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IN the nineteen twenties, a popular form of tax avoidance involved the use
of foreign corporations, usually Canadian. An American individual or closely-
held corporation owning stocks which had appreciated in value would trans-
fer the stocks to a foreign corporation in a tax-free exchange for stock of the
foreign corporation, which would sell the appreciated stocks abroad.' The for-
eign corporation was frequently kept alive as a trading vehicle for a consider-
able period of time; and, indeed, some still exist, leading lives fraught with
the perils which Congress over the years has placed in their way. Some were
repatriated into domestic corporations through the then tax-free reorganiza-
tion provisions, 2 others were wound up in taxable liquidations and still others
were sold to nonresident aliens of the United States.

To deny foreign corporations the benefits of the tax-free exchange pro-
visions, Congress enacted section 112(k) of the Revenue Act of 1932, the
predecessor of section 367 of the present Internal Revenue Code.3 There was
introduced in the same act section 901, imposing a 25 per cent excise tax
(twice the then capital gain rate) on the appreciation over adjusted basis of
stocks and securities transferred to a foreign corporation as either paid-in
surplus or a contribution to capital, or to a foreign trust or partnership.4 Sec-

tMember of the New York and New Jersey Bars.
1. This type of transaction was discussed at some length by the House Ways and

Means Committee in recommending the addition of subsection (k) to § 112 of the Reve-
nue Act of 1932. H.R. REP. No. 703, 72d Cong., 1st Sess. 20 (1932).

2. Ibid.
3. Revenue Act of 1932, § 112(k), 47 STAT. 198. The substantive provisions of § 367

are not materially different from those of § 112(k) of the Revenue Act of 1932. The
basic approach is that, for the purpose of the applicable tax-free exchange and distribu-
tion provisions, a foreign corporation "shall not be considered as a corporation" unless
prior to the exchange or distribution it has been established to the satisfaction of the
Secretary or his delegate (the Commissioner under the 1932 act) that the exchange is not
in pursuance of a plan having as one of its principal purposes the avoidance of federal
income taxes. This treatment-regarding the foreign corporation as not a corporation-
seems extraordinary. Without doubt, the intent is to make gain recognizable on the trans-
action, but there is a dearth of authorities construing the provision. If a loss occurs, the
tax-free exchange provisions are not rendered inapplicable to a foreign corporation; thus,
questions might arise-if a transfer to a foreign corporation involved both appreciated and
depreciated assets. It would seem that the net effect of the entire transaction should
govern.

4. The excise tax was imposed on transfers by United States citizens and residents,
domestic corporations and partnerships, and trusts which were not "foreign trusts." Reve-
nue Act of 1932, § 901, 47 STAT. 284.
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tion 901 and related provisions have been incorporated into subsequent laws
and now constitute chapter five-sections 1491 to 1494--of the Internal Rev-
enue Code. 5

In 1934, Congress, motivated by concern over the use of "incorporated
pocketbooks," imposed a penalty tax on a newly defined class of corporations,
the "personal holding company."'6 Although aimed primarily at domestic cor-
porations, the statute was broad enough to reach any foreign corporation if at
least 80 per cent of its gross income was derived from royalties, dividends,
interest, annuities and, generally, gains from the sale of stock or securities, and
not more than five individuals (whether citizens, aliens, residents or nonresi-
dents) owned directly, or indirectly under the constructive ownership rules,
more than 50 per cent in value of the outstanding stock at any time during
the last half of the taxable year. In the case of a foreign corporation, however,
"gross income" was construed to include only gross income from sources
within the United States.7

In 1938, a statement was added to the regulations that a foreign corporation
was not a personal holding company if "(1) its gross income from sources
within the United States for the period specified in section 119(a) (2) (B) is
less than 50 per cent of its total gross income from all sources and (2) all of
its stock outstanding during the last half of the taxable year is owned by non-
resident alien individuals, whether directly or indirectly through other foreign
corporations." The statutory basis for this exclusion is not as clear as its
reasonableness. 9 If a corporation such as the regulation describes paid a divi-
dend, the dividend would not be from United States sources and would there-
fore not be subject to tax in the hands of a nonresident alien. Since the per-
sonal holding company surtax was adopted to force corporate distribution of
income with a view to collecting the tax on the shareholders, there was no
reason for the surtax in the case of corporations satisfying the regulation's
criteria. The exclusion was continued in the regulations until the adoption of

5. The tax rate is now 272%. The original 25% was increased by the overall in-
crease of 10% imposed by the Revenue Act of 1940, § 208, 54 STAT. 522. My only experience
with a claim for the tax involved the liquidation of a domestic corporation into two for-
eign corporations which held all of the shares of the domestic corporation. The Internal
Revenue agent argued that this constituted a transfer by a domestic corporation to a for-
eign corporation "as paid-in surplus or as a contribution to capital." The matter was
argued at the local office and agreement quickly reached that the excise tax did not apply.

6. Revenue Act of 1934, § 351, 48 STAT. 751, The House form of the proposed Reve-
nue Act of 1928 had contained a tax on personal holding companies but it was dropped
before final passage. H.R. 1, 70th Cong., 1st Sess. § 104 (1928) ; see H.R. REP. No. 2,
70th Cong., 1st Sess. 17 (1928) ; S. REP. No. 960, 70th Cong., 1st Sess. 2, 12 (1928) ; see
also H.R. REP. No. 1882, 70th Cong., 1st Sess. 14 (1928).

7. U.S. Treas. Reg. 94, art. 351-2 (1937) ; see Porto Rico Coal Co. v. Commissioner,
126 F.2d 212 (2d Cir. 1942).

8. U.S. Treas. Reg. 94, art. 351-1 (1937), as amended, T.D. 4791, 1938-1 Cum. BULL
99.

9. Rudick, Section 102 and Personal Holding Company Provisions of the Internal
Revenue Code, 49 YALE L.J. 171, 215 (1939).

1174 [Vol. 67 :1173



1958] FOREIGN PERSONAL HOLDING COMPANIES

the Internal Revenue Code of 1954, when it was incorporated into the stat-
ute.10

In 1937, a Joint Committee on Tax Evasion and Avoidance recommended
the adoption of extensive loophole-closing provisions. These recommendations
were written into the Revenue Act of 1937.11 This act amended in many
particulars the personal holding company provisions of the Revenue Act of
1936, giving these provisions the form in which, with only relatively minor
changes, they have remained, and introduced the foreign personal holding com-
pany provisions, designed to require United States shareholders of such com-
panies to include in their gross income undistributed income of the companies.
For present purposes, the principal change in the personal holding company
law was the adoption of the provision that a corporation which is a foreign
personal holding company cannot also be a personal holding company.12 Ex-
emption from the surtax on corporations improperly accumulating surplus was
broadened to include foreign personal holding companies as well as personal
holding companies. 13

TAX TREATMENT OF CORPORATE INCOME

Personal Holding Companies

A foreign corporation, resident or nonresident, meeting the personal holding
company requirements, is subject to the usual personal holding company tax
of 75 per cent of undistributed personal holding company income not in excess
of $2,000 plus 85 per cent of the balance of such income. 14 "Undistributed
personal holding company income" is taxable income adjusted as provided in
the Code, less the dividends paid deduction.'5 "Taxable income" has the usual
meaning of gross income minus allowable deductions. 16 The general rule of the
Code-that gross income of foreign corporations includes only income from
sources within the United States-is followed, but for personal holding com-
pany purposes even a nonresident foreign corporation is required to include
all income from United States sources whether or not it is fixed or determin-
able annual or periodical income.17

Although detailed discussion of adjustments to taxable income to be made
in the case of a personal holding company lies outside the scope of this Article,

10. INT. REV. CODE OF 1954, § 542(c) (10).
11. Paul, The Background of the Revenue Act of 1937, 5 U. Cnx. L. REv. 41 (1937).
12. Revenue Act of 1936, § 352(b), 49 STAT. 1732, as amended, Revenue Act of 1937,

§ 1, 50 STAT. 813.
13. Revenue Act of 1937, § 601, 50 STAT. 830.
14. INT. REv. CODE OF 1954, § 541.
15. Id. § 545(a).
16. Id. § 63.
17. Proposed U.S. Treas. Reg. § 1.541-1(b) (1956). See U.S. Treas. Reg. 118,

§ 39.500-1(b) (1953). For purposes of the ordinary tax imposed on nonresident foreign
corporations only fixed or determinable annual or periodical income is generally subject
to tax. INT. REv. CODE OF 1954, §-881.
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one important change effected by the Internal Revenue Code of 1954 should
be noted.' Under prior law, no adjustment was made in computing undis-
tributed personal holding company income with respect to capital gains. The
alternative capital gains tax could be paid, however, in lieu not only of ordinary
tax but also of the personal holding company tax.19 It followed that a non-
resident foreign corporation which had a net long-term capital gain from
United States sources in excess of its net short-term capital loss from such
sources might be liable for the personal holding company tax as to such excess,
or the alternative capital gains tax on this amount if the latter tax were lesser.
Under the present Code, a personal holding company, in computing its undis-
tributed personal holding company income, is allowed to deduct from taxable
income the excess of the net long-term capital gain over the net short-term
capital loss minus income taxes attributable to such excess.2, Since no limita-
tion exists on this deduction in the case of a nonresident foreign corporation,
the corporation is relieved from tax on long-term capital gains from sources
within the United States.

Mention should also be made of the 1954 Code's effect on a problem con-
nected with the deduction for dividends paid. Under earlier law a corporation
was not entitled to credit for a dividend paid if any part of the distribution
was "not a taxable dividend in the hands of such of the shareholders as [were]
... subject to taxation .... -21 It was argued that if a foreign corporation were a
personal holding company and any part of its dividends were deemed to derive
from other than United States sources, a dividend paid by it to a nonresident
alien could not qualify for credit to the extent that it was not from United
States sources "and not a taxable dividend in the hands" of the nonresident
alien. 22 No limitation similar to that of the 1939 Code is included in the 1954
Code. Except for preferential dividends, any distribution qualifying as a divi-
dend under the general rules of the Code entitles the corporation to the divi-

18. The Code contains no special provisions concerning the adjustments to taxable
income in the case of a foreign corporation; the adjustments are therefore the same as
for a domestic corporation.

19. Int. Rev. Code of 1939, § 117(c) (1), as amended, 56 STAT. 843 (1942).
20. INT. REV. CODE OF 1954, § 545(b) (5).
21. Int. Rev. Code of 1939, § 27(i), 53 STAT. 21.
22. The dividend, of course, would not be from United States sources unless 50% or

more of the gross income of the foreign corporation for the statutory period was from
United States sources. Int. Rev. Code of 1939, § 11,9(a) (2) (B), 53 STAT. 54. If the cor-
poration's gross income was 50% or more from United States sources during the statutory
period, a proportionate part of the dividends paid by it was deemed to be from United States
sources. Similar provisions are contained in INT. REv. CODE OF 1954, § 861 (a) (2) (B). It
was argued that, if any part of the gross income of a foreign corporation during the statu-
tory period was from foreign sources, a part of its dividend was necessarily nontaxable to
nonresident alien shareholders and that to this extent § 27(i) of the 1939 Code denied the
credit. Rudick, Note, 1 TAx L. REv. 218 (1946). This view was disputed by Singer, For-
eign Personal Holding Companies-A Comment on Rudick, 1 TAx L. REv. 440 (1946).
See Rudick, Reply, 1 TAx L. REv. 448 (1946); see also Alexander, The Itcone Tax
Convention With the United Kingdom, 2 TAx L. Rxv. 295, 320-21, (1947).
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dends paid deduction.23 This deduction should therefore not be denied to a for-
eign corporation on the ground that part or all of the dividend is not from
United States sources and is not taxable to the nonresident alien recipients.

A question still remains as to the amount of the deduction. To illustrate:
a nonresident foreign corporation has total gross income for the year of
$100,000, of which, $40,000 is from United States sources and is personal
holding company income. Most of the stock is owned by nonresident aliens,
but a few shares are owned by United States citizens; and the corporation is a
personal holding company. It has no ordinary deductions or adjustments ex-
cept United States withholding taxes of $12,000. The corporation pays a divi-
dend of $50,000. Has the corporation any undistributed personal holding com-
pany income? Section 882(c) (2) provides:

"In the case of a foreign corporation the deductions shall be allowed
only if and to the extent that they are connected with income from sources
within the United States; and the proper apportionment and allocation
of the deductions with respect to sources within and without the United
States shall be determined as provided in part I, under regulations pre-
scribed by the Secretary or his delegate."

Under part I, the usual rule is for the allocation of a deduction to the partic-
ular item of income to which it relates and, if no definite allocation can be
made, the deduction is ratably apportioned between gross income from United

23. INT. REv. CODE OF 1954, § 562. Proposed U.S. Treas. Reg. 1.562-1(a) (1956)
contains the following sentence: "No dividends paid deduction is allowable (except as
provided in section 562(b) and § 1.562-1(b) [relating to distributions in liquidation])
for any part of a distribution, with respect to a class of stock, which is not (or would not
be considered to be) a taxable dividend in the hands of a shareholder subject to tax under
this title." The second parenthetical clause would seem to constitute Treasury Department
recognition that the ambiguity created by § 27(i) of the 1939 Code has been eliminated
in the 1954 Code. It is understood that in an unpublished ruling, relating to the allowance
of a dividends paid deduction to a foreign corporation, the Internal Revenue Service took
the position that a deduction is allowed under § 561 for a distribution which is of a tax-
able character even though the recipient is not taxable on the amount received by him.

In light of the foregoing, it is difficult to understand the construction adopted in the
proposed regulations with respect to consent dividends. Under § 561 of the Code, the de-
duction for dividends paid includes an allowance for the "consent dividends" for the tax-
able year determined under § 565. Proposed U.S. Treas. Reg. § 1.565-1(c) (1) (1956)
contains the following sentence: "In cases where the shareholder is taxable on a dividend
only if received from sources within the United States, the amount specified in the consent
shall be treated as a dividend from such sources." Under this construction a nonresident
alien shareholder of a foreign corporation who filed a consent under § 565 would be tax-
able on the entire amount specified in his consent regardless of the extent to which he
would have been taxable if the amount specified actually had been distributed to him in
cash. Section 565 contains no provision which would seem to justify the construction. It
is to be hoped that the final regulations will recognize that a consenting shareholder who
is taxable only on income from United States sources is required to treat as a dividend
from United States sources only so much of the consent dividend as would have been so
treated if the distribution had been made in cash.
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States sources and other income.24 Section 882 is titled "Tax on Resident
Foreign Corporations" and subsection 882 (a) clearly relates only to such cor-
porations,25 but subsections 882(b) and (c) are not so restricted in their lan-
guage.

The proposed regulations do not pass upon the question whether the special
deductions allowed a personal holding company, including the deduction for
dividends paid, are limited by subsection (c) (2)'s general requirement that
deductions must be apportioned under part I to income from United States
sources. 26 It might be argued from the provisions of the proposed regulations
applying section 882(c) (1) to personal holding companies that the Treasury
considers apportionment of the special deductions as necessary. Subsection
(c) (1) provides that "a foreign corporation shall receive the benefit of the
deductions allowed to it in this subtitle [which includes the personal holding
company provisions] only by filing or causing to be filed . . . a true and ac-

curate return of total income received from all sources in the United States.. .. "
Interpreting this provision in the personal holding company context, section
1.545-1(b) of the proposed regulations contains the following sentence:

"For purposes of the imposition of such tax [the personal holding com-
pany tax] on a foreign corporation, resident or nonresident, which files
no return, the undistributed personal holding company income shall be
computed on the basis of the gross income from sources within the United
States without allowance of any deductions." (Emphasis added.)

The comparable regulation under the 1939 Code provided that, when a resident
or nonresident foreign corporation filed no return, "subchapter A net income"
meant the gross income from United States sources "less the deductions
enumerated in section 505 (a) but without the benefit of any deductions under
chapter 1 .... 27 Under the 1939 Code, the denial of deduction provision was
contained in chapter one and referred only to deductions and credits allowed "in
this chapter."28 The personal holding company provisions, including those re-
lating to adjustments and the dividends paid credit, were contained in chapter
two. 29 Now that the reference in present section 881 (c) (2) is to deductions

allowed "in this subtitle" and the subtitle includes the personal holding com-
pany provisions, the Treasury Department is proposing to construe the statute

24. INT. REV. CODE OF 1954, § 861(b).
25. The provision is that "a foreign corporation engaged in trade or business within

the United States shall be taxable as provided in section 11." Id. § 882(a).
26. Proposed U.S. Treas. Reg. § 1,545-1 (a) (1956) ; see also the first sentence of

Proposed U.S. Treas. Reg. § 1.545-1(b) (1956).
27. U.S. Treas. Reg. 118, § 39.505-1(a) (1953), as amended, T.D. 6079, 1954-2 Cum.

BuLL. 276.
28. Int. Rev. Code of 1939, § 233, 53 STAT. 79.
29. The dividends paid deduction was allowed to personal holding companies under

the Int. Rev. Code of 1939, § 504, 53 STAT. 107, by reference to § 26 (a). Since § 504 was
in chapter 2, there should be little doubt, under the theory of the regulations, that the
deduction was allowable to foreign corporations filing no return.
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as disallowing to nonfiling foreign corporations which are personal holding
companies not only the ordinary deductions allowable in computing taxable in-
come but also the special personal holding company deductions-including,
apparently, the dividends paid deduction.

Although subsection (c) (2), limiting deductions to those connected with
United States source income, does not refer to deductions allowed by subtitle
A, it contains no limiting language and, perhaps, should be interpreted as
broadly as subsection (c) (1). If a broad construction of both subsections were
correct, then it would seem that the deductions allowed as adjustments to tax-
able income and the dividends paid deduction would be allowable only to the
extent allocable to an item of United States income or ratably apportionable
to such income.

To return to the assumed set of facts: allocating the withholding taxes of
$12,000 to the $40,000 United States income would present no problem under
any construction. This leaves $28,000 of undistributed personal holding com-
pany income before deducting any part of the $50,000 dividend. If the divi-
dends paid deduction were limited by application of section 882(c) (2) and
part I, then apparently not more than 40 per cent of the dividend could be
apportioned to United States sources and the corporation would still have at
least $8,000 of undistributed personal holding company income.

As a matter of policy, there does not seem to be a good reason to limit the
amount of the deduction for a dividend paid by a foreign corporation through
the application of the allocation and apportionment provisions of part I. If
the corporation had received only foreign income, the United States would
have had no effective interest in its distribution. The circumstance that in the
particular case under consideration the foreign and domestic income is received
by a single entity should not afford a lever to force out the foreign income by
requiring dividends in excess of the United States income. Apportioning a
dividend according to the source of the current year's income is certainly con-
trary to precedent and to usual tax concepts.

Such policy arguments appear to have recommended themselves to the In-
ternal Revenue Service. In a recent unpublished ruling, the Service held that
a foreign corporation was not liable for the personal holding company tax
where it had distributed dividends in excess of its income from United States
sources and in excess of its personal holding company income.30 The corpora-
tion had foreign income and the dividends were not equal to income from both
United States and foreign sources. It is to be hoped that this favorable view
on a troublesome point will be adopted in the final regulations.

Foreign Personal Holding Companies
Effect of Classification on Shareholders and Company

9
Although the rules of constructive ownership apply in determining whether

a corporation is a foreign personal holding company, they are disregarded for

30. The ruling is that discussed in note 23 supra.
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purposes of charging undistributed foreign personal holding company income
to shareholders. Only actual owners of shares are thus charged, and then, with
one exception, only if they are "United States shareholders"--a defined group
limited to this country's citizens or residents, domestic corporations, domestic
partnerships, and estates or trusts other than estates or trusts the gross income
of which includes only income from United States sources.31 The exception
meets the situation in which shares of a foreign personal holding company are
owned by another foreign personal holding company, and the latter may there-
fore be charged with an appropriate part of the first company's undistributed
foreign personal holding company income.32 The rule that undistributed for-
eign personal holding company income is taxable only to actual United States
shareholders, when coupled with the constructive ownership principles relevant
in determining whether a corporation is a foreign personal holding company,
may yield strange results. More than 50 per cent of a company's shares may
be deemed to be owned by five or fewer citizens or residents of the United
States so that the company is a foreign personal holding company, but all of
the actual shareholders may be nonresident aliens and the income-charging
provisions inapplicable. 33

That portion of the undistributed foreign personal holding company in-
come chargeable to a United States shareholder is to be included in his gross
income as a dividend in "the amount he would have received as a dividend"
if on the determinative date ("the last day on which a United States group...
existed") the company had distributed an amount equal to the undistributed
foreign personal holding company income or, if the determinative date pre-
cedes the end of the company's taxable year, an amount which bears the same
ratio to the undistributed foreign personal holding company income for the
taxable year as the portion of such taxable year up to and including the deter-
minative date bears to the entire taxable year.34 It seems clear from the statu-
tory language that if a foreign personal holding company has neither accumu-
lated earnings and profits nor earnings and profits for the taxable year, no
amount may be charged to the United States shareholders; for had the com-
pany made a distribution on the determinative date, no part of it would have
been received by the shareholders "as a dividend."3 By the same reasoning,

31. INT. REV. CODE OF 1954, § 551(a).
32. Id. § 555(b).
33. See PHILLIPS, UNITED STATES TAXATION OF NONRESIDENT ALIENS AND FOREIGN

CORPORATIONS 172 n.126 (1952); textual paragraph preceding note 55 infra.
34. INT. REV. CODE OF 1954, § 551(b).
35. In the case of a personal holding company (domestic or foreign) the absence of

earnings and profits may not remove a distribution from dividend classification since
the Code provides that "the term 'dividend' also means any distribution of property ...
made by the corporation to its shareholders, to the extentof its undistributed personal
holding company income ... for such year." Id. § 316(b) (2). No similar provision relates
to foreign personal holding companies and the general rule that a dividend is a distribution
out of current earnings and profits or earnings and profits accumulated after February
28, 1913, is applicable. Id. § 316 (a).
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no amount should be chargeable if on the determinative date the company is
in the process of liquidating; a distribution actually made at such a time would
be a distribution in liquidation rather than a dividend.

Since the income charging provision is directed at each United States share-
holder who was a shareholder on the last day on which a United States
group existed with respect to the company,36 the statute contemplates that
a stockholder may be charged with his proportionate share of an entire year's
undistributed foreign personal holding company income even though his stock
acquisition was not made until the year-end and it was his very acquisition
that made the corporation a foreign personal holding company.3 7 Notwith-
standing this clear statutory language, Marsman v. Commissioner3 implies
a contrary interpretation. In that case, a nonresident alien owning all the
shares of a foreign corporation with the requisite foreign personal holding
company income for the year 1940 became a resident of the United States on
September 22, 1940. The corporation thereupon admittedly became a foreign
personal holding company. The court held that the statutory language should
not be followed literally and charged the shareholder only with that part of
the undistributed foreign personal holding company income received by the
corporation during the last few months of 1940-the period of her United
States residence. Influenced, no doubt, by the shareholder's status as a non-
resident alien for most of the taxable year, the court reached a result which is
equitable but highly questionable as law. The holding not only does violence
to the express languago of the statute; it overlooks the congressional purpose
in prescribing exact rules. Suppose, for example, a corporation is a foreign
personal holding company throughout the year but a sale of shares is made
during the year by one United States citizen to another. The law clearly frees
the seller and charges the purchaser with respect to the entire year's undis-
tributed income. A logical extension of Marsman would require separate cal-
culations of income before and after the sale, but it is unlikely that the rule
of the case would be so extended.

If any portion of undistributed foreign personal holding company income is
required to be included in the gross income of a United States shareholder, an
amount equal to all or part of the undistributed foreign personal holding com-
pany income for the taxable year is considered paid-in surplus or a contribu-

36. The provision which charges one foreign personal holding company with undis-
tributed foreign personal holding company income of another foreign personal holding
company fixes as the determinative date the last day in the second company's taxable year
on which a United States group existed with respect to the second company. If the first
company is a shareholder of the second company on the last day, there is a constructive
dividend on the same terms as those applicable to United States shareholders. Id. § 555 (b).

37. The stock ownership requirement of the foreign personal holding company 4av is
met if "at any time during the taxable year more than 50 percent in value of [the] ... out-
standing stock is owned, directly or indirectly, by or for not more than five individuals
who are citizens or residents of the United States, hereinafter called 'United States
group.'" Id. § 552 (a) (2) (emphasis added).

38. 205 F.2d 335 (4th Cir. 1953).
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tion to capital, and accumulated earnings and profits as of the close of the tax-
able year are correspondingly reduced. The entire amount of the undistributed
foreign personal holding company income for the year is so treated if a United
States group existed on the last day of the year; if at this date a United States
group no longer existed, only a portion of the undistributed foreign personal
holding company income is so treated.39 An interesting effect of these pro-
visions is that the addition to paid-in surplus or contributed capital is made
in the same amount whether United States shareholders own all the stock or
a minute percentage of it. Accumulated earnings and profits, adjusted for the
required reduction, and a subsequent year's current earnings are both avail-
able for the payment of taxable dividends, and provide the first source from
which distributions are deemed to be made.40

Provision is made for increasing a United States shareholder's basis for his
stock in a foreign personal holding company by the amount of its income he
is required to report. Basis may not be increased, however, in excess of the
amount included in his return "increased or decreased by any adjustment of
such amount in the last determination of the shareholder's tax liability, made
before the expiration of 6 years after the date prescribed by law for filing the
return."41 If, therefore, the shareholder fails to include the amount in his re-
turn and no adjustment is made in six years, the stock's basis cannot be in-
creased.42

The basis of stock or securities of a foreign personal holding company
acquired by bequest, devise or inheritance, or by the decedent's estate from the
decedent, is limited to the property's fair market value at the time of acquisi-
tion or its basis in the hands of the decedent, whichever is lower.43 Congress

39. The amount added to paid-in surplus or contributed capital is that amount which
bears the same ratio to the undistributed foreign personal holding company income for the
taxable year as the portion of such taxable year up to and including the last day on which
a United States group existed bears to the entire taxable year. INT. REV. CODE OF 1954,
§ 551 (e).

40. Proposed U.S. Treas. Reg. § 1.551-5 (1956).
41. IxT. REV. CODE OF 1954, § 551.(f). If the shareholder omits an amount that he

should have included under § 551 (b), the statute of limitations for assessment or for court
collection without assessment is six years from the date the return was filed. Id. § 6501 (e)
(1) (B).

42. Proposed U.S. Treas. Reg. § 1.551-5(b), ex.(2) (1956).
43. INT. REV. CODE OF 1954, § 1014(b) (5). The rule does not apply if the corpora-

tion was not a foreign personal holding company for its taxable year next preceding the
date of the shareholder's death.

An additional penalty attaches to a foreign corporation "which, with respect to any
taxable year beginning on or before, and ending after, August 26, 1937 [the date of the
enactment of the Revenue Act of 1937], was a foreign personal holding company, and
with respect to which a United States group... existed after August 26, 1937, and before
January 1, 1938 ... ." Id. § 342 (a) (2). Any gain recognized with respect to the stock of
such a corporation on a liquidating distribution (within the meaning of the 1939 Code) is
treated as a gain from the sale or exchange of a capital asset held for not more than six
months. Id. § 342(a). The statute does not affect the tax treatment of the sale of stock in
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has left open the possibility that a holder of stock or securities in such a com-
pany may retain his interest without exposing his estate and its beneficiaries
to the dire consequences of his dying with direct ownership. This possibility
is a tax-free exchange of the stock or securities of the foreign corporation for
stock of a domestic corporation under section 351 of the ,Code. Although sec-
tion 367 limits the ability of foreign corporations and their shareholders to
engage in tax-free reorganizations and exchanges, it does so by providing that
when gain is involved the foreign corporation will not be deemed a "corpora-
tion" (unless it is first established to the satisfaction of the Secretary or his
delegate that tax avoidance is not a principal purpose of the transaction). No
analogous provision requires that stock or securities of a foreign corporation
lose their status as "property" if transferred to a domestic corporation. Ap-
parently, then, a holder of such stock or securities might exchange them under
section 351 for all the stock of a domestic corporation. Since the taxpayer
would own at his death only the stock of a domestic corporation, its basis
should not be limited to the basis in his hands at the time of death. Similarly,
subsequent liquidations, first of the domestic corporation, then of the foreign
corporation, should be possible without involving gain greater than the stock's
increase in value after the date of death or the optional valuation date.44

Undistributed Foreign Personal Holding Company Income

The starting point in a computation of undistributed foreign personal hold--
ing company income is taxable income, 45 that is, gross income less allowable
deductions .4 "Gross income" for this purpose, however, includes gross income
from all sources, and is not limited to gross income from United States

a foreign corporation falling within the description. Accordingly, the holder of such a
corporation's shares can sell the stock and receive the same long-term capital gain treat-
ment as on the sale of any other capital asset.

A period of grace was available for liquidations of foreign corporations described in
§ 342(a). The first distribution had to be made on or after June 22, 1954, and the final
distribution before January 1, 1956. Id. § 342(b).

44. The procedure outlined appears to fall exactly within the tax-free exchange pro-
visions of § 351. Of course, complete immunity from attack by the Commissioner does
not necessarily follow and, if the procedure were questioned, some court might hold that
the provisions governing transfers of property to a controlled corporation are not intended
to permit "tax avoidance" of this sort. It could be argued, after death, that the domestic
corporation should be disregarded and basis limited to the decedent's basis for the shares
or securities of the foreign personal holding company. The argument is not strong. Even
if such a domestic corporation held nothing but the shares of the foreign personal holding
company, the domestic corporation would be charged with the undistributed foreign per-
sonal holding company income of the foreign corporation and would doubtless be a "per-
sonal holding company"-an entity expressly recognized in the tax law. If the first trans-
action-the transfer to the domestic corporation-were not held to be tax free, an imposi-
tion of long-term capital gain tax on the transfer would result, an unpleasant but, in some
cases at least, a not disastrous result.

45. INT. REV. CODE OF 1954, § 556(a).
46. Id. § 63.
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sources.47 Since gross income is all-inclusive, deductions need not be connected
with United States source income.48

To arrive at undistributed foreign personal holding company income, statu-
tory adjustments are made,4 9 and the dividends paid deduction is taken. The
adjustments are, in general, similar to those required in the case of a personal
holding company, but there is an important difference in the treatment of
capital gains. As previously discussed, in computing undistributed personal
holding company income, the excess of net long-term capital gain over net
short-term capital loss is allowed as a deduction even to a foreign corporation.
A similar deduction is not permitted in the computation of undistributed for-
eign personal holding company income. Consequently, such capital gain is
treated as ordinary income and, if the charging provision applies, United
States shareholders must include the gain as dividend income.

STOCK OWNERSHIP AND GROSS INCOME REQUIREMIENTS

Fareign Personal Holding Companies

If a foreign corporation meets the stock ownership and gross income require-
ments of the foreign personal holding company provisions, the corporation
cannot be classified as a personal holding company.5° Initial consideration,
then, should be given the stock ownership rules of the foreign personal holding
company law.

Stock Ownership Requirement

The stock ownership qualification is satisfied by a foreign corporation if "at
any time during the taxable year more than 50 percent in value of its out-
standing stock is owned, directly or indirectly, by or for not more than five
individuals who are citizens or residents of the United States," these persons
being designated the "United States group."5' In determining whether a for-

47. Id. § 555(a) states that, for purposes of the foreign personal holding company
provisions, "the term 'gross income' means, with respect to a foreign corporation, gross
income computed (without regard to the provisions of subchapter N (sec. 861 and follow-
ing) ) as if the foreign corporation were a domestic corporation which is a personal hold-
ing company." The language is peculiar, and it is particularly difficult to fathom the rea-
son for the clause "which is a personal holding company." It would seem that, for un-
distributed foreign personal holding company income purposes, gross income would be
computed by including gross income from foreign as well as United States sources if the
clause had been omitted. The clause first appeared in the Internal Revenue Code of 1954,
and no explanation of the change was given in committee reports. H.R. REP. No. 1337,
83d Cong., 2d Sess. A180 (1954); S. RF,. No. 1622, 83d Cong., 2d Sess. 324 (1954).

48. Proposed U.S. Treas. Reg. § 1.556-1 (1956) provides that the taxable income of
a foreign personal holding company is to be computed without regard to subchapter N.
It is § 882(c) (2) in subchapter N which provides for allocation of deductions by a for-
eign corporation.

49. INT. Rav. CODE OF 1954, § 556(b) ; cf. id. § 545(b).
50. Id. § 542(c) (5).
51. Id. § 552(a) (2).
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eign corporation is a foreign personal holding company, the constructive own-
ership rules of the personal holding company law are applicableY2 Accordingly,
these rules must be applied in such manner as to attribute to the minimum
number of United States citizens and residents the maximum number of shares
of the foreign corporation. If, for example, a nonresident alien owns shares
of a foreign corporation, consideration should be given to whether he has a
spouse, ancestor, lineal descendant, brother or sister of the whole or half blood
or partner who is a citizen or resident of this country.5 3 Should such a relative
or partner exist, the shares will be deemed his, and he can constitute a mem-
ber of a United States group for purposes of determining the corporation's
status as a foreign personal holding company. If, on the other hand, no domes-
tic citizen or resident falls within these precise categories, no further applica-
tion of the constructive ownership rules may be made. Thus, if the share-
holder's brother is a nonresident alien but is married to a United States citizen,
the shares cannot be attributed to the latter.54

Constructive ownership rules may prove disadvantageous in a particular
case. Assume, for instance, that a foreign corporation meets the gross income
requirement of the foreign personal holding company law, that United States
citizens or residents own 40 per cent of the shares and that one of the non-
resident alien shareholders, who has a 15 per cent equity, is married to a
United States citizen. By constructive ownership, 55 per cent of the shares
will be attributed to United States citizens or residents, and those who actually
own 40 per cent will be required to report a proportional part of the undis-
tributed foreign personal holding company income in their own returns.

On the other hand, the rules may work advantageously. Consider a foreign
corporation wholly owned by a nonresident alien. The entire income of the
corporation is from United States sources and constitutes personal holding
company income. The nonresident alien has a brother who is a citizen of this
country. According to the rules of constructive ownership, all the shares are
deemed to be owned by a United States citizen; hence, the corporation is a
foreign personal holding company. Because, however, the shares are actually
owned by a nonresident alien and only United States shareholders may be

52. Id. § 554. The section provides:
"For purposes of determining whether a foreign corporation is a foreign personal

holding company, insofar as such determination is based on stock ownership, the
rules provided in section 544 shall be applicable as if any reference in such section to
a personal holding company was a reference to a foreign personal holding company
and as if any reference in such section to a provision of part II (relating to personal
holding companies) was a reference to the corresponding provision of this part."

In the corresponding section of the 1939 Code, Int. Rev. Code of 1939, § 333, 53 STAT. 93,
the rules of constructive ownership, although conforming to those in the 1939 Code per-
sonal holding company law, Int. Rev. Code of 1939, § 503, 53 STAT. 106, were spelled out
in detail.

53. INT. REv. CODE OF 1954, § 544(a) (2).
54. Id. §544(a) (5).
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charged with undistributed foreign personal holding company income, no one
need report additional gross income. Without the constructive ownership prin-
ciples or the foreign shareholder's relation to a United States citizen, the cor-
poration would have been a personal holding company subject to the personal
holding company tax on its undistributed personal holding company income.
It should be noted, moreover, that, unless some treaty were applicable, the
hypothetical corporation would be well advised to accumulate its income, since
a distribution from a foreign corporation deriving all of its income from United
States sources would be a dividend from sources within the United States,
subjecting the nonresident alien to further income tax.5

The family and partner ownership rules just discussed are relatively simple
to apply. More difficult problems arise from the provision that stock "owned,
directly or indirectly, by or for a corporation, partnership, estate, or trust shall
be considered as being owned proportionately by its shareholders, partners, or
beneficiaries."56

Trusts. Since the problem here is to attribute shares owned by a trust to its
beneficiaries, whether the trust is domestic or foreign should make no difference
under the foreign personal holding company law.5 7 If the trust is fully revoca-
ble, the usual rule of the tax law would seem properly to govern, and the
shares should be considered as owned by the grantor. If the trust is irrevoca-
ble, however, there is no clear cut rule of ownership. Two theories are pos-
sible. One would ascertain the actuarial values of various interests in the trust
and allocate proportionate interests in the shares held by the trust. This is the
method prescribed for determining constructive ownership under section 318
and is used for the purposes of subchapter C. The other method is that utilized
in Steuben Securities Corp. s In deciding who should be considered "benefi-
ciaries" for the purposes of the personal holding company law, the Tax Court
said:

"To achieve the purpose of the statute, we think the legislation must be
read so that the word 'beneficiaries' means those who have a direct present
interest in the shares and income in the taxable year and not those whose
interest, whether vested or contingent, will or may become effective at
a later time."5 9

Although the second theory may be easily applied in many cases, its criteria
can present difficult problems. If, for example, corporate shares are owned by
a discretionary trust, who is to judge, when the shares yield no dividend,
whether the income would have been accumulated or distributed? If an accu-

55. Id. §§ 861, 871.
56. Id. § 544(a) (1). Although the rules relating to options and convertible securities

may be difficult to apply, they are of limited application and lie outside the scope of this
Article.

57. But see the strange result reached in Rodney, Inc. v. Hoey, 53 F. Supp. 604
(S.D.N.Y. 1944), discussed in text accompanying note 71 infra.

58. 1 T.C. 395 (1943).
59. Id. at 399.
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mulation is assumed, how does one ascertain the persons "who have a direct
present interest in the shares and income"? Predicting which method wili
ultimately prevail is impossible. In the more than twenty-year history of the
personal holding company and foreign personal holding company provisions,
only the Steuben Securities case has considered the problem.

When the beneficiary who is constructively the owner of trust shares is a
nonresident alien, inquiry into the attribution of these shares must be pursued.
Stock constructively owned by the beneficiary of a trust is considered actually
owned by him for purposes of applying the family-partnership rule.60 If, there-
fore, by applying the family-partnership rule, it is possible to attribute a non-
resident alien beneficiary's constructive stock ownership to a United States
citizen or resident, the latter will be treated as the owner of the shares. Sup-
pose, for example, that, under the terms of a foreign irrevocable trust owning
all the shares of a foreign corporation, income is payable to the grantor's wife
for life with remainder over to a nonresident alien who has no American rela-
tive or partner. On an actuarial basis, the wife's interest is more than 50 per
cent of the trust's value. Both the grantor and his wife are nonresident aliens,
but the wife's brother is a United States citizen. Applying either the Steuben
Securities or the actuarial method, the wife is deemed to own more than 50
per cent of the company's shares. And since this ownership is considered
actual for purposes of the family ownership rules, her interest can be attributed
to her brother.61 Accordingly, the corporation will be classed as a foreign per-
sonal holding company. If the facts are varied to make the brother a non-
resident alien with an American wife, the corporation would not be a foreign
personal holding company, because the stock constructively owned by the
brother through application of the family-partnership rule cannot be treated
as owned by him for the purpose of again applying the rule to constitute an-
bther the owner of the stock. 62

Estates. Since shares owned by an estate are deemed to be owned propor-
tionately by its beneficiaries, 3 situs or residence of the estate should be im-
material. Here, again, the method of determining the statutory "beneficiaries"
and the amounts of stock they constructively own is not settled. One case,
dealing with the similar personal holding company rules, holds that if an estate
is insolvent its legatees are not "beneficiaries." The best general approach
is probably to ascertain who would receive estate property if the estate were
wound up. Of course, application of this rule is simple if the shares are specifi-
cally bequeathed. If, however, the shares are part of the residue and some

60. I NT. REv. CODE OF 1954, § 544(a) (5).
61. In Steuben Securities, an individual who owned no shares was deemed to own,

under the family-partnership rule of the personal holding company law, shares construc-
tively owned by relatives as "beneficiaries" of a trust.

62. INT. REV. ConE OF 1954, § 544(a) (5).
63. Id. § 544(a) (1). But see Rodney, Inc. v. Hoey, 53 F. Supp. 604 (S.D.N.Y. 1944),

discussed in text accompanying note 71 infra.
64. Renton Inv. Co. v. Commissioner, 131. F.2d 330 (3d Cir. 1942).
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assets must be sold to provide funds for payment of taxes and other charges,
complications arise. A court would probably disregard the possibility or even
the probability of sale and determine constructive ownership as if there were
a distribution in kind of the residuary estate, including the shares of stock.
Once the constructive ownership of estate beneficiaries is established, the
family-partnership rule must be applied to attribute to the fewest possible
United States citizens and residents the largest number of the foreign cor-
poration's shares.

Partnerships. The problem again is to attribute stock ownership to individ-
uals,65 and the partnership's situs or place of business is of itself of no moment.
First, stock owned by a partnership is deemed to be proportionately owned
by its partners.66 Second, an individual is considered the owner of stock owned
by his partner.6 7 For the purpose of applying the second rule, stock construc-
tively owned by a person under the first rule is treated as actually owned by
that person.68 If, therefore, a member of a partnership owning shares in a for-
eign corporation is a citizen or resident of the United States, it appears that,
for the purpose of determining whether the corporation is a foreign personal
holding company, such member should be deemed to own all the shares owned
by the partnership. Further constructive ownership of the shares, except for
those shares "actually" owned by the partner through the first rule's operation,
cannot be attributed by reapplication of the family-partnership rule.69

Even though all partners are nonresident aliens, application of the propor-
tionate interest rule may disclose an American relative or, conceivably, an
American partner in another partnership, to be a constructive owner. In the
ordinary case, application of the proportionate interest rule for partnerships
should involve no particular problem; a complicated partnership agreement
could, however, cause troublesome questions. As a general method of applying
the proportionate interest rule, ownership of stock should probably be allocated
according to the relative value of each partner's interest in the partnership.70

Corporations. Under the constructive ownership rules, stock owned directly
or indirectly by a corporation is deemed to be owned proportionately by its
shareholders. It should be of no importance whether the corporation owning
the stock of the foreign corporation is domestic or foreign. An extraordinary
case holds, however, that in the context of the foreign personal holding com-
pany law a domestic corporate stockholder is "an individual." In Rodney,
Inc. v. Hoey,71 the court refused to attribute to the shareholders stock owned

65. INT. REV. CoDE OF 1954, § 544(a) (1).
66. Ibid.
67. Id. §544(a) (2).
68. Id. §544(a) (5).
69. Ibid.
70. What if the partnership were insolvent? The court in Renton Inv. Co. v. Com-

missioner, 131 F.2d 330, 334 (3d Cir. 1942), suggests that insolvency might not affect the
situation and that, until steps were taken to divest an insolvent partnership or corporation
of ownership, the partners or shareholders might still be the constructive owners.

71. 53 F. Supp. 604 (S.D.N.Y. 1944).
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by the corporation. Treating the stockowning corporation as an individual, the
requisite United States group existed and the foreign corporation was, the
court held, a foreign personal holding company. The opinion disregards the
statutory mandate that stock owned by a corporation be attributed to its share-
holders, and it is believed the case would not be generally followed.

When the corporate shareowner has more than one class of stock outstand-
ing, or when it has corporate, trust or partnership shareholders, application
of the constructive ownership rules may become highly complicated.7 2 Con-
ceivably, an income rule might be used to establish each shareholder's propor-
tional ownership. For example, if both common and preferred shares are in-
volved, the relative rights of the two classes to corporate income might be taken
into account. This would be an extension of the Steuben Securities theory.
Attribution of ownership on a valuation theory is believed preferable, however.
This method finds strong support in the statutory stock ownership requirement
for a foreign personal holding company-that more than 50 per cent "in value
of its outstanding stock" be owned at some time during the taxable year by the
"United States group. '73 If the value of the foreign corporation's outstanding
stock is used to determine ownership in the foreign corporation, it would seem
sound to apply the same principle in allocating ownership of a corporate share-
holder's outstanding stock. Admittedly, the task of tracing through successive
corporate ownerships may be tedious, but at least it is possible. Should ultimate
ownership be traced to trusts, estates or partnerships, the additional problems
discussed in connection with those entities remain. And even when propor-
tionate ownership of the stock held by the corporate shareowner is determined,
the family-partner rule must be applied to attribute the greatest number of
shares to the smallest number of United States citizens or residents.

Gross Income Requirement

To satisfy the gross income requirement, at least 60 per cent of the taxable
year's gross income must be "foreign personal holding company income." But
if the corporation is a foreign personal holding company for any taxable year,
the minimum percentage is 50 per cent for each subsequent year until a tax-
able year during the whole of which the stock ownership requirement is not
met, or until the expiration of three consecutive taxable years in each of which
less than 50 per cent of the gross income is foreign personal holding company
income.74 "Gross income," of course, includes gross income computed as if the

72. There might also be a question of the proper rule if the corporation were insolvent.
But see note 70 supra.

73. INT. REV. CODE OF 1954, § 552 (a) (2). For the corresponding provision of the
personal holding company law, see id. § 542(a) (2).

74. Id. § 552(a) (1). In determining whether a corporation meets the gross income
requirement, any constructive dividend required to be added to gross income under id.
§ 555(b) must be included in gross income. See id. § 555(c) (2).
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foreign corporation were a domestic personal holding company, and income
from foreign sources is therefore to be taken into account7 5

"Foreign personal holding company income" is defined as that portion of
gross income which consists of "personal holding company income," except
that "all interest, whether or not treated as rent, and all royalties, whether or
not mineral, oil or gas royalties, shall constitute 'foreign personal holding com-
pany income.' ,,7" Consideration of the various items constituting personal hold-
ing company income is not within the limits of this Article, but it should be
noted that the 1954 Code did not materially change prior provisions. 77 An in-
teresting alteration in wording provides that in determining the percentage of
gross income, whether for foreign personal holding company or personal hold-
ing company purposes, only the excess of gains over losses from transactions
in stocks and securities is taken into account. 78 A similar amendment covers
gains and losses from commodity transactions, but the Seventh Circuit has re-
cently held that the change did no more than clarify prior law and that, under
the 1939 Code provision, gross income from commodity transactions included
only the net gain. 79

Items expressly excluded from gross income by the Code, such as tax-
exempt interest, should not be included in computing foreign personal holding
company income; for such items would not be included in computing the gross
income of a domestic corporation which is a personal holding company. It
should be noted at this point, however, that the provision of section 894 that
income "to the extent required by any treaty obligations of the United States,
shall not be included in gross income and shall be exempt from taxation" does
not mean that a treaty provision exempting a particular type of income from
United States tax warrants exclusion of such income from foreign personal
holding company income. This type of exemption is normally not given to
domestic corporations, and here again the income would not be excludible under
the foreign personal holding company provisions unless excludible from the
gross income of "a domestic corporation which is a personal holding com-
pany."

'8 0

75. Id. § 555 (a). For discussion of the clause "which is a personal holding company,"
see note 47 supra.

76. INT. Rzv. CODE OF 1954, § 553.
77. For discussion of personal holding company income, see PARLIN, PERSONAL HOLD-

ING COMPANY INCOE-A STUDY OF TYPE AND QUALITY OF INcOME (unpublished pam-
phlet, Tax Forum No. 142, copy on file in Yale Law School Library 1952).

78. INT. REV. CODE OF 1954, § 543(b) (1).
79. Int. Rev. Code of 1939, §§ 332(b), 502(b), 53 STAT. 93, 105 (1939), Sicanoff

Vegetable Oil Corp. v. Commissioner, 251 F.2d 764 (7th Cir. 1958), reversing 27 T.C.
1056 (1957). The Commissioner had taken a different position. Special Ruling, March 4,
1942, in 3 CCH FED. TAX SERV. ff 6236 (1942). The ruling relates to transactions in stocks
and securities, but there is no apparent reason why the rule should differ between such
transactions and those in commodities.

80. INT. REV. CODE OF 1954, § 555(a).
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Personal Holding Companies

If a foreign corporation fails to meet the foreign personal holding company
requirements, it must still be tested against the personal holding company pro-
visions. The stock ownership criteria and the rules of constructive ownership
are the same as for a foreign personal holding company with two important
exceptions. The requisite stock ownership in the case of a personal holding
company must exist at some time during the last half of the taxable year,8 '
while the requirement may be met at any time during the taxable year for a
foreign personal holding company.8 2 By personal holding company standards,
nonresident aliens may be included in, or indeed, comprise all of the group of
five individuals owning more than 50 per cent in value of the outstanding
stock. 83 The obvious consequence in the application of constructive ownership
rules is that no attempt need be made to attribute the maximum number ol
shares to the minimum number of United States shareholders. Instead, the
problem is simply to attribute the maximum number of shares to the fewest
individuals, whether residents or nonresidents, citizens or aliens.8 4

If the foreign corporation meets the stock ownership requirement, an ex-
amination must be made to ascertain whether 80 per cent or more of its gross
income for the taxable year is personal holding company income ---gross in-
come here including only income from sources within this country. 6 Because
only United States income is relevant, a foreign corporation with most of its
income from foreign sources, even though this foreign income is from cor-
porate manufacturing operations, may be classified as a personal holding com-

81. Id. §542(a) (2).
82. Id. §552(a) (2).
83. Fides, A.G. v. Commissioner, 137 F.2d 731 (4th Cir.), cert. denied, 320 U.S. 797

(1943). As previously noted, however, under the present statute and earlier regulations,
if all of the stock during the last half of the taxable year is owned by nonresident alien
individuals and the gross income of the foreign corporation from sources within the United
States for the statutory period, see INT. REv. CODE OF 1954, § 861(a) (2) (B), is less than
50% of its total gross income from all sources, the corporation cannot be classed as a per-
sonal holding company, id. § 542(c) (10).

84. For purposes of the personal holding company stock ownership requirement, chari-
table or similar exempt organizations, employees' pension trusts and trust portions per-
manently set aside or to be used exclusively for purposes specified in id. § 642(c) are,
with certain important exceptions, "individuals." Id. § 542(a) (2) ; Proposed U.S. Treas.
Reg. § 1.542-3(a) (1956). No similar provision appears in the foreign personal holding
company law.

85. INT. REv. CODE OF 1954, § 542(a) (1). Under the 1939 Code, the minimum per-
centage of 80% was reduced to 70% if a corporation had qualified as a personal holding
company, and the percentage was retained at 70% until a taxable year during the entire last
half of which the stock ownership requirement did not exist, or until the expiration of
three consecutive years in each of which less than 70% of the gross income was personal
holding company income. Int. Rev. Code of 1939, § 501(a), 53 STAT. 104. The change in
the 1954 Code was apparently for purposes of simplification. H.R. REP. No. 1337, 83d
Cong., 2d Sess. A175 (1954).

86. Proposed U.S. Treas. Reg. § 1.541-1(b) (1956).
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pany. The provision excepting from this classification such a foreign corpora-
tion that has no United States shareholder may be helpful in a particular case.
The exception is very limited, however, and leaves untouched the harsh rule
that imposes a confiscatory personal holding company tax on a foreign cor-
poration though the majority of its shares are owned by nonresident aliens and
dividends paid to them would be free of United States tax.

EFFECT OF TREATY PROVISIONS

Since the foreign personal holding company provisions can adversely affect
only United States citizens or residents, the treaties contain no provisions re-
lating to foreign personal holding companies. Many, if not most, of the treaties
do, however, have a vital effect on personal holding companies. The only
treaties expressly exempting corporations from the application of the personal
holding company tax are those with Canada and the United Kingdom. Under
article XIII of the former treaty, a Canadian corporation, more than 50 per
cent of the outstanding stock of which is owned directly or indirectly through-
out the last half of the taxable year by individual residents of Canada other
than United States citizens, is exempt from taxes imposed by the United
States "with respect to accumulated or undistributed earnings, profits, income,
or surplus of such corporations. 87 Article XVI of the income tax convention
with the United Kingdom is similar.88

The treaty exemptions relate, of course, to the accumulated earnings tax,80

as well as to the personal holding company tax. Although the treaties contain
no provisions indicating the meaning of "directly or indirectly," the Treasury
Department has applied the constructive ownership tests of the personal hold-
ing company law.90 On this interpretation of the treaty phrase, the construc-
tive ownership rules should be applied to attribute the greatest number of
shares to the fewest residents of Canada or the United Kingdom, as the case
may be. It has been elsewhere suggested that rules so definite as those of the

87. Income Tax Convention Between the United States and Canada, March 4, 1942,
art. XIII, 56 STAT. 1403, T.S. No. 983. The Supplementary Income Tax Convention Be-
tween the United States and Canada, June 12, 1950, [1952] 2 U.S. TREATIES & OTHER

INT'L AGREEMENTS 2247, T.I.A.S. No. 2348 (effective January 1, 1951), superseded and
replaced art. XIII of the initial convention but the provision described in the text was the
same in the earlier draft. The change was made to extend a similar exemption from
Canadian taxes to United States corporations.

88. Income Tax Convention Between the United States and United Kingdom, April
16, 1945, art. XVI, 60 STAT. 1384, T.I.'A.S. No. 1546. For the application of this pro-
vision, see Alexander, The Income Tax Convention JWith the United Kingdom, 2 TAx
L. REv. 295, 317-21 (1947). Article XVI of the United Kingdom convention, in referring
to the 50% stock interest, uses the word "control" instead of the "owned" terminology
employed in the Canadian treaty.

89. INT. REv. CODE OF 1954, § 531.
90. T.D. 5206, § 7.33, 1943 Cum. BULL. 540 (Canadian treaty); T.D. 5569, § 7.525,

1947-2 Cum. BULL. 116 (United Kingdom treaty). In each instance, such rules are to be
applied "in so far as not inconsistent with the Convention."
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personal holding company law may not be entirely appropriate constructions
for the indefinite language of an income tax convention.91 Defining treaty
terms by reference to the personal holding company rules, however, should
prove generally advantageous to corporations since the result of this practice
will probably be to enlarge the exempt class.

In considering the effect of other treaties on the application of the personal
holding company tax, 92 two types of provisions must be taken into account.
Most income tax treaties give preferred United States tax treatment to two
items normally the principal components of personal holding company income
-dividends and interest. Here, questions arise as to whether the reduced tax
rate or complete exemption accorded such items should be construed to elimi-
nate the personal holding company tax on them. The other applicable provision
frequently found in treaties assures exemption from United States tax on divi-
dends paid by corporations of the other contracting country. This kind of
exemption may be granted to all nonresident aliens receiving such dividends
or only to those who are residents of the other contracting country. Since the
personal holding company tax was enacted to reach companies which do not
distribute dividends to shareholders, there is no good reason to tax a corpora-
tion of a treaty country if the corporation's dividends would not be subject
to United States income tax in the hands of its shareholders.

This country's convention with the Netherlands clearly raises the issues.9 3

Since the 1955 extension of this convention to the Netherlands Antilles,94

Curacao with its low tax rate has become a favorite place for nonresident
aliens of the United States to incorporate companies to hold United States
investments. For purposes of discussion, assume that a nonresident alien owns

91. Alexander, supra note 88, at 319.
92. Whether a United Kingdom or Canadian corporation outside the exempt class

would be subject to personal holding company tax depends upon considerations not sub-
stantially different from those discussed in connection with the Netherlands treaty. See
text at notes 93-97 infra. The Income Tax Convention Between the United States and
United Kingdom, April 16, 1945, 60 STAT. 1377, T.I.A.S. No. 1546, provides for favorable
United States tax treatment to various types of income received by United Kingdom resi-
dent corporations. See, e.g., art. VI (reducing the tax on dividends to not more than 15%) ;
art. VII (generally exempting interest). Moreover, art. XV also exempts dividends and
interest paid by a United Kingdom corporation unless the recipient is a citizen or resident
of the United States. The Canadian treaty limits the United States tax on income received
by Canadian corporations to 15%. Income Tax Convention Between the United States and
Canada, March 4, 1942, art. XI, 56 STAT. 1402, T.S. No. 983. It also grants an exemption
to dividends and interest paid by a Canadian corporation unless the recipient is a citizen
or resident of the United States. Id. art. XII.

93. Income Tax Convention Between the United States and the Netherlands, April
29, 1948, 62 STAT. 1757, T.I.A.S. No. 1855.

94. Entry Into Force of Protocol Supplementing Income Tax Convention With the
Netherlands To Facilitate Extension to the Netherland Antilles, Dep't of State Press
Release No. 643 (Nov. 10, 1955) ; Extension to the Netherlands Antilles of Application
of the Income Tax Convention With the Netherlands, Dep't of State Press Release No.
646 (Nov. 15, 1955), both reported in CCH TAx TREA aIs 5856 (1957).
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all the shares of a Curaqao corporation which owns no assets except shares
in American corporations. The sole income of the Curaqao corporation con-
sists, therefore, of dividends distributed by United States corporations. Under
article VII of the convention, the "rate of United States tax on dividends
derived from a United States corporation by a resident or corporation of the
Netherlands [Netherlands Antilles] not engaged in trade or business in the
United States through a permanent establishment shall not exceed 15 per-
cent."95 Logically, this reduction of the tax rate on dividends should preclude
the imposition of a 75 or 85 per cent tax. The tax is clearly an income tax,
and nothing but items of gross income can measure it. If, as in the example,
gross income is composed entirely of dividends, the personal holding company
tax is in fact a tax on dividends at a rate far in excess of 15 per cent. The
same reasoning would apply to other items of United States income entitled
by the convention to favored tax treatment.

Article XII of the treaty is even more important on the issue. It provides
that "dividends and interest paid by a Netherlands corporation shall be exempt
from United States tax except where the recipient is a citizen, resident, or
corporation of the United States." If the corporation distributes all its income,
the United States cannot collect a penny of tax. Why, then, should the per-
sonal holding company tax apply if the corporation fails to distribute its in-
come? It will be recalled that without benefit of any specific provision in the
statute, the regulations under prior law held that a foreign corporation wholly
owned by nonresident aliens and deriving less than 50 per cent of its income
for the statutory period from United States sources was not a personal hold-
ing company. The basis for this rule was that a dividend paid by such a
corporation is not subject to United States tax; all reason for imposition of
the confiscatory tax was therefore absent. The same rationale applies to the
Curaqao corporation which has no American shareholder.

An argument against excluding the hypothetical corporation from the per-
sonal holding company law may be developed from the history of the Nether-
lands treaty. As originally approved by the representatives of the two countries,
the treaty contained article XIII, which would have exempted a Netherlands
corporation from United States tax on its accumulated or undistributed earn-
ings, profits, income or surplus, if it could satisfactorily prove to the American
authorities that individual residents of the Netherlands, other than United
States citizens, directly or indirectly controlled throughout the last half of the
taxable year more than 50 per cent of the entire voting power in the corpora-
tion. This provision, of course, corresponded to the similar provisions of the
Canadian and United Kingdom conventions." The Netherlands convention,
however, was ratified by the United States with a reservation rejecting the

95. Income Tax Convention Between the United States and the Netherlands, April
29, 1948, art. VII, 62 STAT. 1761, T.I.A.S. No. 1855. The rate is reduced to 5% in certain
parent-subsidiary cases.

96. See notes 87-88 supra and accompanying text.
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article.97 An inference may perhaps be drawn that in the absence of the ex-
empting language, the parties considered the personal holding company tax
applicable. Also noteworthy is the fact that article XIII did not purport to
exempt a corporation unless the controlling interest was held by Netherlands
residents. The exemption was not, therefore, coextensive with the present
article XII exemption from tax on dividends paid by a Netherlands corpora-
tion. It might accordingly be argued that if the owner of the Curaqao cor-
poration in the assumed case was not a resident of the Netherlands or Nether-
lands Antilles, his corporation was never intended to escape the personal hold-
ing company tax.

The Internal Revenue Service considers that the personal holding company
tax is not a tax on dividends, interest or other items of gross income, and has
never viewed treaty reduction in, or exemption from, taxes on specific items
as limiting application of the personal holding company tax. The Service, in
a special ruling, has also taken the position that a treaty exemption from
United States tax on dividends paid by a corporation of the other contracting
country does not exempt the corporation from personal holding company tax.9 8

Questions were submitted in connection with a Swiss corporation, all of the
shares of which were owned by five or fewer Swiss residents who were non-
resident aliens of the United States. More than 80 per cent of the gross income
from United States sources was personal holding company income. Under
article XIV(1) of the Swiss income tax convention, exemption from United
States tax is accorded dividends paid by a corporation other than a domestic
American corporation "where the recipient is a nonresident alien as to the
United States resident in Switzerland or a Swiss corporation, not having a
permanent establishment in the United States." 99 One question sought a deter-
mination of whether the corporation was a personal holding company. The
ruling's affirmative answer states:

"The exemption provided by Article XIV(1) of the Swiss income-tax
convention relates only to dividends. The tax imposed by Section 500 of
the Internal Revenue Code is upon undistributed profits, and not upon
dividends. There is no apparent intention evidenced by the convention to
exempt accumulated profits from taxation, and hence there is no reason
for construing Article XIV (1) or any other article of the convention as
vitiating section 500 and the following sections of the Internal Revenue
Code which deal with personal holding companies."'1 °

97. See Senate Foreign Relations Committee, Report on the Income Tax Convention
Between the Netherlands and the United States, in CCH TAX TREATIES 11 5852(5) (1957).

98. Special Ruling, April 9, 1952, in CCH TAX TREATIEs ff 7452.70 (1957).
99. Income Tax Convention Between the United States and Switzerland, May 24,

1951, art. XIV(1), [1952] 2 U.S. TREArlEs & OTHEAR INT'L AGREEMENTS 1751, T.I.A.S.
No. 2316.

100. Special Ruling, April 9, 1952, in CCH TAx TREATiEs [ 7452.70 (1957). The other
question submitted was whether tax exemption of the dividends paid by the Swiss corpora-
tion resulted in a disallowance of the dividends paid credit under Int. Rev. Code of 1939
§ 27(i), 53 STAT. 21. The Service ruled that deduction was allowable. The substance of
the ruling on this point was issued as I.T. 4099, 1952-2 Cum. BULL. 117.

1195



THE YALE LAW JOURNAL

The exemption granted dividends of foreign corporations by article XIV (1)
of the Swiss convention differs to some extent from that granted dividends of
Netherlands corporations by article XII of the Netherlands convention. In the
former case the exemption applies to dividends paid by any foreign corpora-
tion to Swiss residents and corporations; in the latter, it applies to dividends
paid by a Netherlands corporation to any shareholder except a citizen, resident
or corporation of the United States. A corporation such as the Curacao cor-
poration, entirely owned by a nonresident alien, may have a somewhat better
argument for exemption from the personal holding company tax than a Swiss
or other foreign corporation wholly owned by Swiss residents. But the distinc-
tion is fine, and what the Service will hold as to such a Curacao corporation
remains problematical. From the standpoint of substance, there is certainly no
reason to treat the corporation as a personal holding company.

Another type of problem is posed if the hypothetical Curacao corporation is
indirectly owned by the nonresident alien individual through a corporation
organized in a foreign jurisdiction, such as Bermuda, with which the United
States has no tax treaty. Assume that the Bermuda company has no other
assets, that the Curacao corporation pays dividends to the Bermuda company
and that the latter retains them. Since under the original facts, the Curaqao
corporation's sole source of income comes from the United States, dividends
paid by the Curacao corporation, absent the treaty, would be from United
States sources. Is the Bermuda company subject to personal holding company
tax? Section 894 provides that income of any kind shall to the extent required
by treaty obligation be excluded from gross income. The regulations state:
"Income of any kind which is exempt from United States tax under the pro-
visions of a tax convention or treaty to which the United States is a party shall
not be included in the gross income of a foreign corporation."''1 1 The Bermuda
company should be considered, therefore, as having no gross income from
United States sources and the personal holding company tax should be in-
applicable. Furthermore, any dividends paid by the Bermuda company should
not be subject to United States income tax in the hands of the nonresident
alien stockholder.10 2

RETURNs

General Requirements

Information Returns Concerning Organization or Reorganization of Foreign
Corporations

Any person "who aids, assists, counsels or advises in, or with respect to, the
formation, organization, or reorganization of any foreign corporation, shall,
within 30 days thereafter, make a return in accordance with regulations pre-
scribed by the Secretary or his delegate."' 03 The provision is not to be con-

101. U.S. Treas. Reg. § 1.883-1(b) (1957).
102. INT. REv. CODE OF 1954, § 861(a) (2) (B).
103. Id. § 6046(a). This requirement first appeared in the Revenue Act of 1936, § 340,
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strued "to require the making of a return by an attorney-at-law with respect
to any advice given or information obtained through the relationship of attor-
ney and client."'01 4 Although regulations under these provisions of the 1954
Code have not yet been issued, detailed regulations were issued under the 1939
Code. 0 5 These require filing of the prescribed return on form 959 regardless
of the nature of the advice given, whether it is for or against the formation,
organization or reorganization, and irrespective of the action taken. 10 A wilful
failure to file is punishable as a misdemeanor under the general penalty pro-
visions of section 7203 of the 1954 Code by a fine of not more than $10,000 or
imprisonment for not more than one year, or both.

Information Returns Concerning Transfers of Stock or Securities to Foreign
Entities

Chapter five, relating to the excise tax on transfers of appreciated stocks or
securities "to a foreign corporation as paid-in surplus or as a contribution to
capital" or to certain other foreign entities, contains no provision requiring a
return or even suggesting that one is necessary. The regulations, however,
require the filing of a form 926 as soon as the transfer is made.10 7

Ordinary Income Tax Returns

Every resident foreign corporation must report its taxable income from
United States sources on form 1120.0 s A nonresident foreign corporation need
not file a return of its income from United States sources if the tax on that
income is fully satisfied at source; if the tax is not so satisfied, form 1120NB
is required.' 09

as added by Revenue Act of 1937, § 201, 50 STAT. 824. It should be noted that the statute
does not specifically require the filing of a return with respect to a corporate dissolution
or liquidation. Of course, if the dissolution or liquidation is part of a "reorganization" the
information would be required. But if the dissolution or liquidation has no aspects of a
reorganization, presumably no return is necessary unless called for under the general pro-
visions of INT. REv. Coon OF 1954, § 6043, which require every corporation to file a return
after adoption of a resolution or plan for its dissolution or for the liquidation of all or
any part of its capital stock. If a foreign corporation is nonresident, § 6043 would seem
inapplicable to its dissolution or liquidation. In this connection, however, form 957-the
information return on shareholdings in foreign personal holding companies-is relevant.
One form question asks whether a resolution or plan for complete or partial dissolution
or liquidation of the corporation's capital stock has been adopted; if an affirmative answer
is given, a certified copy of the resolution or plan must be filed with the return.

104. INT. RFwv. CODE OF 1954, § 6046(c).
105. U.S. Treas. Reg. 118, § 39.3604-1. to -3 (1953).
106. Id. §§ 39.3604-1(a) (1), 39.3604-2.
107. U.S. Treas. Reg. § 1.1494-1 (1955). The return is to be filed even if the trans-

action is tax free because either the transferee is a tax-exempt organization or the Com-
missioner has ruled the transfer not to be in pursuance of a plan having as one of its
principal purposes the avoidance of federal income taxes.

108. Proposed U.S. Treas. Reg. § 1.6012-9(b) (1956). Declarations of estimated tax
may also be required. U.S. Treas. Reg. § 1.882-1(a) (5) (1957).

109. Proposed U.S. Treas. Reg. § 1.6012-9(a) (1956).
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Foreign Personal Holding Companies

No special corporate returns are prescribed for a foreign personal holding
company. Information returns, however, are to be filed by its officers, directors
and certain United States shareholders. The principal return is the United
States annual information return, form 958, required of officers and direc-
tors,110 calling for complete information regarding the corporation's gross in-
come and deductions for the taxable year. The jurisdiction of the United States
to enforce the filing of this return and certain others hereinafter referred to
is open to doubt when only foreign contacts are involved. If all the officers and
directors are nonresident aliens and the corporation is a nonresident foreign
corporation with no income from United States sources, the jurisdictional basis
for the United States to require the officers and directors to file such a return
seems weak.

The form 958 requirement is supplemented by section 551(d)'s provision
that each United States shareholder is to set forth in detail in his return in-
formation similar to that required of the officers and directors if the share-
holder, under the foreign personal holding company provisions, must include in
his gross income any amount with respect to the undistributed foreign personal
holding company income and, on the last day on which a United States group
existed with respect to the company, owned 5 per cent or more in value of the
outstanding stock.1 1'

Information about shareholdings in the foreign personal holding company
is required, on form 957, of officers, directors and certain shareholders. These
returns must be filed on a monthly basis unless the foreign personal holding
company distributes 90 per cent or more of its taxable income (computed with
the adjustments prescribed in section 566(b)) or it has no such income for
the taxable year, in either of which situations the returns may be filed on a
semi-annual basis."12 Similar annual information returns are required unless
all other form 957 returns required for the year have been filed." 13

Personal Holding Companies
Resident Foreign Corporation

If a resident foreign corporation is a personal holding company, it is re-
quired to file with its regular return schedule PH, computing its undistributed

110. INT. Rv. CODE OF 1954, § 6035(a) (2).
111. The proposed regulations provide that the information shall be submitted as a

part of the income tax return in the form of an attached statement. Proposed U.S. Treas.
Reg. § 1.551-4 (1956).

112. The requirement for officers and directors is contained in INT. Ray. CODE OF
1954, § 6035(a), and for shareholders in id. § 6035(b). Regulations have not yet been
issued under the 1954 Code but the requirements are fully set forth in the instructions to
form 957 and in prior regulations. See U.S. Treas. Reg. 118, §§ 39.338, 39.339 (1953). A
shareholder is not required to make returns on form 957 unless he is a United States
shareholder by or for whom 50% or more in value of the outstanding stock is owned,
directly or indirectly.

113. INT. REV. CoDE OF 1954, §§ 6035(a)(2), 6035(b)(2).
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personal holding company income and providing detailed information.1,1 4 If it
fails, without reasonable cause, to file the return, it is liable for the delinquency
penalty of 5 per cent of the tax for each month of delinquency, limited by the
25 per cent maximum."n  There would seem to be no doubt that the delin-
quency penalty attaches to the personal holding company tax as well as to the
ordinary income taxes."(

Deductions in the computation of taxable income are also denied if no return
is filed by a resident foreign corporation. 117 The proposed regulations take
the position that in this case the additional deductions allowed in computing
undistributed personal holding company tax are also disallowed."i s Although
the result could be disastrous, the statute seems to support the proposed regu-
lation, certainly to the extent that a resident foreign corporation is concerned.

Assume, however, that a resident foreign corporation files its return, form
1120, but in good faith-without realizing that it is a personal holding com-
pany-fails to file schedule PH. In this connection, section 6501 (f) is vital:

"(f) PERSONAL HOLDING COMPANY TAX.-If a corporation which is a
personal holding company for any taxable year fails to file with its return
under chapter 1 for such year a schedule setting forth-

(1) the items of gross income, described in section 543 (a), received by
the corporation during such year, and
(2) the names and addresses of the individuals who owned, within the
meaning of section 544 (relating to rules for determining stock owner-
ship), at any time during the last half of such year more than 50 per-
cent in value of the outstanding capital stock of the corporation,

the personal holding company tax for such year may be assessed, or a
proceeding in court for the collection of such tax may be begun without
assessment/at any time within 6 years after the return for such year was
filed.""U0

Is this extension of the statute of limitations the only penalty, or may the
Commissioner also invoke the delinquency penalty and the disallowance of de-
ductions provision? From the history of the law relating to the filing of returns
by personal holding companies, it would seem clear that additional penalties
should not be applicable.'12  Arguably, without schedule PH a proper return

114. See form 1120 (1957), general instruction H.
115. IT. REv. CODE OF 1954, § 6651 (a). More serious consequences would of course

attend a fraudulent failure to file.
116. The statute provides that the penalty "shall be added to the amount required to

be shown as tax" on the return. Ibid. The personal holding company tax is simply an
additional tax which is now shown in the computation of tax on the corporate return.
Form 1120 (1957), item 49.

117. INT. Rzv. CODE OF 1954, § 882(c) (1) ; U.S. Treas. Reg. § 1.882-4(b) (1957).
118. Proposed U.S. Treas. Reg. § 1.545-1(b) (1956).
119. INT. REv. CODE OF 1954, § 6501(f).
120. Prior to the 1954 Code, a separate personal holding company return on form

1120H was required. The question of the sufficiency of a form 1120 return to bar the
delinquency penalty when no form 1120H was filed was litigated for a number of years
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has not been filed, but such a view is inconsistent with section 6501. Section
6501 (c) provides that in case of failure to file a return the tax may be assessed
or a proceeding in court for collection may be begun at any time. Section
6501 (f) sets forth the period of limitations if the personal holding company
schedule is not filed. If, therefore, a return is filed by the resident foreign cor-
poration stating its gross income from United States sources, it would seem
that the requirements of section 6501 (c) would be met and that only the
penalty of subsection (f) could be invoked.

Nonresident Foreign Corporation

If a nonresident foreign corporation's tax liability is satisfied at source, a
return of income is not required.1 2 1 If the corporation is not a personal hold-
ing company, liability is limited to the tax on fixed or determinable annual or
periodical income imposed by section 881(a) (as affected by treaties in par-
ticular cases) and normally is satisfied by withholding. Any liability for per-
sonal holding company tax will, of course, not be satisfied at source. The
regulations do not specifically provide that a nonresident foreign corporation
which is a personal holding company must file a return on form 1120NB
accompanied by schedule PH. Form 1120NB instructions direct, however, that
if the corporation "is a personal holding company within the meaning of sec-
tion 542, Schedule 1120PH must be attached to the corporation's return."
The return form requires no information concerning items of income from
United States sources if the tax imposed by section 881(a) has been fully
satisfied at source. An item calling for inclusion of the personal holding com-
pany tax exists, but the instructions state: "If the tax liability of a nonresident
foreign corporation is fully satisfied at the source, a return of income is not
required." One might conclude that if a nonresident foreign corporation which
is a personal holding company has no undistributed personal holding company
income, the Internal Revenue Service considers no return to be required.
Such a conclusion would disregard the proposed regulation, previously dis-
cussed, that if a nonresident or resident foreign corporation "files no return,
the undistributed personal holding company income shall be computed on the
basis of the gross income from sources within the United States without
allowance of any deductions.' 22 This regulation indicates a Service intention
to require the filing of form 1120NB and schedule PH even though no per-
sonal holding company tax will be due. Little basis exists for questioning this
requirement, and a failure to file the return and schedule may result in the
penalties already mentioned-no statute of limitations,' 23 a delinquency penal-

until the Supreme Court finally decided against the taxpayer. Commissioner v. Lane-Wells
Co., 321. U.S. 219 (1944). The statutory change from a separate return to a schedule
should be taken to render the decision inapplicable.

121. Proposed U.S. Treas. Reg. § 1.6012-9(a) (1956).
122. Id. § 1.545-1(b).
123. INT. Rsv. CoD- oF 1954, § 6501(c).
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ty 2 4 and denial of all deductions.' 25 If this is the Service's position, the in-
structions for form 1120NB are unfortunately ambiguous.

A more difficult question would arise were a nonresident foreign corpora-
tion to file a return on form 1120NB, either because the tax imposed by sec-
tion 881 (a) had not been fully satisfied at source or because the form was
being used as a refund claim for excess tax withheld. If in good faith the cor-
poration states on the return that it is not a personal holding company and
fails to file schedule PH, has a return been filed for the purposes of the statute
of limitations, the delinquency penalty and the denial of deductions provision?
The view that a "return" has been filed is supported by the theory that sched-
ule PH is not a return and that Congress, by adopting in section 6501 (f) a
six year limitation rule for situations in which no personal holding company
schedule is filed, showed that it did not intend the schedule to be a return.
The argument is stronger in the case of a resident foreign corporation, which
is required to show on its form 1120 its taxable income from United States
sources. Form 1120NB of the nonresident foreign corporation may give only
very limited information about United States income, particularly if the form
is filed simply to report underpayment for a single item of income. On the
other band, the opening figure on schedule PH is "taxable income" and the
instructions do not require a nonresident foreign corporation to furnish de-
tails of taxable income.'26

Thus, no definite answer is possible to the question of whether a "return"
has been filed for purposes of the various provisions. The answer may depend
on the amount of information given on form 112ONB with respect to gross
income from United States sources and the particular penalty provision in-
volved. For example, if the return is filed as a refund claim and all items of
gross income from United States sources are shown as required, perhaps a
"return" will be deemed to have been filed for all purposes. If the return is
filed to satisfy additional tax, and only part of the United States income is
shown, it could conceivably be held that a return was filed for one purpose but
not for another. Section 882(c) (1), allowing a foreign corporation the benefit
of deductions only if it files "a true and accurate return of its total income
received from all sources in the United States," would be particularly difficult
to satisfy. In any event, one proposition is clear: if a nonresident foreign cor-
poration's status is doubtful, both form 1120NB and schedule PH should be
filed with whatever explanation and disclaimer may be appropriate in the par-
ticular case.

124. Id. § 6651 (a). Again, the assumption is that no fraud is involved.

125. Id. § 882 (c) (1).
126. Schedule PH, specific instruction 1 (1957) states: "In the case of a nonresident

foreign corporation (not engaged in trade or business within the United States) which
qualifies as a personal holding company under section 542 ... the amount to be entered
on line 1 must be computed under section 861 rather than under section 881(a)."
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CONCLUSION

Neither the statutes relating to foreign personal holding companies nor those
affecting the personal holding company tax liability of foreign corporations are
satisfactory. The rules prescribed by the foreign personal holding company
provisions result in anomalies and in some instances seem quite unreasonable.
For example, there is no good reason to require the excess of net long-term
capital gain over net short-term capital loss to be included as ordinary divi-
dend income to United States shareholders. The privilege of paying a capital
gain tax could be allowed as an alternative. A redeeming feature of the foreign
personal holding company law is that its usual application is to American con-
trolled corporations; for such of these as have been organized since 1937, the
law should not constitute a trap. One cannot say as much about the applica-
tion of the personal holding company provisions to foreign corporations. This
law can catch a foreign operating corporation with some United States per-
sonal holding company income if there is a single United States shareholder.127

It can ensnare an entirely alien owned foreign corporation if a sufficient per-
centage of its income from United States sources is personal holding company
income and a dividend would constitute in whole or in part income from
United States sources under the test of section 861 (a) (2) (B).

Although the United States has encouraged nonresident aliens to form cor-
porations in certain treaty countries and has eliminated all tax on dividends
paid by these corporations to their nonresident foreign shareholders, corpora-
tions of this type may possibly still be subject to the personal holding company
tax even if they have no United States shareholders. To say that they can
avoid problems of personal holding company tax liability by paying dividends
and filing returns is not a complete answer. They may not know of the re-
quirements or they may underestimate income in a particular year. 8

Without restating in detail the problems which have been mentioned in this
Article, it seems fair to say that the law stands in need of revision. A sound
approach to revision would require consideration of important policy ques-
tions, including at least the following:

(1) Should the United States ever be interested in imposing the personal
holding company tax on a foreign corporation 100 per cent foreign owned ?
(2) Should the United States be concerned with imposing the personal
holding company tax on a foreign corporation when only a minority of
the stock is owned by Americans?
(3) Should this country continue the rule that dividends paid by foreign
corporations are, wholly or partially, income from United States sources

127. This rule should certainly be changed. It is believed that no foreign corporation
should be classified as a personal holding company if its gross income from all sources
would not meet the personal holding company income test.

128. The deficiency dividend deduction might be used but this deduction would not
eliminate "interest, additional amounts, or assessable penalties computed with respect to
such personal holding company tax.' INT. Rzv. CoDE OF 1954, § 547(a).

1202 [Vol. 67 :1173



1958] FOREIGN PERSONAL HOLDING COMPANIES

if more than a certain percentage of the corporation's gross income is
from United States sources?
(4) Should the United States retain section 871(b), which exacts a tax
at regular rates from nonresident aliens not engaged in United States
business if that tax is higher than the flat tax imposed by section 871(a) ?

All these questions, except possibly the second, should be answered in the
negative. As a practical matter, special taxes such as those mentioned in (1)
and (4), imposed on a nonresident foreign corporation or a nonresident alien,
are impossible to enforce uniformly. Avoiding such a tax is a simple matter
for the initiated, and to suggest that nonresidents of this country will normally
feel responsibility for its payment borders on the naive. Taxation based on
catching the unwary seems unsound.

Income received by nonresident foreign corporations and nonresident aliens
from United States sources should be reached through a single tax at a flat
withholding rate, supplemented by such provisions as are necessary to prevent
use of foreign corporations by this country's citizens and residents for tax
avoidance purposes. Indeed, the United States has approached this policy in
its tax treaty negotiations.

If this suggestion were adopted, no reason would remain to impose a per-
sonal holding company tax on a foreign corporation wholly owned by non-
resident aliens. Furthermore, the source of dividend test mentioned in ques-
tion (3) would no longer be justified. Under present law, the test theoretically,
if not practically, prevents use of foreign corporations by nonresident aliens to
screen them from graduated rates that might otherwise be imposed pursuant
to section 871 (b). With the elimination of section 871(b), this justification
would be gone.

Whether the United States should retain the personal holding company tax
on foreign corporations in which United States shareholders have only a mi-
nority interest involves considerations different from those suggested in ques-
tions ( 1 ), (3) and (4). Possible opportunity for tax avoidance by Americans
argues against recalling the personal holding company tax on such corpora-
tions. Yet, Americans can take a minority position in a foreign corporation
having foreign income of a personal holding company character, and no special
United States tax applies either to the corporation or American shareholders.

Congress would undoubtedly be reluctant to answer any of the four questions
negatively. Nevertheless, strong arguments support a change in present policy
and deserve attention.
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