‘SUBJECT ¢+ Taxation of Air America Employees: Foreign Residence

Attached are coples of correspondence betwecen the Internal Revenue Service
crd certain Air America Employees situated in Thailand and in Lzos, wherein
tho 15 takes the position that these employees are not entitled to a tax
excmption based on foreign residence. This IRS position can be applied in
principle to Japan, Vietnam snd other Far East countries, '

The IRS is takling the position that these employees cannot be considered
to be foreign residents, for incoms tax purposes, unless they pay taxes

to the country in which they are stationed. One IiS letter to an employce
staten:

"1t gppears from your 2555 that you do not gualify for exclusion
as a bona fide resident of Thalland since you pay no taxes to
that country. You may, however, gualify to exclude your income
under the physical presence rules."

A similar letter to a Laos based employee revised his tax return to show &
$20,000 exclusion based on foreign physical presence rather than the claimed
forelgn residence; the reason being that no foreign residence was established
as the empdoyee allegedly did not meet such IRS requiremsnts:ast

®, . . having a resident's visa} paying taxes as a resident; involve-
ment in the cultural, social and economie life of Laoa, trestment by
Government similar to bone fide residents.” .

Similar letters from the IRS statej

® . , ¢ American citizens present in certain foreign countries under
special arrangements and treatics that confer the privilege of
exemption from taxation by the forelgn country may not clain the
status of being bona fide residents of thet country if they avail
thomselves of the exemption. The United States has signed the
Multilateral Mutual Defense Assistance in Indochins Agreement with
Vietnam,®

®Although Lacs 18 not specifically mantioned in Publication 54 as
having entered into agreement that members of the United States
arned forces and ths c¢ivilian component are exenpt from the foreign
country's laws and regulations on the registration and control of
aliens and enjoy privileges and imnunities not accorded native
residents, unless you can substantiate claim of bona fide rosidence
within the tachnical intent of Section 91l, the maximum exclusion
of earned income 1s $20,000 for a full tax yeap."

Publication 5& is an IRS booklet entitled "Tax guide For U.S. Citizons
Abread",

*To substantiate claim of bona fide residence stutus the English
translations of the following evidence may be furnished:




2.

le A copy of an inccme tax return flled with the Foreign
: Governments in which you eclaim residence and receipts
for the texes paid; or,

2. A copy of the law of the Fbreigﬁ Govermment., which exempts
from tax the income of the United States citizens; or,

3¢ A copy of any document furnished to a Foreign Government
‘whieh is required by the Government in order to classify
tho residency status of alicens ontering and leaving its
territorial Jurisdictionj or, '

4. Froof of the absence of Income Tax Lawﬁ from the Foreign
Government "

Irs Publication 54 states that persons entering Vietnam, Japan, and NATO
countriez may not claim foreign residence if they enter the country(ies)
under treaties with those countries which provide for tax free status,
Although the IRS apparently does not cleim that the Indochina Agreenent
(appiicable to Vietnam) applies to Leos, they still are apparently claiming
the necessity of paying Lacs taxes in order to be a Laos resident,

The Internal Revenue Code, as opposed to the IRS interprebation thereof,
states in Section 911 (o) (6):

w(6) TEST OF BONA FIDE RESID:iNCE = A statement by an individual who
-h23 earned income from sources within a foreign country to the
authorities of thst country that he is not a resident of that
“country, 4f he is held not subject &8s a resident of that country
to the income tax of that country by its authorities with respect
to such earnings, shall be conclusive evidence with respect to
such earnings that he is not a bona fide resident of that country
for purposes of subsection (a) (1)."

Subsection (a) (1) provides a tax exemption based on foreign residence,

The IRS is trying to expand the application of thies Cede providicn, probably
incorrectly, in two reapecte:

aes The Code denles the exemption of the person makes & "Statement" to a
foreign government. The term "statement" means the "act of stating, reciting,
or presenting, orally or on paper®. A strict interpretation of the law would
require that this staterent be made orally or in writing. However, the lid

is interpreting this to mean that a mere failure to pay taxes, is a "statcment"
even though the person may never have had any communicaticn with foreign povern~
ment either orally or in writing, This IRS interpretation is veory bread end
possibly would not be upheld by the Courts (and was struck down by the U.:.
Court of Claims in a decision discussed below),.

b. The Code denies the exemption if, as a result of such statement, the percon
". o « 18 held not subject as a resident of that country to the incuzme tox of
that country by its suthorities . . " This clearly seems to reyuire scin: SOt
of "holding” on the part of the foreipgn authorities; and I interprot it fo rmizan
-that 4if the forelgn goverument ignores your "statement" and makes no response




- enployee of the United Nations Food and Agricultural Urganization, and entored

This Court of Claims decision has not been appealed (so far as I can detorins

then the exemption is not lost. To lose this exeaption I belisve that the
foreign government must hold that you are nct a local resident since the term

held (or hold in the present tense) means to "deeide, adjudge, or decrce", ¢
it scems that the forelgn governuent muszt accept your statement as belng true

and then accordingly permit you to avoid local taxation,.

However, the IRS takes the pesition that you lose the exemption even though
there is no action on the part of the foreign government. Publication 54
states:

"1f you make such a statoment, znd if the authorities of the forecirn

country have mzde no adverse determination on your nonresident status,

you will be considered to have been held not subject to the income ‘
tax of that foreign country ¢s of any date a datermination is being o
zade as to whether you qualify as a hona fide foreign resident,”

Thus, the Code says you must be "held" by the foreign government to be &
nonresident; whereas, the IRS is sttempting to deny the exempticn on ths basis
that the IiS itself has “considered” the person to have been keld not subject
to the foreign tax, This interpretation is tenusus,

ittached 1s a copy of Revenue Ruling &9-449 whorein the ILS ruled that citizens
of the U.3s could not be residents of Vietnam if their status is established
therein under the Multilateral lutuzl Dofense Assistance in Indochina Agrecument
botween the UsSe and Vietnam, As can be noted, the IRS ruled that the mere
slatus of being tax exempt in Vietnam is "considered to be tha eguivalent of
'statement' referred to in Secticn 911 (c) (6) of the Code," This ruling is
probably erroneous since the Code ealls for a "statement™, not scmething that
the 1IRS considers to be the equivalent of a statement,

These precise points were considered by the U.S, Court of Clairs in the cose of

E;ﬁ k 5. Seo J Ihe United States, Us Se Court of Claims, Nos, 26066, 64=b6,
10/16/70, 70-2 USTC 9652,

Hr, Scott was a University of Hawaii professor who went to Arzentina as an

Arfentina under the terms of a treaty between the U.Ns and Argentina, vhereby
he was not subject to Arrentina income taxes; was not subjJect to Argentina
iruigration laws, and had the rizht of duty free ilmport and other privileges
usually accorded diplonatic personmel, .

The IRS held that in view of his trezty status he could not be a Lona fide
resident of Argentina, The Court of Claims, however, ruled that the 1LS was
wrogg and that the acquisition of tax~free status with belated privilesecn

under the terms of a treaty did not in itself prevent an employee Irom acquirine
bona fide residence in the foreign country.

here} and remains valid, Much of the LES correspondence quéted sbove wos vuritten
prior to this decision, The Cowrt noted the following points in its dsoisicn:

80 The Code does pot state that exenption from taxation under & troeniy cr

other agreement between foreign countries and the UeSe will prevens Lunn f84a .
forelgn residence. The Court treated a United Nations treaty as Lelnp o

same as & U,S. tresty for the tax principles involved here,




be It is not nececusary to pay 2 foreign tax before you can elaim the foroign
residency tex exemption. This would be pertinent in those countrics that mlgnt
not hsve an income tax or do not enforce it in regard to U.5. citizens for some
reacon othor than treaty provisions (Laos and Thailand, for example),

c. Congroas is fully aware that under the present law soume citizens cscepe
all texation; but Congress has found this acceptable since it has not acted o
revrite the law to prevent this; and presumably prefers this situation for the
fiolp it offers U.S. business abroad,

- d. Fayment of local taxes is only one of many factors, and not a centrolling
¢na, in deteraining whether a person is a loeal resident, :

e. Teldng advaniage of a tax-frec treaty status is pot in itself a "statesent?
thot you are not a local resident. The court cited the U.S. Scnate rerorts on
. this law to the effect thet the Scnate was aware that some perscns cculd aveid
tazes in both the ULS, and the forelen country under a treaty status; but the
Senate was willing to allow such persons to have this benefit as long as they
did not affirmatively deny residenco in both countries. If the person rexzzins
silent he is neither denying or affirming his statuas, . .

£+ Hevenus uling 69=449, quoted above about Vietnam, and Revenue Ruling 68-553
regzrding Japan, were rojected as being erronsous. {These Tulings had held that
entry intc those countries under treaty prevented local residency)

In regard to Alir imerica's euployees, it is my opinion that the exployez in Laos
and Thailand can gsuccessfully claim a bona fide foreign residence in those countries,
regardless of whether they pay loeal taxes, so long as they neet the general re-
quirements that are applicable to the definition of residency. This would also
be true of the employees in Vietnam so long as they do not mede a statement (oral
or written) to the Vietnam Government that they are not residents of Viectnem,

In regard to the employees in Japan, the general principles stated above would
apply to thea also, liowever, the ILS, in addition to their po3siticn that

failure to pay taxes amounts to mwlcx paking a "statement™, might also cloinm that
the various papers these employee file (or have filed by the Company on thecir
behalf) amount to a "statement®, These papers would of course be written

ard the IRS would have & more substantial foundation for their position in

this respect. 1 am not aware of what papers, if any, the Japan employecs file
with Governient of Japan, or with the U.5., but I assume that they do [ile
aprlications for Article 14 status (including such privileges as specicsl visas,
FoX. privileges, import privileges, etc.). Also Article U spocifically provides
that persons who avoid U.S. taxes on the bosis that they are residents of Japzn
will be subject to Jspanese texcs even though they may otherwize have Article

1y status, "Thus these employees may be exposed to taxes frow one country or

the other (unless they avoid U.S. taxes on the physical presence basis).




