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INTRODUCTION

The bills described in this pamphlet have been scheduled for a
public hearing on September 19, 1983, jointly before the Senate Fi-
nance Subcommittees on Savings, Pensions and Investment Policy
and on Taxation and Debt Management.

The four bills scheduled for the hearing are (1) S. 1066 (the “Sup-
plemental Retirement Benefit Act of 1983”); (2) S. 1550 (relating to
the treatment of foreign income taxes on certain U.S. construction
contract services); (3) S. 1557 (relating to exemptions from U.S. tax
for interest paid to foreign persons); and (4) S. 1666 (“Capital For-
mation Tax Act of 1983”).

The first part of the pamphlet is a summary of the bills. This is
followed in the second part by a more detailed description of the
bills, including present law, explanation of provisions, issues, and
effective dates.
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I. SUMMARY
1. S. 1066 — Senators Chafee, Bentsen, and Baucus

“Supplemental Retirement Benefit Act of 1983”
Present law

Under present law, a qualified defined benefit pension plan may
provide cost-of-living increases to the retirement benefits of retired
employees if the overall limits on contributions and benefits under
qualified plans are satisfied. These cost-of-living increases are treat-
ed the same as other benefits under the plan and, therefore, are
subject to minimum standards relating to participation, vesting,
benefit accrual, and funding. The benefits (including cost-of-living
increases) may be guaranteed by the Pension Benefit Guaranty
Corporation (PBGC). Generally, benefits under a qualified plan are
not includible in gross income until they are distributed by the
plan. In addition, employer contributions to qualified plans are de-
ductible within limits when contributed to the plan.

Present law also permits cost-of-living increases to be provided in
a nonqualified supplemental plan. If a supplemental plan meets
certain standards prescribed by the Department of Labor, the plan
is classified as a welfare plan rather than a pension plan and, con-
sequently, the plan is not subject to the minimum participation,
vesting, benefit accrual, and funding standards applicable to pen-
sion plans. If the benefits are paid to the employee from the gener-
al assets of the employer, they will generally be taxable to the em-
ployee and deductible by the employer when they are paid. If the
benefits are provided under a separate earmarked trust, however,
the benefits generally are taxable to the employee and deductible
by the employer when the employee’s right to receive the amounts
is no longer subject to a substantial risk of forfeiture.

S. 1066

The bill would permit an employer to provide (through employer
contributions or a combination of employer and employee contribu-
tions) a “qualified supplemental benefit” under a qualified defined
contribution plan to supplement the benefit under one or more de-
fined benefit pension plans of the employer. The maximum supple-
mental benefit that could be provided by employer contributions
would be the greater of (1) three percent of the primary retirement
benefit or (2) a percentage of the primary retirement benefit equal
to a seven-year average of the cost—of living—increase (generally
determined using the Consumer Price Index). Additional supple-
mental benefits could be provided by employee contributions.

Amounts contributed by the employer to provide qualified sup-
plemental benefits would not be subject to the overall limits on
annual additions to defined contribution plans and would be de-

)
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ductible when paid by the employer regardless of the usual limits
on deductions. Qualified supplemental benefits would not be includ-
ible in income until the benefits are actually paid to the employee
even though the employee has a nonforfeitable right to the benefit
at an earlier date. Benefits provided under the qualified supple-
mg?}tgl benefit arrangement would not be guaranteed by the

The bill would generally be effective for taxable years beginning
after 1982. The provision of the bill relating to the overall limits on
contributions and benefits under qualified plans would be effective
g%rg Zyears (within the meaning of Code sec. 415) beginning after

2. S. 1550 — Senators Chafee, McClure, and Grassley

Treatment of Foreign Income Taxes on Certain U.S. Construction
Contract Services

Under current law, U.S. taxpayers must either deduct all foreign
income taxes or credit all foreign income taxes. The bill would
allow U.S. taxpayers (1) to elect to deduct foreign income taxes im-
posed on construction contract services (generally, architectural,
engineering, and similar services) performed in the United States
for use in a foreign country and (2) to credit all other foreign
income taxes. Taxpayers would make this election on a country-by-
country and year-by-year basis. The bill would be effective for tax-
able years ending after 1982.

3. 8. 1557 — Senators Chafee and Bentsen
Exemptions from U.S. Tax for Interest Paid to Foreign Persons

Under present law, a U.S. withholding tax of 30 percent is gener-
a}ly imposed on annuities, interest, dividends, rents, royalties, and
similar payments by U.S. persons to foreign investors if the pay-
ments are not effectively connected with a U.S. trade or business
conducted by the foreign investor. Exemptions from the withhold-
ing tax are provided in certain situations. In addition, U.S. tax
treaties generally reduce or eliminate the withholding tax on inter-
est paid to treaty country residents.

The bill would repeal the 30-percent withholding tax on interest
paid to foreign investors on portfolio indebtedness. The withholding
tax on interest paid to foreign investors would continue only in
some (but not all) cases where the foreign investor is related to the
U.S. obligor, where the foreign investor is controlled by U.S. per-
sons, or where the foreign investor is a bank. Obligations yielding
tax-exempt interest would also be exempt from U.S. estate tax.

The provisions of the bill would be effective for interest paid and
after the date of enactment. The estate tax exemption would apply
to deaths of decedents after the date of enactment.



5

4. S. 1666 — Senators Chafee, Bentsen, Durenberger, Boren,
Wallop, and Pryor, and others

“Capital Formation Tax Act of 1983”

Under present law, gain or loss from disposition of a capital asset
held for more than one year receives special tax treatment. Non-
corporate taxpayers may deduct from gross income 60 percent of
their net capital gains. As a result, net capital gains of noncorpor-
ate taxpayers are taxable under current law at a maximum 20-per-
cent rate.

The bill would increase the deduction to 80 percent for net capi-
tal gains of noncorporate taxpayers attributable to dispositions of
stock acquired through certain initial stock offerings and held by
the taxpayer for at least five years. Thus, for noncorporate taxpayers
subject to the 50-percent maximum regular rate, net capital gains
attributable to dispositions of such stock would be taxable at a
maximum 10-percent rate (assuming the alternative minimum tax
did not apply). The bill would apply to sales or exchanges of such
stock occurring after 1983.



I1. DESCRIPTION OF THE BILLS
1. 8. 1066 — Senators Chafee, Bentsen, and Baucus
“Supplemental Retirement Benefit Act of 1983”

Present Law
In general

Qualified defined benefit plans

Under present law, if an employer maintains a qualified defined
benefit pension plan! for its employees, the plan is required to
meet certain minimum standards relating to employee eligibility
for plan participation, vesting, the rate at which benefits are ac-
crued, and the rate at which the employer must contribute to the
plan to fund the benefits. In addition, certain benefits provided
under qualified defined benefit pension plans are guaranteed by
the Pension Benefit Guaranty Corporation (PBGC).

Overall limits are provided with respect to the amount of retire-
ment benefits that may be provided under a qualified defined bene-
fit plan and the extent to which an employer may deduct contribu-
tions to provide these benefits.

Under present law, a qualified defined benefit pension plan may
provide cost-of-living increases to the retirement benefits of retired
employees if the overall limits on contributions and benefits under
qualified plans are satisfied. These cost-of-living increases are treat-
ed the same as other benefits under the plan and, therefore, are
subject to the minimum standards relating to participation, vest-
ing, benefit accrual, and funding, and may be guaranteed by the
PBGC. Generally, cost-of-living increases under a qualified plan are
not includible in income until they are distributed.

! Under ERISA, a pension plan is any plan, fund, or program that is established or main-
tained by an employer and provides retirement income to employees or results in a deferral of
income to periods ding to the termination of covered yond (Sec. 3(2) of
the Employee Retirement Income Security Act of 1974 (ERISA)). If a pens)on plan qualifies
under the tax law (Code sec. 401(a)) then (1) a trust under the plan is generally exempt from
income tax, (2) emp! are allowed (within limits) for plan contributions
for the year for which the contributions are made, even though participants are not taxed on
plan benefits until the benefits are distributed, (3) benefits distributed as a lump sum distribu-
tion are accorded special long-term capital gain or 10-year income averaging treatment, or may
be rolled over, tax-free, to an individual retirement account (IRA) or to another qualified plan,
and (4) limited estate and gift tax exclusions may be available. A qualified defined contribution
plan is a tax- quahﬁed plan under which each participant’s benefit is based solely on the balance
of the participant’s account consisting of contributions, income, gain, expenses, losses, and for-
feitures allocated from the accounts of other participants. A qualified defined benefit pension
plan is a tax-qualified plan that specifies a participant’s benefit independently of an account for
contr:butn{:ns etc. (e.g., an annual benefit of two percent of average pay for each year of employ-
ee service!

®)
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Qualified defined contribution plans

If an employer maintains a qualified defined contribution plan,
the plan is required to meet the minimum standards relating to
participation, vesting, and, in the case of certain defined contribu-
tion plans, funding. Benefits under defined contribution plans, how-
ever, are not guaranteed by the PBGC.

Overall limits are provided with respect to the amount of the
annual addition (i.e., employer contributions, a portion of the em-
ployee contributions, and reallocated forfeitures) credited to an em-
ployee’s account for a year under a qualified defined contribution
plan. In addition, there are limits on the extent to which an em-
ployer may deduct contributions to these plans.

Under present law, if an employer makes a one-time contribution
to a qualified defined contribution plan for the purchase of an an-
nuity contract to provide cost-of-living adjustments to benefits
under the employer’s defined benefit plan, the contribution may
not cause the annual additions for the year with respect to a par-
ticipant to exceed the overall limits.

Qualified plan requirements
Minimum participation
Under present law, a qualified plan (defined benefit or defined
contribution) generally may not require, as a condition of plan par-

ticipation, that an employee complete more than one year of serv-
ice or attain an age greater than 25 (Code sec. 410).

Vesting

The rules relating to qualified plans generally require that a
plan meet one of three alternative minimum vesting schedules
(Code sec. 411(a)). Under these schedules, an employee’s right to
benefits derived from employer contributions become nonforfeitable
(vest) to varying degrees upon completion of specified periods of
service with an employer.

Under one of these schedules, full vesting is required upon com-
pletion of 10 years of service (no vesting is required before the end
of the tenth year). Under a second schedule, vesting begins at 25
percent after completion of five years of service and increases
gradually to 100 percent after completion of 15 years of service.
Under these two vesting schedules, all years of service with the
employer maintaining the plan after attainment of age 22 general-
ly must be taken into account for purposes of determining an em-
ployee’s vested percentage. The third schedule takes both age and
service into account, but in any event requires 50 percent vesting
after 10 years of service and an additional 10 percent vesting for
each year thereafter until 100 percent vesting is attained after 15
years of service. Under this schedule, all years of service with the
employer must be taken into account for purposes of determining
an employee’s vested percentage if, during those years, the employ-
ee participated in the plan.

For years beginning after 1983, more rapid vesting is required
under a top heavy plan.



Benefit accruals

Present law requires that a participant in a qualified plan accrue
(earn) the benefit provided by the plan at certain minimum rates
(Code sec. 411(b)). The accrual rules are designed to limit backload-
ing of benefits. Under a backloaded accrual schedule, a larger por-
tion of the benefit is earned in later years of service.2 Accordingly,
under a plan with backloaded accruals, an employee who separates
from service before reaching retirement age earns a disproportion-
ately lower share of the benefit payable at retirement age.

Funding

Present law requires that the benefits provided under a qualified
defined benefit plan must be funded by the employer at certain
minimum rates based on reasonable actuarial assumptions and the
use of acceptable funding methods. These funding rules are de-
signed to ensure that the plan will have sufficient assets to pay the
participant’s benefits when the participant retires. Certain defined
contribution plans are also subject to minimum funding require-
ments.

Nondiscrimination

The benefits or contributions under a tax-qualified plan must not
discriminate in favor of employees who are officers, shareholders,
or highly compensated. In addition, the plan must meet standards
designed to assure that the classification of employees covered by
the plan is not discriminatory. The coverage rules provide that a
qualified plan must include as participants enough employees to
satisfy one of the following tests: (1) 70 percent of all employees, (2)
80 percent of all eligible employees if at least 70 percent of all em-
ployees are eligible, or (3) coverage of employees who qualify under
a classification that does not discriminate in favor of employees
Zvllz)(zb ;re officers, shareholders, or highly compensated (Code sec.

Limits on contributions and benefits

Under a qualified defined contribution plan, the overall limit on
the annual addition with respect to each plan participant generally
is the lesser of (1) 25 percent of compensation for the year or (2)
$30,000.3 Under a qualified defined benefit plan, the annual benefit
derived from employer contributions generally is limited to the
lesser of (1) 100 percent of high three-year average compensation or
(2) $90,000.* If an employee participates in a qualified defined con-

2 For example, a plan’s benefit formula might provide a benefit equal to two percent of aver-
age compensation multiplied by the number of years of plan participation. Under the minimum
standards, a plan’s accrual formula might provide that 2-1/7 percent of this benefit is earned for
each of the first 20 years of service and that 2-6/7 percent of the benefit is earned for each of
the next 20 years of service. An employee who separated after 20 years of service would have
earned 42-6/7 percent (2-1/7 percent X 20) of a benefit equal to 40 percent (two percent X 20) of
average compensation. The benefit would be 17-1/7 percent of the employee’s average compensa-
tion (42-6/7 percent X 40 percent of average compensation). If the benefit accrual had been
equal for each year of plan participation (2-1/2 percent of the benefit per gear of participation),
the hen)eﬁt earned would have been 20 percent of average compensation (20 X 2.5 percent X 40
percent).

¥ Beginning in 1986, this amount will be adjusted for inflation.

* Beginning in 1986, this amount will be adjusted for inflation.
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tribution plan and a qualified defined benefit plan maintained by
the same employer, the fraction of the separate limit used by each
plan is computed and the sum of the fractions is subject to an over-
all limit.

In addition, present law provides that no deduction by the em-
ployer is permitted for any year for employer contributions used to
provide any benefits or annual additions in excess of the overall
limits applicable to that year. Thus, in the case of a qualified de-
fined benefit plan, no benefits in excess of the overall limits may
be taken into account for purposes of computing the applicable de-
duction limit. Similarly, contributions taken into account in com-
puting an employer’s deduction for contributions to a qualified de-
fined contribution plan must be reduced by the amount by which
the annual addition for an employee exceeds the overall limit for
the employee.

Guarantees

Under present law, a qualified defined benefit pension plan must
pay annual premiums to the PBGC for each plan participant. The
PBGC guarantees certain plan benefits in the event the plan termi-
nates when there are insufficient assets to pay guaranteed benefits.
Benefits under qualified defined contribution plans are not guaran-
teed by the PBGC.

Supplemental retirement benefits

A qualified defined benefit pension plan may provide for cost-of-
living adjustments to the benefits of retired employees. These ad-
justments, however, may not cause the benefits under the plan to
exceed the overall limits under qualified plans. Similarly, an em-
ployer may make a one-time contribution to a qualified defined
contribution plan for the purchase of an annuity contract to pro-
vide cost-of-living adjustments to benefits under the employer’s de-
fined benefit plan if the contribution does not cause the annual ad-
dition with respect to any plan participant to exceed the overall
limits under qualified plans.

These cost-of-living adjustments would be subject to the general
rules relating to participation, vesting, benefit accrual, and funding
that are applicable to qualified plans. Supplemental benefits pro-
vided under a qualified plan would be taxable under the general
rules providing for tax treatment of distributions from or under
qualified plans. Accordingly, these benefits generally would be in-
cludible in income when distributed by the plan. Supplemental
benefits provided under a qualified defined benefit pension plan
may be guaranteed by the PBGC.

Cost-of-living adjustments may also be provided in a nonqualified
supplemental welfare plan if the plan meets certain standards pre-
scribed by the Department of Labor. Under the Department of
Labor standards, the plan must provide that (1) payment is made
for the purpose of supplementing the pension benefits of a partici-
pant out of the general assets of the employer or a separate trust
fund established and maintained solely for that purpose, (2) the
maximum amount payable generally cannot exceed a percentage of
the employee’s retirement benefit equal to the increase in the Con-
sumer Price Index, and (3) the payment may not be made before
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the last day of the month with respect to which it is computed. If a
supplemental plan meets these requirements, it is treated as a wel-
fare plan rather than a pension plan. Welfare plans are not sub-
ject, under ERISA, to the minimum standards relating to participa-
tion, vesting, benefit accrual, and funding. In addition, these bene-
fits are not guaranteed by the PBGC.

Benefits provided under a nonqualified supplemental plan that
meets the Department of Labor standards are taxable when paid if
they are paid out of the general assets of the employer. If the bene-
fits are paid out of a separate earmarked trust fund, generally the
value of the benefits would be includible in income when the em-
ployee’s right to the benefits is not subject to a substantial risk of
forfeiture (Code sec. 83). Under a nonqualified supplemental plan,
no employer deduction is permitted for contributions to the plan
until the benefits are includible in income of the employee.

Issues

The issues are (1) whether employers should be further encour-
aged to provide cost-of-living adjustments for pension benefits and
(2) the level of security that should be provided to employees with
respect to such adjustments.

Explanation of the Bill

The bill would provide that a defined contribution plan main-
tained by an employer does not fail to satisfy the requirements for
tax qualification merely because the plan includes a “qualified sup-
plemental benefit arrangement.” The latter term would be defined
to mean an arrangement that supplements the retirement benefit
to which an employee is entitled under one or more defined benefit
pension plans of the employer (the “primary retirement benefit”)
and that meets certain other requirements.

The bill would require that if a qualified defined contribution
plan provides a qualified supplemental benefit arrangement, the
arrangment must be available to any participant in a defined bene-
fit pension plan of the employer who (1) is employed by the employ-
er at the time the individual attains the earliest age at which the
primary retirement benefit may be paid or becomes disabled and
(2) is entitled to a primary retirement benefit at that time. In addi-
tion, the arrangement must permit an eligible participant to elect
to purchase an individual or group annuity contract (including a
guaranteed investment contract or similar arrangement) from an
insurance company licensed to do business under the laws of any
State. Under the bill, the election must be provided in the earlier
of (1) the year in which the participant attains normal retirement
age and retires or (2) the year in which payment of the primary
retirement benefit begins. Payments under the annuity contract
may not begin earlier than the year after the year in which the
election is made.

Under the bill, the amount of the qualified supplemental benefit
must be computed as a percentage of the participant’s primary re-
tirement benefit. The bill would permit the employer and partici-
pant to share the cost of the annuity in any proportion. In no
event, however, could the portion of the supplemental benefit at-
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tributable to employer contributions exceed the greater of (1) three
percent of the primary retirement benefit or (2) a percentage of the
primary retirement benefit equal to a seven-year average of the
cost-of-living increase (determined using the appropriate Consumer
Price Index or other comparable index selected by the Treasury De-
partment).

The bill would provide that a qualified supplemental benefit ar-
rangement would not be discriminatory if the classification of em-
ployees eligible to benefit under the arrangement satisfies the gen-
eral rules relating to coverage of employees under a qualified plan
(Code sec. 410(b)). Pre-retirement vesting in benefits under a quali-
fied supplemental benefit arrangement would not be required and
no accrual of the benefit would be required until the employee at-
tains the earliest age at which retirement benefits may be paid or
the employee becomes disabled. Accordingly, an employee who
severs employment with the employer before retirement age would
not be entitled to the qualified supplemental benefit. Qualified sup-
plemental benefits would not be guaranteed by the PBGC.

If the supplemental arrangement is part of a profit-sharing plan,
the bill would permit an employer to make contributions to the ar-
rangement contingent upon profits for the year. If no employer
contributions are made for a year, an employee who elected to par-
ticipate in the arrangement for the year would be entitled to a
refund of employee contributions. In addition, the employee would
be entitled to participate, in any year in which the employer makes
contributions, before any employee who made the election to par-
ticipate at a later date.

Under the bill, contributions of the employer or the employee to
a qualified supplemental benefit arrangement are not treated as
annual additions for purposes of the overall limits on contributions
and benefits. An employer would be allowed a deduction for contri-
butions to a qualified supplemental benefit arrangement without
regard to the usual limits on deductions for contributions to a
qualified plan.

The tax treatment of benefits under a qualified supplemental
benefit arrangement would be determined under the general rules
relating to the tax treatment of benefits under qualified plans.
Thus, in general, the benefits would not be includible in income
until they are distributed.

Effective Date

In general, the bill would be effective for taxable years beginning
after December 31, 1982. The provision of the bill relating to the
overall limits on contributions and benefits under qualified plans
would be effective for years (within the meaning of Code section
415) beginning after December 31, 1982.



2. S. 1550 — Senators Chafee, McClure, and Grassley

Treatment of Foreign Income Taxes on Certain U.S. Construction
Contract Services

Present Law
U.S. treatment of foreign taxes—in general

U.S. persons! are taxable on their worldwide income, including
their foreign income. U.S. taxpayers have a choice between two
methods of treating foreign income taxes on their U.S. returns.?
Taxpayers may (1) deduct foreign income taxes from taxable
income, or (2) take full, dollar-for-dollar, credit for foreign income
taxes.

The foreign tax credit is limited so that it may reduce U.S. tax
on foreign income, but not U.S. tax on U.S. income. Taxpayers may
not mix methods during any one year; i.e., a taxpayer who chooses
to credit any foreign income taxes may not deduct any other for-
eign income taxes that year. 3

Taxpayers generally must deduct, and cannot credit, foreign
taxes (like excise taxes or property taxes) that are not income
taxes.

Foreign tax credit

The foreign tax credit was enacted to prevent U.S. taxpayers
from being taxed twice on their foreign income—once by the for-
eign country where the income is earned and again by the United
States as part of the taxpayer’s worldwide income. The foreign tax
credit allows U.S. taxpayers to offset the U.S. tax on their foreign
income by the income taxes paid to a foreign country. Foreign tax
credits may not offset U.S. tax on domestic income.

This foreign tax credit system embodies the principle that the
country in which a business activity is conducted (or in which any
income is earned) has the first right to tax any or all of the income
arising from activities in that country, even though the activities
are conducted by corporations or individuals resident in other
countries. Under this principle, the home country of the individual
or corporation has a residual right to tax income arising from these
activities, but recognizes the obligation to prevent double taxation.

1 U.S. persons are U.S. citizens, U.S. residents, U.S. partnerships, U.S. corporations, and, gen-
erally, U.S. trusts and estates (Code sec. T701(a}30)).

2 Foreign income taxes include income, war profits, and excess profits taxes paid or accrued
during the taxable year to any foreign country (or possession of the United States).

® In most cases, taxpayers prefer a reduction of U.S. tax over a reduction of taxable income.
Therefore, most taxpayers elect the foreign tax credit, and do not deduct foreign income taxes.
Sometimes, however, a deduction is more helpful than a credit. A taxpayer whose return shows
a net operating loss can increase that loss by deducting foreign taxes. The taxpayer may be able
to deduct that net operating loss in a later year. That taxpayer could not benefit from a foreign
tax credit, at least in the year of the loss (taxpayers may carry excess foreign tax credits back
for two years and forward for five).

(12)
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Some countries avoid double taxation by exempting foreign-source
income from tax altogether. However, most countries, including the
United States, avoid double taxation through a foreign tax credit
system, providing a dollar-for-dollar credit against home country
tax liability for income taxes paid to a foreign country.

A credit is also provided for a tax paid in lieu of a foreign income
tax which is otherwise generally imposed (Code sec. 903).

Foreign tax credit limitation

A fundamental premise of the foreign tax credit is that it should
not offset the U.S. tax on U.S. source income. Accordingly, a statu-
tory formula limits the foreign tax credit to insure that the credit
will offset only the U.S. tax on the taxpayer’s foreign income. This
limitation tends both (1) to prevent other countries from taxing the
U.S. tax base, and (2) to discourage U.S. taxpayers from operating
in countries that tax the U.S. tax base. Without the limitation,
U.S. taxpayers who paid enough high foreign taxes might operate
tax-free in the United States. U.S. taxpayers would tend to become
indifferent to high foreign tax rates, because the U.S. Treasury
would absorb the foreign tax burden.

The limitation operates by separating the taxpayer’s total U.S.
tax liability before tax credits (“pre-credit U.S. tax”) into two cate-
gories—U.S.-source taxable income and foreign-source taxable
income.* Computing the limitation involves finding the ratio of for-
eign-source taxable income to total (pre-credit) taxable income. This
fraction is multiplied by the total pre-credit U.S. tax to establish
the amount of U.S. taxes paid on the foreign income. This amount
is the upper limit on the foreign tax credit.

The following example illustrates the computation of the foreign
tax credit limitation. Assume that the U.S. taxpayer has foreign-
source taxable income of $300 and U.S.-source taxable income of
$200 for total taxable income of $500. Assume further that the pre-
credit U.S. tax on the $500 is $230 (i.e., a 46-percent rate). Since 60
percent ($300/8500) of the taxpayer’s total worldwide taxable
income is from foreign sources, the foreign tax credit is limited to
$138, or 60 percent of the $230 pre-credit U.S. tax. Thus, a taxpayer
with foreign taxes paid in excess of $138 will only be allowed a for-
eign tax credit of $138 (the excess taxes paid may be carried to
other years) and if the taxpayer has paid less than $138 in foreign
taxes he will have a foreign tax credit equal to the amount of the
taxes paid.

Taxpayers may credit any country’s income tax so long as total
foreign income—whether or not from that country—is high
enough. Thus, one country’s high tax may offset U.S. tax on
income from a country that imposes no tax or a low tax. This is an
“overall” limitation.

A taxpayer may credit taxes that foreign countries impose on
U.S. income if total foreign income is high enough.

+ The pre-credit U.S. tax is the U.S. tax before all credits, that is, before the investment tax
credit and other credits as well as the foreign tax credit.

24-910 0 - 83 -- 3
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Source of income — U.S. or foreign

For the foreign tax credit mechanism to function, every item of
income must have a source, that is, it must arise either within the
United States or without the United States. A source rule is impor-
tant because the United States acknowledges that foreign countries
have the first right to tax foreign-source income, but the United
States insists on imposing its full tax on U.S.-source income.

The United States treats compensation for personal services per-
formed in the United States as U.S.-source income (sec. 861(a)(3)).
This income is U.S.-source income even though the person paying
for the services resides in a foreign country and uses the services in
a foreign country. For example, payments for a blueprint drawn in
the United States for use in a foreign country are U.S.-source
income. (If that foreign country taxes those payments, those taxes
may be creditable income taxes, but a U.S. recipient with excess
foreign tax credits cannot credit them. The taxpayer will be able to
credit these foreign income taxes only if he or she has enough
income from foreign sources that is subject to foreign tax at less
than the U.S. rate.)

The United States Model Income Tax Treaty (which represents
the U.S. negotiating position) and the Model Treaty of the Organi-
zation for Economic Cooperation and Development adopt the U.S.
statutory rule that only the country where the services are per-
formed may tax this ihcome (Article 7 (Business Profits), Article 14
(Dependent Personal Services), and Article 15 (Independent Person-
al Services)). Most developed countries use this rule.

Some foreign countries, especially developing countries, have a
tax source rule different from the U.S. rule, however. They treat
income from personal services as having its source in the country
where the services are used. Generally, in a developing country,
the total value of services used is greater than the total value of
services performed. A place-of-use source rule therefore gives a de-
veloping country a broader tax base than a place-of-performance
source rule. Like the United States, these countries will insist on
taxing income from sources within their borders. These countries
also insist on using their own source rules. Therefore, these coun-
tries and the United States insist on taxing the same income.
Double taxation arises.

The United States has few treaties with developing countries.
However, under the income tax treaty between the United States
and Morocco, payments from the Government of Morocco to a U.S.
person for technical and economic studies have their source in Mo-
rocco (Articles 5(3) and 12(3)(c)). Payments from the private sector
to U.S. persons for services for use in Morocco still have their
source in the United States.

Problem of excess foreign tax credits

Under the U.S. rules described above, U.S. taxpayers may pay
more foreign income taxes than they can credit on their U.S. tax
returns. Such taxpayers have “excess foreign tax credi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>