TF/1r

cc: Gary Terry, President, ALDA
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Comments, Points and Authorities in Support of

Needed Revisions to the Foreign Investment in

Real Property Tax Act of 1980 as Enacted under

the Omnibus Reconciliation At of 1980
INTRODUCTION AND SUMMARY

In accordance with Press Release Number 84-140 issued by
the United States Senate Committee on Finance on May 11, 1984, the
purpose of this memorandum is to provide comments and
recommendations regarding the Senate Finance Committee's hearing
on June 19, 1984 concerning a bill to amend the United States
Internal Revenue Code with respect to the tax treatment of
dispositions of investments in United States real property by
foreign persons as provided under the Foreign Investment in Real
Property Tax Act ("FIRPTA"), enacted under the Omnibus
Reconciliation Act of 1980.

At the outset, we wish to confirm our continuing support
for the efforts of the Members and staff of the Senate Finance
Committee ("SFC") and the House Ways and Means Committee ("HWMC"),
the staff of the Joint Committee on Taxation ("JCT"), and senior
officials of the United States Department of the Treasury
("Treasury") directed to resolving the complex issues which have
arisen in this area. We particularly wish to recognize the
efforts of Senator Barry M. Goldwater, who introduced S. 1915, and
Chairman Robert Dole of the Senate Finance Committee, who
scheduled the subject hearing on FIRPTA.

We also wish to express our appreciation for the efforts
of Congressman Barber Conable, Ranking Minority Member of the

HWMC, who has introduced legislation concerning this subject in
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the House (H.R. 5673 and H.R. 4328), and for the efforts of
Congressman Sam Gibbons, Chairman of the HWMC Subcommittee on
Trade, who has also introduced legislation to amend FIRPTA (H.R.
5326 and H.R, 5673), 1In this regard, it is also important to
recognize that other Members of the HWMC have come forward as co-
sponsors of these legislative initiatives directed to amending
FIRPTA (Congressmen John Duncan, Ronnie G. Flippo, Bill Frenzel,
Robert T, Matsui, and Guy Vander Jagt).

It {s clear that the Unitéd States Congress has
recognized the need for legislative revision of FIRPTA as
demonstrated by the recent action of the House and Senate
Conferees in the tax bill which has now been forwarded to the
President of the United States which could result in a public law
in the days ahead, These developments also support the need for
further changes in FIRPTA as set out in the legislation sponsored
by the various Members of the United States Congress noted above.

As related on various occasions in the past, we believe
it is important to distinguish foreign investment in operating
concerns actively involved in a United States trade or business
(other than farming) from foreign passive investment in United

States real property.
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DISCUSSION
Historical Considerations
original Congressional Intent which Led to

the Enactment of FIRPTA under the Provisions
of the Omnibus Reconciliation Act of 1980

FIRPTA was enacted under the provisions of the Omnibus
Reconciliation Act of 1980. 1/ Based on prior hearings held by
the SFC and HWMC concerning previous legislative initiatives 1q
this area, it is clear that the instigating factor which
ultimately led to the enactment of FIRPTA was the preservation of
United States farmland, It is important to note that the United
statés Congress did not intend to impose a penalty on foreign
investors or to discourage foreign investment in the United
States. 2/ However, Congressional review of the proposed
definitional techniques for applying FIRPTA was inevitably limited
in scope as FIRPTA was considered very late in the 96th Congress
as a part of the Omnibus Reconciliation Act of 1980, and
therefore, underst&ndably certain definitional provisions of
FIRPTA failed to reflect the original Congressional intent noted
above.

Specifically, while it is clear that the original policy
goal of FIRPTA was to protect domestic farm ownership, the meaning
of the term "real property holding corporation" was expanded to

include gains from disposition of real property as well as gains

1/ See Omnibus Reconciliation Act of 1980, 96th Cong., P.L.,

96-499, 2d Sess.,, December 5, 1980,

2/ See House Committee on Ways and Means Budget Reconciliation
Report of the Committee on Ways and Means, H.R. Rpt. No.
96-1150, Part I, 96th Cong., 2d Sess., p. 170.
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from the disposition of securities issued by entities with
substantial holdings of United States real property, which were
treated as "United States Real Property Holding Companies”
("USRPHC"). Under FIRPTA, a USRPHC is defined to include any
corporation where the fair market value of its United States real
property and personal property associated with the use of such
real property used in trade or business exceeds 50 percent of the
fair market value of its world-wide real property interests and
its other assets which are used or held for use in a trade or
business. Unfortunately, under certain circumstances, FIRPTA
applies to foreign investment in operating concerns actively
engaged in a United States trade or businesé as well as foreign
passive investment in United States real estate. 1In this regard,
the inclusion of operating concerns under the USRPHC definition
overreaches the original i1ntent of the United States Congress
which was to tax the capital gains of foreign passive investment
in United States real estate and adversely affects important
United States national and international interests.

International Economic Considerations

which Support the Need for Legislative
Revision of FIRPTA

It is not surpriéing that subsequent to the enactment of
FIRPTA, Lhe SFC, HWMC, JCT, the Treasury, and the Office of the
United States Trade Representative recognized that FIRPTA may
uﬁintentionally impede and distort beneficial investment flows

into the United States. .These considerations are particularly
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important in the context of the rapidly increasing United States
trade deficit.

Furthermore, FIRPTA is a disincentive to foreign
investment in many basic United States industries. FIRPTA applies
to gains from disposition of securities issued by entities with
substantial holdings of United States real property as well as
gains from disposition of real property; FIRPTA's definition of a
USRPHC includes a gfeat number of domestic manufacturing concerns
with extensive plant requirements. Thus, transfers of stock in
more capital intensive enterprises, which are deemed USRPHC's
under FIRPTA, constitute dispositions of United States real
property interests and subject foreign stock transferors to the
tax., It is important to recognize that the United States federal
government has consistently attempted to promote foreign —
investment in capital intensive industries in order to displace
imports, encourage exports and stimulate domestic employment.
Accordingly, any amendment tc FIRPTA which distinguishes foreign
investment in operating concerns actively engaged in a United
States trade or business (other than farming) from foreign passive
investment in United States real estate would clearly serve
important United States national and international interests,

Recent Congressional
Initiatives To Amend FIRPTA

Based in part on the factors set forth above, Senator

Barry Goldwater, Congressman Barber Conable, Congressman Sam
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Gibbons, and others have introduced legislation to eliminate
international economic distortions which may be caused by FIRPTA.
Although it may not be possible to repeal FIRPTA outright,
nevertheless, it is clear that‘major revisions to FIRPTA are now
necessary in order to proqqte equity and fairness in this area.

Senator Goldwater's legislation to amend FIRPTA is
directed to eliminating disincentives to foreign investment in the
United States and thereby 'ncreasing United States competitive-
ness and creating more United States jobs. 3/ 1n point of fact,
at the June 19, 1984 hearing before the Senate Finance Committee,
Senator Goldwater specifically'noted that FIRPTA overreaches the
priginal policy objective of preventing foreign takeovers of farm
production land by imposing a capital gains tax on all types of
foreign investment in United States real property. 1In addition,
Senator Goldwater stated that FIRPTA discourages needed foreign
investment which would increase the competitiveness of United
States industries and create more United States jobs 4/ and the
Senator set forth specific transactional examples in support of
his arguments 5/ (see also additional transactional examples which
are included as an attachment to this submission).

During the course of the SFC June 19, 1984 hearing

regarding FIRPTA, it is clear from the testimony of the British

§/ See Cong. Rec., 98th Cong., 1lst Sess., Vol, 130, No. 129,
October 3, 1983, pp. S-13470-73,

A/ See Statement of Senator Barry Goldwater before the Senate
Finance Committee on S. 1915, June 19, 1984, p. 1.

5/ 1d. at Footnote 1.
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Association of Investment Trust Companies and for the European
Federation of Pension Funds that United Kingdom firms with
investments in the‘United States are concerned about the adverse
effects of FIRPTA which appear to be inconsistent with stated
United States international investment policy which is designed to
encourage inflows of capital to reduce interest rate pressures and
facilitate financing the United States record high trade deficit. 8/
Furthermore, it is clear that these points and arguments are also
clearly a matter of concern to senior officials of the Government
of the United kingdom.

As noted previously, Congressman Barber Conable, Ranking
Minority Member of the House Ways and Means Committee, has also v
introduced legislation in the United States House of
Representatives for the purposes at hand. 7/ This legislation
also seeks to substantially cut back the provisions of FIRPTA by
repealing capital gains on disposition of foreign investment in
United States property. In his floor statement hefore the House
of Representatives, Congressman Conable stressed that the
complexity of FIRPTA legislation itself has led to a great deal of
uncertainty on the part of foreign investors with particular

reference to onerous reporting requirements. 8/ this uncertainty

6/ See Statement of Lord Mark Fitzalan Howard, on behalf of the

- British Association of Investment Trust Companies, and
Representative, European Federation of Pension Funds, before
the Senate Finance Committee on S, 1915, June 19, 1984,, p. 1.

1/ See H.R, 5673 introduced on May 17, 1984 by Congressman

- Barber Conable; Cong. Rec., 98th Cong., 2d Sess., Vol. 130,
No. 65, May 17, 1984, p. H-4162,

8/ See Cong. Rec., 98th Cong., 2d Sess., Vol. 130, No. 66,
May 18, 1984, p. E-2273. -
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is exacerbated by ﬁﬁi dlfiiculty frgﬁsury has had in providing
regulatory guidance relative to th: extent reporting is required.
In this regard, it 1s ilnportant to recognize that the Treasury has
had major difficulties in issuing final regulations in this area.
Moreover, Congressm;n Conable has noted that while outright repeal
;f FIRPTA may not be necessary to satisfy important United States
p&licy considerations, he has urged that the United States
Congress undertake acgion in the near future to resolve as many
prop;ems as possible in this area.

We also wish to express our support for the efforts of
Congressman Sam Gibbons who has committed substantial efforts to
making necessary changes in this area. 2/ In the interim context,
both the HWMC and SFC have already attempted to resolve some of
these problems as a consequence of the changes which they
recommended during the recent tax conference on Tax Reform Act of
1984, 10/ :

CONCLUSION AND RECOMMENDATIONS

Based on the points, authorities, developments and
considerations set forth above, we recommend that the Senate
Finance Committee proceed expeditiously to implement further

necessary legislative changes to FIRPTA taking into account the

9/ See H.R. 5326 and H.R. 5673 introduced by Congressman Sam

- Gibbons dnd ¢ ressmen Con&ble and Gibbons on April 3, 1984
and May 17,'@} rebpectively; Cong. Rec., 98th Cong., 2d
Sess., Vol,’ No. 42, April 3, 1984, p. H-2233 and Cong.
Rec., 98th Cong., 2d Sess,, Vol. 130, No. 65, May 17, 1984,

" p. H-4162,

10/ See Conference Report on H.R. 4170, H. Rpt. No. 98-861, 98th

Cong., 24 Sess., Section 129,
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recent legislative initiatives of Senator Barry Goldwater,
‘Congressmen Barber Conable and Sam Gibbons, and other Members of
the United States Congress.

In conclusion, once again we wish to express our
appreciation to the Members and staff of the Senate Finance
Committee for their continuing efforts to resolve the difficult

problems in this area.

July 1984 Respectfully submitted,

’ \Al,”—‘( (\ ik,“) \- \

Paul H, DeLaney, Jr.

1120 Twentieth St,, N. W.
Suite South 710
Washington, D, C. 20036
Telephone (202) 785-1766

Attachment



154

July 1984

Transactional Examples concerning Needed

Changes to the Foreign Investment in Real

Property Tax Act of 1980 Provisions of the
Omnibus Reconciliation Act of 1980 (P.L. 96-499)

The fecommended legislative changes would distinguish
foreign investment in operating concerns actively engaged in a
United States trade or business (other than farming) from
foreign passive investment in United States real estate.

The Foreign Tnvestment in Real Property Tax Act of 1980
("FIRPTA") was enacted into law under the provisions of the
Omnibus Reconciliation Act of 1980 (P.L. 96-499) in an effort
to protect United States farmland and certain other real prop-
erty interests, Although a primary concern of the United
States Congress in enacting FIRPTA was preservation of United
States real property interests, owing to pressing timing con-
siderations, this legislation was enacted in circumstances
which may not have allowed adeguate opportunity to review
certain definitional provisions. Based on the prior hearings
of the House Ways and Means Committee and the Senate Finance
Committee on legislative initiatives in this area, it appears
that the original intent of Congress may not have been prop-
erly reflected under the FIRPTA provisions as set out under
the Omnibus Reconciliation Act of 1980 and that the effect of
these provisions may sometimes be contrary to important United
States national and international interests.

As enacted, FIRPTA fails to distinguish between foreign
investment in operating concerns actively engaged in a United
States trade or business (other than farming) and foreign
passive investment in United States real property. Conse-
quently, FIRPTA serves as a disincentive to the continued
inflow of beneficial foreign capital investment into manu-
facturing and production firms which would result in the cre=-
ation of United States jobs. .

The recommended changes would remove this disincentlve by
limiting FIRPTA coverage to passive foreign investment in
United States real property, thereby stimulating productive
foreign investment in operating concerns actively engaged in a
United States trade or business. Such investment in operating
and manufacturing firms could result in displacing United
States imports and stimulating United States exports, thus
producing a favorable impact on the United States trade
balance and United States employment.
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The transactional examples set forth below are intended
to demonstrate the need for the recommended changes and to
distinguish between beneficial foreign capital investment in
firms actively engaged in a United States trade or business
which would be excluded from FIRPTA while continuing to apply
FIRPTA to those situations which originally concerned the
Congress., The first set of examples notes transactions which
would be covered by the changes (exempt transactions), while
the second set of examples relates transactions which would
not be subject to the changes (covered transactions).

Exempt Transactions

1. A United States corporation involved in production
and sale of plastic chemical products wishes to enter into a
joint venture with a Dutch plastic products corporation under
which the United States corporation would offer a part of its
stock in exchange for know-bhow and production rights for cer-
tain products. The Dutch corporation considers the potential
return on its investment in the United States corporation and
determines that under current United States law it would be
subject to capital gains taxation on the disposition of its
investment in the United States corporation., Therefore, the
Dutch corporation may decide not to proceed with the trans-
action given the present United States tax disincentive.
Under the recommended legislative changes, the Dutch
corporation would be exempt from ‘FIRPTA, which could result
in providing the United States corporation with the benefits
of the Dutch corporation's technology and production rights,
thus increasing the competitiveness of the United States
corporation and creating more United States jobs.

2, Owing to international trade -ounsiderations, a
Japanese corporation engaged in automobile manufacturing in
Japan is considering establishment of a United States sub-
sidiary corporation to produce automobiles in the United
States for United States consumption in an effort to reduce
Japanese exports of automobiles to the United States. 1In
considering the tax implications involved in such a substan-
tial investment, the Japanese automobile manufacturer deter-
mines that it could be subject to United States capital gains
taxes under the provisions of FIRPTA. Accordingly, the
Japanese manufacturer may decide not to establish the United
States manufacturing subsidiary. Under the recommended
legislative changes, the Japanese automobile manufacturer
could proceed with its investment which could result in subs-
tantial benefits to the United States, including increased -
United States employment and a reduced United States trade
deficit with Japan.

3. A United K1ngdom corporation engaged in paper manu-
facturing and processing wishes to invest in a United States
firm engaged in timber and pulp manufacturing to produce paper
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products for United States consumption and for possible export
to other countries. While investigating the potential return
on such an investment, the United Kingdom corporation deter-
mines that under FIRPTA disposition of the stock in a United
States timber, pulp, and paper producer could subject the
United Kingdom corporation to United States capital gains tax.
Under the recommended legislative changes, the United Kingdom
corporation could invest in the United States corporation,
thus increasing United States jobs in the timber, pulp, and
paper manufacturing industries, while at the same time
increasing the prospects for expanding exports of United
States timber, pulp, and paper products.

Covered Transactions

1. A Saudi Arabian investor wishes to establish a United
States corporation to acquire United States farmland. The
Saudi investor intends to later liguidate its investment by
,selling the stock of the United States corporation. Under
existing law and the recommended legislative changes, the gain
on the sale of shares in the United States corporation would
to subject to United States capital gains tax pursuant to
FIRPTA and would thus deter foreign investment in United
States farmland.

2, A syndicate of German individuals wishes to invest in
condominiums in the coastal regions of the United States. The
‘German syndicate intends to establish a United States corpor-
ation which would purchase and sell condominium units. After
a period of time, the German syndicate intends to sell its
stock in the United States corporation. Under existing law
and the recommended changes, the German syndicate would con=-
tinue to be subject to United States capital gains tax pur-
suant to FIRPTA and would thus deter such pass1ve investment
in United States real estate,

3. A consortium of European Banks wishes to purchase
interests in United States shopping centers located near var-
ious urban areas., Subsequently, the European Banks intend to
sell their interests in the shopping centers. Under existing
law and the recommended changes, the European Banks would be
subject to United States capital gains taxation under FIRPTA
as this transaction would not involve a qualified investment
in an operating concern actively engaged in a United States
trade or business.

It is suggested that the transactional examples and
policy considerations noted above support the need for the
United States Congress to adopt the recommended legislative
changes to FIRPTA to assure that foreign investment in
operating concerns actively engaged in a United States trade
or business (other
than farming) is properly distinguished from foreign passive
investment in United States recal estate and that investment 1n
such operating concerns is not subject to FIRPTA.

-
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STATEMENT OF
Professor Richard L. Kaplan
College of Law
University of Illinois
For the Public Hearing on S, 1915
June 19, 1984
I am an associate professor of law at the University of

Illinois teaching in the area of federal taxation and specializing
in the taxation of international transactions. Before entering the
professoriate in 1979, I practiced law with Baker & Botts in
Houston, Texas, specializing there also in matters involving
international taxation, These experiences have shaped my
perspective on foreign ianvestment in real estate and have led me to
conclude that the Foreign Investment in Real Property Tax Act of
1980 (FIRPTA) 18 bad legislation and should be repealed in toto
posthaste., I have explained my position in some detail in an
article entitled "Creeping Xenophobia and the Taxation of

Foreign-Owned Real Estate,"” which was published in 71 Georgetown Law
Journal 1091-1128 (1983). I am attaching a copy of my article to
this Statement and would direct the attention of this Committee in
particular to pages 1117-1120, which consider the problems inherent
in the thricé—rejected approach of tax withholding, and pages
1120-1128, which examine the policy concerns that FIRPTA purported

to address,

37-520 O—84——11
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Creeping Xenophobia and the Taxation of
Foreign-Owned Real Estate* ~

RICHARD L. KAPLAN**

Prior to 1980 certain nonresident alien individuals and foreign corpora-

tions were exemp! from United States tax on their United States source
capital gains that were not effectively connected rith the conduct of a
trade or business within the United States. Congress enacted the For-

eign Investment in Real Property Tax Act of 1980 (FIRI’TA} to close
this perceived loophole to the extent that it exempted gains derived from
sales of United States real estate. In this article Professor Kaplan ana-
lyzes the pre-FIRPTA tax regime and the modifications introduced by
FIRPTA. Professor Kaplan argues that the loophole addressed by
FIRPTA not only was of minor significance, but was consciously cre-

ated because of the difficulty of collecting taxes on the capital gains of
nonresident, nonbusiness foreign investors, and was justifiable on addi-

tional policy grounds. In partially closing this limited loophole,

FIRPTA complicates the tax code, overrides bilateral tax treaty provi-

sions, and creates an intrusive but unenforceable collection scheme.

Professor Kaplan suggests that FIRPTA can only be understood as an
attempt to discourage foreign investment in United States real estate—a
xenophobic goal, lacking any economic or common sense rai:onale,

which FIRPTA is in any case unlikely to accomplish—and recommends
that FIRPTA be repealed in its entirety.
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I. INTRODUCTION

For many years the subject of foreign ownership of United States property
was the concern primarily of international investment advisors and economic
theorists. In the decade of the 1970’s, however, this arcane topic became the
focus of widespread concern and intense debate.! The popular television news
program, “60 Minutes,” devoted an entire segment to foreign purchases of
United States farmland, and the American Bar Association began sponsoring
annual courses on foreign investment planning geared toward general practi-
tioners, not just international law specialists.?

The increased attention given to foreign holdings of United States real estate
is directly related to the perceived phenomenal expansion of such holdings in
recent years.> International investors had long been attracted to United States
investments because of the relative stability of this country’s economic and
political systems, as well as the sheer enormousness of the investment market
itself.* But this attraction became even stronger in the 1970’s because of
favorable foreign currency fluctuations,® the rise of local communist move-
ments overseas, and other destabilizing events. At the same time, skyrocketing
petroleum prices concentrated more investable funds in the hands of some for-
eign investors than had ever been the case before. By the end of 1980, in fact,

1. See, e.g., K. CROWE, AMERICA FOR SALE (1978); E. FRY, FINANCIAL INVASION OF THE U.S.A.: A
THREAT TO AMERICAN SOCIETY? (1980), reviewed in Kaplan, Book Review, 129 U. Pa. L. REv. 486
(1980); Lanier, 7he New Kids on the Block, CHicaco, Apr. 1982, at 148; Rubin, ke Selling of Califor-
nia, 9 CAL. J. 409 (1978); Samuelson, Make Way—The Foreign Investors Are Coming, 10 NAT'L J. 664
(1978); Drinkhall & Guyon, Real-Estate Purchases By Foreigners Climb, Stirring Wide Debate, Wall St.
J., Sept. 26, 1979, at 1, col. |; Forejgn Investors Flock to U.S. Farmlands, Bus. WK., Mar. 27, 1978, at 79.

2. See 13 A.B.A.-A L.l CLE Review No. 30, at 4 (1982).

3, See U.S. DEP'T OF THE TREASURY, TAXATION OF FOREIGN INVESTMENT IN U.S, REAL ESTATE 5-
. 14 (1979) (although newsp p (s indicate rapid growth in foreign investment in United States

real property in 1970’s, availabl istics inadequate and conflicting) [hereinafier TREASURY REPORT].

4, See U.S. GEN. ACCOUNTING OFFICE, FOREIGN INVESTMENT IN U.S. AGRICULTURAL LAND—
How It SHAPES Up.68-80 (1979) [hercinafier GAO REePoRT); Katz, Foreign Direct Investment in the
United States—Advantages and Barriers, 11 CASE W. Rgs. J. INT'L L. 473, 474-76 (1979). ~

5, See E. FRy, supra note 1, at 36 (during seven years ending in April 1978, dollar declined 63%
against Japanese yen, 81% against German mark, and 131% against Swiss franc).

6. Observers estimated that surpluses held by Arab oil exporters could amount to $120 billion in
1980, up from $5.3 billion only two years earlier. Arab Banks Grow, Bus. Wk., Oct. 6, 1980, at 70, 72;
Paul, Aiab; Buying Up U.S.? For Now, at Any Rate, They Aren’t Interested, Wall St. J., Aug, 18, 1980,
at 1, col. 6.
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alternatives available. The reports required of foreign investors by the Inter-
national Investment Survey Act!® are confidential and not available to tax
collectors.'®! Reports required by the Agricultural Foreign Investment Disclo-
sure Act,'82 on the other hand, are open to the public!®® but are limited to
farmland and do not include urban real estate holdings.'®¢ In any case, the use
of one unwieldy mass of data to cross-check another such mass, each created
under different statutory parameters, seems likely to generate more confusion
than assistance. Information reporting alone, quite obviously, cannot ensure
FIRPTA'’s enforceability.

B. WITHHOLDING SALES PROCEEDS

To ensure collection of taxes owed by nonresidents who are not engaged in
United States business activities, the Code has long relied on withholding these
taxes from the investor’s income.!8% Taxes on interest income, dividends, rents,
and other “fixed or determinable annual or periodical income™!8¢ are simply
withheld by the person making such payments and remitted to the government
on the foreign investor’s behalf. Should the person making these payments fail
to withhold the required amounts, that person is subject to assessment, plus
penalties, for the amounts not so withheld. %’

Such a withholding system was part of FIRPTA’s original conception'88 and
was included in the Senate’s version of that enactment.'®® The House of Rep-
resentatives, however, objected to this idea and deleted it from the final bill.'*¢

180. 22 U.S.C. §§ 3101-3108 (1976 & Supp. V 1981). See supra notes 10-15 and accompanying text
(discussing the Act’s reporting requirements).

181. See 15 C.F.R. § 806.5 (1982) (information available only to administrators of program); see also
H.R. REP. No. 1490, 94th Cong., 2d Sess. 3 (1976), reprinted in 1976 U.S. CopE CONG. & Ap. NEWs
4663, 4665 (same).

182. 7 U.S.C. §§ 3501-3508 (Supp. V 1981). See supra notes 17-19 and accompanying text (discussing
the Act’s reporting requirements). .

183. 7 U.S.C. § 3506.

184. See id. §§ 3501, 3508.

185. See L.R.C. § 1441 (nonresident aliens), id § 1442 (foreign corporations). See generally 3 B.
anxﬁk,mfra note 37, § 66.6 (discussing withholding of tax at source); I R. RHOADES 5 M. LANGER,
supra note 72, § 2.24 (same); S. ROBERTS & W. WARREN, UNITED STATES INCOME TAXATION OF FoR-
EIGN CORPORATIONS AND NONRESIDENT ALIENS ch. VIII (1966 & Supp. 1967) (same); Dale, Withhold-
ing Tax on Payments to Foreign Persons, 36 TAX L. REv. 49 (1980) (same). The rate of tax withheld is
30% of gross receipts unless otherwise specified by the Code, I.R.C. §§ 1441, 1442 (1976), or an applica-
ble treaty. See id § 7852(d); see also INTERNAL REVENUE SERVICE, WITHHOLDING OF TAX ON Non-
RESIDENT ALIENS AND FOREIGN CORPORATIONS 16-17 (Pub. No. 515, 1980), reprinted in 2 R. RHOADES
& M. LANGER, supra note 72, at A-16 to A-17 (tabular listing of withholding rates for each type of
income by treaty country).

186. See 1.R.C. §§ 871(a)(1)(A), 881(a)1) (1976).

187. /d. §§ 1461, 6672(a), 7202, 7501(a) (1976 & Supp. V 1981). See generally 4 B. BITTKER, supra
note 37, § 114.3.5 (discussing consequences of failure to withhold and collect third-party taxes); Dale,
supra note 185, at 77-84, (discussing liability of “underwithholding agem"). ¢

188. See S. 208, 96th Cong., Ist Sess. § 1(b), 125 CoNG. REC. 929 (1979) (capital gains of nonresident
aliens and foreign corporations from sale of United States agricultural land would be subject to the
Code’s withholding provisions), see a/so H.R. 3106, 96th Cong., Ist Sess., 125 CoNG. REC. 5598 (1979)
(similar legislation in House).

189. See S. 2939, 96th Cong., 2d Sess. § 203(a), 126 CoNG. REc. $9312 (daily ed. July 2, 1980)
(capital gains of nonresident alicns and foreign corporations from sale of all United States real property
interests would be subject to Code’s withholding provisions); see also S. Rep. No. 504, 96th Cong., Ist
Sess. 9-11 (1979) (purchaser required to withhold tax); Richards, ke Foreign Seller of U.S. Real Estate:
Withholding Requirements, 6 INT'L Tax J. 292 (1980) (discussing proposed legislation).

190. H.l{ REP. No. 1479, 96th Cong. 2d Sess. 189-90 (1980).
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In explaining this action, the Conference Comnmittee stated:

{1)t would be necessary to Structure withholding provisions carefully
to ensure that they would not inadvertently disrupt the U.S. real es-
tate market or expose U.S. buyers or U.S. agents of foreign sellers of
U.S. real estate to liability where such liability would not be appro-
priate. Given this potential, the . . . withholding provisions should
not be adopted until they could be more fully considered . . . and the
public had adequate opportunity to consider and comment on the
proposed withholding mechanism.!*!

Despite this request for more deliberate consideration, the Senate included a
very similar withholding scheme in its version of the Economic Recovery Tax
Act of 1981.!92 Once again, however, the House conferees objected, and the
provisions were removed from the fiual bill, this time without any explanatory
comment.'> The Senate continued it* campaign and included a withholding
mechanism in its version of the Tax Equity and Fiscal Responsibility Bill of
1982.1%4 But as before, the House conferees insisted upon its removal.'*> Thus,
FIRPTA has no withholding mechanism and seems unlikely to get one any-
time soon.

The House’s hesitancy to enact a withholding mechanism could be attrib-
uted to several problems inherent in that approach, not the least of which be-
ing when such withholding should apply. FIRPTA does not affect gains
realized by aliens who are United States “residents” or by foreign investors
who are engaged in a United States “trade or business,” because those gains
are already taxable by the United States.!9® Only gains realized by nonresi-
dent, nonbusiness investors are subject to FIRPTA’s amendments.!*” In other
words, any withholding mechanism for FIRPTA gains would require the with-
holding agent—potentially, any buyer of United States real estate—to deter-
mine not only whether the “real” seller is a foreign investor, but also whether
that foreign investor is a nonresident not engaged in a United States trade or
business. This latter determination is often quite difficult even when ali the
relevant facts are known.!?® To obligate every purchaser of United States real
estate to make this determination would be univ...uably burdensome and po-
tentially very disruptive.

On the other hand, this obligation is already imposed on payors of periodic
payments, such as interest and dividends, that are subject to withholding re-
quirements at the present time.!%® These requirements also apply only if a for-
eign recipient does not engage in a United States trade or business,? and a
system of statements and certifications has been instituted to limit the with-

¢
191. /4
192. H.R.J. Res. 266, 97th Cong,, 1st Sess. § 831, 127 Cowna. REc. $8472-74 (daily ed. July 27, 1981).
193. ‘See HR. Rep. No. 215, 97th Cong,, Ist Sess. 280 (1981).
194. H.R. 4961, 97th Cong., 2d Sess. § 371(a), 128 CoNa. REC. $8639-41 (daily ed. July 19, l982)
195. See H.R. ReP. No. 760, 97th Cong., 2d. Sess. 588 (1982).
196. See supra notes 32-87 and accompanying text.
197. See supra notes 88-137 and ucoompanymg text.
198. See supra notes 45-57 and accompanying text (discussing real estate ownership as a “business”).
199. See LR.C. § 1441 (1976) (nonresident aliens), id § 1442 (foreign corporations); supra note 185.
200. LR.C. §§ 1441(c), 1442(a) (1976).
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holding agent’s exposure on this question.2°! Even so, the system is far from
perfect, and persons making such payments tend to overwithhold to limit their
potential liability.202 In any case, the payors affected by the existing withhold-
ing system are, by and large, sophisticated financial institutions, while
FIRPTA-related withholding requirements could conceivably affect every real
estate buyer in the United States.

More fundamentally, the analogy to interest and dividend withholding is
not appropriate for several structural reasons. First, in the case of interest, divi-
dends, or similar receipts, the entire amount of the payment constitute« gross
income.203 In real estate sales, however, only the gair is taxable; that .., only
the difference between the sales proceeds and the property’s basis represents
taxable receipts.2% Moreover, the relevant basis figure is the seller’s basis,
which the buyer—who would have the withholding responsibility—has no
easy way of determining. The seller could simply inform the buyer of his ba-
sis, of course, but such information is extremely sensitive. If the buyer learns
the exact size of the seller’s gain, the buyer might feel cheated and may want to
renegotiate the sales price. This reaction is particularly likely when, as in the
case of FIRPTA, the seller reaping the profit is a foreign investor. On the
other hand, if the foreign seller overstates his basis to minimize this reaction,
his gain is understated and the tax withheld will be inadequate. Although the
law could require that a fixed percentage of the gross sales price be with-
held, 205 that approach would almost always be wrong, overwithholding in
some cases and underwithholding in others. The simple fact remains that the
sales price is not taxable income; only the gain realized, i/ any, is taxable.

Further, even a withholding mechanism based on sales prices would be diffi-
cult to implement. Unlike interest and dividend payments, which are usually
made in cash, real estate transactions are typically consummated with very
little cash actually changing hands. Morigages, newly created or simply as-
sumed; agr.ements to pay certain expenses when due; promissory notes, se-
cured by land or unsecured; and other noncash media are common
components of real estate sales. How does one withhold ten percent, for exam-
pie, from an assumed mortage? On promissory notes, does one withhold part
of the note’s discounted value, or does one wait until the payments are actually
made? If the latter, what if the foreign investor’s status as a nonresident or as
not-engaged-in-business changes by then? In short, withholding sales proceeds
in a real estate context is often impractical.

To be sure, each of these problems is solvable, at least to some degree. Cer-
tifications could be formulated to let real estate buyers know with whom they

201, See Treas. Reg. 88 1.1441-4(2)(2), (bX2), (dX2), (2)(i) (1981), 1.1441-5(a) (1973), 1.1441-6(c)
(1971) (requiring recipient to file statement of exemption from withholding with withholding agent).

202. See Dale, supra note 185, at 76-84.

203, LR.C. §8 871(a)(1XA), 881(a)1) (1976).

204. 7d. §§ 1001(a), (b), 1011(a).

205. See Note, Withholding from Recipients of FIRPTA Gain, 35 VAND. L, REv. 439, 467-68 (1982)
g'yr?osm g such an ﬁmch); see also H.R. 4961, 97th Cong., 2d Sess. § 371(a)1), 128 ConG REc.

8639-41 (daily ed. July 19, 1982) (not enacted) (incorporating such an 'na};pronch) [hereinafier 1982
Proposal). But see Angell, The Nonresident Alien: A Problem in Federal Taxation of Income, 36
CoLuN. L. Rev. 908, 911-12 (1936) (arguing that “[i}t would be futile for Congress to undertake to
exact & contribution out of the sales price”).
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are dealing2°6 De minimis exemptions could be created to reduce the
paperwork and liability problems on smaller transactions.?°” Withholding on
gross sales proceeds could be set at a sufficiently low rate to reduce
overwithholding and could be made applicable only to cash proceeds con-
trolled by the buyer.2® But each of these proposals severely limits the with-
holding mechanism’s ability to ensure the ultimate collection of the tax owed,
which 1s, after all, the whole purpose of the mechanism. Yet, the absence of
any withholding mechanism places the entire burden of enforcing FIRPTA on
the reporting requirements discussed previously,2?® which clearly are not up to
the task. Thus, there are significant chinks in FIRPTA’s armor with respect to
enforceability,2!° raising the question whether this new statute ought to exist at

all.

VI. PoLicy CONSIDERATIONS

As analyzed thus far, FIRPTA seems to be an almost perverse enactment.
To repeal a relatively limited exemption of some forty-four years standing,
Congress expended inordinate legislative effort in five separate sessions.?!!
The resulting statute is complex, difficult to enforce, and disrespectful of ex-
isting tax treaty obligations.

Yet, FIRPTA was not some quirk of the legislative mill or the irrational
obsession of some obscure Congressperson. Very much to the contrary, this
legislation had no fewer than 49 sponsors in the Senate?!2 and 151 sponsors in
the House of Representatives.2!3 FIRPTA, in other words, was one of the most
popular pieces of tax legislation considered in recent years. It obviously re-
sponded to some rather widely-held views about appropriate tax policy, and it
is those views that this section now examines. The section first addresses the
question of unequal tax treatment for domestic and foreign investors that
FIRPTA purports to correct. It then analyzes the effect FIRPTA will have on
foreign investment in United States real estate. Finally, it considers whether
such investment ought to be a matter of legislative concern at all.

v

206. See 1982 Proposal, supra note 205 (proposing addition of L.R.C. § 1444(c), which would require
foreign seller to furnish notice to his buyer); supra note 201 (same).

207. See 1982 Proposal, supra note 205 (proposing addition of LR.C. § 1444(d)(3), which would
exempt principal residences that cost no more than $200,000).

208, See 1982 Proposal, supra note 205 (proposing addition of LR.C. § 1444(a)(2), which wouid
require withholding of amount realized or consideration that is within buyer’s control, whichever
is less). But see id. (proposing addition of 1.R.C. § 1444(h)4), which would include as consideration
{:lh market valuc of property and face amount of any indebtedness that was created within two years of

e).

209. See L.R.C. § 6039C (Supp. V 1981); supra notes 161-84 and accompanying text.

210. But see Feder & Parker, The Foreign Invesiment in Real Property Tax Act of 1980, 34 TAX Law.
543, 578-79 (1981) (suggesting that foreign investors will comply voluntarily if they expect ever to invest
in United States a‘gain).

211. See S. 3414, 95th Cong., 2d Sess., 124 CoNa. Rec. 34,604 (1978) (reprinted as amendment 3988
to H.R. 13,511); S. 192, 96th Cong,, Ist Sess., 125 CoNa. REC. 795, 796 (1979); Foreign Investment in
Real Propeity Tax Act of 1980, Pub. L. No. 96-499, §8 1121-1125, 94 Stat. 2599, 2682; Economic Re-
gove{y ;I‘ax”Az(;t of 1981, Pub. L. No. 97-34, § 831, 95 Stat. 172, 352; H.R. 4961, 97th Cong., 2d Sess.

371(a) (1982). -

2}}2‘.l s:;ssl.lsm, 95th Cong,, 2d Sess., 124 Cona. REC. 34,604 (1978) (reprinted as amendment 3988
to H.R. 13,511). :

213. See H.R. 3106, 96th Cong., 1st Sess., 125 CoNa. REc. 5598 (1979).
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A. TAXING DOMESTIC AND FOREIGN INVESTORS

If an American citizen, or an alien who resides in the United States, or a
nonresident alien who engages in a United States trade or business, invests in
United States land, his gain upon disposition of that land is usually taxable.214
Oftentimes, this gain will qualify for favorable treatment as a capital gain,2!3
but it is taxable nevertheless. In contrast, certain foreign investors who do not
engage in a United States “trade or business”2!6 are exempt from tax on their
United States source capital gains, including gains derived from sales of
United $iates real estate. That, in a nutshell, is the dichotomy FIRPTA abol-
ishes. Under FIRPTA, real estate profits are now taxable, no matter how lim-
ited a foreign investor’s United States contacts may be.2!?

In fact. eliminating this dichotomy was the principal reason put forward for
FIRPTA’s enactment. As the Committee Report explained:

The committee believes that it is essential to establish equity of tax
treaiment in U.S. real property between foreign and domestic inves-
tors. The committee does not intend by the provisions of this bill to
impvse a penalty on foreign investors or /o discourage foreign inves-
tors from investing in the United States. However, the eommittee be-
lieves that the United States should not continue to provide an
inducement through the tax laws for foreign investment in U.S. real

roperty . . . [by] effectively exempting [the foreign investor] from
U.S. tax on the gain realized on disposition of the property.2!8

The Con:nittee, quite obviously, tried to eschew any motive other than erasing
this ineqvality of tax treatment and justified this single objective by invoking
the princple of “horizontal equity,” the idea that persons who are similarly
situated should be taxed similarly.21®

But it i not so clear that this principle really applies to domestic and foreign
taxpayers Domestic taxpayers, after all, enjoy all of the protections and bene-
fits of Urited States law and participate fully in the commercial life of this
country. Yoreign investors who do not engage in a United States “trade or
business,” on the other hand, are prototypically passive. Their involvement in
United Sates commercial activity is not ongoing and extensive, or else they
would prebably be taxable even under pre-FIRPTA law.220 These investors,

214. LR.C.§8 871(b)(1), 882(a)(1), 1001(c) (1976 & Supp. V 1981). For zonresidents, the gain must
also be “effedively connected” with the taxpagcr’s United States trade or business. /d. § 864(c)(1)(A),
(2) (1976). Swe generally supra notes 32-87 and accompanying text (discussing pre-FIRPTA taxation of
foreign invesments in United States land). i

215. See IR.C. §§ 1221, 1222 (1976 & Supp. V 1981). See generally 2 B. BlTrKERempm note 37, ch.
50 (taxation ¥ capital gains and losses).

216, See swra notes 40-57 and acci.mpanying text (discussing “trade or business” determination).

217. LR.C§ 897(aX1) (Supp. V 1981). See generally supra Part 111 (discussing FIRPTA provisions).

218. S. Ret No. 504, 9%6th Co;f‘, Ist Sess. 6 (1979) (emphasis added). This report accompanied the
bill that was>ubsequently enacted as FIRPTA.

Curiously aough, even dispassionate students of foreign investment policy found this inequality of
tax treatmentabhorrent and urged its elimination. See, eg, GAO REPORT, supre note 4, at 32-33; E.
FrY, FINANGAL INVASION OF THE U.S.A. 147 (1980); Sisson, The Tax System and the Structure of
American Agiculture, 9 Tax NoTes 419, 423 (1979).

219. See gnerally | B. BITTKER, supra pote 37, § 3.1.4 (defining and discussing horizontal equity).

220, See iswenhaupt v. Commissioner, 20 T.C. 151, 162-63 (1953) (discussing amount of ongoing
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quite simply, are not similarly situated to domestic taxpayers, and disparate
tax treatment for these two groups, therefore, is not necessarily inappropriate.

Moreover, even if all real estate investors are considered similarly situated, - _?
that does not foreordain equivalent tax treatment. The horizontal equity prin- ‘
ciple merely suggests such equivalency in the absence of countervailing fac-
tors. It is not hyperbole to say that the Code is awash in countervailing factors,
with the result that horizontal equity is honored more in the fireach-than in the
observance. In each breach, some reason was thought sufficient to justify dis-
parate—usually preferential—tax treatment, whether it was to stimulate ex-
ports,??! encourage philanthropy,222 promote energy conservation,? or
preserve our architectural heritage.22¢ But the point is that the horizontal eq-
uity concept, even when applicable, does not preclude disparate tax treatment.
It merely requires a justification for such treatment.

With respect to foreign investors, several possible justifications suggest
themselves. Difficulty in enforcing taxes on nonresident, nonbusiness inves-
tors—the raison d’etre of the original exemption??s —is certainly one. Conces-
sions made in bilateral tax treaties might be another.226 $till another reason .
for disparate tax treatment might be to encourage foreign investment in the ..
United States. This country historically has encouraged such investments,227- =
and tax incentives are a well-accepted means of doing s0.228 Thus, Congresg .
could easily justify treating foreign and domestic taxpayers differently, even if.*
they were thought to be “similarly situated.” !

But the whole notion that the purpose of FIRPTA was to correct a breach of
“horizontal equity” is itself rather spurious. In point of fact, the breach per-
sists, even after FIRPTA, whenever an investor’s gains derive from listed se-
curities, commodities, bonds, or any capital asset other than real estate.2?® If .
pretcsential treatment of foreign investors is such a pernicious affront 10 hori-
zontal equity, why was its eradication limited to real estate gains? It is this

£

activity needed to constitute a United States “trade or business”), af'd per m}‘gg, 221 F.2d 227 (%h
Cir. 1955). See generally supra notes 48-57 and tcoon:i)anying text (discussing 1).

221. See LR.C. § 911 (1976 & Supp. V 1981) (partial exclusion of foreign source carnings of United
States expatriates), /4 8§ 991-997 (partial deferral of export profits of a “domestic international sales
corporation™) (1976 & Sugp. V 1981). Swue generally Maiers, The fore{;n LEarned Income Exclusion: .
Reinventing the Wheel, 34 TAx Law. 691 (1981) (discussing taxation of oreign eamed income); King-
son, A Somewhat Different View, 34 Tax Law. 137 (I9§l) (same); Postiewaite & Stern, /anocenss
Abroad? The 1978 Foreign Earned Income Act and the Case for Jis Repeal, 65 V. L. Rev. 1093 (1979)
(same). :

222, See LR.§C.8§{;70 (I976v & 9Ssupp v l9:(:1) (1educlion for charitable contributions).

223. See id. § 48(/) (Supp. V 1981) (tax credits for investments in qualifying “ener p X

224. See id. § 48(g)(3) l;?u credits for rehabilitating a “certified hloric stmcturg); mu
§ 280B (1976 & Supp. V 1981) (denial of deduction for expenses of demolishing such' structure).

225. See supra noles 158-59 and adcompanying text. B

%26. See generally supra notes 138-55 and ‘accompanying text (discussing interfection of FIRPTA
and tax treaties). ™

221. See generally Niehuss, Foreign Investment in the United States: A Review of Governmens Policy,
16 V. J. INT’L L. 65 (1975) (discussing United States encouragement of foreign investment); Comihents
Foreign Direct Investment in the United States: Possible Restrictions at Home and a New Climate Jfor
American Invesimen: Abroad, 26 AM. U. L. Rev. 109 (1976) (same).

228. See Foreign Investors Tax Act of 1966, Pub. L. No. 89-809, 80 Stat. 1539; S. Rer. No. 1707,
89th Cong., 2d Sess. 9 (1966). See generally Choate, Hurok & Klein, Federal Tax Poz?' for Foreign
Income and Forggn Ta?a)rr:: History, Analysis and Prospects, 44 Temp. L.Q. 441 (1971) (historical
background on Unijted States encouragement of forei? investment).

229. See LR.C. §§ 871(a)2), 881(a), 897(aX1) (1976 & Supp. V 1981).
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limitation that shows unmistakably that FIRPTA was intended to do far more
than simply cofzect a disparity between foreign and domestic investors.
Notwithstandin g,@xe statement quoted previously from the Committee Re-
port,23¢ FIRPTA Was intended to discourage foreign investment in United
States real estatessThe th‘lestion then becomes whether this statute will indeed
have that effébt. =~ ™ v

70N
P [

B. EFFECT ON FOREIGN INVESTMENT IN UNITED STATES REAL ESTATE

Foreign investors are attracted to United States real estate for many differ-
ent reasons. Among these are this country’s stable political system,??! rela-
tively low rates of inflation, clearly articulated respect for private property,
relatively inexpensive land prices,?32 and good prospects for capital apprecia-
tion.2*3 Some foreign investors have additional reasons, such as securing a
“safe haven” in the event that political upheaval at home necessitates a speedy
departure.2*4 The absence of a tax upon disposition, however, does not seem to
be a major consideration; in comparison with the other factors at play, it is
downright trivial. 23* After all, a tax upon disposition has absolutely no impact
on a foreign investor unless he disposes of the property. Until then, any tax
advantage, or “inducement” as the Committee Report called it,2%¢ is irrelevant.

That being the case, how can FIRPTA hope to affect foreign investment in
United States land? - It might deter foreign speculators perhaps, but most for-
eign investors come to the United States for long term, even permangnt, invest-
ments.?>’ To them, the panoply of relevant investment incentives—stable
economy, “safe haven,” and so forth—remains unchanged. Hence, FIRPTA is
unlikely to affect the level of aggregate foreign investment in United States
real estate to any discernible degree. '

Yet, proponents of the né¥ statute apparently believed that the capital gains

e

exemption had not only ifcreased aggregate foreign investment in United
States real estate,-but had ,nfﬁ%ﬁyitsél%‘%precipitatcd higher land prices. In the
words of Senatof*Church, one of FIRPTA’s cosponsors:

This tax loophole gives foreign investors a special advantage in the

purchase of U.S. land by enablihg-them to pay higher prices than can

any U.S. investor or farmer, who must take into consideration that he

will have to pay the full capital gains tax in the event he should sell

230. See supra text accompanying note 218.

23). See Katz, Foreign Direct Investment in the United States—Advantages and Barriers, 11 CASE W.
REs, J. INT'L L. 473, 475-76 (1979). :

232. See SENATE COMM. ON AGRICULTURE, NUTRITION, AND FORESTRY, 95TH CONG., 2D SESS.,
FOREIGN INVESTMENT IN UNITED STATES AGRICULTURAL LAND 111 12 (Comm. Pgint 1979) (compara-
ble land in Europe sells for 50-100% more) [hereinafier SENATE STUDY).

233. See generally GAO REPORT, supra note 4, at 68-80.

234, See Azrack & Roberts, Foreign Real Estate Prociices and the Economy, in 3 U.S. DEP'T oF
AGRICULTURE, MONITORING FOREIGN OWNERSHIP OF U.S. REAL ESTATE 69, 70 (1979).

235. But see GAO REPORT, supra note 4, at 69, 70 (tax advantages are consideration for small per-
cex;-t,?e of foreign investors).

. See supra text accompanying note 218.

237, See Impact of Foreign Invesiment in Farmland: Hearings on H.R. 13128 and Related Bills Before
the Subcomm. on Family Farms, Rural Developmeni, and Special Studies of the House Comm. on Agricul-
ture, 95th Cong., 2d Sess. 125-26 (1978) (statement of William A. Stiles, Senior Vice President of Op-
penheimer Industries, Inc.) [hereinafter Jmpact Hearings).
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or transfer the land.238

The validity of this proposition is open to serious question. A detailed study
prepared by the General Accounting Office before FIRPTA was enacted found
that “foreign purchasers did not consistently pay more than U.S. buyers for
similar land.”239 In other words, foreign investors typically bought at market
prices and did not exploit their pre-FIRPTA tax advantage by making higher
bids. Even if this had not been the case, those higher prices would presumably
have gone to the landowners who sold their properties to the foreign inves-
tors—usually, American citizens. But the fact remains that the tax advantage
eliminated by FIRPTA was not a significant factor aflecting United States real
estate prices.

Alternatively, a tax-exempt foreign seller might arguably sell his property
for /ess money than a domestic seller would require to achieve the same return
on his invesiment. Assume, for example, that land purchased last year for
$100 is now worth $150. A domestic investor would sell it for $150, pay a $10
tax—(20%)?4° —on his $50 capital gain ($150 less cost of $100) and achieve a
40% return on investment (after-tax profit of $40 on a $100 investment). A tax-
exempt foreign seller, however, could sell the property for $140 and realize the
same result. But if the property was worth $150, the foreign investor would

robably sell it for that price also, without factoring in his tax exemption.24!
Kloreover, even if the foreign investor did sell his parcel at the lower price, the
beneficiary of this action is the purchaser, most likely an American, who ob-
~tains the parcel at a lower price. In other words, the pre-FIRPTA tax advan-
tage often redounded to the benefir of domestic landowners, if it had any effect
on prices at all. Inasmuch as that effect was largely illusory, however, the case
for FIRPTA in terms of its reducing United States land prices (or discouraging
foreign investment, for that matter) seems fairly weak.

C. FOREIGN LAND OWNERSHIP GENERALLY

Even if FIRPTA might have an effect on foreign investment in United
States real estate, there are significant policy questions about the wisdom of
such an epactment. Put quite simply, why should foreign investment in real
estate be discouraged at all, through tax policy or otherwise? Proponents of
foreign land ownership restrictions claim that such investments tend to raise
the price of real estate generally,?42 jeopardize its effective utilization and pres-

238. 124 CoNG. REC. 34,606 (1978) (statement of Senator Church); see also id. at 34,604-05 (remarks
of Senator Wallop to same effect); Drinkhall & Guyon, Real-Estate Purchases by Foreigners Climb,
Stirring Wide Debate, Wall St. J., Sept. 26, 1979, at 1, col. 1 (tax advantage thought to give foreigners
some price advantage). P

239. GAO REPORT, supra note 4, at 67. See generally Jansma, Goode & Small, Ecbhomic Effects of
Foreign Farmland Investments on Farms and Rural Communities, in 3 U.S. DEP'T OF AGRICULTURE,
supra note 234, at 1, 56-57 (no conclusive evidence that foreigners pay more for land).

240. See 1.R.C. §§ 1, 1202(a) (Supp. V 1981) (after 60% exclusion, only 40% of gain is subject to tax;
at highest tax rate of 50%, maximum capital gain tax rate becomes 20%). )

241, On the effect of a seller’s tax-exempt status on his prices generally, see Kaplan, /mercollegiate
Athletics and the Unrelated Business Income Tax, 80 COLUM. L. REV. 1430, 1465-66 & nn311-13 ( l§80).

242, See Impact Hearings, supra note 2317, at 21 (statement of Representative Krebs), Zaxation of
Foreign Investment in the United States: Hearing on S.192 and S.208 Before the Subcomm. on Taxation
and Debt M 1 of the S Comm. on Finance, 96th Cong., Ist Sess. 26 (1979) (statement of
Senator thlops; E. FRrY, supra note 218, at 5,
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ervation,?*? and threaten United States food supplies.2# These contentions,
however, are highly exaggerated, if not entirely specious. :
1. Effect on Land Prices

As a matter of economic theory, if demand increases for a commodity whose
supply is fixed, such as land, its price must rise.24> This relationship is often set.
forth graphically as follows:

Price

P’
\._. D/

P D
(o] Quantity

Where S represents the fixed supply, D’ represents the increased demand over
D, and P’ represents the higher price (over P) that results. Thus, if foreign
capital increases the demand for United States land, the price of that land can
be expected to rise. This higher price, of course, would result from any in-
crease in demand, not just an increase from foreign investment. if American
investors increased their investments in real estate and decreased their invest-
ments in stocks and bonds, for example, the same effect on land prices would
result. Foreign capital, in other words, is not terribly unique in its ability to
raise real estate prices.

243. See SENATE STUDY, supra note 232, at I1I; /mpact Hearings, supra note 237, at 21 (statement of
Representative Krebs).
44, See E. FRY, supra note 218, at 115.
245, See P. SAMUELSON, ECONOMICS 54-59 (11th ed. 1980); R. GiLL, ECONOMICS 40-42 (3d ed.
1978). See generally J. HENDERSON & R. QUANDT, MICROECONOMIC THEORY 96-110 (3d ed. 1980).
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In any case, there are at least three reasons why the influx of foreign capital
into United States real estate should be of little concern. First, rising real es-
tate prices are not necessarily bad, because most of the increased value of those
properties accrues to domestic landholders.24¢ Citizens who choose to sell their
holdings benefit most directly, but other landowners also benefit from the ap-
preciation in value of their investments.

Second, land prices are determined by many factors, not just by aggregate
demand. These other factors include, among others, the availability of financ-
ing, the level of interest rates, world food supplies, location, accessibility of
public services (sewage, water, and so forth), and the relative attractiveness of
alternative investments.24? In fact, the price of United States land, particularly
farmland, has actually declined in recent months, in some cases substan-
tially,24® despite the influx of significant foreign investment.24® Hence, the as-
sertion that foreign investment alone causes the price of real estate to rise is
overly simplistic.

Finally, foreign holdings are still much too small in the aggregate to have
any discernible impact on real estate prices. The 1982 report of the Depart-
ment of Agriculture shows that foreign investors own less than one percent of
all United States farmland,2’® and the results for urban real estate are no
doubt comparable. To be sure, a precise census of foreign landholdings is
probably impossible,25! but it seems unlikely that the uncounted holdings
greatly exceed the counted holdings. Thus, foreign investment is 2 minor com-
ponent of aggregate demand for United States real estate, and its effect on land
prices, therefore, must be insignificant.

2. Property Utilization apd Preservation

The notion that foreign owners are less attentive than Americans to the
" needs and development of their properties is similarly devoid of support. In
the case of urban properties, on-site managers—who usually are Americans—
operate the foreign owners’ apartment buildings, office towers, and shopping
centers seemingly without regard to the nationality of the property’s owners.
Typically, foreign investors acquire established projects, and tenants and other
users are often unaware that there has been any transfer of ownership at all.
There may be exceptions, of course, but for the most part, foreign investors are
well-capitalized and make every effort to maintain or improve the status of
their United States properties.

246. See U.S. DEP'T OF AGRICULTURE, FOREIGN OWNERSHIP OF U.S. AGRICULTURAL LAND 8
(1982) (Americans own all but one percent of U.S. farmland) [hereinafter 1982 Census).

247, See generally U.S. DEP'T OF AGRICULTURE, FARM REAL ESTATE MARKEL, DEVELOPMENTS 4-
11 (1979) (discussing factors affecting price of farmland); Lutirell, 74e “Danger’?rom Foreign Owner-
ship of U.S. Farmland, 61 FED. RES. BANK ST. Louis 2, 7 (1979) (same); Comment, Economic and
Political Impicts of Taxation of Foreign Investment in United States Agricultural Land, 15 TEX. INT'L
L.J. 287, 291-94 (1980) (same). Many of these factors also affect the price of urban real estate.

24%6‘« Hill, lilzme Prices’ Plunge, Steeper Than It Seems, Could Slow Recovery, Wall St. J., June
17, 1982, at 1, col. 6.

249. See 1982 CENsUS, supra note 246, at 13; see also GAO REPORT, supra note 4, at 43 (nonlocal
United States and foreign investors acquired 24% of all farmland that was sold).

250. 1982 CENSsUSs, supra note 246, at 8. -

2425!. ;(s’n_gl;n, Book Review, 129 U. PA. L. Rev. 486, 488-89 (1980); see also 1982 CENSUS, supra note
, at .



170

1983]) TAXATION OF FOREIGN-OWNED REAL ESTATE 1127

Foreign-owned agricultural properties present much the same picture, with
local managers once again operating these properties in largely conventional
ways. The properties do not lie fallow and in fact are often betser maintained
under the foreign investor’s ownership.?s2 Particularly because most foreign
owners are interested in their properties’ long-term prospects, the risk of un-
derutilization or improper maintenance of foreign-owned United States real
estate seems trivial at most. '

3. United States Food Supplies

Emotionalism reaches its peak on the question of foreign ownership of
United States food-producing land, even though FIRPTA applies to all forms
of real estate, including downtown office buildings.25> The contention here is
that foreign owners will seize the fruits of our national heritage to satisfy for-
eign demand and alleviate famine in faraway lands. In point of fact, there is
absolutely no evidence that foreign owners of United States farmland have
ever contemplated such plans, let alone that they could implement them. To
the contrary, these owners have shown no inclination to market their products
any differently than their American counterparts, who themselves have little
hesitancy about dealing with foreign buyers. In any case, foreign investors
own such a small portion of United States farmland,?*¢ and are so unlikely to
acquire a significantly larger portion any time soon,?%5 that the effect of any
diversion of farm produce would probably be indiscernible. Particularly when
one considers the farm acreage that has been taken out of production to main-
tain United States farm prices, the prospect of diminishing food supplies is
patently absurd.

In short, there is no rational reason to discourage foreign investment in
United States real estate. Quite to the contrary, real estate is probably the
safest form of foreign investment in terms of national security interests.?*¢
Stocks and bonds can be dumped on the market at a moment’s notice, precip-
itating financial chaos-and substantial price declines.?5” Similarly, bank depos-
its can be removed instantancously, throwing even major depository
institutions into insolvency,2%® as certain Arab investors have in fact
threatened.?%?

252. See SENATE STUDY, supra note 232, at 53; GAO REPORT, supra note 4, at 80; see also 1982
CENSUS, supra note 246, at 26, 30; U.S. DEP'T OF AGRICULTURE, FOREIGN OWNERSHIP OF U.S. AGRI-
CULTURAL LAND 26-27 (1980); Luttrell, supra note 247, at 8.

253, See 1.R.C. § 897(a), (c)(INAXi) (Supp. V 1981).

; 3:114 .:l‘ee 1982 CeNsus, supra note 246, at 8 (foreign owners control less than one percent of U.S.
armland).

255. See U.S. DEP'T OF AGRICULTURE, ANALYSIS OF FOREIGN INVESTMENT IN U.S. FARMLAND
(l978)éffrinled in SENATE STUDY, supra note 232, at 76 (at current investment levils, foreign investors
will need 19 years to acquire another 1% percent of United States farmland).

256. See generally Gaffoey, Social Economic Impacts of Foreign Investment in United States
Land, 17 NAT. RESOURCES J..377 (1977); Luttrell, supra note 247, at 8 (suggesting expropriation if

n as last resort).

257. See Foreign /) in U.S. Unde d, Private Report Says, Wall St. 1., June 23, 1981, at
18, col. 4 (“oil-exporting countries, acting as a block, could cause major disruption in the U.S. equity
markets”).

258. See Davis, The Petrodollar Trial, MOTHER JONES, Nov. 1980, at 20, 27.
259. See E. Fry, supra note 218, at 142 (describing an Arab threat to withdraw funds from Canadian _
banks should Canada move its Isracli embassy from Tel Aviv to Jerusalem). :
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But what can happen with land? By definition, it is fixed and immobile.
Can a foreign investor remove his office building or repatriate his topsoil over-
night? Would the Iranian Assets Freeze?s® have been necessary if those assets
had been United States real estate holdings? Land, quite simply, is the most
secure means of “recycling” foreign-held dollars, and any paranoia about for-
eign investments—whether justified or not—should argue for the encourage-
ment, rather than the discouragement, of United States land acquisitions. To
the extent, therefore, that FIRPTA even implies a contrary message, it is mis-
directed and wrong-headed.

VII. CONCLUSION

The Foreign Investment in Real Property Tax Act (FIRPTA) of 1980, as
amended in 1981, is an unmitigated disaster. The “loophole” it closes was
consciously created as a practical necessity and was restricted to a relatively
limited class of foreign investors. To abolish this loophole, FIRPTA imposes a
complex statutory regime that, despite an intrusive system of reporting re-
quirements, is of questionable enforceability. Furthermore, for the new statute
to have even facial effectiveness, it was necessary for Congress to override con-
flicting tax treaty provisions, a move that is without modern precedent or fore-
seeable long-term consequences.

Even more problematic are FIRPTA'’s confused policy objectives. The sup-
posedly horrific inequity of foreign versus domestic taxation actually remains
unchanged, except for the special case of real estate dispositions. The clear
intention of this statute, therefore, is not to eradicate inequities, but rather to
discourage foreign investment in United States real estate, a goal for which
FIRPTA is singularly unsuited. In any case, the goal itself manifests a dis-
turbing xenophobia that lacks any economic rationale or common sense foun-
dation. The new statute, quite clearly, is flawed beyond amendatory repair
and should be repealed in its entirety at the earliest opportunity.

260. Exec. Grder No. 12,170, 3 C.F.R. 457 (1980), 50 U.S.C. § 1701 note (Supp. 1V 1980); see also
Dames & Moore v. Regan, 453 U.S. 654, 662-68 (1981) (describing freeze of Iranian assets).
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