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PreTace

The purpose of this compendium is to assemble in
one volume results from all of the recent studies
conducted in the international income and taxes area
by the Statistics of Income Division, Internal
Revenue Service . The majority of data presented
here are for Tax Years 1979 through 1983 . The
material selected for this c(xnpendium is comprised
chiefly of articles, tabulations of data, and
facsimiles of tax forms and instructions . This
material is intended as a reference sounce for
statisticians, economists and other researchers with
interests and responsibilities in the international
area . However, the reader unfamiliar with these
studies can also gain an understanding of them from
the articles .

As briefly mentioned above, this compendium
contains a variety of material . It begins with

reprints of two papers presented at the 1984 annual
meeting of the American Statistical Association

(ASA) . These papers provide an overview of the 13

studies in the international area . There are also

12 articles which were previously published in the
Statistics of Income Bulletin and four articles
presented tor the first time . (For citation

purposes, these Statistics _ of Income Bulletin
articles are li sted separateTy as part or this

preface .) Several tabulations of data from various
studies are also being made available for the first
time in this compendium . Finally . there is a
section showing facsimiles of the forms and
schedules filed with the Internal Revenue Service
and used as the bases for the studies . This section

also contains facsimiles of selected instructions
for the forms and schedules .

With the exception of the overview (Section 1)
and the forms and instructions (Section 15) . the

Co e IN of
Statistics of Income Studies of

Nffle-ranq.tlonar
I

n
come a"u iaxeb ii organized such

that each section contains information on a Spec-C
topic . The topics covered are :

1 . Corporate foreign tax credi t
Z . Controlled Foreign Corporations
3 . Domestic International Sales

Corporations

4 . Foreign corporations with income
derived from U .S . source s

5 . Domestic corporations with 50 percent
or more ownership by a foreign entity

6. U .S . possessions corporations

7 . Individual foreign tax credit
8. Individual income earned abroad
9. U .S . possessions excluded income
10. Nonresident alien income and tax

withhel d
11 . International boycott reports
12 . Foreign trusts
13 . Nonresident alien estates

It is suggested that readers using this compendium
begin by looking at the overview and then the
introductions at the beginning of each section .
Each introduction includes a table of contents for
that section .

Specific information for a given topic on sample

selection and variability and nonsampling data
limitations are shown in the 'Data Sources and

Limitations" section of the articles contained in
this compendium . In addition to this information . a

general description of Statistics of Income (SOO

sampling procedures and data limitations is
available in the Appendix of the SOI Bulletins .

Contained in the "Notes and References' section
of a specific ASA paper or SOI

-
Bulletin article,

which has been reprinted, are reTe-rences to other
papers or articles . The reader should note that
many of these other papers or articles being
referenced are also included in this compendium.

The current volume represents only a sampling of
the statistical information that might be of value
to practitioners and researchers . Unfortunately .
ecause of disclosure considerations, no microdata

public use tape files can generally be released .
However, special tabulations not included in this
compendium can be produced, using SOI data, upon
request on a reimbursable basis . Requests for this
service should be . addressed to the Director .
Statistics of Income Division, D :R :S, Internal
Revenue Service, Washington, DC 20224 .

I
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This compendi um is comprised chiefly of articles,
tabulat i ons of data and facsimiles of tax forms andinst ruc '1 0

n
s

. T~a facsimiles and several
tab

u
la i n f data from various studies are being

lio 1 0made available for the first time in this
compendium . There are also four new articles
contained in Sections 10, 11, 13, and 14 . The other
12 articles included in this compendium are
reprinted from the Statistics of Income Bulletin .

For reference purposes, these articles are T-sted
below.

Articles References

"Nonresident Alien Income an d
Tax Withheld, 1971-1979. .. . . . . . . . . . . . Pages 34-38
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Content s

introduction . 1

"Statistics of Income Studies of

International Income and Taxes : An

overview ." 3

"Statistics of Income Studies of
International Income and Taxes : A Brief
Description of the Studies," 9

This section is designed to provide the
reader with an introduction to the various
foreign and international area studies
conducted by the Statistics of Income (SOI)
Division of the Internal Revenue Service . The

two papers listed above were presented at the
1984 annual meeting of the Americari
Statistical Association (ASA) .

The first paper is separated into two
segments; the first deals with the foreign

%Ov%~l vl~_Ww %# I

of International
Income and Taxes

I

ac,,vity of U .S . corporations, and the second
describes the activity of foreign corporations
in the United States and foreign interests in
U S . corporations. These domestic and foreign
corporations account for a major portion of
the international business activity . The
second paper briefly summarizes each of the 13
studies conducted by the SUI Division .
Selected historical aspects of U .S . tax
legislation are discussed in relation to the
studies . There is also information on the
plans by the SOI Division for future studies
through Tax Year 1990 . Both of these papers
include statistical data which were tabulated
from income tax returns and information
reports filed with the Internal Revenue
Service .

The reader is referred to Sections
through 14 for more complete discussions and
data presentations of each SOI study . Copies
of tax forms and instructions related to the
studies are contained in Section 15 of this
compendium .

1



Arthur Gianelos and James Hobbs, Internal Revenue Servic e

This paper will briefly describe selected
foreign and international area studies presently
conducted by the Statistics of. Income Division
of the internal Revenue Service . Most of the
foreign area statistics prepared in these
studies are for the Office of Tax Analysis in
the Office of the Secretary of the Treasury, as
well as for the staff of the Congressional Joint
Committee on Taxation M .

At the present time there are 13 studies with
data tabulated from income tax returns and sche-
dules filed by corporations, individuals, part-
nerships, estates and trusts . The majority of
these studies deal with corporations, which is
our focus here [2] .

This paper will be separated into two seg-
ments ; the first deals with the foreign activity
of U .S . corporations, and the second describes
the activity of foreign corporations in the
United States and foreign interests in U .S .
corporations, based on tax returns filed by
these corporations .

International operations of U .S . corporations
during the past twenty years have grown rapidly
with overseas income making a substantial con-
tribution to U.S . corporate total income and
foreign investment accounting for a sizable
portion of total investment by U .S . corpor-
ations . On the other, hand, the investments of
foreign firms in the U .S . during 1977 through
1981, although still not as large in dollar size
as U .S . overseas investments, have increased at
a more rapid rate . According to Department of
Commerce data [31, foreign direct investment in
the U .S . was $34 .6 billion in 1977, and four
years later amounted to $90 .4 billion, a 161
percent increase . Foreign direct investment by
U .S . firms during the same period increased 56
percent ($146 .0 billion to $228 .3 billion) .

The growth of these investments (both domestic
and foreign) and the movement bf capital across
i nternational borders gives rise to competing
tax claims . The United States generally taxes
the income of its citizens on the basis of
residence and source as do most countries [4] .

in foreign markets by measuring their foreign
source taxable income and the amount of foreign
tax credit claimed on their U.S . income tax
returns .

Domestic Internatinal !1es Cgr,oration, --.,s,~
AmFerican corporations

ng fo
gage in bus-

iness activity abroad have many options -- one
of these options is to form what is called a
"Domestic international Sales Corporation" (or a
DISC) . This type of corporation was established
by law in . 1972 . A system of tax deferral was
set up so that only part of DISC profits were
taxed to their shareholders (mostly U .S . parent
corporations) . The remaining profits could be
deferred from tax indefinitely . The purpose of
the law was to increase United States exports
and make domestic product.~ more competitive in
the foreign markets .
From 1970 to 1972, United States domestic

exports increased 15 percent, to $49 billion in

1972 . After DISC's entered the picture,

however, in 1972, domestic exports increased
substantially reaching nearly $100 billion in

1974 . They continued to rise through 1981 to

$229 billion [53 . However, in 1982 and 1983,
exports dropped because of recessions in other
industrial countries, the financial problems
encountered by lesser developed countries, the
drop in world-wide oil sales affecting our
exports to oil producing nations, and the rise

in the value of the dollar making our . exports

more expensive, to cite some of the causes .

While data for DISC export activity is cur-
rently available through 1980, it seems probable
that exports by DISC'S would be similarly af-
fected after 1980, since Figure I indicates both

Figure 1- United States Domestic Exports and
Ex orts by Domestic International
583.es Corporation s

Billion Dollar s

25 0

FOREIGN ACTIVITY OF UNITED STATES CORPORATIONS

The first section of this paper presents a n
overview of three studies that deal with the
foreign activity of U .S . corporations based on
their tax returns . The first describes the
special type of corporation called a Domestic
International Sales Corporation (or DISC), and
its trade activities compared to total U. S .
domestic exports . Next is the Controlled
Foreign Corporation s tudy which presents data
for foreign corporations controlled by U .S .
corporations . These corporations represent a
permanent establishment in the foreign country,
as opposed to the DISC's . Finally, the
corporate foreign tax credit study also gives an
indication of the U .S . corporation involvement

200

15 0

10 0

50

'72 '74 '76 '78 80 Years
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I

4 Figure 2 . -- Number of Controlled Foreign Corporations and Selected Data for
U .S . Corporation Returns and U.S . Corporation Returns with Total
Assets of $250 Million or More, with Controlled Foreign
Corporations, 1980
(money amounts are in thousands of dollars )

Selected Items

Number of U .S . corporation returns
with CFC's . . . . . . . . . . . . . . . . . . . . . . . .

Number of CFC's . . . . . . . . . . . . . . . . . . . . . . .

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . .
Business receipts . . . . . . . . . . . . . . . . . . . . .
Current earnings and profit s

(less loss) before tixes . . . . . . . . . .

Includable income of CFC's (Subpart F)
Foreign income taxes (net) . . . . . . . . . . . .

Distributions, total I/ . . . . . . . . . . . . . . .

Dividends paid to-U .S . parent

corporations 2/ . . . . . . . . . . . . . . . . . . .

Al I U. S .
Corp rations

4,799
35,471

508,032
699,003

47,622
2,579

16,440
14,116

U .S . .Corporations
with Total Assets of
$250 Million or More

951
24,138

477,828
652,490

10,652 10,083 94 . 7

I/ Includes distributions out of other than earnings and profits .
T/ only out of earnings and profits.

domestic exports and exports by DISC'S tend to
move in the same direction and generally at the
same rate .

The -spread" shown in Figure I represented by
the shaded area is the difference between do-
mestic exports and DISC exports . These differ-
enc es averaged $30 billion a year until 1978
when the amount of domestic exports each year
began to exceed the annual increase of DISC
exports until in 1980, the difference was $63
billion . The DISC legislation provided a
one-time increase in exports through 1978, after
which there was a small measurable DISC effect
[6) .

Contr2ll_ed Eoreiq~ Corporations -- The mostme t
common

god used y
domestic corporations who

engage in foreign activities Is to establish
subsidiary corporations in foreign countries,
Such foreign subsidiaries, whose voting stock is
more than 50 percent controlled by U .S . corpor-
ations, are referred to as "Controlled Foreign
Corporations' . .

In 1980, Controlled Foreign Corporations num-
bered 35,471 and were controlled by 4,799 U .S .
corporations filing their tax returns . The
average total assets (a measure of investment)
for these corporations more than tripled since
1962 when the data began to be tabulated indi-
~atinq that the size of these corporations have
increased relative to their number . ( In 1962,
there were 12,073 CFC's with an estimated $46
billion of assets . For 1980, the 35,471 CFC's
had assets of $508 billion .) it indicates, in
part . that the size of the initial foreign
investment has increased so that, for the most
part . only the larger U .S . corporations can
afford to invest abroad, whether by internal
(the U .S . corporation supplies its own funds) or
external sources (the funds needed are borrowed
abroad) . Thus, Figure 2 shows that for 1980
over 90 percent of the assets and profits earned

abroad of these forel gn corporations were

controlled by "large" U .S . corporations .

Of the total, 29,107 foreign corporations were
actively engaged in a trade or business, the
remainder merely represented a presence in the
foreign cou ntry . Figure 3 shows that nearly 90
percent of the number of active foreign corpo-
rations were actively engaged in either
mapufacturing, trade, financial, or service
activities, and they also accounted for
slightly over 90 percent of the total assets .
Manufacturing firms led all other industries i n

Figure 3 . --Distribution of Active controlled
Foreign Corporations by Selected

Industry and Assets, 198 0

Active Corporations Total Asset s

1-9,10 7

11% All other

44,502 93.4
2,431 94. 3
15,316 93.2
13,421 95 . 0

14%

13%

24 %

38%

Percent
of Tota l

19 .8
68 .0
94 .1
93 . 3

$506 Billion

9 %

Services

Finande

Trad e

Manufacturing

26%

16'

45%

i

both number and assets ; however, their relative
importance has declined because of the more
rapid growth of financial and service
corporations in recent years .

Figure 4 portrays the most popular locations
where these corporations were established . it
should be pointed out that some corporations are
established in one country and do business prin-
cipally in another country, but our studies
indicate that over 90 percent of them conduct
their bu

s
iness in the same country in which they

were organized . The countries shown in Figure 4
represent the top ten countries of the world
that domestic corporations were inclined to
establish a base for foreign operations 03 .
Canada is the favorite location of American
companies engaged In foreign activity . These
Canadian companies accounted for 15 percent of
the total number and nearly one-fifth of total
assets of all these foreign corporations in 1980 .

Figure 4 . --Distribution of Controlled Foreign
Corporations in the World, 1980

Total : 35,471

West Germany

Rest of
World

France 5y~
Australia 4%
Netherlands 4%
Brazil 4%
Mexico 3%
Switzerland 3%
Italy 3;

~o Credit -- One indicator.,~,or!te 12~~I n Ta xRi t7
shi

'inent or
American corporations

in foreign markets is the amount of "Foreign
source taxable income" reported by corporations
eligible to claim '-a foreign tax credit on their
tax returns [8] . This foreign taxable income
~rimarily consists of profits earned by thei r
branches" in foreign countries, and dividends

di
s
tributed to them by their subsidiary foreign

corporations . It also includes income received
from foreign sources such as rentals, royalties .
I nterest, and compensation for services per-
formed .

Foreign source taxable income for corporations
with foreign tax credits, rose from nearly $3
billion In 1960, to over $70 billion I n 1980 .

During the same period, the total United States
taxable income (which is the basis for computing
tax liability) reported by these corporations
also increased by $118 billion to $138 .6 bil-
l ion . Although the amount of foreign source
taxable income is substantial . Sam
understatement does exist . U.S . corporations
with deficits, (domestic losses off-setting
foreign source income), are not eligible to
claim the foreign taxes paid that year (al-
though available for other years) . In spite of
the understatement, taxable income reported by
corporations with foreign tax credits was nearly
60 percent of the taxable income for all U .S .
corporations .

Figure 5 . --Foreign Source Taxable Income as a

Percent of Total Taxable Income

Percen t

5 0

4 0

20 '

10 4

1960 1970

Corporations with

Foreign Tax Credit

1980

Using the amount of taxable income reported by
domestic corporations that claimed a foreign tax
credit, a percentage of the portion that foreign
source taxable income cont~ibuted to the total
taxable income can be derived . That percentage
is plotted for certain years in Figure 5 . It
reveals that the percentage increased from 13
percent in 1960 to over 50 percent in 1980 .
indicating the overall growing importance of
foreign activity engaged In by domestic corpo-
rations.

Generally, domestic corporations are subject
to tax on their worldwide income . When part of
that income is earned in foreign countries, the
income may also be subject to tax in that coun-
try . In order to prevent double taxation of the
same income, United States law permits corpo-
rations to claim a credit (or a deduction)
thereby reducing their income tax for the taxes
paid to the foreign country . In effect, the
corporation pays the higher of the United States
tax rate or the overall foreign country tax rate
on Its foreign source Income .

Figure 6 shows the growth of the foreign tax
credit claimed by corporations during the past
55 years . From 1925 until 1960, foreign tax
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6 Figure 6 . -- Growth of the Corporation Foreign
Tax Credit, 1925 - 1981
(millions of dollars )

Tax Year

Foreign Tax
Credit
Claimed Tax Year

Foreign Tax
Credit
Claimed

1925 . . . . . 20
1930 . . . . . 29
1935 . . . . . 32
1940 . . . . . 58
1945 . . . .. 96
1950 . . . . . 464
1955 . . . .. 959
196U . . . . . 1,224

1965 . . . . . . 2,616
1970 . . . . . . 4,549
1972 . . . . . . 6,315
1974 . . . . . . 20,753
1976 . . . . . . 23,579
1978 . . . . . . 26,357
1980 . . . . . . 24,880
1981 . . . . . . 21,82 9

credit rose steadily from a level of $20 million
to one and a quarter billion dollars . The dec-
ade of the sixties shows an increase in the
credit nearly three times greater during this
decade alone as compared to the preceding 35
years .

The foreign tax credit rose to record levels
($37 billion in 1979) during the decade of the
seventies . The $32 billion increase in this ten
year period was affected by Such events as the
OPEC induced rise in petroleum prices, and
increased foreign activity of U .S . corporations .

The decade of the eighties, on the other hand,
unlike the sixties and seventies, began with a
decline in the amount of foreign tax credit
claimed . The decline for 1980 and 1981 in the
credit resulted from the foreign nationalization
of certain oil interests in the Middle East .
Corporations involved in oil related activities
play a major role in the foreign tax credit .
The use of the tax credit for certain foreign
income taxes was not allowed ; requiring the use
of a tax deduction instead, which reduced for-
eign earnings--and when coupled with lower
corporate profits, the amount of ~foreign tax
credit eligible to be claimed was adversely
affected--declining to $22 billion in 1981 [9] .

ACTIVITY OF FOREIGN CORPORATIONS AND INTERESTS
IN THE UNITED STATES

This section of the paper deals with the acti
-vi ty of foreign corporations in the United

States . Two sources of IRS information will be
used : (I I data on U .S . branch operations of
foreign corporations ; and (2) data on U .S .
domestic corporations that are 50 percent or
more owned by foreign interests . Taken together
both sources have recently shown sharp increases
in foreign operations in the United States .

es F110-i2n ~2rgrati2n ;,wjth Inc .. Derived from
U .b . U_

or
e Toreign corporafl-ons

engaged--Tn a trade or business in the United
States only that income which is "effectively
connected" with the U .S. trade or business is
tabulated and included in these statistics [10] .

In terms of the amount of business conducted
in the United States by these foreign companies

--using total receipts as a guide--most of the
income was received by banks--primarily interest
I nc ome . Figure 7 compares the total receipts
and number of these type of foreign corporations
engaged in U .S . business operations for 1977 and
1981, as well as the principal business activity
accounting for the largest percentage of total
receipts and number of corporations In 1981 .

In 1977, the total receipts of foreign banks
operating In the United States accounted for 22
percent of all receipts of these foreign corpor-
ations and jumped to 68 percent in 1981, indic-
ating the significant growthiof foreignsbanking
interests. (For example, n 1978, orne 5
foreign bank branches operated in Chicago hand-
ling overseas investments coming into the United
States .) While the receipts of banks went up
during the period, the number of banks as shown
in Figure 7, accounted for only 2 percent of the
total number of foreign corporations . Thus, the
relatively few foreign banks tended to have
large operations in the United States .

Figure 7 . -- Number and Total Receipts of
Foreign Corporations Engaged in
Banking and Real Estate Activities
in the United States, 1977 and 1981

Foreign Corporations 1 1977 1 1981,

Total number . . . . . . . . . . . . . . . 3,093 9,350
Banking corporations . . . .. 131 207
Real estate corporations . 1,462 5,65 8

(millions of dollars )

Total receipts . . . . . . . . . . . . . 10,398 37,281
Banking corporations . . . . . 2,654 25,374
Real estate corporations. 257 1,242

The same figure also Shows that numerically,
real estate companies operating in the United
States for their foreign owners dominated the
numbers . While we cannot discuss information

f
iled with the I .R.S., public sources of inform-

.tion show, for example, that during the seven-
ties, the oil sheiks of Kuwait bought and devel-
oped real estate interests in Atlanta, the Kiawa
Island off the coast of South Carolina, and in
downtown Boston . in addition, statistics from
the Department of Commerce show that for 1977,
foreign investors spent $3 .8 billion on land and
Commercial properties located in the United
States [I 13

.
Therefore, it is not surprising to

see that the number of foreign corporations with
real estate interests in the United States
increased in number so that 60 percent of the
foreign corporations with income effectively
connected with a trade or business in the United
States in 1981 were principally engaged in real
estate .

Domestic C~r tian oonmtroonled,41 Fore,' ns m
CorDora io e

most c n~ .
used

esdblish na business in the United State
S

is to

acquire an equity in an existing American cor-
poration . In addition, a joint venture can be
another means to establish a business interest
in the United States . Therefore, these domestic
corporations can be considered as the "flip

..

side of the Controlled Foreign, Corporation s
-previously menti oned . Using the growth o f total
assets for both types of corporations

,
as shown

in Figure the total assets of Controlled
F
0 eign Co B

;rar rp tions is greater than the total
assets of the "Foreign Controlled Domestic
Corporations" . The size of the foreign interest
in domestic corporations is however, catching
up--increasing to 55 percent of Controlled
Foreign Corporations assets in 1980 from 28
percent in 1972 . This increase in U .S . in-
vestment by foreign investors is also supported
by the Department of Commerce's foreign invest-
ment statistics showing that the rate of growth
of foreign claims on United States affiliates is
higher than that of United States claims onf
oreign affiliates [113 .

Figure 8 . --Growth of Controlled Foreign
Corporations and Foreign Cootrolle,~.

Domestic Corporation s

C1 Controlled Foreign Corporation s

Im
Total Assets

(Billim.)

Foreign Controlled Domestic

Corporation s

CONCLUSIO N

A brief description has been provided on some

0 f
the foreign studies conducted by the IRS with

. focus on investment abroad and foreign in-
vestment in the U .S . as reported on corporate
tax returns . International operations of U .S .
corporations and its effect on profits and taxes
has grown significantly . Investment by foreign
firms in the U.S . has become even more signifi-
cant during the past decade than investment
ab road . Thus, we can agree with Mr. Friedrichs
(head of the German Chamber of Commerce in
Chicago) when he stated in an issue of U.S . News

and World Report that "The money goes where it
brings the most return. There was a time when
Americans bought almost all of Germany . Now the
money is flowing back" [12) .
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completion and publication of statistical
data with respect to the operation of the
tax laws for users inside and outside the

government .
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A description of the "separate entity Sys-
tem" and "integration system" of tax is
presented . An additional issue raised by
the growth and influx of foreign investments
both here and abroad is . the "unitary tax" .
This tax is imposed on worldwide profits of
foreign corporations by certain States.
Although the issue of whether unitary com-
bination should be applied on a worldwide
basis is avoided, the discussion and tests
applicable to domestic groups of corpor-
ations may apply in principle to affiliated
members of multinational companies . See
McClure, Charles, Jr ., 'Defining a Unitary
Business : An Economist's View," N .B .E .R .
Digest, October 1983 .

[51 U .S . ureau of the Census., Highlights of

U .S. ExRort and lmgort Trade, FT 9gu monthly .

[6) bee also, Department ul I r casury , The

I
_an~, Effect of the DomesTi-c
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a l

TMearl,11VIon les Corporation Legislation,
T979-79TI-RFR-al Keports .

[7) These countries were also the top te coun-
tries in 1972 as wel

I
as I n 1980 accounting

for 65 percent 0 f the total number of for-
eign corporations .

[83 A credit for income taxes paid to foreign
governments is available to the U .S . Cor-
poration . The foreign tax credit is
limited to the smaller of the actual
foreign taxes paid or the portion of the
U .S . income tax related to the foreign
source taxable income . The purpose of the

7



I

I

[fl limitation is to prevent foreign taxes from

reducing U .S . taxation of domestic source
income. Presently the limitation on

foreign tax credit is determined by the
ratio of taxable income from foreign
sources to total taxable income, times the
U .S . tax . The actual foreign tax credit

cannot exceed the computed limitation .
This method combines all foreign income
allowing an "averaging" of high and low
foreign tax rates . Any reduction

I
n

foreign source taxable income will reduce
th a li mitation .[91
Foreign tax credit . continued to decline in
1982 to $18 .3 billion according to pre-
liminary estimates from corporation income
tax returns .

[101 income considered "effectively connected"
with trade or business in the United States
is subject to tax in the same manner as a

domestic corporation is taxed . Income
received from U .S . sources by forei?yn
corporations that is not "effective
connected" with a trade or business in the
United States is subject to U .S . tax gener-
al , Y at the rate of 30 percent on that
income, and is not included in the
statistics .

1111 As of the end of 1981, foreign direct in-
vestment in U .S . business had a book val ue

.of $90 .4 billion and nearly all of it was
represented by stock in, retained earnings
of, and loans to U .S . subsidiaries . See
Howenstein and Fouch, "Foreign Direct In-
vestment in the United States in 1981%
Survey of Current Business, Volume 62,
1100er U, August 1904 .

[123 "Foreign Investors Go on a Spree In the
U .S .", U .S . News & World Report, September
24, l979-,-pZ`ge-3T.-

A bKlt~ Ut~-tKir[WN U1 - ---

Arthur Gianelos and James Hobbs, Internal Revenue Servic e

The purpose of this paper is to briefly
describe the foreign and international area

studies conducted by the Statistics of Income
Division of the internal Revenue Service Ell .

This paper includes statistics on foreign tax
credit reported by corporations and individuals
on their tax returns, Controlled Foreign
Corp

0
rations, Domestic International Sales

Corporations (DISC's), foreign corporations with
income derived from U .S . sources, domestic

corporations, which are more than 50 percent

foreign owned, U .S . possessions corporations,
foreign earned income of U .S . citizens, U .S .
possessions excluded income, nonresident alien
income and tax withheld, taxpayers who cooperate
or participate in international boycotts,
foreign trusts, and nonresident alien estates

123 .
Most of the foreign area statistics prepared

in these studies are for the Office of Tax
Analysis in the Office of the Secretary of the
Treasury, as well as for the staff of the
Congressional Joint Committee on Taxation .
Additionally, results from many of these studies
are published In the Statistics of Income
Bulletin, issued on a quarterly basis .

FOREIGN TAX CREDIT : CORPORATION S

Until 1918, all foreign taxes paid by U .S .
persons were treated as deductible e xpenses
under U .S . income tax law . Foreign tax Credit
provisions were adopted that year in re sponse to
the sharp increases in tax rates at home and
abroad during World War I . The United States
was the first country to apply the foreign tax
credit on a worldwide basis to relieve
international double taxation of income [3] .
The structure of the tax credit' mechanism was
established in the Revenue Act of 1921 followed
by changes made through the years in various law
changes [4] .

The general philosophy of the foreign tax
credit, despite its numerous changes has
remained basically the same. It permits the
corporation to carry approximately the same
income tax burden operating throughout the world
as that tax burden carried if it were operating
only in the United States . In effect, the
corporation pays the higher of the U .S . tax rate
or the overall foreign country tax rate on its
income .
The foreign tax credit takes into account only

certain types of foreign taxes which the
corporation paid or accrued . They include
income, war profits, and excess profits
taxes[S] . Other types of taxes, such as excise,
sales, franchise, property taxes, etc ., do not
qualify for the tax credit . (However, these
taxes may be taken as a deduction from income .)
The qualifying taxes must be paid to a foreign
country or a possession of the United States .

A U .S . corporation, upon the receipt of
dividends from a foreign corporation in which

the domestic corporation owns a certain amount
of stock, is also allowed to cregit the foreign
Income taxes paid by the foreign corporation (a
"first-tier" corporation) that relates pro-
portionately to the dividends . This credit
allowed only to U .S . corporations is generally
referred to as a "deemed-paid" tax credit (or
indirect tax credit) . The indirect credit also
extends to taxes paid by second and third tier
corporations . Provided that stock ownership
criteria are met, the first-tier corporati

0
n is

deemed to have paid a portion of the foreign
taxes actually paid by the second-tier foreign
corporation which it controls and from whom I t
receives dividends, and the second-tier foreign
corporation in turn, is deemed to have paid a
portion of the foreign taxes paid by the
third-tier foreign corporation which it controls
and from whom it receives dividends .

Under certain conditions, a U .S . corporation
is required to include in income dividends that
have been constructively distributed to them
(i .e ., undistributed earnings of Controlled
Foreign Corporations) . The U .S . corporation is
also deemed to have paid its proportionate share
of income taxes paid by the foreign corporation
with respect to the earnings and profits that
are required to be included in the domestic
corporation's income . When the income is
actually distributed, it is not Included again
as income of the U .S . corporation . Neither are
the foreign taxes deemed paid allowed as a
credit that year [6] .

The foreign tax credit is not an unlimited
credit . With the Tax Reform Art of 1976, the
tax credit limitation could only be computed on
an overall basis . The overall limitation
required the domestic corporation to consolidate
all foreign income received from all countries
and the taxes applied to the Income by the
various countries . (At certain times prior to
this Act, a per-country limitation could be
used . Under this method, the tax credit
limitation was computed on a country by country
basis . )

U .S . corporations were also required to
allocate their foreign income into separate
categories or types

of
foreign income . For each

type of foreign income reported, the foreign tax
credit was limited to the smaller of the amount
of foreign taxes available for credit or the
portion of the U .S . tax imposed on that type of
foreign source taxable income. For 1980, the
types of foreign income were certain interest
income . DISC dividends, foreign oil related
income, and all other foreign source income .
The total foreign tax credit claimed is the sum
of these credits based orpeach type of income .

If a U .S . corporation earned certain interest
income, the foreign tax credit limitation is
calculated on that interest separately as if it
were the only foreign income of the corpora-
tion . Similarly the U .S . corporation would also
compute a separate limitation for certai n
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10 qualifying DISC dividends . Those dividends are
any dividends from a DISC which are treated as
being from forei gn sources . In addition,
foreign taxes paid, accrued, and deemed paid on
foreign oil related income were used to compute
a separate foreign tax credit . I

Under certain circumstances -eligible foreign
taxes which exceeded the credit limitation could
be carried back 2 years and forward 5 years .
The carryback or carryover, plus the actual
taxes paid or accrued for a given year and the
taxes deemed paid by foreign corporations,
cannot exceed the tax credit limitation for the
year to which it is carried back or forward .

Figure 1 shows the foreign tax credit claimed
during the period 19 5 5 through

1980
for

corporate returns in addition to the foreign
source taxable income and foreign taxes paid .
Fo reign tax credit claimed Increased from nearly
a billion dollars to over $25 billion in 1 978
declining slightly in 1980 . The increase during
this period in foreign source taxable income and
foreign tax credit provides the extent to which
these U .S . corporations are involved in foreign
operations .

The corporation foreign tax Credit studies are
processed in conjunction with the Controlled
Foreign Corporation studies (described below) .
It is planned to conduct these studies in the
futu re for Tax Years 1982, 1984, 1986, 1987, and

1 990 . The 1986 and 1987 studies should provide
useful information on carryovers of foreign tax
credit, which were briefly described above .

For each study, the SOI Division publishes two
articles on corporate foreign tax credit in the
SOI Bulletin . One article deals with industry
Ta75--afi-d-TFe second article deals with country
data . Additionally, tabulated data classified
by industry and country are available .

CONTROLLED FOREIGN CORPORATION S

uvenview oi *tuuieb oi internauoutu on-liou d1lu I d- b

defer payment of U .S . income taxes on all
foreign profits because the income earned by the
foreign subsidiaries was not taxed by the U .S .
Government until it was repatriated to the U .S .
parents, usually in the form of dividends or
liquidating distributions . If the earnings were
reinvested abroad, repatriation could be
postponed indefinitely .

Public Law 86-780 was passed in 1960 to obtain
information on these foreign holdings . it
required domestic corporations to provide
certain financial and other information with
respect to each foreign' corporation controlled
by them annually with their income tax return
[7] . Control was defined as direct or indirect
ownership of stock having more than 50 percent
of the combined voting power of all classes of
stock during its taxable year . These foreign
corporations became known as Controlled Foreign
Corporations (CFC's) .

The 1960 law, although providing information
on foreign subsidiaries, did not alter the
accumulation of foreign earnings and profits
abroad by CFC's . The first attempt to tax
foreign corporations' income indirectly through
their U .S . parent corporations led to enactment
of the "Subpart F" provisions of the Tax Reform
Act of 1962 .

These provisions were intended to eliminate
tax avoidance by U .S . corporations who used
foreign corporations to accumulate certain types
of income in jurisdictions with little or no tax
on that income [8] . The rules in Subpart F
attempt to distinguish between legitimate
deferral and tax avoidance plans through the use
of foreign subsidiaries in those countries that
have a low or zero rate of tax on income 193 .

The 1962 Law considered as taxable income
(generally as dividends), specific types of
undistributed earnings and profits of CFC's .
These provisions were also affected by ad-
ditional legislative changes after 1962 [103 .
At the present time, U .S . corporations are taxed
if the CFC engages in certain transactions, or
makes certain Investments, on income earned by

Prior to 1960, U .S. corporations were not

required to file information on their foreign
subsidiary corporations . They were able to

Tax Yea r

Figure 1 . --Returns with Foreign Tax Credit and Forms 1118 Filed
for Selected Years, 1955-1980
(money amounts are in millions of dollars )

Returns with Foreig 7a-x-T-re-dTt claimed
MT-FeTu-rns I Returns witn Forms 1797-76-d

Number
of

Number
o f

Returns
Taxable
Income

Total
Forei gn
Taxes*

Foreign
Tax Credi t
Claime dI Returns

Foreign
Tax Credi t
Claime d

1955 . . . . . . . 3,688 959
1960 . . . . . . . 4,740 1,224
1965 . . . . . . . 6,186 2,616
1970 . . . . . . . 5,745 4,549
1972 . . . . . . . 6,412 6,315
1976 . . . . . . . 6,513 23,579
1978 . . . . . . . 6,039 26,357
1980 . . . . . . . 6,199 24 .880

3,084 2,130 951
4,250 2,774 1,768
5,694 6,455 4,242
5,571 10,932 8,460
5,497 16,486 10,681
6,136 55,414 43,863
5,219 65,150 59,912
6,046 70,541 34,207

862
1,140
2,596
4,542
6,30 6

23,547
26,345
24,87 9

Total foreign taxes available for credit before reduction for certain
taxes . Includes foreign taxes paid or accrued, deemed paid, and car-
ryover of prior year taxes .

these activities . Corporations are taxed on
Subpart F income in the tax year the activities
occurred, and therefore, are not taxed in a
later year(s) on this income when it is actually
distributed . The following outline shows the
income components of Subpart F currently
effective .

Subpart F income is the sum of :I
. Income from insuring U .S . risks ,

2 . Foreign base company income, which is
composed of :
a . foreign personal holding company

income ,
b . foreign base company sales income,

C . foreign base company services
income ,

d . foreign base company shipping
income, an d

e . foreign base company oil related
income ,

3 . Income from boycott related activities,

4 . Amounts of bribes, kickbacks and other
illegal payments (the earnings and
profits of CFC's cannot be reduced by

the amount of these payments) ,

5 . Previously excluded Subpart F income
withdrawn from investments in less
developed countries .

6 . previously excluded Subpart F income
withdrawn from foreign base company
shipping operations, and finall y

7 . The CFC's increase in earnings invested
in U .S . property .

The "base company" referred to above, is
usually holding, sales, or service corporations

or. ganized in a country (tax haven for example),
other than the country where the goods are
produced, sold, or services are performed .

Foreign corporations that are organized in the
same country in which their business activities
are located are usually not affected .

The 1962 Act also redefined the term
Controlled Foreign Corporation . Foreign

corporations were no. considered Controlled

Foreign Corporations if more than 50 percent of

the voting stock was owned by U .S . shareholders,
each having at least a 10 percent or more

interest . Also, control was extended to
lower-tier foreign corporations through a chain
of control, viz ., the U .S . corporation owned

more than 50 percent of a foreign corporation
(first-tier) which, in turn, owned more than 50
percent of a second-tier foreign corporation

which, in turn, owned more than 50 percent of a
third-tier foreign corporation, and so forth .
In this case, all three foreign corporations
were classified as CFC's .

Figure 2 presents selected historical
information on Controlled Foreign Corporations .
As can be seen, while the number of CFC's nearly
tripled between 1962 and 1980, their activity as
measured by assets, receipts and earnings
increased much faster indicating the increase of
these corporations and the contribution of
foreign income to total or worldwide income .

For each study, the SOI Division will
publish two articles on Controlled Foreign
Corporations in the SOI Bulletin . One article
will deal with indusTr_y-_da_fa_and the second
article will deal wi th country data . In
addition, cross tabulations of CFC statistics
classified by both industry and country will be
available .

DOMESTIC INTERNATIONAL SALES CORPORATIONS
(DISVS )

A Domestic International Sales Corporation
(DISC) is a special type of corporation

established by passage of the Revenue Act of

1971 . The purpose of this legislation is to
provide a system of tax deferral and an

inducement to increase U .S . exports [111 .
To prevent unlimited tax deferral, at least

one-half of the DISC's earnings and profits is
taxed to its stockholders annually . This
portion of the DISC's earnings and profits is
fully taxable to the stockholders even if the
earnings are not actually distributed . U .S .
Income taxation is deferred indefinitely, for
the most part, on the remainder of the, DISC's
earnings .

To qualify as a DISC, a corporation has to
elect to be treated as a DISC, have at least
$2,500 of capital stock, and meet strict formal
requirements each year

.
suc h as satisfying the

tests that 95 percent of both its gross receipts
and assets are "qualified ." These requirements
are designed to limit the DISC to export related
activities . A DISC is allowed to export products
that qualify as export property, which are
manufactured, produced, grown, or extracted in
the United States by someone other than the DISC

[123 .
A DISC usually acquires export property from

its parent corporation or an affiliated cor-
poration and then sells the property abroad .
However, it can act simply as a commissio n

Figure 2 . -- Growth of Controlled Foreign Corporations, 1962 - 1980
(money amounts are in millions of dollars )

Tax Year

-liumffe-rol
Controlled
Foreig n

Corporations
Total
Assets

urrenT-Ea-rning s

1962 . . . . . . 12,073
1972 . . . . . . 29,221
1980 . . . . . . 35,471

- Estimated .

46,102-
167,830
508,032

Business
Receipts

and Profits (Less
Losses) Before

Taxes

49,859
172,407
699,003

4,181
16,943
47,622
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12 merchant on export sales of an affiliated cor-
poration . The allocation of income between a
DISC and its affiliated corporation is achieved
through the use of special intercompany pricing
rules which allow the DISC to maximize its
allocation of the profits from export sales [13] .

There have been three major modifications to
the law in regards to DISC's since 1972 . Each
law change reduced the tax benefits allowed to
stockholders of DISC's . The Tax Reduction Act
of 1975 eliminated DISC benefits for profits
arising from exports of products in short
domestic supply, and from exports of natural
resource products, such as oil, gas, and
minerals . subject to percentage depletion
allowance . The Tax Reform Act of 1976 limited
DISC benefits to income attributable to export
gross receipts in excess of 67 percent of
average export gross receipts in a 4-year base
period [14] . (In addition, DISC's were required
to include in their computation of their deemed
distributions taxable to their stockholders any
amounts of international boycott income [151 .)
The third modification, enacted by the Tax
Equity and Fiscal Responsibility Act

of 1982(whose provisions are not reflected in -the da ;~
in this paper), increased the portion of DISC
Inc ome considered deemed distributed to the
DISC's corporate stockholders from 50 percent to
57.5 percent for taxable years beginning in 1983 .

The DISC tax provisions have been a point of
contention between the United States and other
signatory countries of the General Agreement on
Tariffs and Trade. As a result, the DI SC
provisions have been substantially modified by
the Deficit Reduction Act of 1984 . This Act
will end the existence of large DISC exporters .
U .S . corporations will replace these DI 'Sc's with
foreign sales corporations (FSC's) abroad
through which export sales will be made . A
portion of the export income of eligible FSC's
will be exempt from U .S . income tax, while the
remainder of the earnings will be subject to
taxation . Also exempted from taxation will be
the accumulated tax-deferred profits of existing
DISC's . Two alternatives have been provided by
the Act, as relief for small exporters who may
find the foreign economic activity requirements

burdensome . These alternatives are the
interest-charge DISC and the small FSC
exception . Thus, there will be in existence
both FSC's and DISC's .

The number of DISC returns, DISC taxable
income, and amounts deemed distributed from 1972
to 1981 are presented in Figure 3 . The
difference between the amount of DISC taxable
income and the amount deemed distributed for
each year represents the amount of DISC income
that can be deferred indefinitely from U .S .
income taxation .

FOREIGN CORPORATIONS WITH INCOME DERIVED
FROM U .S . SOURCES

A foreign corporation is any corporation
which is not "created or organized" in the
United States or under the laws of the United
States or any State [163 . Foreign corporations
referred to in this section of the paper have
income derived from U .S . investments, such as
dividends, interest, rents, and royalties,
and/or income derived from business operations
conducted in the United States .

Income that a foreign corporation receives
that is derived from its U .S . investments is
subject to U .S . tax generally at the rate of 30
percent on that income, unless a lower tax rate
has been set by a tax treaty . Generally, most
investments in the United States ire made by
foreign corporations located in treaty countries
[171 . Income derived by a foreign corporation

from
U .S . business operations is considered to

be "effectively connected" income and is subject
to tax in the same manner as a domestic corpora-
tion is taxed [18) . Income derived by the
foreign corporation outside the U .S . is not
included as income subject to U .S . taxation [19] .

Figure 4 presents selected data from Form
1120F returns filed for Tax Year 1981 compared
to the data for 1972 and 1977 . As described in
the previous paper, foreign corporations with
"effectively connected" income from U .S . sources
increased during the nine year period dramati-
cally, and these were primarily engaged in
banking and real estate [203 .

Figure 3 . -- Number of DISC Returns, DISC Taxable Income, and
Amounts Deemed Distributed, 1972 - 1981 *
(money amounts are in millions of dollars )

Tax
Year

Number
--DISC
Taxabl e

IncomeI of Returns

-Xio-unt
Deemed

Distribute d

776
1,579
2,416
2,420
3,499
3,715
4,360
5,397
6,270
7,187

1972*. . . . . . . . . 2,826
1973 . . . . . . . . . . 4,162
1974 . . . . . . . . . . 5,498
1975 . . . . . . . . . . 6,431
1976 . . . . . . . . . . 6,911
1977 . . . . . . . . . . 6,665
)978 . . . . . . . . . . 7,208
1979 . . . . . . . . . . 7,933
1980 . . . . . . . . . . 8,665
1981 . . . . . . . . . . 9,408

1,566
3,149
4,783
4,772
5,071
5,234
6,427
8,461
9,87 5

10,952

*Tax year refers to taxable periods ended between July 1 of the year and
June 30th of the following year . However, for 1972, the effective date
began January 1 . 1972 .

VVVIV . .. .. -.- - .

Figure 4 . -- Number of Active Foreign Corporations (Forms 1120F) with U .S .
Business Operations and Selected Financial Data, 1972 - 198 1

I tem

Number of active foreign corporations
with U .S . business operations, total . . . .

Total receipts . . . . . . . . . . . . . . . . . . . . . . . . . . .

Business receipts . . . . . . . . . . . . . . . . . . . .

Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Dividends received from domesti c

corporations . . . . . . . . . . . . . . . . . . . . . . . .
Total deductions . . . . . . . . . . . . . . . . . . . . . . . . .

Cost of sales and operations . . . . . . . . .

Taxes paid . . . . . . . . . . . . . . . . . . . . . . . . . . .
Interest paid . . . . . . . . . . . . . . . . . . . . . . . .

Depreciation . . . . . . . . . . . . . . . . . . . . . . . . .

Net income (less deficit) . . . . . . . . . . . . . . . .

Total income tax . . . . . . . . . . . . . . . . . . . . . . . . .

Foreign tax credit . . . . . . . . . . . . . . . . . . . . . . .

1972 1977 198 1

796 3,093 9,350

(millions of dollars )

3,567 10,398 37,281
2,490 7,157 10,143

886 2,454 25,480

65 53 74
3,379 10,572 38,857
1,687 4,476 7,268
57 219 469

584 2,501 25,125
37 257 41 6
161 (1 aB) (1,596)
77 124 260
4 9 1 2

NOTE : Data excludes Forms 1120F filed with only income derived from U.S .
investments subject to withholding tax .

DOMESTIC CORPORATIONS WITH 50 PERCENT OR MORE
OWNERSHIP BY A FOREIGN ENTIT Y

In addition to foreign corporations with
income from sources In the United States
described above, there are domestic corporations
whose voting stock is 50 percent or more di-
rectly or indirectly owned by at least one
foreign entity, such as a corporation . These
foreign-owned domestic corporations could result
from stock acquisitions by foreign entities, be
newly formed subsidiary corporations, or result
from joint ventures between two or more cor-
porations, at least one of which is a foreign
corporation, to mention a few of the possibili-
ties [213 .

Each domestic corporation regardless of
ownership is required to indicate on its income
tax return whether any person, domestic or
foreign, owned 50 percent or more of its voting
stock . If there was a 50-percent-or-more
foreign owner, the country of the owner and
percentage of stock directly or indirectly owned
was used for the SOI statistics .

These data are tabulated generally by the
industry of the domestic corporation and by the
country of the foreign owner and are furnished
annually to the Office of Tax Analysis, Depart-
ment of the Treasury . The data include income
statements, balance sheets, tax Items, and
distributions to stockholders .

Figure 5 shows the number of domestic
corporations that indicated they were 50 percent
or more owned by a foreign entity and selected
financial data . From 1972 to 1981, the number
of these corporations rose from 6,198 to 27,626 .
Their assets similarlyrose from $46 .9 billion
to $383 .7 billion, and the receipts they
generated increased from $50 .8 billion to $371 .3
billion .

1 3

More than hal f of these domestic
corporations were engaged in either trade
activities or involved in finance, insurance, or
real estate . This was true in 1972 as well as
in 1981 . Trade corporations accounted for 40
percent of the total in 1972, and 33 percent in
1981 . Domestic financial corporations accounted
for 24 percent of the total in 1972 and 28
percent in 1981 . Data for these corporations
will continue I;o be tabulated for the office of
Tax Analysis, and may be produced upon request
on a reimbursable basis .

U .S . POSSESSIONS CORPORATION S

A U .S . possessions corporation is a domestic
corporation that has elected to be treated as a
possessions corporation by filing a Form 5712,
Election to be Treated as a Possessions
Corporation . To qualify the corporation must
derive 80 percent or more of its gross income
from sources within a U .S . possession and 50
percent or more of Its gross income from the
active conduct of a trade or business within a
U .S . possession . Corporations Which meet these
requirements for a period of three years (the
current taxable year and two preceding years)
are allowed a credit against their U .S . income
tax liability .

Prior to 1976, provisions for possessions

corporations entitled - their U .S . parent
corporations a unique form of domestic tax

treatment. In profitable years, the possessions
income was excluded from taxation, while in loss
years, the parent corporations were allowed to
offset their profits with the subsidiaries'
losses by joining the subsidiary in the filing
of a consolidated return 1223 .

in addition, dividends distributed to the
U .S . parent corporation were fully taxable to

L~q
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Figure 5 . -- Domestic Corporations Indicating 50 Percent or More
Ownership by a Foreign Entity, Selected Items, 1972 and 1981
(money amounts are in millions Of dollars )

1972 198 1I tem

Returns indicating 50% or more ownership
by a foreign entity

Number of returns . . . . . . . . . . . . . . . . . . . .
Total assets . . . . . . . . . . . . . . . . . . . . . . . . .
Total receipts . . . . . . . . . . . . . . . . . . . . . . .

Business receipts . . . . . . . . . . . . . . . . . .
Interest received . . . . . . . . . . . . . . . . . .

Total deductions . . . . . . . . . . . . . . . . . . . . .
Cost of sales and operations . . . . . . .

Interest paid. . . . . . . . . . . . . . . . . . . . . .
Net income (less deficit) . . . . . . . . . . .

Total income tax before credits . . . . . .

Foreign tax credit . . . . . . . . . . . . . . . . . . .
Total income tax after credits . . . . . . .

Distributions to stockholders . . . . . . . .

6,198
46,868
50,814
48,932

752
49,496
37,61 3
1,071
1,295

741
28

658
593

27,626
383,702
371,344
342,958
19,018

365,938
265,998
23,615
5,270
5,73 1

794
4,125
2,77 8

th
S .

parent corporation when received .
Ho:eveUr, the dividends received deduction
allowed on other domestic dividends received
were not applicable to dividends received from
possessions corporations . Amounts received by
U .S . parent corporations upon liquidation of a
possessions corporation were exempt from U .S .
income tax . As a result, income accumulated
over the years by possessions corporations
tended to be invested abroad in anticipation of
a tax-free liquidation .

The tax benefits for possessions cor-
porations were substantially revised by the Tax
Reform Act of 1976 . Although the 80 and 50
percent tests were not changed, possessions
corporations were no longer permitted to be
included in consolidated returns, thus,
eliminating the benefit to parent corporations
in both profit and loss years . In addition, the
possessions corporations- dividends now quali-
fied for the dividends received deduction, thus
removing the incentive to liquidate . The
allowance of the deduction caused the accelera-
tion of the remittance of dividends to U .S .
parent corporations . According to the U .S .
Treasury Department, dividends distributed by
manufacturing possessions corporations increased
from virtually none prior to 1977 to $1 .2
billion in 1980 [231 . The exemption Of income
was replaced with a credit against U .S . income
tax equal to that portion of the tax attributa-
ble to possessions business income and qualified
possessions source investment income . It was
also necessary for the corporation to make an
election to be treated as a possessions
corporation . The election was irrevocable for
10 years unless the Secretary of the Treasury
consented to the revocation of the election .

The Tax Equity and Fiscal Responsibility Act
of 1982, made two additional Changes related to
possessions corporations . First, it cut back
the amount of passive Investment income that a
corporation could earn and still qualify for the
possessions tax credit . The 50 percent active

trade or business test is increased by 5 per-
centage points to 55, 60, and 65 percent for
taxable years beginning in 1983, 1984, and 1985,
respectively . Secondly, the Act provided new
rules for the allocation of income attributable
to intangible property between a possessions
corporation and its U.S . affiliate .

The most recent data obtained by the SOI
Division are for Tax Year 1981 and are summar-
ized in Figure 6 . There were 565 returns in
1981 with nearly $2 .0 billion of possessions tax
credit (compared to 384 returns in 1976 with
$700 million of credit) [243 . The 23 return
difference in Figure 6 represents those corpora-
tions that c laimed the credit but did not file
the supporting information on Forms 5735 .

U .S . P 0 ssessions corporation studies have
been conducted on an annual basis, and data are
presented in the SOI Bulletin covering two years
on a biennial T-as`1-s-.-_-rRe most recent SOI
Bulletin article for Tax Year 1980 points -o-uT
THIT-most possessions corporations are located

in Puerto Rico . It was estimated that 9 percent
of the total employment in Puerto Rico was
accounted for by all possessions corporations in
manufacturing and one-half of all employees in
the manufacturing sector of Puerto Rico . The
employment data are based on the Federal unem-
ployment insurance tax returns (Forms 940)
available for 282 possessions corporations
engaged in manufacturing activities in 1980 and
are provided to the office of Tax Analysis each
year (25) .

FOREIGN TAX CREDIT : INDIVIDUAL S

U .S . taxpayers (defined to include both U .S .
citizens and al ien residents in the United
States) who paid or accrued foreign taxes on
their foreign source income were eligible to use
those taxes either as an itemized deduction or
as a tax credit, provided that the foreign
source income was subject to U.S. taxation. The
United . States imposes its income tax on the

Figure 6. -- Selected Financial Data for U .S . Possessions Corporations, 1981
(money amounts are in millions 0 f dollars )

I tem Possessi?ns
Corporation s

Number of returns . . . . . . . . . . . . . . . . . . . . . . . .

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Total retained earnIngs . . . . . . . . . . . . . . . . . .
Total receipts . . . . . . . . . . . . . . . . . . . . . . . . . . .

Business receipts . . . . . . . . . . . . . . . . . . . . . . . .

Net income (less deficit) . . . . . . . . . . . . . . . .
Total income tax . . . . . . . . . . . . . . . . . . . . . . . . .

Possessions tax credit . . . . . . . . . . . . . . . . . . .

Income tax after credits . . . . . . . . . . . . . . . . .

Gross income from trade or business :

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Within U .S . possessions . . . . . . . . . . . . . . . .

Possessions
Corporations wit h

Forms 5735 Attache d

566 542
17,442 16,988
12,542 12,344
14,379 13,387
13,235 12,258
4,327 4,254
1,971 1,938
1,942 1,914
28 23

7,395
6,597

1 5

Data obtained from Fom 5735 not filed by 23 U .S . possessions corporations
with $28 million tax credit .

worl dwi de I ncome of individual ci ti zens and
residents without regard to the geographic
source of that income .

The choice of taking the ded~CtiOn or
claiming the credit is up to the taxpayer . In
the majority of cases it was advantageous to
claim the foreign taxes as a credit since, after
computing the credit limitation, the allowable
foreign tax credit resulted in a dOllar-for-
dollar reduction of U .S . tax liability . The
foreign tax credit is allowed either against the
basic income tax or by using a special
computation, the alternative minimum tax .
However, the credit cannot be applied against
any of the other taxes reported on Form 1040
such as minumum tax preferences, tax from
recomputing prior-year investment credit, and
other taxes making up part of the total tax
liability .

The foreign tax credit was not allowed to :
(1) U .S . citizens entitled to an exemption from
U .S . tax on income from sources within U .S .
possessions (see the U .S . Possessions Excluded
Income section of this paper), (2) U .S . citizens

who were inhabitants of the U .S . Virgin Islands,
and (3) citizens of U .S . possessions (except
Puerto Rico) who were not otherwise U .S . citi-
zens or residents . Additionally, nonresident
aliens were not allowed a foreign tax credit
except for income taxes paid to a foreign
country on foreign source income that was "ef-
fectively connected" with a trade or business in
the United States . In computing total, foreign
taxable income and total U .S . taxable income,
taxpayers could not take into account any
foreign income excluded from U.S . tax . Also .
the amount of taxes paid or accrued on this
excluded income was not allowed in the foreign
tax credit computation .

The Tax Reform Act of 1976 Changed the
method of computing the foreign tax credit for
individual taxpayers . Generally, for taxable
years beginning in 1976 only the overall limi-

tation method of computing the foreign tax
credit was allowed . Another part of the Act
changed the method of reporting foreign source
capital gains . They were now required to be
offset by U .S . source capital losses for pur-
poses of computing the foreign tax credit . The
Act also introduced the requirement that the
foreign tax credit be reduced If the individual
agreed to participate in or cooperate with an
international boycott . Finally, the Act allowed
individuals claiming a foreign tax credit to
take the standard deduction rather than requiring
taxpayers to itemize their deductions in comput-
ing their total taxable income from all sources .

In general, the foreign tax credit may be
taken only by the individuals upon Whom the
foreign tax is imposed [261 . These individuals,
unlike domestic corporations, are not usually
eligible to take the deemed paid credit on dis-
tributions received from foreign corporations
that domestic corporations are allowed to claim
[27] .

However, an individual that meets the
minimum stock ownership requirement for a
Controlled Foreign Corporation can elect to be
taxed at the corporate taxes rates on the
individual's share of certain undistributed
income of the CFC (Subpart F income) . Under
these circumstances the individual is also
eligible for a deemed paid credit . As with

corporations, the amount of foreign income taxes
which exceeds the allowable credit can be
carried back two years and forward five years .

Figure 7 compares the number of returns and
foreign tax credit claimed for each year of the
10 year period, 1972-1981 . Also, it indicates
that the majority of the credit is claimed by
individuals in the upper income bracket
(adjusted gross income of $100,000 or more),
especially in more recent years . The last
detailed study of foreign tax credit claimed by
individuals for Tax Year 1979 indicates that ten
countries accounted for $823 million of the
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Figure 7 . -- Amount of Foreign Tax Credit Claimed on Individual Income Tax
Returns and for Returns with Adjusted Gross Income (AGI )
of $100,000 or More, 1972-198 1
(money amounts are in thousands of dollars )

Year

All Returns

Number
I Forei g

Cred
Foreign Tax

Credi t

Returns with AGI of 100 0

Number

1972 . . . 202 440 221,387 48,875
1973 . . . 223:127 255,286 48,861
1974 . . . 233,191 291,730 57,698
1975 . . . 231,078 345,928 60,043
1976 . . . 255,749 427,627 70,728

1977 . . . 240,874 451,033 70,529

1978 . . . 278,267 901,030 95,257
1979 . . . 287,508 842,176 107,778

1980 . . . 393,074 1,341,675 153,227
1981 . . . 387,680 1,233,564 169,887

137 312
135 :265
153,816
168,926
255,368
248,766
585,801
627,128
996 957

1,019 :780

Percent of
Total Credi t

62 .0
53 .0
52 .7
48 .8
59 .7
55 .2
65 .0
74 .5
74 .3
82 . 7

NOTE : Data includes nontaxable returns with foreign Eax~Cre an

foreign tax credit claimed OY U.S . citizens living abroad .

total $842 million of foreign tax credit claimed
by individuals L283 . Compared to the corporate
foreign tax credit described earlier the credit
claimed by individuals generally makes up only
about 5 percent of the combined total for both
individual and corporation foreign tax credits .

The next study of individual tax returns
with foreign tax credit is scheduled for Tax
Year 1983 . It will contain data for each type
of foreign source income by country to which
foreign taxes were paid or accrued .

FOREIGN EARNED INCOME OF INDIVIDUALS

U .S . citizens are generally taxed on their
worldwide income and receive a foreign tax
credit for foreign taxes paid or accrued on
their foreign source income . However, U.S .
citizens working abroad are allowed to exclude
from their gross income a specified amount of
income earned for services performed abroad
[291 . In order to qualify for the foreign
earned income exclusion, the taxpayer must be a
bona fide resident of a foreign country for a
period which includes a full taxable year, or be
physically present in a foreign country for 11
out of 12 consecutive months [301 .

Prior to 1976, a U .S . citizen working abroad
could exclude up to $20,000 of foreign earned
income which increased to $25,000 after three
years of bona fide foreign residence . A U .S.
citizen who was not a bona fide resident of a
foreign country but remained abroad for a period
of 510 days out of an 18--month period could also
exclude up to $20,000 of foreign earned income .

U .S . citizens who paid taxes to a foreign
country were not only allowed to exempt foreign
earned income but also could claim a foreign tax
credit for foreign taxes paid on the excluded
amounts against any U .S . tax liability on income
over and above the excluded amounts, thereby,
increasing the tax-exempt amount .

The Tax Reform Act Of 1976 made several
changes in the taxation of U .S . citizens working
abroad. The principal changes were : (1) reducing
the exclu

s
ion to $15,000 annually, (2) applying

higher tax rates on any remaining portion of
income subject to U .S . income taxation, and (3)
eliminating a foreign tax credit for foreign
taxes attributable to the excluded income . The
provisions of the 1976 Act were effective for
taxable years beginning in 1976 . However, the
Tax Reduction and Simplification Act of 1977
postponed the effective date of the 1976
provisions until taxable years beginning in 1977 .

The Foreign Earned Income Act of 1978
further postponed the effective date of the Tax
Reforin Act of 1976 provisions affecting
Americans working abroad to taxable years
beginning in 1978 . Therefore, qualifying
individuals had to follow the pre-1977 rules for
Tax Year 1977 returns . These returns were
allowed to be filed without penalty on or before
February 15, 1979 . The effects of these
postponements are presented in Figure 8 . The
number of returns declined from 1976 to 1977
because many 1977 tax returns were filed In
early 1979 and thus were included in figures for
1978.

The Foreign Earned Income Act of 1978
contained other provisions affecting U .S .
citizens working abroad . For Tax Year 1978
returns, the Act permitted taxpayers to choose
between the $15,000 earned income exclusion (as
specified in the Tax Reform Act of 1976) or the
provisions of two new rules . One of these new
rules allowed a taxpayer, who ~resided in an
employer camp in a foreign hardship area, an
annual exclusion from gross income of up to
$20,000 of foreign income (31) . The second rule
provided qualified individuals a deduction for
excess qualified foreign living expenses for
such items as cost-of-living differentials,
housing costs, school expenses, home leave

uverview oi biucues or i iernationai onGu-

Figure 8 . -- Number of Returns, Income Earned Abroad and Tax-exempt Amount, 1976-1979
(money amounts are in millions of dollars )

I tems 1976

Number of returns . . . . . . . . . . . . .. 140,438

Income earned abroad . . . . . . . . . . 3,472

Tax-exempt or excluded amount . 2,131

Percent of tax-exempt amount

to income earned abroad . . .

. . .
61 .4

1977 197 8

123,045 169,951
3,068 5,773
1,486 2,053

1979 -

91,966
3,71 0

298

48 .4 35 .6 7.8

1 7

Data for 1919 does not include 6,9G4 returns filed for-TM and prior tax
years, and 20,560 returns filed for Tax Year 1978 .

travel expenses, and hardship area expenses .
The 1978 Act also repealed for taxable years
beginning in 1979 the $15,000 earned income
exclusion .

The Economic Recovery Tax Act of 1981
simplified the foreign earned income provisions
by eliminating most of the special deductions
available to taxpayers under the 1978 Act and
reintroduced an election to exclude earned
income attributable to services performed
overseas [32] . For Tax Year 1982, qualifying
taxpayers were allowed to exclude up to $75,000
in foreign earned income . The maximum annual
exc lusion increases $5,000 per year until 1986,
whe n the maximum exclusion will be' $95 000 .
Qualified taxpayers also can elect separateiy an
exclusion for reasonable housing costs in excess
of 16 percent of the salary of a U .S . Government
employee at grade level GS-14, step I (currently
approximately $43,000) . The 1981 Act also re-
duced the foreign presence residence requirement
to a period of 11 out-of 12 months .

The last study was for Tax Year 1979 and the
next study (which will reflect the legislative
changes in the Economic Recovery Tax Act of
1981), is scheduled for Tax Year 1983 .

U .S . POSSESSIONS EXCLUDED INCOM E

A citizen of the United States who works as
an employee or operates a business in certain
possessions of the United States may qualify for
an exclusion from gross income, the amount of
which is that received from sources outside the
United States . The exclusion is allowed if in a
3 year or other applicable period [331 immedi-
ately before the end of the tax year, 80 percent
of gross income was derived from sources within
a U .S . possession and 50 percent or more of the
gross income was from salaries and wages or the
active conduct of a trade or business within the
U .S . possession . The 80 percent requirement
includes all income (salaries, wages, interest,
dividends, rent, etc .) received, If the indi-
vidual qualifies for the possession exclusion,
then only U.S . source income (including foreign
and possession source income received In the
United States) Is taxable, plus any income
received during the part of the tax year that is
not part of the applicable period [341 . in
addition, wages, salaries, and other kinds of
pay from the U .S . Government to civilian and
military employees in U .S . possessions are also
subject to U .S . taxation . These individuals
generally do not qualify for the possessions
exclusio-n .

Regarding possessions exclusion income, it
is important to note that the term, "possession
of the United States" only includes the follow-
I ng : (I ) Mi dway I sl and S, (2) Palmyra, (3)
Johnston Island, (4) Kingman Reef, (5) Wake
Island, (6) Howland IsTand, (7) Baker Island,
(8) Jarvis Island, (9) American Samoa, and (10)
other U .S . islands, cays, and reefs that are not
part of the 50 states . It does not include
Guam, the Northern Mariana Islands, the U .S .
Virgin Islands, and Puerto Rico . Each of these
areas has its own separate and independent tax
system, generally modelled after that of the
United States . U .S . citizens residing in them
are liable for payment of taxes imposed on them
by the possession .

The last study was for Tax Year 1974 . Shown
in Figure 9 are selected statistics resulting
from that study . Plans are to conduct the next
study in 1983 and then studies every four years
thereafter . These studies will tabulate data
described previously with selected data from
related Forms 1040, U .S . Individual Income Tax
Returns, and Forms W-2, Wage and Tax State-
ments . The Information obtained will be
presented in future publications .

NONRESIDENT ALIEN INCOME AND TAX WITHHELD

The Internal Revenue Code requires that
certain income paid by U .S . persons to non-
resident aliens be taxed by withholding . A
nonresident alien is defined as an individual
whose residence is not within the United States
and who Is not a U .S . citizen . Corporations .
estates, trusts, and other organizations created
outside the United States are also considered
nonresident aliens .

A U .S . individual or organization that pays
income to a nonresident alien reports informa-
tion on the gross income paid and the tax
withheld at the source on such income [351 .
Also, information on the type of income paid,
the applicable withholding rate, type of re-
cipient and the legal residence of the recipient
is provided .

The basic tax rate on the income, which is
primarily "fixed or determinarble" Income (i .e .,
interest, dividends, rents, and the like), is 30
percent . However, tax treaties with particular
countries may provide for lower tax rates or
exemptions for specific types of Otherwise tax-
able income [361 . Past studies indicate that
the amount of income paid to nonresident aliens
residing in "treaty" countries was substantially
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Figure 9 . -- Total Gross income and its Components, by U .S. Possessions, 1974

(money amounts are in thousands of dollars )

I
U .S Possessions

Number
o f

Forms
4563
Filed

U .S . possessions, total . . . . 604
American Samoa . . . . . . . . . . . 150

Johnston Island . . . . . . . . . . 302
Midway Island . . . . . . . . . . . . 12

Panama Canal Zone * . . . . . . 88

Wake island . . . . . . . . . . . . . . 52

Total
Gross
Income

ross ncome
lExtELt from S . Taxation Gross

i-ncome income
Income Outside Earned
from U.S . and Withi n

Possessions Possessions U .S .

9,554 9:136 15 403

2,244 2 1 85 3 56

3,729 3,514 6 109

112 107 - 5
2,831 2,722 6 103
639 608 - 31

Panama Canal Zone is no longer a U .S . possession .

Amount less than $500 .

NOTE : Detail may not add to total due to rounding .

greater than that paid to nonresident aliens
residing in "nontreaty' countries [373 .

Most payments went to individuals, although
the size of the payments were less than those
made to corporations - As one would probably
expect dividends and interest represented the
majorijy of income paid. Figure 10 shows gross
I ncome paid and tax withhel d classified by

country of recipient.

INTERNATIONAL BOYCOTT REPORT S

The Ta x Reform Act of 1976 added provisions
to the internal Revenue Code (IRC) denying cer-
tain benefits to taxpayers who participated in
or cooperated with an international boycott . in
addition, these provisions contained reporting
requirements for any U .S . person that had
operations in, or related to, a boycottin g

Figure 10 . -- Number of Forms 1042S Filed, Gross Income Paid and Tax Withheld,

by Selected Country of Recipient, 1981
(money amounts are in millions of dollars )

Ww-b-er-of-Forais
1042S File dCountry

All countries . . . 575,207
B hamas . . . . . . . . . . . 1,886

B:lgium . . . . . . . . . . . 11,870
Bermuda . . . . . . . . . . . 1,522

Canada . . . . . . . . . . . . 258,241
France . . . . . . . . . . . . 13,091
Germany .
Federal Republic . 47,355

Hong Kong . . . . . . . . . 9,605

Italy . . . . . .
. . . . . .

. 6,936
Japan . . . . . .

. . . . . .
. 5,630

Luxembourg .
. . . . . .

. 2,588
Mexico . . . . .

. . . . . .
. 8,576

Netherlands . . . . . . . 9,706
Netherlands

Antilles . . . . . . . . . 1,857

Panama . . . . . . . . . . . . 2,531
Saudi Arabia . . . . . . 1,593

Sweden . . . . . . . . . . . . 4,867
Switzerland . . . . . . . 19,845
United Arab
Emirates . . . . . . . . . 530
United Kingdom . . . . 65,524
other countries . . . 101,450

Tn-come-T-ax
Withheld

Gross ncome afif
10

u_
Tends

727 9,561 3,365 4,269

7 39 3 18
is 118 24 62
13 52 19 19

115 1,238 487 365
51 650 180 307

26 622 192 109

9 34 5 27

7 48 14 1 3
39 520 158 103
5 58 20 27
8 31 6 12

88 1,340 200 1,05 9

27 1,400 1,037 329
11 46 11 27
1 211 207 3
3 46 8 13

126 1,204 349 71 0

48 2 25
99 1,357 326 798
77 499 117 243

*Less than $500,000 .
NOTE : All Forms 1042S are included in these statistics .
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country either directly, or indirectly such as
through ownership of a foreign corporation that
had operations in a boycotting country [383 .

Boycott participation and cooperation can
apply to a particular country, nationality .

race, or religion, and includes most business
activity and transactions. (Most boycotts are

related to the boycott Of Israel .) The boycott

provisions of the IRC require the Secretary of

the Treasury to publish a list of those
countries, (first published on November 3,

1976), which may require participation in, or
cooperation wi th, an international boycott

(391 . The taxpayer may also request the
Secretary to issue a determination whether a

? rticular operation constitutes participation

in, or cooperation with, an international

boycott .
A U .S . taxpayer who actually participates in

a boycott will lose certain foreign tax credit
benefits, the deferral of tax on the earnings of
foreign subsidiaries, and certain DISC tax
benefits . Of course, if a taxpayer does not
have any foreign tax credits, an interest in a
Controlled Foreign Corporation, or an interest
in a DISC, there is no tax impact by the par-
ticipation in an international boycott [401 .

In general, the boycott provisions allow the
taxpayer to choose between two methods for

com_

puting the amount of tax benefits lost . , These

methods are the "specifically attributable 19
income and taxes" method and the "international
boycott factor" method . Under the former, the
foreign tax credit benefits are denied by
reducing the amount of taxes eligible for
foreign tax credit . Under the latter, the
allowable foreign tax credit itself is reduced .
The DISC benefits and the deferral of the
earnings and profits of a Controlled Foreign
Corporation are denied under both methods by
requiring a deemed distribution of earnings to
the shareholders of the DISC or Controlled
Foreign Corporation .

The number of persons filing Boycott Reports
and the tax effect of international boycott
participation for 1979 and 1980 are presented in
Fiqure 11 . These data are provided to the
office of Tax Analysis, Treasury Department, for
their report, "The Operation and Effect of the
International Boycott Provisions of the Internal
Revenue Code . "

Most of the boycott information will be
tabulated for Tax Years 1982, 1986, and 1990 (a
4-year cycle) . For the years in between,
information will be obtained from returns that
showed a denial of tax benefits (approximately
100 returns) . For all other returns, only a
count will be made . Articles for the SOI
Bulletin on boycott participation are pla a
Fe-ginning with Tax Year 1982 .

Figure 11 . -- Number of Boycott Reports, and Tax Effect of
Boycott Participation, 1979-1980
(money amounts are in thousands of dollars )

1979

Internationa l

1980I tem

All persons, total :
Number of boycott reports . . . . . . . . . . . . . . . . . 3,197 3,413

Number of returns indicating a tax effect . 101 88
Reducti on in foreign taxes eligibl e
for a foreign tax credit * . . . . . . . . . . . . . . . 6,563 3,850
Reductiob of foreign tax credit .. . . . . . . . 656 2,128
Subpart F boycott income . . . . . . . . . . . . . . . . . . 11,688 7,943
DISC boycott income . . . . . . . . . . . . . . . . . . . . . . . 1,496 830

Corporations (including DISC's) :
Number of boycott reports . . . . . . . . . 2,892 3,090
Number of returns indicating a i ; ;, ; f,i ;ct . 101 a6
Reduction in foreign taxes eligibl e
for a foreign tax credit * . . . . . . . . . . . . . . 6,563 3,850
Reduction of foreign tax credit ** . . . . . . . 656 2,128
Subpart F boycott income . . . . . . . . . . . . . . . . . . 11,688 7,943
DISC boycott income . . . . . . . . . . . . . . . . . . . . . . . 1,496 830

Number of boycott reports fo r
other types of persons :

Individuals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 153 142

Partnerships . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120 142
Trusts and others . . . . . . . . . . . . . . . . . . . . . . . . . 32 39

* Represents the reduction in foreign taxes eligible for a foreign ta x
credit computed under the "specifically attributable taxes and income"
method .
~!pr:sentsothe reduction in foreign tax credit computed using the
int rnati nal boycott factor" method .
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FOREIGN TRUSTS and to property transfered to such trusts, after
May 21, 1974 .

In those instances where the income of a
foreign trust was not taxed to the grantor (if
the grantor is a foreign person), the 1976 Act
provided for an interest charge of 6 percent on
the U .S . beneficiaries receiving taxable
accumulated distributions from a foreign trust .
The tax is based upon the length of time during
which that tax was deferred because of the
trust's accumulation of income . This interest
charge applied to distributions made in taxable
years of beneficiaries beginning in 1977 . In
addition, the excise tax imposed on transfers of
appreciated property to foreign trusts was
increased from 27 .5 percent to 35 percent on
property transfers made after October 2, 1975 .

Figure 12 shows that for the years 1979 -
1982 most of the trusts created were by
indi~iduals and the dollar value of the transfer
of assets to the trusts fluctuated substantially .

U .S. persons are required to furnish infor-
mation on the creation of a foreign trust or
transfers of property to existing foreign trusts[

413 . A trust generally is real or personal
property administered by a person for the
benefit of someone else . Whether a trust is
classified as a foreign trust for U .S . tax
purposes depends on various factors, such as the
residence of the trustee, the location of the
trust assets, the country under whose laws th :
trust is created, and the nationality of th
grantor (creator or owner of the trust), and the
nationality of the beneficiaries (persons
receiving the income and corpus, I .e ., assets,
from the trusts)

-For tax purposes, a foreign trust is taxable
only on its U .S . source .income (unless such in-
come is effectively connected with a U .S . trade
or business) and its beneficiaries only on
distributed or distributable income . Distrib . -
tion s

of
income (i .e ., dividends and interest),

received by U .S . taxpayers from the foreign
trust are taxed basically in the same manner as
distrib u tions from domestic sources .

Prior to 1976, foreign trusts, which had
only foreign source income, could allow income
(if not distributed) to accumulate free of U .S .
tax ; and, if funds were accumulated in countries
that did not tax intere s t or dividends paid to
foreign investors, these trusts were generally
able to avoid payment of any income tax . U .S .
source passive income such as dividends fand
in was subject to U .S . tax at a la t
terest unless a taxof 30 percent ,withholding rate

treaty set a lower rate . .
The Reform Act of 1976 provided new

'
Ta x

rules to tax the income of foreign trusts . This
income is now taxed to the U .S . grantor (owner)
in the year it Is earned if the funds are ac-
cumulated for U .S . beneficiaries . These new
rules were effective for taxable years beg nn ng
in 1976 and applied to foreign trusts crea d,

NONRESIDENT ALIEN ESTATES

A nonresident alien decedent was an indi-
vidual who was neither a resident in nor a
citizen of the United States at the time of
death, but who owned property In the United
States and whose estate is liable for tax [421 .

The gross estate of a nonresident alien may
include property located both inside and outside
the United States . However, for U .S . estate tax
purposes, the tax liability is based only on
property situated in the United States (431 .
Further the tax liability is placed upon the
estate itself, and not the beneficiaries of the
estate .

In general, the personal representative,
such as an executor, must file an estate tax
return If the decedent's gross U.S . estate value
exceeds $60,000 at the date of death . (This
filing limit of $60,000 is lowered in certain
instances .) This form is filed usually within 9

Figure 12 . -- Number of Forms 3520 Filed by Individuals and Value
of Assets Transferred, 1979-1982

197 9Item

Total number of Forin s
3520 . . . . . . . . . . . . . . . . . . . . . . . . 298

Individuals filing .
total . . . . . . . . . . . . . . . . . . . . . . 297

Grantor . . . . . . . . . . . . . . . . . . . . 194
Transferor . . . . . . . . . . . . . . . . . 72
Grantor/transferor *. . . . . . . 29

Value of assets transferred . . . . . 3,489

1980 1981 198 2

328 351 33 8

322 342 324

242 253 216
69 70 63
12 17 35

(thousands of dollars )

15,631 5,118 9,75 6

Number of Forins 3520 with both grantor and transferor indicated
as type of person filing returns .

Uve"Iew . .. . . . ... . . .. . .. .

Figure 13 . -- Future Studies Planned for the Foreign Area in the Statistics
of Income Division, Internal Revenue Service, 1982-1990

Tax Yea r
Foreign Area Studie s

Corporation Foreign Tax
Credi t

Controlled Foreign
Corporations

U .S . Possessions Tax
Credi t

Excluded Income from
U .S . Possessions

1982

x

2 1

Foreign Trusts X x

x

x

x

x

x

x

X
Nonresident Alien Estates x x x
International Boycot t

Participation X I/ I/ l/ X I/ I/ I/ x
Nonresident Alien Income

and Tax Withheld x x X X x x X X X
Domestic International

Sales Corporation s
Individual Foreign Tax

Credi t
Foreign Corporatiqqs

(Form 1120F) E/
Domestic Corporation s

50% or ~ore Foreign
Owned 2

Foreign Earned Income
(Form 2555)

x

x

x

x

x

x

x

x

x

X

x

x

X

x

x

x

x

x

-1/ Limited to approximately 100 returns which show a denial of tax
benefits .

2/ Tabular data are prepared for transmittal to the Office of Tax
Analysis, Department of the Treasury .

SOURCE : Office of Assistant Commissioner, Returns and Information Processing,
"Proposed Multi-year Operating Plan . Statistics of Income Division,
FY 1984-1990 ." March 1984 .

months after the date of death, with the IRS
Philadelphia Service Center . The 9-month filing
period may be extended for certai n reasons (I n
particular, due to the deliberate nature o

f

estate settlement procedures) .
Asstudy of all estate tax returns filed for

nonre ident aliens who became deceased during
calendar year 1982 is in progress . The data
(which will include value and types of estate
property, expenses, and estate tax) will be
classified by country of residence at the time
of death and by size of gross estate both within
and outside the United States [44] .

PLANS FOR FUTURE STUDIE S

This paper has provided a description of the
current Sol foreign statistics at some length
and presented statistics based on prior and
current year Studies .

Additionally, Figure 13 above shows thepresent plans of the SOI Division to continue on
a cyclical basis various studies in the area of
Anternational income and taxes . Additional
research may also be made in the future into
certain new foreign activities reported on tax

- 11985119861198711988198319841 1 198911990

returns . For example, IR Code Section 6038A
added by the Tax Equity and Fiscal Responsi-
bility Act of 1982 requires that inforination be
f I ed by certain foreign-based corporations
beginning in 1983 . Both domestic corporations
and foreign corporations, except banks and
certain financial companies, doing business In
the United States which are controlled by
troreign persons and have certain "reportable"
fiansactions will generally have to provid e

nancial data on annual returns on such foreign
persons that Is similar to the data required for
domestic corporations controlling foreign
corporations .

Areas for other studies are also planned .
The SOI Division will compare its different data
bases to develop greater insight into the
international area . Further, the Division plans
to commit certain resources to research other
government (and perhaps private) sources of
foreign area data . The purpose of this research
would be to compare the various data sets with
S01 data for similarities, differences and other
relationships . It may allow both data sets to
be joined together providing additional data and
information not presently available . The
results may be published in fu. ture ASA papers .
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certain bank accounts i In the Uni ted
States, and deposits wi th forei gn

branches of U .S . banks .

[443 Preliminary e

s
timates based on

approximately 180 Forms 706NA indicate

that the average taxable estate for a
nonresident alien who died in 1982 is

$222,395, and tbe average estate tax is

$20,782 . The SOI Division is continuing

to receive additional Forms 706NA for

this 1982 study .
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Income, Taxes and Cre dit, by Selected MajorI
ndustry and by Selected Country to which

Foreign Taxes were Paid, 1980, 91

The corpora te foreign tax credit, which was
e stablis hed as part of the Revenue Act of 1918, has
been used to alleviate the consequences of double
taxation . In general, the United States has imposed
a n income tax oil the worldwide income of U . S .
corporations . When part of this income was derived

%,O11_PUFC1Lt: rumigii I CIA V1 lIVUI L

from foreign sources, the foreign income was also
typically subject to tax by the country in which it
was earned . The result of this would be double
taxation . In order to ease this tax burden, trie
Internal Revenue Code has allowed corporations a
credit (i .e ., the "foreign tax credit") against U .S .
income tax for the income taxes paid or accrued to
foreign countries, up to a limit . (Instead of a
cre dit, corporations could choose to deduct the
foreign taxes for purposes of determining their U .S .
taxable income .) . Summary discussions of thi s
credit, with historical data, are presented in two
papers contained in Section I of this compendium .
These papers are entitled "Statistics of Income
Studies of International Income and Taxes : An
Overview (page 3) and A Brief Description of the
Studies (page 9) . "

This section provides detailed analyses of the
credit- in reprints of three previously published
Statistics of Income Bulletin articles . In
addition, the section includes a supplemental table
showing foreign tax credit data for Tax Year Ivt;0,
cross-classified by industry and country . Tnis
table has not been previously publisneo .

Data showing the aggregated amount of foreign tax
credit claimed on corporation income tax returns,
for Tax Years 1980-1982, are shown in Figure 1 .

Figure 1 . -- Foreign Tax Credit Claimed on
Corporation Income Tax Returns, 1980-1982

(money amounts are in thousands of dollars )

Tax year- Number of returns Foreign tax credit

1980 6,199 S24,09,737
1981 6,132 21,828,686

1982 4,927 19,137,2U )

-Data for Tax Year 19BU are from the Corporation
Foreign Tax Credit study . Data for Tax Years 1981
and 1982 are from the Corporation Income Tax Returns
studies .

Section 15 of this compendium contains copies of
selec ted tax forms and instructions . In regard to
the c

.
rporate foreign tax credit, the reader is

referred to the forms and instructions listed below,
which provided the basis of the data shown in this
compendium :

-Form 1118, Computation of Foreign Tax Credit .
Corporations . and instructions (page 454)

Schedule F (Form 1118) . Computation of
Reduction of Oil and Gas Extraction Taxes, and
instructions (page 458 )

Foryn 1120, U .S . Corporation Income Tax Return,
and Instructions (page 459)

25



Foreign Income, Taxes and credit on u .s.
Corporation Returns, 1978

I
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I

By Vergie MO W

For Income Year 1978, corporations reduced their
tentative U .S . income tax of $107 .9 billion by more
than $26 billion by using the foreign tax credit
provisions of U.S . tax law . These provisions al-
lowed a credit against the portion of U .S . income tax
attributed to foreign source income for income taxes
paid [11 to foreign countries . U .S . corporations
primarily engaged in petroleum-related activities were
the principal users of the foreign tax credit
provisions . These corporations claimed $17 .1 billion
in foreign tax credits which reduced their total U.S .
corporate income tax from $21 .8 billion to $4 .7
billion, or 22 percent of what would otherwise have
been their liability .

BACKGROUN D

The foreign tax credit was designed to alleviate the
double taxation that can occur for U .S . taxpayers with
international sources of income because theit foreign
source income is typically subject to foreign as well
as U .S . tax . For the purpose of computing a foreign
tax credit for corporations, foreign source taxable
income includes such items as foreign branch profits
and dividends [2], interest and royalties remitted
from foreign corporations . The foreign tax credit is
subtracted from the U .S . tax on worldwide income to
compensate for taxes paid to foreign countries on the
foreign source income .

The amount of foreign tax credit that corporations
could claim was subject to certain limitations .
Beginning in 1976, corporations were required to
compute the credit limitation on an overall basis,
ather than country by country . They also were

required to allocate their foreign income into fivec
ategories or "types Of foreign incomelt [3) . For each

type of foreign income reported, the foreign tax credit
was limited to the smaller of the amount of foreign
taxes available for credit or the portion of the U .S .
tax imposed on that type of foreign source taxable
Income . The total foreign tax credit claimed was the
sum of these separate types of income credits . In
certain instances, the total foreign tax credit was
reduced because U .S . corporations participated in
international boycotts [4] .

FOREIGN ACTIVITY FOR ALL CORPORATIONS

For 1978, foreign source taxable income amounted to
$65 .2 billion for all corporations which claimed a
foreign tax credit and filed supporting schedules for
the credit . This amount was 46 percent of their$141 .7 billion of total taxable income (both domestic
and foreign source income) .

The importance of foreign source taxable Income for
those corporation returns with total assets of $250
mill on Or more is shown in Figure A . The foreign
source taxable income for this group of large
corporations accounted for 96 percent of. total foreign
source taxable income forPercent of total corpora t all corporations, and 26

te axable income, for 1978 .

These same large companies reported $39 .6 billion of
foreign taxes paid. This was 97 percent of the
foreign taxes paid by all corporations for 1978 .

The importance of these large companies on the total
amount of foreign tax credit claimed for all
corporations from 1972 through 1978 Is shown In Figure
B . These large corporations comprised over 91 percent
of the total foreign tax credit for each of-the years
shown, with a high of 97 percent for 1978 .

Finally, the foreign tax credit of $25 .5 billion
offset 42 percent of the $61 .0 billion of U .S . cor-
porate tax reported on returns with total assets of
$250 million or more . This compares to only $900
million of foreign tax credit, or less than 2 percent
of the $46.9 billion of U .S . corporate tax, reported
by smaller companies . Figure C shows foreign tax
credit data as related to the U.S . corporate tax .

FOREIGN ACTIVITY OF PETROLEUM CORPORATIONS

The foreign operations of U .S . corporations with
total assets of $250 million or more that were
primarily engaged in petroleum-related activities (oil
and gas extraction and refining) have historically had
the greatest impact an foreign income and tax date .
As shown in Figure D, these corporations reported over
one half of the . total. foreign source taxable Income,
more than three quarters of the total foreign taxes
p Id and more than two thirds of the foreign tax
credit claimed by all large corporations . The impacta l
of corporations Primarily engaged in these industrial
activities has become more pronounced since 1973 when
Statistics of Income data first reflected the sharp
rise In the world price of oil . Since that year
corporations with operations in the Middle East have
accounted for the major portion of all foreign income
and taxes paid, and foreign tax credit claimed .

The foreign operations of U .S . corporations pri-
marily engaged in petroleum-related activities have
historically generated significantly more taxable
income than their domestic operations . Foreign source
taxable Income accounted for 93 percent of the $7 .2
billion in worldwide taxable income for 1972 . Even
with an increase in domestic taxable income, foreign
source taxable income accounted for 84 percent of the
$42 .7 billion in worldwide taxable income for 1978 .

Taxes paid to foreign governments far exceeded the
allowable foreign tax credit . The largest portion of
total foreign taxes paid were taxes paid on foreign
Income from oil and gas extraction . Those U .S .
corporations primarily engaged in petroleum-related
activities paid $18 billion in foreign taxes on $22 .3
billion of foreign income from oil and gas extraction
for 1978, or nearly half of the total $40 .7 billion in
foreign taxes paid by all U .S . corporations which
claimed a foreign tax credit and filed supporting
schedules for the credit . However, beginning in 1976,
U.S . corporations were not allowed to include all of
the taxes paid on foreign oil and gas extraction
taxable income in the computation of their foreign ta x

*Foreign Returns Analysis Section . Prepared under the direction of James R . Hobbs, Chief . 27
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Figure A
Total Corporate Taxable Income'

I nd Taxable Income from Foreign
ces, 197Z 1974,1976, and 1978

(Billions of Dollars)

Total Corporate
Taxable Income
Total Corporate Taxable Income
on Returns with Assets of $250
Million or More and with Foreig n
Tax credit Supporting Schedules - 4,

Taxable income from Foreign
sources on Returns with Assets - 4
of $250 Million or More and wit h
Foreign Tax Credit Supporting Schedules

$239.6

$12B .4

$104 E
$95. 1.;_~ I - -1 A~`T

$44 .0 S46.8
$53.0 I-

$62. 5

1972 1974 1976 1978

'Equals Income Subject to U.S. Tax in the Tables.

Figure B
Amount of Foreign Tax Credit
Claimeck 1972,1974,1976, and 1978
(Billions of Dollars)

1972 1974 1976 1978

0 Total Returns

F__J Returns with Total Assets
of $250 Million or More

credit . Those taxes excluded from the computation of
the foreign tax credit were taxes in excess of the

s

U . S
. tax rate applicable to the foreign oil and ga

extraction taxable income . For 1978, corporations
p

rimarily engaged in petroleum-related activities were

required to exclude $7 .5 billion of foreign taxes paid

on foreign oil and gas extraction taxable income .

Thus, the foreign oil and gas extraction taxes in

:xcess of 48 percent .0of the foreign oil and ga s

xtraction taxable I" me, were reduced to the 48

percent rate, which was equivalent to the basic U .S .

corporate tax rate for 1978 .

In 1978, large corporations primarily engaged in

petroleum-related activities generated 84 percent of

their $42
.7 billion of worldwide taxable income, or

$35 .7 billion, from foreign operations and only 16

percent or $7 .0 billion, from their domestic opera-

ti ns . The U .S . income tax on the foreign income was

almost completely offset by $16 .9 billion In foreign

tax credits, leaving a net U .S . tax of $3 .4 billion,

almost entirely on domestic income .

DATA SOURCES AND LIMITATION S

The foreign tax credit is claimed Linder section 901

of the Internal Revenue Code . Corporations which

claim a foreign tax credit provide supporting foreign

Income and tax data on the Form 1118, "Computation of

Foreign Tax Credit - Corporations," attached to the

U.S . income tax return. Forms 1120, 1120F, 1120L, and

1120M were the sources for the foreign tax credit

data. The Form 1118 was the source of the foreign

Income and tax date for this article . Taxable income

reported from foreign sources (including
U .S.

posses !sions) is defined under U .S . tax law . However,

foreign taxes paid are defined by the tax statutes Of

the foreign countries (including U .S . possessions) .

A certain amount of undercoverage of foreign income

and tax date is attributable to various reasons

.
Less

than one percent of the total foreign tax credit was

Figure C

Total Corporate Tax and Foreign
Tax Credit, 1972, 1974, 1976, and 1978
(Billions of Dollars)

Total Corporate Tax
Before Credit s
Total Corporate Tax Before
Credits on Returns with Assets of
$250 Million ~or More and with
Foreign-Tax Credit Supporting
Schedules
Foreign Tax Credit on Returns
-with Assets of $250 Million or
More and with Foreign Tax,Credft
Supporting Schedules

claimed by U .S . corporations which did not provide
foreign income and tax data to support the foreign tax
credit claimed . Some corporations with foreign income
and taxes operated at a deficit and had no U .S . tax
liability and consequently could not claim a foreign
tax Predit . Data from such returns were excluded from
this study . Corporations can choose to treat foreign
taxes paid as a deduction from gross income as an
alternative to the foreign tax credit on their U .S .
income tax returns . However, because it is generally
more advantageous to claim a credit against tax rather
than reduce income by a deduction, it is probable thatthe, number of corporations taking the deduction, as
wel as the foreign income and taxes involved, were
negligible.

Data were derived from the unaudited returns of
corporations which claimed a foreign tax credit that
were included in the sample used for the 1978 returnscontained in Statistics of Inoome-1978-1979, Corpo-
ration Income__T_axf~aturns . The f6r_ei~n tax credit

-
~can ~be sZ~Jei~t~ -change during audit when the-Elaime
i

acceptability of the foreign income and taxes reported
for Purposes of this credit is determined . Addition-
ally, some corporations provided preliminary foreign
income and tax data with their U .S . tax returnsbecause not all the information on their foreign
operations was available at the time the U .S . incometil return was filed .
,Returns with total assets of $250 million or moreaccounted for virtually all of the foreign tax credit

reported on corporation income tax returns . Because
these returns were sampled at the 100 percent rate,
data from them are not affected by samplingVariability .

Statistical studies on the foreign income and tax
data Of U .S . corporations which claim a foreign tax
credit are conducted biennially in even years . A more
complete explanation of the limitations of these data,

Lsag /

$5 .8

1972

Z U

$107.9

L!2-8i/

$20 .2

~~8

$61 .0

S25 .S

1974

$22. 7

1976 1978

and explanations of the terms used and applicable law
changes, can be found In

ta4 tic 056_17ncme
--19711 -

1979, S
ppe

.eta, Reprf~ Mens.tl . income and
Tax s, Or4enu Income and Taxes Reported on U .S .we ATgm

- -income lax Returns and in Statistic
ad7SWeMentai Re ort ., International Inc-me 2n-,5n Ts CrP d

Tax~_sF
t

Isimed on Corpor jion incRTe Tax
Returns .

NOTES AND REFERENCES

[11 "Taxes paid" include taxes paid, accrued, and
deemed paid .

[2) Includes dividends constructively received, J a . ,
certain undistributed profits of foreign subsi-
diaries under specially defined circumstances and
dividend gross-up resulting from taxes deemed
paid by U .S . parent corporations . Taxes were
considered deemed paid upon actual or construc-
tive receipt of a dividend from a related foreign
corporation of which the U .S . corporation owned
at least 10 percent of the voting stock .

[31 The five types of foreign income were : Section
904(d) Interest Income, Dividends from a DISC or
Former DISC, Foreign Oil Related Income and All
Other Income from Sources Without the U .S .

[41 Department of Trees y The 0
r tion

and Effect
of the Internation tF r- ~vs S-ns of,ur pla. the

al atInternal Revenue Code -WH Report, May 1982 .



i

i

Figure D-Returns With Total Assets of $250 Million or More and With Foreign Tax Credit Supporting Schedules :

Number of Returns, Foreign Income, Taxes, and Credit by Selected Industry, 1976 and 1978

[Money amounts are in millions of dollars ]

Number of
Taxable income Taxable income

Selected industry from all from foreign
returns sources source s

1976 1978 1976 1978 1976 197 8

(2) (3) (4) (5) (6 )

All industrial divisions . . . . . . . . . . . . . . . . . . . . . . . . . . . 760 878 104,585 128,391 52,980 62,48 6

Mining . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21 23 28,100 26,512 27,528 25,87 8

Oil and gas extraction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 18 27,507 26,141 27,204 25,73 4

Manufacturing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 372 418 58,295 75,540 19,306 26,26 8

Petroleum ~including integrated) and coal products . . . . . . . 20 22 16,072 16,555 8,658 10,00 0

Transportation and public utilities . . . . . . . . . . . . . . . . . . . . . . . . 45 50 6,414 9,339 275 75 1

Wholesale and retail trade . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.

42 53 3,412 4,082 1,444 1,23 0

Finance, insurance, and real estate . . . . . . . . . . . . . . . . . . . . . . . . 256 307 7,556 11,587 4,080 7,91 4

U.S . tax Foreign taxes Foreign ta x

Selected industry before credits paid credit claime d

1976 1978 1976 1978 1976 197 8

(7) 0) (9) (10) (11) (12 )

All industrial divisions . . . . . . . . . . . . . . . . . . . . . . . .. . . . 49,788 60,965 38,310 39,587 22,717 25,45 2

Mining . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,493 12,671 25,892 24,025 13,162 12,321

Oil and gas extraction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,205 12,516 25,747 23,974 13,022 12,270

Manufacturing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,597 35,693 10,490 13,442 7,957 11,210

Petroleum (including integrated) and coal products . . . . . . . 7,637 7,808 6,528 6,870 4,070 4,66 4

Transportation and public utilities . . . . . . . . . . . . . . . . . . . . . . . . 3,089 4,527 90 199 83 209

Wholesale and retail trade . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,631 1,930 968 788 631 51 7

Finance, insurance, and real estate . . . . . . . . . . . . . . . . . . . . . . . . 3,5 3 1 5,516 767 993 771 1 1,066
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Table 1. -Total Assets, income, Taxes and Credits and Foreign Income, Taxes and Credit, by Major Industry-Continued
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All Corporation Returns with Foreign Tax Credit, 1978
Table 1 . - Total Assets, Income, Taxes and Credits and Foreign Income, Taxes and Credit, by Major Industry -Continued
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34 All Corporation Returns with Foreign Tax Credit, 1978

Table 1. - Total Assets, Income, Taxes and Credits and Foreign Income, Taxes and Credit by Major Industry- Continued
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Table I .-Total Asss* income, Taxes and Credits and Foreign Income, Taxes and Credit,
by Major industry-Continued Table 1 . - Total Assets, income, Zes and Credits and Foreign Incorm), Taxes and Credit, by Major Industry- Continued
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Table 2.-Total Assets, income, Taxes and Credits and Foreign Income, Taxes and Craft by Size of Total Assets
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Corporate Foreign Tax Credit, 1980 :
An Industry Focu s
By William States*

For 1980, the foreign tax credit provisions
of U .S. tax law enabled corporations to reduce
their U .S. tax liability by almost $25 billion .
Although this amount was the smallest since the
$23 .6 billion claimed for 1976, it still reduced
the total corporate U .S . tax liability from

$105 .1 bil
1
ion to $80 .3 billion, a reduction of

almost 24 percent . This sizeable reduction in
the total corporate U .S. tax liability was
accounted for by a relatively small number of
corporations . Of the nearly 1 .2 million corpo-
rations with U .S . tax liability before credits,
fewer than 0 .6 percent (6,199) claimed a foreign
tax credit for income taxes paid to foreign
countries [1] .

As in past years, corporations pr1marily
rgaged in integrated petroleum activities1 . a., extracting, refining and marketing

petroleum products) accounted for a signifi-
cant portion of the total foreign tax credit
claimed . Although only 43 of the 6,199 corpo-
rations claiming a foreign tax credit were
engaged in integrated petroleum activities,
their $11 .0 billion in foreign tax credit
claimed accounted for more than 44 percent o f

f the total credit . In addition, the U .S. tax
liability of all corporations in the integrated
petroleum industry was reduced from $21 .0
billion to $10 .0 billion, or by more than 52
percent .

EVOLUTION OF THE FOREIGN TAX CREDIT

tax liability by the amount of their foreign
income tax burden, without limitation . In cases
in which the foreign tax rate exceeded the U .S .
tax rate, the foreign taxes paid in excess of
the U .S . tax rate effectively reduced the U .S .
tax on domestic income .

The ability of sow corporations to offset
U .S. tax an domestic income with the credit for
foreign income taxes led to the development of
the foreign tax credit limitation . The limita-
tion was first adopted as part of the Revenue
Act of 1921 and still remains as a fundamental
principle of the current foreign tax credit
provisions of U .S . tax law. The basis of the
limitation is to restrict the crediting of
foreign income taxes to the lesser of (1) the
U .S. tax on foreign-source taxable income, "or
(2) the actual foreign income taxes paid .

Before the enactment of the Revenue Act of
1962, corporations combined all types of foreign
income for purposes of computing their foreign
tax credit limitation . With passage of the
1962 Act, corporations were required to compute
a separate foreign tax credit limitation for
certain investment interest income . This
separate limitation removed the incentive for
corporations with foreign-source income, taxed
at rates in excess of the U .S . tax rate, from
making interest -bearing investments abroad to
generate additional foreign income . Since this
foreign-source interest income was usually sub-
ject to little or no foreign tax, the addition
of this lower-taxed foreign income to the
higher-taxed foreign income enabled corporations
to increase the total foreign tax credit
claimed . Subsequent legislation required addi-
tional separate foreign tax credit limitations
with respect to certain other types of foreign
income .

Generally, U .S. corporations are subject to
U .S . tax an their worldwide income . When a
portion of this income is derived from foreign
sources, the foreign income is also typically
subject to tax by the couintry in which it was
earned . This results in double taxation of the
foreign income . To alleviate the consequences
Of this double taxation, U .S . tax law allows
corporations a credit against U .S . income tax
for income taxes paid to foreign countries~'121 .

The United States was the first country to
pr ide a tax credit for income taxes paid to
foreign countries [3] . The foreign tax credit
was established as part of the Revenue Art of
1918 . The original foreign tax credit provi-
sions allowed corporations to reduce their U.S .

For Tax Year 1980, separate foreign tax
credit limitations were required with respect
to (1) certain investment interest income, (2)
dividends received from a Domestic International
Sales Corporation (DISC) or former DISC, (3)
foreign oil-related income, and (4) all other
income from foreign sources [4] . The total
foreign tax credit claimed was the sum of the
four separate types of income credits. In

*Foreign -Returns Analysis Section . Prepared under the direction of Jams Hobbs, Chief . 41
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certain instances, the total foreign tax credit
claimed was reduced for participation in or for
cooperation with international boycotts t5l .

FOREIGN TAX CREDIT BY INDUSTRY

Foreign Income . Tax and Credit Trend s

Although there was little change in the total
foreign tax credit claimed from 1977 to 1980
(see Figure A), there were distinctly different
industry trends . During this period, the
foreign tax credit claimed for all industries
except the oil and gas extraction industry
increased by approximately 24 percent per year .
Particularly noteworthy was the integrated
r troleum industry, which increased by almos t
0 percent per year over the 3-year period

'
On

the other hand, the foreign tax credit claimed
by corporations primarily engaged in oil and
gas extraction decreased by almost 87 percent

from 1977 to 1980, while alterratingl y
- ingdecreasing and increasing during the interven

years 161 .

For Tax Year 1979, corporate profits, as
measured by total income subject to U .S . tax,

increased by $40 .6 billion over the 1978 level

to almost $280 .2 billion (see Figure B) . A
significant portion of this increase was
accounted for by the $27 .4 billion increase i n

-source taxab income, as both foreign-foreign
11

,

source taxable income ($92 .s billion) and

foreign tax credit claimed ($36 .8 billion)
reached all-time highs for 1979 .

Although every industry contributed to the
$10 .5 billion increase in foreign tax credit
claimed for 1979, the oil and gas extraction
industry alone accounted for $6.1 billion, or

almost
60 grcent of the total increase . An

additional 1 .8 billion (or 17 percent) of the
increase was attributed to the integrated
petroleum industry . As many of the corporations
in the oil and gas extraction and integrated
petroleum industries had substantial operations
in countries that were mmbers of the Organi-
zation of Petroleum Exporting Countries (OPEC)

[71, much of the increase in foreign income and
foreign tax credit claimed can be attributed to
the OPEC-induced rise in Petroleum prices and
the increased foreign taxes paid on their larger
foreign earnings .

For 1990 , corporate profits declined from
1979, as illustrated by the $33 .6 billion
reduction in total income subject to U .S . tax .
While corporate profits declined in many
industries [81, the decreases in total foreign-
source taxable income and total foreign tax
credit claimed were largely restricted to the
oil and gas extraction industry . Excluding
this industry, the foreign tax credit claimed
increased by 26 percent over 1979 . In partic-
ular, the foreign tax credit claimed by the

Figure A.--Foreign Tax Credit Claimed and Percent Change in Foreign Tax Credit Claimed, by Selected

Industry, 1977-1980

[All figures are estimates based on samples--money amounts are in millions of dollars )

1977 1978 1979 1980
- Percent

n

t
PP

t

Percent Percent chabg e

Selected industry ..unt 79:a~

t

Amount chang e

X

Amount

Amo t

change 1977 to 198 0
1

ff
rom lg77 from 1978 from 197 9

(2) (3) (4) (5) (6) (7) (8)

All industries . . . . . . . $26,006 $26,358 1 .4% $36,828 39.7% $24,880 -32 .4% -4 .3%

Mining . . . . . . . . . . . . . .

.

13,959 12,513 -10 .4 18,719 49 .6 1,964 -89 .5 -85 . 9

Oil End gas
extraction . . . . . . . . 13,898 12,446 -10 .S 18,591 49 .4 1,822 -90 .2 -86 . 9

Manufacturing . . . . . . . : 10,IS4 11,6S4 14 .8 15,286 31 .2 19,192 25 .5 89 . 0

Chemicals and allied
products . . . . . . . . . . . 904 1,156 27 .8 1,531 32 .5 1,721 1Z .4 90 . 3

Petroleum (including
integrated) an d
coal products . . . . . . 4,041 4,665 15 .5 6,447 38 .Z 11,028 71 .0 172 . 9

Machinery, except
electrical . . . . . . 1,624 1,915 17 .9 2,216 15 .7 2,331 S .2 43 . 6

Wholesale and retail
trade . ., . . . . . . . . . . . . 604 594 -1 .6 891 50 .0 1,525 71 .1 IS2 . 4

Finance, insurance, .
and real estate . . . . 867 , 1,104 27 .3 1,290 , 16 .8 1,397 8 .3 61-1

r.*rparate ii-oreign i ax Lreun, i tvau

Figure B
Domestic-Source Taxable Income, Foreign-Source Taxable Income,
Total Income Subject to U.S. Tax, Total U.S. Income Tax Before Credits,
Foreign Tax Credit and All Other Credits, 1977-1980
(Billions of Dollars )

Domestic-Source
Taxable Income Total Income

Subject to
Foreign-Source U .S. Tax
Taxable Income 239 .6

212 .5

280.2 EM
246.6 F

11,~l I .,

All 01her.mcin .,

Foreign Tax

Credi t

1977 1978 1979 1980

All other credits include U.S . possessions tax, investment, work IncentweI/ (WIN) and jobs credits. Also included for IND
am noncon-tional source fuel and alcohol fuel credits.

NOTE: Detail may not add to total. because of rounding .

integrated petroleum industry increased by $4 .6
billion, or by 71 percent over 1979 . The
foreign tax credit claimed by corporations
engaged in wholesale and retail trade also
increased by 71 percent from almost $900
million to more than JI .5 billion . This
increase was largely attributable to those
corporations involved in wholesaling petroleum
and Petroleum products .

Although the foreign tax credit claimed by
most industries increased for 1980, these
increases were more than offset by a $16 .8
billion reduction in foreign tax credit claimedby

the oil and gas extraction industry . This
decline was largely the result of the foreign
nationalization of certain U .S . oil interests
in the Middle East . This nationalization
adversely affected the industry's foreign
earnings, which reduced the amount of foreign
taxes available for credit 191 .

Since foreign taxes can only offset the U .S .
IrIcOnle tax on foreign income, the total foreign
taxes available for credit often exceed the
allowable credit The combined effect of the
foreign tax credit limitation and the statutory

Total
Credit s

reduction for excess foreign oil and gas extrac-
tion taxes [101 are illustrated by Figure C
1111 . For 1980, the $24 .9 billion in foreign
tax credit claimed represented only 73 percent
of the $34 .2 billion in total foreign taxes
available for credit . Of the $9 .3 billion in
foreign taxes that were not creditable for
1980, $4 .1 billion were foreign oil and gas
extraction taxes in excess of 46 percent (the
maximum U .S . tax rate) of foreign oil and gas
extraction taxable income 1121 .

Impact of Prior-Year Foreign Taxes

Foreign taxes that cannot be claimed as a
credit currently because of the operation of
the foreign tax credit limitation may be
credited in prior or subsequent years . With
the exception of excess foreign oil and gas
extraction taxes, U.S . tax law permitted all
foreign taxes that could not be claimed
currently as a tax credit to be carried back 2
years and forward 5 years . The foreign taxes
carried to other years may be credited in such
ears to the extent that the current-year

roreign taxes do not equal or exceed the foreign
tax credit limitation for that year . The amount

Total U.S .
IncomeTax
Before Credits
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44 Corporate Foreign Tax Credit, 1980

Figure C - . :
Total Foreign Taxes Avallable .for Credit and
Foreign Tax Credit Claimed ,
1976, 1978 and 1980.,
(Billions of .6ollars) -

C ., ot
Fole v
Z
r1-1
cwl" to, clld l

Fo,,,g, T-

69. 9

43 .9

EM 26. 4

1 976 * 1978. , ~ - 1980
-NC)TE:~Demy may mt add,to.totils :bacm vfroundlng:

of excess foreign oil and gas extraction taxes
that could be carried to prior or subsequent
years was limited to 2 percent of foreign oil
and gas extraction taxable income .

Nearly 1,200 corporations carried more than
$4 .2 billion in unused prior-year foreign taxes

to 1980 [131 for potential crediting against

their U,S . income tax on foreign-source taxableincome
. As shown in Figure D, 514 coiTorations,

credited $736 million, or more than
I

percent
of the total carryover . No foreign tax credit
was claimed with respect to the foreign tax
carryover for the remaining 680 corporations

with carryover . In the case of these corpo-
rations, the current-year foreign income taxes
offset completely the U .S . tax on foreign-source
taxable income, precluding the crediting of any
foreign tax carryover .

The oil and gas extraction and integrated

petroleum industries together accounted for more
than $3 .2 billion of the $4 .2 billion in unused

foreign taxes carried to 1980 . The substantial

carryover for these industries was largely a
function of the relatively high effective

foreign tax rates in prior years . More than

$48S million of the $5.2 billion available

carryover for these industries was used to

offset U .S . income tax on foreign-source taxable

income . Of this amount, $452 million was

accounted for by three large integrated

petroleum companies .

On a percentage basis, the banking industry
credited the largest proportion of its available
foreign tax carryover . The $S2 million in
credited carryover represented 98 percent of

the total carryover available . The $53 million
in uncredited pritc)r-year foreign taxes carried
to 1980 were primarily the result of substantial
prior-year domestic losses . These losses effec-
tively reduced the U .S . tax before credits on
foreign-source taxable income, thereby reducing

the amount of foreign taxes that could be
credited in the domestic loss years .

For some corporations, the choice between
domestic and foreign investments is influenced
by the amount of unused prior-year foreign
taxes available for credit . Those corporations
with carryover that may not be used because the
5-year carryforward period is about to expire
often choose to make the foreign investment if
the resulting income is subject to a relatively
low foreign tax rate . In many instances, the
addition of this relatively low-taxed foreign
income enables corporations to credit some
portion of their carryover against the U .S . tax
on the additional foreign income . This results

in a lower U .S . tax liability after credit than
if the alternative domestic investment was
made, as the U .S . tax on the income from the
domestic investment cannot be reduced by the
foreign tax carryover .

Estimated Effective U .S. Tax Rates on Foreign-
Murce-Taxable Income

The actual U .S . income tax paid an a corpo-
ration's foreign-source taxable income is a
function of the overall foreign tax rate as
well as the U.S . income tax rate . Since the
U .S . tax on foreign-source taxable income is
reduced on a doll ar-for-dollar basis by the
amount of foreign income taxes paid, the
effective U. S. tax rate on foreign-source
taxable income is often much less than the U .S .
statutory rate . In general, a measure of a
corporation's effective U.S . tax rate on
foreign-source taxable income is the actual
amount of U.S . income tax (U .S . income tax on
foreign-source taxable income less the foreign
tax credit claimed) on foreign-source taxable
income, expressed as a percentage of foreign-
source taxable income . For those corporations
for which the U .S . income tax on foreign-source
taxable income is entirely eliminated by the
foreign tax credit, the effective U.S . tax rate
on foreign-source taxable income is zero .

For purposes of obtaining a relative measure
of the effective U .S . tax rate on foreign-source
taxable income for selected major industries,
the five corporations with the largest foreign
tax credit claimed and the five corporations
with the largest foreign-source taxable income
in each industry were selected . Those Corp-
rations among the five largest in both cate-
gories were included only once for purposes Of
this analysis [14) . The results of the analysis
of the 99 selected corporations is presented in

Figure E . Brief summaries of the methodology
and the limitations of the statistics are
presented in the Data Sources and Limitations
section of this article .

The average effective U .S . tax rate OR
foreign-source taxable income for the selected
corporations was 2 .7 percent [151 . Many Of the
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Figure D. --Foreign Tax Credit Claimed Carryover Credited and Carryover Credited as a Percent of Both Total Carryoverand Foreign Tax Credit Claisal, by Seiected Major Zndustry, l9so

[All figures are estimates based on samples--money amounts are in thousands of dollars )
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selected corporations effectively had no U .S .
income tax liability on their~ foreign-source
taxable income, while some had effective U .S.
tax rates on foreign-source taxable income
approaching 46 percent (the maximum U .S . taxrate) - Although these 99 corporations repre-sented only 1 .6 percent of the total number of
corporations claiming a foreign tax credit,
their foreign-source taxable income and foreign
tax credit claimed accounted for approximately
two-thirds of the respective totals for all
corporations claiming a foreign tax credit .

Most industries had corporations with effec-tive U.S. tax rates on foreign-source taxable
Income ranging from zero to well above the 2 .7.Percent overall average rate . However, thecorporations representing the oil and gas
extraction, integrated petroleum and banking
industries had effective U .S. tax rates on
.foreign-source taxable income ranging from zeroto only 1 .7 percent . The average effectiveU*S, tax rate on foreign'source taxable incomefor the 17 corporations in these industries was-less than 0.5 Percent . For the remaining 82

corporations .

corporations in other industries, the average
effective U .S . tax rate on foreign-source
taxable income was S .8 percent .

As discussed earlier, the corporations repre-
senting the oil and gas "traction and inte-
grated petroleum industries had two of the
lowest average effective U .S . tax rates on
foreign-source taxable income . These low
effective U.S . tax rates were the result of the
relatively high current-year foreign tax rates
in combination with the rior- ear foreign taxes
available for credit (CarryZer) . lin g:rtic-
ular, these corporations effective y d no
U .S. income tax liability on their foreign
oil-related income as the foreign taxes avail-
able for credit (current-year foreign taxes
after reduction for excess oil and gas extrac-
tion taxes plus carryover of prior-year foreign
taxes) exceeded the amount needed to offset
completely the U .S . income tax on this income .
A small amount of U.S . income tax was payable
Zisome of thet corporations in both industries

respect o their non oil-related income
from foreign sources . In these instances, the
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Figure E-EstimatedI
Effective U .S . Tax Rates on Foreign-Source Taxable Income for Selected Corporations, by Selected

Major Industry, 1980

(All figures are estimates based on samples--money amounts are in millions of dollars ]
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foreign taxes available for credit were somewhat
less than the U .S . income tax on this income .

The corporations selected to represent the
banking industry had a 0 .5 percent average
effective U .S . tax rate on foreign-source
taxable income . Although this effective U.S .
tax rate on foreign-source taxable in- is
~omparable to the integrated petroleum
industry's rate, the cause of the banking
industry's relatively low effective

U .S . taxrate was distinctly different. Since all the
corporations represe~nting the banking industry
had domestic losses, their total worldwide~ su
income (total income bject to U .S. tax) was
less than their foreign-source taxable income .
In the aggregate, the $1 .6 billion in total
worldwide income for these banks resulted from
$5 .3 billion in foreign-source taxable income
reduced by domestic losses of $3 .6 billion .
Since the U .S . income tax before credits is

based on worldwide income, the effect of the
domestic losses was to reduce the pre-credit
U .S. income tax on foreign-source taxable
income from approximately $2 .4 billion (or 46
percent of $5 .3 billion) to slightly more than
$700 m illion (or 46 percent of $1 .6 billion) .
As a result, the $721 million in pre-credit
U .S . tax liability on foreign-source taxable
income was largely eliminated by the $694
million in foreign tax credit claimed . Without
the domestic losses, the average effective U .S.
tax rate on foreign-source taxable income would
have been approximately 33 percent, as the
average foreign tax rate on this foreign-source
taxable income was only 13 percent .

The highest average effective U .S . tax rate
on foreign-source taxable income for any of the

selected industries was the 16 .6 percent rate
for the corporations primarily engaged in the
manufacturing of motor vehicles and equipment'

The relatively high average U .S . tax rate was
primarily the result of the low overall foreign
tax rate of 28 percent on foreign-source taxable
income . The average effective U .S . tax rate on
foreign-source taxable income would have been
slightly higher were it not for the domestic
losses of some of the selected corporations .

SUdMARY

Although the foreign tax credit claimed for
Tax Year 1980 declined by more than 32 percent
from its 1979 all-time high, the $24 .9 billion
claimed was still the largest single credit
against the U .S . corporate income tax, This
nearly 24 percent reduction in the total U.S .
corporate tax liability was accounted for by
the relatively few corporations (6,199) that
claimed a credit for income taxes paid to
foreign governments .

For 1980, those corporations in the oil and
gas extraction and integrated petroleum
industries collectively accounted for more than
one-half of the foreign tax credit claimed by
all corporations . Particularly noteworthy was
the continued growth of the foreign activities
of the integrated petroleum indus try . The
$11 .0 billion in foreign tax credit claimed by
corporations in this industry represented a 71
percent increase over 1979. On the other hand,
the foreign tax credit claimed by corporations
in the oil and gas extraction industry was at
its lowest level since 1972. The $1 .8 billion
in foreign tax credit claimed by corporations
in this industry was nearly $17 billion less
than the credit claimed for 1979 . This sub-
stantial decrease was largely the result

of
the

nationalization of certain U .S. oil interests
in the Middle East .

An analysis of the corporations with the
largest foreign-source taxable income and
foreign tax credit claimed revealed that the
average effective U .S . tax rate on foreign-
source taxable income for the selected corpo-
rations was less than 3 percent . Many of these
corporations effectively had no U.S . income tax
liability on their foreign-source taxable
income, while some had effective U.S . tax rates
on foreign-source taxable income approachingthe maximum U .S . tax rate . The average effec-tive U .S. tax rate on foreign-source taxable
income for each of the oil and gas extraction,
integrated petroleum and banking industries was
less than 1 percent . There was very little
range in the effective U.S . tax rates on
foreign-source taxable income for the corpora-
tiOns selected to represent these three
industries, as every effective U .S. tax rateWas less than the 2 .7 percent average for all
industries .

DATA SDMCIES AND LIMITATIONS

Sample Selection and Variabilit y

The statistics for the 1980 Tax Year were
estimated fromoac stratified probability sample
of about 85,00 orporation income tax returns
selected after revenue processing, but before
audit . A description of the sample selection
procedures for corporate returns is presented
in the Appendix of this publication.

From the general corporate sample described
earlier, all returns claiming a foreign tax
credit were used for the 1980 statistics
presented in this article . However, slight
differences exist between the 1980 foreign tax
credit data presented in this article and the
previously published data in Statistics of
Ihc,-e- or~t or _

9"-
L_n PSome_T.__1W-t.-S.

e ~6ere~ff are e resul t of the
different weighting methods used for returns
sampled at less than the 100 percent rate
[161 . In addition, the statistics presented in
this article include certain returns with
foreign tax credit that were prescribed for
inclusion in the 100 percent sample class but
were received too late to be included in
Statistics of Income--1980 . Corporation Income
Ta-x Returns .

Sampling variability (i .e ., the degree to
which estimates based on a sample differ from
similar data based on a complete count or
census) arises only in strata in which returns
are selected at a rate of less than 100 percent .
For this article, returns selected at the 100
percent rate accounted for the largest part of
the estimated amounts . For instance, for 1980,
those corporations with $2SO million or more in
total a$sets (which were selected at a 100
percent rate) accounted for a major portion of
total assets (96 .S percent), foreign tax credit
claimed (96 .1 percent), and foreign-source tax-
able income (95 .8 percent) of all corporations
claiming a foreign tax credit . Because of the
predominance of these large corporations,
sampling variability is not considered a major
limitation of the statistics .

General Limitations

The foreign tax credit is claimed under
section 901 of the Internal Revenue Code .
Corporations claiming a foreign tax credit
generally provide supporting foreign income and
tax data on Form 1118, Computation of Foreign
Tax Credit --Corporations, attached to the U .S.
income tax return. Form 1118 is the source of
the foreign income and tax data for this
article . The statistics presented in this
article do not reflect any adjustments that may
be made during audit, when the acceptability of
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the foreign income and taxes reported for

pu Os05 of
this credit is finally determined .

Add7li .nally, some corporations provided onig
preliminary foreign income and tax data wi
their U .S. tax returns because not all the
information on their foreign operations was
available at the time the U .S, income tax
return was filed .

There is a certain amount of undercoverage of
foreign income and tax data . in some instances,
corporations did not provide a Form 1118 in
support of their foreign tax credit claimed
with their tax return as originally filed .
However, the foreign tax credit claimed by
these corporations represented only a fraction

of 1
percent of the total foreign tax credit

claimed by all corporations . Some corporations
with foreign income and taxes operated at a
deficit and had no U .S. tax liability against
which a foreign tax credit could be claimed,
In addition, some corporations chose to deduct
their foreign income taxes from gross income
rather than credit them against their U .S . tax
liability . Data from such returns are excluded
from this study . For 1980, the amount of
foreign income and tax data so excluded was
estimated to be in the range of $15 billion to
$20 billion ,

The U .S . tax law allows parent corporations
to file consolidated income tax returns
presenting the combined financial data of an
entire group of affiliated corporations .
Therefore, the actual number of corporations
claiming a foreign tax credit is understated,
as the statistics in this article represent the
number of corporation income tax returns with
foreign tax credit . For purposes of this
article, however

,
the term "corporations" is

used to denote "returns . "

Effective Tax Rate Me !ology and Limitations

An effective U .S . tax rate on foreign-sourc e

taxable income was computed for each of the 99
corporations selected for inclusion in Figure
E. The computation was made by first deter-

mining each corporation's U.S . income tax before
credits on its total foreign-source taxable
income . This result represented the portion of
a corporation's pre-credit U.S. tax liability
that was attribu table to its foreign-source
taxable income . Each corporation's effective
U .S . income tax on foreign-source taxable
income was computed by reducing the pre-credit

U .S . tax liability on foreign-source taxable
income by the amount of foreign tax credit
claimed . This represented the actual U.S .
income tax liability of the corporation on its
foreign-source taxable income . The final step
was to calculate the effective U .S . tax rate on
foreign-source taxable income by relating the
corporation's actual U.S . income tax liability
on its foreign-source taxable income to the
total amount of foreign-source taxable income .

After computing the effective U .S . tax rate On
foreign-source taxable income for each corpo-
ration, the data were aggregated to determine
the industry averages .

In some instances it was necessary to make
relatively small adjustments in foreign-source
taxable income, total income subject to U .S .
tax, and foreign tax credit claimed for purposes
of computing the effective U .S . tax rate on
foreign-source taxable income . These adjust-
ments were necessary to ensure the compara-
bility of the resulting effective tax rates .

Additional information on the adjustments is
available on request .

Since all the corporations selected for this
effective tax rate analysis claimed a foreign
tax credit against the U .S. income tax on their
foreign-source taxable income, the results
should not be "generalized" to include those
corporations that did not claim a foreign tax
credit . For example, the foreign-source taxable
income of corporations deducting their foreign
income taxes (in lieu of _crediting them) and
the distributions and tax deferred profits of
Domestic International Sales Corporations
(DISC,s) were not included in this analysis .

EXPLkNATION OF SELECITI) TERM S

f , taxes-Generally, current-

CurrN~- 1

6

year toreign !aMes a le tor credit: includedea Ore l
both (1) foreign taxes directly paid or accrued
by the U .S . corporation on profits of foreign .

branch operations ; withholding taxes on divi-
dends, interest, rents, royalties and license
fees ; and other foreign taxes paid or accrued
an partnership and services income ; and (2)
foreign taxes indirectly, or deemed, paid by

the U .S . corporation . These "deemed paid"
taxes were the taxes paid or accrued by a

related foreign corporation an the profits from

which dividends were paid (or cons tructive
distributions made) to the U.S . corporation .

Fore n 01 1 and jas e_,xt_r,,acctio,;n"_income . --Thi sC - g 've rl or. c
mFe er gn sources from

the extraction of minerals from oil and gas
wells or the sale or exchange of assets used ifl
such extraction . Foreign oil and gas extractiOfl
income was a part of foreign oil-related income
(see following definition) . The amount Of
foreign oil and gas extraction taxes that could
be used in the foreig -related tax creditl,mitLoi l
computation Was to 46 percent (the
maximum U .S . tax rate for 1980) of foreign oil
and gas extraction income .

Fo I n oil-related income .--This was incor

v tram
of minerals from oil and gas wells, (2) process'
i such minerals into their primary products,

(31 transporti such minerals or prioarY
products, and (41 selling or exchanging assets
used in these activities .

PorA n-source taxable income-Foreign-sourceax F
oe Income was gross 'reign-source income

(including certain income I 'construct iv,ly,,,
although not "actually " received, i .e .,
"foreign dividend gross-6" and, "includable
income of Controlled Foreign Corporations")
less the allocable deductions determined under
the Internal Revenue Code and by provisions of
any tax treaty between the United States and a
particular foreign country . This taxable income
was the amount on which the U .S . income tax on
foreign earnings was determined . It could
differ from the net profit from overseas
business operations and investments computed
under foreign tax law, which was used as the
basis for foreign taxation

-
In general,

foreign-source taxable income included foreign
branch profits, dividends received from foreign
corporations, rental income, royalties, license
fees, interest, gains from the sale of real
property, and compensation for labor or services
performed .

7_1 __
o
Min taxes avai,1012 for cred

-
it --Generally,

A-re gn M
.

.51e tor credi t' was the sum
of (1) current-year foreign taxes (foreign
taxes paid or accrued or "deemed paid"), and
(2) uncredited prior-year foreign taxes fcarry-
Over)- In some instances, this sum was reduced
for participation in or cooperation with inter-
national boycotts or by any excess oil and gas
extraction taxes .

NOM AND REFERENCES

III There will be an article in the Winter
1984-85 issue of the Statistics of Income
Bulletin presenting ge-ogr-2PT1--Try--cTa-s-si-
MeTTo-reign income and tax data for Tax
Year 1980 .

f2l Under U.S . tax law, corporations could
deduct foreign income, war profits and
excess profits taxes in lieu of claiming a
foreign tax credit . However, most corpo-
rations Obtained a greater tax benefit by
electing to credit these taxes against
U*S* income tax rather than deducting them
from gross income . Foreign taxes other
then income war profits and excess
profit, taxWs are always deducted from
gross income as such taxes cannot be
Claimed as a foreign tax credit .

See Owens, Elisabeth A The Fore
.

!S.~~TCredit- A Stud of the' 'Credit for-Fo-~relgn
n1 te rates OMeMrs-.. _ Ir-ite rates ~a. W,0Or-FM0 ':redri ge

: '~uo 01~~
arvar w ba I MI .

141 The Tax Equity and Fiscal Responsibility
Act Of 1982 repealed the separate forei
tall credit limitation for foreign oilgn
1~lated income . For taxable years begin-
"Ing after December 31, 1982, separate
foreign tax credit limitations were

required with respect to (1) cert J
investment interest income, (2) dividen dIns
received from a DISC or former DISC, and(3) all other income from foreign sources ,

151 U .S . Department of Treasury, Tbe Operation
and Effect of the Internatflo-nar-195y-cott
Provisions 0 e nterna venue e

L(~_r_t, y

[61 Corporations in the oil and gas extraction
industry are primarily engaged in exploring
for and extracting natural gas and crude
petroleum . Corporations primarily engaged
in refining or extracting and refining
crude petroleum are classified in the
integrated petroleum industry . Corpora-
tions in the integrated petroleum industry
may also transport and market petroleum
products . However, since corporations
were classified in the industry which
accounted for the greatest portion of
worldwide receipts, the industrial classi-
fication of some of these corporations
does not reflect their actual foreign
activity . For example, some of the
corporations classified in the integrated
petroleum industry were prbfiaril~ engaged
in the extraction of oil and gas abroad'
but were not classified as such becausetheir industry classification was based on

rldwide rather than foreign receipts .

[71 The Organization of Petroleum Exporting
Countries (OPEC) includes Algeria,
Ecuador, Gabon, Indonesia, Iran, Iraq,
Kuwait, Libya, Nigeria, Qatar, Saudi
Arabia, United Arab Emirates and Venezuela .

181 See Hobbs, James R., "Corporation income
Tax Returns : 1980," Statistics of IncomeBulletin, Winter 1982-93, pp . IT--rC.-

191 The nationalization resulted in the
deduction of certain foreign income taxes
from gross income rather than the inclusion
Of these taxes for foreign tax credit
Purposes. The foreign income taxes
deducted were estimated to be in excess of
$IS billion .

1101 Under U.S . tax law, oil and gas extraction
taxes in excess of 46 percent of foreign
oil and gas extraction income were
excluded from the foreign tax credit
Computation with respect to foreign
oil-related income.

1111 Data on the total foreign taxes available
for credit for Tax Years 197S, 1977, and
1979 are not available .

1121 The excess oil and gas extraction taxes
for Tax Years 1976 and 1978 were $11 .3
billion and $7 .8 billion, respectively .
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[13] These statistics do not include the

carryback of subsequent-year unused
foreign taxes . These taxes would be
reported at some future date on amended
returns and were therefore not available .

(141 For example, the seven corporations repre-
senting the services industry were selected
by first compiling a list of the five
corporations with the largest foreign tax
credit claimed and the five corporations
with the largest foreign-source taxable

income . Since three corporations were
among the five largest in both categories,
they were included only once for purposes
of this analysis . This selection technique
resulted in better effective tax rate
estimates than those that would result
from the use of industry totals . Effective
tax rate estimates based solely on industry
totals would be subject to certain "aggre-
gation errors," such as those that would
result from the inability to make industry
level adjustments for the presence of
corporations with domestic losses .

[151 The 2 .7 percent average effective U .S . tax
rate on foreign-source taxable income may
be somewhat lower than the actual average
for all 6,199 corporations claiming a
foreign tax credit . Since the selected
corporations were those with the largest
foreign operations in each industry, it is
likely that these corporations placed a
greater emphasis on tax planning with
respect to their foreign activities than
did the corporations with less substantial
foreign operations .

(16] The statistics in this article are based
upon "initial" weights which were derived
by dividing the number of returns filed
per sample class by the number of sample
returns for the stratum . The data
L blished in Statistics of Income--1980,
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A Geographic Focu s
BY William States-

For 1980, the fore i gn earnings of U . S .

mol ti na ti onal corporations accounted for a

significant portion of the total Corporate

income subject to U .S . tax . Of the S2,16 .6

$70 .5

billion was eartaxable income, more than

billion of corporate ned in foreign countries

or possessions of the United States . Since

much of this foreign income was subject to

foreign taxation, nearly $30 billion of income

taxes were paid to foreign governments . By

utilizing the foreign tax credit provisions of

U .S . tax law, corporations, in turn, credited

nearly $25 billion of foreign income taxes

against their U .S . tax liability [1] .

Although less significant than in prior years

the operations of corporations in countries thaj

a

re members of th e Organization of Petroleum

Exporting Countrie (OPEC) [21 accounted for

almost 19 percents of the $70 .5 billion of

foreign-source taxable income and more than 29

percent of the $30 billion of foreign income

taxes paid for 1980 . Although a non-OPEC

member, the United Kingdom accounted for more

foreign-source income ($11 .3 billion) and

foreign income taxes ($3 .7 billion) than did

any other country .

BACKGROUND

income with the credit for foreign Income taxes

led to the development of the foreign tax Credit

limitation . The limitation was first adopted
as part of the Revenue Act of 1921 and still

remains as a fundamental principle of the

current foreign tax credit provisions of U .S,

tax law. The basis of the limitation is to

restrict the crediting of foreign income taxes

to the I esser of 0 the U .S . tax on foreign-

source taxable income, or (2) the actual foreign

income taxes paid .

Prior to 1976, U .S . tax law required corpo-

rations to calculate their foreign tax credit

limitation either on a "per-country" or an
..
overall" basis . At different times, corpora-

tions were required to use (1 ) the overall

limitation (1921-1932) ; (2) the lesser of the

per-country or overall limitations (1932-1954) ;
(3 ) the per-country limitation (1954-1961) ; or

(4) an election of the overall or per-country

limitation (1961-1976) . All corporations must

now utilize the overall limitation method for

taxable years beginning after December 31, 1975

[4, 51 .

Regardless of the limitation method required

(per-country or overall), prior to the enactment

of the Revenue Act of,1962, corporations com-

bined all types of foreign income for purposes

of computing their allowable foreign tax credit .

The. 1962 Act required corporations to compute a

separate foreign tax credit limitation for

certain nonbusiness-related interest income .

Subsequent legislation required additional

separate foreign tax credit limitations with

respect to certain other types of foreign

income . For Tax Year 1980, separate limitations

were required with respect to (1) certain non-

business-related interest income, (2) dividends

received from a Domestic International Sales

Corporation (DISC) or former DISC, (3) foreign

oil-related income, and (4) all other income
from foreign sources [6] . The total foreign

tax credit claimed was the sum of the four

separate types of income credits, reduced for

any participation in or cooperation with inter-

national boycotts [7] .

Generally, U .S . corporations are subject to
U .S . tax on their worldwide income . When a

portion of this income is derived from foreign

sources, the foreign income is also typically

subject to tax by the country in which it was
earned. This practice could result in double
1aa

tion of the foreign income . To prevent or

reduce this double taxation, U .S . tax law allows

corporations a credit against U .S . income tax

for income taxes paid to foreign governments
[3] .

'The original foreign tax credit provisions, as
eStab ished by the Revenue Act of 1918, allowed

corporations to reduce their U .S . tax liability
by

their total foreign income tax burden, with-

Out limitation . However, the ability of some

corporations to offset the U .S . tax on domesti c

*Foreign Returns Analysis Section . Prepared under the direction of
0 .1mes Hobbs, Chief .
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16.1% foreign-Source Taxable Income
(All-countries total, $70Z :b1lllon)

FOREIGN INCOME AND TAXES BY COUNTRY

Geographic Source of FoneALLEnimLimls

For 1980, those countries accounting for the
largest percentage shares of foreign-source
taxable income are presented in Figure A . Also
shown are the current-year foreign taxes paid
to each of these countries . It is apparent

from this illustration that the international
operations of U .S . corporations were ge0graph-
ically diverse, as only the United Kingdom
accounted for more than 10 percent of both total
foreign-source taxable income and current-year

foreign taxes .

Despite this geographic diversity, much of

the foreign income and taxes accounted for by

these countries was associated with the
petroleum-related operations of U .S . corpora-

tions . Particularly noteworthy in this regard
were the United Kingdom, Norway, the Netherlands
and the OPEC-member countries of Indonesia,

Nigeria and Libya ..
More than -

43 percentof the

Figure A

F.W,Sm- Tam" Inimne, ~Cwmwd-yOw for4ftn .Tmn 2nd

190permnt o1wbuftn, by UbcW cogulfw1l,
(Money Amounts am in affans of Dollars)
20% r-

15%

10%

5%

5%

10%

$6 .6

corporate Foreign Tax Credit, 1980

6. 1 */6

$4.3

51% 5.09/6

,$3 .6 $3.5

foreign-source taxable income from each of these
countries resulted from the operations of the

U .S . petroleum industry [8] . Corporations in

the U .S petroleum industry were particularly
dominW in Indonesia, Norway- and Libya .

Petroleum-related corporations accounted for

more than 92 percent of the nearly $10 .1
billion of foreign-source taxable income from
these countries . Further, these corporations

accounted for more then 95 percent of the $6 .8

billion of current-year foreign taxes paid to

these three countries . Although somewhat less
important in relative terms, the United Kingdom
operations of petroleum-related corporations

accounted for almost $5 .0 billion of the $11 .3

billion of taxable income and nearly $2 .3

billion of the ~3.7 billion of foreign taxes .

Of the remaining $6 .3 billion of taxable income,

more than $2 .0 billion were earnings of the
United Kingdom branch operations of U .S . banks .

Al t:hou gh sizable, the U .S . petroleum

industry" s operations in Canada, West Germany
and Japan generated significantly less foreig n

4.29~ .3.9%

$2.9 $2.7 $2.6 $2.3

Nether- 'Lp4a Balbarim"United vast NW_W japen . Mgeda lands
Kingdoin Canada ktft- Germany

$2 .3

$3 .7

7.8% 7. 8%

$2 .6 &89/6

1 $1 .2
$2
.3 ' -4 .1%

. 02%
1$1 .9

6 .2%
7 .61/6

8.71%

Current-Year Foreign Taxes . .

15% L 12.5% (All-countTl8S total, $30 .0 billion )

-1/ The ton countries selected were time that accounted tor the largest percentage shares of toregn-source taxable income- laxas .
These countries accounted tor 59 percent ottotaj foreignsource taxable income mid 65 percent of total cumant-year tologn

37% 32% 2.7%

I

i
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income and considerably fewer foreign taxes
than did the industry's operations in the
United Kingdom, Norway, the Netherlands and
OPEC-menlber countries . Approximately one-half
of the $6 .6 billion of income from Canada was
from corporations engaged in various rmnufac-
turing activities unrelated to petroleum . Of
these manufacturing industries, the foreign-
source income of corporations manufacturing
motor vehicles and equipment ($564 million) and
paper and allied products ($447 million) were
the most noteworthy . The most substantial of
all non-manufacturing industries was the $535
million of taxable income from the Canadian
operations of U.S . insurance companies . U .S .
corporations manufacturing non-electrical
machinery accounted for a larger share of the
taxable income from both West Germany ($1 .1
billion) and Japan ($552 million) than did any
other manufacturing industry, including the
integrated petroleum industry . In the case of
Japan, the $576 million of taxable income of
U .S . banks was the largest of any single
industry .

U .S . banks with operations in the Bahamas
accounted for more than 78 percent of the more
than $1 .9 billion of taxable income from that
country . Al though income from the Bahamas
accounted for approximately 2 .7 percent of
total foreign-source taxable income , the
associated foreign taxes accounted for only 0 .2
percent of the all-countries total because of
the favorable tax treatment afforded the branch
operations of U .S . banks under Bahamian tax law
[9 3 .

As discussed previously, U .S . tax law requires
separate foreign tax credit limitations with
respect to certain types of foreign income .
Figure B presents an accounting, by country, of
the foreign-source taxable income for each of
the limitation types required for Tax Year
1980 . Excluding the residual, or "all other"
income type, income from foreign oil-related
activities accounted for the largest share (44
Percent) of the $70 .5 billion of foreign-source
taxable income . Accounting for much smaller
shares of the total were the $1 .2 billion of
DISC dividend income (2 percent) (101 and the
3561 million of nonbusiness-related interest
income (l percent) . The remaining foreign
income

,

whi-ch was not categorized as one of the
three previously defined income types, accounted
for $37 .8 billion or 54 percent of the $70 .5
billion of total foreign-source taxable income .

Oil For
1980, U .S . corporations had substantia l

-related operations in OPEC-member countries .
The resulting income ($11 .4 billion) and
a IsOciated foreign taxes ($8 .3 billion) were
considered foreign-oil related for foreign tax
credit Purposes In addition to the OPEC
Operations, many*Of these same corporations had

sizable oil and gas extraction operations in
the North Sea, which accounted for much of the
$9 .1 billion of foreign-oil related income from
the United Kingdom and Norway .

TFiygupree of Foreign Tax Credit I-InnitationV :
Foreign-Source Taxable Income,
by Selected Country, 1980

Foreign Oil-Related Incom e

AD Other Foreign-Source income

COunVy detail for the $1 .2 bil4an of DISC dividend income is net
available.
See tootnote [21 at the end of this article lor a list ol the
Crganization of Petroleum Exporting Countries .
NOTE: See text for additionsi information Percentages may
not add to 100 because of rounding .
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Certai n interest-bearing investments abroad
yielded more than $560 million of nDnbusinesS-
related interest income . More than three-
fourths of this interest income was related to
investments made in Canada, the United Kingdom
and the Bahamas . Both Canada and the United
Kingdom were particularly attractive investment
locations due to the reduced or Zero foreign-tax
withholding rates applicable to . remi tte d
interest income under the provision of each
country's tax treaty with the United States,
The Bahamas also provided an attractive invest-
ment climate as n

0
tax was withheld on interest

income under Bahamian tax law .

Unlike the previously discussed income types,
neither OPEC nor any single country accounted
for more than 14 percent of the $37 .8 billion
of "all other" foreign-source taxable income .
The geographic diversity of this income was in
large part a reflection of the global operations
of U.S . manufacturing firms and the degree to
which U .S . hanks held obligations of many Latin
American and other developing countries .

OPEC and North Sea Operations of the U .S .

In past years, the OPEC operations of the
U .S. petroleum industry accounted for most of
the industry's foreign income and taxes as well
as a significant portion of its worldwide
Income . For 1976, the foreign-source taxable
income from the OPEC operations of large
petroleum-relatLd corporations (i .e ., those
corporations in the U .S . petroleum industry
with $250 million or more in total assets)
accounted for almost 91 percent of the total
foreign income and 93 percent of the current
year credit offoreign taxes available fo r
these corporations . However, for 1990, the
importance of the OPEC operations diminished
considerably as only 33 percent of the total
foreign-source taxable income of these large
petroleuin-related corporations and 39 percen t

-year foreign taxesof their total curren t
available for credit were attributable to OPEC
operations (see Figure C) . Foremost among the
reasons for this decline were the nationaliza-
tion of certain U .S . oil interests in Saudi
Arabia and the dramatic increase in North Sea
oil production during the period 1976 to 1980 .

For 1976, the Saudi Arabian operations of
large petroleum-related corporations accounted
for almost $26 billion of the $35 .9 billion of
the total foreign-source taxable income of these
corporations . Similarly, more than three-
fourths of the $32 .3 billion of foreign income
tax liability of these corporations was paid to
the Saudi Arabian government . However, during
1980, Saudi Arabian government completedth e
Its nationalization of the country's oil
industry by acquiring control of almost all the
remaining U .S . oil-producing assets, This
nationalization adversely affected the U .S .

petroleum Industry's Saudi Arabian earnings and
effectively limited the role of the U .S .
petroleum industry in Saudi Arabia to that of
transporting and marketing Saudi . Arabian
petroleum products ~113 . Also contributing to
the decline in importance of the OPEC operations
of the U .S . petroleum industry was the political
turmoil surrounding the Iranian revolution and
subsequent deterioration of U .S .-Iranian
relations .

While the income from the OPEC operations of
large U .S . petroleum-related corporations
decreased from 1976 to 1980, income from
operations in the United Kingdom and Norway
increased dramatically during the same period .
Much of this increase was attributable to the
continued development and increased oil
production of North Sea oil resources . Shown
below is the average daily oil production of
the United Kingdom and Norway sectors of the
North Sea, for 1976 and 1980 [121 .

North Sea Oil Production
(thousands of barrels per day )

1976 1980 Percent increase

United Kingdom . . . 236 1,650 599%
Norway . . . . . . . . . . . 279 629 125

As the U .S . petroleum industry invested substan-
tially in developing the North Sea oil fields,
Ruch of the large petroleum-related
corporations' $8 .4 billion of income from the
United Kingdom and Norway resulted from the
substantial North Sea oil production during
198D .

Effective Foreign Tax Rates and Organizational
-5-tructu-neo f

There are several alternative organizational
structures available to U,S . corporations
seeking to expand their markets or business
activities abroad . Most corporations wanting
to establish a permanent presence abroad elect
to do so by using a foreign branch operation,
investing in an existing foreign corporati on,
or forming a subsidiary under the laws of th e

of theforeign country [131 . The locatio n
foreign operation and the structure selected
(branch versus foreign corporati

0
n) are

among
influenced by many factors . Foremost
these are the availability of labor and
resources, access to markets, safety Of
investment, foreign tax "e6ironment" (i .e .,
foreign tax base and applicable rates avail-

ability and duration of "tax holidays"' (141,
etc . mandatory 'host" country ownershiP
requirements, and the U .S . tax position of the

U .S . parent corporation .

For 1980, Figure 0 shows foreign-source
taxable income, current-year foreign taxes, and
effective foreign tax rates fforeign taxes as a

Corporate Foreign Tax Credit, 1980

Figure C-Foreign-SouPce Taxable Income, Current-Year Foreign Taxes and Percent
Distribution, bySelected Country for U .S . Petroleum-Related Corporations with Total Assets Of SZ50 Million or More,1976 and 1980

[Money amounts are in millions of dollars]

Selected country for
petroleum-relate d

corporations'

Foreign-source
taxable income

Amount

1976

Current-Year
foreign taxe s

As a
percent
of total

All countries . . . . . . $35,86 2

OPEC, total . . . . . . . . . .
Ecuador . . . . . . . . . . . .
Indonesia . . . . . . . . . .
Iran . . . . . . . . . . . . . . .
Libya . . . . . . . . . . . . .
Nigeria . . . . . . . . . . . .
Saudi Arabia . . . . . . .
United Arab
Emirates . . . . . . . . . .

All Other3 . . . . . . . . .

Non-OPEC tota l
Canada . . . . . . . . . . . .
Netherlands
Norway . . . . .
United Ki ngdo*m* ' ' * ' '
All other . . . . . . . . .

32,566
10 7

P,454
1,489
1,51 1

616
p.5' .904

389
9 5

3,296
1,196
622

-417
-206

1,267

(2 )

100 .0%

90 .8
0 .3
6,8
4 .2
4 .2
1 .7

72 . 2

1 .1
0 . 3

9 .2
3 .3
1 .7
1 .2

-0 .6
3 .5

Amoun t

(3 )

432,274

30,06 T
128

1,470
7,349
1,370

470
24,SS8

297
11 9

2,213
414
342
329

5
1,123

As a
percent
of tota l

(4)

Foreign-source
taxable income

Amount

(5 )

100 .0% 1$28,09 0

93 .1
0 .4
4 .6
4.Z
4 .2
1 .5

77 .0

As a
percent
Of tota l

0.9
0 . 4

6 .9
1 .3
1 .1

3 .6

9,122
77 4

3,357
5

2,239
1,19 0
433

1,520
203

18,968
1,413
1,598
3,433

74,94
7,577

-Year
taxes

67

As a
percent
Of tota l

-100 .0%

39 .4
0. 9

11 .4
0 .0

11 .1
5 .2
2 . 9

7 .3
0 .5' ...

60 .6
3 .6
5 . 1

15 .6
.73 .7
22 . 7,-

'Includes corporations in the oil and gas extraction and integrat e'Les, than O .D5 Percent . d petroleum industries .
3Includes Algeria, Gabon, Iraq, Kuwait, Qatar and Venezuela .
NOTE : Detail may not add to totals because of rounding .

Percent of foreign income) by country, for both
branch and non-branch operations F.151 Of U .S .corporations . In the aggregate,' the $21 .9billion Of branch income and the $48 .7 billionOf income from ,wePe subject to ther than branch operationsPe rates of foreign taxation of 46t rcent and 41 Percent, respectively, While
hele rates are similar ,cin the level Of foreign substantial differences
01"tries as well taxation existed among
tructure within a asubY type Of organizationa lco ntry .

Examples Of countries where U . S
favored one or I corporations

ganiZational structure over theOther were Trinidathe as,, Of
TrIni

d and Tobago, and Norway . In
Percent of dad and Tobago, more than 98
country for the tota l

1980 taxable income from that
OPerati 'as attributable to non-branch
local ons . This was primarily the result oflaw that effectivel yforei 9n control prohibited t talCO r (e.g., a branch of a 0,rPD atinn)- U.S .

a result, 'n .SmanY sectors of the economy .
U - corporations tended to form

corporations under the laws of Trinidad andTobago, with a substantial portion of
equity held by local residents

. the

Conversely, almost 97 percent of the total
taxable income from Norway consisted of branchprofits . As most of the branch profits resulted
from the North Sea a erations of the U .S . petro-P
leum industry, the branch structure offeredcertain U,S ' tax advantages to those U .S .
rations n in corpo-1 curr 9 substantial losses in
developing the North Sea oil fields, These
foreign branch losses were realized immediately
by the U .S . corporation (unlike the losses of
foreign subsidiaries), reducing the incomesubject to U.S . tax . For 1980 al though the
Norwegian branch operations 'of the U .S .
petroleum industry accounted for more than $3 .4billion of taxabl ehave been even Income, this figure would

larger were it not for theby somenearly $100 Million of branch losses incurred
cOrporations in the industry . Thesebranch losses were realized Immediately ,

100 .0%

32 .5
0 .6

12 . 0
(2)
8 .0
4 .2
1 . 5

5 4
0 : 7

67 .5
S .0
5 .7

T2 . 2
17 .6
27 .0

1980

Current
foreign

Amoun t

$16,60 0

6,543
153

1,894
-

1,850
865
489

7,272
8 1

10,05 7
59 1
85 1

2,587
6621 2

7613
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Figure D .--Foreign-Source Taxable Income, Current-Year Foreign Taxes and Effective Foreign Tax Rate, by Selected
i n ration 1980Country ana Organizational Structure of ore gn p e

[All figures are estimates based on samples--money amounts are in millions of dDlIars 3

Foreign-source
r

'
e

Current-year Effective foreign

Selected taxable incometa

e;

foreign taxe s

f9

re ign tax tax rate

country
Total Branch Won-branch Total Brancb Non-branch Total Branch

-- -

Non-branch
I

(21 3 4

f 5

(5 = r8 )

. . . . . . .All countries . $70,541 $21,871 $48 .670 S29,99 6. $10,088 S19,908 42 .S%
235

46 .1 %
35 1

40 .9 %
35 2.. . .

C :n da . . . . . . . . . . . . .
. . . . . . .

.
a

. 1 0
6 61 0
7 :761

9
4594

2-" 001

6,01
66,01 6

76 05

2 32 632 6
3 :1'99

~9
~

20 8
394

2 118,
2 :805

.
41 .2

.
19 .7

.
48 . 7

in America, total . . . . . . ;L t
641

,
38i

,
264 3 - 3 0 .4 0 .0 1 . 1

Cayman Islands . . . . . . . . . . .
1 522 201 1,321 687 56 631 45 .1 27 .8 47 . 8

Mexico . . . . . . . . . . . . . . . . . . . ,
939' ?01 138 728 a 220 24 .3 4 .1 29 . 8

Panama . . . . . . . . . . . . . . . . . . .
624 9 815 459 4 456 55 .7 38 .2 55 . q

Trinidad and Tobago . . . . . .
Other Western Hemisph ere

. . .
-I,IQO 1 617 1,573 274

57311
63

3 730
21 1
84 37

8 . 6
42 .3

3 . 9
45 .0

13 . 4
41 . 0

Europe, total . . . . . . .
. . . . . .

27,391
3 532

8,28 1
3 418

19,11 0
115

,
2,621

,
2,574

,
48 74 .2 75 .3 41 . 5

7 6Norway . . . . . . . . . . . . . . . . . . .
United Kingdom . . . . . . . . . . . 11 :347 3 :773 7,574 3,749

1
qo I
11

2,848
1 907

33 .0
653

23 . 9
9 .1

.3
55 . 1

West Germany . . . . . . . . . . . . . 3,579
9397

12 0
2 900

3,45 9
5 040

1,9 8
5,537 2,607

,
2 , 931

.
69 .7 89 .9 58 . 2

5 0Africa, total . . . . . . . . . . . . . .
'

,
5 129 2 : 341 2 :788

1
4, 77 2 087 2,090 81 .4 89 .1 7 .

3 6OPEC . . . . . . . . . . . . . . . . . . . .
i t l

,
12 722 5 356 7,366 5,873 21 :659 3,214 46 .2 49 .6 4 .

55 3. . . . . . . . . . . . . . . .As a, to a
Indonesia . . . . . . . . . . . . . . . .

,
4,293 1 :431 2,862 2,344 76 1

1319
1,583

986
54 .6

338
53 . 2
21 .9

.
42

'
8

J&P . . . . . . 2,94 2
67 71

635
2461

2,307
431

1 12 5
1'304 1 ' 072 233

.
77 .8 86 .0 54 . 0

U, ited Arab Emirates . . . . . ,
1 972

,
786 1 186 1 :047 367 680 53 .1 46 .7 57 . 3

Oceania . . . . . . . . . . . . . . . . . . . . .J , 1

'Includes Algeria, Gabon, Libya and Nigeria .

NOTE : See text for additional information . Detail Rey not

reducing the income subject to Ul .S . tax of

these corporations . such losses were larger in

prior years, when the
11 start-up" Costs of North

Sea operations were substantially greater than
the revenue from initial North Sea Oil
production .

For 1980, the lowest effective foreign tax
rates were found in the Cayman Islands and
other western hemisphere countries such as the
Bahamas, Bermuda and the Netherlands Antilles
(see Figure D) . In the case of the Cayman
Islands, Bermuda and the Bahamas, negligible
foreign income ta x was paid by U .S . co rporations
a s these countries generally imposed no income
tax . I ncome from operations in the Netherlands
Antilles was subject to local tax, but at rates
much lower than in most countries . Particularly
attractive was the tax treatment afforded
U .S .-owned Antilles' investment and financial
holding companies .

Without exce
P
tion, the highest effective

foreign tax rates for 1980 were found in

countries where the U .S . petroleum industry had

substantial operations . Among the reasons for
the relatively h igh effective foreign tax rates
were (1) extraordinary or "supplemental" oil
taxes that were payable in addition to the
normal corporate income tax (e .g ., Norway, and
Trinidad and Toba go), (2) relatively high income
tax rates that applied to oil companies only

add to totals because of rounding .

(e 9 United Arab Emirates and Nigeria) and
(3i i ;xable income bases that were larger under
'foreign tax law than under U .S . tax law (e .g .,
less favorable depreciation methods under some
foreign tax laws than under U .S . tax law ) [161 .

>immn-tslo

For 1980, as in prior years, the internationalDeveloping 62~~~
operations of U .S . corporations contributed to
the economic growth of many of the developing
countries of the world . One quantitative
measure of the importance of the foreign
operations of U .S . corporations to the "host"
country's economy was the portion of foreign
government revenue accounted for by U-5 .
Corporate tax payments fsee Figure E) . of the

15 countries having the greatest percentage Of
central government revenues accounted for by

U,S . corporate taxes [173, only Norway (ranked
fifth) and Canada (ranked eleventh) were
developed countries . In the case 0 f Norway,
the substantial involvement

of
the U .S .

petroleum industry in the Norwegian sector Of
the North Sea oil fi el ds accounted for almost
all the U .S . corporate tax payments' 11 .1
percent share of total Norwegian gov :r "It
revenue . The $2 .3 billion of inc

ome
tax S paid

by U .S . corporations to Canada represented a
significant portion (4 .7 percent) of total
Canadian government revenues . However, these

Corporate ,Foreign Tax credit, 198 0

C

Figure E .
--Curren t-Yea r Foreign Taxes, Foreign Government Revenue Gross National Product

(GNP) andCurrent-Year Foreign Taxes as a Percent 0~1~ Both Foreign Governmenountry, 1980 Revenue and GNP, by Selected

btl

,[All figures are estimates based on !amples--money amounts are in millions of dollars ]

Selected
country

Trinidad and Tobago . . . . . . . . . . . . .
Indonesia
Per u
Nigeria . . . . . . . . . . . . . . . . . . . . . . . . .
Norway . . . . . . . . . . . . . . . . . . . . . . . . . .
Ecuado r
Suriname
Dominican Republic . . . . . . . . . . . . .
Egypt . . . . . . . . . . . . . . . . . . . . . . . . . . .
Jamaic a

Canada
Gabon
Bolivia . . . . . . . . .
Liberia . . . . . . . . . . . .
Guatemala
Saudi Arabi a
Angola . . . . . . . . . . . . . . . . . . . . . . . . . .
Libya . . . . . . . . .

United Arab Emlr~i~s. . . .

Ratio of current-year
foreign taxes to foreign

government revenu e

Rank Percent
Forei gn
governmen t
revenue '

M M

20 .1%
14 .1
14 .0
13 .7
11 .1
11 .0
8 .0
7 .0
6 .9
6 .7
4 .7
4 .4
4 .3
4 .2
3 .9

3

(3 )

$2,2892
16,596
3,490

16 5532
23 :645
1,502

290 2

947
7,6282

632 2

49,180
986'
495'
202
743

3

'World Bank, World Tables, Third Edition, Volurhe 1, 1984 .2 Estimated ba e on test 41

Current-
yea r

foreign
taxe s

L4 )

$459
2,344

490
2,269
2,62 1

165
23
67

526
42

2,326
43
21
9

2 9
T5,5684

443
7 862
1 :304

Ratio of C
foreign t a

GNP '

iJ5

$6 ' 113
69,247
17,970
79,726
55,458
10,83 3

975
6,439

23,726
2,492

246,478
3,456
5,83 9

977
7,809

116,65 5
3,320

32,426
27,551

rrent-year
es to GN P

Percen t

(6 )

7 .5%
3 .4
2 .7
2 .8
4 .7
1 .5
2 .4

1 .0
2 .2
1 .7
0 9
1 3
0 .4,4
0 .9
0 .4

13 .3
13 .3
5 .7
4 . 7

ava able data, countries

.
'Foreign government revenue data not available for thes ethIncelufo(LIes nantea,timated $15 billion in foreign taxes that were deducted from gross income and wereallable for foreign tax credit purposes

. These deducted foreign taxes are notincluded elsewhere in the statistics for this article .NOTE :
The Bahamas, Bermuda, the Netherlands Antilles and Panama were not considered for purposes ofthis ranking . See text for additional information .

taxes were less significant
.
with respect to the

Canadian economy (less than I percent of
C
anadian GNP) than wereP the U .S . corporate tax
,lYments to the Norwegian economy (almost 5Percent of Norwegian GNP) ,

The income tax payments of U .S . corporationsaccounted forrem
menouree thfanr20 percent of the total

government inidad and Tobago . he
pat~rsl paid to Trinidad and Tobago by the U .S .
Percen eurn industry accounted or almost 9 7t Of the $459 million of total U .S .'Corporate ta
fore X Payments to 'that country . TheInd'i gn taxes paid by the U .S . petroleum

,
try

also accounted for virtually all o fthe total U .S . corporate tax payments to
Indone sl 'a, Ecuador, Egypt and Gabon, and a
substantial portion

Of the U .S .Peru, tax payments to
Nigeria and Bolivia . The tax payments of

the U.S . aluminum industry contributed signifi-
cantly to the economies of Surlihneanief, the
Dominican Republic and Jamaica . oreign

0
taxees levied on the bauxfte-related operations

Tur ththanU
.7S.

pe8r1cuemnitnum' tihnedutsottray? Uaccounotrepdorafoe
r

ax payments to these three countries and com-
prised more than 5 percent of the countries'$1 .9 billion of total government revenue .

Figure E also includes foreign tax and GNP
data for Saudi Arabia, Angola, Libya and the
United Arab Emirates, as U .S. corporations paid
substantial income taxes to these countries .
Particularly noteworthy was the estimated $15 .6
billion of income taxes paid to the Saudi
Arabian government, which accounted for morethan 13 percent of that country's GNP .Virtually all of these taxes were paid by the
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U,S, petroleum industry on its Saudi Arabian
the $15 .60

perations . As noted in Figure E ,
billion of Saudi Arabian income taxes includes
an estimated $15 billion of taxes that were
deducted from gros s incow and were therefore
n ot available for foreign tax credit purposes .

These deducted taxes are included only in
Figure E and are not shown elsewhere in the
statistics for this article .

SUMMARY

The international operations of U .S ' corpo-

rations accounted for almost $71 billion of the
$247 billion of 'Income subject to U .S . tax
reported by corporations for Tax Year 198D .
More than $30 billion of foreign income taxes
were paid on these foreign earnings . The OPEC
opera tions of U .S . corporations accounted for
n ~$13 .1 billion) of all foreigniearly 19 percent ~ 1 .8 billion)ncome and more thar 29 percent (38 1

iabil ity .of the total foreign income tax
Although a non-OPEC member, the United Kingdom
accounted for more foreign income ($11 .3
billion) and foreign taxes ($3 .7 billion) than
any other country .

While less significant than in prior years,
the foreign operations of the U .S - petroleum
industry still accounted for more of the total
foreign income (41 percent) and taxes (56
percent) than. any

0
ther industry . Most of the

foreign income and associated foreign taxes of
the U .S . petroleum industry resulted from the
industry's substantial OPEC and North Sea
operations . Collectively, these operations
a ccounted for more than $17 .8 billion of
foreign income and nearly $11 .6 billion 0 f
associated foreign tax liability .

Generally, U .S . corporations chose to conduct
their foreign operations through foreign
branches or throu gh corporations formed under
the laws of foreign countries . Al though the
foreign income from these alternative organi-
zational structures (branch versus

n
on

_
branch)

was subject to comparable rates 0 f foreign
taxation in the aggregate (46 percent and 41
percent, respectively), substantial differences
in the level of foreign taxation existed among
countries as well as by type of organizational
structure within a country .

For 1980, as in prior years, the foreign
operations of U .S . corporations continued to
contribute to the economic growth of many of
the developing countries of the world . The
income taxes paid by U .S . corporations to
foreign governments accounted for 10 percent or
more of the total government revenue of at
least five developing countries .

DATA SOURCES AND LIMITATIONS

~Sa.Rle Selection and Variability

The statistics for the 1980 Tax Year were
estimated from a stratified probability sample
of about 85,000 corporate income tax returns
selected after revenue processing, but before

audit . A description of the sample selection
procedures for corporate returns is presented
in the Appendix of this publication .

From the general corporate sample described

earl ier
'

all returns claiming a foreign tax
credit were used for the 1980 statistics

presented in this article . However, slight

differences exist between the 1980 foreign tax
credit data presented in this article and the
previously published data in Statistics of
I ncome --1980 C ration lncow--Ta-x--reTu-rns .

Tfiese -i eren~Fesoraareun 4ere'-Tt~ 3r--TWer0
different weighting methods used for returns
sampled at less than the 100-percent rate
r181 . In addition, the statistics presented in

this' article include certain returns withf
oreign tax credit that were prescribed for

I nclusion in the 100-percent sample class, but
weee received too late to be included in

Statistics of Incorrte :--:111§DCo oration Income

7a-Fref-urns .

Sampling variability (i .e., the degree to

which estimates based on a sample differ from
similar data based on a complete count or
census) arises only in strata In which returns

are
s
elected at a rate of less than 100 percent .

Fo r this article, returns selected at the
100-percent rate accounted for the largest part

of the estimated amounts . For Instance, for

1980, those corporations with $250 million or

more in total assets (which were selected at a
100-percent rate) accounted for a major portion

of total assets (96 .5 percent), foreign tax
credit claimed (96 .1 percent), and foreign-

source taxable income (95 .8 percent) of all

corporations claiming a foreign tax credit .

Because of the predominance of these large
corporations, sampling variability is not
considered a major limitation of the statistics .

Nonsam lin Limitations

The foreign tax credit is claimed under
section 901 of the I n ternal Revenue Code,

Corporations claiming a foreign ta credit
generally provide supporting foreign income and
tax data on Form 1118, Computation of Foreign
Tax Credit--Corporations, attached to the U .S .
income tax return . Form )118 is the source of
the foreign income and tax data for this
a rti cl e . The statistics presented in this
article do not reflect any adjustments that may

toorporate voreign lax urean, itiou

be made during audit, when the acceptability of
the for ei gn income and taxes reported for
purposes of this credit is finally determined .
In addition, some corporations provided only
preliminary foreign income and tax data with
their U .S . tax returns because not all the
information on their foreign operations was
available at the time the U .S . income tax
return was filed .

There is a certain amount of undercoverage of
foreign income and tax data . In sow instances,
corporations did not provide a Form 1118 in
support of their foreign tax credit claimed .
However, the fore I gli tax credit claimed by
these corporations represented only a fraction
of 1 percent of the total foreign tax credit
claimed by all corporations . Some corporations
with foreign income and taxes operated at a
deficit and had no U .S . tax liability against
which a foreign tax credit could be claimed,
In addition, some corporations chose to deduct
their foreign income taxes from gross income
rather than Include them for foreign tax credit
purposes . With the exception of Figure E, data
from such returns are excluded from this
article. For 7980, the amount of foreign
income and tax data so excluded was estimated
to be in the range of $15 billion to $20
billion .

Since U.S . corporations were classified in
the industry that accounted for the greatest
Portion of worldwide receipts, the industrial
classification of some of these corporations
May not accurately reflect the actual business
activity in a particular country . In addition,
the term "country' as used in this article
incl

1,
des not only countries but also other

separate taxation authorities, such asPossessions .

EXPLANATION OF SELECTED TERMS

Current-Year Forei qn Taxes . --General I y,CuFr_e-nJ-_ye-a-~--f,o-re1gn taxes-ma-7-aTle for cred t
included both (7) foreign taxes directly paid

of laociceriued bbryanctheopUe.rSa.ticoonrsP;orwaittibohnolodningprotafixtess
on dividends, interest, rents, royalties and
license fees ; and other foreign taxes paid or
accrued on Partnership and services income ; and
(2) foreign taxes indirectly, or deemed, paid
by the U .S, corporation . These "deemed paid"
taxes were the taxes paid or accrued by a
related foreign corporation on the profits from
which dividends were paid (or "constructive"
distributions made) to the U .S . corporation .
In some instances, the prior-year taxes of
'elated foreign corporations were considered"deemed Paid" by the U .S . corporation in thecurrent year

. This occurred when a U .S .cor
l9goration received a dividend (during the

Tax Ye r) that was distributed from the

/ I

prfor-year Profits of a related foreign
corporation . These "deemed paid" taxes were
not substantial in comparison to the "deemed
paid,, taxes resulting from the dividends
paid-out of the current-year profits of related
foreign corporations . In any case, their
inclusion was suhstantially offset by the
exclusion of the taxes paid by related foreign
t corporations that made no dividend payments to
he U .S . corporation during the 1980 Tax Year .

Country n r,~ex Rate'r Q ny, a~Effective For I n Tax Rate-For a particular'r .. .
or coun ry group ng), this was th e

amount of current-year foreign taxes paid to a
country as a percent of the foreign-source
taxable income from that country . The effec-
tive foreign tax rates shown in this article
may vary considerably from the statutory tax
rate(s) of the countries, This is because 0 )
foreign-source taxable income was determined
under U .S . tax law, while the actual income
subject to foreign tax was determined under the
laws of the taxing country ; (2) foreign-source
taxable income was net of losses, which over-
stated the effective foreign tax rate ; (3) many
countries had progressive tax rates or taxed
various types of income at different rates ; (4)
certain foreign subsidiary income- and the
associated foreign taxes were applicable tb
operations in countries other than the "host"
country ; and M sow countries taxed selected
industries at rates in excess of other
industries .

FoErELqL-Oil-Related Income-This was income
d~Fved from-To-reign sources from (1) extractingminerals from oil and gas wells, (2) processn3
such minerals into their primary products, ( 3
transporting such minerals or primary products,
and (4) selling or exchanging assets used in
hese activities .

far rn-Source Taxabl Income. gr~~e~i -Foreign-
source tax~able income was gross foreign-sourceItlicome fincluding certain income "construc-
ively, " although not "actually, " received ;I e ., "foreign dividend gross-up" and

"includable Income of Controlled Foreign
Corporations") less the allocable deductions
determined under the Internal Revenue Code and
by Provisions of any tax treaty between the
United States and a particular foreign country .
This taxable income was the amount on which the
U .S. income tax on foreign earnings was deter-
mined . It could differ from the net profit
from overseas business operations and invest-
ments computed under foreign tax law, which was
used as the basis for foreign taxation . In
general, forefgn-source taxable income included
foreign branch profits, dividends received from
foreign corporations, rental income, royalties,
license fees, interest, gains from sale of real
property, and compensation for labor or
services performed .



7 2

NOTES AND REFERENCES
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Unless otherwise noted, the statistics
presented in this article were tabulated
from the U .S . tax returns of corporations
claiming a forei gn tax credit . Under U .S .
tax law, some corporations deducted foreign
income, war profits and excess profits
taxes in lieu of claiming a foreign tax
credit . However, most corporations
obtained a greater tax benefit by electing
to credit these taxes against U .S . income
tax rather than deducting them from gross
income . Data from the returns of corpo-
rations electing to deduct foreign income
taxes were excluded (with the exception of
Figure E) from this study . See the "Data
Sources and Limitations" section in this
article for an estimate of the foreign
income and taxes so excluded . It should
also be noted that foreign taxes other
than income, war profits and excess
profits taxes are always deducted from
gross income as such taxes cannot be
claimed as a foreign tax credit .

[2 The Organization of Petroleum Exporting
Countries 1OPEC) includes Algeria,
Ecuador, Gabon, Indonesia, Iran, Iraq,
Kuwait~ Libya, Nigeria, Qatar, Saudi
Arabia, the United Arab Emirates and
Venezuela .

[3 1 For historical data on the growth of the
corporate foreign tax credit, see
pianelos, Arthur and Hobbs, James,
"Statistics of Income Studies of

International Income and Taxes : An

Overview," Statistics of Income and
Related Admin-lslr-a-fi-v-e--rec-c~rd--resea-rch .

=11-5-17--97

(41 Since 7976,
a
11 corporations must compute

their foreign tax credit limitations using
aggregate foreign income and tax (overall
limitation method) . For this reason, there
are no statistics by country in this
article for actual foreign tax credit
claimed. The statistics shown are
necessarily limited to the geographical
distribution of foreign income taxes paid,
as the actual credit for these taxes is no
longer computed on a country-by-country

basis . For a discussion of the actual

foreign tax credit claimed against U .S .
income tax, by industry of the U .S .
corporation, see States, William,
"Corporate Foreign Tax Credit, 1980 : An
Industry Focus, " Statistics of I ncome
Bulletin, Summer 190, pp . 63-84 .-

[53 A proposal requiring use of the "per-
country" limitation method was included in
the Treasury Department's recent tax reform

initiative . For more information regarding
thi s proposal, see U .S . Department of the
Trea

s u
ry Tax Re orm for Fairness .

Si-Pliciiyl -ain-d--rc-onomic -Growth, Vol . Z,
4, PP :

[63 The Tax Equity and Fiscal Responsibility
Act of 1982 and the Tax Reform Act of 1984
redefined the foreign tax credit limitation
requirements . For taxable years beginning
after December 31 , 1984, separate foreign
tax credit limitations will be required
for (I ) certain nonbusiness-related
interest income, (2) dividends from a DISC
or former DISC, (3) income attributable to
a Foreign Sales Corporation (FSC), (4)
distributions from a FSC or former FSC,
and (5) all other income from foreign
sources .

(7) U . S . Department of the Treasury, The
operation and Effect of the

-
Internatio-na7

Fo-ycott -Provisions of the interna7-Yevenue
Code - Third Report,--May-T982 .

[81 The "U .S . petroleum industry" includes
corporations primarily engaged In the
extraction of oil and gas and those engaged
in integrated petroleum activities
extracting, refining and marketing petro-
leum products), For purposes of this
article, corporations primarily involved
in wholesaling petroleum and petroleum
products were excluded from the "U .S .
petroleum industry . "

[93 Additional foreign income and tax data for
1980, cross-classified by I n dus try and
country, will be available in March 1985 .
These data will also be included in a
foreign-area studies' compendium to be
released later in 1985 and will be avail-
able by request from the Statistics of
Income Division, D :R :S, Internal Revenue
Service, Washington, DC 20224 .

[101 Some corporations claiming a foreign tax
credit for non-DISC dividend income chose
not to file foreign tax credit computation
schedules for their DISC di v idend income
because no foreign taxes were paid an this
income . As a result, the data snown -
this article understate the DISC dividend
income of corporations claiming a foreign
tax credit .

(111 From a U .S . tax standpoint, the nationil)i-
zation resulted in the deduction of Saudi
Arabian income taxes from gross income
rather than the inclusion of these taxes
for foreign tax credit purposes . The
foreign income taxes deducted for 1980
were estimated to be in excess of $15
billion .

f

[121 North Sea oil production data from
Offshore, PennWell Publishing Company,
Tu-rY--M and Dev~efl~oent_of the Oil andGas Resources -07 the___UFR~te ding Rom .7hr
United ingdom Department oFireur_V_,'

[131 For a more detailed discussion of the
operations of foreign corporations that
were more than 50 Percent owned by a U .S .
corporation, see Sutton, William and Hobbs
James, "Controlled Foreign Corporations'
1980 : A Geographic Perspective .1.
Statistics of Income Bulletin, Fall l9i4,
pp . YT79T.

[141 many developing countries offer tax Incen-
tives, or "tax hol idays, " to forei?n
investors to promote investment in certain
sectors of their economies . During these
"tax holidays," the income attributable to
the foreign investment is usually subject
to a reduced or zero tax rate . Details
regarding the applicable tax (if any) and
the duration of the ,tax holiday" are
specified in local law or may be determined
through negotiations with the foreign
government .

1153 Much of the non-branch foreign income was
dividends, interest, rents, royalties,
license fees and services income resulting
from the operations of foreign subsidiaries
and other related foreign corporations .
However, a so Included in the non-branch
statistics were similar income paymgnts
from unrelated foreign part,. es and certainincome rela te d to export Sal es .

1163 For additional information on the tax-laws
of foreign countries see Co re laxes ..~~r ora te TaA Worldwide Summa ', Price--Waterhouse,- nine rrc_tW_er_T99U-_2U~

[171 The Bahamas, B e rmu da , Panama and the
Netherlands Antilles were not considered
for Purposes of this ranking . Many U ' S .
corporations operated in these "low-tax' .
Jurisdictions through locally incorpor

a
ted

subsidiaries, As these foreign subsi-
diaries often operated in other foreign
countri much of the taxes of thesesubsidi :r'Je, were paid to countries other
than th country of incorporation . This
resulted in4n overs!atement of the foreign
taxes paid these

I
ow-tax" Jurisdictions

as the taxes paid by these foreign subsi-
diaries were attributed to the country of
incorporation . As a res ult of this over-
Statement, these "low-tax" Jurisdictions
were not considered for purposes of thisanalysis .

[181
The statistics in this article are based
on "initial" weights that were derived by
dividing the number of returns filed per
sample class by the number of sample
returns fo r the stratum

. The datapublished in Statistics of Income--1980i Cor oration
or Ora 'on A~au'sotnLe -,-nit-,~T"r-

fled," weights . These post-stratified
weights were based on a comparison of the
weighted sample and Population for sub-
classes within each business activitygrouping . For additional information an
post-strati fled weights, see Leszcz,
Michael R ., Oh H Lock and ScheurenFritz J ., "Modifled* Raking Estimation in
the Corporate SOI Program," Statistics of
Income and Related Administ:75"tive -We-c-o-r7
Research : -1 PP. - .
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RETURNS WITH FORM 1118 FILED IN SUPPORT OF FOREIGN TAX CREDIT CLAIMED
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Section 3 Controlled Foreign Corporations

Contents

Introduction, 17 9

Statistics of Income Bulletin articles

"Controlled Foreign Corporations, 1980," 161

Table 1 . -- Number of Returns, Total Assets,
Income, Deductions, Tax and Credits . of U .S .
Corporations and Number, Total Assets,
Receipts, Earnings, Taxes, Distributions,
and Selected Transactions of Controlled
Foreign Corporations, by Selected Industry
and Size of Total Assets of U .S . Corporation
Filing the Return, 190

Table 2 . -- Number of U .S Corporation
Returns and Number ; Total Ass~ts, Receipts,
Earnings, Taxes and I)i stri butions of
Controlled Foreign Corporations, by Selected
Industry . of U .S . Corporation Filing the
Return and by Selected Industry of
Controlled Foreign Corporation, 19 6

Table 3 . -- Number of U .S . Corporation
Returns and Number, Jotal Assets, Receipts,
Earnings, Taxes, Distributions and Selected
Transactions of Controlled Foreign
Corporations, by Major Industry of
Controlled Foreign Corporation, 2U O

"Controlled Foreign Corporations, 1980 : A
Geographical Perspective," 203

Table 1 . -- Number of U .S . Corporati on
Returns and Number, Total Assets, Receipts,
Earnings, Taxes, and Distributions of
Controlled Foreign Corporations, by Selected
Country of Incorporation and Size of Total
Assets of Controlled Foreign Corporation,
21 2

Table .2 . -- Number of U .S . Corporation
Returns and Number, Total Assets, Receipts,
Earnings, Taxes, and Distributions of
Controlled Foreign Corporations, by Selected
Country of Incorporation and Taxes as a
Percentage of Earnings and Profits of
Controlled Foreign Corporation, 21 6

Supplemental table s

Table 1 . -- Number of U .S . Corporation Returns
and Number, Total Assets, Receipts, Earnings,
Taxes, and Distributions of Controlled Foreign
Corporations, by Selected Industry of U .S.
Corporation Filing the Return and . Selected
Country of Incorporation of Controlled Foreign
Corporation, 198D, 229

Table 2 . -- Number of U .S . Corporation Returns
and Number, Total Assets, Receipts, Earnings,
Taxes, and Distributions of Controlled Foreign
Corporations, by Selected Country of
Incorporation and Selected Industry of
Controlled Foreign Corporation. 1980, 20

The term "controlled foreign corporation" was
a first used in Public Law 86-780 enacted in 1960 . i t
pplied to foreign corporations established outside
the United States wnose stock was more than bO

P
ercent controlled by U .S . persons . Two years later,
certain activities engaged in by these corporations
became subject to U .S . taxation for the first time .
Summary discussions of these corporations are
presented in two papers contained in Section 1 of
thi s compendium. These papers . are entitled
"Statistics of Income Studies of International Income
and Taxes: An Overview (page 3) and A Brief
Description of the Studies (page 9) . "

The present section provides a detailed discussion
of these foreign corporations by reprinting two
previously published Statistics of Income bulleti n
rticles . The section also contains two supplemental

tables showing Tax Year 1980 data for these foreign
corporations controlled by U .S . corporations . These
tables have not previously been pub)ished. Table 1
shows data cross-classified by the industries of the
U .S . parent corporations and the countries of
incorporation of the Controlled Foreign
Corporations . Table 2 presents data for Controlled
Foreign Corporations classified by their industrial
activity and the countries where they were
incorporated .

The reader is also referred to Section 15 of this
compendium containing copies of selected tax forms
and instructions. The information provided about
Controlled Foreign Corporations in this compendium is
based on the tax forms and instructions listed below :

• Form 112U, U .S . Corporation Income Tax Return,a
nd

I
nstructions (page 459 )

• Form 2952, Information Return with Respect to
Controlled Foreign Corporation, and Instructions
(page 489 )

• Form 3646, Income from Controlled Foreign
Corporation (page 494 )

• Form 5471 , Information Return with Respect to a
Foreign Corporation (page 497 )

Schedule M (Form 5471), Foreign Corporation
Controlled by a United States Person (page 505)

Schedule N (Form 5471), Foreign Personal Holding
Company (page 505)

179



180 Controlled Foreign Corporations I Controlled Foreign Corporations, 1980
i By Arthur Gianelos and Mlliann Sutton *

Schedule 0 (Form 5471) . Organization or

R organization of Foreign Corporation, and

Acquisitions and Dispositions of Its StOc ~

(page 506) I
Foria 5471 and related schedules are effective for

Tax Year 1982 and have replaced Forms 2952 ano 3b4b .
The data contained in this compendium are based on

information filed on Forms 2952 and 3646 associated

w
,
th Forms 1120 for Tax Year 1980 .

For 1980, the total assets of 35,471 Con-
trolled Foreign Corporations passed the half
trillion dollar mark, reaching $508 billion
[1] . Frm these investments in foreign sub-
sidiary corporations, $699 billion of business
receipts and $47 .6 billion of pre-tax earnings
and profits were generated . Taxes paid to
foreign countries by these foreign subsidiaries
totaled $16.4 billion . Nearly 45 percent
($13 .6 billion) of the $31 .2 billion of
after-tax earnings and profits were paid to
stockholders as dividends . U.S . corporations,
as majority stockholders, received most ($10 .7
billion) of these dividend payments .

The relatively few dowstic corporations
(4,799) cantrolling these foreign subsidiaries
tended to be large companies . Although repre-
senting less than two-tenths of one percent of
all domestic corporations, they accounted for
45 percent of the total assets, 43 percent of
the business receipts, and 58 percent of the
net income of all the 2 .7 million domestic
corporations, as shown in Figure A .

EVOLUTION OF CONTROLLED FOREIGN CORPORATIONS

After World War II, corporations were encour-
aged to invest overseas for both economic and
political reasons . The Marshall Plan, for
instance, was a program which extended economic
aid to European countries (and increased exports
by U .S . companies) in order to accelerate their
economic recovery . Additionally, as a means of
developing their economies, Western European
nations and developing countries lured foreign
investments through various kinds of commercial
and industrial concessions . Most of the U .S .
products exported and most foreign investments
came from large American corporations . The
selling of products overseas was frequently a
prelude to foreign investment . Once the foreign
market was explored and penetrated via exports
the next step was to set up a branch or a sub-
sidiary . The former required establishing a
place of business in a foreign country while
the latter required establishing legal residence
through incorporation in the country .

Figure A-Domestic Corporation Returns and Controlled Foreign Corporations (CFC's), Selected Items,
198 0

[Money amounts are in millions of dollars ]

Selected item s

Number of returns/CFC's . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Business receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net income (less deficit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Current earnings and profits (less losses) ,

before taxes of CFC's . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Foreign income taxes of CFC's, net . . . . . . . . . . . . . . . . . . . .
Dividends received from all foreign corporations . . . . . .
Dividends paid to domestic,parent corporations by CFC' s

on stock, directly or indirectly held . . . . . . . . . . . . . . .

N/A = Not Applicable

All

Domestic corporation re

With Controlled
Foreign

Corporations

2,710,538
7,617,238
S,731,616

239,00 7

N/A
N/A

14,56 3

N/A

4,799
3,430,444
2,437,19 1

137,63 8

N/A
N/A

14,17 3

N/A

*Foreign Returns Analysis Section . Prepared under the direction of Jim Hobbs,
Chief .

~urns

Controlled
Foreig n

Corporations

3S,471
508,032
699,00 3

N/A

47,622
16,440
N/A

10,652
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Controlled Foreign Corporations, 1980

Foreign operations began to expand overseas
in various countries for many reasons 121

.Lower labor and transportation costs, market
a cessibilitY and sources of Supply, th e

c
ofpolitical and economic climate, stability

the currency, modern transportation and
communication facilities were surely some of
the reasons .

Prior to 1960, U .S . corporations were not

required to file information on foreign cor-

porations . They were also able to defer

payment of U .S . tax on all foreign profits

because the income earned by foreign

corporations was not taxed by the U .S .

Government until repatriated to the U .S .

parents, usually in the form of dividends .

This postponement of tax added further impetus
to the economic reasons for establishing

foreign subsidiaries .

Public Law 86-780 was passed in 1960 to obtain

information an these foreign holdings

.
it

required a domestic corporation to furnish
'

as

part of its tax return, information an anyf
oreign subsidiaries it directly controlled

(i .e . tier-me subsidiaries) and any foreign
subsiAiaries controlled by these directly-

controlled foreign corporations (i .e ., tier-two

subsidiaries) 13) . Control was defined as
direct or indirect Ownership of stock hav~ng
more than 50 percent of the combined voting

power of all classes of stock . These foreign

corporations becime known as Controlled Foreign
Corporations (CFC's) . In 1961, there were

slightly more than 7,000 foreign corporations
which were CFC's, owned by nearly 1,700 U .S .

parent corporations 141 .

The retention of earnings and profits by

foreign subsidiaries made it possible to defer
U .S . income taxation indefinitely . More and
more, foreign subsidiaries were organized
abroad, aided by arrangements between parent
and subsidiary corporations to maximize
accumulation

of
profi ts in certain countries

for the purpose of reducing overall tax
liability . Also, through an ordinary taxable
liquidation, sale, or exchange of assets of a
foreign subsidiary, it was possible to brin$
the accumulated earnings of the subsidiary back
to the United States by paying a capital gains
tax rather than the higher tax based on
dividend income .

The Revenue Act of 1962 placed some restric-
tions on certain types of income previously
eligible for tax deferral . It allowed for the

U .S . taxition of specific types of undistributed
earnings and profits 151 . owners of foreign
corporations were required to report, for tax
purposes, the undistributed earnings

of I
foreign

~Orporations to the extent they represented
income from insuring, U .S . risks, passive types
of income in general, and income derived from
certain types of sales and service . These

types of income were referred to as "Subpart F
income" and were no longer tax deferred . Also,
the conversion of tax-deferred accumulated
earnings and profits into capital gains was
restricted .

The 1962 Act also redefined the term Con-

trolled Foreign Corporation . Foreign corpo-
rations were considered Controlled Foreigrdi
Corr?rations (whose undistributed earnings an
pro its could be subject to U .S . taxation

through their U .S . parents or other share-

holders), if more than 50 percent of the voting
stock of the foreign corporation was owned by

U .S . shareholders, each having at least a 10

percent or more interest . The 1962 Act also

expanded the filing requirements for Controlled
Foreign Corporations to include all lower tiers
Of foreign corporations controlled by the U .S .

corporation 161 .

The Tax Reduction Art of 1975 expanded the

definition of Subpart F income . An exception
permitting tax deferral for a portion of
Subpart F income reinvested in tax-defined

I 'less -developed countries" was repealed for
accounting periods beginning in 1976 . Also,

prior to the Act, ' no income was treated as

Subpart F income if it was 30 percent or less

of the gross income. This percentage was

reduced to 10, thus limiting the amount of
income that could avoid treatment as Subpart F
income . Finally, some types of shipping income

received by foreign subsidiaries of U .S . corpo-
rations, which were previously excluded from
Subpart F income, were now included . As a
result of these and other actions, the tax
deferral privileges of CFC's in certain
countries were reduced, but not entirely
eliminated .

RELATIVE PROFIT MARGINS OF ODNTROLLED FOREIGN

CORPORATIONS AND ALL U .S . CORPORATIONS

The profit margins of CFC's compared to all

U .S . corporations has traditionally been
relatively high . As shown in Figure B, while
the percentage of current earnings and profits
to business receipts for CFC's has declined
from nearly 9 percent in 1972 to 6 .8 percent in

1980, this measure of profitability remained
relatively high compared to domestic corpora-
tions [71 . During the same period of time, net
income, a similar measure of profitability for
all U .S . corporations ranged between 4.i and

S .5 percent of business receipts . It appears
that for the past several years, the profit
margins of CFC's were higher than domestic
corporations.

TRANSACTIONS OF CONTROLLED FOREIGN CORPORATIONS

The U ' S arent corporations through their
control oi &e foreign corporations can direct
the industrial activity and the business deal-
ings of these foreign corporations . Information

Controlled Foreign Corporations, 1980

Figure B.--Relative Profit Margins of Controlled Foreign Corporations and All U .S . Corporations,1972-1980

[Mmey amounts are in millions of dollars ]

Selected years

1972 . . . . . . . . . . . . . . . . . . . . . . . . . . .

1974 . . . . . . . . . . . . . . . . . . . . . . . . . . .

1976 . . . . . . . . . . . . . . . . . . . . . . . . . . .

1980 . . . . . . . . . . . . . . . . . . . . . . . . . . .

'Earnings and profits .

Number

29,221

19,142

21,07 1

35,471

Controlled Foreign Corporation s

Business
receipt s

$172,407

281,27 1

342,77 7

699,003

Based an net income as a percent of business receipts .

an all transactions of the foreign corporations
is not usually available . However, transactions
between the foreign corporations and the U .S .
parent corporations as well as other subsidiar-
ies of the parent corporations were identified
on the return .

The transactions shown in Figure C, between
Controlled Foreign Corporations and their U .S .
parent corporations, were substantially greater
in dollar amounts than transactions between the
CFC's and other related domestic and foreign
corporations controlled by the same parents .
CFC's received $65 .S billion from their U .S .
parents and $50 .3 billim from other related
persons in 1980, while they in turn made $92 .7
billion in payments to their U .S . parents and
$65 .2 billion to other related persons .

Figure D illustrates the major flow of
receipts mid payments between CFC's and their
related corporations . The purchases of stock
in trade (i .e ., purchases of merchandise in the
ordinary course of a trade or business) by
CFC's from all related companies, foreign and
domestic, accounted for the majority of payments
by CFC's, comprising more than the combined
total of dividends, funds loaned

,
interest,

commissions, rents, royalties, compensation for
serv ce:, and other payments . The merchandisePur~as

by CFC's from both parent and other
related domestic corporations was $87 .7 billion
in 198o, while only $10 .7 billion was purchased
from related foreign companies .

The importance of the purchases from related
domestic corporations can be especially
appreciated when their dollar value is compared
to the dollar value of all U .S . exports [8] .'or l9go, the $87 .7 billion in purchases of
Stock in trade by CFC's from their related

Current E&P1
bless defici t
efore taxes

Profit
margi n

$15,356 8.91

20,938 7 .44

23,478 6.85

47,622 6 .81

18 3

Profit margin
of U .S .

corporations 2

domestic corporations accounted for nearly 40
percent of the $2ZO .8 billion of total, U .S .
exports . Previous studies indica te that

CFCpurchases of stock in trade from relat'~d
domestic corporations have consistently
accounted for approximately 40 percent of the

U .S . exports for the previous 7 years .

The sales of stock in trade by CFC's dominated
c the receipts that they received from related

orporate members . These sales totaled $7S . 1
billion, of which $62 .8 billion were to related
U .S . corporations . This latter amount was
nearly 26 percent of the total U .S . imports
($244 .0 billion) for 1980 [8) . Thus, it can be
seen that while the United States was in an
overall deficit trade position for 1980 (with
$244 .0 billion of imports to only $220 .8
billion of exports), transactions involvin
CFC's resulted in a net surplus of almost $2t
billion to the U.S . balance of trade .

Approximately equal amounts of funds ($21
billion) were borrowed from, and loaned to,
CFC's and their related domestic and foreign
corporations . These were the second largest
type of transaction, accounting for 18 percent
of CFC receipts and 13 percent of the payments
they made . Foreign subsidiaries provided $2 .4
billion more in loans to U .S . parent
corporations than loans they obtained from them .

Dividends paid by CFC's to related domestic
and foreign corporations amounted to $13 .2
billion . Most of these dividends, as expected,
were remitted to U .S . parent corporations . The
amount of dividends paid was partly dictated by
the dividend policy prescribed by the U .S .
parent corporations . The decision for CFC's to
pay dividends was significantly affected by the
U .S . corporation's foreign tax credit position
191 .
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Controlled Foreign Corporations, 1980

INDUSTRIAL ACTIVITY OF a)NTROLLED FOREIGN
CORPORATIONS

There were 29,1,08 CFC's actively involved in
business operations during Tax Year 1980 . Four
broad activities accounted for nearly 90 percent
of these CFC's . As shmin in Figure E, manufac-
turing (with 10,901 CFC's), trad (6,903),
services (4,090), and finance (3,862) were the
four principal industrial activities in which
most CFC's were chiefly involved . These
particular foreign subsidiaries accounted for
90 percent of all foreign taxes paid by CFC's
and almost 90 percent of the total distributions
made to stockholders . For instance, of the
$16 .4 billion of foreign taxes paid by CFC's,
manufacturing subsidiaries paid $9.7 billion,
while trade, services, and finance subsidiaries
paid $3 .5, $0 .7,,and $0 .8 billion, respectively.

Historically, CFC's have been involved in
manufacturing activities to a greater degree
than in any other activity . Many nations, in
fact, encourage the manufacture of goods for
export (through tax exemptions) to bolster
their economies and to help pay for imports ,

However, the domination of manufa t r .

CFC's, although still important diminish
somewhat during the period of 1968 thr ough
1980 . For instance, in 1968, approximately 44
percent of all active CFC's were primarily
engaged in manufacturing operations . By 1980,
this percentage had decreased to 37 percent .
During this same period, the percentage of
total assets reported by manufacturers fell
from 82 percent to 45 percent . While the
number of manufacturing CFC's grew during this
period, foreign subsidiaries involved in
services and finance expanded at a faster
rate . Manufacturing assets of CFC's rose from
$79 .7 billion in 1968 to $226 .1 billion in
1980, while the assets of CFC's principally
involved in services and finance grew more
rapidly, beginning at only $7 .2 billion and
expanding to $149 .3 billion during the same
period .

An analysis of more specific principal
industrial activities shows that CFC's were
most frequently engaged in the manufacture of
machinery and chemicals, accounting for 5,161
subsidiaries (nearly 18 percent) with assets of
$88 .6 billion . Looking at the trade industry
we find that wholesaling was the dominant
activity for nearly 5,WO CFC's, while other
trade activities accounted for only I,IDDCFC's . Foreign subsidiaries performing
business services (2,621 CFC's) accounted for
most service companies . Finally, holding and
111veStment CFC's, while accounting for only 30
Percent of all financial subsidiaries, appear
to have played an important role . Investment
Companies generally manage a portfolio of
~ecuritY investments (with little participation

the management of the companies), while

18 5

Figure E_

VentiliftentIndustries, By Number and

1111tement of Active Controlled Foreign

tilirporations, 1980

1111,1111striall Dominant Major Groups
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Chemicals and
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holding ccmpanies do manage the companies they
control and act as conduits Eor the financial
transactions between these companies and other
corporations . As such, these CFC's distributed
$1 .1 billion of the $1 .7 billion in dividends
paid by all financial CFC's during 1980 .

INWSTRLA.L DISTRIBUTION OF U .S . CDRPORAXIONS
AND THEIR CFC1 S

Controlled Foreign Corporations were commonly
engaged in the same principal industrial
activity as their parent companies . Figure F
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Controlled Foreign Corporations Play
a

international tradesignificant role in U .S*
with related U'S*through their transactions ted fOr

orporations . These transactions acco mc and 26
40 percent of the total U .S . export s

cent of the total U .S. imports in 1980 .per
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Most CFC-s were generally controlled by large
U .S . corporations

.

engaged in the sameTheY were also primarily
their business activities as

parent corporations . Additionally ,
manufacturing continued to be' the dominant
activity of CFC's, although services and
financial activities have grown more rapidl y

manufacturing activities in recent years .

DATA SOURCES AND LIMITATIONS

Sample Selection and Variability

The statistics for the 1980 Tax Yeartiwere
estimated by using as a basis the stra fied
probability sample of about 85,000 corporation
income tax returns selected after revenue
processing but before audit . A description of
the sample selection procedures for corporate
returns is presented in the Appendix .

From the general corporate sample described
above, all returns containing Forms 2952 wereused for the 1980 statistics presented in th'
article . The weighting factor used for ea cls
return was the same factor used for the U .S .
parent corporation .

Sampling variability (i .e., the degree to
which statistics based on a sample differ from
similar data based on a complete count or
census) occurs only in strata in which returns
were selected at a rate of less than 100percent . For this article, returns selected at
the 100 percent rate accounted for the largest
part of . the estimated amounts . For instance,for 1980, CFC's owned by U .S . corporations with
$25Q million or more in total assets (and
selected at a 100 percent rate) accounted for
the major portion of total assets (94 .1
percent), business receiptss(93 .3 percent), and
current earnings and profit (93 .4 percent) of
CFC's owned by all corporations . Because of
the predominance of large companies, sampling
variability is not considered a major limitation
of the statistics . It is also felt that
historical analysis can be performed us~g
studies based on all c rporate returns wi
CFC's (1972 and 1980) ando s tudies basedJon only1 .1 1 1l,ar5e corporate returns with CFC's ( 974 and7

Limitations

Controlled Foreign Corporations were classi-
fied by the principal business activity of the
corporation as reported on Form 2952 . Certain
amounts of receipts, profits, and other items
may have been generated by other activities in
addition to the principal business activity .
It is not possible to measure the extent of
these secondary operations .

About 50 U .S . corporations filed consolidated
Controlled Foreign Corporation schedules, with
the data aggregated for several companies .

18 7

Follow-up requests were made in an attempt to
get the individual CFC information . About 75
percent of these requests were successful . Apart of the i'bmaining data fell into the correct
clas'sifriecpaotritcend bmy ithatitrpartbieccualuasre returof theC
in the same industry . The few remainereing
unresolved consolidated CFC's were left in the
same industry classification as the CFC showing
the consolidated data .

Nearly 7 percent of the CFC's had inadequate
or no information shown to identify by whom
they were controlled (i .e . domestic or foreign
corporations) . These CF&s were separately
identified, checked, and corrected using their
transactions with related corporations if an
or the name of their parent corporati~n an QForm 2952, if different from the name of the
danes tic corporation filing the return . If this
informa tion was not helpful the actual return
was checked, if available, or a previous-year
record of the CFC was used to check ownership
at that time .

Because Form 2952 was designed to report
transactions between Controlled Foreign Corpora-
tions and their related persons', specific d'~ta
are not available for the transactions between
CFC's and non-related persons . For instance,
it is known that total CFC business receipts
were $699 billion, of which $116 billion were
receipts from related persons . The difference,$583 billion, was received from non-related
persons, about which detailed data could not be
tabulated .

Time Period Covered

The 1980 estimates are based on data filed byU .S . corporations with accounting periods that
were for full years ending any time between
July 1980 through Juie 1981 . In addition to
these returns filed for 12-month accounting
periods, the statistics also include data from
part-year returns (filed for accounting periods
ending during the same time period by corpora-
tions which were new, merging, liquidating or

thei rsimply changing accointing periods) .Because Forms 2952 were filed for the accounting
periods of CFC's ending with, or within the
accounting periods of the U .S . parent corpora-
tions, the CFC accounting periods covered by
the statistics may have ended any time during
the period August 1978 through Jine 1981 ;
however, most of the activity was deemed to
have occurred during 1980 .

EXPLANATION OF SELECTED TERM S

Business rec 1 t of Controlled Foreign
ations ;.e-- usin.,i,~so-ce' rr ~

Nr T
I io,-Is - -s '-7e-cj-ipts-we7r-e.0~'org;i

r

ss
!FF a . gross receipts or gros sMe= sales' Lein
returns mid allowances reported for CFC's on
Forms 2952 . In the finance, insurance, and
real estate industries, business receipts were
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generally the total income or receipts of the
CFC and may have included other types of income
such as interest, royalties, rents, and other
investment income . This definition differs
from that used for business receipts statistics
for domestic corporations, in that investment
income is normally excluded .

Current earnings and pr its of Cant rolled
Forei~Lcor rg.tgns .-I'his item represents the3 _i7r;

Ce
%_

the accumulated beginning
and ending year balances of earnings and
profits available for distribution to the
stockholders . In this report, pre-tax current
earnings and profits are shown . The earnings
and profits of a foreign corporation must be
calculated under U .S . accounting standards, as
required by IRS regulations .

Distributions of Controlled Foreign Corpora-
iions-The distrl%-u-t-i-o-n-s--oT-CFZ~ls-consis ted of
U177ends paid to shareholders of the CFC , s,
capital gains distributions, and distributions
paid out of capital (including capital stock,
paid-in capital, and capital surplus) . Liqui-
dating dividends may also have been included .

Foreign income taxes paid by ControlledLFrol
i!Eof rat-ions --iftese were foreign income, warPRO1 .5,

an~ excess profits taxes paid or
accrued by CFC's to foreign countries or U .S .
possession s (including Puerto Rico) . Also
included were taxes imposed b5 other countries
(including the I in cases where
CFC's had business operations in countries
other than the one in which they were
incorporated .

Inactive ContrallVe e n ;,CorPO tions-w os ich W.
1-nactive-CR-Is

7
no

income, deductions, or foreign income taxes
paid, but may have shown only transactions
regarded as indicative of passive investment,
such as dividends paid out of prior-year
earnings . Total assets for these CFC's were
accumulated for the statistics .

Includable Income of Controlled 1or%',Cor,2j
rations .--This income represents

't

Income (described below), plus other types of
incame defined in Internal Revenue Code Section
951 . Subpart F income was the largest portion
of includable income received by U .S . share-
holders . A more complete definition of this
term can be found in the Supplewntal Report,
Statistics of income--1976-2979, Znternationa2
Incom and Taxes, Foreign Incom and Taxes
Reported on U .S . Incom Tax Returns, page 381 .

Ee lrg !Led
rso

f Controlled Fore%,Cont1on
-50 3,

~s .
Me"Megories ot related

CFCrs-were shown On Form 2952 for the rrPose
of reporting transactions . They were

1)
the

U .S. corporation filing the return; (2) a
domestic corporation controlled by the corpora-
tion filing the return; (3) a foreign corpo-
raticn controlled by the corporation filing the

return ; (4) 10-percent or more U .S . shareholder
of the CFC (other than the controlling share-
holder) ; and (5) 10-percent or more U .S . share-
holders of the U .S. corporation filing the
return .

Sales and Purchases of Stock in Trade .--These
Te-resaig- urchases R-merWaYFKYe in the
ordinary course of trade or business . These
items were reported as transactions for the
five categories of related persons described
above .

~
Subo t F Income . --Subpart F provisions of the
Mternir-Me-venue Code (section 95Z) allow th e
United States to tax U.S . shareholders on
certain types of income which, although undis-
tributed to them, were deemed to be construc-
tively distributed and thereby taxable,
generally at the same rate(s) as dividends .
Subpart F income included income from the
insurance and reinsurance of U .S . risks,
"foreign base Company income," boycott partici-
pation income, and illegal bribes and kickbacks .

Transactions of Controlled Foreign Cor orations .
=--on-fr-o= Forei Corporation transactions
were reported on Form 2952 for five categories
of related persons (described above) who dealt
with the CFC's . The transactions shown include
receipts and payments for such items as property
rights, stock in trade, services rendered,
commissions, rents and royalties, dividends,
interest, insurance premiums and amounts
borrowed and loaned .

NOTES AND REFERENCES

[11 Although all U .S. persons (individuals,

partnerships, corporations, estates or

trusts) could control a foreign corpora-
ticn, this article is based only on a

sample of foreign corporations controlled
by U .S . corporations .

t2l There will be an article in the Fall 1984

issue of the Statistics of lnco~

Bulletin covering 1980 country data for
Ccntrolled Foreign Corporations .

[31 This information was filed on Forms 2952,

Information Returns by a Domestic Corpora-
tion with Respect to Controlled Foreign
Corporations . The data contained no these
forms are the bases for the statistics
shown in this article .

[4 1 These data were based on an unpublished
Statistics of Income study of 1961 corPO-

ration income tax returns with Forms 29S2
attached .

151 Book earnings of CFC's were required to be
adjusted to comply with the U .S . tax concept
of earnings and profits as specified by

Internal Revenue regulations . An early

I
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study concluded that although substantial
differences in accounting Practices existed
amongticountriLs, there were even greater
varia ons among countries in the types of
taxes and methods of taxation used .H mon, Murl D ., "Calculating Earnings and
Profits for Foreign Subsidiaries :
Background and Some Actual Results Showing
Differences Among Countries, 11 Ta-es--Th,
Tax Magazine, July 1973 .

161 Control by the U .S . corporation was extended
to lower-tier foreign corporations through
a chain of control, viz ., the U .S . corpora_
tiOn Owned more than 50 ~ercent of a foreign
corporation (first-tier which, in tu
owned more than 50 percent of a second-t ~n lcorporation h ier
foreign ich, in turn, owned
more than 50 percent

of
a third-tier

foreign corporation, and so forth . Forms
2952 had to be filed for each of these
foreign Corporations .

18 9

(71 Although the 1974 and 1976 data were based
Only on CFC's owned by U .S . corporations
With total assets Of $2SO million or more,
the Profit ratio was not materially affected
because the vast majority Of CFC's belongin this category .

181 U .S . Department of Commerce, Bureau of the
Census, Uighliahts O fImport Trade . -Data fromu-s-, Export and

this source are
based On calendar year Periods, while CFC
data are based on accounting periods ended
July through June for each year of the
domestic parent corporations .

191 There wil I be an article in the Summer 1984
Statistics of loome

Bulletin concerning
foreign tax credits claimed by U .S . corpora-tions for 1980 .
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-Number of Returns, Total Assets, income, Deductions, Tax and Credlta, of US. Corporations and Number, Total Table I
.-Number of Returns, Total Assets, me, Deductions, Tax and Credits, Of U .S. Corporations and Number, Tota l

Table 1. Assets, Receipts, Earnings, Taxes, Distributloince0and Selected Transactions
Of Controlled Foreign Corporations, by SelectedAssets, Receipts, Eamings, Taxes, Distributions, and Selected Transactions of Controlled Foreign Corporations, by Selected Industry and Size Of Total Assets o

Industry and Size of Total Assets of U .S. Corporation Filing the Return
I U.S. corp~rstlon Filing the Return -Continued
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Table I.-Number of Retums, Total Assets, Income, Deductions, Tax and Credits, of UA Corporations and Number, Total
Aess"s, Receipts, Earnings, Taxes, Distributions, and Selected Transactions of Controlled Foreign Corporations, by Selected

Industry and Size of Total Assets of U.S. Corporation Filing the Ratum-Continued
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Table 2-Number of U.&
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Controlled Foreign Corporations, by Selected Indus" of U .S. Corporation Filing the Return and by Selected Indus" of
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Table 2-Number of Ua Corporation Rotuma and Number, Total Assets, Receipts, Earnings, Taxes and Distributions Of
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Table 3-Number of U .S. Corporations Returns and Number, Total Assets, Receipts, Earnings, Taxes, Distributions and Selected

Transactions of Controlled Foreign Corporations, by Major Indus" of Controlled Foreign Corporation
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A Geographical Perspectiv e
By William Sutton and James Hobbs *

I

Controlled Foreign Corporations (CFC's) have
played an important role in the world economy .
While remi tti ng $10 .7 bi 11 1 on I n dividends
duri ng 1980 to their U .S . parent corporations,
th ese 35,471 forei gn corporations generated
n early $700 billion of business receipts

ethroughout the world . They also produced $47 .6
billion of pre-tax earnings and profits, . with
$16 .4 billion being paid in income taxes to
foreign governments .

THE CONCEPT OF A CONTROLLED FOREIGN CORPORATIO N

A CFC is generally described as a corporation
created under the laws of a government outside
of the United States and with more than 50
percent of the voting stock or more than 50
percent of all classes of stock owned by U .S .
persons on any day during the taxable year of
the CFC . U.S . persons include corporations,
partnerships, estates, trusts, and citizens and
residents of the United States . The filing
requirements for the Form 2952, Information
Return with Respect to a Controlled Foreign
Corporation, were such that a U .S . shareholder
had to file a Form 2952 for each accounting
period for each CFC which was controlled by
that person, i .e ., with over 50 percent stock
ownership, for an uninterrupted period of 30
days during the CFC , s annual accounting period .
In addition to the CFC's described above, other
"lower-tiered" foreign corporations, through a
chain of control, were considered to be con-
trolled by a U .S . person . If the foreign
corporation (first-tier) controlled by a U . S .
person(s) in turn owned more than 50 percent of
a second-tier foreign corporation which, in
turn, owned more than 50 percent of a third-tier
foreign corporation, and so forth, then each
foreign corporation was considered to be
"control I ed . " As such, a Form 2952 had to be
filed for each of these corporations by the
U .S . parent . The data contained in this
article are based on Forms 2952 filed by U .S .
parent corporations [11] .

INVESTMENT DECISIONS ABOUT CFC' S

The use of Controlled Foreign
C 0

rporations
was considered by U .S . corporations in man y

'*Foreign Statistics Branch . Prepared under the direction of Daniel Skelly,
Chief .

investment decisions dealing with international
markets . These decisions were generally
concerned wi th underlying economic factors
(such as proximity to the supply of raw
materials and markets for finished products)
and involved the location of the investments,
i .e ., either in the United States or in a
foreign country . If a foreign location was
decided on, then in most cases a permanent
establishment in the foreign country was used .
This was either in the form of a branch oper-
ation of the U .S . company or an investment in a
foreign corporation . (Certain types of foreign
operations, such as sales, did not require a
foreign establishment, but rather could be
conducted through pure exporting operations in
the United States, independent agents in the
foreign country, or mailing operations .) CFC .s
were one alternative often used when &
foreign corporation approach was selected by
U .S . companies . (If control of the foreign
operation was not needed, then a U .S . company
could invest in a foreign corporation with 50
percent or less stock ownership .) For 1980,
CFC's had total assets of $508 billion, an
indicator of the use of CFC's as an investment
vehicle . They, in turn, generated $699 billion
of business receipts throughout the world . The
world map, following, shows the location
pattern of CFC's .

U .S . tax considerations were an important
incentive for establishing CFC's . The earnings
and profits generated by CFC's In foreign
countries were generally tax deferred until
repatriated in the form of dividends to U .S .
corporations . However, certain transactions
made by CFC's in generating earnings and profits
were considered to be "Subpart F income," which
in turn, was taxable by the United States
regardless of whether repatriated or not . This
income was considered deemed to have been dis-
tributed to the U .S . shareholders of CFC's, and
thereby taxable to the shareholders . Subpart F
income included income from the insurance and
reinsurance of U .S . risks, "foreign base company
income," boycott participation income, and pay-
ments consisting of illegal bribes and kick-
backs . For 1980, Subpart F income amounted to
$3 .1 billion and pre-tax earnings and profits
generated by CFC's were $47 .6 billion . CFC' s
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paid $16 .4 billion of income taxes to foreign
governments during this same period . There were
a Iso $10 .7 billion of dividends distributed by
C:FC's to U.S . parent corporations, which were
also taxable . (These dividends were not, how-
ever, all distributed from current earnings and
profits, but came in part from accumulated
earnings and profits of prior years . )

TAX LAWS OF FOREIGN COUNTRIES

flexible tanker and other ship registration
rul es . In addition, Liberia generally did not
tax foreign source income earned by CFC's .
These shipping rules and tax benefits accounted
for the large investment in the water transpor-
tation industry in Liberia . As shown

1 1 n Fi ureA, this investment is indicated by the J7 .4
billion of assets in this industry, out of the
total of $8 .8 billion of assets for all active
Liberian CFC's [4J .

As previously stated, economic factors were

0 f
major importance in investment decisions .

For instance, the availability of skilled labor
and markets for products help explain the pre-
dominance of manufacturing CFC's in European
countries such as France, the United Kingdom,
and West Germany (see Figure A) . Nearly 74
percent of the assets of all European CFC's
belonged to manufacturing corporations . How-
ever, in addition to the economic feasibility
of investments, tax laws of certain foreign
countries provided incentives to U .S . companies
to invest in foreign corporations, including
CFC's .

CFC's not only provided U .S . tax incentives
for their parent companies, but many CFC's also
e njoyed low tax rates (and other beneficial tax
provisions) in certain foreign countries in
which they operated . Foreign tax rates played
an important role for U .S . companies in making
offshore investment decisions . The host country
has the first opportunity to tax the income the
CFC earned in its country . When -this income is
repatriated to the U .S . parent company, a with-
holding tax may also be levied by the foreign
country . When the dividends are received by
the parent company from the CFC's, the dividends
are subject to U .S . taxation . The United States
also taxes deemed distributions, i .e ., Subpart
F income, as previously discussed . In order to
avoid double taxation the U .S . firm can use a
foreign tax credit against the U .S . income tax,
generally up to the rate of the U .S . tax [2] .
The worldwide tax burden has had an impact on
the investment decisions of U .S . corporations
(such as, in which foreign country to locate a
Particular business venture) .

Certain countries imposed little or no tax on
Corporate income in 1980 . For example, Bermuda
had no corporate income tax [3) . However,
Figure B shows that there were some foreign
taxes ($53 million) paid by CFC's in Bermuda.
To an extent, these taxes were paid to Other
foreign countries by Bermudian CFC's doing
business in those countries . in addition to
doing business in Bermuda . For 1980, 20 percent
Of the CFC's incorporated in Bermuda reported
another country as their principal place of
business .

To attract investment, some countries singled
Out certain industries to receive special
benefits . Liberia, for instance, had very

Industries in other countries have received
certain amounts of CFC investment which resulted
in part from the tax incentives offered by the
foreign countries . For instance, the Bahamas
had CFC's with $3 .4 billion of assets engaged
in the wholesale trade of petroleum and
petroleum products, which produced $30 .7 billion
of business receipts . For all active CFC's
incorporated in the Bahamas, there were $7 .5
billion of assets and $35 .0 billion of business
receipts . Further, there were large CFC invest-
ments in finance industries in Bermuda ($8 .4
billion of assets out of $13 .7 billion for all
CFC's in this country), Hong Kong ($5 .0 billion
out of $8 .3 billion), and the . Netherlands
Antilles ($12 .7 billion out of $14 .3 billion) .
For the Netherlands Antilles, the tax treaty
wi th the United States which substantial,]-'y
exempted withholding taxes in the United States
on interest payments that flowed to that country
certainly added another reason for investment
in finance CFC's [5] .

Figure 8 shows the amount of taxes paid by
CFC's as a percent of their earnings and
profits, for selected countries . These percent-
ages were the calculated "effective tax rates,"
which may vary considerably from the statutory
tax rate(s) of the countries [6] . This is
because (1) certain amounts of earnings and
profits, and the associated foreign taxes paid,
were applicable to operations in countries
other than the "host' foreign country ; (2)
earnings and profits is an economic concept and
does not necessarily equal the statutory tax
base used ; (3) many countries, such as France
and West Germany, taxed various types of income
at different rates ; and (4) many countries,
like the United States, had progressive 'tax
rates .

Figure B also shows for 1980, that of the
19,523 CFC's which had positive earnings and
profits, 4,879 or 25 percent paid no foreign
income taxes . The types of taxes and methods
of taxation used by foreign countries differed
substantially, allowing many CFC's with positive
earnings and profits to pay no income taxes due
to the various provisions of the different tax
structures .

GROWTH OF CFC ACTIVITY AROUND THE WORL D

In 1972 there were 29,221 CFC's [71 in the
world with $167 .8 billion of assets, so that
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Figure A-Rates of Return and Profit Margins for Active Controlled Foreign Corporations,,
by Selected

Countries of Incorporation and Primary Industries '

. [money amounts are in millions of~ dollars]

Country of
incorporatio n

and primary industry

All countries ,
total . . . . . . . . . . . . . . . .

Canada, total . . . . . . . . .

Manufacturing . . . .
. *

.

Brazil, total . . . . . . . . .

Manufacturing . . . . .
.

Mexico, total . . . . . . . 0 .
Manufacturing . . . . . .

.

Panama, total . . . . . .
.
. .

Finance . . . . . . . . . . . . .
The Bahamas, total . . . .

Trade . . . . . . . . . . . . . . .
Bermuda, total . . . . . . . .

Finance . . . . . . . . . . . .
.

Netherlands Antilles,

total . . . . . . . . . . . . . . .
.

Finance . . . . . . . . . . . . .
Belgium, total . . . . . .

. .

Manufacturing . . . . . . .
France, total . . . . . . . .

manufacturing . . . . v . .
Italy, total . . . . . . . . . .

manufacturing . . . . . . .

Netherlands, total . . .
.

Manufacturing . . . . . . .
Switzerland, total . . .

.

Trade . . . . . . . . . . . . . . .
United Kingdom ,
total . . . . . . . . . . . . . . . .
manufacturing . . . . .

. .

West Germany, total . . .
Manufacturing . . . . . . .

Liberia, total . . . . . . .
.

Water transpor-

tation . . . . . . . . . .
. . .

Hong Kong, total . . . . . .
Finance . . . . . . . . . . .

. .

Japan, total . . . . . . . . . .
Trade . . . . . . . . . . . . . . .

Australia, total . . . . . .

Manufacturing . . . .
. . .

'Primary industries determined by amount Of assets .

'Derived by column 4 divided by column 2 .
3Derived by column 4 divided by column 3 .
'Ninety-three percent of this trade Was petroleum and petroleum products .

Number
of CFC' s

lu

29,107

4 , 28D
1,741
1,125

497
1 '010

649
71 1

78
192
47

732
48 3

283
204
761
30 6

1,516
648
835
398

1,153
402

1,04 9
341

3,646
1,366
1,84 4

802
42 5

266
549
84

563
21 1

1,286
491

Total
assets

"2

$505,821

89,696
43 ' 581
18 , 488
11 ' 955
8 486
6 :352

13 884
4 :968
7 515
3 :615

13 722
8 :417

14,303
12,658
14 306
7 196

25 371
16 788
19 :620
10 092
14 :665
7 673

17 :170
7,460

75,486
36,868
46,11 7
25 , 376
81793

7 416
8 :266
5,007

10 , 21 5
41830

20 354
8 :715

Business
receipt s

L3 1

$699,003

100,773
66,335
25,617
15,469
i 1 883
9,440

19,65 7
1,287

34,952
31,197
21,525

2,915

2,191
959

22,314
15,121
47,019
32,666
28,492
18,789
24,205
15,124
29,704
23,488

99,113
55,544
72,488
40,053
8,517

7,286
5,82 1

733
16,175
10,862
20,639
11,026

Earnings and
profits afte r

taxe s

L4 1

$31,181

5,143
3,02 2

691
478
933
69 6

1,291
302
279

31
1,375

79 8

383
333
704
47 3

1,529
1,069
1,367
1,103
1,16 9

570
1,640
1 050

5,505
2,582
2,611
1,31 0

139

93
571
131
803
402
893
420

Rate of
return '

L51

6 .16%

5 .73
6 .93
3 .74

10 * 99
10 .96
9 .30
6 .07
3 .71
0 .85

lo .m
9 .48

2 .68
2 .63
4 .92
6 .57
6 .03
6 .36
6 .97

10 .93
7 .97
7 .43
9 .55

14 .0 8

7 29
7 :00
5 .66
5 .16
1 .5 8

1 *
25

6 91
2 :62
7 .86
8 .32
4 .39
4 .82

Profi t
margin '

(6 )

4 .46 %

5 .10
4 .56
2 .70
3 .09
7 .85
7 .37
6 .57

23 .46
0 .80
0 .10
6 .38

27 .38

17 .48
34 .72
3 .15
3 ; 12
3 25
3 :27
4 . 79
5 . 87
4 .83
3 .77
5 .52
4.47

5 .55
4 .65

'3 .60
3 , 27
1 .6 3

1 .28
9 .81

17 .87
4 .96
3 .70

.4 .33
3.81
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Figure B-Controlled Foreign Corporations With and Without Foreign Income Taxes Paid on Positive Earnings and
Profits, by Selected Areas and Countries of Incorporatio n

[Roney amounts are in millions of dollars]

207

CFC's Paying Foreign Income Taxes CFC's Paying No Foreig n
Income Taxes '

Selected area
s

an
d countries o f

incorporation Number Earnings Foreign
Taxes as a
percent of Number Earning s

of CFC's an d
profits

income
taxes earnings and of CFC's an d

pr fi t sprofit s

(1 (2) (3) (4) (5 )

All geographic areas, total . . . . . . . 14,135 $50,489 $16,887 33% 4,879 $4,51 6

Canada . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,403 8,387 3,286 39 613 385

Latin America, total . . . . . . . . . . . . . . . . 2,134 6,635 1,890 28 830 53 8Brazil . . . . . . . . . . . . . . . . . . . . . . . . . . . . 427 1,483 481 32 151 74Mexico . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Panama (including Canal Zone) . . . . .

66 1
179

1,660
1 351

71 0
133

4 3
10

103
187

30

Venezuela . . . . . . . . . . . . . . . . . . . . . . . . . 238
,
511 154 30 53

14 5
2 2

Other Western Hemisphere, total . . . . . 298 1,258 189 15 585 1 21 3The Bahamas . . . . . . . . . . . . . . . . . . . . . . . 34 lei 45 25 97
,
201

1
da, . . . . . . . . . . . .

.:t-herl ~ d's" A' n*iiii e's-*
90

170
559
465

53 9 433 98 6. . . . . . . . . . . . 68 is 42 2 2

Europe, total . . . . . . . . . . . . . . . . . . . . . . .
Belgium

6,320 26,534 8,841 33 1,858 1,519. . . . . . . . . . . . . . . . . . . . . . . . . . .
France (including Andorra) . . . . . . . .

420
807

1,14 7
2,779

62 2
1,012

54
36

60
163

53
68Italy (including San Marino) . . . . . . 513 2,124 655 31 63 24Netherlands . . . . . . . . . . . . . . . . . . . . . . . 576 1,582 499 32 169 178Switzerland . . . . . . . . . . . . . . . . . . . . . . . 547 2,131 393 18 142 45United Kingdom . . . . . . . . . . . . . . . . . . . . 1,504 8,587 2,722 32 617 73 7West Germany . . . . . . . . . . . . . . . . . . . . . . Beg 5,556 2,302 41 339 167

Africa, total . . . . . . . . . . . . . . . . . . . . . . . 628 1,673 553 33 329 39 4Liberia . . . . . . . . . . . . . . . . . . . . . . . . . . .
South Africa (including

28 194 21 11 222 303

South-west Africa) . . . . . . . . . . . . . . . 377 895 273 31 79 60

Asia, total . . . . . . . . . . . . . . . . . . . . . . . . .
~Honq Kong

1,286
286

3,866 1,361 35 371 37 1. . . . . . . . . . . . . . . . . . . . . . . . .
Japan . . . . . . . . . . . . . . *****---*11

326
65 8

1,599
160
711

2 4
44

10 7
69

96
1 8

Oceania, total . . . . . . . . .
Australia 83 5

1,897 708 37 239 8 2. . . . . . . . . . . . 7 00 1 1,727 646 37 197 5 9
'There were 510 additional CFC's with positive earnings and profits (S789 million) and negative foreign incometaxes ($150 million) .

although the number of CFC's in 1980 increased
by only 21 percent to 35,471 (including inactive
CFC's), the assets grew by 203 percent to $508 .0
billion . The Volume of business receipts gener-
ated by CFC's grew even faster, skyrocketing by305 percent, from $172 .4 billion in 1972 to

i
$699 billion in 1980 . Even with a high rate of
nflation (78 percent from 1972 to 1980 (81)

the increase in business receipts (sales and
Servl 'ce income) was . comparatively large . Ma ny
individual Countries showed large dollar
increases in CFC business receipts during this

same period, such as Canada from $37 .6 to
$ $100 .8 billion, United Kingdom from $20 .4 to
99 .1 billion, West Germany $15 .9 to $72 .5

billion, and France from $11 .3 to $47 .0 billion .

The few countries which showed smaller
business receipts for 1980 compared to 1972
were the East European Communist countries .CFC receipts in these countries fell from $889
to $29 million and the number of CFC's dropped
from 42 to 18 .
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CFC'S BALANCE OF TRAD E

For 1980, the overall "CFC balance of trade"

with U .S . parent companies (including their
domestic subsidiaries

)
produced a surplus of'

$24 .9 billion for the United States, with CFC

purch a ses of stock in trade from U .S . parents

of $87 .7 billion and sa les to these U .S .

parents of $62 .8 billion . In comparison
'

the

United States was in an overall deficit trade
position ($24 .1 billion) for 1980, with $244 .9

billion of imports and only $220 .8 billion of

exports [9] .

Figure C shows the U .S . 19BO balance of trade
with selected foreign countries, and the sales
and purchases of stock in trade between CFC's
in those selected countries and their U .S .

parent companies . Certain comparisons between

CFC activity in a particular country and the

U .S . balance of trade with that country must be
qual i fi ed . For instance, CFC's in the Bahamas
reported greater sales (column 2) than the U .S .

imports (column 5) from this country . This is

partial
ly

explained by the difference in how

U.S . Bureau of Census' statistics and CFC data
are tabulated on a country basis . Census'

statistics credit U .S . imports to the country

of 0
rigin while CFC sales are based on the

CFC's country of incorporation . The CFC sales

to U .S . parent companies from the Bahamas
included wholesale trade of such goods as
petroleum and petroleum products . However,

these CFC sales from the Bahamas were mainly
attributable to CFC's being incorporated there

to take advantage of the no-tax structure fo r

Figure C--U .S . Balance of Trade, Purchases and Sales of Stock in Trade Between CFC's and Their
Domestic Parents, for Selected Areas and Countries of Incorporatio n

[Millions of dollars ]

Selected areas
and countries of
incorporation

All geographic areas
,total . . . . . . . . . . . . .

. . .. . . ..Canada . . . . . . . . . . . . . . . . . . . . . . . 15,318

Latin America, total . . . . . . . . . 7,853

Brazil . . . . . . . . . . . . . . . . . . . 715

Mexico . . . . . . . . . . . . . . . . . . . 1,030

Panama (including
Canal Zone) . . . . .

. . . . . . .
. 3,666

Other Western Hemisphere ,

total . . . . . . . . . . . . .
. . . . . . . . .

61946
3 :11813The Bahamas . . . . . . . . . . . . .:1 1

Bermuda . . . . . . . . . . . . . . . . . . 6
Netherlands Antilles . . . . . 828

Europe, total . . . . . . . . . . . . . . . .
United Kingdom . . .

. . . . .

West Germany . . . . . : . . . . . . .

Africa, total . . . . . . . . . . . . . . .
Liberia . . . . . . . .
Nigeria .Sou th Afr

i uding
I cSouth-West Africa) . . . . . .

Asia, total . . . . . . . . . . . . . . . . . .

Singapore . . . . . . .
. . . . . . . . .

Hong Kong . . . . . . . . . . . . . . . .
Japan . . . . . . . . . . .. . . . . . . . . .

Oceania . . . . . . . . . . . .

CFC purchase s
from U .S .
parents

CFC sale s
to U .S .
parents

CFC balance
of trade

U .S . Balance of Trade

Surplus or
Exports Imports defici t

(2) (5) (6 )

$62,782 $24,882 $220,783 $244,871 $-24,100

10,984 4,334 35,395 41,459 -6,064

2,517 5,336
555

36,03 0
4 343

29 95 2
3 :715

6,07 8
62 8

16 0
502 528 15 :145 12,580 2,56 5

500 3,166 699 330 36 9

30,879 -23,933 2,68 8
396

7,277
1 469

-4 58 9
-1 :07 3

23,236
7866

-20 31 3
-3 :600 136

,
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corporate income, while the origin of the
petroleum was not in the Bahamas. An additional
qualification in comparing the statistics deals
with timing . Census' data are based on the
physical movement of goods for the 1980 Calendar
Year, while CFC data are based on sales as
reported for accounting periods beginning as
early as September 1978 and ending as late as
June 1981 .

SUMMAR Y

Investment decisions by U .S . corporations
concerning activity in foreign countries were
generally based on both economic and taxation
considerations. Overseas investments by U.S .
corporations were often in the form of
businesses incorporated in foreign countries
but controlled by the U .S . parents, i .e .,
CFC's . For 1980, U . S . corporations invested in
35,471 CFC's, which had assets of $508 billion . -
When CFC's were used, the U .S . tax effect to
the parent corporations and the tax laws of the
foreign countries in which the CFC's were
located were important considerations [101 .

Controlled Foreign Corporations have made a
noticeable impact on the economies of many
countries . They generated throughout the world
nearly $700 billion in business receipts in
1980, with $47 .6 billion of earnings and
profits . Additionally, CFC's paid $16 .4
billion in income taxes to foreign governments,
and remitted $10.7 billion in dividends to
their U .S . parent corporations .

DATA SOURCES AND LIMITATIONS

Sample Selection and Variability

The statistics for the 1980 Tax Year were
estimated from a stratified probability sample
0 f about 85,000 U .S . corporation income tax
returns selected after revenue processing but
before audit . A description of the sample
selection procedures for corporate returns is
presented in the Appendix .

From the general corporate sample described
above, all returns containing Forms 2952 were
used for the 1980 statistics presented in this
article . The weighting factor used for each
return was the same factor used for the U .S .
Parent corporation . The weighting factors used
for the 1980 study resulted in an estimated
4,799 corporate returns, containing information
for 35,471 CFC's .

Sampling variability (i .e., the degree to
which statistics based on a sample differ from
data based on similar samples) occurs only in
strata in which returns were selected at a rate
Of less than 100 percent . For this article,
returns selected at the 100 percent rate
accounted for the largest part of the estimated
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amounts . For instance, for 1980, CFC's owned
by U .S . corporations with $250 million or more
in total assets (and selected at a 100 percent
rate) accounted for the major portion of total

p
assets (94 .1 percent), business receipts (93 . 3
ercent), and current earnings and profits (93 .4

percent) of CFC's owned by all corporations .
Because of the predominance of large companies,
sampling variability is not considered a major
limitation of the statistics .

Nonsampling Limitation s

Controlled Foreign Corporations were classi-
fied by country of incorporation and principal
place of business . The Form 2952 specified
that the CFC designate the country from which
the largest portion of gross receipts was
derived as the principal place of business .
Because the largest portion will vary, from one
CFC to another, an undetermined amount of
business was conducted with countries other
than the country of principal place of
business . Additionally, the term "country"
used in this article includes not only
countries, but also other separate taxation
authorities, such as possessions .

About 50 U .S . corporations filed consolidated
Controlled Foreign Corporation schedules, with
the data aggregated for several companies .
Follow-up requests were made in an attempt to
get the individual CFC information . About 75
percent of these requests were successful . A
part of the remaining data fell into the correct
classification by country because all of the
CFC's reported on that particular return were
in the same country . The few remaining unre-
solved consolidated CFC's were left in the same
country classification as the CFC showing the
consolidated data .I

Time Period Covered

The 1980 estimates are based on data from
returns filed by U .S . corporations with
ccounting periods that were for full year s

ending any time between July 1980 through June
1981 . In addition to these returns filed for
12-month accounting periods, the statistics
also include data from part-year returns (filed
for accounting periods ending during the same
time period by corporations which were new,
merging, liquidating or simply changing their
accounting periods) . Because Forms 2952 were
filed for the accounting periods of CFC's
ending with, or within the accounting periods
of the U .S. parent corporations, the CFC
accounting periods covered by the statistics
may have ended any time during the period
August 1979 through June 1981 ; however, most of
the activity was deemed to have occurred during
1980 .
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EXPLANATION OF SELECTED TERM S

Business Receipts of Controlled Foreign
Co orati

ns __"us'ne" r
;~Ipts were, in

gegFil , ~gr~ss receipts or gross sales less
returns and allowances reported for CFC's on
Forms 2952 . In the finance, insurance, and
real estate industries, business receipts were
generally the total income or receipts of the
CFC and may have included other types o

f
income

such as interest, royalties, rents, and other
investment income . This definition differs
from that used for business receipts statistics
for domestic corporations, in that investment
income is normally excluded .

CFC Balance of Trade-This term is used to
describe the excess FC sales to U .S . parents

or purchases from U .S . parents . A surplus for
the U .S . occurs when CFC purchases exceed sales
to U .S . parents and a deficit for the U .S .

results from an excess of sales to U .S . parents .

ri pttoEarnings and Profits of Controlled~ugr,
Fo rporations-ThIS Item represents the
IdItterence between ithe accumulated beginning,
and ending year balances of earnings and profits
available for distribution to the stockholders .

The earnings and profits of a foreign corpora-

tion must be calculated under U .S. accounting

standards, as required by IRS regulations .
This calculation is such that earnings and
pro fits closely conforms to the economic
income, as opposed to the taxable income, of
the foreign corporation .

Foreign Base Company Income-This part of
Subpart F income Inc luded toreign personal
holding company income ("passive" investment

income), and foreign base company sales,
services, and shipping income .

Foreign Income Taxes Id by Controlled
tl

e W
-Fc Thes ere Toreigh

1-5come, war prOT1rs, and exress profits taxes
paid or accrued by CFC's to foreign countries
or U .S . possessions (including Puerto Rico) .
Also included were taxes imposed by other
countries (including the United States) in
cases where CFC's had business operations in
countries other than the one in which they were
incorporated .

s ;i,nci,a1,,,,Pl~e of lusiness-The Form 2952
in r

c i
xPayer to name the "principal

cities and countries where business is
conducted," meaning those places of business
from which the largest portion of gross
receipts was derived .

Profit Margin-This ratio is the result of
divi-d-ingcurrent earnings and profits after
taxes by business receipts .

Rate of Return-This ratio is the result of
di_YRi`_ng__fFe-current earnings and profits after
taxes of a CFC by its assets .

sales and Purchases of Stock In Trade-TheSe
weF-es-a-l-es and purchases of merchandise . in the
ordinary course of trade or business. Only
sales and purchases between CFC's and their
U S . parents (including their domestic
s~bsidiaries) were used in this article .

U .S . Balance of Trade-This is the excess of
exports over Imports ulting in a surplus, ort e excess
h

, of
I mports over exports resulting in

a deficit or negative balance of trade .

NOTES AND REFERENCE S

[1] Nearly all CFC's are controlled by U .S .
corporations, as opposed to other types of
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; c
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Table I .-Number of U.S.
Corporation Returns and Number, Total Assets, Receipts, Earnings, T8xM and Distributions
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Controlled Foreign Corporations
.
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4 and Distributions Of

Table 2-Humbiliff Of U .S. Corporation Returns and Number, Total Assets, Receipts, Earnings, Taxe s

Controlled Foreign Corporations, by
Selected Country of Incorporation and Taxes as a Percentage of Earnings and Profits of
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Table 2-Number of U.S .

Corporation Returns and Number, Total Assets, Receipts, Earning% Taxes, and Distributions of
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Table 2.-Number of U.S. Corporation Returns and Number, Total Asset% Receipts, Earnings, Taxes, and Distributions Of

Controlled Foreign Corporations, by Selected Country of Incorporation and Taxes as a Percentage of Earnings and Profits Of
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Table 2 .-Number of U.S . Corporation Returns land Number, Total Assets, Receipts, Earnings, Taxes, and Distributions of
Controlled Foreign Corporations, by Selected Country of Incorporation and Taxes as a Percentage of Earnings and Profits ofControlled Foreign Corporation--Contlnued
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Table 2 . -- Assets, Receipts, Deductions,
Income, and Distrioutions of the DISC, and
Total Export Gross Receipts of the DISC,
and Related U .S . Persons for Current and
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Service, 299

Supplemental table s

Table 1 . -- Total Assets, Receipts,
Deductions, Income, Uistributions, and Total
Export Gross Receipts of Domestic
International Sales Corporations, by Selected
Major Products and Services, 1981, 3U 6

Tab] e 2 . - - Total Assets, Income,
Distributions, and Total Export Gross Receipts
of Domestic International Sales Corporations,
by Major Product and Service Group, Type of
Majority Stockholder, and Size of Total Assets
of Majority Corporate Stockholder, 1981, 308

A U .S . corporation with the objective of engaging
In business activity abroad could elect to form a
Domestic International Sales Corporation (DISC)
under provisions originally established by the
Revenue Act of 1971 . The purpose of this law was to
increase U.S . exports and make domestic products
more competitive in foreign markets. To qualify as
a DISC, a corporation had to meet certain
requirements which were designed to limit the DISC
to export related activities . The principal
incentive to form a DISC was a tax benefit in the
form of a deferral of U .S . tax on a portion of the
DISC's net earnings derived from exports until they
were distributed to the shareholder(s) of the DISC
or until disposition of the DISC stock was made by
the shareholder(s) of the DISC . The reprint of the
Statistics of Income Bulletin article in this
__ fl escr-i-bes these corporations in greaterSec _05-1--d
detail .

The reader should note that significant tax
legislative changes covering DISC's have occurred in

Domestic International
Sales Corporations

recent years. The effects of this legislation

'
i .e,,,Ihe Deficit Reduction Act of 1984), which are
effe ve beginning in 1985, are not reflected in
the statistics shown in this compendium . This

legislation will cause I arge DISC exporters to
become new "Foreign Sales Corporations" (FSC's) .
There are also provisions for small FSC's and
"interest-charge" DISC's . Results of studies on
these new Corporations will be forthcoming in future
SOI publications .

This section includes two supplemental tables
with previously unpublished data for DISC's filing
Income tax returns for Tax Year 1981 . One table

classifies selected data based on the major products
and services of the DISC's and the second table
Presents data similarily classified, but also
categorized by type of majority Stockholder and by
size of total assets of the majority corporate
Stockholder.

A comparison of selected items related to DISC's
for Tax Years 1981 and 1982 IS Shown in Figure 1 .

Figure 1

. __
Domestic International Sales

Corporations, .1981 and 198 2
(money amounts are in millions of dollars )

Item 1981 1982

Number of returns . . . . . . . . . . . . . . . . . 9,408 9,663
Total assets . . . . . . . . . . . . . . . . . . . . . . 32,301 34,867

Total qualified export receipt s
and nonqualified receipts . . . . . . . . 49,631 43,098
Re t income (less deficit) . . . . . . . . . 10,910 10,142

DISC taxable income . . . . . . . . . . . . . . . 10,952 10,156
Total amount deemed distributed . . . 7,187 7 080
Tax deferred income .

.
. . . . . . . . . . . . . 3,796 3:097

Total amount actually distributed . 5,435 6,47 8

Summary discussions of these domestic

corporations, with selected historical data, are
presented in two papers contained in Section I of
this compendium. These papers are entitled
"Statistics of Income Studies of International
Income and Taxes : An Overview (page 3) and A Brief
Description of the Studies (page 9) ." An additional
sourc e of information on DISC's is a series of
reports entitled "The Operation and Effect of the
Domestic International Sales Corporation
Legislation," prepared by the Office of Tax
Analysis, Office of the Secretary . Department of the
Treasury .

The reader is also referred to Section 15 Of. this
compendium, which contains a copy of the tax form
and related instructions used as the basis of the
DISC data . The appropriate form and Instructions
are :

Form 1120-DISC Domestic International Sales
Corporation RetLrn, an

d
In structions (page 467)
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wornestic internationai baies torporation
Returns, 1980
By Jeffrey Hartzok *

For Income Year 1980 1 export gross receipts of
Domes t i

c
Int ernational Sales Corporations (DISC's)

exceeded $154 billion. DISC earnings and profits
derived from these export receipts amounted to nearly
$9 .8 billion . By utilizing the provisions of U .S .
income tax law pertaining to this special type of
corporation, it was possible for stockholders of
DISC-s to defer, indefinitely, taxes on $3 .6 billion
of the $9 .8 billion earned in 1980 . The estimated
cost of these provisions has been reported to be
nearly $1 .7 billion in lost U .S . tax revenues for 1980
Ill .

Large U .S . corporations with DISC subsidiaries were
the primary beneficiaries of the DISC provisions .
Nearly 70 percent of all tax deferred profits in 1980
were retained by DISC's owned by U .S. corporations
with total assets of $250 million or more .

DISC LEGISLATION

A DISC is a special type of corporation established
by the Revenue Act of 1971 (for taxable years
beginning in 1972) to prom. ote exports through
sheltering a portion of export profits from U .S .
income taxation . The profits of a DISC are not taxed
to the DISC itself, but instead are taxed to the
stockholders when distributed or deemed distributed .
Stockholders of DISC's (typically other operating U .S .
corporations) are deemed to receive annually, a
portion . of the DISC's earnings and profits . This
deemed distribution is fully taxable to the
stockholders even if the earnings are not actually
distributed . U .S . income taxation is deferred
indefinitely, for the most part, on the remainder of
the DISC's earnings and profits .

To qualify as a DISC, a corporation has to meet very
strict formal requirements, such as satisfying the
tests that 95 percent of both its gross receipts and
assets are "qualified ." These requirements are
designed to limit the DISC to export related
activities . A DISC is allowed to export products that
qualified as export property which are manufactured,
produced, grown, or extracted in the United States by
someone other than the DISC. Property manufactured,
produced, grown, or extracted by a DISC and later sold
or leased does not qualify as export property.

A DISC usually acquires export property from its
parent corporation or an affiliated corporation (a
related supplier") and then sells the property

abroad . However, it can act simply as a commission
merchant on export sales of related suppliers arid,
thus, not have any substance (i .e ., no employees or
real business activity) . The allocation of income
between the DISC and its mlated supplier is achieved
through the use of special intercompany pricing rules
discussed later in this article .

DISC Legislative Changes

The DISC legislation has undergone three major
modifications since 1972 . Each law change reduced the
tax benefits allowed to the stockholders of DISC's .
The Tax Reduction Act of 1975 eliminated DISC benefits
for profits arising from exports of depletable energy
products such as oil and natural gas . The Tax Reform
Act of 1976 limited DISC benefits to taxable income
attributable to export gross receipts in excess of 67
percent of the average export gross receipts in a
four-year base period . DISC's with adjusted taxable
income of $100,000 or less were exempted from these
provisions . The Tax Equity and Fiscal Responsibility
Act of 1982 increased the portion of DISC income
considered deemed distributed to the DlSC-s corporate
stockholders from 50 percent to 57 .5 percent for
taxable years beginning in 1983 .

Objectives and Effects of the DISC Legislation

The principal objective of the original DISC
provisions was to increase U .S . exports and thereby
improve U .S . balance of trade by making U .S . exports
more profitable for exporting companies and more
compe t itive, in price, with foreign products .

Exports through DISC's have increased rapidly since
their enactment, growing from $21 .7 billion in export
receipts in 1972 to $154 .1 billion in 1980 . A recent
reasury report [2) estimates that the DISC provisions

directly increased U .S . exports in 1980 in the range
of $7 .2 billion to $11 .0 billion . This range
represents approximately 5 to 7 percent of the total
of $IS4 .1 billion of exports through DISC's .

A comparison of exports through DISC's to total U .S .
exports and imports of merchandise for 1973 through
1980 is shown below 13) .

DISC Exports vs . Total U .S . Exports and Imports
.(Billions of Dollars )

Total Totai U .b .
Year DISC U S. U.S . Merchandis e

Exports Exports Imports Trade Balanc e

1973 $44 .8 $70.8 $69.5 $1.3
1974 66.8 97.9 101.0 -3.1
1975 73.2 107.1 96.9 10.2
1976 82 .7 114 .8 120.7 -S.9
1977 8S .9 121 .2 147.7 -26.5
1978 99 .6 143 .6 172 .0 -28 .4
1979 132.0 181.7 206.3 -24 .6
1980 154 .1 220 .6 244 .9 -24. 3

Although total U .S . exports of merchandise (including
exports through DISC-s) have risen steadily since 1973,
U .S . imports of foreign merchandise have increased

*Foreign Returns Analysis Section. Prepared under the direction of James R . Hobbs, Chief . 289



Z~v womesim inter"ationei omes %,orporation rieLurius, a vo u

rapidly as well . Contributing to this increase in
U . S . imports has been the growth of imports of
petroleum products, machinery, and transportation
equipment (4] .

As noted before, large U .S. corporations with DIK
subsidiaries have been the primary beneficiaries of
the DISC provisions . Shown below is a historical
comparison of the tai deferred income for all DISC's
and those owned by corporations with total assets of
$250 million or more ("large" majority corporate
stockholders) . Although a majority corporate stock-
holder of a DISC is defined as a corporation owning 50
percent or more of the DISC's capital stock, more than
99 percent of the DISC-s owned by "large"' corporations
are wholly omed subsidiaries .

Tax Deferred Income (Millions of Dollars )

Income Total

-DISCts with~Large
Majority Corporate Stockholder s

Year Deferred Total Percent of

Amount Amount All DISC' s

1975 $2,351 $1,498 63 .7
1976 1,572 942 60 .0
1977 I'Sig 959 63 .1
1978 2,071 1,376 66 .4
1979 3,065 2,148 70 .1
1980 3,606 2,520 69 . 9

Assuming an income tax rate structure of 48 percent
for Income Years 1975 through 1978 and 46 percent for
Income Years 1979 and 1980, it was possible for these
large corporations to defer indefinitely over $4 .4
billion in U .S. income taxes since 1975 151 .

M(PORT ACTIVITIES, 1979 VS 198 0

The number of DISC's actively engaged in exporting
U .S . goods and services abroad for 1979 and 1980 was
7,933 and 8,665, respectively (see Figure A) . The
number of active DISC's continued to grow in nearly
all major product and service groups, increasing
nearly 9 percent from 1979 . DISC's primarily engaged
in exporting U .S . manufactured products continued to
dominate DISC activity, representing 88 percent of the
total number of DISC's . During this same period the
cumulative nmber of elections to be treated as a DISC
increased nearly 10 percent from 10 978 in February
1979 to 12,192 in February 1980 16) . The data an
elections were not adjusted for DISC's that were
imctive, were liquidated, withdrew their election, or
had their election revoked . The increase in the
number of DISC elections during 1980 provides evidence
of the continued use of the DISC provisions for export
sales .

Balance Sheet s

In 1980, DISC total assets mounted to $28 .7
billion, an 18 .9 percent increase over the previous
year (Figure B) . This increase compares to a net
increase of only 13 percent in total assets for
corporations in genera1 171, and it is more than
double the 9 .0 percent inflation rate for 1980, as
measured by the Implicit Price Deflator for Gross
National Product [8] . The fastest growing asset item
for the second year in a row was export property which
increased 42 .1 percent in 1980 after increasing 76 .2
percent the previous year.

Figure A -- Number of DISC's by Selected Major
Product or Service Group, 1979 - 198 0

Selected Major-Product Number Percent
or Service Group _T979_---7997 Change

Total . . . . . . . . . . . . . . . . . . . . 7,933 8,665 9 .0

Nonmanufacture d
products and services . . . . . . . . 953 I,OS2 10 .4
Grains . . . . . . . . . . . . . . . . . . . . . . 119 110 -7 .6
Other agriculture . . . . . . . . . . . 183 222 21 . 3

Manufactured products . . . . . . . . . 6,980 7,613 9 .1
Food and kindre d
products . . . . . . . . . . . . . . . . . . . 273 336 2 .3

Textile mill products . . . . . . . 247 284 IS .0
Apparel and other
fabric products . . . . . . . . . . . . 151 180 19 .2

Lumber and wood
products . . . . . . . . . . . . . . . . . . . 197 198 0 .5

Paper and allie d
products . . . . . . . . . . . . . . . . . . . 141 160 13 .5

Printing, publishing
and allied products . . . . . . . . 96 126 32 .0

Chemicals and allie d
products . . . . . . . . . . . . . . . . . . . 521 621 19 .9

Rubber and
plastic products . . . . . . . . . . . 136 162 19 .1

Primary metal products . . . . . . 244 281 15 .2
Fabricated metal
products . . . . . . . . . . . . . . . . . . . 701 773 10 .3

Machinery, except
electrical . . . . . . . . . . . . . . . . . 1,465 1,448 -1 .2

Electrical machinery
and equipment . . . . . . . . . . . . . . 1,248 1,3S4 8 .5

Transportation
equipment . . . . . . . . . . . . . . . . . . 401 441 10 .0

Professional ,
scientific, and
photographic
equipment . . . . . . . . . . . . . . . . . . 420 439 4 . 5

Figure B -- Balance Sheets, 1979-1980
(Millions of Dollars )

Selected Items 1979 1980

Total assets, total . . . . . . . . . . . $24,161 $28,729

Qualified assets, total 24,105 28,67 4
Working capital . . . . . . . . . . . 475 628
Export-Import Bank
obligations . . . . . . . . . . . . . . 1,211 1,587

Trade receivables . . . . . . . . . 14,897 17,522
Export property . . . . . . . . . . . 1,588 2,256
Producer's loans . . . . . . . . . . 3,484 4,36 7

Nonqualified assets . . . . . . . . . 56 56

Total liabilities . . . . . . . . . . . . . 3,902 4,389

Net worth, total . . . . . . . . . . . . . . 20,259 24,340

Capital stock and paid-i n
or capital surplus . . . . . . . . . 277 238

Previously taxed income . . . .. 5 860 6,783
Accumulated DISC income . . . . . 14 :146 17,308

Domestic International Sales Corporation Returns, 1980

Producer's loam increased 25 .3 percent to $4 .4
billion in 1980 . In most cases, producer's loam were
loans made by DISC's to their stockholders out of the
DISC's accumulated, undistributed, untaxed profits .
The practical effect to a stockholder of a DISC of
borroiAng these tax deferred profits was an
interest-free loan . This occurred because the
interest earned by the DISC from these producer's
loans was not taxed to the DISC and the distributions
out of this interest which were taxed to the
stockholder were offset by the interest deduction
taken by the stockholder .

In the aggregate, DISC net worth increased by over
20 percent in 1980, The largest single item was accu-
mulated DISC income which mounted to $17 .3 billion .
This mount represents the aggregate tax deferred
profits retained by DISC's since 1972 .

Income Statement s

Income statement statistics for all DISC's are
presented in Figure C . For 1980, total receipts 191
continued to increase rising by 21 .1 percent from 1979
to $52 .8 billion . Qualified export receipts from the
sale of export property accounted for over 96 percent
of total DISC receipts . Most of these receipts were
from direct foreign sales (either on a commission
basis or noncommission basis) of U .S . merchandise to
related and unrelated purchasers . Of the $1 .7 billion
of other qualified receipts, over 64 percent consisted
of qualified interest other than that earned on
producer-s loans, an increase of 44 .2 percent over
1979 . This increase in qualified interest receipts
reflects the favorable tax treatment of interest
earned on trade receivables (the largest qualified ex-
port asset item) and other investments such as Export-
Import Bank obligations and Private Export Funding
Corporation notes .

While domestic profits for all corporations declined
as a result of the downturn in the economy during 1980
[101, exports channeled through DISC's continued be a
profitable business . DISC net income in 1980 increased
17 .1 percent compared to a 16 .2 percent decline in
profits for

co
rporations in general . There were

severa
I

poss ible reasons for this phenomenon . one is
a corporation with excessive net operating losses (or
excessive tax credits) which may have elected not to
export goods and services through a DISC. In a
similar manner another corporation which had overall
profits (both domestic and foreign) may have chosen to
channel only profitable exports through a DISC and
directly absorb the losses on unprofitable exports .
Finally, the special intercompany pricing rules
applicable to DISC's allowed DISC's to maximize their
own profits on export sales and binimize the profits
allocated to their parent company .

PRODUCT HIGHLIG11TS

DISC's engaged primarily in the export of grain and
selected manufactured products such as chemicals,
machinery, and transportation equipment received most
of the DISC tax benefits [11) . Those primarily
exporting grain generated over 60 percent of the
profits from all nonmanufactured products and
services . DISC's primarily export ing chemicals,
machinery and transportation equipment accounted for
nearly 73 percent of the earnings and profits from all
manufactured products .

Figures D and E show the percentage of total e%ortt
gross receipts and net income accounted for by t ese
significant major product groups . Although DISC's
primarily exporting manufactured products accounted
for 72 .4 percent of all DISC export gross receipts,
they derived 91 .8 percent of all DISC net income .

Figure C -- Income Stat ents, 1979-1980of f.
ars)

29 1

Selected Items 1979 1980

Total receipts . . . . . . . . . . . . . . . . $43,601 $S2,799

Qualified export receipts
from the sale of export
property . . . . . . . . . . . . . . . . . . . 42,180 50,811

Other qualified expor t
receipts, total . . . . . . .. . . . . . 1,228 1,719
Leasing of expor t
property . . . . . . . . . . . . . . . . . 49 84

Engineering and
architectural
services . . . . . . . . . . . . . . . . . 100 129

Interest on producer' s
loans . . . . . . . . . . . . . . . . . . . . 24S 342

Other qualified interest . . 730 1,053
Nonqualified receipts . . . . . . . 193 268

Total deductions . . . . . . . . . . . . . . 35,17S 42,929

Cost of sales and operations . 32,920 40,248
Export promotion expenses . . . 1,238 1,506

Net income (less deficit) . . . . . 8,426 9,870

"i
A comparison, for 1980, of DISC exports to tota l

U .S . exports [121 for It Itural and nonagri-
cultural products is shown bZ. . u

DISC Exports vs U .S . Exports, 1980
(Billions of Dollars )

Product/Services DISC Exports U .S . Exports

Total $lS4.1 $216 .6

Agricultural product s
and services 40.4 41.3

Nonagricultural.
products and services 313.7 175. 3

DISC exports in 1980 accounted for approximately 6S
percent of all nonagricultural exports [131 of U .S .
goods and services abroad . The remaining (non-DISC)
exports generally included : (1) exports by corpora-
tions with excessive net operating losses or tax
credits, (2) exports of products ultimately used in
the United States, (3) exports of certain products
(such as oil and natural gas) which were denied DISC
benefits by law, and (4) exports of unprofitable
product lines .

DISTRIBUTIONS TO STOCIGIDLDERS

over 64 percent of DISC earnings and profits were
considered to be taxable to their stockholders in 1980
compared to only 51 percent in 197S . This was a
direct result of the Tax Reform Act of 1976 which
allowed DISC tax benefits to be accrued only on
profits arising from increases in exports over a base
period amount .

Under the 1976 provisions, DISC benefits have been
limited to earnings and profits attributable to export
gross receipts in excess of 67 percent of the average
export gross receipts of the DISC in a four-year base
period . For taxable years beginning in 1976 through
1979 the base period years were 1972 through 1975 .
Starting with taxable years beginning in 1980, the
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Flom D
Percent of Total Export Gross Receipts
zf DISC's by Selected Major Product or
service Group, .1980

19BO TOW.Export Gross R.Un .-$154 .1 billion
I

W 100

F
Figurs E

Percent of Not Income.(Less Deficit) of
DISC's by Selected Major .Product or
serviceAGroup, 1980

1 980 NO Incom .i[Less Deftit-S9.9 billion

Na)or product or Percent of No Income
Sondes Group (L~ Deftit) of DISC's

base period advanced each year . For DISC's which were
members of the same controlled group (i .e ., owned by
one stockholder) the export gross receipts for both
the current and base period years were aggregated
Small DISC's with adjusted taxable income of $100,006
or less were exempted from these provisions .

The total amounts of DISC taxable income and amounts
deemed distributed for Income Years 1975 through 1980
are compared in Figure F . The difference shown between
the amount of DISC taxable income and the amounts
deemed distributed represents the amount of the DISC- s

Major Product or Percent of Total Export
Send" Group Gross Recelpts of DISC, .

income that can be deferred indefinitely from U .S .
income taxation . As noted before, the amounts deemed
to be distributed and fully taxable to DISC stock-
holders amounted to 50 .7 percent of the total DISC
taxable income in 197S . While the ratio of deemed
distributions to DISC taxable income increased to
approximately 70 percent for 1976 and 1977, it
decreased slijhtly in the following two years . For
1980, however, the ratio (63 .5 percent) remained
constant to the previous year, reflecting the shift of
the base period year for those DISC's with taxable
years beginning in 1980 .

INTERCOMPANY PRICING PRACTICES

A series of special intercompany pricing methods
(the "4 percent gross receipts method" and the "50-50
combined taxable income method") have been provided
for in cases where the DISC either purchases its
inventory of export property from a related supplier
or acts as a commission agent for a related supplier .
A related supplier is the DISC's parent corporation or
any other related person that controls the DISC.

Regardless of the actual price charged, the selling
Pr .

ce is considered to be the smallest of the
ollowing :

(1) A price that will result in the DISC having
taxable income of 4 percent of the qualified export
receipts derived from the sale of export property plus
10 percent of the export promotion expenses allocable
to those receipts ,

(2) A price that will result in the DISC having
taxable income of 50 percent of the combined taxable
income derived by both the DISC and its related
supplier from the sales of export property which is
attributable to the qualified export receipts plus 10
percent of the export promotion expenses allocable to
those receipts, or

(3) the competitive market price subject to the

~
:Zs length" pricing rules of the Internal Revenu e

If the 4 percent gross receipts method or the 50-50
combined taxable income method are used, the transfer
price from the related supplier to the DISC is
computed only after the DISC sold the goods to a
customer . The DISC and its supplier can make adjust-
ments following the close of the taxable year in which
the DISC sold the goods in order to maximize tile
DISC's allocation of eamir~as and profits [141 . Ho-
ever, neither of these methods permits the related
supplier to allocate income to the DISC to the extent
that it results in a loss to the supplier .

The importance of these special intercompany pricing
rules is presented in Figure G. Over 35 percent of
DISC export gross receipts were subject to the 50-50
combined taxable income method, nearly 34 percent to
tile 4 percent gross receipts method, and almost 20
percent to a combination of both the 50-50 method and
the 4 percent method . Only 4 percent of DISC export
gross receipts were subject to the arms length, or
fair market price, method . The ratio of net income to
export gross receipts indicates that DISC's and
related suppliers with high profit margins tend to use
the SO- 5 0 combined taxable income method while DISC's
and related suppliers with a combined profit margin of
less than 8 percent tend to use the 4 percent gross
receipts method [151 .

SLWARY

Exports of U .S . goods and services through DISC's
have increased steadily since 1972 . The use of the

Figure F
DISC Taxable Income and Amounts Deemed Distributed,
1975-1980

Millions of Dollars

9,875

Legend

[:] DISC Taxable Income

0 Amounts Deemed Distributed

1975 1976 1977

DISC provisions have increased the profitability of
exporting, by lowering the effective U .S . tax rate on
export profits. Large U .S . corporations with DISC
subsidiaries are the primary beneficiaries of the DISC
provisions accounting for nearly 70 percent of all tax
deferred profits in 1980 . Most DISC's and their
parent companies take advantage of the special
intercompany pricing rules in order to maximize the
DISC's profits on exports sales and minimize the
profits allocated to the parent company .

The DISC provisions have been a point of contention
between the United States and other signatory countries
of the General Agreement on Tariffs and Trade (GATT)
for the last several years . GATT rules generally accept
territorial systems of taxation in which income earned
within a given country is tamd while income earned
outside the home country is tax exempt . As a result,
legislation has been introduced to replace the DISC
provisions with a tax alternative . This proposal would
require U.S . companies to establish foreign sales
corporations through which export sales of U.S . goods
would be made . A portion of the earnings and profits
of these corporations which are attributable to foreign
economic processes would be exempt from U.S . income
taxation [161 .

DATA SOURCES AND LIMITATIONS

The statistics in this article were estimated from a
stratified probability sample of Domestic International
Sales Corporation returns selected after revenue

1978

8,46 1

1979 . .1980

processing but before audit . All returns were
maritally designated and selected on the basis of

t randomly selected digits using the eighth position of
he Employer Identification Nurnber . The sam I

stratified based upon size of fiet income or =MltwoN
the DISC and total assets of DISC majority stockhol der
that were corporations, and selected at three rates
ranging from 20 percent to 100 percent . There were
3,265 returns i

.
the sample for 1980 drawn from a

population of 9,782 .

The estimates are intended to represent Form
1120-DISC returns with accouriting periods ended July
1980 through June 1981 . However, returns for prior
years processed by the Internal Revenue Service during
the same period as current year returns were included,
in the statistics to compensate for current year
returns filed after the cutoff date for 1980 sampling .
This exception was for prior year returns of large
DISC's . Inclusion of returns for large DISC's was
manually verified insofar as possible on a name basis
because of their impact on the statistics . Therefore,
prior year returns of large DISC's were excluded from
the statistics, because tile 1980 returns for the same
DISC's were included .

Because the data presented in this article are

e
mstpimlirties ebrarsoerd upon a sample, they am subject t o

. To use the data properly, the
magnitude of the sampling error should be known . .
Coefficients of variation (CV-s) am used to measure
that magnitude .
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Figure G-RETURNS OF ACTIVE DISC's : Export Gross Receipts, Export Promotion Expenses, Net Income (Less Deficit),
and Tax Deferred Income by Major Product and Service Division and by Intercompany Pricing Metho d

[All figures are estimates-oney amounts are in millions )

I Net income

Major product and service division Number Total export Export (less deficit) I-
and intercompany pricing method of gross receipts promotion Percent of deferre d

returns of the DISC expenses Amount export gross income
receipt s

(1) (2) (3) (4) (5) (6 )

All Products and Services

All returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,665 154,078- 1,506 9,870 6 .4 3,60 6
Returns reporting pricing method . . . . . . . . . . . . . 7,202 143,896 1,244 9,554 6 .6 3,48 4
50-50 method only . . . . . . . . . . . . . . . . . . . . . . . . . . 3,579 54,372 680 5,766 10 .6 2,15 3
4 percent method only . . . . . . . . . . . . . . . . . . . . . . 2,053 48,436 149 1,133 2 .3 410
Arm's-length method only . . . . . . . . . . . . . . . . . . . 1,137 6,787 310 483 7 .1 18 1
50-50 and 4 percent methods . . . . . . . . . . . . . . . . 409 30,562 88 1,994 6 .5 674
All other combinations . . . . . . . . . . . . . . . . . . . . . 25 3,739 17 178 4 .7 66

Pricing method not determinable . . . . . . . . . . . . . . 1,463 10,182 24 316 3 .1 12 2

Nonaanufactured Products and Service s

All returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,052 42,517 75 805 1 .9 285
Returns reporting pricing method . . . . . . . . . . . . . 673 38,191 58 736 1 .9 26 1

50-50 method only . . . . . . . . . . . . . . . . . . . . . . . . . . 233 1,251 25 149 11 .9 56
4 percent method only . . . . . . . . . . . . . . . . . . . . . . 258 28,279 17 370 1 .3 125
Am's-length method only . . . . . . . . . . . . . . . . . . . 157 1,748 12 50 2 .8 20
50-50 and 4 percent methods . . . . . . . . . . . . . . . . 22 4,297 (1) 86 2 .0 2 8
All other combinations . . . . . . . . . . . . . . . . . . . . . 3 2,616 4 81 3 .1 3 2

Pricing method not determinable . . . . . . . . . . . . . . 379 4,326 16 69 1 .6 2 4

Manufactured Product s

All retu.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,613 111,561 1,431 9,065 8 .1 3,32 1
Returns reporting pricing method . . . . . . . . . . . . . 6,529 105,705 1,186 8,818 8 .3 3,22 3

50-50 method Only . . . . . . . . . . . . . . . . . . . . . . . . . . 3,345 53,122 655 5,617 10 .6 2,09 7
4 percent method only . . . . . . . . . . . . . . . . . . . . . . 1,795 20,156 132 763 3 .8 28 5
Am's-length method only . . . . . . . . . . . . . . . . . . . 980 5,040 298 433 8 .6 16 1
50-50 and 4 percent methods . . . . . . . . . . . . . . . . 386 26,264 88 1,908 7 .3 64 6
All other combinations . . . . . . . . . . . . . . . . . . . . . 23 1,123 13 97 8 .7 34

Pricing method not determinable . . . . . . . . . . . . . . 1,084 5,856 245 257 4 .4 9 8

'Less than $500,000 .
NOTE : Detail my not add to total because of rounding . .

The table below presents approximated coefficients
of variation for frequency estimates . The approximate
CV's show here are intended only as a general indica-
tion of the re

I
iability of the data . For a number

other than those shown below, the corresponding CV-s
can be estimated by interpolation . The reliability of
estimates based on samples and the use of coefficients
of variation for evaluating the precision of sample
estimates are discussed in the Appendix .

Approximated Approximated
Estimated Coefficient Estimated Coefficient
Number of Ntimber of
of Returns Variation of Returns Variation

200 ZI 1,400 .08
300 .17 1,800 .07
400 .15 2,500 .06
600 .12 4,000 .05
800 .10 7,000 .0 4

1,000 .09 10,00u .0 3

DEFINITIONS

Brief definitions of the terms used throughout this
article am shown below .

cc rporation qualified as a DISC, that was deferred
from U .S . income taxation .

Amounts Deemed Distributed -- This mount repre-
sented that portion or_tfi_e-D`=1s earnings and profits
which were fully taxable as dividends to the DISC-s
stockholders . For taxable years beginning before
January 1, 1976, mounts deemed distributed were the
sum of : (1) gross interest on producer's. loans ;
(2) certain gains from the sale or exchange of
assets ; . (3) one-half of the excess DISC taxable
income over the sum of (1) and (2) ; and (4) the
foreign investment attributable to producer's loans
for the taxable year . For taxable years beginning
after December 31, 1975, amounts deemed distributed
were the sm. of : (1) gross interest on producer's
loans ; (2) certain .gairis from the sale or exchange of
assets ; (3) one-half of DISC taxable incme
attributable to military property ; (4) DISC taxable
income attributable to base period export gross
receipts ; (5) one-half of the excess DISC taxable
income over the sm of (1), (2), (3), and (4) ; (6)
international boycott income ; (7) the amount Of
illegal bribes and kickbacks paid to foreign govern-
ments ; and (8) the foreign investment attributable to
producer-s loans for the taxable year . The sm of the
amounts described in (1) through (3) for taxable years
beginning before January 1, 1976, and the sum of th e

Accumulated DISC Income -- This balance sheet amount mounts described in (1) through (7) for taxable years
represented the porti-on of the DISC's earnings and beginning, after December 31, 1975 were limited to the
profits, derived during taxable years for which the DISC's earnings and profits for the current taxable
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year. Amounts deemed distributed from foreign
investment attributable to producer

S
loans were

limited to the lower Of either the accumulated DISC
income or the DISC's accumulated earnings and profits
for the current and all preceding years .

DISC Taxable Income -- This mount represented the
DISC's net T-ncmeminus the statutory special deduc-
tions (net operating loss deduction and dividends-
received deduction) . This sum of the DISC's tax
deferred income and income taxable to stockholders was
used in determining the mount of the DISC-S earnings
and profits that was considered to be deemed distri-
buted to the stockholder of the DISC for the current
taxable year .

tjx%ort Gross,42cei 1, -- Export gross receipts of1
qi ied export receipts from : (1)

the sale, lease, or rental of export property ; (2)
services related and subsidiary to any qualified sale,
lease, or rental of export property ; (3) engineering
or architectural services for construction projects
located Outside the United States ; and (4) export
management services provided unrelated DISC's to aid
them in deriving qualified export receipts . For
DISC's that acted as commission agents, export gross
receipts included the total receipts on which the
commission was earned .

nses -- These were expenses
axes incurred by a DISC to advanceANER,~0-n-mcol'eol '47-

the sale, lease, or other distribution of export
property for use, consumption, or distribut i on outside
the United States . A DISC was allowed to increase its
profit by an mount equal to 10 percent of the export
promotion expenses attributable to sales of export
property through use of the special DISC intercompany
pricing rules .

Export Property -- This amount represented the
DISC's inventory and property held for sale or lease
which : (1) had been manufactured, produced, grow, or
extracted in the United States by a person other thana

DISC ; (2) was held primarily for sale or lease in
the ordinary course of business for direct use,
consumption, or disposition outside the United States ;
and (3) had at the time of sale or lease by the DISC,
not more than 50 percent of its fair market value
attributable to imported articles .

egea tlW pogPreviously Tax2~ In This balance shect mount
r

T _ _
epre

I
on of the DISC's earnings and

profits derived during taxable years for which the
corporation qualified as a DISC that was fully taxable
as dividends to the DISC's stockholders . Excluded
from this mount were mounts actually distributed to
DISC's stockholders during each taxable year .

Producer-s Loans -- This qualified asset generally
consisted--oF-loms made out of the DISC's tax deferred
accumulated DISC income to its parent company or any
other U .S . person engaged in manufacturing, producing

Igrowing, or extracting export property . A producer's
loan rust have been designated as such, have been
evidenced by a note, have had a stated maturity not to
exceed S years and have been attributed to assets used
in export production . If a producer's loan was
renewed, it had to requalify at the time of renewal

-A prGducer's loan did not have to be traced to a
specific investment by the domestic borrower, but was
subject to certain limitations to assure that it did
not exceed the investment in assets i~iich could have
been attributable to production for export .

Related U.S . Persons -- Related U .S . person were :
(IT-Individuals who were citizens or residents of the
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United States and who controlled the DISC ; (Z)
domestic partnerships, estates or trusts that
controlled the DISC ; (3) domestic corporations that
controlled the DISC ; and (4) domestic corporations
that were controlled by the same person or persons
the I controlled the DISC. Control meant direm or
indirect ownership of more than 50 percent of the
voting power of the stock entitled to vote in a DISC
or other domestic corporation .
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have been classified in the "wholesale trade',
industry (selling export property aboard) and to
a much lesser extent, in the -'services" industry,
the statistics presented in this article are
classified by the major product sold, leased, or
rented, or the qualified serv ice provided
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the classification by major product or service
and the classification by industry (which is used
for the presentation of statistical data for
corporations in general) was that the industrial
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ALL RETURNS OF ACTIVE DOMESTIC INTERNATIONAL SALES CORPORATION S

Table 2 -Assets, Recs@PU6 Deductions, Income, and Distaftillons, of Un DISC, and Total Export Gross Recelpts of the DISC,
and Related U .S . Persons for Current and Fitst-PreceditV Yews, by M@W Product or Service.
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Table I~Totol Assets, Receipts, Deductions, income, Distributions, and Total Export Gross Receipts Of Domestic International

Sales Corporations, by Selected Major Products and Services, 1981
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Table 1-Total Assets, Recelpla, Deductions, Income, Distributions, and Total Export Gross Receipts of Domestic International
Sales Corporations, by Selected Major Products and Services, 1981-Continue d
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Table 2.-Total Assets, Income, Distributions, and Total Export Gross Receipts of Domestic International Sales Corporationest, by
Major Product and Service Group, Type of Majority Stockholder, and-Size of Total Assets of Majortty Corporate Stockholder,
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Table 1 . -- Selected Income Statement Items, Net
I ncome, ano Tax, for Returns of Foreign
Corporations with Income Derived from U .S .
Sources, by Selected Industry and Country of
incorporation, 1981, 31 2

Foreign corporations that have income considerea
"effectively connected" wi th a U .S . trade or
business and/or receive income from U .S . investments
must file U .S . income tax returns (Forims 1120F) .
This form, reproduced in Section 15, is the basis of
the statistics presented in Table I of tni s
section . The table, however, includes only those
returns which showed income and deduction items
relatea to "effectively connected" U .S . trade or
ousiness activities . Some of these returns also
containeo amounts of investment income from U .S .
sourres.

The income statement items shown in Table I
pertain to the "effectively connected" income of the
foreign corporations . The Section II tax is based
on this income, which is subject to taxation in the
same manner as domestic corporations . In contrast .
the Section I tax shown in the table represents the
tax paid on income derived from investments in the
United States that is not effectively connected with
a U .S . trade or business . The tax rate on this
income was generally 30 percent unless a lower tax
rate had been set by a tax treaty between the United
States and the country in which the foreign
Corporation was incorporated . See Section 11 of

this compendium for a discussion on the Nonresident
Alien Income and Tax Withheld studies .

The data contained in Table 1 of this section are
for Tax

Y
ear 1981 . However . a comparison of

selected items related to foreign corporations With
income derived from U .S . sources for Tax Years 1981
and 1982 is Shown in Figure 1 .

Figure 1 . -- Foreign Corporations with Income
Derived from U .S . Sources

(money amounts are in millions of dollars )

Item 1981 1982

Number of returns . . . . . . . . . . . . . . . . . 9,350 10,661
Total receipts . . . . . . . . . . . . . . . . . . . . 37,281 39,856
Total deductions . . . . . . . . . . . . . . . . . . 38 .857 41,563
Net income (less deficit) . . . . . . . . . (1,596) (1,746) ,

Net income . . . . . . . . . . . . . . . . . . . . . . 800 9311-
Section II tax (before credits) . . . 260 268
Total credits . . . . . . . . . . . . . . . . . . . 21 33

Section I tax . . . . . . . . . . . . . . . . . . . . . 27 22

Summary discussions of these foreign
corporations, with selected historical data, are
Presented in two papers contained in Section I of
this compendium . These papers are entitled
"Statistics of Income Studies of International
Income and Taxes : An Overview (page 3) and A Brief
Description of the Studies (page 9) ." As previously
mentioned, the reader is also referred to Section 15
for a copy of the followi

.
ng :

Form 1120F, U .S . Income Tax Return of a Foreign
Corporation . and Instructions (page 474)

311
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Table I .-Sailected Income Statement Items, Met Income, and Tax, for Returns of Foreign Corporations with Income Derived

from U.S . Sources, by Selected Industry and Country of Incorporation, 198 1
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or More Ownership by a Foreign Entity

Table 1 . -- Balance Sheets and Income Statements,
Net Income, Total Income Tax, and Distributions
to Stockholders, for Domestic Corporations With
50 Percent or More Ownership by a Foreign Entity,
by Selected Industries, 1981 . 31 6

Table 2 . -- Selected Income Statement Items, Net
I ocome, Total Income Tax and Distributions to
Stockholders, for Domestic Corporations With 50
Percent or More Ownership by a Foreign Entity, by
Industrial Division and Selected Country of
Address of Foreign Owner, 1981, 31 8

Just as U .S person in luding corporations, can
own or controi ccmpan~i`es 'Cincorporated outside the
United States (referred to as "Controlled Foreign
Corporations" and described in Section 3 of this
compendium), U .S . corporations can be similarly
owned or controlled by foreign entities . The voting
stock of these domestic corporations is 50 percent
or more direc tly or indirectly owned by at least one
foreign e ntity . These corporations are taxed by the
United States in a manner similar to that of other
domestic corporations .

Summary discussions of these corporations are
presented in two papers contained in Section I of
this compendium. These papers are entitled
"Statistics of Income Studies of International
Income and Taxes : An Overview (page 3) and A Brief

Description of the Studies (page 9) . "

Table I contained in this section presents

financial data classified by Industry for these.

corporations and compares the aggregate data to all
corporations operating in the United States . Table
2 also shows data on the industrial activity of
these companies, but with additional detail for the
foreign countries reported as the residence of the
owners of the companies .

The data contained in the tables for this section
are for Tax Year 1981 . However, a comparison of
selected items related to domestic corporations
which were owned or controlled by foreign entities
for Tax Years 1981 and 1982 is shown in Figure 1 .

Figure 1 . -- Domestic Corporations With 50 Percen t
or More Ownership by a Foreign Entity

(money amounts are in millions of dollars )

Item 198i 198 2

Number of returns . . . . . . . . . . . . . . . 27,626 35,84~
Total assets . . . . . . . . . . . . . . . . . . . . 383,702 449,483
Total receipts . . . . . . . . . . . . . . . . . . 371,344 363,223
Total deductions . . . . . . . . . . . . . . . . 365,938 361,897
Net income (less deficit) . . . . . . . 5,270 1,308

Net income . . . . . . . . . . . . . . . . . . . . 13,377 11,921
Total income tax before credits . 5,731 4 .905
Total credits . . . . . . . . . . . . . . . . . .. . 11607 1,45 0

In general, these corporations file Forms 1120
(like most U .S . corporations) and they are
identified for statistical purposes by their answers
to Question H(2) on the return form . The reader is
referred to Section 15 of this compendium for a copy
of the form and instmctions listed below .

Form 1120, U .S . Corporation Income Tax Return,
and Instructions (page 459)
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A U . S . possessions corporation is a domestic
corporation that has elected to be treated as a
possessions corporation for tax purposes . In order
to qualify for this' tax treatment (i .e ., be eligible
for the possessions tax credit), the corporation
must have derived 80 percent or more of its gross
income from sources within a U .S . possession and 50
percent or more of its gross income from the active
conduct of a trade or business within the U .S .
possession . (The latter percentage was increased to
55, 60, and 65 percent for taxable years beginning
in 1983, 1984, and 1985 (and thereafter),
respectively . In addition, new rules for the
allocation of income attributable to intangible
property, patents for example, between a possessions
corporation and its U .S . affiliate were issued for
taxable 'years beginning after 1982 . These
provisions were made effective by provisions of the
Tax Equity and Fiscal Responsibility Act of 1982 . )

Corporations that meet the percentage criteria
for three years (the current taxable year and two
preceding years), are allowed a tax credit against

their United States income tax liability . The
credit is equal to that portion of tax attributable
to possessions business income and qualified
possessions source investment i nc ome . Most
possessions corporations are involved in
manufacturing activities (primarily chemical and
e

I
ectrical and electronic equipment manufacturing),

and are located in Puerto Rico .

The possessions corporations described above
differ from companies incorporated in U .S .
possessions . These corporations are regarded as
foreign corporations for U .S . tax purposes . As
foreign corporations they are subject to a
withholding tax on certain U .S . source investment
income and are taxed like domestic corporations on
income "effectively connected" with a U .S . trade or
business . Foreign source income is not subject to
U .S . taxation . See Section-S of this compendium for
a discussion on these foreign corporations .

A summary discussion of U .S . possessions
corporations is presented in Section I of this
compendium. See the paper entitled "Statistics of
Income Studies of International Income and Taxes : A
Brief Description of the Studies (page 9) ." In
addition, an article in the Statistics of Income
Bulletin dealing with these corporations tor lax
Ye-a-FT980 is reprinted in this section . Mom recent
statistics based on Tax Year 1982 for domestic
~orporations claiming a U .S . possessions tax credit,
including data from Forms 5735 filed with the
corporation income tax returns, are also shown . An
additional source of information on this subject is
a series of reports entitled "The Operation and
Effect of the Possessions Corporation System of
Taxation," prepared by the Office of Tax Analysis,
Office of the Secretary, Department of the
Treasury . The reader is also referred to Section 15
of this compendium for facsimilies of the forms and
instructions related to possessions corporations .
These facsimilies are listed below :

• Form 5712, Election to be Treated as a
Possessions Corporation Under Section 936, and
Instructions (page 507 )

• Form 5735, Computation of Possessions
Corporation Tax Credit Allowed Under Section
936, and Instructions (page 515 )

• Schedule P (Forrn 5735), Allocation of Income
and Expenses Under Section 936(h)(5), and

Instructions (page 516)

321
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By Kenneth Szeflinski*

The possessions tax credit of almost $1 .6
bil lion was a relatively small portion of the more
than $42 billion in credits claimed by all U .S .
corporations for 1980 . However, for the 589 corpo-
rations that claimed it, the credit was significant
because it offset 100 percent of their U .S . tax
liability on possession business income and qualified
investment income . U .S . corporations conducting
their business activities in Puerto Rico have claimed
this tax credit since 1976, the first year for which
a credit, rather than an income exclusion, was
allowed .

Returns Claiming Possessions Tax Credi t

Net Possessions
Income Number of Income Tax Credi t
Year Returns (Billions) (Billions)

1976 384 $1.5 SOJ
1977 519 1.8 0.8
1976 598 2.5 1 .2
1979 597 3.1 1 .4
1980 589 3.5 1 . 6

The amount of the possessions credit exceeded
the Federal revenue loss attributable to the credit,
since corporations which claimed the possessions
credit could not claim the foreign tax credit for
taxes paid with respect to possessions source income,
as well as certain other Federal tax benefits which
otherwise would have been available . The Treasury
Department estimates that for 1980, the Federal
revenue foregone as a result of the possessions tax
credit was $1 .2 billion, compared to a total
possessions credit of $1 .6 billion [1) .

The 589 corporations claiming the credit for
1980 represented approximately 70 percent of the 820
corporations electing to be treated as possessions
corporations . The remaining corporations were either
inactive or reported a loss from their operations in
a possession for 1980 .

THE EVOLUTION OF THE POSSESSIONS TAX CREDI T

Although the credit presently benefits corpora-
tions deriving most of their income from the conduct
of a trade or business in Puerto Rico or U .S . posses-
sions (excluding the Virgin Islands), beneficial tax
treatment of possessions income first began in 1921
to aid U .S . companies with subsidiaries operating in
the Philippines (a possession of the United States
from 1898 to 1945) . Under the Revenue Act of 1921
corporations were exempt from U .S . taxation on al
foreign, including possession, source income if at
least 80 percent of their gross income was derived
from sources within a U .S . possession, and at least
50 percent of their gross income was derived from the
active conduct of a trade or business in a U.S.

possession . Moreover, under certain conditions,
these subsidiaries could be included in consolidated
returns which included their U .S . parent corporation
and other affiliates . These rules remained the basis
for later provisions enacted in the Internal Revenue
Code of 1954 . Corporations which claimed the benefit
of these provisions cane to be known as -'possessions
corporations ." Figure A shows that for 1980, posses-
sions corporations greatly exceeded these gross
income requirements .

Figure A
Possessions Corporation
Gross Income, 1980
Billions of Dollars

6.5r-
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Returns Analysis Section, Corporation Statistics Branch . Prepared under the direction
.1*Daniel F . Skelly, Chief, Foreign Statistics Branch . 323



Before 1976, the provisions for possessions
corporations entitled their parent corporations to a
unique form of domestic tax treatment . In profitable
years, the possessions income was excluded from taxa-
tion, while in loss years, the corporate parents were
allowed to offset their profits with the subsidiaries'
losses by joining the subsidiary in the filing of a
consolidated return .

This "best of both worlds" tax benefit was
removed by the Tax Reform Act of 1976 . Although the
80 and 50 percent tests remained intact, possessions
corporations were no longer permitted to be included
in consolidated returns, thus eliminating the
parents' tax benefits in both a profit year and a
loss year (there were about 90 possessions corpora-
tions reporting a loss for 1980) . It was also
necessary for the company to make an election to be
treated as a possessions corporation (the election
was irrevocable for 10 years unless the Secretary of
the Treasury consented) . Also, the exemption of
income was changed to a credit against U .S . income
tax equal to that portion of the tax attributable to
possessions business income and qualified possession
source investment income .

The Tax Equity and Fiscal Responsibility Act of
1982 made two additional changes in the provisions
for possessions corporations . First, it cut back the
amount of passive investment income that a corporation
could earn and still qualify for the possessions tax
credit . The 50 percent active trade or business test
was increased to 55, 60 and 65 percent for taxable
years beginning in 1983, 1984 and 1985 (and there-

after), respectively . Secondly, the Act provided new
rules for the allocation, between a U .S . parent corpo-
ration and an affiliated possessions corporation, of
income attributable to intangible property .

INDUSTRY HIGHLIGHT S

Manufacturers received most of the tax benefits
permitted under the possessions system of taxation .
Corporations manufacturing chemicals and allied
products (pharmaceuticals, in particular) or elec-
trical and electronic equipment claimed over 70
percent of the total possessions tax credit while
representing less than 40 percent,of the corporations .

While the companies that manufactured chemicals
and drugs claimed an average credit of nearly $8
million, corporations that manufactured electrical
and electronic equipment earned nearly $3 million of
credit on the average . These two industries accounted
for approximately 50 percent of the more than $12
billion in total receipts of all the possessions
corporations . . Nonmanufacturing corporations repre-
sented only about 20 percent of those claiming the
credit, and their credit accounted for less than 10
percent of the total .

This reflects the incentives which the
Government of Puerto Rico ' enacted to attract
manufacturing companies to the Island . Under Puerto
RICO'S Industrial Incentive Acts, U .S . corporations
ope~lng plants on the island have been granted
various exemptions, up to 100 percent, from Puerto
Rican taxes . In return, the companies have provided
new employment opportunities, as well as new
investments in the Puerto Rican economy . The
exemptians from Puerto Rican tax applied to qualified
passive Investment income, as well as business income .

Figure B
Percent of Total Tax Credit
by Industry, 1980

Chemicals
and Allied
Product s

49%

Electrical
22 %

$1 .6
Billion

16 %

Nonmanufacturing

Of the 589 corporations that claimed the
possessions tax credit in 1980, there were 303
corporations that reported over $375 million Of
"qualified possession source investment income, "
i .e ., non-business income attributable to the
investment, in a possession, of funds derived from
the active conduct of business in that same
possession . Interest from deposits in Puerto Rican
financial institutions is generally considered
qualified possession source investment income and is
therefore eligible for the possessions tax credit .

Although the discussion so far has centered on
the possessions credit claimed for business
operations conducted in Puerto Rico, there were also
14 corporations that claimed the credit for

operations in Guam and other U .S . possessions .

U .S . Possession Number of returns Credit (000)

Puerto Rico 575 $1,569,930
Guam 5 1,130
Other 9 1,67 4

Total 589 1,572,734

The data for these corporations are included in
tables I and 2 of this article, although not Shown
separately .

The fourteen largest returns, those with total
assets of $250 million or more, accounted for over
one-third of the assets for all corporations that
claimed the possessions tax credit and over 27
percent of the credit itself . Nine of the corpora-
tions manufactured chemicals and allied products and
claimed a combined possessions tax credit of $285
million .

EMPLOYMENT DAT A

One of the major benefits to the economy of
Puerto Rico under the possessions corporation system
of taxation is the expansion of employment opportu-
nities . Employment data, based on the Federal
unemployment insurance tax returns available for 282
possessions corporations in manufacturing industries
reveals a total of 54,202 employees . It is estimated
that employment in all possessions corporations in
manufacturing industries in 1980 was approximately
77,000 or about 9 percent of the total employment in
Puerto Rico of approximately 830,000 [2,33 . Four
manufacturing industries accounted for over 73
percent of the employees of possessions corporations
for which employment data are available .

Number of Employee s
Industry Corporations Number Percent

Food and 10 5,355 9.9

kindred

products
Apparel 52 11,361 21 .0
Chemicals 52 10,347 19 .1

Electrical and 74 12,712 23.5

electroni c
equipment

Total 282 54,202 100 .0

All manufacturers operating in Puerto Rico
reported a total employment of 157,000 for 1980 [4] .
Possessions corporations employed approximately one-
half of all employees in the manufacturing sector of
Puerto Rico .

The significant number of employees of
possessions corporations highlights their value to
the economy of Puerto Rico in light of the 17 .1
percent unemployment rate reported for the year
ending June 30, 1980 . It appears that the
possessions corporation system of taxation has
benefited both the Commonwealth of Puerto Rico
through additional employment in Puerto Rico, and the
corporations themselves through the credit .

SOURCES OF DAT A

The data in this article were tabulated from all
returns filed no later than June 30, 1982 by posses-
sions corporations for accounting periods pendin?
between July 1980 and June 1981 . Because 100 ercen
of the returns filed were used for the Statistics,
they are not subject to sampling error . General
information about nonsampling error my be found in
the Appendix of this report . Table I gives various
details from the income statement, balance sheet and
tax computation schedule as reported by the corpora-
tions claiming a credit [5] . These data are classi-
fied by selected industry . Table 2 provides data
reported on the tax credit computation schedule and
are classified by size of total assets . The date in
table 2 are based on the 571 possessions corporations
for which the possessions tax credit computation
schedules were available .

REFERENCES

[1] U .S. Department of the Treasury, The Operation
and Effect of the Possessions Corporation System
ot Taxation--~ourth Report, 19bl .

[2] U.S . Department of Commerce, Bureau of the
Census, Statistical Abstract of the United
States--1981 .

[31 See U.S. Department of the Treasury, 22. Eit .

(4j Ibid . .

153 It should be noted that the data in Table I are
not directly comparable to those found in Table
5-2 OF the Treasury Report which covers'all cbr-
porations that made an election under Internal
Revenue Code section 936 to be treated as
possessions corporations even though they may
not have been able to claim a credit for 1980 .
Moreover, the data in Table 5-2 were based an
returns filed no later than January 31, 1982 .
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Table 2. - Corporation Irtcome, Tax Rotuma With Form 6736 Filed In Support of U.S. Possewslons Tax Credit
polialselon Source Gross Income and Deductions, Total and Gualiflod Taxable Income, Income Tax and
possessions Tax Credit by Size of Total Assets

[Money -rits are in thousands of dollars)

j1d /

Size of total asset s

Itera Al I
A. .. Is Or . $1 $100,000 $250,000 $500,000 ' $1,000,000

re turns or at under under under under under
report ed $100,000 $250,000 $500,000 $1 .000,000 $5,000,000

(1) (2) (3) (4) (5) (6) (7)

Number of returns . . . . . . . . . . . . . . . . 571 9 a 7 .17 60

1 8 0Total assets . . . . . . . . . . . . . . . . . . . . . 15,466,711 - 233 1,195 6,594 44,367 446,018

Qualified gross income, total . . . . 6 .257,163 81,264 1,8711 2,237 7,938 40,919 339,254
From trade or business . . . . . . . . . 5,780,668 28,81B 1,871- 2,231 7 .744 40 .600 334,171
From sale of assets . . . . . . . . . . . . 100,670 41,220 - - - - -
Possession source investmeni t
income . . . . . . . . . . . . . . . . . . . . . . . . 376,801 11 .225 - 6 194 319 5,08 3

Deductions, total . . . . . . . . . . . . . . . . 2,916,226 20,302 1,613 1,967 5,855 25,764 231,37 8
Definitely allocable . . . . . . . . . . . 2 .714,302 17,531 1,613 1,785 5,601 22,740 221,16 5
Not definitely allocable . . . . . . . 201,924 2,771 - 182 254 3 .024 10 .21 3

Qual ified taxable income . . . . . . . . . 3,339,950 60,962 258 271 2,082 15,156 107,59 8
Taxable income from all sources . . 3,391,136 60,970 256 271 2,083 15,298 108 .22 6
income tax agai at which credit
.a

allowed
. . . . . . . . . . . . . . . . . . . . . 1,556,117 24,075 93 119 887 6,710 48,92 3

U .S. possessions tax credit . . . . . . 1,529,774 24,073 93 119 885 6,656 48,53 1

Site Of total assets--Continued

It $5,000,000 $10100010DO $25,000,000 $50,000,000 $100,000,000
$250 000'bO Ounder under under under under ,

$10,000,000 $25,000,000 $50 .000 .000 $100,000,000 $250,000,000 or mor e

(8) (9) (10) (11) (12) (13 )

Number of returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80 87 57 31 21 14

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 575,823 1,452,814 1,977 .918 2,167,672 3,525,874 5,268,204

Qualified gross incolle . total . . . . . . . . . . . . . . . . . 278,451 615,343 776,773 952,951 1,117,491 2,042,670
From trade or business . . . . . . . . . . . . . . . . . . . . . . 266 .177 576,518 722,692 882,877 1,010,857 1,906 .110
From sale of assets . . . . . . . . . . . . . . . . . . . . . . . . . 178 1 .356 - 12,852 - 45 .065
Possession source ive.t.erit i . . .. . . . . . . . . . 12 .096 38,444 54,081 57,222 106,634 91,495

Deductions, total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109,460 242,756 264,626 439,322 460,964 1,112,220
Definitely allocable . . . . . . . . . . . . . . . . . . . . . . . . 106,104 228,248 256,045 396,514 393,343 1,063,61 4
Not definitely allocable . . . . . . . . . . . . . . . . . . . . 3 .356 14,508 8,582 42,808 67,621 48 .606

Qualified taxable in ... . . . . . . . . . . . . . . . . . . . . . . 168,991 372,306 512,147 513,629 656,098 930,45 1
Taxable income from all sources . . . . . . . . . . . . . . . 170,196 377,280 524 .133 519 .858 663,177 949,38 8
Income tax against which credit was allowed . . . 78,099 173,304 242,158 240,103 304,984 436,66 1
U-S . Possessions tax credit . . . . . . . . . . . . . . . . . . . 77,549 170,842 235,542 236 .234 301 .742 427,50 8

NOTE : Detail may not add to total because of rounding .
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Table 1 . -- All Returns : Sources of Income,
Deductions and Tax Items and Foreign Income,
Taxes and Credit, by Size of Adjusted Gross
Inc ome, 1979, 332

Table 2 . -- Returns with Form l1lo Fiied in
Support of Foreign Tax Credit Claimed : Income
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Support of Foreign Tax Credit Claimed and with
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Country to Which Foreign Taxes Were Paid, 1!09,
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The United States imposes its income tax oil the
worldwide income of individual citizens anu
residents without r~egard to the geographic source of
that I ncome . U .S . individual taxpayers, who also
paid or accrued foreign taxes on their foreign
source income, were eligible to use those taxes as
an itemized deduction, or claim a tax credit, on
their U .S . income tax returns . The choice of
claiming the credit or using tne deduction was up to
the taxpayer . Generally, the credit was more
advantageous to the individual than ~tlw . . .uctl-
because it resulted in a aollar-tor-dollar reduction
of U .S . tax liability.

The last detailed study of foreign tax credit
claimed by individuals was for Tax Year 1979. At
that time, the data were tabulated (see tables
listed above) from Forms 1116, a copy of whicii is
shown in Section 15 of this compendium. Tnese
tables were originally published in the So lementa lP2

T Iati t of Income _797--F97T.
it tTHN n5tion-'a ~nZiocmle a ~axoe s oreign Income anunc we
affe ed on ax Keturns. tine

RAP~Iefeeroreo to in the tables for an explanation of
t eh7s and a description of the sample is included in
t is supplemental report.) These tables are
reprinted in this compendium .

Annual data showing the aggregated amount of
foreign tax credit claimed on individual income tax
r turns, for Tax Years 1979-1983, are shown in
Figure 1 . The next scheduled study of the foreign
tax credit claimed by individuals showing selected
data from foreign sources and the country to which
the foreign taxes were paid or accrued is for Tax
Year 1983 .

Figure 1 . -- Foreign Tax Credit Claimed on Individual
Income Tax Returns, 1979 - 198 3

(money amounts are in thousands of dollars )

Tax
year Number of returns Foreign tax credi t

1979 287,508 842,176
1980 393,074 1,341 .675
1981 387,680 1 .233,564
1982 361,413 757,326
1983 373,360 617,74 9

A summary discussion of the foreign tax credit
claimed by individuals, with Selected historical
data . is presented in a paper in Section I of this
compendium entitled "Statistics of Income Studies of
International Income and Taxes : A Brief Description
of the Studies ." (See page 9.) As pi-eviously
mentioned, further discussion Is also available in
the ~~em~~a

I ' at tics of
Income -

U_yaxfiE,1976-1979, InternAW, Idom_e'siii d
income and taxes Keror.ted on nc
1mr.urns, FUDlication Ill% t1his pubilcatl -on-c-an--Ve
ordered from the Superintendent of Documents, U .S .
Government Printing Office, Washington, DC 20402 .)
An additional source of infomation on this subject
is a report entitled "Taxation of Americans Working
Abroad," prepared by the Office of Tax Analysis .
Office of the Secretary, Department of the Treasury .

The reader is also referred to Section 15 of this
compendium for the form and instructions listed
below, which provided the basis of the individual
foreign tax credit data .

-Fom 1116, Computation of Foreign Tax Credit,
Individuals, and Instructions (page 452)

331
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Table 1 . - Sources of Income, Deductions and Tax Items, and Foreign Income, Taxes and Credit by Size of Adjusted Gross Income -Continued
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RETURNS WITH FORM 1116 FILED IN SUPPORT OF FOREIGN TAX CREDIT CLAIMED

Table 2-Income and Taxes, and Foreign Income, Taxes and Credlit by Selected Country to Which Foreign Taxes Were Paid
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C edit nd Income Earned Abroad and Excess
Foreign Living Expenses or Exclusion of Income
Earned Abroad While Living in a Hardship Area
Camp, by Size of Adjusted Gross Income and by
Reason Form 1111 was Filed, 34 5

Table 3 . -- Tax Year 1979 Returns Filed in
Calendar Year 1980 : Income, Tax and Foreign Tax
Credit and Income Earned Abroad and Excess
Foreign Living Expenses or Exclusion of Income
Earned Abroad While Living in a Hardship Area
Camp, by Selected Country and by Reason Form 2555
was Filed, 34 7

U .S . citizens are generally taxed on their
worldwide income regardless of the geographic source
of that income . However, citizens with ea rned
income (i .e ., salaries, wages, commissions, and
fees) from personal services performed in a foreign
country were accorded certain tax advantages .
Taxpayers were allowed a deduction from gross income
for the excess costs of living in a foreign
country . As an alternative to this deduction,
taxpayers who resided in employer camps in foreign
hardship areas could elect to take annual exclusions
from gross income up to $20,000 of foreign earned
income . In addition, employees of tax-exempt
c haritable organizations who provided charitable
services in less developed foreign countries could
"c lude from gross income up to $20,000 of foreign
earned income . In order to qualify for either the
deduction or the exclusions, an individual abroad
had to meet either a bona fide residence test or a

Physical presence test . Many U .S . citizens living
in foreign countries were not entitled to the
deduction from, or exclusion of, foreign earned

income . These included : (1) civilian U . S .
Government employees ; (2) members of the U .S . Amed
Forces ; and (3) residents of Puerto Rico, Guam, the
U .S . Virgin Islands, Johnston Island, American
Samoa, Midway and Wake . Finally, any foreign income
excluded from U .S . income taxation, and any foreign
taxes paid or accrued on the excluded income, could
not be used by taxpayers when they computed their
individual foreign tax credits (see Section 8) .

The data provided in this section is for Tax Year
1979 . The reader should note that the tax
provisions described above have been modified by the
Economic Recovery Act of 1981 . For Tax Year 1982,
this Act has eliminated most of the special
deductions previously available and - pmvided a
general exclusion up to $75,000 in foreign earned
income, This maximum exclusion will be increased by
$5,000 per year until it reaches $95,000 in 1986p-'
The 1981 Act also provides an exclusion related to
housing costs . A Tax Year 1983 individual income
earned abroad study is currently being conducted .
Results from this study are expected to be available
in 1986 .

A synopsis of the legislative history related to
the deduction, or exclusion, of foreign earned
income is presented in a paper in Section I of this
compendium entitled "Statistics of Income Studies of
Intemational Income and Taxes : A Brief Description
of the Studies" (page 9) . Further detail an this
subject is also available in Statistics of Income -
1116-1911, For

' n
ncome a&diTaxes Re~orted on U .S .

I

~F6~i _7 .i_ We
%tr!ns

' g
cat7on 11 /4 . ----TTF-is

publication can be 5raereo trom the superintendent
of Documents,

U .S .
Government Printing Office,

Washington, DC 20402 .) An additional source of
information on this subject is a report entitled
"Taxation of Americans Working Overseas," prepared
by the Office of Tax Analysis, Office of the
Secretary, Department of the Treasury .

The reader is also referred to Section 15 of this
compendium for the form and instructions listed
bel hich provided the basis of the 1979
indoi'v'iduawl income earned abroad data .

Form 2555, Deduction from, or Exclusion of,

Income Earned Abroad, and Instructions
(page 483
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Table I .-Incame, Tax and Foreign Tax Credit and income Earned Abroad and Excess Foreign Living Expenses or Exclusion of Income Earned Abroad Whne

Living In a Hardship Area Camp, by Size of Adjusted Gross Income.
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Table 2-Incorne, Tax and Foreign Tax Credit, and Income Earned Abroad and Excess Foreign Living Expenses or Exclusion of Income Earned Abroad While
Living In

.
Hardship Area Camp, by Size of Adjusted Gross Income and by Reason Form 2555 was Filed.
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A citizen of the United States who works as an
employee or operates a business in certain U .S .
possessions may qualify for an exclusion from gross
income, as calculated for U .S . income tax purpose

S'The exclusion is for that income received f rom
sources outside of the United States . When the
exclusion is elected by a qualifying individual
that individual loses certain other tax benefiti
(I n volving the use of exemptions . deductions, and
credits) . For this reason, the income exclusion was
not always advantageous to individuals meeting the
qualifications .

To qualify for the possessions exclusion, U .S .
citizens must meet two income tests during a
three-year test period . First, 80 percent or more
of gross income must be from sources in a
possession . Second, 50 percent or more of the same
income must be from the active conduct of a trade or
business within a possession . The test period I

'the time an individual is an employee or operates a

busines : in a
po

ssession during the current and two
previou tax years .

U : S . possessions such ia
'

the Johnston Island,
American Samoa, and the M dway Islands qualify for
the inc

am
exclusion . However, Guam, the Northern

Mariana Is e lands, Puerto Rico, and the Virgin Islands
do not qualify .

A brief summary of. the possessions exclusion is
presented in a paper in Section 1 of this
compendi um . The paper is entitled "Statistics of
Income Studies of International Income and Taxes : A
Brief Description of the Studies" (page 9) .
Additional detail on this subject Is included in
tni

.
s section based on a study of those 1983 income

tax returns which showed an election of the
exclusion . The paper also illustrates the
advantages and disadvantages of using the exempti6
relative to the rules governing the filing of
individual income tax returns .

The basis of the data contained in this section
a" Forms 1040 and attached Forms 4563 . Both are
reproduc d in Section 15 of this compendium and
listed b :I

ow
:

• Form 1040, U .S . Individual Income Tax Return
(page 448 )

• Form 4563, Exclusion of Income from Sources in
United States Possessions, and Instructions
(page 496 )
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Source Income, 1983
By BM Sutton and James Hobbs*

In Tax Year 1983, there were 134 U .S . citizens
who elected to exclude $3 .3 million from their gross
income for U .S . tax purposes . This excluded income
was received f rom sources outside of the United
States, with over 99 percent of the income being
derived from U .S . possessions . The individuals who
qualified for the possessions exclusion either worked
as employees or operated businesses in these
possessions . The Johnston Island, which is
South-west of the Hawaiian Islands in the Pacific
Ocean, was the principal location of economic
activity for individuals electing the exclusion,
accounting for 103 of the individuals and $2 .4
million of the excluded income .

BACKGROUND

The possessions exclusion allows a U .S . citizen
the option . to exc I ude f rom 9 ro s s i ncome (when
calculated for U .S . income tax purposes) amounts
received f ram sources outside the United States .
This exclusion applies only to individuals . To
qualify for the exclusion, an individual must have
either worked as an employee or operated a business
in a possession of the United States . In addition,
the individual must meet two income tests during a
3-year test period. First, 80 percent or more of
gross income must be from sources in a possession .
Second, 50 percent or more of gross income must be
from the active conduct of a trade or business within
a possession . The test period is the period the
individual was employed or engaged in a business in a
possession during the three years immediately before
the close of the current tax year . For purposes of
this study, the test period was included in Tax Years
1981-1983 .

The following U .S . possessions qualify for the
exclusion : American Samoa, Baker Island, Howland
Island, Jarvis Island, Johnston Island, Kingman Reef,
Midway Islands, Palmyra, Wake Island, and other U .S .
islands, cays, and reefs that are not part of any of
t he 50 States, However, the following possessions do
not qualify for the exclusion : Guam, the Northern
Mariana Islands, Puerto Rico, and the Virgin Islands[1 1

. In addition, a U .S . military base leased from a
foreign government is not considered a possession forP

urPoses of the exclusion .

If a person qualifies for the exclusion, then the
excluded income is that income derived during the
taxable year (1983 for this study) from sources
Outside the United States and that is also received
outside the United S ta tes. Possessions a re
considered outside of the United States . This
i nc ludes total earned income (such as wages and
business income), capital gains, and other investment
I ncome (such as dividends, interest, rents. an d

-*'F 0 re 1~gn e ~urnsnalysis Section . Prepared unde r
the di rection of Daniel Skel ly, Chief, Foreign
Statistics Branch .

royalties) . However, wages, salaries, and other
forms of pay received from the U .S . Government by
civilian and military employees residing anywhere in
the world are not considered part of excluded income .

Even for individuals qual i fyi ng for the
exclusion, certain types of income (in addition to
that described above) could not be excluded from
gross income, and therefore, were subject to U .S .
income tax . These included : (1) all income received
during the tax year that was not part of the test
period, (2) all income derived from U .S . sources, and
(3) all income from foreign and possession sources
received in the United States .

Disadvantages of Using the Exclusion .

For some individuals who qualify for the income
exclusion, it may not be advantageous to use t~e
exclusion. This is because when the exclusion '~s
elected, the individual is subject to limitations on
other tax benefits . Consequently, the individual's
U .S . tax liability may be less without the
possessions exclusion than with it.

If the possessions exclusion is used, then the
i
.
ndividual can deduct only one personal exemption

($1,000 for 1983) f rom gross income . Thus,
exemptions for a spouse, children, and other
dependents are lost, as well as additional exemptions
for blindness or age (65 years or over) .

Use of the possessions exclusion also required an
individual to itemize deductions . The "zero bracket
amount" could not be used . In general, deductions
could be claimed only if they were related to income
from U .S . sources . However, the deductions could not
exceed that income . No deductions for medical
expenses and expenses incurred to earn exempt income
we re allowed. Deductions for contributions were
generally limited to U .S . charities . Nonbusiness
casualty and theft losses could only be deducted when
the property was located in the United States .
Deductions were allowed for losses i ncu rred in
certain profit-motivated transactions, even though
they were not connected with a trade or business .
(These transactions must have been such that if a
profit had been made, then it would have been
taxable.) Any amounts of these losses, and also the
nonb u

S
iness casualty and theft losses, which were

re i mbursed by insurance, were not allowed as
deductions .

Certain credits were also lost when an individual
elected to use the possessions exclusion . A credit
for income taxes paid to a foreign country or a U .S .
possession was not allowed . (Neither could these
taxes be used as deductions .) In addition, th e
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earned i nc ome credit coul d not be c I aimed by
individuals using the possessions exclusion .

Two additional lost tax benefits should be
mentioned . The deduction for working married couples
was not allowed when the possessions exclusion was
elected . Finally, when the exclusion 'was used,
income averaging could not be used to calculate U .S .
income tax .

Based on the discussion above, it is apparent
that it may not be to the advantage of an individual
to use the possessions exclusion if the exemptions,
deductions, credits, and other tax benefits available
when the exclusion is not used would have produced a
lower U .S . tax liability . This explains to some
degree the limited use of the possessions exclusion .

CHARACTERISTICS OF THE DATA

In 1983, there were 134 U .S . citizens who elected
to use the possessions exclusion . (See Table 1 .)
These individuals were able to exclude $3 .3 million,
or over 95 percent, of their $3 .5 million of
worldwide income . Almost all of the excluded income
came from sources in U .S . possessions . The last
possessions income exclusion study was for Tax Year
1974 . In comparison, for that year there we r .e 604
individuals claiming possessions exclusions of $9 .1
million, on worldwide gross income of $9 .6 million .
It should be noted that some of the disadva Itages
(lost tax benefits, such as the deduction for working
married couples) associated with using the excl

us
ion

did not exist in 1974 . This, in part, explain s the
drop in the use of the possessions exclusion from
1974 to 1983.

Individuals using the possessions exclusion were
either employees, or operators of trades or
businesses . Most of 'the $3 .3 million of U .S .
possessions source income was earned income . In
fact, over 99 percent of this income was either
wages, salaries, or income from the active conduct of
a trade or business [2] .

The amount of worldwide income for individuals
using the exclusion averaged $25,800 . U.S i
possessions source income accounted for $24,600 of
this average amount . By comparison, the average
total gross I nc orne for all individual tax return
filers (over 96 million) for 1983 was $21,100 Of
this amount, salaries and wages made up 81 p~rcent
and business income comprised 3 percent (3] .

Despite the possessions exclusion, individuals
did have income from sources in the United States,
which was subject to U .S . income tax . On Forms 4563,
Exclusion of Income From Sources in United States
Possessions, $146,000 was reported for U .S . source
income in 1983 . However, the companion Forms 1040,
U .S . Individual Income Tax Returns, showed $360,000
of total income. The difference between these
amounts reflects income received during the tax year
which was not part of the test period . This income,
which was not reported on Form 4563, was subject to
tax regardless of its source or the place in which it
was actually received .

The $360,000 of total income was comprised mostly
(55 percent) of salaries and wages . However, unlike
the excluded income, there were significant amounts
of investment income . Interest and dividends
accounted for $95,000, or 26 percent of the total .
Finally, after all exemptions, adjustments,
deductions, and credits had been applied against
total income, the total U .S . tax liability for the
134 individuals amounted to $32,000 .

Possessions Data

The Johnston Island was the U .S . possession with
the largest amount of excluded income . Of the 134
individuals that used the exclusion, 103 reported the
Johnston I s land as t 6 source of their possession
income

-
These individuals accounted for $2 .4

million, or 73 percent, of the total $3 .3 million of
U .S . possessions source income . Other possessions
which accounted for the remaining amounts of excluded
income were the Midway Islands ($382,000), American
Samoa ($334,000), and Wake Island and Kingman Reef
(combined total of $166,000) . No individual reported
Baker Island, Howland Island, Jarvis Island, and
Palmyra as the source of possessions excluded income
in 1983 .

Test Period Incom e

To qualify for the possessions income exclusion,
an individual had to meet two income tests . These
tests were based on the period of time the individual
was employed or engaged in bu

s
iness in a possession

during the three years immediately before the close
of the current tax year . The test period was
1981-1983 for this study .

The first test required that 80 percent or more
of worldwide gross income be from sources in a U .S .
possession . The second test further required that 50
percent or more of the same worldwide gross income be
either salaries, wages, or other income from the
active conduct of a trade or business in a
possession . As shown in Table 1, during the test
period nearly 96 percent of the $6.2 million of
worldwide gross income was from possessions . Almost
all of this possessions-source income was earned
income, such as salaries and wages . Thus, the
typical individual using the possessions exclusion
had little trouble qualifying under the income tests .

SUMMAR Y

An individual could qualify to exclude (for U .S .
income tax purposes) income received from sources
outside the Uni ted States . To qual i fy for the
exclusion, the individual had to meet certain income
tests, which measured both the amount and type of
income received from sources in U .S . possessions, as
compared to the individual's worldwide income .
However, even for those individuals who met the
qualifications, the income exclusion was not always
advantageous . This is because when the exclusion was
elected, the individual was denied other tax
benefits . For 1983, 134 individuals, in order to
reduce their overall U .S . income tax liability,
elected to use the possessions income exclusion . As
a result, $3 .3 million of income was excluded from
the gross income of these individuals for U .S . income
tax purposes .

DATA SOURCES AND PROCESSING NOTE S

All individuals who elected to use the
possessions exclusion were required to attach Fonns
4563 to their Forms 1040 and file their returns at
the Internal Revenue Service's Philadelphia Service
Center . The data contained in this article were
extracted from all of these forms filed for Tax Year
1983 . Since no statistical sampling was involved in
the study, the data in this article are not subject
to sampling error .

Prior to tabulation the data from all of the
returns were manually checked for accuracy . This
included the verification on each return that the
individual did in fact qualify for the possessions
exclusion under the 80 percent and 50 percent tests .

U .S. Possessions Excluded Income

In addition, taxpayer reporting errors were detected
and corrected where possible . While there were no
major reporting errors, taxpayers reported the amount
of excluded possessions income differently on their
Forms 1040 . Adjustments were made to ensure that the
i mount of income tabulated from Forms 1040 did no t
nclude amounts of excluded possessions income .

EXPLANATION OF SELECTED TERM S

Deduction for Wor~in arri d lo -- Thisrrled coup s Wi tg ~j L__ _ 9ples .
for ~e

,
h both spouses

working . For 1983, the amount of this deduction was
equal to 10 pencent of the lessor of $30,000 or the
qualified earned income of the lower earning spouse .
e This deduction could not be used when the possessions
xclusion was elected .

Earned Income Credi t . -- This was a c redi t
available to low-fri-c-ome workers who maintained a
household and had a dependent child or children whom
they claimed as exemptions . This credit was based on
earned income, such as wages, salaries, and other
employee compensation. Taxpayers who claimed the
possessions exclusion were not eligible for this
credit .

I A __ A U.S . taxpayer with
unus5T a__'Ung"Pkctfltria, s in income wa s able to reduce the
tax in higher inccme yea rs by using i ncome
a ve rag i rg . The standard income averaging computation
permitted a part of . an unusually large amount of
taxable income for any one year to be taxed at lower
rates, thus resulting in a lower amount of tax due
than would have resulted if the taxpayer had computed
tax using the regular tax computation method . Income

35 3

averaging could not be used by individuals electing
to use the possessions exclusion ,

Zero Bracket Amount . -- This amount was not
available to U .S . Tridividuals who used the
possessions exclusion . These individuals were

b

requi red to itemize their deductions, The ze ro

hr is cc
k e twa sa mi nu net

f f ercetp
I a c ed

I
9t h a a o'ds teanrdl i redr ydeead r c t i o Fn o, r"

1983, the zen) bracket amount was $3,400 for married
taxpayers filing Jointly and surviving spouses,
$2 300 for single persons and heads of households,
an~ $1 , 700 for married taxpayers filing separately .

NOTES AND REFERENCES

[1] Guam, the Northern Mariana Islands, Puerto Rico,
and the Virgin Islands have their own independent
tax systems . U .S . citizens who derived income
from sources in these islands generally had to
file tax returns with the tax department of the
appropriate island . However, under certain
circumstances (based on residency and sources of
all forms of income), these citizens were
requi red to file tax returns with the U .S .
Internal Revenue Service .

[23
Mol

t of the individuals who elected the
possessions exclusion were involved in the
engineering and construction industries . Of the
124 returns in which a business activity could be
determined, over 86 percent of the individualt
were in these industries .

[3) Preliminary data, selected Statistical Series,
1970-1985, Statistics of Income Bulletin, Spring
1985, p . 78.-
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In general , U .S . individuals or organizations
paying income to nonresident aliens am subject to a
U .S . withholding tax . A nonresident alien is an
individual who is not a U .S . citizen nor a resident
of the United States . Also included a re
organizations such as corl)orations, estates, and
trusts that are created outside the United States .
The tax liability is withheld by the U .S . Payor or a
representative, usually a financial institution .

U .S . payors are subject to a 30 percent
withholding tax on wages and salaries, dividends,
interest, royalties, fees, etc ., Paid to nonresident
aliens and derived from sources within the United
States . However, if the income is considered
"effectively connected" with the conduct of a trade
or business within the United States, the tax rate
applicable to the income is substantially the same
as that for United States residents . (See Section 5
of this compendium) .

The withholding tax rate may be reduced to a rate
lower (even zero) than the typical 30 percent, if
the country of the nonresident alien has an Income
Tax Convention (tax treaty) with the United States .
A major intention for these reduced withholding tax
rates is to lessen or eliminate double taxation of
nonresident alien income . as this income may be
subject to taxation in the recipient's country .
Similarly . the tax rate on dividends paid to
nonresidents located in tax t reaty count ri es is
generally reduced to 15 percent, or to 5 percent i f
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the "on resident owns a substantial share of the
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rporation . The articlesc
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ocated in
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no nt rea ty "

countries . Them is also a brief summa ry on this
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s
in a caper in Section I of this compendium .

ubject is en
I

"Statistics Of Income StudiesThe paper tit e dof I
ntern8 ti

0

nal Income and Taxes : A Brief

Descri Ot ion of the Studies" (pape 9) .

The basis of the data contained in this section
(including gross incorrie paid and tax withheld) is
Forms 1042S that are filed by U .S . Dayors . A copy
of this form and its instructions (also listed
below) are contained in Section 15 of the compendium

for use by the reader.

Forn 1042S, Income Subject to Withholding under

Chapter 3, Internal Revenue Code, and

Instructions (page 449)

Withheld, 1971-1979

By Chris Carson *

The Internal Revenue Code requires that income paid
by U .S . i"persons", to nonresident aliens be taxed by
withhold rg . In 979 , over $5 billion of income was
paid to nonresident aliens by U .S . organizations and
,,persons . " The U .S . tax withheld on this income ex-
ceeded $62G million . This tax was applied primarily
to "passive" or unearned income, that is, income that
was not connected with the conduct of a trade or busi-
ness in the United States .

The basic tax rate on this income is 30 percent,
although certain types of income are taxed at lower
rates . Income paid to residents of countries that
have entered Into tax treaties with the United States,
however, is typically taxed at a lower rate, also vary-
ing by type of income . The payor of the income is re-
sponsible for withholding this tax . When the tax is
withheld, this represents final payment of the tax lia-
bility . No additional forms need be filed by either
the recipient or the payor . Common examples of income
subject to this tax are : dividends, interest, certain
capital gains, royalties, pensions, scholarships, ali-
mony and compensation for certain services . Certain
kinds of most of these forms of Income are exempt from
withholding [1] . These include Interest on deposits,

c
ertain dividends, interest on U .S . Treasury bills,

and most capital gains . The major payors (organiza-
tions and "persons") of this income are corporations,
individuals, partnerships, estates, and trusts .

The most common types of income paid to nonresident
aliens are dividends and interest . These accounted
fo r approximately 86 percent of all income paid in
1979 .

The relatively large percentage of total tax with-
held on dividend income can be attributed partially to
higher tax rates on dividend income than on most other

Percent of Total Income Paid
and Percent of Total Tax
Withheld, by Income Type, 1979

Income Paid Tax Withheld
100 50 0 0 so 100
I I I

54%MT Dividends 79%

Interest 12%

Othe ;9%

I

Income types in many major income-receiving countries
with tax treaties . The tax rate on interest payments
to recipients in these countries is usually lower . In
the case of most kinds of interest payments to some
countries, for example, the United Kingdom and West
Germany, no U .S . tax is withheld .
Corporations and individuals received about 79 per-

cent of all U .S . income paid to nonresident alien per-
sons . Other common recipients include : partnerships,
fiduciaries, nominees, government organizations, exempt
organizations, and private foundations .

Penlxnit ofrolal Irnxinie Paild, by Reciplent Type, I M

Pe,ront of Total Tu Withhold, by Recipient Type, 1979

*F.t .ig. Statistita S_ti..
. Prepared under the dir-ti.. of Daniel F . Skelly, Chief,11th tethoical . . . iat..e. fr- Bill State . . 357
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The percent of income that Is exempt from withhold-
Ing varies among recipient types . Only 57 percent of
the total U .S . tax withheld was withheld from income
paid to foreign corporations, although these same
foreign corporations received 67 percent of the total
income . This can be attributed to the fact that a
relatively large amount of income paid to corporations
was exempt from withholding (32 percent) . Aa Only 20
percent of the income paid to individuals and

19 per-cent of the income paid to other noncorporate recip-
ients was exempt from withholding, their proportion of
the total tax withheld was relatively high (15 percent
and 28 percent, respective ly) when compared to the pro-
portion of income they received (12 percent and 21 per-
cent, respectively) .

Although recipients In tax treaty countries typically
enjoy lower U .S . tax rates, if the income is paid to a
nominee or fiduciary, additional withholding is often
required to be held by the country of the nominee or
fiduciary in accordance with the applicable tax treaty .
The purpose of this additional withholding is to pre-
vent citizens of nontreaty countries from taking advan-
tage of the lower tax rates of treaty countries . The
foreign government holds this additional tax until the
ultimate recipient proves residency in that country .
If residence is not proven within a period of time
specified by the treaty, the tax is remitted to the
United States (see Table 2, column 7 .) In the case of
Canada, nominees and fiduciaries remit this additional
tax directly to the Internal Revenue Service (IRS),
acting as the withholding agents.

INCOME AND TAX TRENDS

Both income paid and tax withheld have increased sub-
stantially in recent years (2) . Between 1977 and
1979, income has risen 55 percent while taxes rose 33
percent . The fact that Income has risen faster than
taxes is partially due to a sharp increase in the
amount of income exempt from withholding (129 percent)
cowered to the increase in income subject to with-
holding (40 percent) during this period .

Trends by Income Typ e

Interest paid, which increased by 139 percent in this
period, was the major factor in the total increase in
income . This is probably attributable to the rising
interest rates available to Investors in the United
States during this period . Dividend income and other
income types increased by 34 percent and 37 percent,
respectively .

Gross Income Paid
Fin_ _th_0_Us_an_d`ST_

Incom Type 1977 1978 1979

Dividends . . . . . $2,047,105 $2,867,596 $2,707,108

Interest . . . . . . 666,053 990,949 1,591,309
Other . . . . . . . . . 525,369 592,262 717,728

Total . . . . . . . . 3,238,527 4,450,807 5,016,145

Trends by Country of Recipien t

In reases in the amount of income paid to residents
of cart ain countries have been substantial . From 1971
to 1979, income paid to recipients in West Germany and
Japan has increased approximately three-fold and five-
fold, respectively, after adjustments for inflation .
The yearly real increase, in 1971 dollars, for Japan
exceeded 20 percent while such increases for West Ger-
many and France were greater than 10 percent .

BASIC TABLE INFORMATION

Table I shows gross Income paid by year and per-
centage change in this income paid for selected coun-
tries . Shown for 1979, in Table 2, are number of
FOMS 1042S (Income Subject to Withholding Under Chap-
ter 3, Internal Revenue Code) filed, income paid, and
tax withheld by treaty and nontreaty countries . Other
treaty and nontresty country data are available for
tax haven countries in a separate report (3] . Tax
amounts withheld by domestic and foreign withholding
agents are also shown . Gross income paid is cate-
gorized by amounts subject to withholding and amounts
exempt from withholding . Shown in Table 3 are total
income paid and amounts of tax withheld by income type
for corporations and individuals in selected countries
for 1979 .

Information dealing with the source of the date ar4
the sample can be found following these tables .

Table 1-Gross Income Paid by Year, Percent Total Incressie,and Percent Increase Par Year,
by Country of Recipien t

[Money amounts are in thousands of dollars ]

Country or Geographic are a

Total . . . . . . . . . . . . . . . . . . .

Canada . . . . . . . . . . . . . . . . . . . . . . . .
France . . . . . . . . . . . . . . . . . . . . . . . .
Germany, Federal Republic . . . . .
Jap.. . . . . . . . . . . . . . . . . . . . . . . . .
Netherlands . . . . . . . . . . . . . . . . . . .

Netherlands Antilles . . . . . . . . . .
Switzerland . . . . . . . . . . . . . . . . . . .
United Kingd.. . . . . . . . . . . . . . . .

Other countries . . . . . . . . . . . . . . .

197 1

(1)

Gross income paid

197 5

1,671,097

265,81 5
75,264
74,479
40,340

193,528

164,028
314,141
352,465
191,037

(2 )

2,634,179

406,901
192,806

95 .370
90,466

209,842

212,122
600,027
410,468
416,177

197 9

(3 )

5,016,145

780,663
357,150
380,628
341 .371
477,056

343,328
702,376
633,676
999,897

Percent increase--1971 to 1 9

Tota l

(4 )

200 .2

193 .6
374 .5
411 .0
746 .2
146 . 5

109 .3
123 . 5
79 .7

423 .4

Average
per yea r

(5)

14 .7

14 .4
21 .5
22 .6
30 .6
11 . 9

9 .7
10 .6

7 . 6
23 . G

1971 d o

Total

(6)

77 .1

73 . 0
179 .9
201 .4
399 . 2
45 .4

23 .5
31 . 9

6 .0
208 .7

7 9

Ilara '

Average
Per Yea r

(7)

7 .4

7 . 1
13 .7
14 .8
22 . 3

4 .8

2 .7
3 .5
0 .7

15 . 1

11979 dollars deflated using GNP Implicit Price Deflator [4) . Percentages showing average change per year were
computed considering the effects of compounding .

NOTE : Income data for 1979 shown in this table do not match those shown elsewhere in this article for France
and the United Kingdom as sow dependencies were included for th . . . ...ntries for year-to-year comparability
purpose . .

Table 2-Number of Forms 1042S Filed, Gross Inca= Paid, Tax Withheld, and Other Items,
by Selected Treaty and Nontreary Countries, 197 9

tMoney Amounts are in thousands of dollars)
"4

Income paid I- withhel d

Number of

Country or Geographic area
Forms
1042S Domestic

Foreign
Government s

filed Total
Exempt from Subject to

Total withholding andwithholding withholding
agents withholdin g

agent s

(1) (2)___ (3) (4) (5) (6) (7 )

Total . . . . . . . . . . . . . . . . . . . 585,905 5,016,145 1,377 ' 483 3,638,662 620,546 545,980 74 .56 6

Treaty country, total . . . . . . . . . 484,137 4,266,829 1,233,292 3,033,537 506,557 431,991 74 .56 6

Australia . . . . . . . . . . . . . . . . . . . 7,247 11,726 1,659 10,067 2,011 2,011 -
Austria . . . . . . . . . . . . . . . . . . . . . 4,648 11,815 3,174 8,641 1,721 1,721 -
Belgium . . . . . . . . . . . . . . . . . . . . . 12,102 86,410 15,808 70,602 13,583 10,645 2,93 8
Ca . .d. . . . . . . . . . . . . . . . . . . . . . . 260,444 779,663 178,815 600,848 119,023 119,023 -
France . . . . . . . . . . . . . . . . . . . . . . 14,175 357,121 29 .773 327,348 36,736 36,216 52 0

Germany, Federal Republic . . . 45 .797 380,628 241,033 139,595 19,619 19 .619 -

. . . . . . . . . . .Italy
7 751 37 449 16 628 20 821 4 928 - 4 928

Japa . . . . . . . . . . .n . . . 4 799 3
1

4 371 95 893 245 478
7

25 00 25 007 -
Luxembourg . . . . . . . . . . . . . . . . . . 6,369 20,662 4,502 16,160 4,409 3,749 66 0
N : theriands . . . . . . . . . . . . . . . . . 14,360 477,056 75,825 401,231 41,050 40,426 62 4t

N herlands Antille. . . . . . . . . 1,675 343,328 283,754 59,574 7,820 7 .815 5
Sweden . . . . . . . . . . . . . . . . . . . . . . 4,672 45,899 12,969 32 .930 3,318 3,318 -
Switzerland . . . . . . . . . . . . . . . . . 23,366 702,376 78,578 623,798 153,881 85 .211 68,67 0
United Kingdom. . . . . . . . . . . . . . 57,296 614,729 171,487 443,242 67,548 66,411 1,13 7
Other treaty countries . . . . . . 19,436 56,596 23,394 33,202 5,903 5,891 1 2

Nontreaty country, total . . . . . . 101 .768 749,316 144,191 605 .125 113,989 113,989 -
Bahamas . . . . . . . . . . . . . . . . . . . . 2,114 16,883 131 16,752 4,785* 4,785 -
Bermuda . . . . . . . . . . . . . . . . . . . . . 1,991 35,336 2,165 33 .171 9,750 9,750 -
Cayman Island . . . . . . . . . . . . . . . 548 13,382 9,620 3,762 1,072 1,072 -
ilong Kong . . . . . . . . . . . . . . . . . . . 8,101 14,003 1,076 12,927 3,664 3,664
Liechtenstein . . . . . . . . . . . . . . . 788 20,051 712 19,339 3,929 3 .929
Mexico . . . . . . . . . . . . . . . . . . . . . . 6,943 25,437 2,526 22,911 6,584 6,584
Panama . . . . . . . . . . . . . . . . . . . . . . 2,013 21,412 4,180 17,232 4,822 4,822
Portugal . . . . . . . . . . . . . . . . . . . 1,269 11,738 130 11,608 1,097 1,09 7
S-udi Arabia. . . . . . . . . . . . . . . . 1,142 20,771 19,784 987 289 28 9
Spain . . . . . . . . . . . . . . . . . . . . . . 4,039 10,404 254 10,150 2,738 2,738



Table 3 .--N=ber of Forms 1042S Filed, Gross income , and Tax Withheld by Income Type,

by Recipient Type and Country of Recipient, 1979

[Money =aunts are in thousands of dollars ]

Number of Gross Tax withhel d

Country or Geographic area parts
JU4

2 S
filed

incom e
paid Total Interest Dividend. Othe r

(1) (2) (3 )
ALL RECIPIENTS

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 585,905 5,016,145 545,980 66,091 429,286 50,603

Australia . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 24 7
4 :648

11,726
11,815

2,01 1
1,721

20 8
18

79 2
1,603

1,01 1
100

Austria . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
. . . . . . . . . . . . . . . . . . . .B. ... . . . 2,114 16,883 4 785 313 4,055 41 7

. . . . . .

B elgi. . . . . . . . . . . . . . . . . .

2 102
1 :991

86 41 0
35 :336

10 :64
9 , 7550

177 4
N 9

6 :94 5
3 911

1,526
560

Bermuda . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

d 260,444 779,663 119,023 22,763 88,546 7,714
. . . .

Cana a . . . . . . . . . . . . . . . . . . . . . .
Cayman Islands . . . . . . . . . . . . . . . . . . . . . . . . . . . . 548

14 175
13,382

357,121 2' :0 736 216 -

0

,,30

80 0
27,542

6 2
3,544

France . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Germany, Federal Republic . . . . . . . . . . . . . . . . .

,
4J :79710, 380,628

14 003

19 61 9
3 :6 4

227 409 18 115 1

1 2 33'

1,134
3 2

Hong Kong . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Italy . . . 7 751

,

37,449 4,928
7

1,048
10 259

1 26 6

9 :120
2,61 4

62 85
Japan . . . . . . . . . . . . . . 4 :79 9

788
341 37 1
20 051

25 009
3 9J

,
259 45 83 21 2'

8L . . . . . . . . . . . . . .
Luxembourg . . . . . . . . . . . . . . . 6,369

,
20 662 93 7 135

:

3 586 2
3

M ico 6,943 25,437 6,584 582 2,009 3,99
ex . . . . . . . . . . . . . . . . . . .

Netherlands . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,360 477,056 40,426 2,20 3
2 034

33 :47B
5 482

4,274 5
9 9

N
. . . . . . . . . . . . . .

etherlands Antille- . . . : : : 1,67 5
2 013

343,32 8
21,412 7 1

5
:'1 24 8

.
427 3 557 83 8

P, a-onrr., .
P 1 269 773 811

:7
1,09 7
289

5 6
11

0

1 : 23

265

1 8
1 3

Saudi Arabia . . . . . . . . . . .

1,
142 20 1

. . . 4 .039 10,404 2,738 821 1 173 744
Spain. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

s d n
~

4 67 2
23 :366

45,89 9
376702

3 31 8
85 :211

9 5
6,593

2 :33 5
76 607

888
2,01 1

.it-lzad . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .S
United Kingdom. . . . . . . . . . . . . . . . . . . . . . . . . . . . 57,296

,
614,729 66,411 539 59 :55 9

70 900
6,313
5 7990

that countries . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,256 616,495 81,150 4,451 , ,

INDIVIDUALS

Total . . . . . . . . . . . . . . . . . I . . . . . . . . . . . . . 407,819 577,480 . 81,589 6,626 53,738 21,22 5
. . . . . . . . . . . . . .

Australia . . . . . . . . . . . . . . . . 6,15 4
2 149

5,692
6,052

796

1,183

11 4
11

401
1,073

28 1

9 9
Austria . . . . . . . . . . . . . . . . . . ,

2,744 796 50 41 9 3 2 7San . . . . . . . . . . . . . . .

B,Igiu. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .a s . . . . . . . . . . . . . . . . . . . 7,175 9,176 1 394 39 1,077 278
7. . . .

Be cau do . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 653 4,856 1 :430 46 857 52

C ada . . . . . . . . . . . . . . . . .
196' 689

114,850 12,405 1,816 8,093 2,49 6
an . . . . . . . . . . . . . . . . . . .

Cayman Islands . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 4
10 107

30 1
~9 .920

8 7
4,769

25
430

6 1
2,861

1
1,478

F once . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Germany, Federal Republic . . . . . . . . . . . . . . . . .

,
36 723 44,243 4 24 2

:947
9 8
59

3 32 1
1 :761

823
127

Hong Kong . . . . . . . . . . . . . . . . . . . I . . . . . . . . . . . . . 5 :858 6,950 1

Italy . . . . . . . . . . . . . . . . . . . . . .

. . . . . .

. . . . . . . . . 6 388
3 :570

16,94 7
20

1 9'

3 .49 7
2,078

24 3
512

68 9

1
14B

2,565
41 8

Japan . . . . . . . . . . . . . . . . . . . . . . . 11 . . . . . . . . . . . .

Liechtenstein . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 362 ll : 397 1,614 43 1 :46 7
328

104
6

L embourg . . . . . . . .
, : : : : : : : : : : : : : : : . . .. * ** ,e

1 21 3
5 :847

11 568
0 :029

335
2,631

1
373 1,372

.
886

. . .xico . . . . . . . . . . . . .M

4,817 17 098

:

1,750 17
2

1,19 8
397

53 5
4 7

N land 1 46 0
260

1 7 9 8
2,9884

446
745

1
6 684 4 5

Panama . . . . . . . . . . . . . . . .ortug ;i : : : : : : : : : : : : : : : . . . . . . . . . . .
P

,

99 6
998

9 .8 6
7

1 440
558
247

23
9

51 7
226

1 8
1 2

Saudi Arabi. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
3 388

,

6,339 1 .549 133 827 58 9
S in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Spa . . . . . . . . . . . . . . .
wede. . . . . . . . . . . . . . . . . . . . . .

,
4
'101

9 333
6,33 5

50,737
1 04 7
8 216

34
567

243
946
A

77 0
1,25 5

Switzerland
: : : : :! : : : : :,. : : : : :U ited Kinga'o'm'**,*,*,** ,n

28 .229 59,25 0
iog 798

7,55 4
27 320

15 3
1 812

1
2

34,432
3 5 0
4 :0299: . . . . . . . . . . . . . . . . .o

ther countries . . . . . . . . . 70,455 , , ,

CORPORATION

STotal . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . 101,204 3,357,263 309,333 53,737 234,250 21,346

Australia . . . . . . . . . . . . . . . . . . . . . . I . . . . . . . . . . 571 4,91 3
149

1 035
339

80
1

28 7
3 37

668
1

Austria . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85 2
856

4 ,
10,253 2 872 191 2 , 622 59

Bah =a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
3,383 56,165 6 :159 2,692 31222 245

Belgi.. . . . . . . . . . . . . . . . . . . . . . . . . .
* . . . . . . : 838 26,615 7,267 4,095 2,236 936

. . . . . . . . . . . . . . .B --- d . .

39 809 531,104 52,965 19,343 28,862 4,76 0
Canada . . . . . . . . . . . . . . . . . . . . .

. . . . . . . . . . . . . . .

Cayman Islands . . . . . . .
. .

,
35 5

11 4
0

1 1

2

12 :17 1

7 3

8t 'a,
5 2

1163,7
62

62913
, 000

1',~2
0

Franc . . . . . . . . . . . . . . . . .
Federal Republic . . . . . . . . . . . . . .Ge rmany 2 , 902 169,177 a 10 3

:
91 7 , 68 5

729
32 7
19 9,

Hong Kong . . . . . . . . . . . . . . . . : : : . . . . . . . . . . . . . . 455 4,244 1 049 12 1

Italy . . . . . . . . . . . . . . . . . . . . . 292
964 12

:51 9
311 247

21 .5 6
9657

42 1
9,528

140
7 '3 67

5
5,06 2

,,Pan
. . . . . . ... . . . *hi~ ' 197 5,199 1 415 126 1 183 106

. . . . . . . . . . . . .Lie n . . .
4 .880 14,197 2 :429 38 2,368 23

Luxembourg . . . . . . . . . . . I . . . . . . . : . . . . . .
: : : :: : 388 8,017 1,843 155 339 1,349.Mexico . . . . . . . . . . . . . . . . . . . . . . . . . . . .

N therlands . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,402 317,880
51 4304

28 199
5 :696

2,18 4
1 899

25,73 2
56 13

283
236

Netherlands Antille. . . . . . . 952
503

,
13 622 3,269

,
334

:
2 143 792

Panama . . . . . . . . . . . . . . . . . . . . . . . . . .
. . . : . . : . . .Par ,

8
9 :

7
1 33

60
500
18

24
2

1 647
6

-
-. . . . . . .At . . . . . . . . ..

ts ad

1
8

145 2,971 858 665 98 95

S -
in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

PSwede . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 4

5 891

34,804
487,979

1 75 1
54 :481

6 1
5,340

;68

8

41 435

8

2
70 6

Switzerland~ . . . . . . . . . . . . . . . . . . . . . . . . . . . . .,ad
U . . . . .

. . . . . . . . . . . .g

,
17,387 441,422 44,130 36 1

2 057

:

41 325

9 7703

2,44 4

2o 61

other cou, ries . . . . . . . . . . . . . . . . . . . . . . .r : :ni = 10,540 363,238 43,033 , ,

DATA SOURCES AND LIMITATIONS

Nonresident Alien IncOffm and Tax, 1971-197 9

Payors of income to nonresident aliens are required
to withhold tax in accordance with Chapter 3 of the
Internal Revenue Code . The Form 1042, U .S . Annual Re-
turn of Income Tax To Be Paid at Source (Under Chapter
3, Internal Revenue Code), and Form 1042S, Income Sub-
ject to Withholding Under Chapter' 3, Internal Revenue
Code, must be filed to report these payments and the
associated U .S . tax wi thheld on this Income . These
forms are filed by the payor of the income or a "per-
son" (usually a financial institution) acting on behalf
of the payor . The Form 1042S is an information return
that is filed for each income recipient . The informa-
tion reported on the Form ID42S includes type of in-
come, type of recipient, gross income paid, tax rate,
amount of tax withheld, the country of legal residence
of the recipient and the identity of the recipient .
These forms are filed with the Form 1042 whi On identi-
fies the tax liability of the payor . Filing is required
even if no withholding tax is due, as in the case of
income effectively connected with a trade or business
in the United States .
These statistics are tabulated by calendar year,

based on all Forms 1042S, processed at the Philadelphia
Service Center . However, dividend, Interest, and other
totals for 1977 were imputed as only 99 percent of all
Forms 1042S had been processed when those tabulations
were made . The total income figure for that year re-
presents 100 percent of the forms filed . The years in-
dicated in the tables represent the year the income was
paid and the U .S . tax withheld, except the tax from
foreign governments and foreign withholding agents .
These amounts are shown by the year this tax was re-
mitted to the United States under treaty agreements .
Canadian nominees and fiduciaries remit this additional
tax directly to the IRS . These amounts are represented
in the tables as though the tax were withheld by a U .S .
withholding agent .

Tax withheld amounts and percentages shown in text
figures and Table 3 do not include tax withheld by
foreign governments and withholding agents (except
Canada) . This additional withholding cannot be pro-
Perly attributed to specific recipient and income
types, Correct 1979 income paid and tax withheld
mounts could not be determined for Venezuela . There-
fore, these amounts were estimated based on data for
prior years . These data are included as part of the
"Total" and '-other Countries" categories . Venezuela
is not a tax treaty country .

As all Forms 1042S are included in these statistics
they are not subject to sampling error . The data are
subject to nonsampling errors such as computer data
entry errors and taxpayer reporting errors . Forms
1042S with gross income greater than $500,000 were
manually verified . A limited computerized correction
Program was used to test the date for basic numerical
relationships .

36 1

Definitions

Nonresident Alien .--An individual whose residence i s
not wi hin the U-n-Ifed States and who is not a U .S . cit-
lzen . Corporations, private foundations and partner-
ships created or organized outside the United States
are also considered nonresident aliens .

Withholding Aaent .--Any person (individual, corpora-
tion, partnership, estate, or trust) required to with-
hold tax . Usually the withholding agent is the payor
of the income or a "person" (usually a financial insti-
tution) acting on behalf of the payor . A foreign nom-
inee or fiduciary required to withhold additional tax
under a tax treaty is also a withholding agent .

Income Effectively Connected With A Trade or Busi-
ness .--Income that is effectively-connected with th e
conduct of a trade or business in the United States is
exempt from withholding . This income is subject to the
same tax rates that apply to U .S . citizens, residents,
and corporations .

Nominee .--An entity, chosen or appointed to accept
income for, or act on behalf of, the eventual recipient
of the income . Typically, a financial institution acts
as nominee .

Other Income .--Income reported on a Form ID42S that

I pur -R
-herthan dividends and interest is defined for

s poses of this article as "other income ." Included
in this category are such Items as royalties, pensions,
scholarships, alimony, certain capital gains, and c6m-
pensation for certain services .
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Nonresident Alien Income and Tax
Withheld, 1980

By Chris R. Carson*

Inc ome paid to foreign individuals and organizations
exceeded $6 5 billion during 1980 . This was a 31 per-
cent increa~e from 1979 for this U .S . source income .
The major reason for this increase was that interest
payments rose a dramatic 64 percent, to over $2 .6
billion . The U .S . tax withheld on all income exceeded
$685 million .

A U .S . individual or organization that pays income
to nonresident aliens [1] reports this income and the
tax withheld on the Form 1042S . While the basic tax
rate is 30 percent, certain types of income are taxed
at different rates . Income paid to countries that
have entered into tax treaties with the United States
is usually taxed at lower rates . Income that is
connected with the recipient's trade or business is
exempt from withholding .

Dividends and interest are the most common kinds of
income paid, making up 88 percent of the total for
1980 . Most income, about 79 percent, was paid to
corporations and individuals . Eight countries--
Switzerland, the United Kingdom, Canada, the Nether-
lands, the Netherlands Antilles, West Germany, Japan,
and France--received about 84 percent of all income,
with the first four receiving over half .

DATA ANALYSIS AND TRENDS

Income paid rose considerably faster (31 percent)
than tax withheld (11 percent) from 1979 to 1980 .
This was mainly due to the large increase in income
that was exempt from tax withholding (58 percent more
than in 1979) . Most of this'increase is probably due
to the rise in interest payments to tax treaty coun-
tries . Interest income is exempt from withholding
under treaties negotiated with several major income-re-
ceiving countries . Tax treaty countries received 39
percent more income In 1980 then in 1979 . Income
subject to withholding increased by a modest 21 per-
cent .

The average income paid reported on Forms 1042S
increased from $8,561 to $10,803 from 1979 to 1980 .
The average Form 10425 income for individuals was
about $1,600, while Forms 1042S reporting payments to
corporations averaged over $50,000 of income . This
figure for corporations is 52 percent more than the
corresponding amount for 1979 ($33,000) .

Gross Income Paid
(thousands )

Income Type 1978 1979 1980

Dividends .$2,867,596 $2,707,108 $3,147,752
Interest . . 990,949 1,591,309 2,604,307
Other . . . . 592,262 717,728 824,316

Total . . . 4,450,807 5,016,145 6,576,375

About 74 percent of the total tax was withheld from
dividends, as they are taxed at a higher rate than
most other income types in several major treaty coun-
tries . Although interest made up 40 percent of all
income, tax withheld on interest payments represented
only 15 percent of all tax .

Figure A.

Percent of Total Income Paid and
Percent of Total Tax Withheld, by
Income Type, 1980

incorne Paid Tax Withhel d

100 50 0

48 %

40%

Income Type

As noted earlier, interest income rose 64 percent to
over $2 .6 billion . Rising interest rates in the United
States during recent years were responsible for most,
if not all, of this increase . Dividends rose to over
$3 .1 billion in 1980 after falling slightly in 1979 .
In 1979, dividends represented 54 percent of all income
compared to 32 percent for interest . This 22 percent
disparity fail to 8 percent in 1980 as shown in Figure
A . Other common types of income were rents, royalties,
capital gains, and pensions .

Divitlends

0 50 100

Interest

12%0 Other

Country of Recipien t

The eight countries shown in Figure B received 84
percent of all income paid . These countries were
responsible for virtually all of the income increase
in 1980 . Income paid to the Netherlands Antilles in-
creased by 84 percent while West Germany received 63
percent more income than in 1979 . Increases of over
40 percent were recorded by the Netherlands, Switzer-
land, and the United Kingdom . Increases to Canada,
France, and Japan were more modest . Other countries
averaged only a 4 percent increase .

*F .reig . Return. Acelysis Section . Prepared under the direction of Jeffrey A . Hartzok ,
Ac t Ing Chief . 363
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Figure 8

Percent of Total Income Paid, by
Country of Recipient, 1980

NeMertands
Netherlands Antilles

Tax Treaty Countries

From 1979 to 1980 there was a definite shift of Form
1042S income to tax treaty countries . Income paid to
treaty countries rose 39 percent from 1979 to 1980 .
During the saw period income paid to nontreaty coun-
tries actually decreased by 11 percent . Total treaty
country income ($5 .9 billion) represented 90 percent
of all Income ($6 .6 billion) in 1980 . The correspond-
ing figure for 1979 was 85 percent . This does not
appear to be a trend, however, as treaty country income
represented 90 percent of all income in 1977 and 89
percent in 1978 .

Gross Income Paid
TFFo_usa_nTsT__

Country Status 1979 ~ 1980 Change

Treaty . . . . . . $4,266,829 $5,909,728 39%
Nontreaty . . . . 749,316 666,647 -1 1

Total . . . . . 5,016,145 6,576,375 3 1

"Tax Haven" Countrie s

Income paid to certain countries that are sometimes
described as tax havens is relatively substantial . In
1980, Switzerland and the Netherlands Antilles re-
ceived over $998 million and $632 million, respec-
tively . Form 1042S income .seems more substantial when
compared to the Gross National Product (GNP) of certain
tax haven countries . U .S . source income was greater
than 57 percent of the GNP figure for the Netherlands
Antilles (see Table 2) . The ratio for the British
Virgin Islands was over 32 percent in 1978, the latest
year for which GNP data are available for that country .
U .S . source income represents a substantially larger
sham of GNP for tax haven countries then for other
foreign countries'.'as shown in Table 1 . This ineclal
to-GNP ratio is far greater for the Netherlands
Antilles (760 times) and the British Virgin Islands
(427 times) than the average ratio for all countries .
Although Switzerland received more income than any
other country ($998 million), this income was less

than one percent of its Gross National Product . GNP
information was not available for several other tax
haven countries .

The United States recently decided to terminate its
tax treaty with the British Virgin Islands, at least
partially because of its tax haven status . The
termination is effective Jan . 1, 1983 . In 1980, the
British Virgin Islands received Form 1042S income of
about $56 million . more than $2 million of tax was
withheld from this income .

Type of Recipien t

The vast majority (70 percent) of Forms 1042S filed
reported payments to individuals . . However, individu-
als received only about 10 percent of the total income
paid . By contrast, 69 percent of all income reported
on Forms 1042S was paid to foreign corporations .
Foreign partnerships, fiduciaries, nominees, govern-
ment organizations, exempt organizations, and private
foundations also commonly receive income reported

on

Forms 1042S . Private foundations differ from exempt
organizations as the rules dealing with expenditures
and money transactions are more strict for private
foundations . A nominee differs from a fiduciary in
that a nominee has little or no freedom to exercise
judgment or control over income received .

income that is connected with the recipient's U .S .
trade or business is exempt from withholding and is
taxed as though it were received by a U.S . individual
or organization . Certain kinds of income (some divi-
dends, certain interest, etc .) are also exempt from
withholding under tax treaties negotiated by the United
States . Income paid to foreign exempt organizations
is generally not taxed, as these organizations are
treated as though they were U .S . exempt organizations .
Figure C shows the percent of income exempt from with-
holding for each type of recipient . The percentage is
greater for corporations (37 percent) than for individ-
uals (17 percent), which helps explain why corporations
received 69 percent of the total Income, but had only
62 percent of the total tax withheld from their income .
By contrast individuals received about 10 percent of
all income

'
but were responsible for 16 percent of the

total tax withheld .

Figure C

Percent of Income Exempt from
Withholding, by Recipient Type, 1980

-Type of Recipient

'ExermplOrganizatfo~
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OTHER INFORMATION

Nonresident Alien Income and Tax Withhold, 1980

Payors of income to nonresident aliens must withhold
tax in accordance with Chapter 3 of the Internal Reve-
nue Code . The Form 1042S is filed to report this
income and the U .S . tax with1h2ld . Often the payor has
a financial Institution act as withholding agent .

Recipients in tax treaty countries typically enjoy
lower U .S . tax rates . However, if the income is paid
to a foreign nominee or fiduciary, additional with-
holding is often required and is held by the govern-
ment in the country of the nominee or fiduciary . The
purpose of this additional withholding is to pre vent
citizens of nontreaty countries from taking advantage
of the lower tax rates of treaty countries . The
foreign government holds this additional tax until the
,ultimate recipient proves residency in that country .
If residency is not proven within a period of time
specified by the treaty, the tax is remitted to the
united States (see Table 1, column 7) . In the case of
Canada, nominees and fiduciaries act as withholding
agents and remit this additional tax directly to the
Internal Revenue Service (IRS) .
The present statistics are tabulated -by calendar

year, based on all FOMS 1042S processed at the
Philadelphia Service Center . The years indicated in
the tables represent the year in which the income was
paid and the U .S . tax withheld, except for the tax
from foreign governments and withholding agents .
These amounts are shown by the year the tax was
remitted to the United States under treaty agree-
ments . Tax withheld amounts and percentages shown in
Figure A and Table 3 do not include tax withheld by
foreign governments and withholding agents (except
Canada) . This additional withholding cannot be
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properly attributed to specific recipient and income
types . Definitions and other information are
available In the S r nq 1982 uLletin1~a

_ 'ndPublication 515, L-uld OP"Tax' on _W.nre.id.nt
~11-1- iV "rpors-R .

AS all tOMS IU425 are included in these statistics,
they are not subject to Sampling error . The date are
subject to nonsampling errors such as computer data
entry errors and taxpayer reporting errors . Forms
104TSiadth Aincloimmeitgerdeactoemrputthearniz$500,000 Were manuall y

ed correction program
sas used to test the data for basic rrumerical relation-
hips .

REFERENCES

[11 For purposes Of this article a nonresident alien
is defined as an Individual whose residence is not
within the United States and who is not a U .S .
citizen . Also, corporations and other organiza-
tions created or organized outside the United
States are considered nonresident aliens .

(2) See also Carson, Chris, "Nonresident Alien Income
and Tax Withheld, 1971-1979,' Sol Bulletin, Vol . 1,
No- 4, pp . 34-38 .

[31 World Bank, 1981 World Bank Atlas, p~ 12-22 .
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Income paid Tax withheld

Country or Geographic area

Number
ofForm s

1042S omestic oreig nGovernments
filed Total

Exempt from ubject to
otal ithholding ndwithholding withholding

agents ithholding
agent s

(1) (2) (3) 4) 5) 6) 7)

Total . . . . . . . . . . . . . . . . . . . . 608 .781 6,576,375 ,173,816 ,402,559 86,208 15,021 ,18 7

Treaty country, total . . . . . . . . . . 498,670 5,909,728 ,976,996 ,932,732 89,422 18,235 ,18 7

ra lia . . . . . . . . . . . . . . . . . . . .Au t ,719 7,467 ,673 ,794 996 99 6i. : r
An t a . . . . . . . . . . . . . . . . . . . . . . .871 0,500 957 543 230 23 0

. . . . . . . . .B lgium . . . . . . . . . . . . . 14,158 36,871 7 191 8 0
99

1 22 0 5 031 18 9
Canada . . . . . . . . . . . . . . . . . . . . . . . 265,411

7
838 .90 01 :229

:
6 3 7 678

:
2 473

:
2 4 7 3 -

France . . . . . . . . . . . . . . . . . . . . . . . 14,069 410,064 7,382 62 .682 9,959 9,208 1

Germany, Federal Republic . . . . 46,878 619,222 57,939 61,283 2,754 2,754 -1
,,,y* . . . . **, . . . . . . . . 7 070 8,480 ,912 ,568 938 93 8n : :

. . . . . . . . . . . . . . . . . . . .
:

5 280 13 344 5,030 8,314 ,763 ,763 -
Luxembourg . . . . . . . . . . . . . . . . . . 6 080 97332 : ,941 4,032 ,925 756 16 9
Nether I and . . . . . . . . . . . . . . . . . . . 14,945 699,980 48,324 51,656 4,GlB 3,478 0

Netherlands Antilles . . . . . . . . . 1,712 632,163 24,230 07,933 ,339 .337 2
Swede . . . . . . . . . . . . . . . . . . . . . . . 4 .199 31 .798 ,100 4,698 ,058 .05 8S . r

-it
I nd . . . . . . . . . . . . . . . . . . 22,209 98,478 13,816 84 662 79,034 5,034 ,00 0

United Kingdom . . . . . . . . . . . . . . . 65,393 904,316 35,345 68,971 4,165 2,751 41 4
other treaty countries . . . . . . . 19,276 115,165 3,927 1,238 ,550 ,428 2

Nontreaty country . total . . . . . . . 110 .111 666,647 96,820 69,827 6,786 6,786 -

B ame . . . . . . . . . . . . . . . . . . . . . . . 1,994 22,179 55 1,324 ,965 ,96 5
. . . . . . . . . . . . . . . . . . . . . . . 1,974 54,166 ,105 9,061 4,261 4,26 1

1ands . . . . . . . . . . . . . . .Cayman 1 585 7,303 ,187 ,116 ,348 348:Ken

Nong - . . . . . . . . . . . . . . . . . .

,948 1,935 .262 0,673 016 01 6
Liechtenstein . . . . . . . . . . . . . . . . 802 19,404 14 8,690 ,432 .43 2M. . .

. . . . . . . . . . . . . . . . . . . . . . 7,652 5,407 ,045 2,362 ,307 30 7

pan,-, . . . . . . . . . . . . . . . . 2,467 39,201 ,141 1,060 ,870 ,87 0
873 10,980 196 0,784 36 3 6

S
audi At.

i. . . . . . . . . . . . . . . . . .

1,267 101,488 9,531 ,957 28 2 8
Spain . . . . . . . . . . . . . . . . . . . . . . . . 4 .592 13,520 ,284 1,236 ,930 ,93 0
United Arab Emirates . . . . . . . . . 390 25,472 3,572 ,900 62 6 2
Other noncreaty countries . . . . 77,567 305,592 2,928 62,664 1,931 1 ;93 1

Gross income Interest and dividend s
Gros s

Country or Geographic area National A .
, 1Product' Total percent otal ercen t

of GNP of GNP

(2) (3) (4) 5)

~ .th.rl..d . Antilles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100 00
C)

32 163 7 .47 03 763 .8 9
British Virgin IslandS2 . . . . . . . . . . . . . . . . . . . . . . . . . . O25 :41

1
8 : 95 2 .25

7
:139 .1 0

Be do . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 660,000 54,166 .21 4,893 .80
Antigua . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 3,548 .55 ,466 .4 7B
shames . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 2,179 .77 1,350 .6 7

Panama . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,170,000 39,201 .24 4,585 .0 9
Switzerland . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,300,000 998 .478 .94 22,776 .8 7
L embourg . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
-

5,200,000 2,973 .63 1,978 .6 1i
sNether nds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 161,440,000 99,980 .43 75,028 .4 2

All countries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 8,698,581,000 1 6,576,375 1 .08 1 ,752,059 .0 7

Jbia

Table l .-Number of Forms 1042S Filed . Gross Income Paid, Tax Withheld, and Other Items .
by Selected Treaty and Nontreaty Countries, 1980

Table 2-Gto ati . . I Product (GNP), Gross Income , interest and Dividends, and Cross Income
and Inter

:
:rNand Dividends as a Percent If GNP, by Selected Country of Recipient, 198 0

Nonresident Alien Incorne and lax WlInnOici, 19 W

[Money amounts are in thousands of dollars)

[Money aso,nra are in thousands of dollars ]

'World Bank, 1981 World Bank Atlas, Pp . 12-22 . Total GNP figure for "All countries" does not include United
a also do act include G smaller countries whose GNP data were not available . GNPti,h ;j . I lead .

St t : GNP ;Bit f Be e"Ifigur for ri Vir a is ff 1978 . 1
2Data for British Virgin Islands are for 1978 as GNP figures for later year . were not -ilable .
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1981

By Chris R . Carson*

During 1981 more than $9 .5 billion of income was
paid from U .S . sources to nonresident aliens, i .e .,
foreign individuals, corporations and other
organizations . This was an increase of almost $3
billion, or 45 percent over 1980 . Payments to
recipients in the Netherlands Antilles were
responsible for 26 percent of the total increase as
income paid to the Antilles rose from $632 million to
$1 .4 billion, or 121 percent in this period .
Recipients in the Netherlands Antilles, a tax haven,
received more U .S . source income than those in any
other foreign country in 1981, surpassing
Switzerland, the United Kingdom, Canada, and the
Netherlands, all of which received more income than
the Antilles in 1980 .

A U .S . individual or organization that pays income
to a nonresident alien reports this income and the
U .S . tax withheld on the Form 1042S . While the basic
tax rate is 30 percent, certain types of income are
taxed at different rates . Income paid to countries
that have entered into tax treaty agreements with the
United States is usually taxed at lower rates . The
tax withheld represents final payment of the actual
tax liability In almost all instances . Income that
is connected with the recipient's U .S . trade or
business is exempt from withholding . This income is
taxed separately by the U .S . as though it were
received by a U .S . citizen or corporation.

Foreign corporations received more nonresident
alien income (73 percent) than all other types of
recipients . However, most payments went to
individuals (74 percent), although these payments
tended to be much smaller than those made to
corporations . Dividends and interest, totalling $7 .6
billion,- represented about 80 percent of the income
Paid . As was stated earlier, the Netherlands
Antilles received the most income, $1 .4 billion,
followed by the United Kingdom, the Netherlands,
Canada, and Switzerland . The $6 .5 billion received
by these five countries nearly equals the $6 .6
billion received by all countries in 1980 and
represents 68 percent of all income paid during 1981 .

DATA ANALYSIS AND TRENDS

Income paid rose faster (45 percent) than tax
withheld (18 percent) between 1980 and 1981 . This
gap (27 percentage points) has widened since 1980
when income rose by 31 percent and tax increased by
11 Percent from 1979 figures, a disparity of 20
Percentage points . Income exempt from withholding
rose by 69 percent from 1980 while income subject to
withholding rose by 34 percent . This helps explain
Why income rose faster than tax withheld . Another
factor as that treaty country income, which is
generally taxed at low rates, rose faster then
nontreaty country income .

The average income paid per form rose 54 percent
from 1980, to $16,623, up from $10,803 . Part of this
increase may be due to inflation, however, the major
factor was that large interest payments were made by
U .S . corporations to their foreign subsidiaries to
repay loans made through these subsidiaries . The
average income paid to corporate recipients almost
doubled to $92,285 in 1981 compared to about $50,000
in 1980. The corresponding figure for individuals
was up only 8 percent, from $1,600 in 1980 up to
$1,721 in 1981 . The large increase in average income
per Form 10425 was due to an increase in overall
income paid in combination with a 5 .5 percent drop in
the number of Forms 10425 filed . The average amount
of tax withheld per payment was $1,264, up 25 percent
from 1980 .

Country of Recipient

Recipients in five countries, the NetherlaK6s
Antilles, the United Kingdom, the Netherlands, Canada
and Switzerland had Form 10425 income of over $1
billion each in 1981 . These countries accounted for
83 percent of the total income increase of almost $3
billion since 1980 .

Gross Income Paid
(thousands7-

Country 1980 1981 increase

Netherlands Antilles $ 632,163 $1,399,528 121%
Netherlands 699,980 1,339,633 91
United Kingdom 904,316 1,357,044 50
Canada 838,907 1,238,255 48
Switzerland 998,478 1,203,87B 21

Other Countries 2,502,531 3,023,151 21

As is shown in Figure A below, these countries
received about 68 Percent of all income paid .
However, these five countries were responsible for
only 63 percent of the tax withheld by domestic
withholding agents . Adding France, West Germany, and
Japan to this list brings the income total to 88
percent and the tax withheld total to 79 percent . Tax
remitted by foreign governments and withholding agents
is not included as this tax was withheld from income
paid in previous years .

Tax Treaty Countrie s

All eight of the countries shown in Figure A are
tax treaty countries . Most income paid to recipients
in tax treaty countries is taxed at a lower rate than
income paid to nontreaty countries . This explain s

*Foreign Returns Analysis Section . Prepared under the direction of James R . Hobbs, Chief . 369
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why these countries received 88 Percent of all

income, but were responsible for only 79 percent of

all tax withheld .

Income paid to recipients in tax treaty countries
during 1981 rose by 48 percent while income paid to
those in nontreaty countries rose by just 24
percent . This contrasted with a 39 percent increa se
in treaty country income and an 11 percent decline in
nontreaty country income from 1979 to 1980 * These
increases were directly attributable to increased
income in existing treaty countries, as no new tax
treaties dealing with Form 1042S withholding became
effective during 1981 .

Tax withheld on treaty country income rose by 22
percent as tax withheld on nontreaty income increased
by 12 percent . Although income and taxes rose more
in treaty countries than in nontreaty countries, it
is interesting to note that the ratio of increase is
almost exactly the same, i .e ., income rose twice as
fast in treaty countries (48 percent) as in nontreaty
countries (24 percent) while tax withheld in treaty
r.u~ tries also rose about twice as fast (22 percent)
as in nontreaty countries (12 percent) .

income Paid and Tax Withheld

(thousandsY-

Country Status 1980 1981 Increase

Treaty $5,909,728 $8,735,873 48%Inco a
Nontreaty 666,647 825,617 24

Total 6,576,375 9,561,489 4 5

Tax Withheld
Tr sty 589,422 720,392 22

Nontreety 96,786 108,171 12

Total 686,208 828,563 21

NOTE : More detailed information by country and treaty
status is shown in Table 1 .

Recipients in tax treaty countries typically enjoy
lower U .S . tax rates . However, if the income is paid
to a foreign nominee or fiduciary, additional
withholding is often required and is collected by the
government in the country of the nominee or
fiduciary . The purpose of this additional
withholding is to prevent citizens of nontreaty
countries from taking advantage of the lower tax
rates of treaty countries . The foreign government or
withholding agent holds this additional tax until the
ultimate recipient prove a res idency in that country .
If residency is not proven within a certain period of
time, the tax is remitted to the United States (see
Table 1, Column 7) . In the case of Canada, nominees
and fiduciaries act as withholding agents and remit
this additional tax directly to the Internal Revenue
Service (IRS) .

"Tax Haven" Countries

A tax haven is generally considered to be a country
having tax laws that are favorable to foreign
individuals and organizations in an attempt to
attract these investors . The tax haven country

typically benefits by collecting certain fees or
taxes (at a low tax rate) . These foreign individuals
and organizations would usually not Invest in or

through the tax haven If higher taxes were imposed .

The most successful tax haven countries tend to have
some or all of the following characteristics : 1) Tax

treaties with low or zero withholding tax rates for
most income payments received from foreign countries,

Figure A

. Percent of Gross Income Paid and
Percent of TakWithheld by Domestic
VAthholding Agents,by Country of
Recipient, 1981
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2) Low or zero tax rates for individuals and
organizations within the tax haven country, 3)

Secrecy laws to prevent foreign governments from
obtaining financial information about their own
citizens and organizations

,
thus protecting the

investors, and 4) No withholding tax on payments to

nonresident aliens.

The amount of income paid to recipients of certain
"tax haven" countries seems to be excessive when
compared to the general level of economic activity of
those countries, as measured by their Gross National

Product (GNP) [1] . The most extreme example of this
was the Netherlands Antilles, where U .S . source
income for 1981 ($1 .4 billion) was greater than the
Antilles' GNP ($1 .2 billion) . This ratio of U.S .
source income to GNP tends to be higher for tax*haven
countries than for other countries . Figure B shows
this ratio for certain countries, all of which
probably qualify as tax havens to varying degrees .
The worldwide ratio of U .S . source income to
worldwide GNP (excluding U .S . GNP) is not available
for 1981 . However, this figure was less than 0 .1
percent for 1980 .

Although Form 1042S income is not directly used in
Calculating the GNP of these foreign countries, I

f itis spent on goods made or services performed in that
country it will enter the GNP figure indirectly . A

substantial amount of U .S . source income paid to
recipients of the Netherlands Antilles clearly is not
spent on goods manufactured or services performed
there .

The countries in Figure B all have ratios Of U-5-
source income to GNP of at least 10 times the

worldwide ratio for 1980. The Netherlands Antilles

I
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Figure B . --Gross National Product (GNP), Gross Income, Gross Income as a Percent of GNP, Size of Average Payment,and Percent of Payments to Corporations, by Selected Country of Recipient, 198 1
[Money atnounts in thousands of dollars)

Income to GNP ratio Size of Percent Of payment s

Country or Geographic area
payments to corporation s

Rank Gros sG
i

GNP' Rank Average Rank Perc
of GNP

ncome en t

(1) (2) (3) (4) (5) 1 (6) 773- (a )
Netherlands Antilles . . . . . . . . . . . . . . . 1 117 .6 1,399,528 l'I 90 000 1 754 4Bermuda . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 6 .5 51,728 790 :000 9 34

1
2

6 3
3 0Bahamas . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 5 .1 39,482 780,000 12 21 7 3 7Antigua. . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 3 .8 4,509 120,000 14 20 2 73Panama . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 1 .3 45,966 3,580,000 15 18 8 34Switzerland . . . . . . . . . . . . . . . . . . . . . . . . 6 1 .1 1,203,878 112,850,000 6 61 15 2 2Luxembourg . . . . . . . . . . . . . . . . . . . . . . . . . 7 1 .0 57,609 5,790,000 11 22 6 3 9Netherlands . . . . . . . . . . . . . . . . . . . . . . . . 8 0 .8 1,339,633 167,980 .000 2 1 38 17 2 1British Virgin Islands . . . . . . . . . . . . . (2) (2) 24 .354 7 56 5 4 4Cayman Islands . . . . . . . . . . . . . . . . . . . . . 1 (2) (2) 1 24,391

'0

34 3
1

1
1 6 5i

1982 World Ban
GNP data were not available f .r th . . . countries .

retio for 1981 (117 .6 Percent) was 1470 times greater
t an the worldwide ratio for 980 (11 .08 percent) .
This ratio could not be computed for some tax haven
countries, including the British Virgin Islands and
the Cayman Islands, as their GNP information was not
available for 1981 .

Recipients in tax haven countries also tend to
receive larger income payments per Form 1042S than
other countries . Table 2 shows the countries with
the greatest average income per form (with a minimum
Of 100 forms filed) . Of the 15 countries shown

a
t

least nine qualify as endstax havens . The Netherl'
Antilles headed this list with average Income per
form of about $754,OCO, or 45 times the average for
all countries (almost $17,000) . The other countries
in this table tend to be industrialized or oil
Producing countries .

Most tax haven countries have a disproportionate
Percentage of their income payments received by
corporations. About 63 percent OF the total number
of payments to the Netherlands Antilles went to
corporations . This figure as even higher for
Antigua (73 percent) and the Cayman Islands (65
Percent) . Other tax havens, including the British
Virgin Islands, the Bahamas, Panama, Bermuda and
Switzerland exceeded the 13 percent average for all
countries for the number of payments to corporations .

The Netherlands Antilles ranked high in these three
"tax haven" parameters Uncome-to4NP ratio, income
Per Form 1042S

'
and percent of payments to

corporations), being first in two categories and
fourth in the other . As there was no withholding tax
On most interest payments to the Netherlands
Antilles, U .S . corporations often borrow money from
foreign markets through subsidiaries in the
Antilles . The Antilles subsidiary sells bonds
(typically Eurobonds), then lends the proceeds to the
U-S . Parent corporation . The U .S . corporation makesPa,tYments to the subsidiary, deducting the interest onI S U.S . tax return. Generally, no withholding tax
ts collected and the foreign corporation is taxed in
he Antilles at a low rate on the net interest

income, deducting the interest paid to the Eurobondholder . The United States is currently renegotiating
its tax treaty with the Netherlands Antilles .

Income Typ e

Investment income, especially interest and
dividends, made up the overwhelming majority of ald
income paid to nonresident aliens in 1981 ' As is
shown in Figure C, dividend income totaled $4 .3
billion or .45 percent of all income . Interest
incomearmaderoup1t3y5 Percent whichlIcorncroisee,cl follpoewrecdenby

Dividend income rose faster (36 percent) than
interest income (29 percent) from

1980 to 1981reversing the trend set in 1979 no continued in 1980 .

Tax withheld on dividend income totaled $496
million, or 68 percent of all tax . Generally,
dividends are taxed at higher rates than interest
income in tax treaty countries . This explains wh
dividends represented 45 percent of all income, bu~
tax withheld on dividend income represented 68

Figure C

Percent of Total Income Paid
'By Iricome Type, 1901
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Exempt
organizations

percent of the total tax withheld . Consequently,

only $95 million of tax was withheld from interest
income (13 percent

of
all tax) although interest

payments of $3 .3 billion represented 35 percent of

all income .

Type of Recigie

As in 1980, foreign corporations received the

majorit of nonresident alien income Paid (73

percent~ in 1981 . Although individuals received the
most payments (74 percent), these payments were much

smaller ($1,721) than the average payment to a

corporation ($92,285) . Individuals received 8

percent of all income, but had 15 percent of the

total tax withheld from their income . Corporations

received 73 percent of all income but were

responsible for only 61 percent of the total tax .

This disparity existed because 42 percent of
corporate income was exempt from withholding while

only 22 percent of income paid to foreign individuals
was exempt . Also, some tax treaties provide that

dividend payments made to a foreign parent
corporation are subject to a lower U .S . tax rate than

dividends paid to other shareholders . Each of the

other types of recipients received less than 5

percent of all income .

Figure D shows the percent of income subject to
withholding and the effective tax rate (tax withheld

divided by gross income) for eight different

recipient types . As would be expected, the recipient
types that had the highest percentage of their income
subject to withholding also tended to have the
highest effective tax rate, except for private

foundations . This is because interest, dividend,
rent, and royalty income paid to private foundations

was taxed at 4 percent . These four income categories

comprised 86 percent of all income paid to private

foundations .

Figure D '

Percent of Income Subject to .Domestic
Witiftiding and Effective Tax Rate,

By Type of Recipient 1981
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SUMMARY

Dividends and interest were the most common type s

of U .S . income paid to nonresident aliens. Tax

withheld on dividend income greatly exceeded the tax
withheld on interest income, however, as dividends
tended to be taxed at higher rates in certain major
tax treaty countries .

Although most payments went to individuals, the
majority of the total income was paid to
corporations . Other recipient types such as
partnerships, fiduciaries, nominees, government
organizations, exempt organizations and private
foundations received both a small pe~centage of all
Payments and a small percentage of the total income .

Recipients in the major Western industrial

countries generally received most of all income paid ;

although, recipients in the Netherlands Antilles
received more income than any other country . The

Antilles , a tax haven country, received more U .S .

source income than it produced in goods and services

(represented by GNP) . The vast majority of all

income was, however, paid to countries that are not
tax havens .

DATA SOURCES AND'LIMITAT ION

SPayors of income to nonresident aliens must
withhold tax in accordance with Chapter 3 of the

Internal Revenue Code . The Form 1042S is filed to
report this income and the U .S . tax withheld . Often
the payor has a financial institution act as
withholding agent .

The present statistics are tabulated by calendar

~ear, based on all Forms 1042S filed for Tax Year

981 . The years indicated in the tables represent
the year in which the income was paid and the U .S .
tax withheld, except for the tax from foreign
governments and withholding agents . These amounts

are shown by the year the ta x was remitted to the
United States under treaty agreements . Tax withheld
amounts and percentages shown in Tables 2 and 3 and

Figures A and D do not include tax withheld by
foreign governments and withholding agents (except
Canada) . This additional withhold I ng cannot be
properly attributed to specific recipient and income

types . Definitions and other information are
available in IRS Publication 515, Withholding Tax
on Nonresident Aliens and Foreiqn Corporation ffif .

As all Forms 1042S are included in these
statistics, they were not subject to sampling error .
However, the data are subject to nonsampling errors
such as computer data entry errors and minor taxpayer
reporting errors . Forms 1042S with income greater
than $500,000 were manually verified . A limited
computerized program was used to test the data for
certain basic numerical relationships .

EXPLANATION OF TERM S

Withholding Agent-Any person (individual,
corporation, partnersRip, estate, or trust) required
to withhold tax . Usually the withholding agent is
the payor of the income

0
r a "person" (usually a

financial institution) acting on behalf of the
payor . A foreign nominee or fiduciary required to
withhold additional tax under a tax treaty is also a
withholding agent .

Income Effectively Connected With A Trade Or

Business . --Income that Is effectively coinn~ .ie~ with

TRE-conduct of a trade or business I, the United

NonreSident Allen Income and Tax, 1981

I

States is exempt from withholding . This income is
cubject to the same tax rates that apply to U .S .
itizens, residents, and corporations . or example,
if a foreign corporation has operations in the U .S .,
a Form 1120F must be filed and appropriate taxes paid
for the income of this operation . When income is
then paid to the foreign owner it is considereo
connected with a trade or business and not retaxed .

Nominee-An entity, chosen or appointed to accept
iri6`omefor, or act on behalf of, the eventual
recipient of the income . Typically, a financial
institution acts as nominee .

Table 1-Number of Forms 1042S Filed, Gross Income Paid,
Nontreaty Countries, 198 1

[Money amounts are in thousands of dollars ]

Nontreaty country, total . . . . . . .

Austria . . . . . . . . . . . . . . . . . . . . . .
Belgium. . . . . . . . . . . . . . . . . . . . . .
Canada . . . . . . . . . . . . . . . . . . . . . . .
Denmark . . . . . . . . . . . . . . . . . . . . . .

France . . . . . . . . . . . . . . . . . . . . . . .

Germany, Federal Republic . . . .
Greece . . . . . . . . . . . . . . . . . . . . . . .
Ireland . . . . . . . . . . . . . . . . . . . . . .
Italy . . . . . . . . . . . . . . . . . . . . . . . .

Japan . . . . . . . . . . . . . . . . . . . . . . . .
Luxembourg . . . . . . . . . . . . . . . . . . .
Netherlands . . . . . . . . . . . . . . . . . .
Netherlands Antilles . . . . . . . . .
Norwe y . .

South Africa . . . . . . . . . . . . . . . . .
Sweden . . . . . . . . . . . . . . . . . . . . . . .
S-it .erland . . . . . . . . . . . . . . . . . .
United Kingdom . . . . . . . . . . . . . .

.
.

Other treaty countries . . . . . . .

Total . . . . . . . . . . . . . . . . . . . .

Treaty country, total . . . . . . . . . .
Australia . . . . . . . . . . . . . . . . . . . .
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Nonresident Alien-For purposes of this article, a
nonresident alien is defined as an individual whose
residence is not within the United States and who I .,
not a U .S . Citizen . Also, corporations and other
organizations created or organized outside the United
States are considered nonresident aliens .
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Tax Withheld, and Other Items, by Selected Treaty an d

Number of
Income paid Tax withheld

Country or Geographic area
Forms

Foreig n
1042 S
filed Total Exempt from Subject to Domestic Government .

withholding withholding
Total wi thholding an d

agents withholdin g
agent s

(1) (2) (3) (4) (6) (7 )

575,207 9,561,489 3,673,287 5,888,203 828,563 727 .308 101,255
479,415 8,735,873 3 .309 648 5,426 225 720 392 619 137 101,2558,494 25,350 5 :979 19 :371 4 :021 4 :021

-
3,008 11,259 4 , 596 6 , 663 1 , 095 1 , 046 4 911,870 117,749 14,036 103,712 16,301 15,206 1,09 5258,241 1,238,255 449,317 788,939 115,368 115,367 11,767 10,342 2,380 7,962 1,235 1,224 1 1

13,09 1
47,355

650,496
621,556

169,79 9
407 308

480,69 7
214 248

51,79 8
26 035

51,380 41 8

3,818 15,343
,

2,999
,

12,344
,

3 .514
26 .03 5
3 514

-
-

3,694 14,231 8,386 5,845 919
,
826 9 3

6,936 47,948 17,778 30,170 .6,853 6,853 -

5,630 519,568 139,756 379,812 38,687 38,687 -
2,588
9,706

57,60 9
1 339 633

27,30 1
291 713

30,30 9
1 04

7,294 5,066 2,22 8

1,857
, ,

1,399,528
,

1,052,306
, 7,92 0
347,222

88,31 9
26,621

87,66 3
26 621

656
-

3,197 7,789 2,577 5 .213 853
,
853

2,029 4,300 544 3,755 1 .089 11089
4,86 7

19,845
45,541

1,203,878
11,998

182,365
33,54 3

1,021,513
3 .43 4

221 172
3,434

126 046
-

9 5
65,524 1,357,044 503,748 853 ;296

,
100,260

,
98,682

,12 6
1 57 8

51898 48,454 14,762 33,691 5,524 5,524
,

-

Arge.ti..
95,792 825,617 363,639 461 .978 108,172 108,17 2. . . . . . . . . . . . . . . . . . . .

Bahamas
4,266 7,338 2,574 4,764 1,365 1,36 5. . . . . . . . . . . . . . . . . . . . . .

Bermuda
1,886 39,482 1,344 38,138 6,941 6,94 1. . . . . . . . . . . . . . . . . . . . . .

Br .~il
1,522 51,728 9,214 42,514 12,624 12,62 4. . . . . . . . . . . . . . . . . . . . . . .

Cayman Islands
1,935

718
7,014 1,489 5,524 1,556 1,556 -

. . . . . . . . . . . . . . . 24,391 17,402 6,989 2,003 2,003 -
Hong Kong . . . . . . . . . . . . . . . . . . . .
Israel

9,609 34,354 3,257 31,097 8,901 8,901 -. . . . . . . . . . . . . . . . . . . . . . .
Kuwait

2,855 10,161 1,553 8,607 2,202 2,202 -. . . . . . . . . . . . . . . . . . . . . . .
Liechtenstein

3 .81 8
842

4,747 56 4 .692 1,302 1,302 -
. . . . . . . . . . . . . . . .

Mexico
14 .805 753 14,052 4,100 4,100 -. . . . . . . . . . . . . . . . . . . . . . .

Panama
8,576 30,666 4,843 25,823 7,558 7,558 -. . . . . . . . . . . . . . . . . . . . . . .
2,531 45,966 8,260 37,707 10,905 10,905 -

Portugal . . . . . . . . . . . . . . . . . . . .

Puerto Ric.
993 12,174 151 12,023 715 715 -. . . . . . . . . . . . . . . . . .

Saudi Arabia
2,792 4,835 3,611 1,224 335 335 -

. . . . . . . . .
Spain

: : : : : : : :
1,593 211,322 207,600 3,722 1,078 1,078 -. . . . . . . . . . . . . . . .

United Arab E i
3 .777 17,123 5,895 11,228 3,073 3,073 -

m rate. . . . . . . . . .
V-.e~usl .

530 48,135 46,487 1,647 164 164 -
-- . . . . . -* . . . . .

Other a
4,495 13,144 6,806 6,338 1,863 1,863 -na

rr . .cy
countries . . . .

D

43,054 1 248,2321 42,344 205,889 41,487, 41,487 -

~L_ etail my not add to total because of rounding .
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Table 2 .--Number of Forms 1042S Filed, Gross Income Paid, Tax Withheld, Average Gross Income Paid and Average Ta
x

Withheld, by Selected Country of Recipient, 1981

(Money amounts are in thousands of dollara l

Country or Geographic area

All countries . . . . . . . . . . . . . . . . . . . . .

Netherlands Anti~les . . . .

Netherland . . . . . . . . . . . . . .

Saudi Arabia . . . . . . . . . . . . . . . . .

J pan . . . . . . . . . . . . . . .
United Arab Emirates . . .

S-itz rland . . . . . . . . . . . . . . . .
Briti :h Virgin Islands . . . . . . . . . .

. . .

France . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Be-da . . . . . . ; . . . . . . . . . . . . .

. . . . . . . . . . . . .

C.ymanol
. land . . . . . . . . . . . . . . . . . . . . .

Luxemb urg . . . . . . . . . . . . . . . . . . . . . . . . .

Bah

ame a .
. . . . . . . . . . . . . . . . . .

Un ited Kingdom . . . . . . . . . . . .

An tigua . . . . . . . . . . . . .Pan
ma . . . . . . . . . . . . . .U

ther countries . . . . . . . . .
.

. .
. :

.
. . . .

.

Number of
For-
1042S
file d

'Less than $500 .

(1 )

575,207

1 8 57
9 : 706
1 : 593
5 630

530
19,845

43 3
13,091

1,522
71 8

2,588
1 886

65 :524
226

2,531
447,527

Gross income

Tota l

(2 )

'

:4

l. :'3'9'9 582 :1
1,339 633 1

211 :322
519,568
48,135

1,203 878
24 :354

650 , 49 6

51,728
24,391
57,609
39 48 2

,1,357 :044
4 . 509

45,96 6
2,583,846

Average
Average as .
per percent
For . of all
1042S country

average

(3) (4 )

'7 IOU714 4,133 :0~
9S :313 31

133 7
.

9
2

55-'
2

91
546~4

61 3 .4

9

56 338 .4
50 298 .9

34 204 .5
34 204 4
22 133 :9
21 125 . 9
21 124 .6
20 120 .0
18 109 . 3

6 34 .7

Teta l

(5)

Tax withhel d

Average
per
Form

1042 S

727 308

26 :621
.7 663

1
:078

3 . : 6 117
16 4

126 0463 1 U

1451,380

12,624
2 003
5 :066
6,94 1

98,682
2

10 ' 905
256,432

(6)

Average
as

a

percent
of all
country
averag e

(7 )

100 .0

1,134 . 1

714 .5
53 .5

543 . 6
24 .4

502 .5
550 .8
310 .5

656 .2
220 7
154 :9
291

.
2

119
.
I

0 . 8
340 . 9

45 . 3

.1 0

Table 3 .--Number of Forms 1042S Filed, Gross Income Paid, and Tax Withheld by Selected Income Type, by SelectedRecipient Type and Selected Country of Recipient, 198 1
[Money amounts are in thousands of dollars )

Country.or Geographic area _
lumb r o fF .L.

T

lhrose Is . withhel d

I .4~.
filed

c

paid Total Interest ivide-d
Rent and Persona l
ruy .Iry servic e

ALL RECIPIENTS
(1) (2) (3) (4) (5) _(6) (7 )

Total : : . . . . : : . . . . . . . . . . . . . . . . . . . "','01 1,161,489 727,308 95 .336 495,936 25,151 12 109Bahamas . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,886 39,482 6,941 939 4,954 131
.
25

Beig
i

** . .

. .

. . . . ---
11,870 117,749 15,206 3,319 8,758 10 49Bar d

. . .
1 522 51,728 12,624 4,953 5,594 1 495 123

:Canad
. . . . . . . . . . . . .

. . . . . 218 :241 1,238,255 115,367 34,570 49 .040
,

5 .624 1 55 2France . . . . . * ; **,* .* . . . . . . . . . . . . . . . . .G
F d 1

13,091 610,496 51,380 8 .683 34,982 1,758
,
51 6

r.ermany,
a Republic . . . . . . . . . . . . . 47,355 621,556 26,035 426 i 12,544

'
231 88 0

Hong
Kong . : : : :__ :_ : : : : : . . . . . . . . . 9 609 34 354 8,901 836 7,713 38 1 9

Italy .

*" : . . . . .
6 :936 47 :94

8
6,853 907 1,949 2,632 55 6Japan . . . . . . . . . . . 5 , 630 51 9,568 38,687 7,310 11 .131 7,029 73 5Luxembourg . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,588 57,609 5,066 540 4,020 5 6

Mexi o. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,576 30,666 7,558 1,104 3,511 1 437 18 6N ;_ . . . . .:therl and,_~j,j 9 706 1 339,633 87,663 511 78,984
,

10 37 3
N .

th.rl d . A. I . . . . . . . . . . . 1 :857 1 :399,528 26,621 1,410 24,995 46 2 0P name . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,531 45,966 10,905 1,252 7,926 74 5 9Saudi Arabia . .

. . . 1
. 593 211,322 1,078 76 843 2 -

Sweden . 4 .867 45,541 3,434 143 1,250 13 85 8Switzerland 19,845 1,203,878 126,046 15,903 99,926 347 53 2United Arab Emirates . . . . . . . . . . . . . . . . . . 530 48,135 164 1 155 - IUnited Kingdom . . . . . . . . . . . . . . . . . . . . . . . . 65,524 1,357,044 98,682 1,700 85,206 750 2 52 5Other countries . . . . . . . . . . . . . . . . . . . . . . . 101,450 501,031 78,097 10,753 52,455 3,519
,

3,09~,.
INDIVIDUALS

,

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . 426,142 733,383 106,191 12,102 63,597 7,611 10 694Bahamas . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 862 3,267 813 74 621 89
,
25Belgium. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,450 8,999 1,132 134 869 3 4 9Berun d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 682 1,968 518 47 309 27 12 1Canada . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,383 162,676 18 .010 2 .809 9,556 1,431 1 22 9France . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

G F d
10,608 45,394 4,569 667 2,582 571

,
504trany, e eral Republic . . . . . . . . . . . . .

Z
39,598 57,317 5,478 311 3,549 224 880Hong Kong . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,658 16,470 4,589 173 4 .340 27 16Italy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,833 24,659 5,198 436 779 2 631 556Japan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,896 16,861 1 .514 183 417

,
116 33 7Luxembourg . . . . . . . . . . . . . . . . . . . . . . . . . . . . 935 2,241 415 6 402 - I

Mexico . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,624 20,176 5,096 541 2,671 1 006 18 6
M
etherlands . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,527 26,533 2,887 26 2,402

,
4 36 7

N
etherlands Antilles . . . . . . . . . . . . . . . . . . 481 8,625 697 14 601 28 14Panama___*%* . . . _ . . . . . . . . . . *_ 1,372 10 .954 2,948 306 2 .366 2 50Saudi Arabia . . . . . . . . . . . . . . . . . . . . . . . . . . 1,398 3,068 698 32 507 2 -S,.d-,,,,**,* . . . *,**** . . . . *,*,*,** . . . 4,321 8,767 1,569 106 298 13 85 7Switzer land . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,809 75,095 10,666 791 8,739 286 38 2

United
A ab Emirates . . . . . . . . . . . . . . . . . .
Z

438 270 72 1 63 - IUnited K gd. . . . . . . . . . . . . . . . . . . . . . . . . 37,803 86,851 9,965 496 5 .621 246 2 23 4Other countries . . . . . . . . . . . . . . . . . . . . . . . 83,464 153,192 29,357 4 .949 16,905 905
,

2,88 5
CORPORATION S

.Total . . . . . . . . . . . . . . . . . . . . . . . . . . .
Bah

76,036 7,017,018 447,207 67,970 2B6,802 16 .748 1,26 0

Belgium
689 16,057 4,577 794 3,462 42 -

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Bermud
.

3,703 89,769 11,218 2 .810 5,798 7 -

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Canada
455 42,493 10,028 4 .737 3 .867 1,387 2

Fran
33,148 883,777 73,499 28,927 20,887 3,987 25 0c e

German F d l
1,155 465,644 28,362 3,283 19,745 1,109 1 1y e era Republic, . . . . . . . . . . . .

Hong Kong
2,119 289,204 14,676 86 5,470 6 -

. . . . . . . . . . . . . . . . . . . . . . . . . . . . .Italy

.

628 10,976 2,550 593 1,691 11 3

Japan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
430 19,567 1,157 442 715 - -

Luxembour . . .
1,403 478,570 35,154 6,638 10,420 6,745 390g . . . . . . . . . . . . . . . . . . . . . . . . . . . . 997 41,791 3,178 421 2,351 5 5

Z.-l-ZM "' . . . . . . . . . . . . . . . . .
370 7,262 1,945 498 458 426 -

Netherlands Antill. . . . . . . . . . . . . . . . . .
2 041 1 165 83 5

: :
63 890 448 56 433 2 1. . . . . . . . . . . . . . . . . . .

Panama
1 163 1 329 669 19 020 36 31, 17 623

1
2 7

Saudi Arabia
849 29,257 6,777 846 4,485 71 10. . . . . . . . .

Sweden
32 615 180 26 154 - -. . . . . . . . . . . . . . .

Switzerland :
153 30 360 1 352 31 620

- 1
. . . . . . . . . .

United Arab E i . . . . . . . . . . . . .:
4, 414

8
85 624

S :
5 427 11 .071 66,219 55 12 0. r.te. . .

United Kingdom . . . . . . . . . . . .
6

1
347 52 - 52 - -

. . . . . . . . .
Other co

14,1 78 967 , 978 47,240 738 40,634 425 28 8untries . . . . . . .
. . . 8,093 1 262,223 36,925 4,218 25,7181 2,4581 172
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Nonresioent Alien income ana l ax wiinneia,
1982
By ch~s R. Carson*

The United Kingdom surpassed both the Nether-
lands and the Netherlands Antilles as the
foreign country with individuals and organi-
zations receiving the most U.S. source income
($2.2 billion) during 198Z. The increased use
of "dual resident corporations" C11, which for
tax purposes are considered resident in both
the United States and the United Kingdom, is
primarily responsible for the sudden rise in
interest payments to the United Kingdom. Dual
resident corporations can deduct from income in
both countries interest payments and certain
costs of starting a business.

Although U.S. source income paid to the

4e
therlands Antilles, a tax haven, rose by 13

percent from 1981 C21, future payments may be
less due to the Deficit Reduction Act of 1984.
This legislation exempts most new debt issues
from U.S. withholding tax, at least partly
reducing the withholding tax and interest rate
advantages that U.S. corporations derive by
borrowing funds through the Netherlands
Antilles. Interest, which makes up 93 percent
of U.S. source income paid to the Antilles, has
been substantially exempt from withholding under
an extension of the United States-Netherlands
tax treaty.

U.S. source income paid to foreign individuals
and organizations rose just over 9 percent, to
$10.6 billion, from 1981 to 1982. For the first
time, interest surpassed dividends as the most
common type of income, as 48 percent or $5.1
billion of all income paid represented interest.
This re f] ec ts the growing use of borrowed
foreign capital in helping to finance the U.S.
economic recovery. Although dividends rose to
$4.5 billion, their share of all income fell to
43 percent from 45 percent in 1981.

BACKGROUND INFORMATION

A U.S. individual or organization paying
.incOme to a nonresident alien (foreign indi-
vidual, corporation, or other organization)
reports this income and the U.S. tax withheld
on the Form 1042S. While the basic tax rate is30 percent, certain types of income are taxed
It different rates. income paid to countries

that have entered into tax treaty agreements
with the United States is usually taxed at
lower rates. The tax withheld represents final
payment of the actual tax liability in almost
all instances. Income connected with the
recipient's U.S. trade or business is exempt
from withholding. The United States taxes this
income separately, as though it were received
by a U.S. citizen or corporation.

The responsibility for withholding tax belongs
to the payor or the representative (usually a
financial institution) of the payor rather than
the recipient of the income. This i s because
the United States has no agreements with foreW
countries (as they would be impractical

) a
ut~or-

izing direct taxation of foreign individuals
and organizations that are not resident in this
country. Direct taxation of nonresident aliens
would be difficult to enforce. The basic tax
rate on nonresident alien income (30 percent)
differs from the graduated tax rates for U.S.
individuals and corporations because foreign
individuals and corporations may receive income
from an indefinite number of U.S. payors. Since
the nonresident alien is not required to file a
tax return and consolidate all U.S. income, the
total income cannot be taxed in graduated
"brackets," as one payor would have no knowledge
of the amount of income other U.S. persons had
paid to the same nonresident alien.

RECENT LEGISLATION

The Deficit Reduc tion Act of 1984 exempts
certain interest payments from withholding. To
qualify, this interest must be paid on debt
issued after the establishment of the Act (July
18, 1984). Interest paid to a foreign indi-
vidual or corporation owning 10 percent or more
of the voting shares of the U.S. payor does not
qualify for this exemption.

Before the passage of this legislation, some
foreign investors were hesitant to invest in
the United States because of the 30-percent
withholding tax. Often foreign individuals and
corporations that would be taxed on this income
in their own countries, but could not credit
the associated U.S, tax withheld, would choose

*Forei-
81bbs.gn

Returns Analysis Section. Prepared under the direction of James
Chief. 377
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to invest only in their own countries to avoid

double taxation. Individuals and organizations

that wanted to avoid income taxes in their own

countries might also avoid investments subject

to withholding.

In the late 1970's, high U.S. interest rates

made U.S. investments attractive to foreign

individuals and organizations. Large U.S. trade

deficits left billions of U.S. dollars in

foreign countries available for investment.

U.S. multinational corporations, seeing the

possibility of borrowing large amounts of money

at interest rates below U.S. rates, set up

finance subsidiaries in the Netherlands

Antilles. These subsidiaries borrowed large

amounts of money from the Eurobond market and

loaned the money to the U.S. parent corporation.

The interest payments from the U.S. parent to

its subsidiary were exempt from withholding

under an extension of the U.S. tax treaty with

the Netherlands. Smaller companies, which

needed to borrow less money, were substantially

shut out of the Eurobond market as the cost of

setting up and maintaining a finance subsidiary

in the Netherlands Antilles was prohibitive

when compared to their potential interest

savings.

The U.S. Treasury Department began to rene-

gotiate the U.S. tax treaty with the Netherlands

Antilles. While this treaty was being renego-

tiated, renewed attention was given to earlier

proposals to exempt certain interest from U.S.

taxation regardless of what country the interest
was paid to. The prospect of U.S. tax exempt

interest would spur foreign investment in the

United States and in turn create new jobs. The

amount of revenue loss was estimated to be

relatively small, as only $152.5 million of tax

was withheld on interest income for 1982. The
revenue effect of the exemption of this interest
income from withholding will not be felt immedi-

ately by the Treasury, as debt issues made prior

to the Deficit Reduction Act will still be

subject to withholding (except when exempted by

tax treaties). In addition, any withholding
tax revenue loss would be partly offset by a

reduction in foreign tax credit for some U.S.

corporations now crediting the small amount of

tax paid to the Netherlands Antilles on the net

interest income (interest income from U.S.

parent minus interest paid to bondholder) of

the U.S. controlled finance subsidiaries there.

As the money would be borrowed directly from

the bondholder (usually European), there would

be no net interest income subject to Antilles
tax. The Deficit Reduction Act of 1984 also

recharacterizes certain income of foreign subsi-
diaries as U.S. income. This will prevent some
corporations from earning low-tax foreign income

in the Antilles (and elsewhere) to increase

their credit limitation and thereby claim a
greater foreign tax credit.

As a result of the exemption of certain
interest income from withholding tax, small
U.S. companies and the U.S. Treasury will now
be able to enter the Eurobond market directly.

The entrance of smaller U.S. companies and the
U.S. Treasury into the Eurobond market may cause
increased competition for low-cost foreign debt.

This competition is likely to drive up foreign
interest rates on this debt closer to the U.S.
level. The possibility of this interest rate

increase may have been the reason that some

U.S. corporations issued hundreds of millions

of dollars in Eurobonds recently, in expectation
of the passage of the Deficit Reduction Act of
1984. Downward pressure may be put on domestic
interest rates, as U.S. lenders will have less
demand for new debt from these small companies
and the U.S. Treasury. The demand for dollars
to invest in the United States should
strengthen the dollar, making imports cheaper
and exports more expensive. As foreign
interest rates approach the U.S. rate, foreign
individuals and organizations will shift new
investments to their own countries until a
point of equalization is reached.

DATA ANALYSIS AND TRENDS

Although income rose faster (9 percent) from
1981 to 1982 than tax withheld (2 percent), both
rose slowly compared to their increases for 1981
(45 percent and 18 percent, respectively).

Income exempt from withholding increased by 27
percent, while income subject to withholding
actually fell by 2 percent. Almost half of
this increase in exempt income was accounted
for by the United Kingdom, where exempt income
increased by over $470 million. The total
increase in exempt income was nearly a billion
dollars.

The amount of average income per payment rose

by 11 percent to $18,800 from 1981 to 1982.
Thi s

c
ontrasts sharply wi th a 54-percent

increase in 1981. Corporate recipients again
received much larger averaqe payments ($1411,000)
than other recipients, including indi viduals
($1,800). The. increase in the size of the

average payment to corporations, up from $92,000
in 1981, is due more to the drop in the number
of Forms 1042S showing payments to corporations,
from 76,036 to 51,962, than in the increase 1 n
corporate income (4 percent).

Country of Recipient

The eight countries shown in Figure A

accounted for 90 percent of all U.S. source

income. These countries accounted for 88

percent of all income in 1981. The United

Kingdom dominates this list, receivingta higher

portion of the total, 20 percent, han any

country has received in recent years.
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While these countries' U.S. source income
rose 12 percent from 1981, the distribution of
this income has changed dramatically. As shown
in the following table, income paid to the
United Kingdom rose by 60 percent from 1981.
Japan and the Netherlands Antilles also received
substantially more income than in 1981, posting
gains of 35 percent and 13 percent, respec-
tively. The Netherlands, Canada, and Switzer-
land actually received less U.S. source income
than in 1981.

Figure A

ji Percent of Total Income Paid,
~by Country of Recipient, 1982

Country

United KingdomJ
apan

Netherlands
Anti 11 es

West Germany
'France
,Switzerland
Netherlands
Ca ada

Other countries

Gross income Paid
[thousands]

1981 1982 Change

(3)0 )

$1,357 044
519:568

1,399,528
598,054
652,496

1 201 878

1
1 '539:633

217,255
1:213,531

(2)

$2,174,506
703,643

1,580,359
627,861
660,975

1 1
176,462

1,463,583
1,151,846
1,085,074

60%
35

13
5

I-2
-5
-5

-11
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The dramatic increase in income payments to
the United Kingdom was mainly as already
mentioned, due to the establish;ent of "dual
resident corporations." These are Corporations
thiafterteankte advanittraigees

oufsethefovrarydientgennriunliensg
thhet

residency of a corporation. This allows corpo-
rations having losses, especially in starting anew operation or facility, to deduct these
losses on the tax returns filed in bothcountries. Since U.S. corporate residency isdetermined by the country of incorporation, the
"dual resident corporation" must be incorporated
in the United States, usually in Delaware. The
United Kingdom determines the country of resi-
dence of corporations by the country where
management occurs.

This combination of U.S. incorporation andU.K
-

management is typically beneficial whenbeginning a new investment in the UnitedKingdom, such as drilling for oil in the North
~ea. Certain costs of starting the project,including interest expense, are then deducted
from both U.S. and U.K. income. The startup
capital is sometimes borrowed from a U.K.lender because the interest rates in recept
years have been lower in Europe and interest
payments to U.K. individuals and organizations
are exempt from U.S. withholding in most
instances. interest payments by these "dual
resident corporations" may explain the increase

in
interest paid to the United Kingdom 'ofnearly $500 million from 1981 to 1982.

More tax was withheld from payments to theUnited Kingdom than to any other country. The$136 million withheld from this income repre-sents 18 percent of all tax withheld by U.S.
withholding agents. Almost 94 percent of this
tax on U.K. income was withheld from dividends.
More than $100 million of tax was withheld onpayments to each of Switzerland and Canada,representi ng 16 percent and 15 percent,
respectively, of all tax withheld.

There were substantial increases in the
amount of tax withheld on payments to certain
countries. Tax-withheld amounts rose 59 percent
and 38 percent from 1981 on income paid to Japanand the United Kingdom, respectively. Thesecountries also had the largest percentageincreases in income, although the order wasreversed. The 59-percent tax-withheld increase
for Japan was due to a 49-percent increase in
income subject to withholding and a 3-percentdecrease in exempt income.' Tax-withheldamounts dropped substantially on payments tothe Netherlands Antilles (51 percent) and theNetherlands (16 percent).

Effective Tax Rate by Country

Although the basic withholding tax rate is 30
percent, the actual rate can differ for a
variety of reasons. Tax treaties allow for ly
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lower tax rates on payments to certain
countries. Income paid to exempt or government
organizations is generally not taxed. Most
U.S. income paid

to
foreign private foundations

is taxed at 4 percent. in addition. income
that is connected with the recipient's trade or
business, and is therefore taxed as though it
were received by a U.S. individual or organi-
zation, is not subject to withholding tax.
Because of these factors, the effective U.S.
withholding tax rate varies by country.

The following table shows the income paid,
tax withheld by U.S. withholding agents, and
the effective withholding tax rates for the 12
countries having the lowest effective tax
rates. Only countries below the all-country
average (7.1 percent) receiving at least 100
payments and $1 million were considered.

Ranking of Effective Tax Rates

by Country, 1982

Money amounts are in thousands]

Country
Gross
income

Tax
withheld

Effective
tax rate

(1) (2) (3)

Antigua $4,038 $3 0.1%
Netherlands
Antilles 1,580,359 13,069 Q.8

Saudi Arabia 51,208 1,169 2.3
Finland

5
'199 138 2.7

Trinidad and
Tobago 1,797 52 2.9
Poland 2,561 76 3.0
Cayman Islands 43,876 1,970 4.5
West Germany 627,861 29,554 4.7
China (Taiwan) 9,055 451 5.0
Netherlands 1,463,583 73,848 5.0
Portugal 14 128 742 5.3
United Kingdom 2,174:506 136,097 6.3

All countries ,10,624,310 758,186 7.1

Although all the countries have low U.S.
effective withholding tax rates, the reasons

vary for these low rates. Antigua and the

Netherlands Antilles are "tax haven" countries

(see "Tax Haven Countries") that have low tax-
treaty rates on their U.S. source income [3~.
Although Saudi Arabia is not a tax haven and

does not receive the benefit of lower treaty

rates, income paid to Saudi Arabian government
organizations made up a substantial portion of

all U.S. source Saudi income. An inordinately
high proportion of Saudi investments in the
United States is owned by the Saudi government.

The income from these investments was not sub-

ject to U.S. withholding. Finland, Trinidad
and Tobago, Poland, West Germany, and the United
Kingdom are not generally considered tax havens,

but have the benefit of low U.S. withholding
tax rates due to tax treaties. One reason for
the low (5 percent) effective tax rate for the

Netherlands is that the United States-Nether-
lands tax treaty allows for a 5-percent tax on

dividends paid to Netherlands corporations that

control or own the U.S. subsidiary. More than,

$773 million of dividends paid to the Nether-

lands in 1982 fit this category. Ironically,

many tax havens have above-average effective
tax rates (see Figure 8). This is generally

because these countries have no tax treaties

with the United States. The Cayman Islands is

an exception having an effective tax rate of

4.5 percent ;lthough it has no tax treaty with

the United States.

Tax Haven Countrie

sA tax haven is generally considered to be a
country having tax laws favorable to foreign
individuals and organizations in an attempt to
attract these investors. The tax haven country
typically benefits by collecting certain fees
or taxes (at a low tax rate). These foreign
individuals and organizations would usually not
invest in or through the tax haven if higher
taxes were imposed. The most successful tax
haven countries tend to have some or all of the
following characteristics.

0 No withholding tax on most payments from
the tax haven to foreign individual

s
and

organizations,
o Low or zero income tax rates for

individuals or organizations within the tax
haven country,

o Secrecy laws to prevent foreign governments
from obtaining financial information about
their own citizens and organizations,

0
And finally, although most tax havens do
not have this, tax treaties with low or
zero withholding tax rates for most income
payments received from foreign countries.

Recipients in tax haven countries tend to
receive larger payments than in other countries.
Figure B shows ten countries that qualify as
tax havens to varying degrees. All but one of
these countries received larger-than-average
($18,800) payments. As in 1981, the Netherlands
Antilles headed this list with an average pay-
ment of $723,000, although this average is down
from $754,000 in that year.

Payments to ta
x

haven countries are more
likely to go to corporations in those countries
than are payments to non-tax havens. This is
primarily due to the predominance of financial
corporations in tax havens. Many U.S. corpo-

rations have finance subsidiaries in these

countries. Also, U.S. and foreign individuals
and corporations may set up corporations in tax

havens to avoid income taxes in their own

country. Figure B shows the percentage of U.S.
source income payments made to foreign corpo-

rations for ten selected tax haven Countries.

Each of the countries shown is above the

9-percent average for all countrie
s

- Antigua
leads this list with a 74-percent figure.

Nonresident Alien Income and Tax, 1982

The effective tax rate, defined as tax with-
held divided by income paid, for the tax haven
countries shown in Figure B, is affected by
whether the country has a tax treaty with the
United States. As was stated earlier, treaty
countries tend to have lower effective tax
rates than the nontreaty countries. Anti qua,
whose treaty with the United States is an
extension of the United Kingdom treaty, had the
lowest rate at 0.1 percent, followed by the
Netherlands Antilles at 0.8 percent.

The Netherlands Antilles ranks high in the
categories shown in Figure B, placing first,
third, and second, respectively. Al though no
Gross National Product (GNP) information was
available for the Netherlands Antilles for
1982, in 1981 U.S. source income was actually
greater than the Antilles' GNP [4J. This U.S.
source income, which was 93-percent interest,
is inordinately high because large U.S. corpo-
rations borrow substantial amounts of money
from foreign markets through their subsidiaries
in the Antilles since this interest is exempt
from withholding. It seems likely that recent
legislation, which exempts most interest pay-
ments to all countries on new debt issues from
tax withholding, will eliminate the need to
borrow money through the Antilles. However,
the United States provides many foreign govern-
ments with U.S. income information about their
citizens and corporations. Therefore, foreign
individuals and corporations wanting to avoid
Income tax in their own countries may still
want these loans made through the Antilles for
reasons of secrecy.

Tax Treaty Countries

Since payments to tax treaty countries are
Usually taxed at lower rates than payments to
nontreaty countries, the effective tax rate for
treaty country income is about one third the
rate for nontreaty countries. The following
table shows the income paid, tax withheld by
U.S. withholding agents, and effective tax
rates for both treaty country totals and
nontreaty country totals.

Gross Income, Tax Withheld
and Effective Tax Rate

[Money amounts in thousands]

Country
status

Gross
income

Tax
withheld

Effective
tax rate

(2) (3)

All countries
Treaty

$10,624,310 $758,186 7.1%

countries
Nontreaty

10,012,968 650,143 6.5

c ountries 611,342 108,043 17.7

'"': More detailed information by country andtreaty status is shown in Table 1.
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Income paid to treaty countries rose by 12 6

c
percent from 1981 to 1982, while nontreaiyountries received 26 percent less U.S. sourceincome in 1982. It should be noted that taxtreaties with three countries became effective
during 1982. Therefore, Egypt, Malta andMorocco are included in the nontreaty countrytotal for 1981 but in the treaty country totalfor 1982. Even with these additional countriesincluded, tax withheld on payments

to
treaty

countries rose only 5 percent
*

Nontreaty
country tax withheld fell less than I percentdespite the 26-percent drop in income.

Although lower tax treaty rates may reduce
U S withholding tax revenue, this revenue loss
i; at least partly offset by lower foreign tax
credits for U.S. individuals and corporations.
Since tax treaties usually allow for correspond-
ingly lower foreign withholding tax rates, U.S.
individuals and corporations receiving income
from tax treaty countries have less foreign tax
withheld. This usually reduces their foreign
tax credit and increases the amount of Income
tax paid to the United States.

Recipients in tax treaty countries, again,
typically enjoy lower U.S. withholding tax
rates. However, if the income is paid to a
foreign nominee or fiduciary, additional with-
holding is often required and is collected by
the government in the country of the nominee or
fiduciary. The purpose of this additional with-
holding is to prevent citizens of nontreaty
countries from taking advantage of the lower
tax rates of treaty countries. The foreign
government or withholding agent holds this
additional tax until the ultimate recipient
proves residency in that country. If residency
is not proven within a certain period of time,the tax is remitted to the United States (see
Table 1, column 7). in the case of Canada,
nominees and fiduciaries act as withholding
agents and remit this additional tax directly
to the Internal Revenue Service (IRS).

Type of Income

As was stated earlier, interest income Sur-
passed dividends as the most common type of
income paid to nonresident aliens during 1982.
This is due largely to U.S. corporationsborrow Ing large amounts of money from foreign
countries, where interest rates have been
c omparatively low. This interest is generallytaxed at a low or zero rate when paid to
recipients in treaty countries. This explains
why tax withheld on interest represented only
20 percent of all tax, while interest income
comprised 48 percent of all income. Conversely,
tax withheld on dividend payments made up a
considerably higher portion (71 percent) of alltax than dividend income represented of all
income (43 percent

).
Figure C shows the

Percentage of total income paid and the
percentage of total tax withheld for certain
types of income.
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Figure B-Size of Average Payment, Percent of Payments to Corporations, and Effective Tax Rate, for

Selected Tax Haven Co untries, 19821

[Money amounts are in thousands]

Country or
geographic area

Netherlands Antilles ....
Netherlands .............
British Virgin Islands ..
Cayman Islands ..........
Bermuda .................
Switzerland .............
Panama ..................
Luxembourg ..............
Antigua ................
Bahamas .................

Size of
payments

Rank Average

M

1
2
4
5
6
7

11
12
14
16

(2)

$723
143
69
60
58
57
26
25
20
17

Percent of payments
to corporations

Rank Percent Rank

(3)

3
11
4
2

10
12

5
7
1
6

(4)

5n
17
39
62
21
is
30
27
74
29

(5)

2
10
31

7
so
24
44
15

1
60

Effective tax rate

Gross
Income

Tax
Wi thhel d' Percent

(6)

$1,580,359
1,463,583

32,186
43,876
72,277

1,176,462
69,624
73,117
4,038

31,283

(7)

$13,069
73,848
4,502
1,970

16,348
121,429

15,018
5,388

3
8,393

(8)

0.8%
5.0

14.0
4.5

22.6
10.3
21.6

7.4
0.1

26.8

'Countries considered for ranking purposes include only those receiving 100 or more payments and $1
million or more for all recipients for "Size of Payments" and "Effective Tax Rate" columns. The same
restrictions were applied to "Percent of Payments to Corporations" but for corporate recipients only.

2 Tax withheld by domestic withholding agents only.

Interest

Figure C
Percent of Total Income Pald,and
Percent of Total Tax Wilthheld,
by Income Type, 1982

Income Paid

100 so 0

48%

1 1% 111,1d,nd,

F

Tax Withheld
0 50 100

Tax withheld on interest rose'at the same rate

(60 percent) as the interest payments from 1981

to 1982. Tax withheld on dividends rose by 9

percent in the same period. Even with this
rapid increase in tax on interest, the tax wi th-
held on dividends was more than three and a

half times greater.

Type of Recipient

As in 1981, foreign corporations received the

majority (70 percent) of all U.S. source income,
although this figure is down slightly from the
73 percent figure of that year. Foreign indi-
viduals received just 7 percent of all income

although they received 73 percent of all pay-

ments. Payments to individuals were far smaller

on the average ($1,800) than payments to corpo-

rations ($144,000). Tax withheld by U.S. with-
holding agents on payments to individuals repre-

sented 14 percent
of

all tax. This is double

the percentage shown earlier for individual

income as a percent of all income. This

disparity exists because a greater percentage

of income paid to individuals is subject to

withholding (71 percent) than for all recipients

(56
g
ercent). Conversely, foreign corporations,

whic had only 51 percent of their U.S.. source

income subject to withholding, received 73

percent of all income, while tax withheld On

payments to corporations made up just 70

percent of all tax.
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The various types of recipients not only
received different amounts of U.S. income, but
also tended to receive different kinds of
income. As is shown ip Figure D, 54 percent of
U.S. source income paid to foreign corporations
was interest income. The corresponding figure
for foreign individuals was only 21 percent. A
higher percentage of income of individuals was
made up of dividends (45 percent) than the
income of corporations (38 percent). More than
80 percent of nominee and fiduciary income was
dividends while government, international, and
exempt organizations tended to receive interest
(58 percent). Although personal service income
is not shown as a specific category in Figure
D, 13 percent of the income paid to foreign
individuals falls into this category. Almost
90 percent of all personal service income was
paid to individuals.

iTU.S. Withholding Taxes and Foreign Withholding
T

es

Most foreign countries impose withholding
taxes similar to those of the United States.
Y.S. individuals and organizations that receive
income from foreign countries can usually take
a tax credit for the foreign taxes withheld
from this income. Although foreign withholding
tax rates tend to be similar to the U.S. tax
rates, foreign countries, in general, withhold
far more total tax on payments to U.S. corpo-
rations than the United States withholds on
similar payments to foreign corporations.
Although similar data dealing with the amount0

f income paid are not available, this with-
holding tax disparity is probably mainly due to
U.S. corporations receiving more foreign income
than foreign corporations receive U.S. income.
In 1980, the latest year for which such infor-
mation is available, U.S. corporations claiming
a foreign tax credit had $2.6 billion of tax
withheld on dividends, interest, rents and
royalties received from foreign countries [5].
This was more than seven times the amount of
tax the U. S. withheld ($362.8 million) on
similar payments to foreign countries. This.
$2.6 billion of foreign taxes withheld does not
include tax withheld on payments to U.S. corpo-
rations that did not claim a foreign tax credit.

Figure E shows U.S. tax withheld on payments
to foreign corporations, foreign taxes withheld
on foreign income received by U.S. corporationscl

a
iming a foreign tax credit, and U.S. taxsurplus or deficit (U.S. tax withheld minus

foreign tax withheld) by income type by countryfor 1980. More tax was withheld by foreigncountries than by the United States for each of
the income categories (dividends, interest, andrents, royalties and license fees) shown.

Foreign tax withheld on dividend payments to
UIS: corporations exceeded similar U.S. tax onit' v1dend payments to foreign corporations by
al most $1.1 billion. One possible reason for
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this disparity is that U S. corporate investment
in foreign corporations*

is
probably greater

than the reverse. It is also possible that
foreign corporations are more likely to invest

inanches
UntiotedavoiState

wisthhtholroiunghg
unxincorpoTraetede

corporations would still ay income ta
x

on
'iS;d

s
their U.S. income. As t9e Un t State tends
to have a relatively stable economy, foreign
corporations may accept lower profit margins in
the United States and therefore receive lower
dividends, in exchange for a secure U.S. invest-
ment. U.S. investors in less-secure foreign
economies, having greater political, and
therefore economic, risk may require higher
profit margins and therefore receive greater
dividends from their foreign subsidiaries.

Foreign governments also withheld far more
tax on interest payments to U.S. corporations
than the United States withheld on similar
payments to foreign corporations during 1980.
The dis arity is smaller ($607 million) than
for divfdends and more than 57 percent of this
differenc e can be accounted for by two
countries, Mexico and Brazil. These countries
are heavily indebted to U.S. banks and therefore
must pay large interest amounts which 4re
subject to foreign tax withholding. Tax
withheld on interest payments to U.S. banks
($309 million) represented 88 percent of tax
withheld by Mexico and Brazil on interest
payments to all U.S. corporations.

SUMMARY

The Deficit Reduction Act of 1984 exempts
from withholding' tax most U.S. source interest
payments to nonresident aliens on new loans.
This will enable small companies and the U.S.
Treasury to borrow money from foreign lenders,
whose interest rates have typically been lower

b
than those in the United States. Large U.S.
orrowers, who previously issued substantial

foreign debt through Netherlands Antilles sub-
sidiaries to avoid this withholding tax, can
now issue this debt directly to the country of
the lender. This may lessen the Antilles status
as a tax haven.

Income payments to the United Kingdom
increased by 60 percent from 1981 to 1982. from
almost $1.4 billion to more than $2.2 billion.
This increase is due in part to "dual resident
corporations" making interest payments to U.K.lenders for startup borrowing costs and general
debt. These "dual resident corporations" are
incorporated in the United States while keeping
their management in the United Kingdom. This
dual residency allows the corporations to deduct
losses from income in both countries.

Fo
r the first time interest has surpassed

dividends as the
most

common type of income
paid to nonresident aliens. Interest accounted
for 48 percent of such income while dividends
fell from 1981, to 43 percent of all income.
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Individuals

Figure D
Percent of Income Paid by Income Type.and Percent of Tax

Withheld by Income Type, by ReCiplent Type, 1982

Percent
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100
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26%
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Figure E.-U.S. Tax Withheld on Payments to Foreign Corporations nForair,Tax Withheld on Payments to U.S. Corporations Claiming a Foreign
Tax Credit, and U.S. Tax Surplus or Deficit, by Income Type and i entry 98D
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Although most payments went to individuals,
the majority of the total income was paid to0
foreign corporations. Other types f recipients
such as partnerships, fiduciaries, nominees,
government organizations, exempt organizations,
and private foundations received both a small
percentage of all payments and a small percent-
age of the total income.

The United States collects far less in with-
holding taxes on payments to nonresident aliens
than foreign countries withhold on similar

p
ay-

ments to the United States. The withholding

ta
x disparity for dividend income is probablydu
e to

the continuing high level of U.S. multi-
national investment in foreign countries. This
subjects the dividend payments to the U.S.
parent to foreign withholding. A slightlysmaller disparity exists for interest payments.
More than half the withholding tax on interestclaimed by U.S. corporations for foreign taxcredit purposes was withheld by Brazil and
Mexico. These countries impose withholdingtaxes on the interest portion of the repayment
Of large borrowings from U.S. banks.

CHANGES TO 1981 FORM 1042S DATA

The following corrections were made to the1981 Form 1042S data published in the Summer1983 issue of the Statistics of Income Bulletin.These income changes are retlected in all textand tables of this article utilizing or

referring to 1981 data. No changes were made
to tax data. Amounts are in thousands of
dollars.

Original
amount

Adjustment evised
amount

(1 (2) (3)

Country

All countries $9,561,489 $155,498 9,716,987
Canada 1,238,255 -21,000 ,217,255
France 650,496 2,000 52,496
Netherlands 1,339,633 200,000 ,539,633
Switzerland 1,203,878 -2,000 ,201,878
West Germany 621,556 -23,502 98,054

Income type

All income $9,561,489 $155,498 9,716,987
Dividends 4,268,729 173,498 ,442,227
other 5,292,760 -18,000 ,274,760

Recipient
type

All recipients $9,561,489 $155,498 9,716,987
Individuals 733,383 -16,000 17,383
Corporations 7,017,018 198,000 ,215,018
Fiduciaries 68,088 ~ 2,000 0,088
Nominees 328,769 -5,000 23,769
Unknown 677,223 J -23,052 , 54,171
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DATA SOURCES AND LIMITATIONS
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Payors of income to nonresident aliens must
withhold tax in accordance with Chapter 3 of
the Internal RevLnue Code. The Form 1042S is
filed to report this income and the U.S. tax
wi thhel d. Often the payor has a financial
institution act as withholding agent.

The present statistics are tabulated by
calendar year, based on all Forms 1042S filed
for 1982. The years indicated in the tables
represent the year in which the income was paid
and the U.S. tax withheld, except for the tax
from foreign governments and withholding agents.
These amounts are shown by the year the tax was
remitted to the United States under treaty
agreements. Tax withheld amounts and percent-
ages shown in Table 2 and Figures B, C, 0 and
E, do not include tax withheld by foreign
governments and withholding agents (except
Canada). This additional withholding cannot be
properly attributed to specific recipient and
income types. Definitions and other information
are available in the IRS Publication 515,
Withholding of Tax on Nonresident Aliens and
Foreign Corporations

.

As all Forms 1042S are included in these
statistics, they were not subject to sampling
error. However, the data are subject to non-
sampling errors such as computer data entry
errors and minor taxpayer reporting errors.
Forms 1042S with income greater than $500,000
were manually verified. A limited computerized
program was used to test the data for certain
basic numerical relationships, including the
calculation of the correct tax withheld.

More detailed information on nonresident

alien income and tax is available from the
Statistics of Income (SOI) Division. This
includes information for types of income and

c untries not discussed in this article.

E PLANATION OF TERMS

FFaf.2_Income Effectively C nnec~edcfWithl a Trade or
Business-Income f

Is i lve
y connected

wiUr tKe conduct of a trade or business in the
United States is exempt from withholding. This
income is subject to substantially the same tax
rates that apply to U.S. citizens, residents,
and corporations. For example, if a foreign
corporation has unincorporated operations in
the United States, a Form 112OF must be filed
and appropriate taxes paid for the income of

this operation. When income is then remitted
to the foreign corporation, it is considered
connected with a U.S. trade or business and not
retaxed.

Nominee-An entity, chosen or appointed to
acFe-ptincome for, or act on behalf of, the
eventual recipient of the income. Typically a
financial institution acts as nominee.

.Nonresident Alien.--For purposes of this
article, a nonresidint alien is defined as an
individual whose residence is not within the
United States and who is not a U.S. citizen.
Corporations and other organizations created or
organized outside the United States are also
considered nonresident aliens.

Wi holdi, person (individual,th ng Agent-Any
co7rpors

,
partnership, estate, or trust)

required to withhold tax. Usually the with-
holding agent is the payor of the income or a
..person" (usually a financial . institution)

to wi no?,,acting on behalf of the payor. A forei
nominee or fiduciary required th d

additional tax under a tax treaty is also a
withholding agent.

NOTES AND REFERENCES

[13 Phillips, John S., "Dual Resident Corpora-
tions," International Tax Review, Price
Waterhouse, Vol. 9, No. 4, p--.Z-.

[21 Certain data published for 1981 in the
Statistics of Income Bulletin Summer 1983,
were later adjusfe-r--Sei-e-TITanges to 1981
Form 1042S Data" in this article.

[31 Treaties have been terminated with the
following countries as of January 1, 1984:
Anguilla, Barbados, Belize, Dominica,
Grenada, Montserrat, St. Christopher-Nevis,
St. Lucia, St. Vincent and the Grenadines.
Antigua and Barbuda terminated its treaty
with the United States effective August 26,
1983,

L43 Carson, Chris R., "Nonresident Alien Income
and Tax Withheld, 1981," Statistics Of
Income Bulletin, Sumer 1983, -pP__367T

[51 For additional information on foreign

withholding taxes by income type and

country, see the Foreign Tax Credit article
in the upcoming Statistics of Income
Bulletin, Winter 1984-1985.
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T ble I.--N=ber of Forms 1042S Filed, Gross Income Paid, Tax Withheld, and Other items, by Selected Treaty andantreaty Countries, 1982

N[Money amounts are in thousands of dollars)

Number of
Income paid Tax withheld

Country or Geographic area
Forms1
042S Foreign

filed T l
Exempt from Subject to Domestic Gol.rn.ent.

ota withholding withholding Total withholding and
agents withholding

agent.
(1) (2) (3) (4) (5) (6) (7)

Total .................... 565,091 10,624,310 4,672,184 5,952,126 848,874 758,186 90,688
Treaty country, total ..........
Australia

476,469 10,012,968 4,472,778 5,540,190 74U,831 650.143 90 688....................
Austria

10,311 26,577 7,072 19,505 4,019 4,019
,

-......................
B.lgi ........................

3,218
8,633

12,081
120 166

4,842
23 781

7,239 1,238 1,238 -

Canada.. ............. I., ..... 241,256
,

1,151,846
,

423,631
96,385

728,215
16,485

110 385
15,050

110 385
1,435

Donmrk ...................... 1,670 10,582 3,614 6,968
,

11018
,

1,006

-

12
France .......................
Germany, Federal Republic ....

13,420
45,042

660,975
627 861

181,680
436 673

479,295
1 1

52,153 51,487 666
Greece ....................... 3,651

,
7,177

,
2,898

9 ,188
4,279

29,554
1 157

29,554
1 157

-

Ireland... ...................
Italy

3,529 15,140 5,956 9,184
,

1,428
.

1,428
-
-........................ 6,863 51,748 19,300 32,448 7,565 7,565 -

Japan ........................
Luxembo r

6,120 703,643 136,245 567,398 61,661 61,661 -u g. ..................
Netherlands ..................

2,968
10,224

73,117
1,463,583

48,071
448,030

25,046

1 015 553
6,849

74 211
5,388

7 8
1,461

Netherlands Antilles ........ :
N

2,185 1,580,359 1,511,892
, ,
68,467

,
13,078

3, 48
13 069

363
9orway ....................... 3,167 11,567 3,538 8,029 1.009

,
1,009 -

South Africa .................
Sweden

2,044 4,071 576 3,495 1,045 1.045.......................
Switzerland

4,762 73.824 15,234 58,590 5,338 5,338 -..................

United Kingdom...............
20,568
76 927

1,176,462
2 174 506

200,946
97

975,516 206,429 121,429 85,000

Other treaty countries. ......
,

91911
, ,
67,683

5,440
23 359

1,199,066
44 324

142,468
3 7

140,726 1,742

Nontreaty country, total .......
Argentina

88,622 611,342

,

199,406

,

411,936

, 41

108,043

3,741

108,043

-

....................
Bahamas ...............

3,823
1 814

11,533
1

4,335 7.198 2,079 1,079.......
Bermud .......................

,
1,236

3 ,283
72,277

1,878
12,878

29,405
59 399

8.393
16 348

8 393
16:34

-

Brazil .......................
Cayman Islands ....

1,738
736

7,506 959
,

6,547
,

1.900
8

1,900
-
-........... 43,876 37,231 6,645 1,970 1,970 -

Hong Kong ....................
Israel

9,133 35,999 3,642 32,357 9,577 9,577 -.......................
Kuwait

3,529 15,640 5,956 9,684 1,741 1,741 -.......................

-Liechtenstein .......
743
772

4,795 1,191 3,605 1,075 1,075 -.........
Mexico .......................

8,863
15,150
30 601

2,199
0797

12,951
23 522

3,924 3,924 -

Panama .......................
2,710

,
69,624

,

18,781
,

50,843
6,888
15,018

6.888
15.018

-
-

Portugal .....................
Saudi Arabia

888 14.128 679 13,449 742 742 -.................
Spain

2,298 51,208 47,257 3,950 1,169 1.169 -. .......................
United Arab Emirates .........

3,555

549
17,344
1 340

5,833
564

11,5,11 3,150 3,150 -
Venezuela ....................
Other

4,814
,

11,774 4,260
777

7,513
233

2,217
233

2 217
-
-nontreaty countries .... 41,421 177,264 44,684 132,580 31,619

,
31,619 -

NOTE: Detail ,, - - - --
,

I
1
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Table 2-Number of Forms 1042S Filed, Tax Withheld, and Gross lot- Paid by Selected Income Type, by Selected

Recipient Type and Selected Country of Recipient, 1982

[Money mounts are in thousands of dollars]

Income paid

Tax Runt and Personal
Country or Geographic area

t
ithh:eld

:

Total

ta'

Interest Dividends r.yalty service
filed

(1)

Pq

(

2(2) (3) (4) (5) (6) (7)

ALL RECIPIENTS

...

l

565 091 758 186 31010,624, 5,134 841 4,546 634 510,898 97,698

:Inte ":,*" 1 814

9
8 3 3

,
31 283 5:831 22:885 614 100

.. .. ....
6338 15,050 120,166 38

,
184 64

,
Ill

15,
555 746

Belgium ............................ ,
2361 16,348 72,277 31,550 24.084 6,104 468

B muda ............................
e

,
241 256 110,385 1,151,846 503,340 03,4975 53,676 10,074

Canada .............................
Cayman Islands .....................

,
736

1 420

1,970
48751

43.876
660 975

37,731
265 539

51021
274,687

301
47,847

77
8,075

France .............................
Federal Republic .........G

3,
45,042

,
29,554

,
627,861

,
391,450 160,404 46,088 6,274

.ermany,
9,133 9,577 35,999 4.105 29,445 1,600 605

Hong Kong ..........................
8636 7,565 51,748 16,937 12,377 14,160 3,291

Italy .............................. ,
6 120 61,661 703,643 433,329 140,400 108,090 7,916

Japan .............................. ,
9682 5,388 73,117 38,240 33,975 2 27

Luxembourg ......................... ,
8 863 6,888 30,601 7,773 8,749 6,326 2,200

Mexic....., ........................

Netherlands ........................

.
10,224 73,84B 1,463,583

1 580 359
423,272

5291 470

994,663
71570

29,742
31,939

2,672
51

Netherlands Antilles ....... ....... 2,185 13,069 , , ,, ,
3 453 94

...... .......P n 2,710 15,018 69,624 36,896 27,236 ,
..............am

...bi 2,298 1,169 51,208 36,842 2,983 25 173
a .............. .....Saudi Ara

4 762 5,338 73,824 8,400 55,303 1,146 5,621
Sweden .............................

.........dS i l

,
20,568 121,429 1,176,462 433,681 693,283 37,344 3,420

an ...............w tzer
United Kingdom ..................... 79,049 136,097 2,174,506 820,170 1,197,648 86,580 21,407

Other countries. ................... 97,211 67,952 431,352 131,042 225,168 20,306 24,407

INDIVIDUALS

l ... 413,854 105.333 742,145 152,237 335,004 62,342 86,797
Tota .....................

832 1,018 3,815 344 3,143 212 75
Bah-as.... ........................

7 019 1,006 7,777 812 4,553 179 726
B.18i............................. ,

706 586 2,123 213 883 35 417
Bermuda ............................

183 020 16,923 136,714 23,100 65,718 12,760 7,730
Canada .............................
Cayman Islands ......................

,
112

9 720
135

4,655
515

36,897
109

6,243
364

12,822
42

4,916

-

7,417
France .............................

Federal Republic ..........Germany

,
37,110 6,877 89,514 20,573 49,662 4,337 5,859

555.
.........H K 7,527 4,465 16,425 926 14,146 662

ong .................ong
7875 5,379 25,716 2,074 4,326 11,439 3,095

Italy .............................. ,
4 249 1,533 16.773 2,513 2,974 448 6,611

Jap an .............................. ,
849 260 1,400 113 1,197 2 10

Luxembourg .........................
B ol7 4,372 20.211 4,322 6,712 4,867 2,038

Mexico .............................
Netherlands ................

,
5,278 2,500 22,894 2,031 13,303 3,901 2,114

........
Netherlands Antilles ............... 492 729 10,208 5,674 3,953 396 29

9
Panama ............................. 1,496 1,807 6,898 1,431 5,177 29

173
Saudi Arabia ....................... 2,088

2474
750
1052

7,624
10 896

274
510

1,788
2,093

25
182 5,552

Sweden_____ .............. ,
9 175

,
8,057

,
62,047 20,272 34,914 1,942 2,502

Switze zl.nd ........................ ,
42 718 15512 108,651 25,871 44,093 8,976 19.581

United Kingdom .......... ........
. *~

,
83 412

,
30,021 155,047 34,832 63,183 6,992 22,304

........Other countries ......... ,

CORPORATIONS

Total ................ 51,962 419,079 7,481,441 4,039,602 2,831,605 393,570 8,617
........

Bah-as... 526 3,948 15,078 3,839 9,115 393 17
-

570 8,124 73,201 32,965 24,873 15,319
19

Bermuda ............................ 253 10.317 51.106 30,447 9,825 1,350
628 0642

Canada . ...................... 22,347 52,670 680,799 396,035 204,248 31, ,
63..... .

_ywn Islands ..................... 453 866 36,661 34,056 1,834 257
352F

... 974 19,921 388,161 156,820 135,165 37,135
rance ..........................

Federal Republic ..........German 1,853 15,802 352,747 238,885 68,645 34,365 413
50y,

627 3,713 13,933 21870 10,331 576
Hong Kong ..........................

265 1 462 20,581 13.540 4,495 2 403 45
Italy ..............................

1 449

,
54,567 635,677 406,099 117,498 104:520 1,273

J.P ...............................
Luxmbourg .........................

,
799 2,362 40,470 31,262 9,147 -

12-
Mexico ............................. 314 1,765 61895 2,071 1,076 1,188

552
Netherland . ...................... 1,740 53,038 1,274,152 397,252 848,583 24,725 5

..
Netherlands Antille................ 1,145 9,175 1,430,131 1,347,845 45,785 29,609

85
Panama ............................. 804 6,744 36,062 18,227 14,861 2,287

Saudi Arabia ............. ......... 33
198

69
7642

229
54,716

172
7,147

57
46,553

-

758 3
Swede....................

.........

Switzerland ........................ 3,154
,

73,453 773,533 326.179 409,441 32,636 3
8931 74

United Kingdom ..................... 9,460 74,261 1,418,293 515,561 540799, 64,518 ,
994

Other countries .................... 1
4,998 . 24,058 . 179,016 78,330 70,533 9 903

Nonresident Alien Income
and Tax Withheld, 1983
13Y Chris R. Carsor*

U.S. source I ncome paid to Netherlands
Antilles recipients rose dramatically (33
percent) to More than $2 billion during 1983,
the final year before implementation of the
Deficit Reduction Act of 1984. (In contrast,
U.S. source income paid in 1983 to all foreign
recipients was slightly more than $11
billion.) This Act is expected to all but
eliminate the use of the Antilles for future
Eurobond financing.

U.S. interest Payments to the Antilles
increased by over $500 million to nearly $2
billion during 1983, with most Of this in-
terest paid to financial subsidiaries of the
paying corporation. The Deficit Reduction
Act, which exempts from tax withholding most
interest payments to nonresident aliens on
loans made after July 18, 1984, now allows
U.S. borrowers to issue debt directly to the
lender, without using Antilles finance subsid-
iaries as intermediaries to avoid withholding
taxes.

The nature of new foreign investment in the
United States has shifted markedly in recent
years from corporate stock to interest-bearing
bonds. Comparatively high U.S. interest rates
in recentyears have helped increase interest's
share of U.S. income paid to foreigners from
22 percent in 1978 to 53 per-cent in 1983.
Dividend

s
' share during the same period fell

from 64 percent to 38 percent. Interest
Payments rose at an average compound rate of
43 perce

"t
:nnually during this period (33

percent in r al terms) as foreign investors,
taking advantage of high U.S. interest rates,
loaned large amounts of money, mainly to
"blue-chip" U.S. corporations. In comparison,
dividend payments increased by an annual
average of about 8 percent from 1978 to 1983.
approximately keeping pace with inflation.

Although total income paid to foreign
individuals and organizations increased by 4
percent in

1
983, income that was subject to

tax withholding dropped by more than 6 percent

from the 1982 level, causing a comparable
decline in withholding tax revenues. Asforeign investors shifted new investments
toward interest-bearing bonds that were exemptfrom withholding 1when paid to Netherlands
Antilles recipients), the total tax Withheldby U.S. withholding agents dropped by 8
percent from 1982 to about $698 million for1983.

BACKGROUND INFORATION

A U.S. individual or organization paying
I ncome to a nonresident alien (foreign
individual, corporation, or other o a I
t

I U1 n z:-
ion reports this income and the

. .
t: x

withheld on Form 1042S. While the basic tax
rate Is 30 percent, certain types of income
are taxed at different rates. Income paid to
countries that have entered into tax trej~y
agreements with the United States is usual'ly
taxed at lower rates. The tax withheld
represents final Payment of the actual tax
liability in almost all instances. Income
connected with the recipient's U.S. trade or
business is exempt- from withholding. The
United States taxes this income separately, as
though it were received by a U.S. citizen or
corporation. The responsibility for with-
holding tax belongs to the payer or the
representative (usually a financial institu-
tion) of the payer rather than the recipient
of the income.

The basic tax rate on nonresident alien
income (30 percent) differs from the graduated
tax rates for U.S. individuals and cor-
porations because foreign individuals and
corporations may receive income from an
indefinite number of sources. Since most
nonresident aliens are not required to file
U.S. tax returns and consolidate all U.S.
income, their total income cannot be taxed in
graduated "brackets," as one payer would have
no knowledge of the amount of income other
individuals and organizations had paid to thie
same nonresident alien.

*Foreign Returns Analysis Section. Prepared under the direction ofJames Hobbs, Chief.
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RECENT LEGISLATION AND ITS EXPECTED IMPACT

The Deficit Reduction Act of 1984 exempts
certain interest payments from withholding.
Interest on debt issued after the enactment of
this legislation (July 18, 1984) that is not
paid to a foreign Individual. bank, or cor-
poration owning 10 percent or more of thevo

ting shares of the U.S. payer generally
qualifies for this exemption.

The exemption from tax withholding on most
interest payments Is expected to increase U.S.
borrowing from foreign countries. Smaller
U.S. companies and the U.S. Treasury are now
more able to Issue debt to foreign lenders
0). Smaller companies do not have to bear
the cost of setting up and maintaining finance
subsidiaries. These costs might have offset
any interest savings derived. by borrowing
oversea

I.
In addition, blue-chip U.S. corpor-a

tions that have been borrowing money through
the Netherlands Antilles will issue most new
debt directly to lenders. Future statistics,
especially after 1984, may show a sharp reduc-
tion In interest payments to the Netherlands
Antilles (2]. Interest payments should
Increase to major Western European countries
and Japan as new borrowings are likely to come
mainly from these countries.

DATA ANALYSIS AND TRENDS

U.S. Income payments to foreigners totalled
$11.1 billion in 1983, increasing by only 4
Percent, as compared to a 9 percent increase
for 1982. The total increase was accounted
for by the Netherlands Antilles, which re-
ceived $514 million more in 1983 than in 1982.
The total for all other countries actually
decreased by about $82 million resulting in an
overall net Increase of about $432 million.
As was mentioned earlier, tax withheld by U.S.
withholding agents fell by 8 percent to $698
million.

The average income payment fell by 3 percent
to about $18,200 for 1983. This was due to an
increase of more than 40,000 in the number of
Forms 1042S filed. About two-thirds of these
;dditional payments were less than $100..

reign government organizations and corpora-
tions received the largest average payments

1
$159

,
000 and $150,000, respectively), while

individuals averaged only $1,600. The average
amount of tax withheld per payment decreased
more noticeably (14 percent) than income.

Type of Income

Interest continued to be the most common
type of income payment. In 1982. 48 percent
of Income paid represented interest while 43
percent represented dividends. This 5 per-
centa,e

0
int difference increased to 16 in

1983 as 13 percent of all Income was interest.
as is shown In Figure A.

Pon A
pollould of Tom 1119110111110 Pdd and 1116110111111 d
TOW Tom WMINK by fteowe ?V^ I=

11000011 PON To 11111110001
10 a a I a

Since 1978, interest's share of all income
has Increased 31 percentage points, from 22 to
53 percent. The corresponding share for
dividends fell by 26 percentage points. from
64 to 38 percent. The following table shows
both total and average annual Increases for
dividends and interest in both constant and
current dollars [3].

Gross Income Paid

[Thousands of dollars)

Interest Dividends

1978......... $ 990,949 $2,867,596

1983......... 5.905,658 4,168,145

Percent increase:

Current dollars:

Total ............. 496.0% 45.4%
Average per year.. 42.9 7.8
(Compounded)

Constant dollars:

Total. 31 3 1 5
Averag;,p*Wy~;r:: 363:0 0:3
(Compounded)

After making allowances for inflation, in-
terest rose at a compound rate of 33 percent
per year between 1978 and 1983. Although
dividends rose by about 8 percent per year.

Nonresident Alien Income and Tax, 1983

this increase barely kept pace with the rate
of inflation. The real increase in dividends
after inflation was less than I percent
annually.

As interest payments are often exempt from
withholding or taxed at low rates established
by treaties (see "Tax Treaty Countries"
section below), only $122 million of tax was
withheld on interest payments during 1983.
This represented only 18 percent of all tax
withheld, although interest represented 53
percent of all income. Dividends, which are
rarely exempt from withholding, represented
only 38 percent of all income, while tax
withheld on dividends comprised 74 percent of
the total tax withheld. Figure A shows the
percent of income paid and the percent of tax
withheld for several income types.

The type of income paid varied considerably
by the country of the recipient. As is shown
in Figure B, almost all U.S. source income
paid to the Netherlands Antilles was interest
income. Of the eight countries shown, how-
ever, dividends made up a larger percentage of
all income than interest for five countries.
The disparity was smaller on average (15 per-
centage points) for these five countries, than
for the three countries (Netherlands Antilles,
Japan, and West Germany) that received more
interest (65 percentage points) than divi-
dends. Non-tax-haven countries received a
greater portion of rents and royalties (9
percent average) than the Netherlands
Antilles, the Netherlands, and Switzerland (2
percent average), all of which can be con-
sidered tax havens to some degree (See the
discussion on tax haven countriei later

. I
n

this article).

Country of Recipient

The same eight countries continued to re-
ceive the majority of U.S. source income. The
countries shown in Figure C received 89 percent
of the total income. The Netherlands Antilles
surpassed the United Kingdom as the country
receiving the most U.S. income. Other than
the Antilles' 1982-83 increase, there were no
dramatic changes from 1982 in the amount of
income paid to the countries shown.

Tax withheld on payments to six of the eight
countries shown in Figure C fell from 1982
levels. In particular, tax withheld on pay-
ments to the Netherlands Antilles fell by 30
Percent even though income rose by 33 percent.
Increases were registered by Japan (23 percent)
and West Germany (19 percent), as income alsorose

f
or these countries.

Effective Tax Rate by Country

Although the basic U.S. withholding tax rateis 30 percent, the actual rate can differ for

391

a variety of reasons. Tax treaties allow for
lower tax rates on certain types of payments
to certain countries. Income paid to tax
exempt 'or government organizations is gener-
ally not taxed. Most U.S. income paid to
foreign private foundations is taxed, at 4
perren

t.
Finally, income that is connected

with the recipient's U.S. trade or business is
taxed as though it were received by a U.S.
individual or organization, and is therefore
n

0
t subject to withholding tax. Because of

these factors, the effective U.S. withholding
tax rate (tax withheld as a percent of gross
income) varies by country.

The following table shows the income paid,
tax withheld by U.S. withholding agents, and
the effective withholding tax rates for the
twelve countries having the lowest effective
tax rates. Only countries receiving at least
100 payments and $1 million or more were con-
sidered.

Ranking of Effective Tax Rates
by Country, 1983

[Thousands of dollars]

Country
Gross
income

Tax
withheld

Effective
tax rate

(1) (2) (3)

Antigua ........ $ 1,826 3 U.18%
Egypt ........... 32,9U3 61 0.19
Netherlands
Antilles ...... 2,U94,68U 9,174 0.44

Argentina ...... 235,469 1,250 U.53
Trinidad and
Tobago ........ 9,429 61 U.65

Saudi Arabia ... 123,209 1,525 1.24
Taiwan......... 13,U90 346 2.64
South Korea .... 1,343 50 3.74
Poland ......... 1,608 61 3.8U
Netherlands .... 1,392,091 61,552 4.42
Singapore ...... 14,245 652 4.57
West Germany ... 704,012 35,081 4.98
Other countries 6,432,096 588,574 9.15
All countries. 11,056,001

1
698,390 6.32

Eight of the twelve countries shown also
were among those with the lowest effective tax
rates for 1982. Egypt, Argentina, South
Korea, and Singapore were newcomers to this
list. Antigua had the lowest effective rate
for the second year in a row. All but Argen-
tina, Taiwan, Saudi Arabia, and Singapore aret

treaty countries receiving the benefit of
r:xduced withholding rates. Although Saudi
Arabia is not a treaty country, a substantial
portion (42 percent) of its U.S. source income
($123 million) was paid to Saudi Government
organizations and therefore not subject to
withholding. A substantial portion (62 per-
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Figure B
Percent of Income Paid by Income Type, by Country of Recipient,
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cent) of Singapore's income ($14 million) was
also paid to government organizations and
therefore no tax was withheld on this income.

Although there are several tax haven
countries listed, most tax havens do not have
tax treaties with the United States allowing
for reduced. withholding tax rates. Antigua
and Netherlands Antilles residents receive tax
treaty benefits through extensions of tax
treaties with the United Kingdom and the
Netherlands, respectively. The tax treaty
with Antigua was terminated as of January 1,
1984. Some tax haven countries, including the
Bahamas and Bermuda have effective withholding
tax rates (26 percent and 21 percent, respec-
tively) considerably above the average for all
countries (6 percent).

Tax Treaty Countries

The United States has tax treaties with
foreign countries which usually reduce with-
holding tax rates in both countries. The
Major reason for such treaties is to avoid
double taxation of income earned in one of the
countries by residents of the other country.
If income is earned in the United States and
the U.S. taxes are only partially creditable
a,gainst tax in the foreign country (because of
imitations) this income may be taxed twice.

This is especially true when a foreign

corporation's U.S. subsidiaries are subject to
U.S. income taxes and their dividend payments
are also subject to U.S. withholding tax.
Many tax treaties allow for reduced with-
holding tax rates (usually 5 pe rcent) for
dividends received from foreign subsidiaries.
This lower withholding tax reduces overall tax
rates on foreign investment and increases the
likelihood of full credit for taxes paid to
another country by the country of residence.

Although lower tax treaty rates may reduce
U.S. withholding tax revenue, this revenue
loss is at least partly offset by lower
foreign tax credits for U.S. individuals and
corporations. Since tax treaties usually
allow for correspondingly lower foreign with-
holding tax rates, U.S. individuals and
corporations receiving income from tax treaty
c
0
untries have less foreign tax withheld.

This usually reduces their foreign tax credit
and increases the amount of income tax paid to
the United States [4].

Lower tax rates on payments to recipients in
treaty countries are evident in the following
table which shows the effective tax rates for
both treaty and nontreaty countries.

oss 1ncome, Tax WithheldGr
d Effective Tax Ratean

[Thousands of dollars)

Country Gross Tax Effective

status income withheld tax rate

(1) (2) (3)

All countries. $11,056,001 $698,390 6.3%
Treaty
countries..... 10,232,898 615,968 6.U

Nontreaty
countries .....

1
823,103

1
82,422

1
10.0

Although residents in tax treaty countries
typically enjoy' lower U.S. withholding tax
rates, if the income is paid to a foreign
nominee or fiduciary on behalf of a person not
entitled to the treaty benefit, the full 30
percent U.S. tax should be collected. Some
U.S. treaty partners collect the additional
amounts on behalf of the United States (seeT
able 1, Column 7).

Tax Haven Countries

A tax haven is generally considered to be a
country having tax laws favorable to foreign
individuals and organizations in an attempt to
attract these investors. The tax haven coun-
try typically benefits by collecting certain
fees or taxes (at a low rate). Foreign indi-
viduals and organizations might not invest in



or through the tax haven if taxes comparable
to those of their own country were imposed.

Tax haven countries tend to have the following

characteristics:

o No withholding tax on most Payments

from the tax haven to foreign indi-

viduals and organizations,

o Low or zero effective income tax rates

for individuals and organizations
within the tax haven country, and

0 Secrecy laws to prevent foreign

governments from obtaining financial

information abo
u
t their own citizens

and organizations.

Low or zero withholding tax rates usually

attract foreign individuals and corporations

to invest through the tax haven, rather than

existing for the benefit of residents. How-
ever, many tax havens do not have tax treaties
with the United States allowing for low or
zero withholding rates on payments to the tax

haven. While treaties with non-tax-havens

allow for mutual ly-reduced withholding tax

rates, this lost revenue is at least partially
recovered in income taxes due to lower foreign

tax credits claimed by U.S. taxpayers. As the

Netherlands Antilles was the major tax haven

coun
try

enjoying a zero withholding tax rate
(on interest payments) during 1983, its treaty

status was an extension of an existing treaty
with the Netherlands, rather than a treaty
negotiated with an existing tax haven. As the
Deficit Reduction Act of 1984 exempts most
interest payments from withholding, regardless

of the country to which the income is paid,

the Netherlands Antilles lost this interest
exemption advantage in mid-1984.

Tax haven countries tend to receive far more
U.S. source income than other countries when
compared to their general level of economic
activity, measured here by Gross National
Product (GNP) [5]. Figure D shows the coun-
tries having the highest income-to-GNP ratios.
The ten highest countries are all tax havens
to varying degrees. The Netherlands Antilles
actually received more U.S. source income in
1982 than it produced in goods and services,

as measured by GNP (GNP data were not avail-
able for the Netherlands Antilles for 1983).

As
mos

t U. S. source income is not spent on
goods or services in the Netherlands Antilles,
this portion of income does not enter the
Antilles' GNP calculation. This is because
most of the income paid to the Antilles is
simply passed through to Eurobond lenders by
finance subsidiaries of U.S. corporate
borrowers.

Figure D.--Gross National Product (GNP), Gross Income, Gross Income as a Percent of GNP, Size of

Average Payment, and Percent of Payments to Corporations. by Selected Country of Recipient, 1983

[Money amounts in thousands of dollars]

Size of Percent of payments
Income to GNP ratio payments to corporations

Country or

geographic area Income

Rank
as a Gross

GNP' Rank Average Rank Percent
percent income

of GNP

(1) (2) (3) (4) (5) (6) (7)

Netherlands Antilles'.... 1 115.4 1,580,359 1,370,000 1 936 3 52.3

21 9
Bermuda .................. 2 6.2 51,863 840,000 10 45 9 .

228
Baham a .................. 3 2.9 26,505 900,000 21 16 5 .

23 9
Barbados ............. I ... 4 1.9 19,032 11020,000 5 86 8 .

311
Liberia .................. 5 1.5 14,914 990,000 11 45 15 .

421
Luxembourg ............... 6 1.3 59,552 4,470

,
000 13 37 11

2

.
61.6

Antigua .................. 7 1.3 1,826 140,000 22 13
725

Panama ................... 8 1.2 47,233 4,070,000 18 19 7

13

.

13.6
Switzerland .............. 9 1.0 1,042,436 105,060,000 8 51

14 2
Netherlands .............. 10 1.0 1,392,091 142,420,000 1 2 158 12 .

462
Cayman Islands ......

...
(1) (1) 31,438 (3

19

47

21

1
6

.

25.9
British Virgin Islam;.... (6 v 7,961 o 5

=World Bank, The World 13anK Atlas, 1985.
for 1982 as 1983 GNP information

2 "Income to GNP'ratio-inf~rmtion for the Netherlands Antilles is

was not available.
3 GNP information was not available for these countries or geographic areas.

were considered for

NOTE: Only countries receiving 100 or more payments and $1 million or more

this table.

rounremoem Aiien income ana lax, im

Since GNP data were not available for all
countries, an income-to-GNP average ratio
could not be calculated for all countries.
Based on available data, the worldwide ratio
was less than 0.2 percent. Al 1 of the tax
havens shown in Figure D had ratios at least
six times higher than the maximum worldwide
average, with the Antilles' ratio being nearly
750 times the maximum worldwide average. Only
countries receiving at least IOU payments and
totalling V million or more were considered
for inclusion in Figure D.

Tax haven recipients also tend to receive
larger-than-average payments. All but two of
the countries shown in Figure D were above the
average of $18,200. Once again, the Nether-
lands Antilles led all countries, receiving
more than $936 thousand per payment.

As tax havens are mainly utilized by
corporations, rather than individuals or other
organizations, payments to these tax havens
are more likely to go to corporations than are
payments to non-tax-havens. There is often a
predominance of financial corporation

s
in tax

havens, often subsidiaries of U.S. corpora-
tions. Figure D shows the percent of U.S-.
payments made to foreign corporations i

.
n

certain tax haven countries. Each
0

f these
countries exceeded the 8.8 percent average for
a

11
countries. The Cayman Islands and Antigua

led the countries listed with 62 percent Of
the total U.S. payments to these countr

i
es

going to corporate recipients. These 'coun-
tries also had the highest percentages in
1982, although the order was reversed.

Type of Recipient

to
The vast majority

of U'S'
source income paid

nonresident aliens (72 percent) was paid to
forei?n corporations. Since much of this in-
come 58 percent) was exempt from withholding,
tax withheld on payments to corporations repre-
Sented only 54 percent of all tax collected.
Although individuals received a much smaller
share of all income (6 percent). they had a
disproportionately high percentage of all tax
withheld (13 percent) on this income. Nomi-
nees also had a disproportionately high
percentage

0
f the total tax withheld (10

Percent versus 5 percent for income), because
only 7 percent of nominee income was exempt
from withholding.

Foreign governments received the largest
average Payments ($159,200), but most of this
-Was due to certain large payments to Saudi
Arabian Government organizations. Excluding
Payments to Saudi Arabia, the average income
Paid to foreign governments was $54,OOU, below

.the average for rporations ($150 000)
*Individuals receivedco the smallest a~erage

Payments ($1,600).
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Different types of recipients tended to
receive different types of income. Individu-
als were less likely to receive interest (3
percent of total interest) but more'likely to
areceive personal service income (89 percent of,

11 personal service income) than other types
of recipients. As is shown in Figure E, most
corporate income was in the form of interest
(62 pericent). More than half the income paid
to foreign partnerships was rents and roy-
alties. This is more than ten times the
percentage of rents and royalties for all

recl

.

P
ients. Almost all of the income paid to

nominees and fiduciaries was dividend income
(92 percent). The distribution of income paid
to foreign government, international and
tax-exempt. organizations was close to the
overall distribution of income, but the tax
withheld on such income was almost completely
attributable to dividends.

SUMMARY

U. S. interest payments to the Netherlands
Antilles soared to nearly $2 billion, as the
Antilles surpassed the United Kingdom as the
foreign country receiving the most U.S. source
income in 1983. The Deficit Reduction Act df
1984, which exempts from withholding most
interest payments to nonresident aliens after
July 18, 1984, will eliminate the need to go
through the Antilles to avoid U.S. withholding
taxes on such interest.

High U.S. interest rates have encouraged
shifts of new foreign investment in the United
States to interest-bearing bonds rather than
corporate stock. Interest represented 53 per-
cent of U.S. source income paid to nonresident
aliens compared to 38 percent for dividends.

As in other years, while individuals re-
ceived the most payments, corporations re-
ceived the most U.S. source income. Foreign
governments received the largest average
Payments. This was mainly due to certain
large payments to Saudi Arabian Government
organizations.

Tax-haven countries received disproportion-
ately high U.S. source income when compared to
their level of economic activity (Gross
National Product). The Netherlands Antilles
actually received more income than its GNP in
1982 as most of this money simply flowed
through that country without being spent on
goods or services there. Tax havens also
received larger than average payments, nearly
$1 million for the Antilles. The percentage
of payments made to foreign corporations was
more than twice as high for the twelve tax
haven countries shown in Figure 0 than for all
countries.



Figure E
percent of Income Paid by Income Type and Percent of Tax

Withhold by Income Type, by Recipient Type, 1983
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Individuals were more likely than most re-
ci

p
ien

t
s to receive dividends and personal

service income. Foreign corporations received
mostly interest income. Most partnership
income was rents and royalties, even though
rents and royalties represented only a small
percentage of income for other recipients.
Nominees and fiduciaries received almost ex-
clusively dividend income.

DATA SOURCES AND LIMITATONS

Payers of most U.S. income to nonresident
aliens must withhold tax in accordance with
Chapter 3 of the Internal Revenue Code. The
Form 1042S, Income Subject to Withholding
Under Chapter 3, Internal Revenue Code, is
filed to report this income and the U.S. tax
withheld. Often the payer has a financial
institution act as withholding agent.

The present statistics are tabulated by
calendar year, based on all Forms 1042S filed
for 1983. The years indicated in the tables
represent the year in which the income was
paid and the U.S. tax withheld, except for the
U.S. tax withheld by foreign governments and
withholding agents. These amounts are shown
by theyear the tax was remitted to the United
States under treaty agreements. Tax withheld
amounts and percentages shown in Table 2, text
tables, and Figures A, C, and E, do not in-
clude tax withheld by foreign governments and
withholding agents (except Canada). This
additional tax cannot be properly attributed
to specific income types and years. Income
that is "effectively connected" with a non-
resident alien's U.S. trade or business is not
s

u
bject to withholding, and is therefore

generally not included in these statistics.
Definitions and other information are avail-
able in the IRS Publication 515, Withholding0

F__f Tax on Nonresident Aliens and oreign
I 2ns.

As all Forms 1042S are included in the
statistics, the data are not subject to
sampling error. However, the data are subject
to nonsampling errors such as computer data
entry errors and minor taxpayer reporting
errors. Forms 1042S with income greater than
$500,000 were manually verified. A limited
computerized program was used to test the data
for certain basic numerical relationships,
including the calculation of the correct tax
withheld. The results of additional testing,
to be done at a later date, were not available
at the time this article was prepared. Any
substantial changes resulting from this
testing will be discussed in the 1984
Nonresident Allen Income and Tax Withheld
article, tentatively scheduled for publication
1 n the Statistics of Income bulletin, Fall1
986.
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More detailed i nformati on on nonresident
alien income and tax is available from the
Statistics of Income (SOI) Division [6]. This
includes inforniation for types of Jncome and
countries not discussed in this article.

EXPLANATION OF TERMS

Income Effectively CoEneclted,
it~

a Trade or
Business. -- Incorn

tha
s ettectively

connected" with the conduct of a trade or
business in the United States is exempt from
with

ho
]ding. This income is subject to sub-

stantially the same tax rates that apply to
U.S. citizens, residents, and corporations.
For example, if a foreign corporation has an
unincorporated operation in the United States,
a Form 1120F must be filed and appropriate
taxes paid for the income of this operation.
When income is then remitted to the foreign
corporation, it is considered connected with a

I.
S

-
trade or business and not retaxed : In

.11 but rare (and indeterminable) circum-
stances, these amounts are not included in
these statistics.

Nominee. -- An entity chosen or appointed t9
accept income for, or act on behalf of, tli~
eventual recipient of the income. Typically a
financial institution acts as nominee.

Nonresident Alien. -- For purposes of this
article. a nonresident alien is defined as an
individual whose residence is not' with i n the
United States and who is not a U.S. citizen.
Corporations and other organizations created
or organized outside the United States are
also considered nonresident aliens. The
phrase "foreign individuals and organizations"
is also used in -this article to mean non-
resident alien.

Withholdi g Agent. -- Any person (individual,
corporation, partnership, estate, or trust)
required to withhold tax. Usually the with-
holding agent is the payer of the income or a.1
person" (usually a financial institution) act-

ing on behalf of the payer. A foreign nominee
or fiduciary required to withhold additional
tax under a tax treaty is also a withholding
agent.
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Table 1-Number of Forms 1042S Filed, Gross Income Paid, Tax Withheld, and Other Items, by Selected Treaty and
Nontreaty Countries, 1983

[Money amounts are in thousands of dollars)

Number
Income paid Tax withheld

Country or Geographic area
of

Forms
Exempt from Subject a

t
Dmestic

Foreign
Governments1

042Sfiled Total
withholding withholding Total withholding and

agents withholding
agents

(1) (2) (3) (4) (5) (6) (7)

Total ..................... 606,787 11,056,001 5,482.081 5,573,920 803,714 698.390 105 324
Treaty countries, total ......... 522,323 10,232.898 4,954.124 5,278,773 721.292 615,968 105:324Australia ..................... 12,994 34,095 8.801 25,293 5,508 5,508 -

Aust

r

is .......................
2,918 11,858 51182 6,676 1,153 1,153

Barbad ........................ 222 19,032 488 18,544 2,859 2,859 -
B.lg iu

........................ 9,174 104,626 21,207 83,419 15,514 12,254 3,260Canada ........................ 286,958 1,215,231 498,428 716,804 108,849 108.849 -
Denmark ....................... 1,743 5,031 2,654 2,377 331 322 9Egypt

.........................
237 32,903 32,675 228 61 61 -

France ........................ 13.344 550,557 141,691 408,866 48,758 47,907 851Gr:ace ........................ 3,791 5,842 3,508 2,333 679 679 -

I

r
and ....................... 4,172 81518 2,746 5.772 987 918 69its
ly

......................... 6,905 38,594 15,818 22,776 5,425 5,425 -
Japan ......................... 5,942 832,793 104,267 728,526 76,089 76.089 -
Luxembourg .................... 1,628 59,552 33,737 25,815 5,899 5,082 817
N therlands ...................
:

8,812 1,392,091 512,227 879,864 61,983 61,552 431N therlands Antilles .......... 2,237 2,094,680 2,037,765 56,915 9,174 9,174 -
Norway ........................ 3,438 7,862 3,931 3,931 693 693
S.ed",, *.. ... -* ........... 4,874 48,446 6,407 42,039 4,366 4,366 -.
S.it a

r
ad ................... 20,378 1,042.436 134,365 908,072 202,988 105,071 97,917Trinidad and Tobago ........... 283 9,429 9,207 221 61 61 -

United Kingdom ................ 87,444 1,987.293 891,821 1,095,472 130.296 128,326 1,970West Germany .................. 34,666 704,012 476,747 227.265 35.081 35,081 -
Other treaty countries ........ 10,163 28,017 10,452 17,565 4,538 4,538 -

Nontreaty countries, total ...... 84,464 823,103 527.957 295,147 82,422 82,422 -
Argentina ..................... 3.843 235,469 231,226 4,243 1.250 1,250 -
Bahamas ....................... 1,687 26,505 2,984 23,521 6,817 6,817 -

He
Mda ....................... 1,149 51,863 16,317 35.546 10,635 10,635 -

BrI,il ......... *,**.,* ...... *. 1,941 11.107 5,525 5,582 1,655 1,655t . re
i h Vi

,
in I

.
I.nds.. ...... 378 7,961 2.956 5,005 1,041 1.041

Cayman Islands ................ 662 31,438 22,733 8,705 2.603 2,603
China (Taiwan) ................ 716 13,090 11,918 1,173 346 346
Hung Kong ..................... 8,289 32,039 3,520 28,519 8,487 8,487

Is
rael ........................ 2,903 5.799 1,245 4,554 1,305 1,305

Kuwait ........................ 739 4,282 241 4.041 1,212 1,212 -
Liberia ....................... 335 14,914 185 14.728 4,418 4.418 -
Li

ach
tenstein ................. 666 12,288 1,655 10,633 3,160 3,160 -

Me
.,to

........................ 8,214 27,951 6,390 21,561 6,438 6,438 -
Panama ........................ 2,481 47,233 18,221 29.012 8.685 8,685 -
Puerto Rito ................... 2,622 4,719 3,371 1,349 403 403 -
S audi Arabia .................. 2.384 123,209 118.093 5,116 1,525 1,525 -
Singapore ..................... 3,135 14,245 12,018 2,227 652 652 -
Sp.i.......................... 4,275 13,904 4,914 81990 2,663 2,663 -
Venezuela ..................... 4,565 15,320 8.365 6,955 2 06 06

''

-
Other nontreaty countries ..... 1 33,480 1 _ 129,7671 56,080 1 73,6871 17:0621

:.
17 62
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Table 2.--Number.of Forms 1042S Filed, Tax Withheld, and Gross Income Paid by Income Typo, by S lecte R cip a tType and Country of Recipient, 1983 a d a I

.

n

[Money mounts are in thousands of dollars]

Number of
Forms T..

Income paid
Country or Geographic area

1042S
filed

~wit
hh.ld

Total Interest Di~id..d. 111, and ~P.r..-l
royalties service

(1) (2) (3) (4) -(,) -("' ~(' )
All countries, total .............. 606,787 698,390 11,056,001 5,905,657 4,168,145 667,057 71,654Individual ...................... 437,751 91.649 696,515 166,606 310,916 52,733 63,764

Corporations
....................

53,391 374.264 7,997,212 4,940,945 2.379,523 551.553 5,429
Antigua ............................. 138 3 1,826 1,804 15 -

Individuals ....................... 47 3 18 - 12 -
Corporations ...................... 85 1,806 1,804 2 -

Argentina ........................... 3.843 1,250 235,469 231,442 2,248 291 788
Individuals ....................... 3,300 937 4,780 1,721 1,812 89 783Corporations,,*,,,,,,,,,* ..... 44 86 1,891 1,369 13 187 1Austral

1

12 994 5 508 34.095 9,490 13,330 7,233 2,601
Individ..

:
11 034 1 623 9,094 611 3.803 689 2i556

Corporatio ........................ 755 3,073 20,470 8,565 6,371 51503 31
Aus

tri .............................. 2,918 1,153 11.858 2,724 6,018 171 465
Individuals ....................... 1,826 547 51182 813 2,208 113 411
Corporations ...................... 144 428 3,577 823 2,694 50 -

Bahamas ............................. 1,687 6,817 26,505 8,097 16,908 708 68
Individua is ....................... 809 640 2,718 324 2,168 74 68
Corporationa ...................... 476 2.728 11,844 4,816 6,491 512

-
Barbad

"""' ... ""-- ..........
222 2,859 19,032 538 18,053 339 12

I.divid..
Is .......... ; ............

135 55 395 49 246 - 12
Corp* rations ...................... 53 1,442 9,491 205 9,286 -

-
Belgiu

..............................
9,174 12,254 104,626 33,908 51.076 15.625 1,362

Individuals
.......................

6,975 1,114 9.545 1,079 4.553 610 1,271
Corpora

'
ions ...................... 898 6.120 57.969 23,293 19,568 15,006 12

B..d
..............................

1,149 10,635 51,863 17,250 17,124 5.538 255
Individuals

.......................
666 481 1,649 347 694 13 250

Corporations ...................... 252 6,217 37,031 15,565 9,158 965
Bra

zil

--* ... ' ...... --- ....
1,941 1,655 11,107 6,974 2,326 277 1,185

Individual........................ 1,648 801 3,055 608 734 185 1,184
Sqrporations ...................... 79 614 7,122 5,704 1,407 11 -

ritish Virgin Islands .............. 378 1,041 7,961 3,439 4,394 121 -
Ind

ivid-al ........................
197 163 1,004 34 947 21 -

Corporations ...................... 98 626 5,996 2,999 2,916 77 -
anode .............................. 286,958 108.849 1,215,231 518,414 538,184 72.535 81905
Individuals ....................... 214,030 17,147 136,521 20,737 72,663 11,630 6,995
Corporations ...................... 26,104 55.858 813,934 468,700 241,543 54,020 1,483

ayman Islands ...................... 662 2,603 31,438 24,131 5.567 213 50
Individuals ....................... 108 198 748 320 350 36 -
Corporations ...................... 413 1,572 27,045 21,977 3,465 118 50

'i's ............................... 1,~13 528 2,951 1.439 1,221 11 74
Ind ivid.. Is ....................... 935 278 1,206 289 640 11 74
Corp, r.tns ...................... 14 is 919 917 2 - -

hina. 625 297 1,308 135 234 11 18
Individuals ....................... 510 197 952 71 192 10 18
Corp. rations ...................... 12 83 278 26 1 - -

hina (Taiwan) ...................... 716 346 13,090 12,117 757 61 22
Individuals ....................... 625 280 1,065 199 673 61 22
Corporations ...................... 19 38 11,913 11,904 5 - -

olombia ............................ 1.374 463 2,579 1,188 1,144 67 451
ad ividuals ....................... 11188 290 1,343 419 729 30 44

Corporations ...................... 48 89 663 371 246 31 -osta
Ric .......................... 587 249 850 205 562 12 -

Individ .I ........................ 500 216 735 184 472 10 -
Corpora

ti.ns
...................... 26 11 37 3 34 - -

eemiark ............................. 1,743 322 5,031 513 1,982 1,372 420
I.dividu- Is ....................... 1,551 170 1,572 113 474 114 410
Corporations ...................... 72 108 2,649 381 1,236 751 -

cuador ............................. 552 123 751 292 329 49 37
Individuals ....................... 493 101 590 204 259 49 37
Corporations ...................... 16 4 16 1 13 -

inland ............................. 454 208 3,010 1,353 647 22 510
individual. ..... s ................. 379 119 1,068 64 136 1 436
Corporations ...................... is 50 1,687 1,187 480 16

B

C

-

D

F
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Table 2-Number of Forms 1042S Filed. Tax Withheld, and Gross Income Paid by income Type. by Selected Recipient

Type and

Country of Recipient, 1983--Continued

(money amounts
are in thousands of dollars]

Number of income paid

Country or Geographic area
Forms
1042S

I-
withheld Total Interest Dividends

Banco
and

Personal

filed
royalties service

-(1) -(2) - (3) (4) (5) - (6) (7)

..
13,344 47,907 550,557 206,859 259,995 60,154 6 345

:France ............................
9 651 4.194 37,454 4.603 14,006 6.760 5 983

individuals ..................... - ,
848 20 471 330,688 152,790 118,742 48,071 210

Car rations .........

.... -......Gar-say-Democratic Republicpo 494

,
292 1,758 974 293 37

16
412
412

individuals .............. 452 215 792
589

131
525

. 191
44 - -

Corporations ...................... 11
34 6 6

6

68
08135 012704 864394 222 182 63768 4255

G

r.,a
a y-Federal Republic ...

27:239

6
6:0 2

:
65 135

:
18 447

:
28 301

:
3 658

:
5 090

Individuals ..............
1 346 20,409 547,388 352.460 137,027 55,023 201

Corporations ............ :..::
.. 3:791 679 5.842 582 2,002 588 370

Greece .................... .. .
4343 469 4,609 520 1.300 119 370

individuals ....................... ,
63 68 687 230 450 -

Corporations ........
297 18 71 1; 30 - -

Gum.................. ..
Individuals ............... 258 14 51 7 21 - -

-
Corporations .............. 14

494
21

187
13

1,004

8
331

5
428

-
6 45

Guatemala ...........................
453 157 642 213 343 6 45

individuals .......................
11 6 279 105 16 -

Corporations ......................

; 376 162 798 275 302 3 210
Honduras .................. .........

347 153 719 225 274 2 210
Individuals .......................

13 1 53 47 5 1 -
Corporations ......................

8 289 8,487 32,039 7,344 22,680 1,623 96
Hong Kong ........................... ,

4086 6583 13.871 1,566 11.601 538 70
Individuals ....................... ,

510

,
3 557 12,708 4,652 6,979 874 26

Corporations......................
978

,
331 3,310 1,914 272 51 167

India ................... :: ..........

Individuals ........... .......... 811 274 1.311 102 152 38
8

130
3

Corporations ...................... 48
646

23
168

360
1,498

296
344

53
433 15 -

Iran ................................
576 150 767 337 371 15 -

Individuals .......................
13 2 672 7 2 - -

Corporations ......................
1724 9l8 8,518 2,202 5,482 184 257

Ireland ............................. ,
6953 287 2,466 381 1.413 133 233

Individuals .......................
:

,
117 142 2,672 1,788 846 38 1

Corporations .....................
2 903 1.305 5,799 2,763 1,645 359 434

Israel ..............................
Individuals ....................

,
2,246 690 2,907 675 1,034 240 364

...
Corporations ...................... 73

6 905

364

5,425

1,903
38,594

8001.
11.312

95
9,153

6
10,059

-

3,194
Italy ............................... ,

7375 4 182 21,935 2,110 3,796 8,162 3,148
Individuals ....................... ,

151
,
742 13,326 8,414 3,590 1,267 -

Corporations ......................
511 82 806 93 220 37 11

Jama ica .............................
. 420 29 609 32 86 36 11

Individuals .................. .....
23 49 170 57 113 - -

Corporations ......................
. 9425 76.089 832.793 480,960 198,217 138,957 7,018
.........................Japan ......

Individuals .......................

,
4,204 2,365 24,111 10,835 3.106 435

6
5,723
997

Corporations ...................... 1,297 70,465 777,235 457,016 184,899 131.36
21

Kuwait .............................. 739 1,212 4,282 1.478 2,729 -
21

Individuals ....................... 558 292 1.073 431 594 -

Cor orations .............. 51 371 1,270 226 1,020 - -
p ........

L . 1,229 896 3.137 1,680 1,377 46 3
ebanon............................
Individual........................ 11098 855 2,999 1,678 1,243 46 3

Corporations ...................... 10
335

8
4184

25
14,914

-

837
25

14,008

-

61

-

Liberia. ............................
.....................Individuals 267

,
164 569 80 480 -

..
Corporations .... .........

**, , "*

38 4,223 14,174 670 13,443 61
82 10

: : .........Liechtenstein ..... . 666 3,160 12,288 3.497
334

8,604
5373 22 5

Individuals ............
: ..........

305
195

1,137
1 158

3,928
5,209 2,129

,
2,952 60 5

Corporations ......................
1 628

1
5,082 59 552 7

'

30,041 1,544 69
Luxembourg .......................... , 3

43

3
3 4 2 653

:

T~
1 686

-
69

Individuals .......................
349 2453 45,89 663 20:651 1,544 -

Corporations ......................
583

,
81 775 467 248 28 9

Malaysia ............................
537 69 247 4 209 4 9

Individuals .......................
14 6 495 462 8 25 -

Corporations ......................

I

:1

I
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Table 2-Number of Forms 1042S Filed, Tax Withheld, and Gross Income Paid by Income Type, by Selected Recipient

Type and Country of Recipient, 1983--Continued

[Money amounts are in thousands of dollars]

Number of Income paid

Country or Geographic area
Forms
1042S

Tax
withheld

Total I Interest Dividend
. Rent, and Personal

filed royalties service

(1) (2) (3) (4) (5) (6) (7)

Mexico ................ 8,214 6,438 27,951 7,183 6,617 6,085 836

Individuals ......... 7,356 3.340 15,427 3,842 5,477 3,391 820

Corporations ...................... 277 2,304 8,621 2,005 375 1,366 16

Monaco .............................. 308 656 2,629 623 1,467 170 351

Individuals ....................... 223 473 1,842 572 740 162 351

Corpora
t
ions ...................... 20 39 219 2 218

Morocco ............................. 123 335 1,273 1,031 115 39 29

Individuals ....................... 96 41 233 56 82 7 29

Corporations ...................... 10 1 4 - 4 - -

Netherlands ......................... 8.812 61,552 1,392,091 554,799 797,196 29,217 1,601

Individuals ....................... 5,017 2,815 41,876 22,175 16,262 278 1,520

Corporations ...................... 1,252 47,717 1,183,127 439,971 713,869 22,357 16

Netherlands Antilles ................ 2,237 9,174 2,094,680 1,972,339 66,338 47,725 5

Individual........................ 537 653 25,223 20,108 4,140 901 5

Corporations ...................... 1,170 6,582 1,910,902 1,806,611 49,439 46,803 -

New Zealand ......................... 1,606 204 1,375 152 662 137 214

Individuals ....................... 1,384 155 1,058 114 445 86 214

Corporations ...................... 63 40 221 34 165 21 -

Norway .............................. 3,438 693 7,862 2,093 3,266 944 590

Individuals ....................... 3,027 330 2,791 125 914 227 586

Corporations ...................... 98 169 3,403 1,616 1,145 629
-Panama .............................. 2,481 8,685 47,233 20,050 20,577 5,473 208

Individuals ....................... 1,438 1,839 6,703 598 5,708 24 158

Corporations ........ ....... 637 5,339 30,588 15,372 10,547 3,912 50:::::::

Peru .................. ....... 1,014 192 11090 478 440 25 19

Individuals ....................... 873 163 692 174 370 25 19

Corporations ......... 18 14 118 70 25 - -

Philippi.............. 2 600 926 3 754 523 890 6 102

Individuals ......... 2:314 855 3:186 153 760 5 102

Corporations ...................... 73 12 150 74 18 - -

Poland .............................. 292 61 11608 123 124 53 896

Individuals ....................... 269 43 1,336 119 45 26 822

Corporations ...................... 10 IS 106 - 77 27 -

Portugal.. .......................... 886 186 1,264 531 513 16 104

Individual........................ 737 141 678 87 388 - 104

Corp
.
r

t
i,n,

....1
0

1

1 421 4 6
~

5
- -

:'.er
to .

.
- .....

i o **
2,6 22 403 4,719 3,41 4 490 706 11

...Indivi u is:.
d a

2,286 121 469 65 294 1 11

Corporations.~.: 152 270 01
0

128 177 705 -

Saudi Arabia ......... 2,384
1,

525 123 20 9
105,

181 2 053 99 16

Individuals ............... 2,092 1,285 14 601 924
1

1,674 99 15

Corporations

..... ..... .
23 120 51:315 1:1715 144 -

-S
g

in spore .................. 3,135 652 14,245 10,791 3,086 21 115

Individua I ........................ 2,895 394 1,471 60 1.092 21 151

Corp.r.t
i os- ..... -**---

88 195 3,626 1,818 1.763
- -outh Afri 2 232 1,075 4 01 1 125 1 845 279 218

Individual. ...... . ... 2 0: 44 862 3 236: 0 1 082 1 324 81 210

Corporat ions ...................... 22 33 161 13 66 74 8

Sp
.
ain ............................... 4,275 2,663 13,904 7,754 3,942 457 886

Individuals ....................... 3,709 1,415 5 339 958 2,599 230 873
5

Corporations ...................... 89 899 7:222 6,398 609 99

Sweden .............................. 4,874 4,366 48,446 2,892 36,586 2,363 4,696

Individuals ....................... 4,461 1.859 9.213 278 2,156 346 4,585

Corporations ...................... 123 1,838 34,456 2,384 30,046 1,953 72

Switzerland ......................... 20,378 105,071 1,042,436 361,733 630 212 35 234

2"
90

Individual........................ 8,711 8,802 68,336 14,326 43:579 4:394 1,626
609

Corporations ...................... 2,772 65,227 704,189 267,441 404,235 28,333
652'14

United Kingdom ...................... 87,444 128,326 1,987,293 731,896 1,069 647
:

48 378

:
1

,
89712

Ind
idulls .......................iv

51,484 9,182 79,340 10,357 39 761 480
7

,
4321

Corporations ...................... 10,362 34,547 1,200,030 696.531 360,847 127
.
960 ,

5
Uruguay ............................. 578 591 2,901 1,153 1,498 226

5
Individuals ....................... 361 142 629 146 442 3

Corporations ...................... 51 301 1,149 443 688 -

Nonresident Allen Income and Tax, 1983
403

Table 2.-Number of-F.ras 1042S Filed. Tax Withheld, and Gross Income Paid by Income Type, by Selected Recipient
Type and Country of Recipient, 1983--Continued
[Money mounts are in th....ad. of d.Ilars)

Country or Geographic area

Venezuela
Individuals
Corporations .....................

Virgin Islands-Unit.d State........
Individual
Corporations .....................

Zimbabwe
Individuals ......................
Corporations .....................

0
that countries ....................
Individuals .......................
Corporations .....................

*Less than-S-5-oo.

Number of
Forms
1042Sfil

ed

(1)

4.565
3,721

ill
749
554

25
95
58
20

23,249
16,oig
1,094

Tax
withheld

(2)

2.065
1,492

322
116
43
44
43
20
11

13,249
4,074
3,679

Total

(3)

15,320
10,709
2.616

588
157
329
188
108
37

153,004
29,774
81,046

Income paid

Interest

(4)

8,418
6,157
1,127

88
24
51
19
16

4

89,214
11,340
69,533

Dividends

(5)

6,478
4,158
1.484

435
120
229
109
41
34

51,099
10.836

7,638

Re.t.
~androy

I
tie]s

6)

45
34

5

32
32

2,200
904

1.268

Personal
Service

2L,
51

150

49

49

2,661
2,044

152
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Section 12 International Boycott Reports

Contents

I nt rDducti on, 405

Statistics of Income Bulletin article

11
Report on International Boycotts,

1976-1982: A Focus on the Middle

East," 407

Table 1. -- Number of Corporations,
by Selected Boycotting Country,
1977-1980 and 1982, 419

Table 2. -- Income, Assets, and
Foreign Characteristics of Persons
Filing Boycott Reports, 1976-1980 and
1982, 421

Table 3. -- Reouests and Agreements
to Participate In a Boycott, by Type
of Person Filing Boycott Reports,
1976-1980 and 1982, 422

Table 4. -- Corporations: Tax Effect
of the Boycott Provisions of the
Internal Revenue Code, 1976-1962, 423

U.S. persons with operations in boycotting
countries are reouired to report separately to~
the Internal Revenue Service their business
operations in those countries, as well as
reouests and agreements to participate in, or
Cooperate with, international bovcotts (not
sanctioned by the U.S. Government). A U.S.
Person includes individuals, as well as
Partnerships, corporations, trusts, and
estates. The repQrting reouirement has been
effective since 1976. Most reauests,
attempting to achieve cooperation from U.S.
corporations, are made by countries which
belong to the Leaoue of Arab States. These
boycott reQuests are usually directed against
Israel. The reauests are related to business
or commercial activities, and are categorized
into five groups.

Under the Tax ReforTn Act of 1976,
individuals who agree to participate in, or
Cooperate with, unsanctioned international

boyco ts can be penalized by the loss of
cerTin U.S. tax benefits. These benefits are
the foreign tax credit (see Section 2 of this
compendium), and the deferral of taxation on
the earnings of Controlled Foreign
Corporations (Section 3) and on the earnings
of Domestic International Sales Corporations
(Section 4). Apart from the tax consecuences,
a person may also be subject to a fine under
the provisions of the 1979 Exp o rt
Administration Act, administered by the
Department of Commerce,

A brief summary of international boycott
reports is provided in a paper contained in,
Section 1 of this compendium. This paper If
entitled "Statistics of Income Studies of
International Income and Taxes: A Brief
Description of the Studies" 1page 9). More
detailed information and historical statistics
on boycott reports since the inception of the
1976 Act is included in a Statistics of.Incorne
Bulletin article entitled Report on
TF-ternational Boycotts, 1976-1982: A Focus on
the Middle East," which Is reprinted in this
section. The reader is also referred to a
series of reports entitled "The Operation and
Effect of the International Boycott Provisions
of the Internal Revenue Code," Prepared by the
Office of Tax Analysis, Office of the
Secretary, Department of the Treasury.

The basis of the statistics tabulated for
the international boycott report studies is
Forta 5713 and related schedules, titled below
and reproduced in Section 15 of this
compendium.

Form 5713, International Boycott Report,
and Instructions (page 508)

Schedule A (Form 5713), Computation of
the International Boycott Factor
(page 512 )

• Schedule B (Form 5713), Specifically
Attributable Taxes and Income (Page 513)

• Schedule C (Form 5713), Tax Effect of the
International Boycott Provisions
(page 514 )
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Report on internationai Boycotts, 1976-sz:
A Focus on the Middle East
gy Vergle Mose*

U.S. corporations that conduct business in
certain foreign countries can be penalized,
under certain conditions, through losses in
U.S. tax benefits. These penalties result from
agreements by these U.S. taxpayers to specific
foreign-imposed business conditions relating to
international boycotts. A number of U.S.
corporations that agreed to certain of these
foreign-imposed conditions forfeited over $84
million in U.S. tax benefits between 1976-82.

U.S. TAX LAW ADDRESSING INTERNATIONAL BOYCOTTS

The U.S. Congress sought to deter

participation by U.S. "persons" in inter-
national boycotts which were not sanctioned by
the United States, partly in response to the
ongoing Arab boycott of Israel. The
Congressional Joint Committee on Taxation noted
in its report [1) on the Tax Reform Act of 1976
that--

"Congress is concerned that U.S.
businesses have been prevented from
freely operating in international markets
by the threat of economic sanction

s
by

certain foreign countries or their
nationals or companies. Unless the U.S.
businesses agree to participate in, or
cooperate with, certain foreign Countries
in an international boycott, they are
denied the opportunity to conduct
business with the country. Congress
believes that it is particularly unfair
to those taxpayers who refuse to
participate in the boycott, when the
taxpayer who does participate in the
boycott is a recipient of tax benefits by
reason of the participation. Congress
believes that many taxpayers would not
Participate in an international boycott
if the taxpayer and the foreign countries
were made aware that tax benefits were
not available to a taxpayer who
Participates in a boycott."

The 1976 Act contained international boycott
Provisions (discussed below) which were
generally effective for operations conducted

i after November 3. 1976 [2]. Under the Act, the

4 Mign Returns Analysis Section. Prepared under the
mes R. Hobbs, Chief.

AL_1_1~.

Department of Treasury is required to report to
Congress on the operation and effect of the
boycott provisions of the Internal Revenue
Code. The series of Treasury reports [31 draw
on data provided by the Internal Revenue
Service (IRS). This article presents data
filed with the IRS for the years 1976 through
1982, (See the "Data Sources and Limitations"
section.) The Source of the statistics is the
Form 5713, International Boycott Report [4].

Background

The Policies of foreign countries can have a
significant impact on the business behavior of,
U.S. "persons" (defined below). A speclfil~
example of this impact is found in the policies
of members of the League of Arab States.
Original members of this league included Iraq,
Lebanon, and Saudi Arabia. One purpose of the
organization was to coordinate the policies and
activities of its members [5).

As part of the economic policies of the Arab
League, many countries imposed economic
sanctions against Israel. These sanctions can
be summarized into three basic types. The
first type (a "primary boycott") applies to the
refusal of Arab countries to export their goods
to, or import goods from, Israel. - In a
secondary boycott," foreign companies are
requested not to maintain business rela-
tionships with Israel or

its c
ompanies and'

citizens. The third type, termed a "tertiary
boycott,' occurs when foreign companies are
requested to refrain from conducting business
with other companies that trade with Israel or
with companies whose owners or employees are
members of particular religious or fraternal
organizations [6).

These economic policies were imposed on all
persons, including individuals as well as
corporations and partnerships, that had
business activities with these Arab countries
or their nationals. Prior to 1976, there were
no U.S. regulations specifically imposing
penalties on U.S. persons that supported
foreign boycotts through their business
activities.

direction of
407
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U.S. legislative proposals specifically
addressing issues of international boycott
activities of U.S. persons were first
considered in the years after the 1973-74 Arab
oil embargo. At that time, U.S. businesses
anticipated capturing a share of the
development projects of, and increased trade
expected with. members of the Organization of
Petroleum Exporting Countries (UPEC), some of
which were also members of the League of Arab
States [7]. This interest in greater trade
with Arab states conflicted with the
anti-boycott sentiments of certain citizen
groups. During this same period. repre-
sentatives of both ditizen and business groups
were instrumental in the drafting of U

*
S.

international boycott laws [6]. These initi. al
drafts were later developed into two laws.

The Tax Reform Act of 1976 and the Export
Administration Act of 1979 contained provisions
specifically authorizing penalties for
unsanctioned international boycott activities
of U.S. persons. Under these laws, it became
mandatory for all U.S. persons to report
formally with the Internal Revenue Service
(Department of Treasury) and the Office of
Antiboycott Compliance (Department of Commerce)
(81 ' all boycott-related requests and
agreements. The Department of Treasury
additionally required that U.S. persons report
all operations in boycotting countries.
Congress initially required annual reports from
b6th departments on the findings from the
administration of these l.a.ws [9].

Provisions of the 1976 Act

The provisions of the 1976 Act are primarily
included in section 999 of the Internal Revenue
Code. In compliance with the Act, a U.S.
person must report to the Internal Revenue
Service each of its operations (direct or
indirect) [101, that are conducted with a
government, a company or a national of a
country, that requires participation in, or
cooperation with. a boycott (not sanctioned by
the United States). The term "operations"
encompasses all forms of business and
commercial transactions.

Under the Act, a person participates in, or
cooperates with, an international boycott if
the person agrees as a condition of doing
business, directly or indirectly, wi th a
governinent, a company, or a national of a
country to any of the five types of requests
listed below:

Type I - to refrain from doing business with
or in a country that was the object of the
boycott or with the government, companies, or
nationals of that country.

Type 2 - to refrain from doing business withany U. S. person engaged in trade within . a
country which was the object of the boycott orwith the government, companies, or nationals of
that country.

Type 3 - to refrain from doing business withany company whose ownership or management
included individuals of a particular na-
tionality, race, or religion

,
or to remove or

refrain from selecting corporate directors who
were individuals of a particular nationality,
race, or religion.

Type 4 - to refrain from employing indi-
viduals of a particular nationality, race, or
religion.

Type 5 - as a condition of the sale of a
product to a government, company, or a national
of a country, to refrain from shipping or
insuring products on a carrier owned, leased,
or operated by a person that did not
participate in, or cooperate with, an
international boycott.

A presumption of participation in, or
cooperation with, a boycott was also provided
for in the 1976 Act. If a person controls a
corporation and the corporation participates
in, or cooperates with, a boycott, the
controlling person is presumed to have
participated in, or cooperated with, the
boycott. Conversely, if a person controls a
corporation and participates in, or cooperates
with, a boycott, the corporation is presumed to

.have participated in. or cooperated with, the
boycott. Thus, when one member of a controlled
group of corporations agrees to one or more
types of boycott requests, each member of the
controlled group is also associated with the
agreement [11]. U.S. shareholders of foreign
corporations are also associated with boycott
agreements of their foreign corporations [12].

OPERATIONS IN BOYCOTTING COUNTRIES

Boycott operations include those operations
with a government, a company, or a national of
a country that is on the list of countries
which the Secretary of the Treasury has
determined requires participation in, or
cooperation with, a boycott. The original list
published in 1976 contained the following 14
countries:

Bahrain Oman
Egypt Qatar
Iraq Saudi Arabia
Jordan Syria
Kywait United Arab Emirates (O.A.E.)
Lebanon Yemen (Aden)
Libya Yemen (Sanaa)

Egypt was dropped from the list effective April
1. 1980 [13).
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operations in a country not on this list are

also boycott operations, if a person knows or

has reason to know that participation in, or

cooperation wi th, an (unsanctioned) inter-

national boycott is required as a condition of

doing business with the government, a company,

or a national of the country

-For 1982, 2,822 U.S. persons filed Forms 5713

indicating that they conducted operations,

directly or indirectly, in one or more
boycotti ng countries. Of this number, 92

percent (2,583) were corporations. The

remai nder were individuals, partnerships,

estates and trusts. These corporations
represented less than I percent of all U.S.
corporations, but their $2.7 trillion in total
assets was nearly 30 percent of the total

assets reported on all U.S. corporation income

tax returns.

BOYCOTT R EQUESTS AND AGREEMENTS

Of the 2,822 U.S. persons that filed Forms

5713 for 1982, 537 received nearly 17,OUU

requests to participate in, or cooperate with,
international boycotts. Of these requests, 35

percent (5,800) were agreed to by 212 persons.
Corporations accounted for nearly 90 percent of

all requests and agreements (see "Number of

Corporations" in the Explanation of Selected
Terms section). Table 3 pre sents the number of
requests and agreements from 1976-80 and 1982
for each type of boycott request [14).

Request and agreement data related to U.S.
corporations for the 13 countries presently on
the Treasury's list are surnmarized in Figure
A. The data for 1977-80 and 1982 are ranked by
country based on the number of requests
received by corporations.

The largest number of boycott requests were
received from Saudi Arabia, Kuwait, Iraq, and
the United Arab Emirates. Based on the 1977-80
and 1982 data, of the 44,627 total requests
received from these countries, 18,918, or 42
percent, were agreed to by U.S. corporations.
(For a percentage distribution by country of
the number of requests and agreements for 1982,
see Figure B.) Using number of agreements as a
percentage of total requests, the rate of
"effectiveness" on the part of boycotting
countries in obtaining cooperation from U.S.
corporations can be estimated. Of the requests
made during the 5-year period, 47 percent
cooperation was obtained by Kuwait, 44 percent
by the United Arab Emirates, 40 percent by
Saudi Arabia, and 39 percent by Iraq.

The highest level of effectiveness did not
occur with the above four countries, but rather
with Oman, Jordan, and Bahrain. U.S.
corporations agreed to 61 percent of all
requests received from Oman, 59 percent from
Jordan, and 57 percent from Bahrain. Data on
boycott requests received and the related
agreements of U.S. corporations reported for
1977-80 and 1982 for these three countries are

Figure A-Corporations: Requests, Agreements, and Agreements as a Percent of Requests, by Selected

Boycotting Countries, 1977-1980 and 1982

Agreements as

Requests Agreements a percent of

Country requests

Number Rank Number Rank Percent Rank

(1) (2) (3) (4) (5) (6)

All boycotting countries' ......... 70,344 - 31,072 - 44%

Saudi Arabia ........................ 13,461 1 5,421 2 40 lu

Kuwait .............................. 12,775 2 5,942 1 47 4/5

Iraq ................................ 9,968 3 3,886 3 39 11

United Arab Emirates ................ 8,423 4 3,669 4 44 8/9

Libya ............................... 3,839 5 1,724 8 45 7

Jordan ...................
*
.......... 3,758 6 2,212 5 59 2

Bahrain ............................. 3,740 7 2,117 6 57 3

Oman ................................ 3,125 8 1,891 7 1

Syria ............................... 2,292 9 621 11 27 13

Lebanon ............................. 2,056, 10 958 9 47 4/5

Qatar ............................... 1,628 11 754 10 46 6

Yemen (Sanaa) ....................... 450 12 199 12 44 8/9

Yemen (Aden) ........................ 192
1

13
1

53 1
13

1
28 12

'Includes 4,637 requests and 1,625 agreements related to boycotting countries not shown separately.

I
I
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Figure B
Corporations: Percent Distribution of
Requests and Agreements To Participate In or
Cooperate With International Boycotts, 1982

. Requests ,

All
Other

Countries

Agreements

Jordan

\ Bahrain
15%

Iraq 21%

----Kuwait

Other Oman
Countries

All
I- Arab Emirates

10%
5189

9% Saudi
Arabia.

"8917% 1% United

shown in Figure C. The highest level of
effectiveness in any year for any country
occurred in '1980, when 76 percent of all
requests received from Oman were followed by
agreements.

For 1982, the highest rate of effectiveness
(63 percent) was obtained by Jordan. The 608

agreements to requests received from that
country accounted for 12 percent of the total
agreements (shown in Figure B). In contrast,
the 961 requests received from Jordan accounted
for only 6 percent of the total requests.

The relationship between the number
ofcorporations that entered into agreements and

those which received the requests is also
integral to a measure of effectiveness Of the
boycott policies. Data classified by country
for the number of corporations that agreed to
requests expressed as a percentage Of the
number of corporations receiving requests are
shown in Table I for 1977-80 and 1982. A,
decrease in this ratio occurred for every
country for 1979, when compared to 1978. The
496 corporations that received requests from
all boycotting countries for 1979 represented a
decline from the 521 corporations for 1978.
The decline in the number of corporations that
received requests continued after 1979.
However, while the 172 corporations that agreed
to requests for 1979 represented a decline from
1978, this decline.did not continue thereafter.

Not all U. S. corporations with direct or
indirect operations in boycotting countries
received boycott requests. Most of those U.S.
corporations receiving boycott requests
received multiple requests. Less than half of
them, in any year, agreed to at least one
business restriction as requested by a
boycotting country. Corporations that agreed
to at least one request most often did not
agree to every request received from a specific
country. This information (the differences
between the number of corporations reporting
requests and agreements and the number of
requests and agreements reported) suggests that
U.S. taxpayers often attempted negotiations
with the boycotting countries in order both to
conduct business within their boundaries and to
comply with U.S. laws as well [15).

The extent of cooperation by U.S.
corporations with boycotting efforts and the
level of U.S. export and import trade
activities with boycotting countries are
related [16). Trade data between the United
States and these countries for 1977-80 and 1982
are presented in Figure D.

The lowest degree of U.S. cooperation with
boycott requests tended to occur among those
boycotting countries in which the largest
number of U.S. corporations reported direct or
indirect operations. The largest number of
U.S. corporations reported operations in Saudi
Arabia, Kuwait, and the United Arab Emirates
(see Table 1). For 1982, of the total 1,916
corporations reporting operations in boycotting
countries, 83 percent reported operations in
Saudi Arabia, 57 percent in Kuwait and 53
percent in the United Arab Emirates.
(Corporations frequently had operations in more
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Figure c,--Selected Items Reported by Corporations with Operations In or Related to Boycotting
,

Selected Countries 1977-1980 and 1982
-CountriesC -

0"":

Item and country 1977 1978 1979 198U 1982Item and

cou ntry7

(1) (2) (3) (4) (5)

~ ra ions
Number of corporations' with operations

in or related to:

All boycotting countries . ...................... 1,627 1,645 1,971 2,014 1,916

.... 527 540 576 617 616
Oman ........................... *,,***,*: ....

615 623 771 777 767
Jordan .......................... --*

626 763 765 751
Bahrain ............................. -*

....
651

Number of corporations' receiving requests from'.

521 496 494 431
All boyco tting countries2 ...................... 510

Oman ........................ ****,,*** ....... 64 79 61 143 101
.... 9U 91 131 158 101Jordan ................................. : ....

104 95 133 90 121
Bahrain ........................ **,**,**

Number of corporations' agreeing to requests from:

172 229 178
All boycotting countries . ...................... 191 217

Oman 33 31 19 98 46

Jorda~*'."'*.***.'.*'***.*"*:***:***** .......... 42 35 38 30 47
... .. .... .... ... ....... 34 49

Bahrain ............................ 41 42 36

Number of requests from:

All boycotting countries . ...................... 9,711 17,170 14,079 14,312 15,072

Oman ........................................ 348 754 491 799 733

Jordan ................................. :: ... 245 421 1,142 989 961

Bahrain ............................. - ... 622 590 577 946 1,005

Number of agreements to requests from:

All boycotting countrie
S2 ...................... 4,066 7,770 6,615 7,432 5,189

Oman ................................. ::: .... 184 444 294 605 364

Jordan ...............................

.... 10,
213 666 624 608

Bahrain ......................................
429 317 220 634 517

Agreements as a percent of requests:

All boycotting countries . ...................... 42 45 47 52 34

Oman ........................................ 53 59 60 76 50

Jordan ...................................... 41 51 58 63 63

Bahrain ...................................... 69 54 38 67 51

'Corporations which were members of a controlled group were combined and counted as one corporation.

Corporations often reported operations in more than one country.
2
Boycotting countries were all countries reported on Form 5713 known to require participation in, or

Cooperation with, an international boycott. This included, bu
t

was not limited to, the 13 countries

presently on the list of boycotting countries maintained by the Secretary of the Treasury.

than one country".) Over 200 corporations
received 7,410 boycott requests from these
three countries. Slightly more than one third
of those corporations agreed to participate in,
or cooperate with, the boycott as requested.
On the other hand, a smaller number of U.S.
corporations reported operations in Jordan and

Oma n. As this number decreased, the degree of
cooperation with the efforts of the boycotting
countries increased. For example, over 100
corporations received requests from Jordan and
Oman for 1982, and 46 percent of them agreed to
the requests. Finally, of the 267 corporations
which reported operations in Yemen (Sanaa), 12

T
, 'I
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Figure D-U.S. Exports and General Imports' with Selected boycotting Countries, 1977-1980 and 1982

[Money amounts are in millions of dollars]

Country 1977 1978 1979 1980 1982

(1) (2) (3) (4)

All countries, total
Exports from U.S . ................................. $121,293 $143,766 $182,025 $22U 786 $212 275Imports to U.S . ................................... 150,390 174,757 209,458 244:871

,
243 952Balance ........................................... -29,097 -30,991 -27,433 -24,085

,
-31,677

Boycotting countries, total'
Exports from U.S . ................................. 6,173 7,226 8,621 10 340 13 859Imports to U.S . ...................................
Balance

14,411 12,621 18,054 25:860
,

10,575
........................................... -8,238 -5,395 -9,433 -15,520 3,284

Bahrain
Exports from U.S. ................................. 203 157 160 197 220Imports to U.S . ................................... 75 29 11 16 31Balance ........................................... 128 128 149 181 189

Iraq
Exports from U.S . ................................. 211 317 442 724 846Imports to U.S . ................................... 425 249 665 460 39Balance ........................................... -214 68 -223 264 807

Jordan
Exports from U.S . ................................. 302 235 334 407 620
Imports t

'
p U.S ..................................... 3 1 4 3 7.Balance ........................................... 299 234 330 404 613

Kuwait
Exports from U.S . ................................. 548 745 765 886 941
ports to U.S . ...................................

.4m
214 50 194 494 40a lance ........................................... 334 695 571 392 901

Lebanon
Exports from U.S . ................................. 124 142 227 303 294Imports to U.S . ................................... 42 15 15 33 19
Balance ........................................... 82 127 212 270 275

Libya
Exports from U.S . ................................. 314 425 468 509 301Imports to U.S . ................................... 4,222 4,125 6,014 8 595 512
Balance ........................................... -3,908 -3,700 -5,546

,
-8,086 -211

Oman
Exports from U.S . ................................. 57 65 88 95 173Imports to U.S . ................................... 436 354 317 344 334Balance ............................................ -379 -289 -229 -249 -161

Qatar
Exports from U.S . ................................. 113 77 138 129 153Imports to U.S . ................................... 450 337 279 237 106Balance ........................................... -337 -260 -141 -108 47

Saudia Arabia
Exports from U.S . ................................. 3,575 4,370 4,875 5,769 9 026Imports to U.S . ...................................
Balance

6,448 5,310 8,067 12,648
,

7,443
........................................... -2,873 -940 -3,192 -6,879 1,583
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Figure D.--U.S. Exports and General Imports' with Selected Boycotting Countries, 1977-1980 and 1982

C
ontinued

[money amoun-

Country 1977 1978 1979

19

79 1980 1982

(1) (2) (3

)

(3) (4) (5)

Syria ............
Exports from U.S . .....................

I

1341341
616

143143
3737

2

29

1

65
229
165

239
6

138
10

to U.S . ....

.......

....
.......

Imports to U.S . ...... 118 106 64 213 128
Balance ...........

United Arab Emirates
515 493 667 998 1,lul

Exports from U.S. .................................
0762 2,109 2,317 2,985 2,032

Imports to U.S . ....... ........
......

,
-1,561 -1,616 1,650 -1,987 -931

Balance ....................

Yemen (Aden) 31 26 14 7 8
Exports from U.S . ................................. 3 b 4 18 1
Imports to U.S . ........... -*******-**-

......
28 21 lu -11 7

Balance ............................. ***,*,* .......

Yemen (Sanaa) 46 31 214 77 38
Expor,ts from U.S . .................................

I
3)

imports to U.S . ........

......

.
-

45 31 212 76 37
...Balance ............. -

'Exports include domestic and foreign merchandise. General imports include entries for consumption,

entries into custom's bonded warehouses and entries into U.S. Foreign Trade Zones.

zRepresents data for the 13 countries presently on the list of boycotting countries maintained by the

Secretary of'the Treasury.
'Amount less than $500,000.
Source: For 1977-1980, data are from Overseas Business Reports, ~ajjt IlaotgesR F2re-1jnuTyaTd;83AnnuaI,

Tn-jer- -i-n- -Trade Admi
nistrat~

or
1975-1981, U.S. Department of Commerce, nal 0 aT r

F

T797-,data are from liplc s of,,I.S. Export and Import Trade, U.S. Department of Commerce, Bureau
e

of the Census, FT 99
er 7

received boycott requests. Of these 12

corporations, 67 percent agreed to the

requested conditions.

Of related interest is the growth and

levelling off in the number of U.S

corporations reporting operations in boycottin;

countries (shown in Table 1). For 1982, the.

number of corporations with operations in the

13 boycotting countries increased over the

number reported for 1977, with two exception$,

Iraq and Libya. for which there were small
decreases. Between 1980 and 1982 the number of

C
0
rporations reporting operations remained

relatively stable compared to the peak of

growth in this number that occurred from 1978

to 1979.

LOSS OF TAX BENEFITS

Under the U.S. tax law, taxpayers agreei
.

ng to

participate in, or cooperate with, unsanctioned

international boycotts may be penalized by the

loss of certain tax benefits. These lost

benefits involve the U.S. tax treatment of the

income or taxes associated with U.S. operations

(direct or indirect) in all boycotting

countries. The tax benefits would otherwise be

avai
I
able

to
the taxpayers were it not for

agreements to boycott requests. The tax
benefits that can be lost are the foreign tax

credit [171, and the deferral of taxation on

the earnings of Controlled Foreign Corporations
(CF

C
'
s

) [181 and on the earnings of Domestic

International Sales Corporations (DISC's) [191
owned by U.S. persons.

Basically, a U.S. taxpayer is allowed a

foreign tax credit to reduce its U.S. income

tax (based on worldwide taxable income) for

taxes paid to foreign countries [203. However.

boycott-related taxes cannot be included in the

foreign tax credit. Boycott-related taxes are

taxes that resulted from foreign operations

through which the U.S. taxpayer was associated.

with agreements to unsanctioned boycott re-

quests.

A U.S. taxpayer that owned a Controlled

Foreign Corporation was generally required to

P.

I
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treat certain portions of the current-year

earnings and profits of the CFC as "Subpart F"
income. This income was deemed to have been
distributed by the CFC to the controlling U.S.

shareholder and was included in the

current-year taxable income of the share-

holde
r

. That portion of the current-year

earnings and profits not considered Subpart F

income was not included in the shareholder's
U.S. taxable income until the year in which a

distribution was subsequently made to that

shareholder. The tax on these earnings and

profits was thus deferred. A U.S. shareholder,

associated with agreements to boycott requests

through one or more operations of a CFC, was

required to increase the Subpart F income.

This increase was based on the current-year
earnings and profits of those operations. Tax

deferral was thus lost on this income.

Generally, the taxable income from a DISC was

treated similarly to the current-year earnings

and profits of a CFC. A portion of the income

from a DISC could not be excluded from the

shareholders' current-year U.S. taxable in-

come. The remaining portion of the income from

a DISC could be excluded from the shareholders'

current-year U.S. taxable income (thus

deferring U.S. tax). U.S. shareholders,

associated with agreements to boycott requests

through one or more operations of the DISC,

were required to increase the DISC incomei
ncluded in their current-year U.S. taxable

income. This increase was based on the DISC

income from those operations.

Methods of Computing Loss of Tax Benefits

The loss of tax benefits was computed by

electing to use either the "specifically
attributable income and taxes" method or the

"international boycott factor" method. The

election was an annual one made by the U.S.

taxpayer. Taxpayer
s

that could separately

identify the earnings and profits from each of

their specific business operations could elect

the specifically attributable method. When the

earnings and profits of each separate operation

could not be identified, the taxpayers elected
the international boycott factor method.

Persons that chose the specifically

attributable income and taxes method reported

their share of the foreign taxes paid and

Subpart F and DISC income, based on the

earnings and profits of each separately

identified boycott operation. A foreign tax

credit was denied for the foreign taxes

reported. The Subpart F income reported was

the amount of the tax benefit lost to

shareholders of CFC's. The DISC income

reported was the amount of the tax benefit lost

to shareholders of DISC's.

Taxpayers using the international boycott

factor method computed the loss of tax benefits

as follows:

I 6W_loyc2tt "income
" '21]

, X Tax

Tota

e
!rR outside benefit

the United States [221

The result of this computation for each type of

tax benefit was the amount of the loss.

The computation of the loss of a foreign tax

credit was determined by the taxpayer's choice

of the two methods described above. Under the

specifically attributable income and taxes

method, the benefits of the foreign tax credit

were denied by excluding the boycott-related

taxes from the foreign taxes eligible for the

credit On the other hand, under the

intern~tional boycott factor method, the
boycott-related taxes were included in the

foreign taxes eligible for the credit. The

total foreign tax credit was then reduced by

the amount of the computed loss of benefit

(defined above).

The losses of U.S. tax deferral on income

associated with the earnings and profits of a

CFC and the income of a DISC were determined

under both methods, by computing amounts to be

treated as "deemed distributions" of income 1
*
n

the current taxable year. Thus, the U
.
S.

taxable income of the U.S. shareholder was

increased. Under the specifically attributable

method, these amounts were computed from the

earnings and profits of each separate

operation. Under the international boycott

factor method, these amounts were based on

percentages of the total benefits that

otherwise would have been allowed.

Effects of Boycott-Related Tax Penalties

For the 1980-82 period, fewer than 100 U.S-
corporations per year reported losses of tax

benefits due to agreements to participate i n,

or cooperate with, international boycotts. As

shown in Figure E, there was a decline in the

number of U.S. corporations reporting losses of

benefits since 1978, whe
11

the largest number of

U.S. corporations (146
)

reported losses of tax

benefits.
(
Corporations are the only U.S- Per-

sons that have ha
d

tax benefits denied as the

result of agreements to boycott requests. ) In

comparing the number
of

corporations that filed

boycott reports with the much smaller number

reporting denial benefits, it should be
of tax co

noted that not all corporations filing b0) tt

reports received reque
s

ts.

Of those that

received requests, not all agreed to comply'
Further, of the corporations that agreed to

boycott requests, not all i owned a Domestic

International Sales Corporat on or a Controlled

Report on International Boycotts, 1976-82

or had a U.S. income tax
Faoareiingst CohriporatuoraIpply a foreign tax credit.
No other loss of benefits were prescribed under
the tax law.

Figure E-Number and Percent of Corporations
Denied U.S. Tax Benefits, 1976-1982

Year

976
1977
1978
1979
1980
1981
1982

Number of corporations
for year--

That filed I Denied tax
boycott reports I benefits

(I )

1 356
2,521
2,536
2,892
3,090
n.a.

2,583

n.a. - Not available.

Percent

(2) 1 (3)

35 2.6%
100 4.0
146 5.8
101 3.5
88 2.8
84

-873.4

As previously stated, there are three types
of tax benefits which may be lost by
corporations agreeing to participate in, or
cooperate with, international boycotts. These
U.S. corporations frequently lose more than one
benefit in any given year, as a result of such
agreements. U.S. corporations with inter-
national sources of income are likely to be.
large corporations that use taxes paid to
foreign governments as a foreign tax credit to
reduce their U.S. tax liability. A large
number of these. same corporations are also
owners of CFC's and DISC's. As an example, ofthe 84 corporations in 1981 which lost tax
benefits, 29 were required both to reduce their
foreign tax credit and also to decrease the
amount of income deferred from U.S. tax based
on the earnings and profits of the CFC

,
s ori

ncome from the DISC's.

U.S. corporations forfeited a total of $84
MI

.
llion in tax benefits, due to agreements toboycott requests, since 1976, the first year

for which the penalties were imposed. Of this
amount, $33 million was associated with lossesin foreign tax credits; $7 million reduced theallowable foreign tax credits (under theboycott factor method), while $26 million oftaxes paid to boycotting countries wasdisallowed for credit (under the spec ifically
attributable method). Of the three taxbenefits at risk from agreements to participate
in

'
or cooperate with, international boycotts,the loss. of U.S. tax deferral on the $43

Million of income from the earnings and profitsOf CFC's represented the largest loss in taxbenefits incurred by U 5 corporations from1976 through 1982. Addi'ti'onally, shareholders
Of DISC's incurred a I

Oss 0
f U.S. tax deferralon $8 Million of DISC income that resulted from

agreements to boycott requests.

SUMMARY

415

Beginning in 1976, the United States
instituted tax provisions to levy penalties, in
the form of lost tax benefits. against U.S.
persons that agreed to participate' in, or
cooperate with, international boycotts not
sanctioned by the United States. From 1976
through 1982, the largest percent of boycott
requests, 93 percent, was made by countries
which were members of the League of Arab
States. All the requests attempted, in somefashion, to achieve cooperation from U.S.
persons with a boycott through restrictive
business conditions. During the period 1976-82
(excluding 1981 for which detailed data are notavailable), there were 79,900 requests made ofU

*
S. persons to participate in. or cooperate

with international boycotts. Of those
requ;sts, 42 percent, or 33,800, were followed
by agreements. Most of the requests and
agreements, 96 and 97 percent, respectively,
involved U.S. corporations, as opposed to other
types of U.S. persons. As a result of
agreements to boycott requests, a small numberof U.S. corporations lost U.S. tax benefits
totaling $84 million from 1976-82.

DATA SOURCES AND LIMITATIONS

These statistics were based on all
International Boycott Reports, Forms 5713,
filed with the Internal Revenue Service. As
such, the data were not subject to sampling
error. (See the Appendix for a general
description of the nonsamfling error controls
and limitations typical o most Statistics of
Income (SOI) programs.) Any results of audit
examination of the income tax returns related
to these reports are not reflected in the
statistics. Data for 1976-80 and 1982 include
all International Boycott Reports filed by
persons with accounting periods ending in those
calendar years. Data for 1981 were limited toForms 5713 with a computation of loss of tax
benefits on Schedule C attached to this form.

llhbe
leda4ta faonrdl981 are included in Figure E and

in the data analysis includedunder the effects of boycott-related tax
penalties.)

Data for 1976 include only persons with
accounting periods ending in November andDecember. (The effective date of the boycottprovisions was November 4, 1976.) The data
analysis contained in this report on theoperations in boycotting countries and requestsand agreements were limited to the datareported in full calendar years, 1977-80 and1982.

Generally, boycott reports included for a
particular year were those which had accountingweriods ending during that year. However, for
trehpeorlt9s77-w8eorestruedcieeisv,edpriyor-tYheearInbtoeyrcnoatit

Rreevpenrutes

re also included in the tistics. These
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Service during the same period as the
current-year reports and were processed if they
were not previously included in the prior-year
statistics. A complete historical boycott file
was not available for 1982. (Only Forms 5713
with attached Schedule C were included for
1981.) As a result, prior-year returns were
processed for 1982 only when the current-year
reports for the same U.S. persons were not
available.

Data from Forms 5713 filed by Domestic
International Sales Corporations were included
in the corporation data in this report.
Additionally, the data for the number of
corporations which reported operations and the
number of requests and agreements reported were
accumulated from the Forms 5713 of the common
parents of "controlled groups" of corpo-
rations. Over counting of these items would
otherwise have resulted because each member of
the group was required to report the
operations, requests and agreements of the
entire group. This reporting was usually
accomplished through information provided by
the common parent to each of its members. With
respect to corporations which were members of
controlled groups, if tax returns were filed
separately for each member of a controlled
group, then Form 5713 had to be attached -to
each separate return. (Waivers to this
requirement were allowed under specific
conditions.) However, if a consolidated return
were filed for all the members of a controlled
group, then a Form 5713 could be filed on
behajf of all the members.

EXPLANATI ON OF SELECTED TERMS

Members of Controlled Groups of Corpo-
rations-Under the boycott Frovisions, members
of-controlled groups were those corporations
related to one another generally through 50
percent or more common stock ownership and
which could file separate income tax returns.
The controlled group provisions of the Internal
Revenue Code applied when (1) a common parent
corporation had 50 percent or more control of
one or more chains of subsidiaries
(parent-subsi diary group), or (2) five or fewer
persons (individuals, estates, or trusts),
individually or in combination, had 50 percent
or more control of each of two or more
corporations, but where the sum of each
person's "identical" ownership in the group
totaled more than 50 percent (brother-sister
group). "Identical" ownership was considered
to be the lowest common percent of ownership of
an individual owner in each of the corporations
comprising the group. Thus, if a company had
ownership in each corporation in a given group
and the smallest percent ownership was, for
example, 5 percent of corporation A, that
company's identical ownership in the entire
group was considered to be 5 percent.
Combination groups were possible when a person

or persons Controlled two or more corporations
one of which was the parent of one or more'subsidiary corporations.

National
of

CounM.--A Person which owes
alTe-giance fo-, ~or

Ti
er the protection of a

nation without regard to the more formal sta~us
of citizenship.

"umber 2f COE%rations-The number of
c6i~®ration

s tht 'I e, a
Form 5713 and the

number that were denied tax benefits includes
each corporation whether a member of a
controlled group of corporations or not.
Members of a controlled group of corporations
were combined and counted as one corporation
for the, number of corporations reporting
operations in boycotting countries and for the
numbers of corporations that received and
agreed to boycott requests.

Person A~neein
0

Participate in, or
cooperate

th.
an Internatl1nal

person was considered to have partiftm in,
or cooperated with, an in ternational boycott if
the person agreed as a condition of doing
business, directly or indirectly, with a
government, a company, or a national of a
country to any of the five types of requests
described in the text of this article.

However, a person could agree to meet
requirements imposed by a foreign country with
respect to an international boycott, when a
U.S. law, executive order or regulation
sanctioned that participation or cooperation.
In such a case, the U.S. person would not have
reported the requirement as a boycott request.
A U.S. person could agree (without risk of
losing U.S. tax benefits) to a country's
prohibitions on importing goods produced in
whole or in part in any boycotted country or on
exporting goods obtained in that country to any
boycotted country. However, if a U.S. person
agreed to any importing or exporting re-
strictions on products which were (or which
contained components which were) made by a
company labelled as an "uncooperative" by any
boycotting country, then the U.S. person could
be subject to losses of U.S. tax benefits.
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rtCongress, lst Session,~1, Ond-gressional

Quarterly Inc., p. 352.

[7] The Org
a
nization of Petroleum Exporting

countries (OPEC) included among its

members Iraq. Kuwait, Libya, Qatar, Saudi

Arabia, and the United Arab Emirates,

which were also members of the League of

Arab States.

[8] Specific guidelines were issued governing

violation of U.S. laws. See Restrictive
ro_T a or Bo cOtts r 9rf~dePratct~ices

s
'Incugn0

'r or~Ad.,ni str.ti ve ro-'0 CottiLuorce.ent asn_d

' r'

nr-oT Commerce.

Ui'~radiepld-ienistration, OfficeA ona
of Antiboycott Compliance, may 1983.

[9) For a report from the Office of

Antiboycott Compl,iance, Department of

Commerce, see 'Antiboycott Program,"

Ex3ort Administration Annual ft~Fy

'P*

a

re ence to the Department of Treasury

report.

(10] Each member of a controlled group of

corporations reported the operations of

the entire group. U.S. shareholders of

foreign corporations reported the

operations of the foreign corporations.

U.S. partners
in

foreign partnerships

reported the operations of the foreign

partnerships.[113

However, the related members can establish

that separate and identifiable operations

are conducted by each member in the

particular country. When a related member

clearly establishes that it is not

connected with the operations involving

boycott agreements, the related member is
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not associated with the agreements. There

is no presumption of participation or

cooperation.

[12] However, the U.S. shareholders can also

establish that their identifiable oper-

ations are separate from the boycott

operations of the foreign corporations,

and thus there is no presumption of

participation or cooperation.

[13] The boycott list is maintained and

published in the F at least

quarterly by the Se-cretary of the Treasury.

(141 Request and agreement data are not

available for 1981. Oats for 1981 were

limited to Forms 5713 with a computation

of loss of tax benefits reported on

attached Schedule C.

[151 Often this was accomplished by changing

the wording of certain statements in the

original reques
ts

. An ekample was

stamping merchandise with "Made of U.S.
materials," rather than with a negative
statement, "Not made by 'blacklisted'
companies."

[16] For more specific factors of influence in

Arab-U.S. business relations, various

publications highlighting economic and

business trends of specific countries are

available through the Department of

Commerce. See, for example, Forei n

'FEconomic Trends and Their Implications for

;
Ee~

' i
Eed ai''EaEes, ~nl~tedAra~lrrate s

e ZarEy
'

and
Industrial Process ntrolsL Saudl Ara

8PH inc uded
In t e

nternation I

Marketing Information Series, U.S.

Department of Commerce, International

T
ra

de Administration.

[17] For additional information on the cor-

porate foreign tax credit, see States.

William, "Corporate Foreign Tax Credit,

1980: An Industry Focus," and "Corporate

Foreign Tax Credit, 1980: A Geographic

Focus," Statistics of Income Bulletin,

Sumer M, and Winter

1984-85, pp. 37-63, respectively.

[18) For additional information on Controlled

Foreign Corporations, see Gianelos,

Arthur, and Sutton, William, "Controlled
Foreign Corporations, 1980," and Sutton,

William, and Hobbs James, "Controlled

Foreign Corporations: 1980: A Geographic

Perspectiv4i," ~La istics of Income

Spring
19

Bulletin 84, pp. 3 -5 , andall

T99T,-pp: 33-57, respectively.

[191 For additional information on Domestic

International Sales Corporations (DISC's),

I
I

I

I
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see Statistics Of Income--1982
-n income I eturns. e 12ratio M- OF

tax Years Deginning al- Ucc,-ber 1984,

most DISVS will be re?laced by Foreign

Sales Corporati n

S

(FSC s). A FSC will

not be able to include income from

operations associated with boycott

gree ents in the portion Of "foreign

trade income" that can be exempt from U.S.a m
tax.

[20] Taxes paid to foreign countries i ncl ude

taxes paid, accrued or deemed to have been

paid, by the U.S. taxpayer.

[211 Boycott income in the computation includes
purchases, sales and payroll attributable

to operations involving agreements to

boycott request
s.

If the U.S. taxpayer

(corporation) could clearly demonstrate no

involvement in a particular operation, the

corl)oration could be treated as not

agreeing to a related boycott request.

Therefore, the income items from such

in theoperations were not included

numerator of the boycott factor com-

putation. Otherwise, the boycott income

was from all countries and all operations
to which agreements were made to boycott
requests.

[22] Total income from outside the United

States in the computation includes total

purchases from countries other than the

United States, total sales to or from

countries other than the United States and

total payroll (paid or accrued) for

services performed in countries other than

the United States.
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Table I-Number of C.,p.r.ti... 1, by Selected Boycotting Country, 1977-1980 ad 1982

Country and number
of corporations

All boycotting countries~
Number of corporations:
With operations ........................................
Receiving requests .................. ...................
Agreeing with request...............................

Number agreeing with requests as . percent of .-bar
receiving requests ......... I ............................

Bahrain

Number of corporations:
With operations .............. .........................
R-ceivigng.requests.. ......... .........................
A

re i

n
th requests .................................

NumbereagreelLng with requests as a percent of numberreceiving requests ......................................

Iraq

Number of corporations:
With operations ....................
Receiving request ......................................
Agreeing with requests ................

Number agreeing with requests as a percent of numberreceiving request .......................................

Jordan

Number of corporations~
With operations ........................ ...............
Receiving requests .....................................
Agreeing with requests ...............................

Number agreeing with requests as a percent of number
receiving.reque.t.......................................

Kuwait

Number of corporations:
With operations ........................................
Receiving request......................................
Agreeing with requests ......................... .... _

Number agreeing with requests as a percent of .-bar
receiving requests .................. ..........

Lebanon

Number of corporations:
With operations ........................................
Receiving requests .....................................
Agreeing with requests. .... .. . ....... .. ......Number agreeing with requests

.
as

.
a

.
percent

.
of

.
number

.....

receiving requests ......................................

Libya
Number of corporations:

With operations ........................................
Rec:iving requests .................................. _

N Agr Ing with requests .................................
umber agreeing with requests -a . percent of number
receiving request ........................ ..............

Oman
Number of corporations:

With operations
Receiving reques......................................

N

Agreeing with request. .. .. .. . ....... .. ......umber agreeing with reque
.
ts

.
as

.
a

.
percent

.
of

.
number

.....r~c

elving requests, ...... a ..............................

1977
I

(1)

1,627
510
191

37

651
104

41

39

691
238
85

36

615
90
42

47

936
209
79

38

641
74
39

53

631
157
60

38

527
64
33

52

1978

(2)

1,645
521
217

42

626
95
42

44

668
230
90

39

623
91
35

38

904
239
91

38

672
89
39

44

624
162
62

38

540
79
31

39

1979

(3)

1.971
496
172

35

763
133
36

27

724
238
62

26

771
131
38

29

1.100
233
71

30

834
91
37

41

741
121
45

37

576
61
19

31

1980

(4)

2.014
494
229

46

765
90
34

38

791
196
62

32

777
158
30

19

11109
251
144

57

857
73
31

42

730
121
41

34

617
143
98

69

419

1982

(5)

1,916
431
178

41

751
121
49

40

680
186
60

767
101
47

47

1,095
221
79

36

794
69
40

58

607
104
45

43

616
101
46

46
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Table I-Number of Corporations', by Selected Boycotting Country, 1977-1980 and 1982--Coati ... d

Country and number
of corporations 1977 1978 1979 1980 1982

Qatar

Number of corporations:
With operations. ........................................

522 532 609 611Receiving requests ......................................
64 70 59

652
Agreeing with requests .................................. 26 31

78 103
Number agreeing with requests as a percent of number

21 26 39
receiving requests ....................................... 41 44 36 33 38

Saudi Arabia

Number of corporations:

Wi
th operations ....................... ................. 1,225 1,287 5431 1 607 1Receiving requests ................... ........

302 292
,
239

,
199

,596
A
g

r
eeing with requests ............................... 124 ill 7

231
Number agreeing with requests as a percent of number

7 74 85
tereiving requests ....................................... 41 38 32 37 37

Syria

"-bar
of

corporations:
Wi th operations.........................................

540 525 633 675Receiving request. 104 114 96 107
560

Agreeing
.
i h request .................................

35 39 2
102

Number agreeing with requests as a percent of number
7 30 27

re.
vi.9

request ...................................... 34 34..
28 28 26

United Arab Emirate.

Number of corporations:
R i

W

ith opera tions .......................................... 818 803 918 954 1 015
e
cc ing requests ............................ . ........ 172 182 192 243

,
193Agreeing with requests .................................. 58 65 55 56

.
N mber agreeing with requests as a percent of number 67
receiving requests .................................. . 34 36

. ...
29 23 35

el Yemen (Aden)

Number of corporations:
With operations .........................................
R

202 -201 234 235 255eceiving requests ......................... ............
A i

12 20 17 17 16gree ng with request ................................... 6 8 3 5
tuabe r

agreeing
w

i
th requests as a percent of number

7

receiving requests ..................................... 50 40.. 18 29 44

Ymen (Sense)

Number of corporations:Wt
th pe,,ti ... **** ...... *,***** ........................R

221 244 248 243 267

ac
riving r eque.t ...................................... 19 24 15 16Agreeing with requests .................................. 12 12 6

12

Numb
r

agr. eing with requests as a percent of number
:

4 8

rec iving requests ....................................... 63 50 1 40 1
Corporations which were members of a controlled group were combined end c ... red as one corporation. Manycorporations had operation. in more than on,

-
"tr

'
an

a.
a result, the data are not additi,r.2Boycotting countries were all countr

'e.
ropoutedyon

Ed 5 1

wit
"
an international boycott.

orm 7 3 known to .quite Participation in, or cooperation

brytotting countries maintained
This included, but was not limited to, the 13 countries presently on the list ofby the Secretary of the Treasury.

I
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Table 2-IncOme , Asset., and Foreign Ch...creristics of Per .... Filing Boycott Reports, 1976-1980 and 1982

.
in million. of dollarsl[14oney amounts ar

421

Ites 1976 1977 1978 1979

-

1980 1982

(4) (5) (6)

All persons

Total =bar of perso................... 1,462 2,864 2,859 3,197 3,413 2,822

Number of persons claiming a foreign
66 1 084 817 834 847 627tax r

t ... * ... --

.

- - .......'d' '

4 ,

~.f- boycott- reditF.r.i;
t 24 288 46234 19 445 15,837

red-ti

n ..............................

.a. , , ,

Number of
'at"- 'he'

are 1h1r1h
432 456 471 426

of C.ntr. ad Foreign 476 729.
Earnings and profits of Controlled
F .. is, Corporations before boy ott

n a 89215 64043 20,830 16,180r.decri___

......................

n.a. . . , ,

Number of persons that war. shareholders
735 700 777 675

of DISC's .......... ...

i.n..::DISC income before b.,C.t re -.t
533 915

11
3
12

.0
2 07 2,044 2,793

Number of operation, in countries
b,ycoltil --let..,

.... . ..........

14,233 16 23
0

22 836 28 433 n

.ther cc ............ .......... : ... 865 1 401 1 405 1 189

Corporations

Total number of corporation............. 1.356 2,521 2.536 21892 3.090 2,583

Specified income (less deficit) ......... 105,405 132,607 122,843 158.265 127,406 83,017

Total -.at............................. 1 581,814 2,038.467 2,141,100 2,169.179 2,401.545 2.698.759

Number of corporati... claiming .
955 808 827 843

go
. .......

d
t ... ........ .

: ,

645
it before boy act: .,:,Foreign c, red .n 28724 34,461 19,444 15,837

educti- ............... ............. n.a. .. ,

Number
of corporation.

chat are here-
holder. of Contra

11cd Foreign 444 650 427 471 426
C-p-sci ............

.... * ...........Earnings and profits If Controlled

Foreign Corporation, before bly ott
n 15 891 43.639 20,830 16.180red.rtion

.......

* ......... ...........

- ,

'N=b,r of corporation. chat -re bar,-
521 879 732 70

0
777

DISC s .. ...
....holders of

. ...........
1 311 2

,
007

2,044
2,793

DISC income before boycott reduction.... .a. .

Number of operations in countries

boycotting -
..........I real .....................

o

13,834 14,373 21 131 26 863 n- 1-
: .

th- countries ............
.........

O 863 933
1

367 1 187
n

All other persons

Total ntmber of person .................. 106 343 323 305 323 239

me (less deficit)' ........Specified inc 141 11 6 177 690 803 1,261
e

Total assets ...........................

"
347

,
3,3 4

.,
520

16,
720 16.927 4,891

N=ber of persons claiming a foreign
4

tax credit
................

-- .. * ....
19 129 9 7

Foreign tax credit before boycott
n 1 1 677 0)

reduction
.....

* ........................

.a.

Number of persons the
t

are shareho1 ers
Corpor- ons .....of Controlled For,ig~ 32 79 5,

Earnings and prof
it.

Controlled
Foreign Corporations before boycott

. . a I
-d-tion... .......................... .a. . .

Number of persons that -e shareholder,
of DISC ................................ 12 3

CIS
C income before boycott reduction .... n... n...

1

'-'or of 'p ... t'... in -t`is-boy..tti
391 1,857 1,705 n 1 ' a

Israel
Other to tr

~6N
38

n: ,n

n.s. -
Net

. i
I.-**Data del,t:: lt~bav.id disclosure of information for specific taxpay.- Data included in appropriate t3talo.

'Taxable income before net oper,ting loss and special
deduction..

zAdi,sted gross income
for

individuals, ordinary in.- for partnerships, and total Inc.- far -at's and treat..

3TItal ss:ts,for mt-rahIp- Not applicable far individuals, estates. and true t..
,

A"`nt

a . han S 0

'

000.

NOTE: DISC's are Domestic International Sale. Corporations. Data for 1976 are far accounting periods ending in

November and December.
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Table 3-Requests and Agreements to Participate in a Boycott, by Type of Person Filing Boycott Reports, 1976-1980

and 1982

Item 1976 1977 1978 1979 1980 1982

(1) (2) (3) (4) (5) -(6)

All person.

Number of persons receiving requests. ................ 271 561 592 610 602 537

Number of requests, total ............................ 6,335 9,808 17,439 14,620 14,879 16,824

Type I requests .................................... 1,196 2,877 4,098 4,170 4,489 5,007

Type 2 requests ....................... ......... 662 958 4,649 2,692 3,544 3,221

Type 3 requests ........................ ......... 493 128 1,694 414 522 11120

Type 4 requests .................................... 5 36 180 259 348 558

Type 5 requests .................................... 3,979 5,809 61818 7,085 5,976 6,918

Number of persons agreeing to requests ............... 128 256 273 179 234 212

Number of agreements, total .......................... 1,837 4,134 7,944 6,639 7,445 5,809

Type 1 agreements .................................. 370 1,084 1,334 1,410 1,675 1,297

Type 2 agreements ..................... ......... 79 245 2,876 1,628 2,734 1,875

Type 3 agreements ................. ........
...

-23 17 441 55 50 475

........Type 4 agreements ................. 10 53 23 23 169

Type 5 agreements .................................. 1,365 2,778 3,240 3,523 2,963 1,993

Corporations

Number of corporations receiving requests ............ 240 510 521 496 494 431

Number of requests, total ............................ 6,081 9,711 17,170 14.079 14,312 15,072

Type 1 requests .................................... **1,836 2,827 3,952 4,059 4,340 4,586

Type 2 requests .................................... *-1,113 4,616 2,591 3,442 2,884

Type 3 requests .................................... 493 1,676 316 423 797

..........Type 4 requests ......................... 5 161 161 251 258:

Type 5 requests ......................... .......... 3,747 5,771 6,765 6,952 5,856 6,547

Number of corporations agreeing to requests .......... 110 223 217 172 229 178

Number of agreements, total .......................... 1,762 4,066 7,770 6,615 7,432 5,189

..........Type 1 agreements ....................... -446 11056 1,255 **3,303 1,671 1,172:

Type 2 agreements ....................... .......... 239 2,853 2,730 1,750

Tjpe 3 agreements .................................. **23 17 423 55 50 351

Type 4 agreements .................................. 10 35 23 23 47

Type 5 agreements .................................. 1.293 2,744 3,204 3,504 2,958 1,869

All other persons

Number of persons receiving requests ................. 31 51 71 114 108 106

Number of requests, total ............................ 254 97 269 541 567 1.752

Type I requests ..................................... **22 50 146 ill 149 421

Type 2 requests .................................... **9 33 101 102 337

Type 3 requests ............... I .................... - 18 98 99 323

4 requests ....................................Typ - 19 98 97 300
:

Typ 5 requests .................................... 232 38 53 133 120 371

Number of persons agreeing to requests ............... 18 33 56 7 5 34

Number of agreements, total .......................... 75 68 174 24 13 620
125

Type 1 agreements .................................. -3 28 79 **5 4
125

Type 2 agreements .................................. - 6 23 4
124

Type 3 agrem nts.. ................................ 18 - -
122

Type 4 agreements .................................. is - -
124

Type 5 agreements ................ ............... 72 34 36 19
11

5

-;-*Data combined to avoid disclosure of information for specific taxpayers.

NOTE: See text for an explanation of the 5 different types of requests and agreements. Data for 1976 are for

accounting periods ending in November and December.
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Table 4-Corporations: Tax Effect of the Boycott Provisions of the Internal Revenue code, 1976-1982
[Money mounts are in millions of dollars]

423

Itam 197 6

19

76 1977 1978 1979 1980 1981 1982

Tax effect of the boycott provisi ns b

~

1 )

(1) -(3) -~4-)- (5)
o y corporations usinga In.

boycott factor method:

-rpor t'-n- -at

Number of corporations ............................ .
14 4

.. ....
Total boycott purcha as, sales and payroll .

3 'to .

4 48 29 31 21 26..............
.........Total purchases, sales and Payroll outside the U.nited

nn.a. 62 70 118 185 n.a. 165
States. .................................................

n.a. 11.197 124,968 33,256 49,905 .... 52 973Reduction of foreign tax credit:
,

Number of returns ......................................
d
i

C 10 23 30 11re t before reduction ................................ 118 620 494 2
14 10

Reduction of credit ............................ ) (1)
(1)

33 458 586 316
Credit after reduction .................................

117 619
1 2 3 1

Denial of tax deferral an income of--
493 232 456 583 314

Controlled Foreign Corporations:
Number of returns ..............................

5 2......
Income ......................................... . (1)

3
1

21 12 14 11 13.. ...

DISC'.:
1 3 5 3 1

Number of returns ................................... 9 29.
Income .................................... ..

1 1
23

1
25 23 14 20. ........

( ) ( ) )
1

Tax affect of the boycott provisions by corporations usingspecifically attributable taxes and income method:

Number of corporations ................................... 21 56 98
Reduction in taxes eligible for foreign tax credits:

72 57 63 61

Number of returns .................................. . 7 26
. ..

Amount ............................................. ..
(1) 1

51 30 29 28 32. .

D
10 7 4 2 2enial of tax deferral on income of--

Controlled Foreign Corporations:
Number of returns .................................... 5 33 62Income ..............................................

(1) 2
41 39 36 35.

DISC's;
10 9 3 2 2

Number of returns .................................... 13 26 34Income ...............................................
(1) 1 1

25 12 24 24

n*aa ~ Not available-
1 1 2 1

'Less than $500,000.
NOTE: DISC's are D.... tic I.t.ra.ti ... I Sales Corporations. Data for 1976 are for accounting periods ending inNovember and December.



Section 13

Contents

Introduction, 425

"Use of Foreign Trusts by U.S. Persons,
1979-1982," 427

Trusts are arrangements in which titles to
property are held by persons with fiduciary
responsibilities to conserve or protect the
property for the benefit of other persons.
Foreign trusts are those which exhibit
characteristics such as being created and
governed under the laws of a foreign
government and having property and records
maintained outside of the United States.
Foreign trusts which have U.S. persons as
grantors, transferors, or beneficiaries are
subject to U.S. tax laws. Information filed
with the Internal Revenue Service under these
laws was the basis of the data shown in this
section of the compendium.

Foreign Trusts

The article in this section includes a
brief history of the foreign trust and
information on foreign trust activity during
the period 1979-1982. The reader is also
referred to Section 1 of the compendium for a
summary of this topic in the paper,
"Statistics of Income Studies of International
Income and,Taxes: A Brief Description of the
Studies (page 9)."

Section 15 of this compendium contains
copies of the tax forms and instructions which
provided the basis of the foreign trust data.
These tax forms and instructions are:

Form 3520, Creation of,
Certain Foreign Trusts,
(page 491)

or Transfers to,and Instruction 5

Form 3520A, Annual Return of Foreign
Trust with U.S. Beneficiaries, and
Instructions (page 492)

426
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Use of Foreign Trusts by
U.S. Persons, 1979-1982

By William Suffon and James Hobt~s*

Transfers by U.S. persons of $11.3 million in
money and property were made to trusts located
in 14 foreign countries during 1982. The assets
of foreign trusts which received transfers from
U.S. persons and also had U.S. beneficiaries
were S45.2 million in this same period. There
were 342 trusts reporting transfer activity and
393 trusts showing assets and income. Most
trusts were located in Canada (283) while trusts
in the Channel Islands had the greatest amount
of assets (311.6 million).

In general, "trusts" are considered to be
arrangements in which titles to property are
held by persons with fiduciary responsibilities
to conserve or protect the property for the
benefit of other persons. (For tax purposes,
beneficiaries of trusts may be the same persons
who created the trusts 111.) Further, trusts
are generally considered to be "foreign" if the
fiduciary is a nonresident alien for U.S. tax
purposes, the property is transferred to the
fiduciary outside of the United States, the
property and records are maintained outside of
the United States, the trust instrument isexecu

red outside of the United States, and the
trust is created and governed tinder the laws of
a foreign government. Foreign trusts which
have U.S. persons as grantors, transferors, or
beneficiaries are also subject to U.S. tax
legislation.

The Revenue Act of 1962 limited , the tax
benefits of foreign trusts, but it did not
severely impair the utility of foreign trusts.
The foreign-source net income of trusts was now
included in DNI and, therefore, taxable to U.S.
beneficiaries when received. In addition, the
Act replaced the 5-year throwback rule with an
unlimited throwback rule, applicable only to
foreign trusts (i.e., domestic trusts retained
the more favorable 5-year rule). However, until
the income was distributed by the trust it could
be accumulated indefinitely without incurring
tax liability, and funds could be made available
to the beneficiaries through loans and private
annuities.

The Foreign Investors Tax Act of 1966 changed
the rules for the taxation of foreign persons.
It created the concept of "income effectively
connected with the conduct of a trade or
business within the United States." Under this
law, a foreign person who was a beneficiary of
• foreign trust which, in turn, was eaaged 1
• trade or business within t:he Uni

t,
Sta tes

was also regarded as being engaged in such
activity. As such, that person was subject to
U.S. taxation an distributions from foreign
trusts to the extent that the trust's income
was from the U.S. trade or business. In prior
years, only U.S. beneficiaries were considered
in this manner.

HISTORY OF THE FOREIG4 TRUST

The tax legislative history of foreign trusts
shows significant developments beginning in
1962. Prior to this time, foreign trust income
from foreign securities and foreign income
property was not taxed by the United States.
This, the "distributable net income (DNI)II of
foreign trusts with U.S. beneficiaries included
Only U.S. source income. In general, DNI was
the income of foreign trusts, on which U.S.
beneficiaries were subject to U.S. taxation
based upon the actual distributions from the
t1ul ts - However based on certain available
1xceptions and only a "S-year throwback rule

'121," foreign trusts could generally make
distributions to U.S. beneficiaries with little
"' I'D U.S. tax being paid.

The 1966 Act taxed foreign trusts at the
regular U.S. tax rates on income which was
effectively connected with a U.S. trade or
business. It also subjected these trusts, as
nonresident aliens, to a flat 30-percent with-
holding tax, or a lower tax rate if set by a
treaty, an U.S. source fixed or determinable
periodic income. This income included passive
income such as interest, dividends, rents,
royalties, and certain personal service income
(31. However, U.S. persons could still
establish foreign trusts in order to accumulate
funds free of U.S. tax when the income was from
a foreign source.

When the unlimited throwback rule was made
applicable to domestic trusts under provisions
of the 1969 Tax Reform Act, foreign trusts were

*Foreign Statistics Branch. Prepared under the direction ofballiel
Skelly, Chief. 427
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no longer at a comparative disadvantage to
domestic trusts in this respect. Further,
foreign trusts were advantageous, as compared
to domestic trusts, for grantors who accumulated
assets through the use of trusts. Domestic
trusts were now required to distribute all of
their ordinary income before they could dis-
tribute capital gains. (Capital gains resulted
from the profitable sale of capital assets
which the trusts had accumulated.) Foreign
trusts, on the other hand, could disperse
capital gains more quickly and easily because
they operated without the above restriction
[4). This was an advantage because the capi tal
gains tax rate was usually lower than the ratesof tax in ordinary income.

Tax Reform Act of 1976

The Tax Reform Act of 1976 was the last major
law change relating to foreign trusts 15). As
such, it contained four important provisions.
First, for taxable years beginning in 1976, a
U.S. grantor who transferred property to a
foreign trust after May 21, 1974, with U.S.
beneficiaries was now subject to taxation an
the income generated by the trust. (U.S.
grantors of foreign trusts with U.S. benefi-
ciaries created after May 21, 1974, were
similarily treated.) The grantor was taxed on
a prorated portion of the trust's income equal
to the portion of the trust's assets which had
been transferred by the grantor.,

A second provision of the Act dealt with
tal gain income. Capital gains of foreign

mits were now treated the same as ordinary
income when distributed after 1975. Thus,
capital gains earned by foreign trusts were
taxed at the generally higher tax rates an
ordinary income when distributed to the benefi-
ciaries. However, if at the end of the last
taxable year ending before January 1, 1976, a
foreign trust had capital gain income in undis-
tributed net income, it was permitted to reduce
this income by 50 percent of the long-term
capital gain that would have been granted to
the beneficiaries upon distribution.

The 1976 Act also changed the provision
regarding excise taxes. The rate of the excise
tax imposed on U.S. transferors for gains an
all appreciated property was increased to 35
percent for transfers to foreign trusts after
October 2, 1975. The previous rate of excise
tax of 27.5 percent applied to only appreciated
stocks and securities and had been applicable
since the inception of the Internal Revenue
Code of 19S4. For purposes of this excise tax,
gains on property excluded the portion of those
gains claimed as income, and thus taxable to
the transferor for the period of time of the
transfer.

Finally, the Act imposed a 6-percent simple
interest charge per year on the tax an accumu-

lated distributions from foreign trts
computed under the throwback rules. (Thisinterest charge was not tax deductible orfurposes of this interest charge, the accum,
ated distributions did not include foreigntrust income for which a grantor had paid U.Stax on that income. The interest charge w

based on the length of time in which the as
was deferred due to the trust's accumulation

tax
ofincome. In effect, the interest charge

increased the effective income tax rate Placed
on accumulated distributions of foreign trusts
The total of the tax and interest charge waslimited by the amount of the actual accumulation
distribution.

Based on the changes in the law related to
foreign trusts since 1962, there now remain few
U.S. tax benefits for the use of foreign trusts.
This explains, in part, khy there has been only;
a modest level of foreign trust activity in
recent years; for instance, 342 trusts with
transfers in 1982. It is still worthwhile to
'consider using foreign trusts for certain
purposes. These include (1) the holding of
ownership of appreciable property by foreign
trusts with U.S. beneficiaries, in which the
property was transfered to the trust prior to
any appreciation; (2) the accumulation of
foreign-source income free from U.S. tax for
nongrantor trusts created by U.S. persons for
the benefit of nonresident alien beneficiaries;
and (3) the mak loans by foreign trusts
to U.S. beneficiaries 161. Additional uses ofing of
foreign trusts for purposes not related to U.S.
taxation are discussed later in this article.

FOREIGN TRUST ACTIVITY DATA

During 1982, 338 U.S. persons transferred
$11.3 million of money and property to 342
foreign trusts. Because a few U.S. persons
owned more than one trust

,
there were more

trusts than U.S. persons making transfers. The
number of reported trusts with transfer activity
has, over the years, remained fairly constant.
However, the value of the transfers has fluct-
uated more widely. This is shown in Figure A.

Figure A-Tri ists with Transfer Activity,
1979-1982

[Nbney amounts are in millions of dollarsl

Year Number of trusts Value of transfers

1982 ....
1981 ....
1980 ....
1979 ....

342
357
331
312

$11.3
6.7

15.9
62.1

Figure B reflects the number of U.S. persons
who created new foreign trusts or made transfers
.to existing trusts during the years indicated.
The distribution of the type of U.S. persons
filing Forms 3520, Creation of, or Transfers

Foreign Trusts

Certain Foreign Trusts, has remained about
to, the 4 years. Grantors were the
die- same for

I filers of Forms 3520, accounting for
ipcipa this period.t of all filers over

ro -percen ost of the rest, filing 21
ferars made up inT11115 forms. of related interest, butpercent of the

that of the 351 U.S- "Persons '
or shown was (97 percent)

ill ing F0'rms 3S20 in 1981, 342
individuals. For 1982, there were 324

were
individuals (96 percent) out of the 338 filers.

persons Reporting
Figure B --Number of U.S-Trgf

Type of filer

Grantor ...... **,**,**
Tansferor ..... ******
Grantor/ transferor
Fiduciary ... : ........
Totals .... .....

1979

196
73
29

-
.

1980

245
71
12

1981

2S9
71
17
4

1982

230
65
35

8
3=8

-
iThis is the count Of those filers who indicated

that they were both the grantor it the trans-
fei~or of a foreign trust-

Figure C shows the six countries where approx-

imately 95 percent of the foreign trusts were
located for the Years 1980 to 1982, Trusts

Cayman Islands
located in Canada and the

total
reported about the same amounts OfHowever, while
transfer value for the 3 years.

in 1982, the CaymanCanada had 283 trusts
islands had Only 8. There were also far more

Canadian trusts reporting transfers for both

ig8o and 1981. For 1982, the, average trust inon
ly $4,428 OfCanada received transfers OfI Cayman islands'

aDney or property while the
average was $189 125, and as can be seen in the

figure, the &~adian transfers were signifi-
cantly smaller than those in all the other
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listed countries. most of the Canadian trusts
were created by individuals for purposes Of

lishing retirement and housing tax
estab
deferral accounts-

LAN TRUSTSCANAD

The Canadian retirement account Previously,
'Registered Retirement Savingsmentioned was a

plan," and was treated for Canadian income tax
W in a mariner simil- to the Individualt1ioses U.S. taxpayers to deferrement Plans used by
taxation an current income set aside for retire-

ment purposes. The yearly maximum contribution

which could be tax deferred was 33,500 (Canadian

dollars) for a salaried person arid $5,500 for a

self-employed person. Another type of tax-
t, the "Registered Home ownership.deferred accoun

was created to help Canadian
Savings Plan ' " theresidents Purchase and occupy homes, and

to $1 000 per
tax deferral amount was limited
individual or $2,000 for filers of joint tax

For 1981 and 1982, Figure D showsreturns- these and otherinformation on the number of
types of trusts with transfer values in U-S*
dollars.

The differences between the two registered
savings plans (71 and other types of trusts

were considerable- The registered savings plans
ith a great deal

were much more numerous, but w
less transfer value, which of course produced a

fer per trust.
markedly lower average trans

for this lowo fundamental reasonsThere were tw
average. First, these registered savings plans

lly set up by individuals Who trans-
were genera

the Purpose of deferring
ferred finds formall amuntsrelatively s ason was ~, of Canadian taxes.

the I imitation Of income
The second re x-deferred eachwhich Canada allowed to be ta

plained earlier.year, as ex

With Total and Average Transfer value, by Country Where Trust Was Created,

Figure C-Number of Trusts,
1980-1982

ds of dollars][Money amounts are in thmsan-

country where
trust was created

Canada ............
Cayman Islands ....
Bermuda ...........
United Kingdom ....
The Bahamas .......
Charnel Islands ...
Other countries ...

Totals ..........

(4)

315
16
4
-

11
11

=

1981

Total
transfer
value

(5)

31,715
2,860

76
-

963
IL117

*,73T

Average
transfer

value
per trust

(6)

$5
179
19

88
102
TT

Number
of

trusts

(7)

283
8
8

911
6

17

'Data were combined with "Other countries" to avoid disclosure of information-

Number
t Of
rus ts

260
27
14

(1)
(1)
16
14

=

i980

Total
transfer
value

(2)

$5 955
5:152
2,407

(1)
(
,
)

74
Z-3-S8

$17?,W

~veraf!e

t

'ns

of

r

Number

trustsI

(3)

$23
191
172
(1)
(1)

S
__168

W

1982

Total
transfer
value

(8)

$1 253
1:513
639,
6
55,247

421
2 18-3

Average
transfer
valu

per trust

(9)

$4
189
80
7

477
70

128
33.5



430 Foreign Trusts

Figure D-Type and Number of Trusts, and Total and Average Value of Transfers, 1981 and 1982

Type of trust

All trusts ....................

Canadian trusts, total . ........
Registered Retirement
Savings Plans ..............
Registered Home Ownership
Savings Plans ...............
Other trusts .................

Trusts in other countries .....

(1)

357

315

269

35
11

42

1981

Value of
transfers

(2)

S6,731,444

1,715,042

849,385

33,917
831,740

S,016,402

Figure E-Number of Foreign Trusts, by Year in
Which Trust was Created, 1980-1982

Year trust was created
Number of trusts in
year of transfer

1982 ....................
1981 .................... :
1980 ....................
1979 ....................
1978 ....................
1977 ....................
1976 ....................
1975 ....................
1974 ...... : .............
1973 and prior ..........

Number
of trusts

1980

-
64

132
40
37
21
14
8
9

1981

81
127
40
26
27
10
14
9
6

Year not reported ....... 6 )7
All yea r

s
.............

1982

72
107
45
27
13
29
12

8
7
8

14

As can be seen in Figure E, of the 331 trusts
reporting transfers for 1980, 308 were created
after 1974; for 1981, 325 out of the 357 trusts
were created after 1974; and for 1982, 313 out
of 342. The Canadian Registered Home Ownership
Savings Plan began in 1974, which explains *in
part the increase in trust activity after that
year.

Coinciding with the fact that the majority f
trusts with transfer activity (283 out of 4230
in 198Z) was created in Canada, most of the
beneficiaries (who were the ultimate recip

ien isof the trust funds) of these trusts also resi4ed
in Canada. Of the 459 beneficiaries of Foreign
trusts, 286 had residence in Canada. Benefici-
aries iri the United States accounted for most
of the remainder, with a total of 148. Ther
were also beneficiaries residing in Australia
West Germafiy, United Kingdom, and the Channel
Islands.

Average
transfer

(3)

$18,856

5,445

3,158

969
75,613

119,438

Number
of trusts

(4)

342

283

244

27
12

59

1982

Value of
transfers

(5)

$11,321,468

1,252,563

1,042,629

22,S3S
187,399

10,068,905

ANNUAL RFnJRNS FOR FDREICN TRUSTS

Average.
transfer

LIL

333,104

4,426

4,273

83S
15,617

170,659

The Form 3520A was required to be filed on
anannual basis within 3 and one-half months after

the end of the accounting period by any U.S.
person who directly or indirectly transferred
property to a foreign trust (other than an
employee's trust or an annuity plan) which had
one or more U.S. beneficiaries. The form

isentitled "Annual Return of Foreign Trust with
U.S. Beneficiaries" and reports balance sheet
and profit and loss information of the trust.

In 1981, 327 persons Filed Forms 3520A, indi-
cating that they made transfers during the year
to foreign trusts, and yet a mere 79 of these
actually filed Forms 3520. rSee Figure F.) The
year 1082 produced similar discrepancies; of
the 393 Form 3S20A filers, only 130 also filed
Forms 3520. If a U.S. person was required t
file a Form 3520A as explained above, sucho
filing did not relieve that person from the
responsibility of filing the Form 3S20 within
90 days of a transfer. Anyone who filed a Form
3520A was also required to file a Form 3S20.
Because the Form 3520A was required only of
foreign trusts with U.S. beneficiaries, one
would expect far more Forms 3SZO to have been
filed than Forms 3520A, as Forms 3520 were
required for transfers by U.S. persons regard-
less of the residence of the beneficiaries of
the foreign trusts. This inconsistency and
other data limitations are discussed below in
the 'Tata Sources and Limitations" section of
this paper.

The dramatic increase from $8,629 for 1981 to
327,639 for 1982 in the average assets per
Canadian trust shown in Figure G was due to a
few trusts which were much larger than the
registered savings plans discussed earlier.

Foreign Trusts

Figure F. --Annual Returns for Foreign Trusts and Total Assets, 1981 and 1982

(money amounts are in thousands of dollars]

Filing status

All annual returns .........

Also filed returns showing
transfers ................

Did not file returns showing
transfers ...................

Number of returns

LI)

327

79

248

1981

Total assets

(2)

Number of returns

Created, and Total Assets, 1981 and 1982

(3)

393

130

263

431

19 8Z

Total assets

(4)

345,226

2,577

42,649

rig-

Country Number of returns otal assets verage assets per trust

(2) (3)

1982

239 36,605,670 $27,639
Canada ...................... 54 4,S60,094 4,446
Cayman Islands ..............

37 1.1,616,064 13,948
.....Charnel Islands .........

36 ,613,OSS 83,696...
Bermuda ...................
other countries ........ ..... 7 6915 831

: 2'
6 354

~56 -80
.. 793 45226V45,

Totals ...................
1981

193 $1,665,376 38,629
Canada ......................

42 5,4z4,208 29,148
Channel Islands .............

38 S,830,180 S3,426
Bermuda ..................

3S 3,066,019 7,600
Cayman Islands ...........

1
19 85o 758

--- L

55,303
Other countries ..........

M7.Totals .................

The Channel islands' total assets increase for
1982 (311.6 million versus M4 million for
1981) was the result of three large trusts
reporting a total of over $6 million in assets.
The total assets of trusts in Bermuda remained
relatively, stable, increasing by 13.4 percent
to $6.6 mi lion. For the Cayman islands, while
the average assets per trust were basically
unchanged

I
the number of trusts rose signifi-

cantly between 1981 and 1982. This resulted in
the total assets of Cayman islands' trusts
increasing by 48.7 percent, to $4.6 million in
1982. "Other countries [81,11 with the number
of trusts in each country ranging from one to

the $24.4five, accounted for $11.0 Million Of
million increase in total assets from 1981 to
198Z. In 1981, "Other countries" had the
largest average as per trust, $255,303,

setswhile for 1982 the corresponding average was
$586,3S4.

The 1982 study included for the first time

data on the net income or deficit of foreign
. For this year, a deficit of $4Z1,767trusts The Canadianwas reported for the 393 trusts-

trusts alone showed a deficit of $512,177.
However, while three out

0
f the 239 Canadian

trusts
re

orted a deficit of over $1 milli-,
Te rest of the Canadian trusts weremost of
ed savings plans, virtually all ofregister

which had small net incomes.

SU44ARY

'Me Tax Reform Act of 1976 eliminated most of
the remaining advantAges of foreign trusts over
domestic trusts by imposing a greater tax burden

Ors of trusts with U.S. beneficiaries,an grant
changing ~he treatment of distributions of. 1 gains, increasing the excise tax, andcapita an
adding interest charge on accumu In ted
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distributions. This partially explains why
there were only 71 foreign trusts receiving
transfers in 1982, other than the Canadian
Registered Retirement and Home Ownership
Savings Plans which numbered 271, and had 285
transfers (to defer Canadian taxes). Foreign
trust activity was small when compared with
domestic trusts, which in 1982 numbered 1.6
million, and reported $3 billion in net income
[9]. However, foreign trusts have been used by
U.S. persons for certain purposes, such as for
holding the ownership of appreciable property
and deferring Canadian taxation on income
related to the registered savings plans.

DATA SOtRCES AND LIMITATIONS

The statistics for 1979 through 1982
presented in this article were based on four
independent studies which included all Forms
3S20 filed at the Internal Revenue Service's
Philadelphia Service

Cen
ter

-
Each study

contained the forms received at the service
center from January I to December 31 of the
pven year. A Form 3S20 was required to be
iled by any U.S. "person" (including an.e,r

individual, corporation, or par
'hip)

who
was a grantor, transferor, or fiduciary, and
who created a foreign trust or transferred
money or property into an existing foreign
trust. All forms 3SZO were due within 90 days
after the creaticn of, or transfer of any money
or property to, a foreign trust. In the case
of multiple transfers by the same person

to thesame trust, the filer could have combined all
,~ransfers made during one 90-day period onto
,one Form 3S20 (101. Forms 352QA were required
annually if a foreign trust with a U.S. benefi-
ciary received a transfer from a U.S. person
during the year. These were also selected at a
100-percent rate similar to that of the Forms
3520. All Forms 3520A were due within 3 and
one-half months after the end of the accounting
period.

Since no statistical sampling was involved in
the foreign trust studies, the data in this
article are not subject to sampling error.
However, they are subject to other types of
limitations, such as, some filers reported on
Forms 3520 the balance in trusts instead

of
the

transfer amounts. When these errors were
identified, they were corrected to the extent
possible. Further, these errors should not be
considered a major limitation of the statistics
because of their relatively low frequency.
Many of the Canadian trusts reported transfers
in Canadian dollars, which had to be converted
to U.S. dollars at the average rate existing in
the year of the transfer, rather than the actual
rate existing on the date of the transfer.

As previously discussed, the number of forms
3SZO filed with IRS appears to be inconsistent
with the number of Forms 3520A similarly filed.
The expectation of receiving one or more Forms

3520 for every Form 3520A in each year was notrealized. (See Figure F.) This could have
been caused by any of three reasons. First
because of the differences in the fili~
requirements of Forms 3520 and 3S20A, theseforum for a given trust could have been received
by IRS such that they were included in studies
for different years. Second, Forms 3S20A may
have been filed as annual reports of trusts
even though they were not required because
there had been no transfers during the year.
If there were no transfers, then no Forms 3s2o
would have been filed. Finally, there may have
been an underfiling of Forms 3520 in that these-
forms were not filed within 90 days of transfers
made by U.S. persons to foreign trusts. Despite
this nonfiling, annual reports of the trusts
filed on Forms 3520A may have been made.

EXPLANATIONS OF SELECTED.TERMS

Annu i ~Y. - -A f i xed sum of money, pa yab le
perioUi-cally for life or a certain period of
time.

Beneficiary. --For purposes of this article, a
peTs-cnwho receives, will receive, or my
receive, money or property, at any time from a
foreign trust. This is the person for whose
benefit a trust was created.

Fiduciary-Any person who is a trustee, or a
chir-acter similar to a trustee, and having the
duty to act in good faith for the benefit

of

another person.

Grantor-Any U.S. person who created, or was
trea-Te-ad-Tor tax purposes as the owner of, any
portion of a foreign trust.

Nonresident alien-An individual whose
residence is not within the United States and
who is not a U.S. citizen. Trusts created
outside the United States are also considered
to be nonresident aliens.

Trans feror. - -Any U.S. person who transferred
money or property to, or for the benefit of, a
foreign trust. It does not refer to a person
who transferred money or property in accordance
with a sale or exchange which was made for full
compensation.

U.S.
rso

--A citizen or resident of the
lh~Tit_e~~ta tne; , or a domestic corporation,
partnership, estate or trust.
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A nonresident alien decedent was an
individual who was neither a resident nor a
citizen of the United States at the time of
death. The estates of nonresident aliens may
have included property located in the United
States. If this property was valued above a
certain limit (generally $60,000). then the
estate.was subject to U.S. estate taxation on
the U.S. property. This tax was a graduated
tax, with rates ranging from 6 per-cent Ifor
property valued under $10D,000) to 3D per-
cent (for property valued in excess of
$2,000,000). Certain deductions and credits
w re allowed the estate, which reduced the
f~inal U.S. estate tax liability.

imonrebioent Auen csiaies

A bri ef summary on nonresident alien
estates is presented in Section I of this
compendium in a paper entitled "Statistics of
Income Studies of International Income and
Taxes: A Brief Description of the Studies"
(page 9). The paper included in this section
presents the first Statistics of Income study
of this subject. Described in the paper are
some characteristics of the nonresident alien
estates and some of the differences between

I
ho

"e
e

s
tate

s
and estates of U.S. citizens and

.1i
ens

domiciled in the United.States at time
of death. The paper also details some of the
available deductions and credi ts for both
types of estates- and presents a brief
chronology of estate taxation. "i

The data in Table I show information on the
size of the estate, both worldwide and in the
United States, in addition to the country the
decedent was domiciled in at time of death.
All of these data are based on information
obtained f rom Forms 706NA, filed for
nonresident aliens with dates of death in
1982. A copy of this form, titled below, has
been reproduced in Section 15 of this
compendium.

Form 706NA, Uni ted States Estate Tax
Return., and Instructions (page 446)

436



V.Q. =RMU 14A nV&U11M L11

Nonresident Aliens, 1982
By Bill Sutton and James Hobbs*

There were 169 nonresident aliens who died
in 1982 and whose estates included amounts of
U.S. property large enough to require the
filing of U.S. estate tax returns [I]. These
estates had $148 million of worldwide assets,
of which 32 percent or $47 million were assets
located in the United States. The net U.S.
estate tax paid on the U.S. property was
nearly $4 million, or 8 percent of the value
of the property. Nonresident aliens from 36
countries left estates with large amounts of
U.S. property, with estates of 74 individuals
domiciled in Canada reporting the most U.S.
assets, over $15 million. The estates of
decedents domiciled in Switzerland and West
Germany also had substantial amounts ($6
million and $3 million, respectively) of U.S~
property.

BACKGROUND OF NONRESIDENT ALIEN ESTATES

A nonresident alien decedent was an
individual whose domicile at the time of

death

was not within the United States and who was
not a U.S. citizen. (A citizen of a U.S.
possession was not considered to be a U.S.
citizen.) The estates of nonresident aliens
included all property or interests in property
held by the decedent at the date of death. If
the estate contained property located in the
United States which was valued above a certain
limit (discussed below), then the estate was
Subject to U.S, estate taxation. The estate
tax is an excise tax levied on the estate for
-the transfer of assets by reason of death from
.the decedent to the heirs (2]. It is not an
"inheritance tax," which is a tax (usually
levied by States) imposed on an individual's
privilege of inheriting property from a
decedent.

U.S. estate taxation varied according to
whether the decedent was a nonresident alien,
or on the other hand, a U.S. citizen or an
alien domiciled or residing in the United

-States. For tax purposes, the estates of the
latter group were defined as all property
Owned by the decedents at date of death

Tgn-Returns Analysis Section. Prepared.Onder the direction of Daniel Skelly, Chief,
FOreign Statistics Branch.
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wherever located, while the estates of
nonresident aliens were only that property
situated in the United States [3]. This
system was instituted to encourage U.S.
investment by foreigners without creating a
tax haven [4]. Additional differences in the
estate taxation of these groups are discussed
later in this article.

The modern U.S. estate tax has been in
effect since 1916 [5]. However, there were
periods prior to this time in which the United
States imposed death taxes, generally as
temporary emergency measures to raise revenue
in order to finance wars. This occurred fr.9m
1797-1802 (undeclared war with France),
1862-1870 (Ci vi I War), and 1898-1902
(Spanish-American War). The Revenue Act of
1916 levied a permanent estate tax on the
transfer of assets from the decedent to the
heirs, rather than on the value of assets

.distributed to beneficiaries (i.e., an
inheritance tax). The purpose of the estate
tax was not only to produce revenue, but also
to redistribute wealth. While there have been
modifications to the tax over the years, the
basic structure has remained the same for both
estates of U.S. citizens and nonresident
aliens. However, in 1966 certain provisions
relating to nonresident aliens were added.
These provisions included separate tax rates,
the inclusion of debt obligations in U.S.
property, and the exclusion of deposits in
U.S. banks and U.S. banking branches of
foreign corporations from U.S. property. The
tax rates were increased in 1976, and have
remained unchanged through 1964 [61,

Nonresident Alien Estate Taxation

A U.S. estate tax return (Form 706NA) was
required to be filed by the personal
representative of a nonresident alien's estate
if the value of the decedent's gross estate
located in the United States exceeded $60,000
at the date of death [7].

The estate tax imposed on the U.S. estate
of a nonresident alien resulted from first
computing a gross estate tax. This tax was

437
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based on the gross estate [81 located in the
United States less allowable deductions for
charitable contributions, funeral and
Administrative expenses, and the decedent's
debts. (These expenses and debts were prorated
according to the portion of the decedent's
world estate located in the United States.)
The tax rates applied to the "net" or taxable
estate ranged from 6 percent of the first
$100,000 of property to 30 percent of the
taxable estate in excess of $2 million. The
full rate schedule is shown in Figure A.

From the gross estate tax (as calculated
above) certain credits could be used to reduce
the final U.S. estate tax liability (see
"Estate tax after credits" in Table 1). These
credits were the unified credit, credit

fo

r

State death taxes, and the credit for taxes on
prior transfers [9].

The unified credit was a general-type of
credit, in that it was available to estates of
all nonresident aliens. This credit produced
the largest reduction in the nonresident
alien's gross estate tax of any of the
credits. In general, it equalled the lesser
of the amount of the gross estate tax or
$3,600 ($13,000 for U.S. expatriates). For a
citizen of a U.S. possession, the maximum
amount of credit equalled the greater of
$3,600 'or the product of $15,075 times the
ratio of U.S. gross estate to worldwide
estate. For 1982, the unified credit totalled
$622,551 on the 169 returns, an average of
$3,684 per return.

Credits were also allowed for State death
taxes and taxes on prior transfers. For 1982,
these credits amounted to $316,016 and
$22,484, respectively. The credit for State
death taxes was based on the death or
inheritance taxes paid to a State or the
District of Columbia on the property of the
estate. The allowable credit was limited by
the percent of the assets on which the State
death taxes were paid to the total amount of
worldwide assets. The credit for taxes on
prior transfers was allowed for Federal estate
tax paid on property received by the decedent
or the estate from a transferor who died
within 10 years before, or 2 years after, the

Figure A. -- Tax Rate Schedule

Value of U.S. taxable estate is --

$100,000 or less .....................................

Over $100,000 but not over $500,000 ..................

Over $500,000 but not over $1,000,000 ................

Over $1,000,000 but not over $2,000,000 ..............

Over $2,000,000 ......................................

decedent. The purpose of this credit was to
lessen the burden of double taxation between
successive estates whose owners had diedwithin a short period of time of each other
Depending on the time that had elapsed betWee~
the deaths, a credit was allowed for all or
part of the Federal estate tax paid by the
transferor's estate with respect to the
transfer [4].

It was possible for the estate Of anonresident alien with U.S. property to either~
reduce or eliminate its U.S. tax liability by
reason of a tax treaty between the United.States and a foreign country. Many tax
treaties either modified the definition of
U.S. property or changed the criteria of
domicile in the United States [101. These
treaties were used to decrease the tax burden
on nonresident alien estates, which in turn
further encouraged investment in U.S. prope;~;
[111. For 1982, there were death tax treaties
between the United States and 12 countries
[1 2].

Comparison to Estate Taxation of U.S. Citizens

The estate tax computations for U.S.
citizens (and aliens domiciled in the United
States at time of death) differed
significantly from that of nonresident aliens
in several respects. First, as previously
stated, U.S. citizens were taxed on their
worldwide assets, rather than just their U.S.,
property. Second, the filing requirements for
U.S. estate tax returns were different.
Estates of U.S. citizens were required to file
returns when the worldwide assets exceeded
$225,000 (date of death in 1982), while
nonresident alien estates were required to
file returns when the U.S. assets exceeded
$60,000. Third, the tax rates for estates of
U.S. citizens were higher than those for
nonresident alien estates. As compared to the
rates shown in Figure A, the estates of U.S.
citizens were liable for tax rates for 1982
ranging from 18 percent on the first $10,000
of taxable estate to 65 percent on assets in
excess of

$
4 million. (While estates of U.S.

expatriates were reported on Forms 706NA, they

Gross estate tax is

6% of amount

$6,000 plus 12% of excess over $100,000

$54,000 plus 18% of excess over $500,000

$144,000 plus 24% of excess over $1,000,000

$384,000 plus 30% of excess over $2,000,000

Nonresident Allen Estates

were liable for the same tax rates as those

used by estates of U.S. citizens.)

However, while estates of U.S. citizens

we
re liable for higher tax rates, they did

have advantages over estates of nonresident

aliens in regard to certain deductions and

credits. A "marital deduction" of 50 percent

of the adjusted gross estate of a U.S. citizen

w s allowed for the surviving spouse. Thi s

a
deduction,

deduction was the largest

accounti ng for 70 percent of the total

re o Ed deductions [3]. However, it was not
p aliens,

allo Ed for estates of nonresident

exce t for decedents of France, for whose

eSta es it was allowed based on tax treaty

provisions.

The estates of U.S. citizens (and

individuals domiciled in the United States at

date of death) and those of nonresident aliens

were both allowed chari table contribution

deductions. However, whi
1

e the estates of

U.S. citizens could deduct worldwide

contributions, only contributions made to

charities located in the United States could

be used as deductions by estates of

nonresident aliens.

Finally, the unified credit against U.S.

estate tax liability varied significantly

between estates of nonresident aliens and U.S.

citizens. As compared with the lower

limitations of this credit for nonresident

aliens as previously discussed, estates of

U.S. citizens were allowed a maximum unified

credit of $62,800 for 1982. This resulted in

an average credit of $49,817 for the 63,251

estate tax returns of U.S. citizens filed

primarily for decedents who died in 1982 and

received by the Internal Revenue Service in

1983. By contrast, the 169 estate tax returns

of nonresident aliens with dates of death in

1982 averaged $3,684 of unified credit.

DATA ANALYSIS

The estate of a nonresident alien was all

of the property held by the decedent at the

time of death, regardle
ss

of its location.

The $148 million of worldwide gross estate

assets for the nonresident aliens averaged

$876,000 per estate. (See the "Data Sources

and Limitations" section of this article.)

Thirty-two percent, or $279,000 pertestate,
0
f

these assets were situated in he United

States. This amount for average assets

greatly exceeded the fili
rig limit

of $60,000

for a U.S. estate tax return. Table 1

classifies the estate tax returns by size of

the gross U.S. estates of the nonresident

aliens.

Rea
I

estate, mortgages, and corporate

stocks and bonds
we

re the dominant investments
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in U.S. property held by the estates of

nonresident aliens [131. They accounted for

86 percent of all the U.S. property. Real

estate was considered to be U.S. property if
it was physically located there. Mortgages

were considered to be located in the United

States if they were debts of U.S. citizens or

residents, or domestic partnerships, corpo-

rations, estates, or trusts. Stocks and bonds

of corporations organized in or under U.S. law

were also treated as U.S. assets, regardless

of the physical location of the certificates

of ownership. The full value of property was

used when the decedent owned prop2rty either

as a joint tenant with right of survivorship

or as a tenant by the entirety. However, when

the decedent and the surviving spouse owned

property as community property, only the value

of the decedent's interest in the property was

reported for U.S. estate tax purpo

ses.The investment preference among assets in

real estate, mortgages, and corporate stocks

and bonds varied among the different size

classes of U.S. estates. See Figure B. The

smaller estates (i.e., up to $500,000 of U.S.

assets) totalled $24.6 million. Most of their

investments were in real estate and mortgages,

with 55 percent of the assets so invested.

Corporate stocks and bonds made up only 35

percent of the assets. The larger estates

with U.S. property of $500
'
000 or more,

totalling $22.5 million, showed a different

Figure B
composition Of U.S- Gross Estates

by Size of Estates
(parcent of U.S. Gross Estate)

Other property 3%

Cash and Accounts
Receivable 7%

corporate Stocks
and Bonds

35%

Real Estate
and Mortgages

55%

U.S. Gross Estates
under $500

goo

Other Property1
3%

Cash and Accounts
Rac.N.bla 4%

Corporate Stocks
and Bonds

54%

Real Estate
and Mortgages

29%

U.S. Gross Estates
of $500,ODO or More
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investment pattern. Corporate stocks and
bonds accounted for 54 percent of these
assets, while real estate and mortgages made
up only 29 percent [14].

The estates of nonresident aliens who died
in 1982 reported $41.4 million for their U.S.
taxable estates. This amount was the result
of reducing the . gross U.S. estate ($47.1
million) by $5.8 million of deductions for
funeral expenses, administrative expenses,
decedent's debts, and charitable contri-
butions. A U.S. estate tax liability (after
credits) of $3.8 million was incurred by the
estates of nonresident aliens. This tax
amounted to 9.3 percent of the U.S. taxable
estates, 8.2 percent of the U.S. gross
estates, and only 2.6 percent.of the worldwide
gross estates of the nonresident aliens [151.
These estates were also liable for estate
taxes, where applicable, of the foreign
countries in which the decedents held
property, were citizens, or were domiciled at
the time of death.

Table I shows that Canada was the domicile
of more nonresident aliens at the time of
death than any other country. It accounted
for 44 percent of the total estate tax
returns. The proximity of Canada to the
United States would seem to explain much of
that investment acti vity. However, the
estates of Canadian decedents contained a
relatively small portion of U.S. property.
This property comprised only 19 percent of the
estates of Canadian decedents, as compared
wfih 48 percent of the estates of decedent

sfrom other countries. Even so, estates of
Canadian decedents still accounted for 33
percent of the $47.1 million of U.S. gross
estate assets.

The effects of the graduated U.S. estate
tax rates are also demonstrated in Table 1.
The 76 returns with U.S. gross estates of
between $100,000 and $250,000 had a total U.S.
taxable estate of $10.6 million. The 9
returns with U.S. gross estates of over
$1,000,000 had a slightly larger (16 percent)
total U.S. taxable estate of $12.3 million

'However, the second group reported over 150
percent more ($2.1 million as compared to $0.8
million) in U.S. estate taxes before credits.

SUMMARY

The modern version of the U.S. estate tax
dates back to the Revenue Act of 1916.
Historically, for U.S. estate taxation
purposes, there has been an important
distinction between estates of nonresident
aliens and U.S. citizens (and aliens domici

1
ed

in the United States). Estates of citizen
s

of
the 'United States were taxed on their
worldwide assets, while estates of nonresident

aliens we re taxed only o n U. S. property
(provided the property wa

s va
lued at ove

$60,000). Since 1966 tax rates have also beenhigher for the estates of U.S. citizens
However, these estates were able to benefit'.from certain deductions and credits to a
greater extent than the estates of nonresident
aliens.

The estates of 169 nonresident aliens who
died in 1982 had $148 million of worldwide
assets, 32 percent of which were located in
the United States. Real estate, mortgages
and corporate stocks and bonds accounted for
86 percent of the investment in U.S.
property. The net U.S. estate tax liability
paid on the U.S. property was $3.8 million, or8 percent of the value of the gross U.S.
estate.

DATA SOURCES AND LIMITATIONS

The data
c

ontained in this article were
extrac ted from all Form

s
706NA, United States

Estate Tax Returns - Estates of Nonresidents
not Citizens of the United States, filed by
personal representatives at the IRS
Philadelphia Service Center with a date of
death in the year 1982 [1 ]. Only the
nonresident alien estates with assets situated
in the United States exceeding $60,000 [71 at
date of death were required to file a return.

The personal representatives for estates
of nonresident aliens were originally given 9
months after the date of death to file the
U.S. estate tax return. Representatives could
also petition for and receive approval for an
additional 6-month extension of time to file
the return. Delinquency could also cause a
delay in filing. For these reasons, Fonns
706NA with dates of death in 1982 received
through October 1984 were collected and used
for this study. Because there was no
statistical sampling of these returns, the
data are not subject to sampling errors.

There were 61 returns used for this study
which showed only the assets situated in the
United States. These U.S. assets amounted to
$19.4 million. The extent of assets located
outside the United States for these estates
could not be determined. Thus, the gross
worldwide estate and the gross estate in the
United States were treated as equal for these
returns. Because of this reporting problem,
the value of the gross worldwide estate (and
the portion of the estate outside the United
States) for these returns is understated. In
addition, estates which did not report their
gross estate located outside the United States
were not allowed to claim any deductions for
funeral and administrative expenses,
decedent's debts, and other claims against the

Nonresident Allen Estates

estate
*

(Deductions for contributions to U.S.

charities were allowed.) However, despite the

filing instructi
.
ons for Form 706NA, nine of

the 61 returns did claim deductions for

expenses, totalling $472,000. This amount is
incl

uded in Table 1. Data were used from all

returns. included in this study prior to audit

processing by the IRS.

EXPLANATION OF SELECTED TERMS

h
Domicile. -- The place where a person has

a en~a`nent home and to which the person as
or she i

I
ntention of returning when he

ndIs
lbsent. For estate tax purposes, domicile a

residence are synonymous.

Estate Tay. fter Credits. This was the
,aF

net tax 1
,

I LY ..--e remaining

after s btraction of credits (i.e., unified

credit, credit for state death taxes, and the

credit for tax on prior transfers).

Gross Estate. -- This included all the

property and-interests in property owned by

the decedent, wherever situated. Included

!ere such items as real estate, tangible _-

intangible personal property, life insurance

proceeds, dower or curtesy of a surviving

spouse, certain transfers the decedent made

before death certain annuities, property in

which the d~cedent had a general power .;

appointment, the decedent's share in communi

property, and property owned by the decedent

at time of death either as a joint tenant with

right of survivorship or
as

a tenant by the

entirety.

Pe n1l Reresentative. -- The executor't ~.
fuor ad.Mn

0
tF'Fe deceased person's

rd

estate.

Taxable Estate. -- This is the base to
whicy-tFe-g-ra-Fu'ated U.S. estate tax rates were

applied in computing gross estate tax (i.e.,

before credits). Taxable estate is equal to

the value of the U.S. gross estate less the

~eductions for funeral expenses, admin-

istrative expenses, decedent's debts, and

charitable contributions

-Taxable Gifts. -- These are taxable gifts

made by t e cedent after 1976, which were
_F__Te

not included in the gross estate. Gifts could

be either tangible or intangible property

located in the United States, which were

transferred either directly or indirectly by

the decedent. The amount of these gifts was

used with the amount of the taxable estate to

determine the gross estate tax.

U.S E atri
. ate For purposes of this

articl * t; is is person who lost U.S.

citizenship within 10 years before the date of

death, and for whom it was reasonable to
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assume that a main purpose in doing so was to

avoid U.S. taxes. The personal representative

had the burden of proving otherwise.
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[I I In addition to the 169 returns tabulated,

there were also 34 estate tax returns

filed with U.S. estate assets less than

the filing limitation. These returns were

filed in order to obtain release

certificates from the IRS to transfer

assets out of the country. Also filed

were 5 returns which reported U.S. estate

assets of, over $60,000, bu t had no tax

liability by reason
of

tax treaties

between the United Kingdom or France and
t

he United States.

[21 See Internal Revenue Code Sections

2101-2108.
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and Generation-Skipping Taxes: A
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Current Law," Congressional Research

Service, Library of Congress, Report

Nuniber 84-156A, August 20, 1984.

[71 The $60,000 filing limitation was reduced

by amounts for the gi ft tax specific

exemption allowed with' respect to gifts

made between September 9, 1976, and

December 31 1976, inclusive, and for

taxable gift~s made after 1976 that were

not included in the gross estate. it

should also be noted that the filing

limitation has not been changed since

1942. However, there has been an

effective decrease in the filing

limitation over the years due to

inflation. For instance, the 1942 dollar

was worth $2.05 compared with the 1982

doll
a

r pegged at $.35, using a 1967 base

of S1.00. Source: U.S. Department of
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Commerce, Bureau of Economic Analysis,
Survey of Current Business, 1942-1982.

[81 Estate property was usually valued as of
the date of death of the nonresident
alien. However, an election could be used
to value the property as of 6 months after
the decedent's death. Under this
election, any property distributed, sold,
or otherwise disposed of within 6 months
after the decedent's death was valued as
of the date of the disposition. The
estates of 11 nonresident aliens used this
alternative valuation method, showing $2.7
million of U.S. property. Regardless of
when the property was valued, the "fair
market value" was used at the time of the
valuation. Even if there was an election
to use the alternate valuation method, the
value of the estate property at date of
death remained as the determinant for the
filing requirement of a Forin 706NA.

[91 There was also a credit for Federal gift
taxes. However, none of the 1982 Forms
706NA showed an amount for this credit.

[101 See Department of Treasury Regulations
20.2104-1(c) and 20.0-1(b)(1), for 1980.

[I] I Navarro, Gladys R., "Do's and Dont's in
Tax Planning for Nonresident Aliens,"
Trusts and Estates, August 1978, pp.
484-48/.

.[l 21 These countries were Australia, Finland,
France, Greece, Ireland, Italy, Japan,
Netherlands, Nor-way, South Africa,
Switzerland, and the United Kingdom.

[131 The following property was specifically
deemed to be property outside the United
States: life insurance proceeds; deposits
in U.S. banks, mutual savings banks,

building and loan associations and U S
branches of foreign banks; and works;'Of'
art imported into the United Statess
olely for exhibition purposes.

[141 The investment choices between real
estate and mortgages and corporate stocks
and bonds for estates of U.S. citizens
showed similar changes as the size of the
estate changed. See Figure C Of Bentz
Mary F., "Estate Tax Returns, 1983
Statistics of Income Bulletin, Fall 198~,
pp.1-12.

[151 By contrast, U.S. citizens (and ali ens
domiciled in the United States) paid $5.2
billion of U.S. estate taxes ( after
credits) on $26.2 billion of worldwide
taxable estates, or 20 percent. See
footnote 3.
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The forms and instructions shown in this section
of the compendium relate to the Studies discussed in
Sections 2-14. In general, the forms and
instructions applicable to the tax years covered in
each section are presented here.
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Form 706NA and Instructions (Revised November 1981)
United States Estate Tax Return, Estate of
Nonresident Not a Citizen of the United
States, 446

Form 1040 (1983)
U.S. Individual Income Tax Return, 448
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Income Subject to Withholding Under Chapter 3,
Internal Revenue Code, 449

Form 1116 and Instructions (1979)
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Form 1118 and Instructions (Revised January 1980)
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