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GENERAL EXPLANATION OF COMMITTEE DISCUSSION DRAFT 
OF REVENUE BILL OF 1961 

I. INTRODUCTORY STATEMENT 

On April 20, 1961, the President sent to Congress a message con­
t.aining a series of proposals for the revision of cert.ain of the pres en t 
tax laws. The Committee on vVays and ~'Ieans on IVlay 3, 1961. 
began hearings on the President's proposals. In these hearings, which 
extended over a month, the committee received testimony and com­
ments from over 400 individuals and organizations. This material 
is contained in 4 volumes of over 3,600 printed pages. 

Following the public hearings the committ.ee considered the Presi­
dent's proposals in executive sessions over a period of several weeks. 
In those considerations the committee nlade certain tentative deci­
sions for purposes of drafting a modified version of the President's 
proposals. The cOlnmittee print, dated August 24, 1961, was the 
discussion draft prepared as a result of this committee action. Al­
though no part of this draft has been approved by the conllnittee, it 
was released for the information of the pUblic. On August 23, 1961, 
the Committee on Ways and Means decided to defer action on the 
President's tax recomniendations until next year. Chairman vVilbllr 
D. Mills at that time in part said: 

The committee has worked diligently on the President's 
tax recOlnmendations for 4 months, and now finds that it 
will be impossible to conclude its deliberation in the few 
weeks which remain in this session. This legislation will 
be perfected during the fall months, and will be the first 
order of business in the next session of this Congress. 

This document is a general explanation of the released draft. This 
explanation has been prepared by the staff of the Joint Committee on 
Internal Revenue Taxation for the use of the Committee on Ways 
and Means and the general public. It has not been reviewed by the 
Committee on Ways and Means. An explanation of the Treasury 
draft on "tax haven" profits of controlled foreign corporations also is 
included in appendix A of this document. 





II. SUMMARY 

The discussion draft consists of 10 sections. The first indicates that 
the bill may be cited as the Revenue Act of 1961. The remaining 
nine sections would make substantive amendments to the Internal 
Revenue Code of 1954. They, together with the Treasury proposal 
on "tax havens," can be summarized as follows: 

1. Investment credit (sec. 2) .-A credit against income tax is allowed 
for new investments (and for purchases of up to $50,000 of used prop­
erty) made in 1961 and subsequent years. The credit generally is equal 
to 8 percent of the purchase price of dom,estic investm.ents. It is not 
available for 'property with a useful life of less than 6 years and in 
general is limited to tangible personal property or other tangible 
property, apart from buildings, used in manufacturing, production, 
extraction, transportation, or communications. It also generally is 
not available in the case of public utilities. 

2. Entertainment, etc., expenses (sec. 3) .-Restrictions are imposed 
,on the deduction of entertainment expenses for income tax purposes. 
First, with specified exceptions, these expenses may not be deducted 
unless they relate directly to the production of income and are not 
merely for good will. Exceptions are provided for business meals, 
employee and stockholder meetings, trade association meetings, con­
ventions, etc. Second, no deduction may be taken for business gifts 
to the extent they exceed $25 per recipient or for the payment of club 
dues. Third, entertainment and traveling expenses, to be deductible, 
must be substantiated in detail. Fourth, in the case of travel expenses, 
·onlya "reasonable allowance" lllay be deducted for meals and lodging. 

3. Mutualfire and casualty insurance companies, etc. (sec. 4) .-Over 
a period of years mutual fire and casualty insurance companies are 
to be taxed on their underwriting income (their investment income 
presently is taxed) in substantially the same manner as stock casualty 
·companies. After a 5-year transition period one-half of the under­
writing income will be taxed in the year it is earned and the other half 
(to the extent it is not offset by intervening losses) will be taxed 5 
years later. A transition rule gives partial exemption in the first 5 
years. Small mutual cOlllpanies will continue to be taxed only on 
investment income. Special provisions are applicable for reciprocal 
underwriters and interinsurers, factory mutual insurance companies, 
and companies with certain types of conce'ntrated risks. In addition, 
the deduction now allowed life insurance conlpanies for 2 percent of 
premium incOllle from group accident and health business is repealed. 

4. Domestic corporations receiving dividends from foreign corporations 
(sec. 5) .-Domestic corporations receiving dividends from foreign 
corporations, if they elect to claim a foreign tax credit for foreign 
income, etc., taxes paid on the dividends they receive, must also 
include in their income these same foreign taxes for which they claim 
credit. This has been referred to as "grossing up" these dividends 
by the amount of foreign taxes paid with respect to them. Other 
technical amendments are also made. 
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5. ~J'cI1l8ion fol' income earne(i from sources outside the United Stntes 
(sec. 6).-Enrncd income derived from sources outside of the United 
Stn U'S preS('1l tly is not subjrct to P .S. income tax if the individual 
illYoln,d is n bOllH fide resident of the foreign country. The draft 
limit s this exclusion to some specified amount (undetermined ill the 
committee's telltntivc decisions). In nddition, contributions by em­
ployers to pensions, wherr the indiyidtllds worked abrond, are to be 
full\' taxable 10 t.hr illdividunls if they reside in the United Stn,tes at 
t.he·time they receiye the pellsion ill 'the same manner as employees 
who worked. in the United St.ates. 

6. Gain from dispositio'n {)f depl ec1~able personal property (sec. 7).­
Any gain on the sale of most types of depreciable personal property, 
is to be tren,ted as ordinary ill come to the extent of any depreciation 
deductions previousl~· taken. For this purpose only depreciatioll 
d,e(luct,ions taken in 1961 and subsequent ~·ears will give rise to t.his 
orclilHtlT income treatment.. This ordiwLry income tren,t.ment is to 
be appiicable only in the case of sales and.' certain other dispositions 
of depreciable personn,l property. Taxpayers will be permitted to 
change to more conservat,ive forms of depreciation if they desire to 
do so in order to minimize t,he possibility of realizing ordinary income 
under this provision. Also, taxpayers und.er this provision will be 
permitted to ignore salvage value in determining their depreciation 
base to the extent of 10 percent of the cost or other basis for the 
property. 

7. Tax treatment of cooperatives and patrons (sec. 8).-Cooperatives 
tLre to be permitted to deduct patronage dividends only ,,,hen they 
:Lre paid in Inoney, "qualified scrip," or other property except non­
qualified scrip. In addition, lL deduction is provided for nonqualifiecl 
scrip when it is redeemed. The same amounts are to be includible in 
the income of the patron at about the same time the cooperative takes 
the deduction (except where the patronage is attributable to personal 
e).."j)ense items). "QwLlified scrip" means scrip with respect to which 
the patron had an option to receive cash or scrip for a 90-day period 
after issuance, or, in the case of farm cooperatives, scrip issued only 
after the fanner within the year to which it relates consents in writing 
to received the dividend in scrip rn ther than cash. In the case of 
"exempt farlu cooperatives," provision is also made for the deduction 
of ~unounts paid in money, qualified scrip, or other property (except 
non qualified scrip) which is paid out of earnings derived from business 
done for the United States or from sonrces other than patronage, such 
as investnlent income. 

S. lFithholding on interest, dividends, and patronage dividends 
(sec. 9).-Provision is made for withholding at it rate of 16% percent on 
interest, dividends, and patronage dividends. The recipient on 
reporting his income for tax purposes "grosses up" his net dividend or 
interest payment by one-fifth to obtain the gross payment which he 
reports for tax purposes. The withheld amount is then available as 
a credit against the tax otherwise due. No receipts are required 
under this system. A system of exemption certificates is provided 
for those having no tax liabilit~T and intrnannuul, or quick, refunds are 
provided for those where the withholding is excessive because of the 
number of their exemptions, eligibility for retiremen t income credit, 
etc. 
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9. Information with respect to certain foreign entities (sec. 10).­
Under present law domestic corporations must furnish certain specified 
information with respect to foreign corporations which they control or 
foreign subsidiaries of these corporations. If the information is not 
supplied, reductions are made in any foreign tax credit the domestic 
corporation might otherwise enjoy. This reporting requirement is 
extended to include not only domestic corporations but also individu­
als controlling foreign corporations and also to require information to 
be supplied with respect to certain additional types of foreign sub­
sidiaries. Another requirenlent of present law requires certain speci­
fied inforlnation to be supplied by American citizens or residents who 
are officers, directors, or iUlportant stockholders of foreign corpora­
tions if they held such positions or have such stock interests at any 
time within 60 days after the creation, organization, or reorganization 
of the foreign corporation. Beginning in 1962 such information is to 
be supplied by such American officers, directors, or important stock­
holders on January 1 of that year and also by those who become so at 
any tilne thereafter. 

io. Treasury proposal on "tax havens."-The Treasury drttft 
(available to the public but not in the committee print) identifies 
certain types of income-such as income from exports, imports, 
licensing, certain dividends and interest, and reinsurance. Where 
such income arises from transactions of a foreign corporation with a 
related party outside of the country in which the foreign corporation 
is organized, it is to be taxed currently to U.S. shareholders of the 
foreign corporation even though there is no dividend distribution. 
This treatment applies only where five or fewer U.S. shareholders 
own more than 50 percent of the stock of the foreign corporation and 
then only in the case of those shareholders owning 10 percent or more 
of the stock of the foreign corporation. 

73721-61--2 





III. INVESTMENT CREDIT 

(Sec. 2 of the draft and secs. 38 and 46-48 of the code) 

A. IN GENERAL 

The President in his tax message requested the adoption of a tax 
incentive in the form of a credit against tax liability for certain types 
of investment. The 15-percent investment credit initially recom­
mended by the President was designed to concentrate the stimulus 
provided by the credit among those who are increasing their rate of 
investment. Under this proposal most of the investment ct'edit 
allowance would have been available only for plant and equipment 
expenditures in excess of current depreciation allowances. Also, a 
6-percent credit would have been available for certain investment 
below the level of these allowances. 

The discussion draft provides a :flat rate 8 percent credit for invest­
ment without regard to the rate of investment of the taxpayer in the 
past. The draft omits from the types of investment for which a credit 
may be obtained buildings and limited types of other real property. 
Another significant modification in the credit in the draft is that it 
is made available for a limited amount of purchases of used assets as 
well as new. 

B. MORE SPECIFICALLY 

The draft provides a credit (in sec. 38) which may be offset against 
income tax liability. The credit is an amount equal to 8 percent of 
"qualified investment" which includes both purchases of new equip­
ment and also, to a limited extent, purchases of used equipment. The 
types of property, whether new or used, which are included in quali..: 
fied investment are described as "section 38 property." In general 
terms this property includes tangible personal property, such as equip..: 
ment, and also certain real property, other than buildings, if the 
property is used directly in manufacturing, production, transpor­
tation, etc. 

Once the amount of the 8-percent credit against tax is determined, 
the amount of the credit" which can be claimed in anyone year is 
limited to the tax liability, or if this tax liability exceeds $100,000, the 
credit which may be taken to the extent it exceeds $100,000 is limited 
to 50 percent of the tax liability over this amount. Credits in excess 
of this limitation can be carried forward for 5 years. Another feature 
provides, where the property with respect to which the investment 
credit was taken is disposed of within 6 years, that the credit may be 
disallowed if the Secretary of the Treasury determines that the 
allowance of the credit in such case is inconsistent with the purposes 
for which it was allowed. 

The investment credit provisions are effective for taxable years 
ending after December 31, 1960. These provisions are described 
briefly below. 

1. Qualified investment.-As indicated above, the investment which 
is eligible for the 8-percent investment credit is referred to as "qualified 
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in vrs t ll1t\llt" (sec. 46(e»). Property becomes qualified investment. 
in th r firs t yrlt l' in which depreciation (or ~lInortizHtioJl) is allowable 
to t h(' taxpayer with respect to the property. 1\ ew property is treated 
as qu alified inves tment if it is purchased or otherwise acquired after 
Deccmber 31, 1960, and if its original use began with the taxpayer 
ufte r t his dat e. It nlso includes property to the extent it is COIl­
structed , reconstructed or erected by the taxpayer after this date. 
These HJ'e t he same rules which applied with respect to the new forms 
of depreciation provided in 1954. 

Used property is treated ns qlwlified investment only to the extent 
o f' $50,000 a year. This property also must be purchnsed after 
Drcrmber 31, 1960, but of course need not be new ill use with the 
tnxpayer. To prevent abuse, however, there has been omitted from 
lIsrd property which may qualify tha t which is leased back to the 
perSOll from whom it wns acquired, and that which is leased to a cor­
poration which controls, or is controlled by, the person from whom 
the property was acquired. In the case of husband and wife filing a 
joint return, $100,000 instead of $50,000 of used property may qualify. 
In the case of affiliated groups of corporations (with a 50 percent test 
of common ownership instead of the 80 percent usually applied), 
there is one $50,000 allowance with respect to used property, which is 
fipportioned among the members of the group in accordance with their 
purchases of this property. In the case of partnerships, this limita­
tion applies both at the partnership level and also with respect to 
each partner. Thus, there is a $50,000 limit with respect to the total 
fimount of used property which may be qualified with respect to any 
partnership and then there is a further $50,000 limit at the partner 
level which applies where a partner, either from another partnership 
or as a sole proprietor, has made additional investment. 

2. "Section 38" property.-Section 38 property (defined in sec. 
48(a» is the only property (whether new or used) which is .treated as 
lCqualified investment." Such property must be either tangible per­
sonal property, or other property, except buildings, which is used 
directly in manufacturing, production, extraction, transportation, or 
communications (including r~search and storage facilitips with respect 
to any of these categories). Tangible personal propertv is not intended 
to be defined narrowly hf're or to necessarily follow the. rules of State 
law. It is not intended to foreclose the classification as tancible 
personal property of property which is either affixed to a building 
or to land so long as the property is used in the operation of a trade or 
business. 

Section 38 property must be depreciable property and is limited to 
that which has a useful life in the hands of the taxpayer of 6 years or 
more. This is not intended, however, to deny qualification merely 
on the grounds that similar property (because of rapid technological 
change, etc.) may have been llsed by the taxpayer in the past for less 
than 6 y ears if there is reason to believe thnt current assets will be 
llsed for a longer period of time. 

There also are certain categories of property which are excluded 
from the definition of section 38 property and, therefore, cannot 
qualify for the credit. These exclusions are : 

(1) Property llsed predominantly to furnish lodging or in con­
nection with the furnishing of lodging. 
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(2) Property which is used in H, public utility trade or business. 
Public utility for this purpose refers to the furnishing or sale of 
electrical energy, gn,s, \\'t'ttcr, or sewngc disposal services or tele­
pl10ne or telegraph service. These types of businesses are excluded 
only if the rates for the furnishing or sale of the services are estab­
lished or approved by a governmental unit. 

(3) Property used by a tn,x-exem.pt organization other than 
in a business with respect to which the unrelated business income. 
tn,x is imposed. 

(4) Property used by governmental units. 
(5) Property used predominantly outside of the United States. 

However, there are certain exceptions where this type of property 
is eligible for the credit, namely, in t.he case of domestically owned 
aircraft, rolling stock of railroads, vessels and motor vehicles 
where the use is partially within and partially without the United 
States. ,Similarly, an exception is made for domestically owned 
containers which are used in the transportation of property to or 
from the United States. A further exception is made for prop­
erty used by a domestic corporation, citizen or resident in explor­
ing for, developing, removing, or transporting natural resources 
(e.g., oil) from the Outer Continental Shelf. 

Lodging, or residential real estate, and furnishings and equipment 
used in connection therewith, are excluded on the grounds that this 
property for the most part is used by consumers rather than in pro­
duction. Public utilities were omitted from the base for the invest­
ment credit on the grounds that they are subject to regulations 
generally designed to limit the rate of return on investment after 
payment of tax and on the grounds that their growth is largely 
determined by public requirements. 

The lin1itation on the allowance of credit in the case of tax-exempt 
organizations is designed to prevent an investment for use in con­
nection with an exempt function from decreasing the tax on any un­
related trade or business. Property leased to governmental units is 
omitted since allowing the lessor in such cases an investment credit 
would not be expected to increase leasing by the governmental units. 
Property used predominantly outside of the United States (with the 
exceptions noted) is omitted since income from sources outside of 
the United States generally is subject to tax only to the extent that 
the United States rates exceed the applicable foreign rates. 

3. Limitation on ta.c credit.-The tax credit under the discussion 
draft cannot exceed the tax liability, or if the tax liability is in excess of 
$100,000, may not exceed $100,000 plus 50 percent of the tax liability 
in excess of this amount. This limitation, while leaving substantial 
leeway for utilizing the credit, is designed to prevent it in combination 
with other tax credits, deductions, etc., from wiping out tax liability 
and thereby relieving the taxpayer from a substantial tax contribu­
tion. However, in recognition of the problems of small business, the 
draft does not impose this limitation with respect to any tax liability 
up to $100,000. 

Although this limitation with respect to the allowance of the in­
vestment credit is imposed with respect to the year in 'which the invest­
ment is made, nevertheless, any investment credit which because of this 
limitation cannot be used in the current year can be carried forward 
by the taxpayer and used in any of the 5 succeeding years. 
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Tax liltbility for purposcs of this limitation is computed without 
regllI'd to the ncculllulatcd enrnings tax or personal holding company 
tnx linbility but nftcr the Hpplication of the foreign tax credit, the 4 
percent dividends rcceived ercdit nnd the credits for part.inlly tax­
exempt interest and rctirement income. Gencrally in the case of 
Illllrried individuals filing separntc returns, the limitation with respcct 
to each spouse is $50,000 instcad of $100,000 of tax liability. How­
evcl', if one of the two has no qualified investment or unused credit 
CHITYO"cr, the one having the investment, or carryover, may make use 
of t.he' en tire $100,000. 

4. Recapture provi.sion.-To guard against a quick turnover of 
assets ill order to obtain multiple credits thc draft provides (sec. 47) 
that, if the property is disposed of or otherwise ccases to bc section 38 
property (such as through usc predominantly outside of the United 
States) or is leased within 6 years of the time the property was first 
placed in service, the property is to be excluded from qualified invest­
ment back in the year in which the credit was taken. The statute of 
limitnt,ions is kept open with respect to this recapture rule until 3 
years after the date of filing the tax return for the year in which the 
sale or other disqualifying even t took place. 

The recapture provision applies only if the Secretary of the Treasury 
or his delegate determines, on the basis of all the facts and circwn­
stances, that the allowance of the credit with respect to the property 
would confer a benefit which is inconsistent with the pw'poses of the 
investment tax credit provision. Certain standards are provided in 
the statute to aid in determinillg whether a benefit is inconsistent 
wit.h the purposes of thc provision. They are: . 

(I) The relationship of the taxpayer to the transferee or 
lessee (where there is a close relationship the transfer or lease 
might have taken plnce in order to obtain a double credit). 

(2) Subsequent use of the property (for example, is it shipped 
fo1' use outside the United States?). 

(3) The frequency of disposition of the assets (thus, for ex­
ample, does the taxpayer make a practice of disposing of these 
assets in less than 6 years, then obtain othcr similar assets, and 
in that manner obtain multiple credits?). 

(4) \Vhethcr the transfer or lease serves a bona fide business 
purpose. 

These, of course, are not the only factors the Secretary or his delegate 
is to tnke into considern,tion in making this determination. 

5. Election for lea.r:;ed pl'operty.-The discussion draft provides (in 
sec. 48 (d)) that a person engaged in the business of leasing property 
may elect with respect to new section 38 property to treat the invest­
ment as if made by the lessee instclld of the lessor. This election 
applies olll~~ with respect to new section 38 property and is not avail­
able with rcspect to used property. Also, the election is available 
onl~T with respect to the first lessee of new property. 

If the lessor mnkes this election, then the lessee is treated for pur­
poses of this provision as if he had acquired the property himself. 
Genemlly, the lessee will be tren ted as having acquired the property 
for the eost or other bllSis of the lessor in the property. However, 
if the lessor (or a corporation controlling or controlled by the lessor) 
constructed the property, the lessec is treated as having acquired the 
Pl'OP('l'ty for its fair market value. The investment credit may be 
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passed on in the case of these leases on the grounds that it is the 
decision of the lessee which in most cases brings about the demand 
for the additional investment. 

6. Special classes oj taxpayers.-A number of special categories of 
taxpayers receive special tax treatment under the Internal Revenue 
Code. For still other taxpayers, income lllay be taxed in part to the 
organization and in part to its shareholders or beneficiaries. In these 
situations, the draft either cuts down the allowance of the tax credit 
in proportion to the special benefit received, or provides for the ap­
portioning of the investment credit between the organization and its 
shareholders or beneficiaries in accordance with their sharing of the 
income for tax purposes. 

As a result, the draft (sec. 46(d)) provides that the qualified invest·· 
ment and the $100,000 tax liability limitation are to be ratably re­
duced in the case of mutual savings banks, domestic building and 
loan associations or cooperative banks, regulated investment com­
panies, real estate investment trusts, and cooperative organizations. 
In the case of the lllutual savings banks, etc., the ratable share of the 
qualified investment and $100,000 limitation is determined by multi­
plying them by a fraction in which the numerator is the organization's 
taxable income and the denominator is its taxable income plus any 
deduction allowed for the addition to a reserve for bad debts described 
in section 593 of the code. In the case of regulated investment com­
panies or real estate investment trusts, their ratable share of the 
qualified investnlent and $100,000 limitation is determined by multi­
plying them by a fraction in which the numerator is their investment 
company taxable income, or real estate investment trust taxable in­
come, and in which the denominator is this same taxable income com­
puted without regard for the dividends paid to shareholders or bene­
ficiaries. In the case of cooperative organizations, the proportion of 
qualified investment and $100,000 limitation to be taken into account 
is determined by multiplying them by a fraction whose numerator is 
the cooperative's taxable income and whose denominator is the coop­
erative's taxable income without deduction for patronage dividends 
(or in the case of exempt cooperatives, also without regard to its 
deduction for dividend payments on capital stock, patronage distri­
butions with respect to business done with the United States or 
income distributed to patrons from sources other than patronage). 

In the case of subchapter S corporations; i.e., corporations treated 
in a manner similar to that of partnerships, the draft provides (sec. 
48(e)) that the qualified investment for each taxable year is to be 
apportioned pro rata among the persons who are shareholders of the 
corporation at the end of the year. In these cases, the shareholder is 
to be treated as the taxpayer with respect to the investment and the 
investment is to maintain its character as new or used section 38 
property as the case may be. Silllilarl~-, the draft provides (sec. 48 (f) ) 
that qualified investment in the case of estates or trusts is to be 
apportioned between the estate or trust and the beneficiaries on the 
basis of the income of the estate or trust allocable to each. As in a 
manner similar to that applied to subchapter S corporations, the 
beneficiary is to be treated as the taxpayer with respect to the in­
vestment apportioned to him, and the investment is to retain its 
character as new or used section 38 property in his hands. The 
$100,000 limitation in the case of the estate or trust is to be r educed 
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to nn amoun t which bears the smne ratio to $100,000 as the qualified 
in\"(~stment allocated to the estate 01' trust hem's to the entire amount 
of qualified iuvestment. 

7. rarryocers in certain corporate acquisitions.-In the cnse of cer­
tain tax-frce acquisitions of assets of one corporation by another, 
t't'rtnin items of the first corporu tion under prcsent la\\' are cnrried over 
nnci a ttributccl to the second corporation. The draft adds to this list 
(S(\('. ;~81 (')(23)) provision for a carryovcr to the ucquiring corporation 
of the status of the prior corporation with respect to the items re­
quired to be taken iBto account for purposes of the investment credit. 
This is mainly concerned with the carryover of the possibility of re­
capture ancI the carryover of any unused investment credit in the prior 
5 years arising from the application of the $100,000-50 percent 
limitation. 



IV. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC., 
EXPENSES 

(Sec. 3 of the~'draft and secs. 274 and 162(a)(2) of code) 

A. IN GENERAL 

The President proposed the virtual elimination of the deduction 
for entertainment expenses. The discussion draft imposes restrictions 
on the deductibility of entertainment expenses but retains the basic 
concept of the deductibility of these expenses. First, it provides, 
with certain exceptions, that entertainment expenses to be deductible 
must be directly related to the production of income and not merely 
for goodwill. Exceptions to this provision are provided for such 
items as business meals which are held under circumstances conducive 
to business discussions, enlployee and stockholder meetings, and trade 
association meetings and conventions. In the case of th ese areas: 
excepted from this first change, present rules will continue to apply~ 
In the case of other entertainment expenses, however, not only will 
present limitations apply but in addition the further restrictive 
conditions set out in the first change also must be met. 

Requiring entertainment expenses generally, in order to be deduct­
ible, to be directly related to production of income and not merely for 
goodwill means that there must be a specific business purpose (whether 
or not the expenses actually result in the fruition of income). Also, 
since they nlust be not merely for the purpose of creating or nlainta;in­
ing goodwill, this means that it is not enough to merely have the 
expectation that the expenses may result in business sonletime in the 
future. 

Second, the discussion draft denies any deduction for club dues and 
fees, and limits the deductibility of business giJts to $25 per recipient 
per veftr. . • 

Third, the draft provides that entertainment expense deductions in 
order to be deductible, must be substantiated in detail. This latter 
requirement also applies to traveling expenses. 

The present provision relating to the deductibility of traveling 
expenses also is amended by providing that instead of deducting the 
"entire amount spent for meals and lodging" while in the travel 
status, only a "reasonable allowance for amounts spent for meals and 
lodging" will be deductible. 

These anlendments relating to entertainment and traveling ex­
penses are to apply to taxable years ending after December 31, 1961) 
but only with respect to periods after that date. The entertainment 
and travel expense restrictions which have been referred to above are. 
described briefly below. 

B. MORE SPECIFICALLY 

The draft adds a new section to the code (sec. 274) disnJlow'ing­
certain travel and entertainment expense deductions. This disullow-

13 
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H-nce proyision in no wny rclien~s requirements of existing law such 
as the requil'elllent that expenses be ordinary and llecessary; this 
pro\Tision ",ill not result in the allowance of deductions for any ex-
penses which nrc disallowed ullder present law. . 

1. Requirement that expenses be directly related to income.-'Vith 
eight specified exceptions, the draft. provides (sec. 274(a)) that no 
deduction is to be llllowed for entcrtni!1l11cnt, amusement, or recreation 
expenses or for relatrd fneilitics except to the extent the taxpayer 
establishes thnt the item was "directly related to the production of 
income nnd wns not merely for goodwill." 

The term "entertllinIl1ent, amllsement, and recreation," ns used in 
the' draft" is intended to include expenses (nnd facilities) for food and 
bever:tges and also personal, li\Ting, or family expenses for employees 
or business nsso('iates to the extent such expenses (or facilities) nre 
claimed ns business expense deductiolls. 

The efrect. of this provision will be to deny expenses for entertaining 
guests at night clubs, theaters, countr~T clubs, prize fights, hunting 
alid fishing t.rips, etc., unless the t.axpayer can show that the incurring 
of such expenses W~lS directly rel:ttod to specific attempts to obtnin or 
continue business (whether or not the attempts were successful). 
The expC'nscs will not be deductible if t.he~T are made merely in the 
hope of creating friendships or obligations which mayor may not le~ld 
to business in the future. Thus, the incurring of entertainment 
expenses such as those referred to aboyC', where there are lnrge groups 
61' \vhere there nre distractions which are not likely to be conducive 
to specific business discussions, will be sllspect unless the taxpayer 
can show that the~T are rclated to specific business activity and not 
merely to goodwill. This will also be true of deductions for such 
facilities as yachts, hunting lodges, and fishing camps. 

The goodwill factor rcicrred to above may be a significant factor 
without resulting in the loss of deductions so long as the expenses are 
not "merely" for that purpose and there are other signific~~nt reasons, 
directly related to obtaining business, for incurring the ent.ertainment, 
etc., c'\penses. 

2. Exceptions where requirement as to direct relationship to income 
w'ill not exist.- 'Vhere an expense falls wit.hin specified categories it 
is not necessn.r)-, for it to be (lcductiblC', t hat it meet the requirement 
of being (lirectl~· relatrd to the produrtion of income and not lPerel)­
for goodwill (sec. 274(cJ.)). However, in these excepted ltl'epS :"'ll of 
tho restrictions of existing law will continue to :~ppl)· (nnd dso the 
"substant.iation" requirements set forth uIlder henc1.ing K o. 4 below). 
Of course the fact that an expense docs not meet 1,he terms oj' [mY of 
the exeeptions not.ed below doC's not. l11C'nn t hat it ,,-ill be denied, as an 
entertainment, etc., expense, if it can be sho'wn that it is directly 
related to the production of income and not merely to the creation 
of goodwill. The exceptions are as follows: ~ 

(a,) A l'eHsona,blC' nllmntncc for food. an(l lwvl?n),gC's fl.lrnished. 
under circumstances which nrc of n t~Tpe grnerally considered to 
be conducive to a' business discussion is the first exception. The 
question as to whethC'l' the circumstlln('es nre conducive to a 
husiness discussion are to be t.est (\(1, on such st.:mdarcls as: First, 
the Sl1lT0l11l(1.ings in ,,-hlch t,b!' n"'r~' 1 W~lS ' lTni~hec1.; second" the 
tn,xpay(\r's trade OJ' business or ineome-prcducing l),ctivity;' tlnd 



GENERAL EXPLANATION-REVENUE BILL OF 1961 15 

third, the relationship to such trade, busin'ess', or activity of the 
persons to whom the food and beverages are furnished.. ~ 

(b) An exception is made for expenses for food and beverages 
(and facilities used in connection with them) fill'nished on the 
business premises of the taxpayer primarily for his employees. 
This is intended to exclude facilities such as the company cafe­
teria or an executive's dining room. This exception would 
continue to apply even though guests are occasionally served in 
the cafeteria or dining room. , 

(c) An exception is made for expenses for goods, services, and 
facilit.ies which are treated by the taxpayer as compensation paid 
to an employee and from which income tax is withheld. 

(d) An exception is made for expenses paid or incurred by the 
taxpayer where he pays or incurs the expenses for his employer 
or a client, customer, etc" and where he is reimbursed by the 
employer or client, etc. This is designed to prevent the double 
disallowance of a single expenditure, once' to the employee or prac­
titioner, etc., and a second time to the employer or client, ·etc. 

This provision will not apply, however, in the case of an 
employee where the employer treats the amount paid to him as 
compensation. It 'also will not apply in the case 'of a client, etc., 
unless the practitioner, etc., accounts to him foi the expenses 
incurred. The accounting must represent ~ufficient substantia­
tion to nleet the tests set out under topic No.4 listed below. 

(e) An exception is provided for expmlses incurred for recrea­
tional, social, or similar activities (including facilities) primarily 
for the benefit of employees. The employees referred to in this 
case are those other than officers, shareholders, or highly com­
pensated employees. In this case an individual would be c'on­
sidered a shareholder only if he (taking into account holdings of 
members of his family) holds an interest in the corporation of 10 
percent or more. This category is intended to exclude the usual 
employee fringe benefit programs, such as . expenses of operating 
a cOlnpany swimming 'pool or baseball diamond, as well as -the 
expenses of the annual company picnic or Christmas office party. 

(f) Expenses directly related to business meetings of em­
ployees or stockholders are also excepted . . ,While this cate:gory 
will exclude business meetings where some social activities are 
provided, it is not intended to exclude gatherings which are 
primarily for social purposes rather than for . the transaction of 
the employer's or company's business. ' 

(g) A further exception is provided for ' expenses directly 
related and necessary to attendance at a business meeting of any 
organization, such as a trade association, chamber of commerce, 
real estate boarel, etc., described in section 501 (c)(6) of the code 
and exempt from income tax. 

(h) An exception is also provided for goods, services, and 
facilities Inade available to the general public either free of charge 
or for a nominal charge. This excludes expenses for entel't.n,il1-
ment of the general public by means of television, radio, news­
papers and the like. It also docs not bar deductions for expenses 
for parks, etc" maintaincd by companies where the general public 
may attend either without charge or for a nominal charge. Ex­
penses of distributing samplcs to the g('llf'rnl pu~E~ " -~Jl~! \.!. be 
another eXf),mplc of this exception. 
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3. E.rpen(h'tures disallowed in all cases.~Two rategories of deduc­
tions are disallowe'd (sec. 274(b)) in nIl cuses: club dues and fees paid 
tQ any social, athletic, or sporting club or organization (except dues 
or fees paid by a professional athlete essent.ial to the conduct of his 
trade or business) find business gifts to the: extent that they, in total 
value during the yeur, exceed $25 with respect to any person. The 
reference to social', athletic, or sport.ing club is intended to deny a 
deduction with respect to amounts which arc subject to the excise tax 
011 dub dues. In addition, it will apply to amounts paid to clubs to 
which the dub d~es tux would apply hut for a specific exemption, 
sllch as fraternal societies, swimming clubs, etc. 

There. is the possibility of overlappillg application of two provisions 
in the new section added to the code: what llught be held to constitute 
a gift might als'o be held to constitute entertainment expenses. Since 
different rules apply in these cuses, specific regulatory authority is 
given to the Secretary of the Treasury or his delegate to prescribe, in 
cases where both provisions would otherwise apply, which provision 
is to govern. Thus, for example, a "gift" of theater tickets, although 
technically also tinder the gift section, probably would be classified 
by the Secretary or his delegate as coming under the entertainment 
provision, while a book probably would be 'classified as coming under 
the gift provision. 

4. Disallowance of expenditures not substantiated.-The draft provides 
that for either entertainment, amusement or recreational expenses, or 
traveling expenses to be deductible, the taxpayer must substantiate 
by adequate records Or other sufficient evidence the alnount of the 
expense or other item, the time and place of the travel, entertnimnent, 
amusement, or recreation (or usc of the fHcility), the business pw'pose 
of the expense or other item and the business relationship to the tux-

. payer of the person entertnined or using the facility. This provision 
.is intended to overrule the case of Cohan v. Commissioner (39 F. 2d 
540; C.A. 2cl 1930) which held that, where the evidence indicated that 
a taxpayer had incw'recl. a (l.ecluctible expense, but its exact amount 
could not be determined, the court must make "us close an approxi­
mation as it can" rather thall disallow the deduction entirely. Under 
the drnft, the expenses ill such a case wo'uld be disallowed entirely. 

5. ill eals and lodginy while in travel &ta.fus.-The draft also nmends the 
provision of existing luw (sec. IG2(a)(2)) which in referring to traveling 

. expenses indica tes that they include "the entire amount expended for 
meals and lodging." The (liscussioll draft provides instead that these 
tra vcliug expenses include "11 reasonable allowance for amounts 
expended for meals and lodging." 



, 
V. MUTUAL FIRE AND CASUALTY INSURANCE · COMPANIES; 

ETC. 

(Sec. 4 of the draft andsecs. 821 to 824, 831, 832, and 809(d) (6) 
of the code) . 

A. IN GENERAL 

Stock fire and casualty insurance companies have long been 
taxed at ordinary corporate income tax rates on both investment 
income and underwriting income. Mutual fire ·and casualty insur-: 
ance companies on the other hand since 1941 have paid tax under 
special formulas which do not take into account their underwriting 
income. Generally, these mutual companies are taxed under which­
ever of two formulas results in the higher tax. Under one formula, 
they are taxed on investment income only at ordinary corporate in­
come tax rates. Under the other, they pay a tax of 1 percent on their 
gross investment income plus their premium income after policyholder 
dividends. Reciprocal underwriters and interinsurers are taxed only' 
on their investment income. NIutual companies with total receipts 
of not more than $75,000 are tax exempt. 

The President recommended that stock and mutual fire and casualty 
insurance companies be taxed the same. In other words, he proposed 
that nlutual companies pay tax on their underwTiting profits substan­
tially in the sanle manner as stock companies. The discussion draft) 
requires that over a period of years, underwriting income (or loss) of 
mutual companies be taken into account for income tax purposes and 
therefore eventually would achieve the result sought by the President. 

After a 5-year transition period, one-half of underwriting income 
will be taxed in the year it is realized and the other one-half included 
in income (and taxed) in the fifth succeeding year unless it has been 
offset by intervening losses. During the transition period partial 
exemption, rather than tax deferral, is provided in order to ease the 
shift over to the new tax treatment. The tax deferral is provided to 
aid mutual companies in finding sufficient funds to provide for the 
possibility of underwriting losses. This deferral provides a fund equal 
to average underwriting income for a 2H-year period out of which 
major losses may be paid. However, this does not prevent the opera­
tion of the normal 3-year carryback and 5-yeat carryforward of any 
net Uosses which may remain after using up funds in this deferral 
account. . I 

The treatment described above applies only to mu'tual cOlnpanies 
with total receipts-gross investment income p1us premiums re­
ceived-above $300,000. Those with lesser total receipts will pay 
Federal income tax only on investment income or, jf they have total 
receipts of no lnore than $75,000, will continue to be exempt from ta.."'I: 
as under existing law. Thus, the small conlp'anies will uot be affected" 
adversely by this change in the law and may be benefited by the 
elimination of the alternative tax on total receipts. Special treatment 
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nlso is proyided for mutual cusualLy companies whose risks of loss by 
wiudstOl'lll, huil, flood, eHrthquake, 01' similar hazard lll'e cOllcentrated 
ill one State. The specilll tux treatmeut enuhles them to build rela­
tively hll·ger reserves fol' en tustrophl' losses. 

Reciprocal underwriters und ill terinsurers, ul though generully 
treuted like the other mutuuls, nre nllowed n, speciul deduction. The 
deduction is for amounts credited to individual subscribers' accounts 
where the subscriber would be permitted to draw the amounts down 
if his policy were terminated at thnt time. This treatment takes into 
account. the special characteristics of Ii pure" or "dassicHI" reciprocal 
('0 III pames. 

In the case of factory 111Ut ual insurance companies, the draft pro­
viclcs that in the future these companies will be treated for tax pur­
poses as if they were stock eompanies. However, the prelnium ill­
come of theso factory mutuals ,,·ill be computed on the basis of 
"absorbed premiuIllS" increasc'd by 2 percent. "Absorbed premiums" 
rather than "earned premiums" in the conventional sense are used, 
since this is the proportion of the premiums actuall)· taken into account 
by the factory Inutuals. N ('verthcless, since unabsorbed deposits nre 
available to the companies, tl 2-pcrcent addition to income, is provided. 

In addition to the modifications described above applicable to 
mutual fire and casualty insurance companies, the draft also provides 
a modification in the tax treatment of life insurance companies. The 
special deduction of 2 pCl"Cellt of premiums attributable to group 
n,ccidellt and health insurance policies is repealed. Presently, this 
oeduction is fivniln,ble to life insurance compallies but not to easualty 
companies writing the same line of business. 

These chflnges are effective for taxable years beginning after 
December 31, 1961. 

B. l\IORE SPECIFICALLY 

1. Taxation of underwriting income.-Under the discussion draft, 
mutual fire and casualty insurance companies, after a 5-)·ear transi­
tion period, will be taxed fit ordinary ('orpornte rntes on underwriting 
income, as well as on investment income, and will be allowed deduc­
tions for underwriting losses. Underwriting income (or loss) is oe­
fined as the difference between totnl net earnings from fill sources 
and taxable investment income. In geneml, these companies will 
be taxed in the current yea:r on their Bct investment income plus 50 
percent of their l,lnderwriting income. The other 50 percent of their 
underwriting inco~lle will be credited to n special account as a cushion 
against subsequent underwriting losses. '1'0 the extent there nre no 
such losses, amounts cred.ited to this special deferred gain account 
will be included ill undeI'\\Titing income ill the fifth year following the 
year ill whi('h they were credited, and "ill be taxed at thftt time. 

Losses, if any, will fIrst reduce amounts credited to the deferred gain 
account, Hnd then will be applied agaillst taxable investment income 
for tIle year. AllY losses rel1l<l,ining" may be carried back for 3 years 
and the11 o'·er for five yenrs. The deductioll of these underwriting 
losses will be of special benefit to mutual companies with such losses, 
since lIIlder present law mutual companies are not permitted to reduce 
investment income (or the aggregate receipts 011 which the present 
alternative I-percent tax is hased) by lUlderwriting losses . 
. In e01l1puting their taxable illcome, mutual cOlnpanies will be 

allowed' an unlimited deduction for dividends pnid to policyholders. 
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No such deduction is avn.ilable under present law, because under­
writing income heretofore has not been taxed. . 

Under present law mutual insurance cOlnpanies which are not 
subject to the I-percent alternative tax are allowed a special exemption­
of $3,000, with the tax on taxable incomes between $3,000 and $6,000· 
gradually increasing until the exelnption completely vanishes wheri; 
taxable income reaches $6,000. The draft increases this special ex­
emption (applicable to the new total of investment and underwriting 
income) to $6,000 in the case of mutual cOlllpanies taxable under the­
general rules of the draft. There also is a gradually' increasing tax on 
taxable incOlnes between $6,000 and $12,000, so the exemption van-, 
ishes when taxable income reaches $12,000. , 

':'11e discussion draft extends the generally applicable 3-year CfJ.rry­
back and 5-year carryforward of net operating losses to mutual in­
surance companies, effective for 1962 and subsequent years. Losses 
in the pre-1962 years cannot be carried forward into the period to 
which the new treatment applies and losses after 1961 cannot be 
carried back against income in years to which the olel rules apply. 

2. Tran.sition rllles,-To lessen the impact. 011 the mutual fire and 
easualty insurance industry of taxing underwriting income for the' 
first time, the draft provides for a "phase-in" over a 5-year period of 
the full effect of bringing underwriting income into the tax base. 

In the first year of operation (1962), only one-half of the under­
wri ting income will be taxed. The remaining one-half of underwriting 
income will continue to be exempt as under present law. In each 
succeeding year, an increasing percentage of underwriting profits will 
be brought into taxable income (but the tax on it deferred for 5 
years), so that after 5 years the entire underwriting gain will be taken 
into account. The percentages of underwriting income which will be 
taxable immediately, tax exempt, and deferred during the transition 
period are shown by the following schedule: 

In the case of a taxable year beginning in-

1962 __________________________________________________________ _ 
1963 __________________________________________________________ _ 
1964 __________________________________________________________ _ 
1965 __________________________________________________________ _ 
1966 __________________________________________________________ _ 
1967 __________________________________________________________ _ 

The percent- The percent- The percent-
age taxed age deferred age tax 

immediately is- exempt is-
is-

50 
50 
50 
50 
50 
50 

o 
10 
20 
30 
40 
50 

50 
40 
30 
20 
10 
o 

If the insurance company encounters underwriting losses in the 
transition period, the percentage of the loss which may be deducted 
is to be the same as the percentage of underwriting income which w0111d 
have to be taken into account (both immediat.ely find on a deferred 
basis) for that year under the foregoing schedule. Thus, if nn under- " 
wTiting loss occurs in 1962 (the first year under the drnft), only 50 
percent of that loss may be dedueted since in that yenr onl.'~ 50 pel~cent 
of the underwrit.ing gain wOllld hnve been t.axed. Similnrly, if n loss 
occurs in 1966,90 percent of the loss would be cieductible. 

3. Small companies.-Under the discussion draft smnll mutmil 
insurance companies (those whose total receipts-gross investment ' 
income (excluding capital gains) plus premiums-exceed $75,000 bili. · 
do not exceed $300,000) are not taxed on underwriting income. As 
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uncl(, l' present lnw, these companies will continue to pay tax on invest­
ment, iIlcome only, but the alternative I-percent tnx will no longer 
apply. The special exemption of $3,000, with notch rntes applying to 
t n,xn ble incomes between $3,000 and $6,000, also will continue in effect .. 
Becallse lllany of these small companies are of the assessment type, 
t hey nre not 1'e(luired to submit annunl statements to the National 
C OI1 Y(,lltiOll of Insurance Commissioners. r n addition, many of them 
do not mll intain adeq uate records for th e eomputation of underwriting 
inpome. Tlwrefore the draft continups to treat these small companies 
the same as llndrr present law, except that th e alternative I-percent 
t ax will not apply. Thus, as under present law, their losses from 
underwriting will not be deductible. 

Despite the general rule described ahove, the draft. perrnits these 
small companies to elect to be taxed on total income, including under­
writing income, in the same manner as other mutual companies, and 
such an electing company will be allowed to deduct underwriting 
losses. Presnmn,bly the existence or expectation of losses will be the 
primary reason for making this election. The election, once made, 
cannot be changed without the consent of the Treasury Department. 
On the other hand, a small mutual company which becomes taxable 
under the general rules because its gross investment income plus 
premiums exceed $300,000 in a taxable yenr, again will be taxed as 
a small company if its income falls below this level if one condition 
is met. If while it was taxed under the regular formula it was required 
to credit a por tion of its underwriting income to the deferred gain 
account, this amount must be taken into income and a tax paid on 
it h efore th e small company treatmcnt will again apply. . In order to 
provide consistency of tax treatmen t for these small companies, the 
draft docs not permit loss carrybacks or carryovers to be carried frOl11 
a year in which the company was taxable as a regular mutual to, or 
through, a ~Tear in which it was taxable as a small company. 

4. rasualty companies with concentrated windstorm, etc., risks.-As 
stated above, mutual insurance companies ordinarily will report and 
pay a tax on one-half of their underwriting income in the year it is 
earned . The remaining one-half will be credited to a deferred gain 
account and ,,·ill not be taken into taxable income for a 5-year period. 
Wi th respect to certain insurance com panies whose risks from losses 
from wind.storm, hail, flood, earthquakes, or similar haza.rds are 
con centrated in one State, the discussion draft permits deferral of 
an amount greater than 50 percent, with the result that a smaller 
portion of the underwriting income of these concentrated risk com­
panies is included in the taxable income in the year it is earned. 
The percentage of underwriting income which can be deferred is 
determined by dividing the amount of premiums earned on insurance 
contra.cts , attributable to one State, relating to losses from windstorm, 
hail , flood, earthquakes, or similar hazards by the total amount of 
premiums earned by the insurance company. If this does not exceed 
50 percent the regular deferral rule is used. If it does, the higher 
percentage may be deferred. 1f'~A'ffl1 ~ 'It 

5. Special deduction for reciprocal underwriters and interinsurers.­
Under present law reciprocal underwriters and interinsurers are not 
taxed in the same way as ordinary mutual companies, since they are 
not subject to the alternative 1 percent tax and they have a special 
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exemption. Under the discussion draft these companies are, in 
general, taxed in the same way as ordinary Inutuals. . 

Although these companies in general are treated like other mutual 
companies, the draft includes a provision which permits reciprocal 
underwriters or interinsurers to deduct savings credited to individual 
subscribers' accounts (in the same manner as policyholder dividends 
paid in cash) if the company would be obligated to pay those amounts 
promptly to the subscriber if he terminated his contract. This is pro­
vided because the pure, or classical, reciprocal or interinsurer typically 
credits the account of each policyholder with savings attributable to 
his contract and because the policyholder has a right to receive the 
amount so credited if he leaves the exchange. Because amounts 
credited to the account of an individual subscriber represent reduc­
tions to him in the cost of insurance, the draft provides that for income 
tax purposes the subscriber must reflect this reduction when the credit 
is made. The draft in effect requires the business policyholder of a 
reciprocal exchange to reduce his deduction for insurance costs by the 
amount credited to his account in the exchange. 

6. Factory mutual insurance companies.-Under present law, factory 
mutual insurance companies are taxed under the same formulas as 
other mutuals, that is, they pay tax on investment income only (with 
no deduction for underwriting losses) or nnder the alternative 1 per­
cent formula. I-Iowever, because of the very large premium deposits 
required of their policyholders, investment incOlne of such companies 
typically is very large so that they in fact never become subject to the 
alternative 1 percent tax. 

The discussion draft amends the law with respect to factory mutual 
companies in two important respects. First, conlmencing in 1962, 
these companies will be treated for tax purposes as if they were stock 
companies. This means that they will not qualify for the deferral of 
underwriting income which the draft permits in the case of other 
mutuals, but must pay tax on such income in the year earned. Under­
writing losses of these companies after 1961 will be deductible in full. 
Secondly, the method of computing premium income of factory mu­
tuals is modified to conform more closely to the actual operation of 
these companies. Without such a modification, the very large 
premium deposits, which would otherwise be taken into account 
ratably as premiums under the accounting rules laid down by insurance 
commissioners (with returns to policyholders treated as dividends), 
would overstate underwriting income for growing companies. Under 
this modification, premiums earned by factory mutuals will be equal 
to the amount of the premium deposit actually absorbed by the 
factory mutual, increased by 2 percent of the absorbed premiunl. 
This adjustment is intended to place the underwriting accounts of 
factory mutual companies in a position of substantial equality with 
other types of insurance companies with which they compete. This 
adjustment is designed to take account of the fact that the absorbed 
premium method of measuring earned premiums in effect allows an 
advance deduction for policyholder dividends. 

7. Group accident and health policies.-Under present law, life 
insurance companies writing group accident and health and group 
life insurance policies are given a deduction of 2 percent of the net 
premiums froDl these sources, subject to certain limita tions. Casualty 
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insuruncc companies writing group accident and health policies are 
not allo\\"cd such n. dcduction. Thc draft remo\"cs this difl"erence in 
trcatmcnt by providing that thc deduction now allowcd life insurance 
companies with rcspect to group uccidcnt and hcalth policies is to be 
tcrminatcd, efl"ect.ivc for taxaolc ycars beginning aftcr December 31, 
1961. Life insurance companies, however, lnay continue to deduct 
2 perccnt of prClniullls from group lifc insurance contracts. 



· \ 

VI. DOMESTIC CORPORATIONS RECEIVING DIVIDENDS 
FROM FOREIGN CORPORATIONS 

(Sec. 5 of the draft and secs. 902 and 78 of code) 

A. IN GENERAL 

The President in his tax message to Congress stated that the 
method by which the credit for foreign income tax is computed in the 
case of dividends fronl a foreign corporation involves a double allow­
ance for foreign income taxes and should be corrected. 

The probleIn with which he is concerned arises from the fact that. 
when the foreign tax rates is below the U.S. tax rate, the amount paid 
in foreign taxes is allowed once in effect as a deduction (since the 
dividends can only be paid out of income remaining after pay""lllent 
of the foreign tax), and a second time as a credit in cOlnputing the 
U.S. tax of the corporation receiving the dividend. 

This can be illustrated by assuming that a foreign government 
imposes a 30-percent tax with respect to $1,000 of income of a corpora­
tion. This would leave $700 of the $1,000 out of which a dividend 
could be paid to a U.S. parent corporation. If this full amount is paid 
as a dividend and the applicable U.S. tax rate is 52 percent, the 
American tax on this $700 before the allowance of any foreign tax 
credit would be $364. On the other hand, if the $1,000 of incOlne 
had been earned by a branch of the U.S. corporation, the entire $1,000 
would be subject to U.S. tax before allowance of any foreign tax credit. 
Thus, in this case the tentative U.S. tax would be $520, or $156 more 
than in the case where the U.S. corporation has the foreign subsidiary. 

In the case where the U.S. corporation has the foreign subsidiary, 
the foreign tax allowed as a credit is limited to the same proportion of 
the tax which the income included in the American tax base is of the 
total income.! Thus, the allowable credit for the foreign tax paid by 
the foreign subsidiary is limited to seven-tenths of the $300 or is 
limited to $210. As a result, the final U.S. tax for the dividend from 
the foreign subsidiary is $154 ($364 minus $210). This U.S. tax of 
$154, plus the foreign tax of $300, results in a total tax of $454, which 
is $66 less than the full $520 tax which would be paid by a domestic 
corporation operating in this country, or operating abroad through a 
branch.2 

The size of this tax differential which exists in the case of dividends 
from foreign subsidiaries a.t the present tune varies with the size of 
the foreign tax rate. As shown in table 1, the tax differential dis­
appears either when the foreign tax rate equals or exceeds the U.S. 
tax or when no foreign tax is imposed. The maximum t.ax differen­
tial, given a 52-percent U.S. tax rate, occurs when the foreign tax rate 

1 This is the result of the deelsion In American Chicle Company v. U.S. (316 U.S. 450,1942). 
a As indicated above, the U.S. tax before credit in the case of the branch would be $520. After allowing 

the $300 foreign tax credit in this case, the final U.S. tax would be $220 which, with the $300 of foreign tax. 
means a total tax of $520. 
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is half that, or 26 pet·ccnt. TIl(' differential at this point is 6.7 per­
centage points.3 "There dividends are received by a domestic COI'PO­

ration from its subsidiary, which in turn has received its income from 
It subsidiary, the maximulll tnx differentinl (given the 52-percent U.S. 
tnx rate) amounts to 11.93 percentnge points. 

TABLE I.-Rate differential for dividends from foreign subsidiaries W1'th t'ariou8 
selected foreign ineome ta.-r; rates and present"52 percent U.S. rate 

Income before tax 

$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 
$100 _____________ _ 

Foreign 
tux 

o 
$5 
10 
20 
26 
30 
40 
50 
52 

Income 
aYailuble 
for divi­

dend 

$100 
95 
90 
80 
74 
70 
60 
50 
48 

u.s. tax 
before 
credit 

$52.00 
49.40 
46.80 
41. 60 
38.48 
36.40 
31. 20 
26.00 
24.96 

Credit 
a~ainst 
U.S. tax 

o 
$4.75 
9.00 

16.00 
19.24 
21.00 
24.00 
25.00 
24.96 

U.s. tax 

$52.00 
44.65 
37.80 
25.60 
19.24 
15.40 
7.20 
1. 00 
o 

Total tax 

$52.00 
49.65 
47.80 
45.60 
45.24 
45.40 
47.20 
51.00 
52.00 

Rate dif­
ferential of 

foreign 
subsidiary 

Percentage 
points 

o 
2.35 
4.20 
6.40 
6.76 
6.60 
4.80 
1. 00 
o 

The discussion draft deals with this probleln by providing that 
where a U.S. corporation elects the foreign tax credit, it must increase, 
01' "gross-up," its U.S. tax base by including the amount of foreign 
income paid in hlxes which is attributable to the dividend received. 
Thus, in the example cited above, the tentative U.S. tax would be 
computed on the basis of $1,000, instead of $700, and tl~en the full 
$300 of foreign taxes would be allowed ns a tax credit, in the same way 
as the tax on branches of U.S. corporations is determined at the 
present time. 

Two relatively minor technical amendments recommended by the 
administration are also included with this provision. One of these 
involves the repeal of a subsection (sec. 902(d» of one of the foreign 
tax credit provisions, which nlakes the foreign tax credit available in 
limited cases with respect to royalty income received from a foreign 
subsidiary, where the domestic corporation owns all of the stock of 
the subsidiary. The provision granting this treatment in the case of 
royalty income was adopted in 1954 in order to grant relief in a case 
where under currency exchange restrictions, a corporation was pro­
hibited from distributing its earnings but was able to transfer prop­
erty to the parent as royalties. This provision has the effect of accel­
erating the tilne of the allowance of the credit to the parent. Instead 
of allowing the credit in the year the profits taxed by the foreign 
country are distributed, the credit nlay be allowed in an earlier year 
when the parent receives from its subsidiary a royalty payment rep­
resenting income not taxed to the foreign subsidiary. The discussion 
draft repeals this subsection. 

Second, the draft also follows a recommendation of the administra­
tion relating to the interrelationship of the foreign tax credit and the 
intercorporate dividends-received deduction. vVhere a foreign 
corporation derives 50 percent or Inore of its income from sources 

3 The tax differential represents the difference between the U.S. and foreign tax rates, multiplied by the 
income omitted from the U.S. tax base. 
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within the United States, a domestic corporation receiving dividends 
fr0111 it is eligible for the 85-percent intercorporate dividends-received 
deduction. This deduction is available with respect to the portion 
of the income deternlined to be from sources within the United States. 
However, all of the reIllaining income is treated as income from 
sources without the United States for which a foreign tax credit is 
available, including the 15-percent amount remaining after the 
allowance of the intercorporate dividends-received deduction which, 
for that purpose, " Tas treated as income from sources within the 
United States. The administration recommended that this 15 percent 
of domestic sow'ce income, remaining after the dividend-received 
deduction is allowed, retain its domestic source character rather than 
being reclassified as foreign source income for purposes of the foreign 
tax credit. The draft carries out this policy. 

The provisions referred to above are to apply with respect to 
dividends received by domestic corporations in taxable years beginning 
after December 31, 1961. 

B. MORE SPECIFICALLY 

1. Inclusion of joreign taxes in income.-The provision adds a new 
section to the code (sec. 78) which provides that if a domestic corpora­
tion elects to take the foreign tax credit it must take into its gross 
income an amount equal to the taxes of the subsidiary (or an amount 
equal to the taxes of its subsidiary'S subsidiary) it is considered, or 
deenled, to have paid for purposes of the foreign tax credit provision. 
Thus, for a donlestic corporation to claim a foreign tax credit for 
foreign taxes paid by its subsidiary or a subsidiary of that subsidiary, 
it must "gross up" its dividend income received by the amount of the 
foreign income, etc., taxes attributable to it. 

Other proV)isions of the code (sec. 902 (c), (a), and (b)) are also 
amended to carry out fully the" gross-up" referred to in the prior 
paragraph. Thus, the definition of the term accumulated profits for 
purposes of the foreign tax credit is modified to include the income 
taxes imposed by a foreign country (or U.s. possession) which are 
taken into account by the domestic corporation. 

2. Dividendsjrom U.S. sources.-The draft amends the rules used in 
determining whether incollJ.e is from within or without the United 
States in the case of a foreign corporation which has engaged in busi­
ness in the United States and has received 50 percent or more of its 
gross income for the 3 prior years from sources within the United 
States. In such a case, the 85-percent intercorporate dividends-re­
ceived deduction is available with respect to the proportion of its 
income which its income for the 3-year period derived from sources 
within the United States bears to its income from all sources. How­
ever, under present law all of such a corporation's income, to the ex­
tent it exceeds the 85-percent deduction allowed for intercorporate 
dividends received, is treated (for the purpose of the foreign tax credit) 
as income from sources without the United States. Thus, the 15 per­
cent for which no intercorporate dividends received deduction is 
allowed, although for purposes of the prior computation treated as 
from sources within the United States, is for this purpose treated as 
foreign source income. The draft changes this by providing that the 
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amount treated as foreign source income in such a case is only the 
remaining income in excess of this 15 percent. 

3. Royalty income eligible for foreign tax credit.-The draft repeals 
the provision of present law (sec. 902(d» which treats as a distribu­
tion (and, therefore, eligible for the foreign tax credit) royalty pay­
nwnts received by a domestic corporation from a. IOO-percent owned 
subsidiary engaged in manufacturing, production, or mining. 



VII. EARNED INCOME FROM SOURCES OUTSIDE THE 
UNITED STATES 

(Sec. 6 of the draft and secs. 911 and 72 (f) of the code) 

A. IN GENERAL 

Under present law an individual citizen of the United States who 
is a bona fide resident of a foreign country may exclude from his U.S. 
tax base his entire earned income from sources outside of the United 
States. In addition, an individual who goes abroad, but does not 
establish a foreign residence, may exclude from his U.S. tax base his 
earned income up to $20,000 a year if he remains abroad for a period 
of 17 out of 18 consecutive months. 

The Presid~nt recommended that in the case of citizens living abroad 
in developed countries there be no e~clusion for income earned abroad. 
In the case oJ underdeveloped countries he would keep the present 
eX,clusion of up to $20,000 a year in the case of those who are abroad 
17 out of 18 months, and also provide the same $20,000 ceiling with 
respect to those who are bona fide residents of a foreign country. 

The draft retains the 17-out-of-18-nlonths provision of present law 
without limiting it to underdeveloped countries. However, it pro­
vides that the bona fide residence rule of present law should be subject 
to a ceiling, and that earned income over some specified amount 
should be fully subject to U.S. tax. The dollar amount of this ceiling, 
however, was not established by the Committee on Ways and Means 
for the discussion draft. 

A second recommendation of the administration in this area relates 
to pensions and deferred compensation paid to U.S. citizens, after they 
are back in the United States, but with respect to service while they 
were abroad. 

In the case of pensions generally, an employee receives back over 
his period of life expectancy (or in some cases in the first 3 years) the 
amount he paid toward his pension. The remainder of the pension 
payments he receives, consisting of contributions by the employer and 
interest on the funds while they were accumulating, is taxable to him 
as the pension or annuity payments are received. 

In the case of a citizen who has been a bona fide resident of a foreign 
country, or been in a foreign country for a period of 17 out of 18 
months or more, the employer contributions toward the pension fund 
during the period he was abroad are treated in the sanle manner as bis 
own contributions and, therefore, are not taxable to hinl when he 
draws his pension or annuity upon retirement even though he then is 
living in the United States. 

The draft provides that these contributions by an enlployer will 
no longer be treated in effect as employee contributions. Thus, 
even though attributable to a period when an employee was abroad, 
if the employee is in the United States when the pension or annuity 

27 



28 GENERAL EXPLANATION-REVENUE BILL OF 1961 

is received, these contributions by the employer will he taxable to 
the employee in the same manner as in the case of a domestic worker 
also receiving a pension. The contributions by the employer will, 
however, retain their character as earned income with the result that 
if the pension or annuity is received while the former employee is still 
living abroad, this amount will be eligible for the exclusion. 

Ulld('r the discussion draft deferred compensation will be fully sub­
ject to u.s. tax where the persoll is in the United States at the time 
the def('ITed compensation is received. This is accomplished by im­
posing the new ceiling with resppct to bona fide residents of a foreign 
country. The Treasury has previously ruled that the $20,000 ceiling 
with respect to those abroad for 17 out of 18 months prevented such 
an arrangement in their cases. Thus, a ceiling ill the case of bona 
fide residents abroad will hHve the same effect. 

B. MORE SPECIFICALLY 

1. Limitation on earned income exclusion.-The discussion draft 
modifies the provision of present law (par. (1) of sec. 911(a) which 
excludes from U.S. tax earned income of individual citizens of the 
United States who are bona fide residents of a foreign country or 
countries for un uninterrupted period which includes the entire taxable 
year. The draft provides that the exclusion in this case is not to exceed 
some amount (not yet specified by the committee) where the individual 
has beeB abroad for the entire taxable year. If in the year under 
consideration the period abroad was less than an entire taxable year, 
then the individual is to receive an e);clusion for the same proportion 
of the maximum exclusion for a year which the number of days in the 
year for which he was a bona fide resident is of the total number of 
days in the year. 

2. Pension income.-A provision in present law dealing with annui­
ties (sec. 72(f» provides that in determining what the employee or 
annuitant paid for an annuity contract, there are to be included con­
tributions of the employer, if, had they been paid to the employee in 
the first instance, these contributions would not have been taxable to 
the employee. This provisioll has had the effect of ('xcluding from 
tax an Hlllount equal to employer contributions to a pension pIau 
where an employee is abroad and qualifying either under the bona 
fide residence rule or under the 17-out-of-18-month rule. In effect, 
these payments are treated as if they had been distributed to the em­
ployee as compensation and recontributed by him to the pension plan. 

The discussion draft nullifies this effect by providing in the case of 
amounts received in t:lxable years beginning after December 31, 19G1, 
that contributions made hy the employer are not to be t.reated in the 
same manner as premillms paid by the employee if they are nontaxable 
to the employee merely hecause of the application of the exclusion for 
certain income earned abroad. (The amendment will not affect the 
present treatment of contributions for Stute and local government 
employees for periods before their salaries were subject to Federal 
income tax.) 

The amendment described above, taken alone, would treat the por­
tion of the annuity attributable to employer contribution to pension 
plans in the case of employees abroad as income which is subject to 
U.S. tax in all cases. However, a further amendment to the exclusion 
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for earned income abroad (sec. 911(c)) treats these employ~r. con­
tributions in such cases as earned income. Thus, if the indIVIdual 
is living abroad when the annuity or pension payment is received, 
such amounts, subject to the ceiling limitation, are eligible for ~he 
foreign earned inconle exclusion. On the other hand, if the pensIOn 
is received after the employee has returned to the United States, then 
these employer contributions will be fully subject to U.S. tax. The­
proportion of any pension payment considered to be the employer­
contribution for the period the individual was abroad, IS the propor-­
tion of the amount which would have been included in his gross income 
without regard to this provision which these employer contributions 
are of the total amount expected to be received under the annuity 
contract less the consideration for the contract contributed by the­
employee. The effect of this ratio is to continue the employee's exclu­
sion in all cases with respect to his own contributions, to rnake the 
taxable status of the employer contributions to the extent attributable 
to the employee's service abroad depend upon whether he is in or out 
of the United States when he is receiving the pension, and to continue 
to treat as taxable in all cases the interest element in the annuity 
contract plus any employer contributions attributable to his service 
while in the United Stl\tes. 

Certain amounts not received as annuities also are under the general 
annuity rule. This includes amounts such as lump-sum payments 
received under an annuity, endowment, or life insurance contract. In 
the case of these payments, the individual now is treated as receiving 
back first, and free of tax, any amount that he contributed to the 
contract. Any remaining amount presently is subject to tax. The 
draft continues to treat as the first amount received, the amount 
paid by the individual. The second amount will be any contributions 
made by the employer while the employee was in foreign service 
and the third amount received will be any other amounts. Thus r 
if the employee, who qualified for the exclusion by reason of residence 
abroad, receives income treated as falling in this second category, 
namely, the contributions by the employer, while he is abroad, the 
exclusion will continue to apply as under present law. However, if 
such amounts are treated as being received after he is back in the 
United States, then they will be subject to U.S. tax. 





VIII. GAIN FROM DISPOSITION OF DEPRECIABLE PERSONAL 
PROPERTY 

(Sec. 7 of draft and secs. 1245, 167 (f), and 170(e) of code) 

A. IN GENERAL 

Under present law in the case of depreciable property, the tax­
payer Inay write off the cost or other basis of the property over the 
period of the useful life of the asset in his hands. This cost or other 
basis generally can be written off evenly (or in a "straight line") over 
the asset's life, under the declining balance method, the sum-of-the­
year's digits method, or in any other consistent method which does not 
during the first two-thirds of the useful life of the property excee~ ~he 
allowances which would have been allowed under the double dechmng 
balance nlethod. This depreciation deduction is a deduction against 
ordinary income. If either the useful life of the asset is too short, or the 
particular nlethod of depreciation allows too llluch depreciation in 
the early years, the decline in adjusted basis of the asset resulting 
from these depreciation deductions may exceed the actual decline of 
the value of the asset. Since the depreciation deductions in either of 
these cases reduce the basis of the property faster than the actual 
decline in the value of the asset, there will be a gain if the asset ia 
sold. Under present law this gain is taxed as a capital gain. 

The President stated that our capital gains concept should not 
encompass this kind of income. He indicated that this inequity 
should be eliminated, especially in view of the proposed investment 
credit. 

The draft in general treats as ordinary income any gain on the sale 
of certain depreciable assets to the extent of the depreciation deduc­
tions taken. Under this provision, however, such treatment will 
apply only in the case of depreciable personal property. This 
treatment is not applied to real property. Under the draft this 
provision also is to have only a prospective application. Therefore, 
in determining the amount of any gain to be treated as ordinary in­
come, only depreciation occurring in 1961 and subsequent years is to· 
be taken into account. 

Because of the assurance this provision provides of recapturing ex­
cessive deductions as ordinary income, the draft provides more lenien t 
rules in determining salvage value. It provides that the amount which 
the taxpayer Inay depreciate over the expected useful life of an asset 
in his hands need not be reduced for the remaining value of the asset, 
if this salvage value does not exceed 10 percent of the cost or other 
basis of the property. III addition, for a period of time after the new 
ordinary income treatment becomes applicable, taxpayers will have a 
new election to change their method of depreciation with respect to 
personal property to which th.e ordinary income treatment applies. 
This will enable them to elect a more conservative method of depre-
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ciation if they wish to escape the chance of any excessive deprecia­
tion deductions which might otherwise lead to ordinary income upon 
the sale of the asset. 

The abo\Te description has been in terms of the sale or exchange 
of a depreciable asset. There are also other methods of disposing of 
an asset which are dealt with by this provision. In the case of a gift 
01' a transfer at death no gain is recognized at the time of the disposal 
of the asset. In the case of a gift, however, the ordinary income po­
tential of the dcpreciation deductions carries over into the hands of 
the donee. In the case of gifts to charity, although no ordinary in­
come is recognized at the time of the gift, the chn,ritable contribution 
is reduced by the amount which would be recognized as ordinary 
income if the property were sold. Generally, in other cases any gains 
which under present law would be recognized at the time of the dis­
position of an asset will be treated as ordinary income to the extent 
of any depreciation deductions taken. In certain cases, however, in 
order to pre\Tent tax avoidance it has also been found necessary to 
recognize ordinary income on the disposition of an asset even though 
gain lnight not otherwise be recognized. This is true in certain cases 
where a distribution is made by a corporation or partnership. These 
and other provisions where ordinary income may be recognized are 
described in the more specific explana tion below. 

B. MORE SPECIFICALLY 

1. General rule.-The general rule (in sec. 1245) provides that ordi­
nary income is to be recognized in the case of sales or exchanges to the 
extent the so-called recomputed basis, or amount realized in the sale 
or exchange, whichever is lesser, exceeds the adjusted basis of the 
property in the hands of the perSOll making the sale or exchange. 
"Recomputed basis" is defined generally as adding back to the 
adjusted basis the depreciation deductions previously taken. The 
excess of the amount realized over the adjusted basis is, of course, 
the amount presently recognized as capital gain. Since the rule 
requires that the smaller of these two amounts be treated as ordinary 
income, this in effect means that the ordinary income in the usual case 
is to be the gain realized or depreciation deductions taken, whichever 
is the smaller. Where there is a disposal of an asset without a sale, 
any gain recognized is to be deterInined by reference to the fair market 
value of the asset. 

Since this provision is to have prospective application only, in com­
puting depreciation for this purpose only depreciation deductions 
occurring in taxable years beginning after Decenlber 31, 1960, are to 
be taken into account. Depreciation deductions for this purpose 
include not only regular depreciation deductions but also the first­
year depreciation allowance deduction and any deduction for the 
amortization of emergency facilities. The depreciation deductions 
taken into account are not limited to those taken by the taxpayer, 
but also include deductions taken by others from whom the taxpayer 
acquired the property, if the basis of the property was carried over 
from the person from whom the taxpayer acquired it. This would 
not be trne, where the taxpayer acqui,red the property from another 
by reason of the latter's death, since in this case the property receives 
a llew basis at death. Althongh genernlly the reduction in basis of 
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property is never less than the amount "allowable," a special rule 
provides that the depreciation deductions taken into account for the 
purposes of this provision will be the amount "allowed" rather than 
those "allowable" where the taxpayer can establish that the former 
amount is less than the amount "allowable." 

The type of property receiving the ordinary income treatment 
described above is depreciable personal property other than livestock. 
Livestock for this purpose is not limited to draft, dairy, or breeding 
,animals. This provision applies to taxable years beginning aftCl' 
December 31, 1960, and ending after August 1961. 

2. Exceptions.-Except as specifically provided in the draft, the 
ordinary income treatment applies any time property is disposed of. 
The draft, however, provides six general categories of exceptions to this 
rule. The first exception is for gifts. As pointed out above, however, 
deductions by the donor must be taken into account by the donee, 
and may result in ordinary income to him, if he sells the property. In 
the case of depreciable property which is given to a charitable organ­
ization, although no income is realized by the donor at the time of the 
gift, the amount of the charitable contribution deduction he lllay 
receive is reduced by the amount which would have been treated as 
ordinary income had the property been sold at its fair market value 
(this is done by an amendment adding a Hew sec. 170(e)). 

A second exception to the realization of ordinary income upon the 
disposition of depreciable personal property is provided in the case 
of transfers at death (except where the sale has occurred before death 
and the income is treated as income in respect of a decedent under 
sec. 691). In this case, however, there is not a carryover to the 
decedent's legatee or heir of the income potential in the depreciation 
,deductions of the deceased. 

A third category of exceptions to the realization of ordinary incOlne 
is provided in the case of a series of transactions which generally are 
tax free. However, in these transactions where there is any gain 
recognized, becHnse the exchange is accOlnpanied by "boot" (i.e., 
money or its eqnivalent) then to the extent of this gain, ordinary 
incom.e m.ay be recognized to the extent of the depreciation deductions. 
The tax-free transactions referred to relate to those occurring upon 
the com.plete liquidation of a subsidiary (sec. 332); in the case of 
a transfer for stock or securities to a corporation controlled by the 
transferor (sec. 351); in the case of a transfer by a corporation '\-yhieh 
js a party to a reorganization of property in pursua,nce of a plan of 
reorganization solely for stock or securities in another corpora­
tion also a party to the reorganization (sec. 361); and in the case of 
reorganizations in certain receivership and bankruptcy proceedings 
(sec. 371(a) and sec. 374). Also included in the same categor;\~ are 
contributions of property to a partnership in exchange for an interest 
in the partnership, and distributions by a partnership in partial or 
complete liquidation of an interest (but in this respect see the special 
partnership treatlnent described below). Despite the aboye rule 
there would be a recognition of ordinary income whe.re there is a con­
tribution of depreciable property to a tax-exempt. organization (other 
than a tax-exempt farm cooperative) in exchange for stock or se­
curities in the exempt organization. Recognition of ordinary in­
COllle in this case is provided because a disposition of the property 
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b.\- the t'xempt orgn,nizHtion would not give rise' to the l'ralizHlioll of 
ordinary income wi th respect to t 1](' deprrcia tion deductions. 

Another pxception is proyid('d in the case of so-culled like kind 
('xchunges of propert.y llSNl for pr'o(luetioll or investment, nnd for" 
ill\'olulltary cOllv(,l'siollS. In exchanges of these types, the ordinary 
inCOllle n'nlized is limited to allY gain n'('ognized, plus the filiI' market 
vHlue of property acquired in ex('hnllge for dppreciublc property where 
tIl<.' propl'rty l'eepi'{C'Cl is nondepn'('iuble 0]' ot.he]' nonqualifying prop­
(,l'ty. The renlizatioll of ordinary incOIP(' (to tiw extellt of the 
depr('cintioll deductions) is provided in snch cases since in the cnsr 
of proprl'ty, ot.her thnn depreciablr persollHI property, there is no 
opportunity for subSl'qUPllt reeoyrry of the ordinary ineoD1.e ('1('­
luent. A similar exception is pl'ovidNI in the case of the exclulllg(' 
or sale of property in obedience to F(,dernl Communications COIIl­
mission orders or orders of the Securities and Exclmngr Commission 
(sers. 1071 and 1081). In these cases also, the ordinary income real­
ized is limited to the gain recognized, plus any unreeovered deprecia­
tion charges with respect to exchanges of (lepreciable personal property 
for other types of property. 

Special rules are also provided in the cnse of distributions of de­
preciable personal property by n partnership to a partner. A dis­
tribution of depreciable persona,! property" by" n partnership to a 
partner to the extent that the distribution necounts for the partner's 
OVi'n share of gain attributable to this property is not to result in 
ordinary income at the time of the distribution. However, the ordi­
nary income potential of depreciation deductions taken by the part­
nership (or by any earlier transferor from whom the partnership 
acquired propert~r without realization of gain) will be carried over to 
the distributee partner. \Vhen he disposes of this propert~' the ordi­
nar:y income potential of these partnership (or prepnrtnership) depre­
ciation deductions will be taken into account in n manner substnn­
tinny the sanH' as that applying ,yhere the taxpayer himself took the 
depreciation deductions. The property distributed is given a "re­
computed basis" at the time of the distribution to the pnrtner equnl 
to the basis of the property in the hands of the partner minus any ordi­
nnry income gnin on whieh the partnership would have been tn,xed 
had the property been sold by it (nt its !nil' market value) immediately 
before the distribution. 

The rule described above applies only to the extent a partner is 
considered as receiving his own share of the property representing 
ordinary income gn,in. An amendment made elsewhere to the code 
(sec. 751 (c)) provides that in other cases the ordinnry income element 
in depreciable property is to he considered as n. "unrealized receiv­
ablr." Thus to the <'xtent of depreciation cleduetions taken (or po­
tential gain if smaller) ordinary income will he realized (either to the 
transferee or transferor) in the case of the sale of a pnrtnership interest, 
in the rase of a distribution to a retiring or deceased partner, and in 
the case of distl'ihutions to a partner where he receives either more 
or le~s tlum his proportionate share of property reflecting this type 
of gam. 

3. Dispositions resulting in ordinary income where no gain is presently 
recognized.-In a series of situations the draft recognizes orclinary in­
come even though no gain in such situations is recognized under 
existing law. This was done primarily in those cases where the 
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transferee receives the property at a basis other than that of the 
transferor. This trea tmcn t is provided in three cases where a dis­
tribution is made by a corporation without the payment of a tax at 
the corporate level on unrealized appreciation in value: namely, where 
the property is distributed as a dividend (uncleI' sec. 301), where 
the property is distributed in a partial or complete liquidation by a 
corporation (sec. 336), and where in a plan of complete liquidation a 
corporation sells the depreciable personal property and perhaps other· 
assets and within a 12-month period completes the liquidation of the 
corporation (sec. 337). 

Other situations where ordinary income may be realized under this 
provision, although no gain would otherwise be realized, include· 
the case ,,-here a distribution is mnde by a partnership and the partner 
gives up, or acquires, more than his proportionate share of this property. 
Also involved are the provisions relating to the exchange of "like 
kind" property, involuntary conversions, snles or exchanges to effect­
uate FCC policy, and exchanges in obedience to orders of the SEC. 
In all of these cases to the extent the property received in exchange 
for depreciable personal property is not itself depreciable personal 
property, the ordinary inconle treatment applies. 

4. Salvage vall1e.-The draft also amends the code (a new· subsec. (f) 
in sec. 167) to provide that in computing the basis on which deprecia­
tion may be taken for personal property, salvage value may be ignored 
to the extent of an amount equal to 10 percent of the cost or other 
basis for the property. Thus, if the expected salvage value equals 
8 percent of the basis of the property, the entire basis may be written 
off in depreciation charges by the taxpayer. If the expected salvage 
value is 12 percent, all but 2 percent of the basis of the property can 
be taken into account in computing depreciation charges. This pro­
vision applies to depreciable personal property (other than livestock) 
with a useful life of 3 years or nlOre acquired after August 1961. 

5. Change in method of depreciation.-It is recognized that some tnx­
pa~rers who have been following liberal depreciation policies ma)Y desire 
to follow nlOre conservative policies as a result of the ordinary income 
trea tment provided w"here depreciation has been taken. Therefore, 
the draft provides that a taxpayer may elect to chnnge his method of 
depreciation with respect to depreciable personal property. The right 
to make this election will be available for a period to be specified by 
the Secretary of the Treasury, after the regulations on this provision 
have been issued. 





IX. TAX TREATMENT OF COOPERATIVES AND PATRONS 

(Sec. 8 of the draft and secs. 1381 to 1388 of the code) 

A. IN GENERAL 

In 1951 Congress passed legislation which, taken together with prior 
Treasury rulings, it generally was thought insured that earnings of 
cooperatives would be taxable (to the extent they reflected business 
activity) either to the cooperatives or to the patrons. However, cer­
tain court decisions, notably Long Poultry Farm8, Inc. (249 F. 2d 726; 
C.C.A.4 (1957» and B. A. Carpenter (219 F. 2d 395; C.C.A. 5 (1955», 
held that noncash allocations of patronage dividends generally were 
not taxable to the patron, although they were deductible by the 
cooperative. 

The President recommended that what was thought to be the law 
in 1951 be provided specifically in the statute. Under the recom­
mendation cooperatives would be allowed to deduct amounts allocated 
in cash or scrip as patronage dividends and patrons would be taxable 
on the patronage dividends allocated to them arising out of business 
activities. 

The draft follows an approach which is silnilar to that reconinlended 
by the President. It provides that the cooperative may deduct 
patronage dividends paid in money, "qualified scrip," or other property 
except nonqualified scrip. A deduction is also provided for nonquali­
fied scrip when it is redeemed. For the patron, the draft provides 
that these same amounts (to the extent not attributable to purchases 
of personal, living or family items) are to be included in their income 
for tax purposes. "Qualified scrip" for this purpose is defined by the 
bill as including scrip which the patron can redeem in cash at its stated 
dollar amount any time in the first 90 days after it is issued. Also, in 
the case of farmers' cooperatives (whether or not exenlpt) "qualified 
scrip" also includes scrip which the farmer patron has consented in 
writing to take into account at its face amount as income for tax pur­
poses. Since in the case of the 90-day scrip or consent scrip each 
individual patron has the opportunity either to draw his dividends 
out of the cooperative in cash or to leave the dividends in the co­
operative-that is, to constructively receive the dividend and rein­
vest it-it is clear (where the patronage dividend arises fronl business 
activity) that it constitutes income to the patron and therefore lllav 
be taxed to him. . 

This amendment is effective for taxable years heginning after 
December 31, 1961, in the case of the cooperatives, and in the case of 
patrons is effective with respect to amounts paid by the cooperatives 
in taxable years of the cooperative beginning after that date. Exist­
ing law will continue to apply with respect to scrip (including its 
redemption after the specified date) issued in earlier taxable years to 
which the new provisions do not apply. 

37 
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D. l\IORE SPECIFICALLY 

1. Cooperatives covered by provision.-The tax treatment. outlined 
}l('re applies to the so-called tax-exempt farmers' cooperatives, to 
{)t.her farm cooperatiycs, to conSllmer cooperatives, and also to other 
corporations opern,ting 011 fi coopcrntivc btl,sis. The provision does 
1lot, ho\yc\'er, ll,pply to lllutual elite}), irrigation, or REA cooperatives, 
to mutual savings banks, building ,-weI loan associn,tions, etc., or to 
mutual insurance companies. 

2. Patronage dividends.-The draft provides specifically that the 
gross income of the coopcratives is to be determined with patronage 
dividends included in it. However, a deduction is allowed for patron­
age dividends which nre paid in money, qualified scrip, or other prop­
ert:v (except llonqualifietl scrip). A deduction also is nllowed for 
patronage dividends paid in llonqunlified scrip when it is redeemed 
in cash or other propert.\~ (except other scrip). 

An exempt f;trl1lers' cooperntive is allowed n, decluC'tion for patronage 
dividends paid during a year out of patronage earnings from that 
year or from prior .\'ears. Other C'ooperatives, to obtain a deduct,ion 
for patronage dividends, must pa.\' the dividend during the year in 
which the patronage occurred. In both cases, however, there is a 
grace period after t,he close of the year during which the cooperative 
can pay patronnge dividends which will be considered as having been 
paid during the year. For the exempt fanners' cooperatives, this 
grace period is 87~ months; for the other cooperatives, the gracE' period 
ends when the cooperative's tax ret urn must be filed for the year 
(taking into account any extensions of time for filing). In the case 
of pooling arrangements extending over more tlw.n 1 year, t.he patron­
age is considered as occurring in the year in which the pool closes. 

3. Qualified &crip.-Scrip mllst be issued in the form of eapital 
stock, revolving fund certificil..tes, certificates of indebtedness, or other 
written notices which indicate to the recipient the dollar mnount 
allocated to him by t.he cooperative. For the scrip to be qunlified 
scrip (an(l therefore deductible with respect to the year it is issued 
rather than the year it is redeemed) one of two couditions must be 
nlet. It may be serip where the patron for <1 gO-day period begin­
ning with the date the serip is paid has the opportunity to redeem the 
scrip in cash for the stated amount of the patronage dividend. An 
alternative qualifying rule is provided for farmers' cooperatives. 
Under this alternative the patron must give written consent to have 
the scrip treated as n. distribution to him "rhich he ",ill take into his 
income for tax purposes (if the p;1t.ronage arises froni a business 
activity). ~Ioreover, this consent must be given annun.lly (or more 
often) b.\~ the patron. B.\T this written consent the patron has in 
effect construct.ivel.\- rcceived t.he pa,tronage dividend and reinvested 
it in the coopeI'11tive. 

This consen t alternative is n,vailable not only to the so-called tax­
excmpt far1ners' cooperatives, but also to other . farmers, fruitgrowers, 
and like associations which mnrket thl' prochwts of members or other 
producers or purchase supplics and equipment for members or other 
persons. However, in the case of a market.ing cooperative, 50 percent 
or more of the value of the products marketed must be for members. 
Similarly, in the case of the purchasing cooperatives, 50 percent or 
more ' of the value of the supplies and equipment purchased must be 
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for members, and in the case of purchases for nonmembers, purchases 
for other than producers may not exceed 15 percent of total. In de­
tenllining these ratios of purchases or sales, business done for the 
u.s. Government will not be taken into account. These rules as to 
what constitute a farmers' cooperative are included among the require­
III en ts of an "exempt" farmer's cooperative but do not represent all of 
the requirements an exempt cooperative must meet. 

4. Additional deduction for "exempt" farmers' cooperative.-In addi­
t.ion to deducting patronage dividends, the so-called exempt farmers' 
cooperative as under present law is permitted a deduction for amounts 
paid out as dividends on its capital stock. It also receives a deduc­
tion for alllolmts paid in mone)", qualified scrip, or other propert)~ 
(except nonqualified scrip) paid to its patrons on a patronage basis 
where. the earnings involved are derived from business done for the 
U.S. Government or fr0111 sources other than patronage (such as in­
vestment income). 

This deduction (except that in the case of payments made in the 
form of scrip , the deduction is limited to qualified scrip) is the same 
as that provided by existing law. Amounts paid during the year in 
the redemption of nonqualified scrip also are available to these exempt 
cooperatives as a deduction under the draft. 

5. Treatment of patron.-With the exceptions referred to below, 
under the draft the patron is required to take into income the patron­
age dividends paid in llloney, qualified scrip, or other property and the 
amount he is required to take into his income is the sallle as that 
which is currently deductible to the cooperative; namely, in the case 
of qualified scrip, its stated face amount and, in the case of other 
property (exeept nonqualified scrip), its fair market value. The 
patron also is required to take into incOlne any nonqualified scrip 
which is redeemed. These amounts are taken into the patron's 
income in the year in which they are received by him, or in the latter 
case in the year in \vhieh the redmnption occurs. 

Generally, the effect of the treatment specified above for patrons, 
t.aken together ,vith that also outlined above for cooperatives, is to 
obtain a single tax with respect to the income of the cooperative, either 
at the level of the cooperative or at the level of the patron. However, 
this rule will not apply in the case of patronage dividends paid with 
respect to purchases of personal, living, or family items. In such 
ca.ses, there is to be no inclusion in the income of the patron with 
respect to the pa tronage dividends. This is in accorJ with the COIl­

cept that patronnge dividends represent price adjustments. There­
fore, under this concept the patronage dividends in these cases repre­
sent downward price adjustments of personal, living, or family items 
and should no more lead to taxable income than bargain purchases of 
such items elsewhere. 

An exception to the rule for inclusion of the pa.tronnge dividends in 
income is also made for patronage dividends attributable to purchnses 
of depreciable property or capital assets. In sHch cnses the }Mtron is 
not required to tnke the dividend into income since it in efi"cct repre­
sents an adjustment in th e pl'ief' paid for these articles nnd therefore 
is reflect.ed in their cost or basis. However, t he Imycl' basis for the 
property' in the ense of deprecia hIe propert.~y will lUcan smaller de­
prerintion dedpctions or in the ensc of cupital assets (,HId dcprccillble 
assets) will result in n larger gain upon sale. 
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G. ~~tlecth'l' date.--:-G~nernlly, the draft applies to taxable yeurs of 
the cooperlltives begmmng nfter December 31, 19G1. For the patrons 
these provisions are to npply wit h respect to amounts received frOIn 
n eooperntive if the alllount. which is pnid by the cooperative is with 
respect to patrollfl,ge which at the cooperative level is also subject to 
the Hew rules. Existing law continues to apply ",ith respect to patroll­
nge diyidends paid before the date specified ubove and also with respect 
to redemptions of patrollage dividellds after that date if the scrip 
involved was l\,ctllully issued with respect to an earlier period. 



x. WITHHOLDING ON INTEREST, DIVIDENDS, AND 
PATRONAGE DIVIDENDS 

(Sec. 9 of the drnJt and secs. 3451-3491 and 39 of the code) 

A. IN GENERAL 

The President in his tax message to Congress proposed that one­
fifth, or 20 percent, of interest, dividends, and patronage dividends 
be withheld from the recipients and paid over to the Government as 
a partial payment of the recipient's tax on this income. The discus­
sion draft provides for the withholding of one-sixth, or 16% percent, 
of interest, dividend, and patronage dividend payments. The draft 
also provides an exemption certificate procedure for individuals having 
no tax liability and also a quick refund procedure in cases where there 
is overwithholding. 

B. MORE SPECIFICALLY 

The draft provides that payors of interest, dividends, and patronage 
dividends, with certain exceptions noted below, are to withhold 
one-sixth (or 16% percent) of the payment they would otherwise make 
to the interest, dividend, or patronage dividend recipient. This 
withheld amount is to be paid over to the Government by the payor 
by the last day of the first month after the end of the calendar quarter 
(April 30, July 31, October 31, or January 31) to which the with­
holding relates. 

The recipient of the interest, dividend, or patronage dividend pay­
ment when he files his income tax return can claim credit for the pay­
ment made by the payor on his behalf. This withholding system does 
not require the attachment of any receipt by the recipient of the 
payment to his tax return (sec. 3490 provides a presumption that 
alnounts have been wit.hheld). It also does not require the payor to 
send the income recipient any receipt. Instead, it is presunled that, 
initially at least, payors will indicate in some communication to t.he 
recipient of the payment that the payment is "net," that is, reduced 
by one-sixth for the amount wit,hheld for the Government. 

It is contenlplated that the recipient of the payment on his tax re­
turn first will report the net interest, dividend, or patronage dividend 
paynlent received. He will then be requested to add to this amount 
one-fifth of the amount received, representing the amount withheld. 
This is what is referred to as "grossing up" the interest or dividend 
payment. Thus, for example, if an individual were entitled to $100 
of dividends before withholding, one-sixth of this amount, or $16.67. 
would be withheld by the payor and remitted to the Government. 
The remainder, or $83.33, '\Tould be the' net dividend pn,yment received 
by the recipient. This is the amount he would initially report on his 
income tax return. He would be asked to add to this one-fifth of this 
amount, or $16.67, bringing the total back to the full $100 dividend 
payment. He would then compute his income tax in the usual 
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mallnel'. Finally, the tax otherwise' owed ,vould be reduced by the 
tllllOllut withheld with respect to this dividend ptlyment., llamely, 
the $lG.G7. 

Ulldl'l' the dmft., provision is l11ude for exemptions from withholding 
in cl'rtnin cuses and also for quick refunds where no tax is owed or 
tlll'I"r is o'"('l"withholding. In addition, no withholding is provided in 
the case of ('('rtHill types of intf'rest. nnd other payments. 

The ,yithholding provisions generally nre to be effective with respect 
to interest and dividend payments made after January 1, 19G2. In 
the case of patronage dividends, the ,,-ithholding provisions will apply 
to patronage occurring in the fu·st taxable year of the cooperative 
beginning after January 1, 19G2. 

1. Definition of interest, dividends, and patronage dividends 
The bill defines interest, dividends, and patronage dividends in 

fa.irly broad terms and then specifies certain exceptions. The defi­
nitions are described immediately below; the discussion of the excep­
tions then follmvs. 

(a) General definition nf interest.-The definition of interest pro­
vided by the draft for the most part is limited to payments made by 
corporations where the holder of the indebtedness is likely to be an 
individual (although not necessal'il)T actually so in any given case). 
In addition, where non-interest-bearing obligations are issued on a 
discount basis, no attempt is made to withhold on the pnyments 
received at the time of the redemption of the obligation (except in the 
case of savings bonds). 'Vithholding is not provided in such cases 
because of differences in the tax trentment of original issue discount 
where the obligation is held to ma,turity by the initial holder and 
where it is acquired before that time by a subsequent purchaser. 

In more specific terms, the draft includes within the definition of 
interest, to which withholding is applied, seven different categories 
of interest: 

(1) Interest. on evidences of indebtedness (such as bonds, 
debentures, notes, and certificates) issued by a corporation with 
interest COUPOllS or in registered form. In addition, there is in­
cluded interest on other types of indebtedness issued by a corpo­
ration where the instrument is of a type generally offered by cor­
porations to the public, but only to the extent so provided by 
regulations issued by the Treasur)T Department. This will not 
include interest on mortgage paper generally, since mortgages 
usually are not of a type offered by corporations to the public. 

(2) Bank account interest. 
(3) So-called dividend payments made by nlutual savings 

b:Ulks, savings and loan associations, building and loan associa­
tions, cooperative banks, homestead associations, credit unions, 
etc. 

(4) Interest on amounts held by insurance companies under 
an agreement to pay interest. This does not include policyholder 
di'Tidcnds. The withholding occurs at the time the amounts 
othel'\vise are required b.v law to be reported as income. 

(5) Interest on deposits with stockbrokers. 
(G) Interest on obligations of the United States. This gen­

{'rnll~· (l.oes not include nny obligations issued as a discount, such 
~~s Tre:lsul')- bills (but see category 7 below for an exception). 
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(7) N on-interest-bearing obligations of the United States 
issued at a discount and having a maturity of more than 1 year 
from the date of issue. This is primarily interest on series E 
savings bonds. 

(b) General definition of dil1idencls.-The definition of a dividend for 
purposes of the witllholding tax is the same as that plovided by the 
code for other purposes (as defined ill sec. 316). Howe\-er, in nddition, 
"dividends" are defined as including payrr.ents made by stockbrokers 
as substitutes for dividends. Thus, where an individual has sold 
stock short, his broker may have borro'wed stock for him. from anothf'r 
person to cover his short sale. If a dividend becomes payable during 
the period of the loan of the stock, in such a case the stockbroker lP.ust 
make a payrnent to the per::=on from whom the stock was borrowed as 
a substitute for the dividend he would otherwise receive (and obtain 
reirnbursement for this payment froIT'. the person to whom. the loan 
of the stock was made). Under the draft such a substitute pnyrnent 
by a stockbroker is treated as if it were a di'vidend for purposes of 
withholding. 

(c) General definition of patronage dividends.-In the case of patron­
age dividends withholding will apply to those paid in money, in 
qualified scrip, and in other property except nonqualified scrip. (See 
lX-B-(3) for discussion of qualified scrip.) In addition, in the case 
of the so-called exempt farmer's cooperative, withholding is to apply 
to amounts not representing patronage dividends where the amounts 
are paid to patrons in Inoney, qualified scrip, or other property 
(except nonqualified scrip) if the payment is made on a patronage 
basis and the earnings involved are derived from business done with 
the United States or from sources other than patronage (such as 
investment income). 

(d) General exceptions where ?JYI:thholding does not apply.-The draft 
provides certain exceptions to the definitions of interest, dividends, 
and patronage dividends subject to withholding. The exceptions 
which relate only to interest and not to dividends and patronage 
·dividends and vice versa are described below. The three exceptions 
which are common to all three categories are discussed here. 

In the case of all three categories of payments the draft provides 
that no withholding is to occur with respect to amounts paid froill one 
corporation to another where both are members of the same affiliated 
group and where a consolidated return is filed for income tax purposes. 
In such cases these intercompany transactions are "washed out" for 
tax purposes. 

A second group of payments to which withholding is not to apply 
in the case of 3,ny of these three types of payments are those Illade to 
nonresident aliens and foreign corporations where there already is a 
special form of withholding under present la"w, or where there would 
be but for the provisions of a treaty or the fact that the income is 
not considered as income from sources within the United States. 

A third group of payments to \vhich withholding \yillnot apply are 
interest, dividend, or patronage dividends paid by foreign corporations 
not engaged in trade or business within the United States. The 
corporation in such cases is not subject to U.S. jurisdiction although 
income received from it by a U.S. citizen or resident may be subject 
·,to U.S. tax. 



44 GENERAL EXPLANATION-REVENUE BILL OF 1961 

(e) Special excez)60llsfor interesi.- Ill the case of interest paymcnts, 
cX0mptiolls from withholding arc also proyided for-

(1) Tax-exempt State and local obligations since these arc not 
subject to income tax. 

(2) Amounts paid by n foreign government, internntiollnl 
orgnnization, nonresident nlien not cngnged in a trnde or business 
here, or a pnrtnership not engngcd in a trade or business here 
und composed in whole 01' in purt of nonresident aliens. (An 
exception for foreign corporations not in business here was 
previously noted.) In such CHses the payor is not subject to 
U.S. jurisdict.ion although incoll1(, l'cceiyed from it may be sub­
ject to U.S. tax in the Imnds of H. U.S. cit.izen or resident. 

(3) Bank account interest pnid to the foreign governments, 
foreign corporations, nonresident aliens, foreign partnerships or 
international organizations (limited as described n,bove). In this 
case the income is not subject to U.S. tax. 

(4) Amounts paid with respect to tax-free covenant bonds. 
The payor in such a case is required to pay the tax. 

(5) Amounts paid with respect to deposits in school savings 
accounts to the extent provided by regulations. In such cases 
the exemption in general will be limited to children, the great 
bulk of whom would in any case owe no income tax. 

(6) Amounts paid by a U.S. agency or instrumentality to 
another U.S. agency or instrumentality if the Secretary of the 
Treasury determines that the withholding in this case represents 
an unnecessary burden. In this case also no tax would be due. 

(f) Special exceptions for dividends.-In the case of dividends, the 
additional exceptions where withholding is not to apply are as follows: 

(1) Amounts paid in stock or stock rights where the distribu­
tion is not includible in the income of the recipient. 

(2) Any distribution where the recipient treats the amount 
received as a capital gain or recognizes no gain or loss. 

(3) Amounts which, even though includible in the income of 
the recipient, are treated as redemptions of stock (sec. 302), dis­
positions of section 306 stock, additional consideration in connec­
tion with certain reorganizations (sec. 356), or distributions pur­
suant to an SEC order (sec. 1081(e)(2)). 

(4) Amounts treated as dividends of corporations electing 
subchapter S treatment (treatlnent similar to partnerships). 

(5) Amounts paid under a lease entered into before 1954 where 
the shareholders of the lessor corporntion are entitled to the 
amounts without deduction for any U.S. tax. 

(g) Special exceptions for patronage dividends.-In the case of 
patronage dividends, in addition to the exceptions previously noted, 
where the Sccrctnr~' of the TreasUl'~' determines that i1, cooperative is 
prill1nril~' engaged in selling H t retnil goods or sen'ices whieh ure 
genernll~~ for p('rsonul, liying, or family use, an exemption from with­
holding Illa~~ be provided. Patronnge dividellds in this case are not 
includible ill the incolllc of the recipient nncI, therefore, need not be 
subject to withholding. 
2. Exemption certificates and intra-annual refunds and credits 

To prevent hardships in the case of those who owe no tax on their 
interest, diyici ends, or patronage dividend pnyments, or who nre sub-
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ject to overwithholding, the draft con tnins It series of provisions pro­
yiding for exemption from withholding or refunds or credits of the 
,,-ithholding tax. These provisions are discussed below_ First, there 
is presented those pro\-isions applicable in the case of individuals. 
This is follo"wed by discussions of the proYisions applicable to goyern­
men tal units and tax-exempt organizations, to corporations generally, 
and finally to nonresident aliens. 

(a) Individuals.-In the case of individuals, interest, dividend and 
patronage dividend withholding is not to apply where the individual 
files an exemption certificate with the payor of the dividend or interest, 
certifying that he reasonably believes he will not be liable for the pay­
ment of any income tax for the year in question (sec. 3483). These ex­
emption certificates must be filed with the dividend or interest payor 
once a year. They may be filed with respect to bank account interest, 
patronn,ge dividends, and dividend payments, but not with respect 
to eorporate or Government bond interest (other th~n savings bonds 
referred to below). An exception had to be made for corporate and 
Goyernment bond interest because of the difficulty of making exemp­
tion certificates work where these bonds are transferred from one 
holder to another between interest payment dates, where one such 
holder might be exempt and the other not. The exemption certificates 
apply in the case of series E savings bonds but instead of filing one 
e'(emption certificate a -,"'"ear in such cases, a separate exemption cer­
tificate is required to be filed w-ith respect to each transaction in which 
these bonds are cashed in. This is necessary since these bonds may 
be cashed at different places. . ~ 

The draft provides that anyone who willfully files an exemption 
certificate, knowing the certification to be fraudulent or false, is to­
be fined not more than $500 or imprisoned for not more than 1 year, 
or both. 

In addition to the exemption certificates described above applicable 
where there is no tax liability, the draft provides for quarterly refunds 
payable during the ypar, where there is tax liability but the withholding 
is expected to be excessive. In the case of wage withholding it is 
possible for the payor to take into account directly the personal exemp­
tions of the taxpayer. However, in the case of dividend, interest and 
patronage dividend withholding, both because there is a much greater 
chance of multiple payors and also because of the greater likelihood of 
the purchase or sale of stock during the year, no system of having the 
payor take exemptions into account appears feasible. However, in the 
draft much the same effect is achieved by a quarterly refund system. 
Under the draft, quarterly refunds are available only to single persons 
expecting a gross income of less than $5,000 and married individuals 
and heads of households expecting a gross income of less than $10,000 
a year. These quarterly refunds in no case, however, are to be avail­
able for dependent children. (For treatment of refunds in their cases, 
see discussion below.) 

Taxpayers whose gross income is expected to be below the specified 
amount may file one refund claim each quarter (at any time during 
the quarter they see fit). This cIann may request a refund for any 
withholding of interest, divjdends, or patronage dividends up to the 
amount of the taxpayer's "refund allowanr.e." His "refund allow­
ance" is 20 percent of his expected deductions for personal exemptions 
plus 20 percent of his expected retirement income, less 20 percent of 
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any other income he expects to recrivc which is not subject to diyidend 
or '"'int eres t withholding. A subtraction must also be made for any 
rl'funds rN'cived in eurlicr qnarters during the yeur. In effect this 
gru nts the tn~:pa'yer an exemption from withholding for his personal 
exem ptions alld retirement income credit similar to the exemption 
pro,-ided through employers for wnge withholding. 

Actnally the taxpayer grnernlly will need to file such a claim for 
refund only in the first quarter. In the second and third quarters it 
is expected thnt the Internnl Revenue Seryice will compute a tentative 
refnnd , bnsed upon the information the tnxpayer previously s,ubmitted. 
This procedure can be followed ill all cnses where the taxpayer indi­
cates his income stu t us has not changed significantly from his prior 
expectations. For the fourth quarter the refund is to be claimed on 
the regulur tax return of the individual which he may file immediately 
after the end of the vear. 

To minimize smali adjustments, the draft provides that the intra­
annual refund claims may be filed only for amounts of $10 or oyer. 
However, where t.he excess withholding for one quarter nlay be below 
$10 but the cumulative amount for two or more quarters is above $10, 
an intra-annual refund is permitted. 

In addition to the use of exemption certificates and intra-annual 
refunds as outlined above, taxpayers required to file declarations of 
estimated tax may tnke credit on snch declarations for amounts with­
held with respect to interest and dividends in the same manner as 
they presently do in the case of wage and salary withholding (sec. 
6015). In addition, an ordinary allnual refund claim may be made 
with respect to excessive withholding on interest and dividends as is 
presently true of wage withholding (see amendment to sec. 6401). 

One further type of crediting is also provided by the draft. This 
relates to withholding on interest, dividends, and patronage dividends 
received by dependent children of the taxpayer. In such cases, if the 
child has not separately filed a claim for refund, and the child's gross 
income is less than $600 and is not subject to any wage withholding, 
then the parent of the child may, on the parent's return, claim a 
credit for the amount of the withheld tax with respect to the child's 
interest, dividend, or patronage dividend. 

(b) Governmental units and tax-exempt organizations.-In the case of 
State and local governments and tax-exempt organizations (other than 
cooperatives) the draft provides that the Government or organization 
may offset the withholding on dividends and interest income it re­
ceives against the amount it is required to withhold with respect to its 
employees for social security and Federal income tax purposes (sec. 
3505). 

In addition, refunds mny be claimed in the case of these State or 
local governments or tax-exempt organizations (other than coopera­
tives) for amounts not credited in the manner described above against 
social security or wage withholding taxes. These refunds may be 
made to the governmental unit or exempt organization on a quarterly 
basis during the ye~lr of liability. Quarterly refunds may also be 
filed by the U.S. Government and by foreign governments or inter­
national organizations and foreign central banks of issue (to the 
extent the income on which the withholding occurs in the latter case 
is not derived from any commercial banking functions (sec. 34'85)). . 

(c) Corporations generally.-Because of the 85 percent inter­
corporate dividends received deduction, any net tax on dividends 
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received by corporations is likely to be less than 8 percent. In 
addition to the low rate of tax applicable, there has been little diffi­
culty in collecting this tax. In view of these considera.tions, the draft, 
permits the crediting or refunding of the entire amount withheld in 
the case of amounts received by corporations. 

First, in the case of corporations, any amount withheld on interest 
and dividend payments received by them can be claimed as credits 
against the tax they are required to withhold with respect to their own 
dividend and interest payments (sec. 3487). For this purpose, with­
holding on interest and dividends received by 011e corporation may be 
claimed as credit against interest or dividend payments made by 
another corporation which is a member of the same affiliated group. 

Any amount withheld with respect to interest and dividends re­
ceived by a corporation in excess of the credits it claims with respect 
to its own withholding on interest and dividends may be refunded to 
the corporation on a quarterly basis (during the year of liability) 
(sec. 3486). In addition, for purposes of an estimated tax required 
of a corporation, any amount withheld (which is not credited or­
refunded as provided above) nlay be treated as a payment of the 
corporation's estimated tax (sec. 6655(f)). 

(d) Nonresident aliens and foreign corporations in the case of nom­
inees.-The withholding rates applicable to nonresident aliens and 
foreign corporations may be 30 percent, if no special treaty provision 
applies, or may range down to zero percent under some treaty provi­
sions. As a result, the withholding rate applicable in these cases may 
be either above or below the 16% percent applicable under this draft, 
to domestic dividend and interest paymeIits. Where the dividend or' 
interest payor makes the payment directly to the nonresident alien 
or foreign corporation, as under present law, he can apply the proper 
withholding rate. However, under present law where the interest or 
dividend payor makes the payment to a nominee, the latter withholds 
the appropriate amount. 

Under the draft no special problem exists where the applicable 
withholding rate with respect to the nonresident alien or foreign 
corporation exceeds the 16% percent domestic withholding rate. In 
such cases where the nominee is the withholding agent he needs only 
to withhold the additional amount. A problem does exist, however, 
where the applicable withholding rate is less than the domestic 16%' 
percent rate. In such cases the draft provides that the nominee may 
notify the disbursing agent fronl whonl he receives the paynlent that 
the amount is going to a nonresident alien or foreign corporation and 
supply the pertinent information as to the withholding rate, etc. In 
such cases the dividend or interest payor withholds the appropriate 
amount (sec. 1444). However, where the nominee continues to serve 
as the withholding agent and pays the additional amount to the non­
resident alien or foreign corporation (where the applicable withholding 
rate is below the 16% percent domestic rate), then with respect to this 
amount which the nominee temporarily pays from his own funds, a 
credit may be claimed. This credit may be applied by the nominee 
against his liability to withhold amounts where the applicable foreign 
withholding rate is above the domestic rate. To the extent that funds 
are still owing the nominee, the excess may be claimed quarterly as a. 
refund (sec. 3488). 
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3. OblifJati()m: sold between 'interest payment dates 
'Yhere nil interest-bearing hond 01' OtlH'l' obligation is sold 01' ex­

('hanged between the interest pnympnt dnt<.'s, the draft provides that 
til<.' HlllOUllt withheld is to be tren ted itS di,·ided between the seller and 
t.lw purehuser (01' transferor nnd trnnsfer('l\) in proportion to the tinlC 
(with respect to which the interest r<.'lnt es) which ench holds title to 
the obligation. It is nnticipnted that the bu~·er and seller in such 
cnses will take this treatment into I1C(,011nt in the price at which the 
bond is sold. Thus, in the cnse of n $100 interest payment where the 
seller of the obligntioll has held the bond for hnlf of the interest pay­
ment period in question, he presumably will demand $8.33 less thnn 
he otherwise would from the purchaser of the bond, since he knows 
thn tnt the time of reporting his income for tax purposes he may claim 
a credit equal to this amount. Thus, he will demand of the purchaser 
one-hn1£ of the" net" interest (other factors being equal), or one-half 
of $83.33; namely, $41.67. This, plus the $8.33 for which he cnn 
claim a credit, will provide him with one-half of the interest for the 
period he held the obligation. 



XI. INFORMATION WITH RESPECT TO CERTAIN FOREIGN 
ENTITIES 

(Sec. 10 of the draft and secs. 6038 and 6046 of the code) 

A. IN GENERAL 

The administration in presenting the details of its tax proposals 
relating to foreign income requested fuller information relative to 
U.S. shareholders in foreign corporations. The draft provides such 
information by requiring the wider filing of existing information 
returns. An annual information return now required of domestic 
corporations controlling foreign corporations will also be required of 
individual citizens or residents controlling foreign corporations. Also 
an information return now required of officers, directors, and signifi­
cant shareholders of foreign corporations upon their creation, organi­
zation, or reorganization, will also in the future be required of persons 
when they become officers, directors, or shareholders. 

B. MORE SPECIFICALLY 

l. Annual information return.-In 1960 (Public Law 86-780) Con­
gress enacted legislation providing that domestic corporations must 
furnish with respect to foreign corporations which they control and 
with respect to foreign subsidiaries of any such foreign corporations, 
information specifying-

(1) The name, place, and nature of business of the foreign 
corporation and country of incorporation; 

(2) ri'he accumulated profits of the foreign corporation or 
subsidiary, i ilcludi n~ itelp.s of ineome, deduction, and other itell".s 
tak"'n i ,lto account il computi 'lg tho-se accuII'.ulat ':"d profits; 

(3) A bnlanc'3 sheet of the foreign corporation or foreign 
su b:::idiary; 

(4) Transaetions bl,t·,v('P]) t:le foreign eorporation or foreign 
subsidiary and (a) other foreign corporations or foreign subsidi­
aries controlled by the domestic corporation, (b) the domestic 
corporation or (c) any shareholder owning at least 10 percent 
of the stock of the domestic corporation; and 

(5) A description of the valious elasses of stock outstanding 
and name and address and nUII'.b2r of shares held by paeh citizen 
or r esident of t:1E' United Stnt?s a'l d domestic cOl porntion holding 
5 Pf' l'C 'nt or more of tile stock of the foreign COl r Ot ation or foreign 
su bsidiary. 

For corporations faili l g to supply t.:le information required, reductions 
in the foreign tax credit othenrise available with respect to incollw 
derived from such foreign corporations or their subsidiaries WftS pro­
vided. 

This draft amends this information provision to require U.S. citizens 
or residents, as well as domestic corporations, controlling the foreign 
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corporations to supply such information with rcspect to foreign cor­
pomtiolls Hud their foreign subsidiaries. Control for this purpose is 
more than 50 percent of t.he total combined voting power of all classes 
of stoek entitled to vote or morc than 50 percent of the total value of 
shares of nIl classes of stock. 

TIlt' dmft also extends SOll1eWllll,t the type of foreign corpomtion 
with respect to which information must be supplied. Existing law 
applies to foreign corporations controlled by Americans and subsidi­
aries which they control. In other words, it applies to two levels of 
ownership of foreign corporations. The dmft extends the requirement 
to apply to fUlY nmuber of levels of ownership so long as there is 
control of the corpora. tions involved. 

2. Information from officers, directors, and principal shareholders.­
Present law also requires that U.S. citizens or residents who are 
officers or directors of a f01'eign corporation within 60 days after its 
creation, organization, 01' reorganization, and also U.S. shareholders 
of such corporation who within the same 60-day period own 5 percent 
or more of the value of the stock of the corporation, supply information 
with respect to this corporation. The return required is to contain 
such information as the Secretary of the Treasury or his delegate 
prescribes by forms or regulations n.s necessary to carry out the pro­
visions of the income tax laws. 

Under present law, it is possible to avoid this information require­
ment where the U.S. citizen or resident becomes an officer, director, 
or owner of 5 percent or more of the value of the stock of the corpora­
tion after the 60-day period. To prevent this avoidance of the infor­
mation requirement, the draft extends the requirement for supplying 
the information referred to above so that it applies not only to those 
who are officers or directors of the corporation or stockholders with 
more than a 5-percent interest at any time within 60 days after the 
creation, organization, or reorganization of the corporation, but also 
those U.S. citizens or residents who hold such positions on January 1, 
1962, or who acquire such positions after that date. This information 
also is to be supplied with respect to each U.S. citizen, resident, or 
domestic corporation which on January 1, 1962, owns 5 percent or 
more in value of the stock of the foreign corporation or whose holdings 
after that time are increased to 5 percent (or where they acquire an 
.additional 5 percent of the stock of the corporation). 



APPENDIX A 

TENTATIVE TREASURY DRAFT OF ITS PROPOSED TAX 
HAVEN LEGISLATION 

(Not a section of the committee draft; secs. 951-959 of the code) 

The Treasury Department presented to the Committee on Ways 
and l\1eans in executive session a substantially modified version of 
the administration's earlier proposal dealing with the taxation of 
profits of controlled foreign corporations. This tentative version was 
prepared by the Treasury Department to reflect some suggestions of 
committee members and in light of testimony presented to the 
committee during the hearings on the Treasury's earlier proposal. 

The Committee on Ways and Means concluded that this modified 
proposal deserved further consideration before any action was taken, 
and, therefore, without prejudice to the tentative draft, concluded 
that it should be studied during the fall of 1961 and taken up next 
year. As a result, the Treasury Department made the tentative 
draft available to the public on July 28, 1961 (release D-186), for the 
purpose of obtaining comments. 

A. IN GENERAL 

The President initially recommended that U.S. shareholders be 
taxed in full each year on their current share of the undistributed 
profits of their controlled corporations which are organized in devel­
oped, or economically advanced, countries. The President's initial 
recommen(~ations in the case of investments in less developed coun­
tries, except in the case of so-called tax hayen companies, would have 
continued taxing U.S. shareholders on earnings of controlled foreign 
corporations only when dividends were paid. In the case of these 
"tax haven" companies-generally defined as those receiving l110re 
than 20 percent of their gross profit from sources outside the country 
in which they are created-under the President's initial proposal the 
U.S. shareholder would be taxed on its share of the current undis­
tributed profits of the foreign corporation. 

The modified Treasury proposal, described here, deals only ,,-ith 
tax haven problems. It specified certain types of transactions which 
are to be classified as "tax haven" transactions. Generally, certain 
specific items of income are so characterized only when they are de­
rived from sources outside the foreign country in which the foreign 
corporation is organized and from a transaction with a related party. 
The draft specifies the following different types of income transac­
tions with a related party: Income fronl purchases, sales, commis­
sions, licensing, dividends, interest, services and insw'ance. The 
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income ill these cases is classified as giving rise to "tax haven profits" 
ollly if the transaction is with the U.S. parent of the foreign corpora­
tion or with n,llother pnrty in the SRme related group. 'Vhere these 
cOllditions exist these "tax haven profits," where there is the requisite 
control, nre taxed to U.S. shareholders of the foreign corporation 
even though they are not distributed tIS dividends. To be so taxed 
five 01' fe\\-cr U.S. shareholders must directly 01' indirectly own more 
t llnn 50 percent of the stock of the foreign corporation. In addition, 
for allY particuln.r U.S. shareholder to be so taxed it must own 10 
percent or more of the stock of the foreign corporation. 

B. MORE SPECIFICALLY 

1. Undistributed tax haven projits.- Under the Treasury draft 
" undistributed tax haven profits" are included, on a pro rata basis, 
in the gross income of, and currently taxed to, the U.S. shareholders 
where there is the requisite control. "Tax haven profits" are only 
the portion of a controlled corporation's profits which arise out of 
"tax haven" transactions. As a result, part of the profits of a con­
trolled foreign corporation will be taxed currently and a part may 
not be subject to taxation until dividends are paid. In general, tax 
haven transactions are those between the foreign corporation and a 
related party in which the foreign corporation derives its income flom 
the transaction from sources outside the country in which it is or­
ganized. Tax haven transactions are limited to the following: 

(a) Purchases from related persons.-Purchase of goods by the 
controlled foreign corporation from related persons and their 
sale for use outside the coun try in which the con trolled foreign 
corporation is organized. 

(b) Sales to related persons.-Purchnse of goods by a controlled 
foreign corporation and their sale to related persons for use out­
side the country in which the con trolled foreign corporation is 
organized. 

(c) Commissions.-Commissions derived by a controlled foreign 
corporation from transactions similar to those described in (a) 
and (b), above, where it acts ns an agen t, or broker, instead of on 
its own accoun t. 

(d) Licensing.-Rentals or royalties received by a controlled 
foreign corporation for the use of pntents, copyrights, trade­
m~1rks, or other property (whether real or personal) outside the 
country in which the controlled foreign eorporation is organized, 
if the righ ts or property were acquired from a reIn ted person 
(and in the case of motion picture films, television tapes and 
recordings, irrespective of whether they were acquired from :l 

rein ted person). 
(e) Holding company income.-Dividends nnd interest received 

by H controlled foreign corporn tion from the holding of stock or 
securities in related companies. 

(j) SerlJice income.-Income reeeiyed by a controlled foreign 
corporation from furnishing or performing technical, managerial, 
engineering, or similar services if such services are supplied to, 
or on behalf of, a related eIltity, or if such services are substan­
tially managed or directed by officers or employees trnnsferred 
from a related person for this purpose. 
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(g) Insurance.-Income derived by a controlled foreign corpo­
ration from insurance or reinsurance of risks situ a ted in the 
United States, if a related person is the potential beneficiary of 
such insurance or reinsurance. 

The Treasury Department has also indicated that the tax treatment 
to be accorded income to be derived by a controlled corporation 
engaged in construction abroad or international transportation is still 
under study. 

The draft further refines categories (a) and (b), above, to provide 
that purchases or sales of raw materials or manufactured products 
are not to be included if the controlled foreign corporation uses these 
materials or products in further manufacturing which adds at least 
20 percent to the value of the finished product. Also, in the case of 
the sale of property to a related person, there is not to be included 
those sales in which the property consists of agricultural or horticul­
tural products of the foreign country in which the controlled foreign 
corporation is organized. 

2. Tests of control.-Two tests are applied in determining whether 
a U.S. corporation (or individual) is to be taxed on the undistributed 
"tax haven" profits of a foreign corporation. First, a group of five 
Dr less U.S. shareholders must have a stock interest of more than 50 
percent in the foreign corporation before its undistributed profits will 
be taxed currently to any of the U.S. shareholders. Second, with 
respect to any single U.S. shareholder these profits are not to be taxed 
currently to it (even where the first test is met) unless it owns, 
directly or indirectly, at least 10 percent of the stock of the foreign 
.corporation in question. Thus, if five U.S. shareholders had an 
interest of more than 50 percent in a foreign corporation, but one of 
these five has less than a 10-percent interest, then this one shareholder 
will not be taxed currently on the undistributed earnings of the foreign 
·corporation. The other four, however, if each has an interest of 10 
percent or more, will be subject to tax on their pro rata share of 
such earnings. 

As indicated previously, generally the various types of transactions 
become "tax haven" transactions only if there is a relationship 
between the foreign corporation in question and the person with 
which the transaction is carried on. For this purpose a relationship 
is considered to exist if-

(a) the transaction is between an individual, estate, trust, or 
partnership and a corporation, more than 50 percent of the stock 
of which is owned directly or indirectly by the individual, estate, 
trust, or partnership; 

(b) the transaction is between two corporations, one of which 
owns directly or indirectly more than 50 percent of the stork of 
the other corporation; 01' 

(c) the transaction is between two corporations, and more 
than 50 percent of the stock of each is owned directly or indirectly 
by the same persons. 

3. Other provisions.-Special rules under the Treasury draft provide 
that income which has previously been taxed as tax haven income 
in the year earned will not again be taxed in the year of the actual 
distribution. Also, where these undistributed profits have been 
taxed to the U.S. shareholder but the actual distribution has not yet 
.occurred, provision is made for an increase in the basis of the stock 
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of the shnreholder. If t.his income is subsequently distributed, the 
bnsis of the stockholder is again adjusted downward. 

Pro,Tision is made for the nllowllnce of the foreign tax credit with 
respect t.o taxes which were paid by the controlled foreign corporation 
nt the time the undistributed tnx haven profits were taxed to the 
U.S. shareholder. Any foreign taxes subsequently paid with respect 
to these profits are nllowed as a credit under the Treasury draft 
against U.S. taxes in the yenr of the aetunl distribution. 

The Treasury proposal would be effective for annual accounting 
periods of foreign corporations beginning after December 31, 1961, 
and to taxable years of U.S. shareholders in which these annual 
accounting periods end. 

o 


