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TAX REFORM: WHAT IT COULD MEAN FOR
TRIBES AND TERRITORIES

TUESDAY, MAY 15, 2012

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:05 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Bingaman, Cantwell, Menendez, and Hatch.

Also present: Democratic Staff: Russ Sullivan, Staff Director; Lily
Batchelder, Chief Tax Counsel; Richard Litsey, Counsel and Senior
Advisor for Indian Affairs; Ryan Abraham, Tax Counsel; Tiffany
Smith, Tax Counsel; and Jeff VanderWolk, International Trade
Counsel. Republican Staff: Chris Campbell, Staff Director; Tony
Coughlan, Tax Counsel; and Nick Wyatt, Tax and Nominations
Professional Staff Member.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

There is a Crow proverb that says, “Man’s law changes with his
understanding of man. Only the laws of the spirit remain always
the same.”

Our desire to spur broad-based economic growth and give help to
those who need it stays the same, but our laws are ever-changing.
And, while some are well-intentioned, the 15,000 changes made to
the tax code since 1986 have created too much complexity and un-
fairness. Tax reform needs to simplify the code in a way that cre-
ates jobs and encourages growth.

Today we will look at tax reform and how it affects Indian tribes
and the United States’ five territories—Puerto Rico, U.S. Virgin Is-
lands, Guam, American Samoa, and the Northern Mariana Islands.

Indian governments and the territories are in some ways similar
to State governments: each provides hospitals, public schools, and
law enforcement, for example. But U.S. policies do not recognize
tribal governments or territories as States or fully sovereign na-
tions. Instead, U.S. law has a patchwork of complicated rules for
each territory. Every tribal government’s U.S. policies are incon-
sistent.

Tax policy is a microcosm of this inconsistency. The unemploy-
ment rate on some reservations, such as the northern Cheyenne
reservation in Montana and the Pine Ridge reservation in South
Dakota, is 80 percent. One in four Indians lives below the poverty
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line. American Indians’ median income is 31 percent less than all
other Americans. U.S. territories and commonwealths also suffer
from high unemployment.

In the past, Congress has recognized the special status of tribal
governments and the island territories and taken steps through our
tax policies to improve their economic conditions. We provided ac-
celerated depreciation for capital investments and an employment
credit for businesses located in Indian country. Congress also al-
lowed businesses to claim a credit for the production of coal from
Indian land.

The accelerated depreciation provision brought jobs and economic
activity to the Crow tribe in Montana when Westmoreland Coal
used it to boost profits. But there are issues with these provisions.
Two-thirds of the State of Oklahoma qualifies as an eligible Indian
reservation under the accelerated depreciation provision and em-
ployglent tax credit; perhaps the tax laws need to be better tar-
geted.

Congress should also level the playing field for tax-exempt bonds.
States are currently allowed to issue tax-exempt bonds for any pub-
lic purpose. These bonds help governments access cheap capital to
build schools or courthouses. States can also use them to finance
tourism and economic development projects like municipal golf
courses, convention centers, and hotels.

In contrast, tribal governments can only issue bonds for govern-
ment buildings. Their bonds have to pass what is called an “essen-
tial government” test. To address this inequity, in 2009 Congress
authorized $2 billion of tribal economic development bonds for any
purpose other than gambling facilities. The Treasury Department
studied the program, and it recommended that Congress repeal the
essential government test. We should do this as part of tax reform.

Another area of concern for tribal governments is the application
of the general welfare doctrine. This doctrine allows governments
to provide benefits to citizens without those benefits counting as
taxable income.

Tribes provide many benefits to their members, including edu-
cational assistance and cultural awareness, along with housing and
meals. But it is often unclear which benefits are eligible for the ex-
emption. That uncertainty is tough on families and tribal govern-
ments, and it is something we should fix.

For U.S. territories, Federal tax law previously contained an eco-
nomic activity tax credit and a possessions tax credit to encourage
investment. These credits expired at the end of 2005. Another pro-
vision set to expire sends a portion of excise taxes on rum to two
territories to help fund their government operations.

Today’s hearing provides an opportunity to consider these issues
in the context of broader tax reform. I hope today’s witnesses will
help us understand what roadblocks should be eliminated and
what incentives work for Indian country and for the territories.

When I talk with tribes in Montana, they tell me the same thing:
they want a better future for their children and less reliance on the
Federal Government. These are goals we share.

So let us use tax reform as an opportunity to achieve these goals.
Let us think outside the box. Let us be creative here. Let us hear
what might be done to help tribes and territories meet their goals.
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And, in the spirit of the Crow proverb, let us take this opportunity
to make man’s law reflect our common desires.

[The prepared statement of Chairman Baucus appears in the ap-
pendix. |

The CHAIRMAN. Senator Hatch?

OPENING STATEMENT OF HON. ORRIN G. HATCH,
A U.S. SENATOR FROM UTAH

Senator HATCH. Well, thank you, Mr. Chairman. This hearing
deals with, as you said, two very important, yet distinct, subject
topics: tribal tax issues and territory tax issues. I want to stress
that I do not come into this hearing with any pre-conceived agenda
as to how we ought to treat tribes and territories. Rather, we must
consider how we can be most productive on these matters when we
undertake fundamental tax reform.

With respect to tribal tax issues, certain of them, such as the
general welfare exclusion, seem to have been outstanding for sev-
eral years. This committee needs to determine the scope of actions
to be taken when final tax reform is finally realized.

Aside from the long-term implications for tax reform, there are
short-term questions concerning the subject matter of today’s hear-
ing. Several so-called tax extenders explicitly designed to aid Na-
tive American tribes, such as accelerated depreciation for business
property on Indian reservations, have actually expired. A credit for
the production of Indian coal will expire at the end of this year. If
we are going to break out of the repetitive loop of short-term exten-
sions, we should not put off a discussion of these temporary meas-
ures, even prior to comprehensive tax reform.

I am also interested to hear about the tax treatment of terri-
tories. In a nutshell, even though the people of the various posses-
sions are United States citizens or nationals, most do not pay tax
to the Federal Government but rather to their possession’s govern-
ment.

Some U.S. possessions have a mirror tax code with tax laws es-
sentially identical to the U.S. Internal Revenue Code, simply swap-
ping the name of the possession wherever the Internal Revenue
Code says “United States.” Yet, others are given more autonomy to
write their own tax laws as they see fit.

In some ways, possessions are treated like foreign countries. In
other ways, however, they are treated like States. For example, re-
search and development in a territory is eligible for the R&D cred-
it, just as if the R&D were performed in a U.S. State. However, in-
come taxes paid to a possession’s government are generally eligible
for a U.S. foreign tax credit, just as if paid to a foreign government.
Of course, taxes paid to a State government are not creditable, and
only sometimes deductible.

I will be interested in understanding whether greater consistency
in the tax treatment of possessions is desirable or feasible. Now, I
do share the chairman’s dedication to thoroughness that this com-
mittee’s tax reform hearings represent and the emphasis they place
on technical knowledge, and I expect that this hearing will make
a worthy contribution to that particular effort.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.
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4 [The prepared statement of Senator Hatch appears in the appen-
ix.]

The CHAIRMAN. I would now like to introduce our four witnesses.
First is Ms. Sarah Ingram. Ms. Ingram is the Commissioner for
Tax Exempt and Government Entities at the Internal Revenue
Service. Thank you for coming. We will be asking some questions.
Next, the Honorable Robert Porter, president of the Seneca Nation
of Indians. Thank you, Mr. President, for being here. Our third wit-
ness is Dr. Lindsay Robertson, professor of law at the University
of Oklahoma. Finally, Dr. Steven Maguire, a Specialist in Public
Finance at the Congressional Research Service. Thank you all very
much for coming.

You probably know our usual practice here is, your statement is
automatically included. You may each speak about 5 minutes. I say
this all the time and keep on saying it: do not pull any punches,
say what you think, be candid. You cannot take it with you. Tomor-
row is gone after today. [Laughter.]

So, Ms. Ingram?

STATEMENT OF SARAH HALL INGRAM, COMMISSIONER, TAX
EXEMPT AND GOVERNMENT ENTITIES, INTERNAL REVENUE
SERVICE, WASHINGTON, DC

Ms. INGRAM. Thank you. Good morning, Chairman Baucus,
Ranking Member Hatch, and members of the committee. I appre-
ciate the opportunity to be here to discuss the general welfare ex-
clusion as it applies to tribal programs and to discuss tribally
issued tax-exempt bonds.

As I begin, I want to acknowledge that the United States has a
unique government-to-government relationship with the Indian
tribes, as set forth in the Constitution of the United States, trea-
ties, statutes, executive orders, and court decisions.

The Office of Indian Tribal Governments within the IRS was cre-
ated more than a decade ago in response to requests by tribal lead-
ers. The office exists to facilitate the government-to-government re-
lationship and to assist tribes in meeting their Federal tax obliga-
tions.

First, I would like to address the general welfare exclusion.
Tribes, like all governments, sponsor programs designed to support
their members. To be very clear, whether this tax exclusion is or
is not applied does not limit what benefits or social programs tribes
can provide to their members. The question is whether payments
made through these programs are excludable from the income of
the recipient under the general welfare doctrine.

There are two key tax concepts. First, code section 61 provides
that gross income includes all income derived from whatever
source, and the second, the general welfare exclusion, is a non-code
exception, an administrative exclusion that has been developed in
official IRS guidance and recognized by the courts and Congress
over more than 50 years.

Despite the statutory breadth of section 61, the administrative
rulings show that payments made by governmental units, tribal or
non-tribal, can be excluded from a recipient’s gross income under
the general welfare doctrine, if the payments: (1) are made under
a governmental program; (2) are for the promotion of general wel-
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fare generally based on individual, family, or other needs; and
(3) do not represent compensation for services.

The IRS does not have, and has never had, a special program for
examining tribal governments’ social welfare programs. The ques-
tion may arise if the tribe seeks a letter ruling about a specific pro-
gram. It can also arise during an IRS review of tribal governments’
tax reporting compliance.

The code requires all persons, including Indian tribal govern-
ments, to report to the IRS certain payments of $600 or more. Dur-
ing an examination, records may show such payments to tribal
members, requiring further inquiry as to whether the general wel-
fare exclusion applies, because, if so, then the amounts do not have
to be reported.

The IRS always examines a program using the same 3-prong
analysis. Comments from the tribal community have focused on
whether the payments are being disbursed based on the needs of
the recipient and on the issue of whether the payments constitute
compensation received for services.

While there are many tribal and non-tribal examples in adminis-
trative rulings, the difficulty has been that each application is fact-
specific, and the historical and cultural context within the tribal
government environment adds a layer of complexity.

In response to concerns raised by various tribes and tribal lead-
ers, the IRS issued Notice 2011-94 last November, inviting com-
ments concerning the application of the general welfare exclusion
to Indian tribal government programs and beginning a specific con-
sultation process with tribes on how to find a solution that address-
fzs their concerns and improves clarity and consistency of the tax
aw.

Since then, the IRS has received numerous written comments
from tribes and tribal leaders, which we are carefully reviewing,
and the IRS and Treasury have engaged in multiple consultation
sessions, such as in November during the White House Tribal Na-
tions Conference, in March during the National Congress of Amer-
ican Indians’ Annual Conference, and in a few weeks we will host
another consultation session through teleconference to facilitate
participation.

The IRS plans to publish written guidance that will address
issues and respond to concerns raised by tribes in their oral and
written comments. Our intent is that this published guidance,
along with improved internal coordination procedures, will provide
increased clarity and consistency of the application of the general
welfare doctrine. Tribal concerns are very important to us, and we
look forward to continuing to work with tribes on this item in the
future.

My second topic is tribally issued tax-exempt bonds. In the inter-
est of time, I would like to refer the committee to my written testi-
mony, with just two notes. I would note that we are taking into ac-
count recent community input on the usage of American Recovery
and Reinvestment Act Tribal Economic Development Bonds, and
we expect to publish revised procedures to reallocate the unused
amounts.

Also, as requested by Congress, Treasury provided a report last
December containing legislative proposals to facilitate the use of
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bond financing by tribal governments under rules more closely par-
allel to those applied to State and local governments.

I am aware of the administration’s commitment to strengthen
and build the government-to-government relationship between the
United States and tribal nations, and I appreciate the committee’s
interest in these matters.

Thank you. That concludes my testimony. I would be happy to
take any questions.

The CHAIRMAN. Thank you, Ms. Ingram, very much.

4 [The prepared statement of Ms. Ingram appears in the appen-
ix.]
The CHAIRMAN. President Porter?

STATEMENT OF HON. ROBERT ODAWI PORTER, PRESIDENT,
SENECA NATION OF INDIANS, SALAMANCA, NY

President PORTER. Nya-weh Ske-no. Mr. Chairman, Vice Chair-
man Hatch, Senator Bingaman, Senator Cantwell, I am honored to
be here, and I am thankful that you are all well.

I am here to testify on the promise of tax reform for American
Indian Nations and ask that my written testimony be placed into
the record.

[The prepared statement of President Porter appears in the ap-
pendix. |

President PORTER. I am here today on behalf of the Seneca Na-
tion of Indians, which I serve as its elected president. The Seneca
Nation is one of America’s earliest allies, historically aligned with
the other members of the six nations of the Haudenosaunee Con-
federacy and living in peace with the American people since the
signing of the Canandaigua Treaty 217 years ago.

In that treaty, the United States promised that it would recog-
nize the Seneca Nation as a sovereign nation, that it would ensure
that our property and activities would not be taxed, and that it
would forever secure our title to our lands. This treaty belt that I
hold up, the “Guswhenta,” or the Two Row Wampum belt, is a sym-
bol of the continued recognition and respect that we agreed to hun-
dreds of years ago.

Because of our treaty-protected freedoms, the Seneca Nation has
been able to achieve some economic success in recent years, mainly
as a result of our commerce with non-Indians involving tobacco,
gaming, and other related ventures. I encourage this committee to
shape its tax reform effort for all Indian nations so that it maxi-
mizes our freedoms, which are premised upon treaties and terri-
torial tribal sovereignty.

In the Seneca Nation we have long believed that our treaties
with the United States require that the Seneca Nation, our people,
our activities, and our lands be treated as immune from all Federal
and State taxation. However, many aspects of our treaty-recognized
freedoms have been eroded over time, including tax burdens im-
posed by external governments which have diverted wealth from
our territories and made much of Indian country unattractive for
investment.

For specific analysis of several areas of concern to Indian coun-
try, I draw your attention to the excellent comments that have
been submitted by the United South and Eastern Tribes and the
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National Congress of American Indians. As a general matter, how-
ever, if tax reform is to work in Indian country, it must be, first,
consistent with the principles that are at the foundation of Indian
policy at its best.

The tribal nations are governments whose exclusive authority is
to govern all economic activity in our territories, and that is fully
respected as a matter of Federal law. Resurrecting this tribal terri-
torial sovereignty approach must be the focus of congressional tax
reform efforts if they are to succeed.

In recent decades, tax reform ideas, like the Indian Reservation
Wage and Investment Tax Credits, have not been large enough,
have not been of long enough duration, or have not even been as
simple to administer as necessary to induce the private sector to
invest and locate new jobs in Indian country. Because these pro-
posals have made all of Indian country eligible, in theory the
budget-scoring rules that estimate the costs of these reforms have
led Congress to water down their benefits to useless levels.

Many of the good people in this room have worked hard at tax
reform ideas in the past. They sincerely thought that they would
bring benefit to Indian country. But these complex schemes mainly
created work for lawyers, accountants, consultants, and govern-
ment administrators. With all due respect, they have produced lit-
tle tangible benefit for Indian country. If you drive through most
Indian territories in the Great Plains or anywhere else, you can see
the evidence of the poverty that makes the undeniable point that
these incentives have not worked.

As you shape tax reform in Indian country, I urge you to keep
it simple so that it can be implemented without Indian people hav-
ing to hire an army of expensive lawyers, accountants, and consult-
ants. Keep it simple so that local businesses and potential investors
can make sense of it and generate jobs for native people.

In my view, the accumulated decades of Federal tax policy fail-
ures in Indian country make the case for trying something bold and
different based upon our aboriginal treaty relationship. Instead of
dialing back potential tax incentive benefits to useless levels, I urge
you to recognize unlimited tax immunity on a limited number of
footprints in Indian country for a limited number of Indian nations.
In other words, I suggest that you shape tax reform law so as to
restore complete tax immunity in a demonstration or pilot project
whose size is limited to make it cost-feasible but with unlimited
benefits to facilitate chances of success.

I have submitted proposed bill language for this tax reform idea.
It would authorize a pilot project to establish up to 50 tax-free trib-
al empowerment zones of limited acreage. These zones would be
like tax-free economic oases in a desert, importing and recycling
private sector money into Indian country where it has rarely, if
ever, been invested for generations.

Such a policy could induce a manufacturing company to locate in
Indian country in Montana rather than going to India. It could also
motivate a grocery store chain to build their next store in Indian
country.

Half of the tax-free tribal empowerment zones would be reserved
for applicant Indian tribes with an unemployment rate exceeding
50 percent under the latest Bureau of Indian Affairs workforce re-
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ports. The remaining half of the zones would be awarded to appli-
cant Indian tribes that competitively demonstrate the strongest
available tribal institutions, fostering effective and stable self-
government, predictable legal infrastructure, and tribal policies fa-
cilitating entrepreneurial economic development in a business-
friendly climate.

Each tribal empowerment zone would be a tax-free territory, im-
mune from all Federal, State, and local income, sales, and excise
taxes, and would have an immediate impact on investment and job
creation in Indian country.

Mr. Chairman and Senators, to put it simply, current Federal tax
incentive policies for Indian country have not worked. Persistent
poverty and harsh unemployment still enslave Indian country and
deprive too many Indian people of a fair chance at living a full and
complete life. The social problems our people face are most often
rooted in intergenerational poverty. We are tired of our territories
being drained of their wealth for the benefit of others. Please help
us restore the flow of wealth back into our nations.

My hope is that you will keep your tax reform efforts simple and
consistent with tribal territorial sovereignty. I would recommend
for your consideration the creation of tax-free tribal empowerment
zones in Indian country so that the private sector will be induced
to re-enter Indian country in partnership with sovereign tribal gov-
ernments and Indian entrepreneurs to let the marketplace create
jobs and provide goods and services in Indian country.

This model has worked with Indian gaming, where Federal law
acknowledged tribal territorial sovereignty to protect Indian gam-
ing markets and to allow billions of dollars to flow into Indian
country, like islands in the middle of non-Indian gaming markets.
Likewise, tax reform can create islands of tax-free tribal empower-
ment zones that attract private sector investment into Indian coun-
try markets.

I want to thank you for this opportunity to be here, and I cer-
tainly would be glad to take any questions, if you have them.

The CHAIRMAN. Thank you very much. That was very inter-
esting.

Next is Dr. Robertson.

STATEMENT OF DR. LINDSAY G. ROBERTSON, PROFESSOR OF
LAW, UNIVERSITY OF OKLAHOMA COLLEGE OF LAW, NOR-
MAN, OK

Dr. ROBERTSON. Good morning, Chairman Baucus, Ranking
Member Hatch, and other distinguished members of the committee.
My name is Lindsay Robertson. I am the Judge Haskell A. Hollo-
man professor of law and faculty director of the Center for the
Study of American Indian Law and Politics at the University of
Oklahoma College of Law.

I have been a professor of Federal Indian law for more than 20
years. From 2000 to 2010, I served as Special Counsel on Indian
Affairs for Oklahoma Governors Frank Keating and Brad Henry. It
is an honor to have been invited to address this committee on this
important topic.

First, I would like to place the issue of tax policy and tribal eco-
nomic life in historical perspective, then address potential reforms.
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While there are a number of areas in the Internal Revenue Code
that could be improved to better serve tribes—input on which oth-
ers, including President Porter and various organizations, are pro-
viding the committee—I would like to highlight two: the essential
governmental function limitation on tribal tax-exempt bonding and
current limitations on the application of the general welfare exclu-
sion.

Tribal governments in the United States are both pre-constitu-
tional and extra-constitutional. That is, they existed before Euro-
pean settlement and they operate apart from, and not directly sub-
ject to, the Constitution.

The U.S. Supreme Court has characterized tribes as “domestic
dependent nations”—nations, and not simply aggregations of indi-
viduals sharing a particular heritage, but domestic nations, not for-
eign nations, and therefore having a special relationship to the
United States.

In the same decision, Cherokee Nation v. Georgia, the court de-
scribed that relationship as being like that of a ward to his guard-
ian. In 1886 in Kagama v. United States, the court recognized the
substantive legal consequence to this relationship. As guardian or
trustee, the United States has power to legislate over Indian af-
fairs, but also the responsibility to exercise that power to the ulti-
mate benefit of the tribes.

In furtherance of its trust responsibility, since Kagama the
United States, at numerous stages, has acted proactively to address
what it perceived to be problems in tribal economic development.
These efforts have been bipartisan.

For example, in the Indian Reorganization Act of 1934, President
Franklin Roosevelt’s key tribal legislation, the Congress established
tribal economic development funds, authorized the creation of trib-
al corporations, and provided tribes the means to reestablish juris-
diction over lands lost during the allotment era of the late 19th
century, when collectively owned tribal lands were divided up and
sold.

The Self-Determination and Education Assistance Act of 1975, a
Republican initiative, entrusted tribal governments with control
over Federal programs operating within their communities, in part
on the theory that only in that way would these programs be truly
accountable to the people they served.

Whether to comply with a trusteeship obligation grounded in law
or morality, or because it simply makes economic sense, Congress
has frequently employed its power to legislate tax policy to facili-
tate tribal economic development.

Now I would like to say a few words in support of the two spe-
cific reforms I mentioned when I began my remarks. The first is
the elimination of the essential governmental function limitation
on tribal tax-exempt bonds found in 26 U.S.C. section 7871.

Tribes are now, and have always been, handicapped under Fed-
eral law when it comes to the raising of capital for economic devel-
opment activities. Since the Trade and Intercourse Act of 1790,
tribal land sales without Federal authorization have been invalid
under Federal law. While this restriction undoubtedly led to the re-
tention of tribal lands that might otherwise have been lost, it had
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the unintended effect of making tribal lands unavailable as secu-
rity for conventional loans.

Free alienability of such lands is not the solution as long as trib-
al jurisdiction is closely tied to land tenure. Instead, the solution
must involve the creation of compensatory capital generation de-
vices.

Authorizing tribes to issue tax-exempt bonds was a step in the
right direction. However, the essential governmental function limi-
tation imposed on the use of funds raised through such bonding
limited its utility as an engine for economic development.

It is worth noting that the essential governmental function limi-
tation is not applied to limit the use of funds raised through tax-
exempt bonding by States and municipalities, as Commissioner
Ingram pointed out. The elimination of the limitation on tax-
exempt bonding by tribes would free tribes to raise capital other-
wise unavailable to them and make it possible for them responsibly
to create their own solutions in today’s difficult economic times.

A second important tax reform involves the general welfare ex-
clusion, which is currently interpreted to apply only to tribal
means-tested programs. Tribal governments commonly provide ben-
efits to their members, including health, education, and other serv-
ices. Some of these, including for example language education, are
considered essential for the preservation of tribal culture. When
the United States taxes these benefits, tribes are handicapped in
the services they can provide. Presently, it appears that, not only
are these services being taxed, they are being audited at a dis-
proportionate rate. It is difficult to imagine that the revenue gen-
erated by taxation of these services outweighs the harm done to
tribal governmental operations and cultural preservation.

Moreover, where services are provided to make up for defi-
ciencies resulting from adverse conditions not of the tribes’ making,
historical conditions, or indeed to further Federal policy objectives,
taxing and auditing them appears to me inconsistent with the re-
quirements of the Federal trust responsibility.

I thank you for holding this hearing and for allowing me the op-
portunity to appear. I would be happy to answer any questions.

Thank you.

The CHAIRMAN. Thank you, Dr. Robertson.

[The prepared statement of Dr. Robertson appears in the appen-
dix.]

The CHAIRMAN. You are last, Dr. Maguire, so you are the clean-
up guy here.

STATEMENT OF DR. STEVEN MAGUIRE, SPECIALIST IN PUBLIC
FINANCE, CONGRESSIONAL RESEARCH SERVICE, WASHING-
TON, DC

Dr. MAGUIRE. Chairman Baucus, Ranking Member Hatch, and
members of the committee, on behalf of the Congressional Research
Service, I thank you for the opportunity to appear before you today.

I have been invited here today to discuss how tax reform could
affect the territories. In this oral testimony I will briefly summa-
rize the U.S. tax treatment of the territories and discuss a selected
number of expiring provisions, commonly referred to as tax extend-
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ers, pertinent to the territories. Finally, I will outline how tax re-
form may affect the territories.

Generally, Federal tax reform will have an impact on the terri-
tories in two ways. First, several territories use the United States’
tax code as it is written, replacing the words “United States” with
the territory name. As a result, when the U.S. tax code changes,
so does their tax code. Puerto Rico is the exception.

Second, there are specific provisions in the U.S. tax code that di-
rectly benefit one or more of the territories. This group of provi-
sions is often found in the so-called extenders legislation. I will dis-
cuss two extenders here.

First, territories and taxation. The U.S. taxes residents and cor-
porations located in the territories differently than if they resided
in the United States. For individuals residing in the territories,
their tax treatment is most similar to the tax treatment of foreign
citizens. Generally, territorial residents are exempt from Federal
taxes on territory-sourced income, but are, with some exceptions,
taxed on income sourced in the U.S.

In contrast, U.S. residents are subject to Federal taxes on their
territory-sourced income as if it were foreign-source income. How-
ever, territorial taxes can be generally claimed as foreign tax cred-
its to offset U.S. tax liability. Thus, as with foreign-source income,
the United States concedes primary tax jurisdiction to the territory
where the income is earned. With some exceptions, it retains pri-
mary tax jurisdiction of the U.S.-sourced income earned by terri-
torial residents.

Corporations chartered in the territories are treated like foreign
chartered corporations under the Internal Revenue Code. In prin-
ciple, they are exempt from Federal taxes on territorial income.
U.S. firms that operate in the territories through subsidiaries can,
at least potentially, defer Federal taxes on territory earnings. Gen-
erally, U.S. taxes are paid only when earnings are repatriated to
theddomestic parent, with the U.S. tax reduced by any foreign tax
credits.

The impact of U.S. tax reform on the territories would depend in
large part on the specifics of U.S. tax reform and how the terri-
tories responded to the changes. One option would be for these ter-
ritories to de-couple from the mirror system. This option would
allow the territories to be largely unaffected by U.S. tax reform un-
less they choose to enact similar reforms; administrative com-
plexity and compliance costs would likely rise with the de-coupling,
however.

Alternatively, continuing with a mirror system, the territories
would incorporate the Federal changes. If the Federal changes
focus on increasing progressivity of the tax code, such as higher
rates for higher-income earners, the impact on territories would
likely be muted, as average income is significantly lower in the ter-
ritories. In any case, this option would effectively cede control of
the territory’s tax system to the U.S.

Now I will discuss provisions in the U.S. tax code benefitting the
territories. The U.S. tax code includes at least three provisions that
directly benefit taxpayers who have income from activities in the
territories or who are resident in the territories. If tax reform were
to include scaling back tax expenditures generally, one or all of
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these may be curtailed or eliminated. Modifications or limitations
to broader tax expenditures, such as tax-exempt interest on bonds
issued by the territories, are not addressed in this testimony.

Number one is the deduction allowable with respect to the in-
come attributable to domestic production activities in Puerto Rico.
U.S.-based entities, either individuals or corporations, are allowed
to deduct 9 percent of taxable income that was earned in Puerto
Rico.

The deduction lowers the marginal effective tax rates of tax-
payers, and the highest bracket amounts to just under 32 percent.
This confers a tax advantage for these entities because like-
situated entities without Puerto Rican or U.S.-sourced income can-
not claim the same deduction unless they are taxed at a higher
marginal rate.

This provision expired on December 31, 2011. The President’s
2013 budget proposes extending this provision through 2013. The
expected revenue impact would be a reduction in Federal revenues
of $312 million over the 3-year window of fiscal year 2012 through
2014.

If Congress chooses to broaden the base of both the individual
and corporate income tax, they may choose to eliminate the special
provision for entities with Puerto Rico-sourced income. The result
may be some shifting of activity away from Puerto Rico, though the
magnitude of this shift would seem minimal, especially in the short
term, as much of the activity generating the income may not be
easily or quickly shifted out of Puerto Rico. If Congress chooses ad-
ditional structural reforms, such as lower overall rates, the value
of the deduction to taxpayers would decline.

Number two is a temporary increase on the limit of cover-over
of rum excise tax revenue from $10.50 to $13.25 per proof gallon
to Puerto Rico and the U.S. Virgin Islands. The United States lev-
ies a $13.50 per proof gallon excise tax on distilled spirits produced
in, or imported into, the United States. Through 2011, $13.25 per
proof gallon of all imported rum is transferred, or covered over, to
the treasuries of Puerto Rico and the U.S. Virgin Islands.

The Caribbean Basin Economic Recovery Act of 1983 provides
that all revenue from Federal excise tax on rum imported to the
United States from any source, including any foreign country, is re-
mitted to the treasuries of Puerto Rico and the U.S. Virgin Islands.
In fiscal year 2011, Puerto Rico received over $449 million in rev-
enue, and the U.S. Virgin Islands received $155 million.

The law does not impose any restrictions on how Puerto Rico and
the U.S. Virgin Islands can use the transferred revenue. Both terri-
tories use some portion of the revenue to promote and assist the
rum industry. Reports of the size of the subsidy vary considerably,
though the amount ranges from roughly 6 percent of the covered-
over revenue in Puerto Rico up to 18.5 percent in the U.S. Virgin
Islands as of 2009. Since then, however, the subsidy has increased
significantly.

Beginning on January 1, 2012, the amount covered over to Puer-
to Rico and the U.S. Virgin Islands reverted to $10.50 per proof
gallon. The fiscal year 2013 budget proposes extending the $13.25
rate retroactively through 2013. The expected revenue impact of ex-
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tending the higher rate will be a reduction in the Federal revenues
of $222 million over a 3-year budget window of 2012 to 2014.

I see that my time is up. In the interest of time, I will end here
and open it up for questions.

The CHAIRMAN. All right. Thank you, Dr. Maguire, very much.

4 [The prepared statement of Dr. Maguire appears in the appen-
ix.]

The CHAIRMAN. I would like to ask all of you, all four of you, do
you basically agree that the limitation on bonds issued by tribes—
that is, the essential government functions limitation—should be
repealed? Right down the line.

Ms. INGRAM. Yes.

President PORTER. Yes.

Dr. ROBERTSON. Yes.

Dr. MAGUIRE. Yes.

The CHAIRMAN. All right. So we have agreement there.

Next, with respect to the welfare limitation on taxable income,
I would appreciate it if you, Dr. Robertson, and anyone else, would
indicate, how should that be modified, if at all? I mean, the argu-
ment is that there are some benefits conferred by tribes on their
members. Really, some of that should not be taxable income. So
where is the line? What is the test? Would there be any limitation?
Your views?

Dr. ROBERTSON. Well, I guess I would defer to a variety of orga-
nizations, including tribal governments, who have already been in
communication with the Internal Revenue Service on this issue.
But I can tell you, some of the proposals I am aware of include ex-
panding the definition in the tribal context to eliminate the needs-
based component of the analysis, maybe keep the other two ele-
ments of the analysis, but make the exemption from taxability no
longer related to the income situation of the individual beneficiary,
and maybe then loosen up the range of benefits provided that could
qualify as welfare.

Tribes do a lot of things that State governments do not do. I
mentioned language education. Some tribes, to overcome traditions
of poverty and for cultural reasons, provide clothing allowances to
families to send their kids to school. Some of those families may
be in poverty, some of them may not be in poverty, but this is
something that is done across the board. To have some of those re-
cipients singled out for taxation on the value of the benefit frus-
trates the tribes.

The CHAIRMAN. All right. Either President Porter or Ms. Ingram,
your thoughts?

President PORTER. Mr. Chairman, I have a hard time seeing why
any of the benefits that we are providing to our people should fall
under any taxation because the services that we provide for our
people are to help them. We have the worst health care, we have
the worst degree of social problems in our Nations.

The sources of income that we derive from our businesses, from
our grants that we use to provide services, are going directly back
to our people. We are not starting from some exalted position of
health care or socioeconomic status where these are luxuries,
where these are things that are perceived to be things that most
humans do not have. We are trying to get back to a position of nor-



14

mal after recovering from many, many generations of deprivation.
So I would say that there should not be——

The CHAIRMAN. Do tribes provide unemployment benefits?

President PORTER. We do not. We actually work in concert with
the State system for purposes of unemployment insurance.

The CHAIRMAN. All right. Sure.

President PORTER. But we do not.

The CHAIRMAN. Ms. Ingram? The general proposition of welfare
limitation.

Ms. INGRAM. I think we are in a position of trying to figure out
how to administer something that is a creature of administrative
rulings. It started in the environment of State and local govern-
ments, and over the years has been increasingly raising issues with
Indian tribal government programs.

I think our effort to step back for a moment, and through that
notice and through a specific and formal consultation process, will
allow us to hear a couple of things from the tribal community. One
is, as has been mentioned, the kinds of programs that are either
like those provided to the States or are unique in the tribal context
and should be taken into account. We are listening very carefully
to the input on that category of questions.

Also, the question of the extent to which the taxation of the re-
cipient should be based on their needs, is something that has been
around for a long time in this string of administrative rulings, and
is something we are hearing is of great concern. We have given fa-
vorable treatment or unfavorable treatment to lots and lots of gov-
ernments, tribal and non-tribal, based on those standards, and I
think it is perfectly reasonable for us to listen to the tribal commu-
nity.

The CHAIRMAN. But do you have a recommendation how to sim-
plify this so the tribes do not have to jump through all these hoops?

Ms. INGRAM. Well, I think we are on a journey with the tribal
community to see if we can figure that out. This being an adminis-
trative doctrine and being very fact-specific in its nature, I think
we would welcome, as much as the tribes would, trying to find a
simpler way to approach this.

The CHAIRMAN. All right. Thank you. My time is up. Thank you.

Senator Hatch?

Senator HATCH. Well, thank you, Mr. Chairman.

President Porter, in your written testimony you are critical of
many of the tax provisions that have been enacted in the past in
order to aid Indian country. In their place, as I view it, you suggest
the creation of a series of tax-free tribal empowerment zones. Now,
from my reading of your idea, these areas would be exempt from
all U.S. Federal and State taxes that might otherwise apply for a
period of 10 years, as I understand it.

Now, please describe how this process is fundamentally different
from the renewal community and empowerment zone provisions
that you criticize, and why do you think it would be more success-
ful? How did you come to select 10 years as an appropriate lifetime
for the proposal?

President PORTER. Well, the proposal is rooted in the idea, Mr.
Vice Chairman, that the existing provisions of law simply are too
incremental. They are never permanent. They never allow for any
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real foundation for growth and development. As a result, they do
not work.

Trying to attract companies to your territory, which I have tried
to do, they look at these tax incentives, they look at the tax oppor-
tunities, and they say, well, who knows what is going to happen
in a year or two, because it is not permanent. Congress has a pat-
tern of delaying the extension. So from a business perspective, it
is just not a very credible invite to be able to attract capital into
our territory.

Ten years might be a minimum. The idea that a company is
going to work in our territories, in a zone in which there are no
taxes, is patently attractive on its face. But then you get into the
second-level questions, which are still a challenge: what is the legal
infrastructure of the tribe? What is your access to markets if we
are making a product? What is the demand for the services, if we
are providing a service? There are still going to be other hurdles
to overcome as it relates to this kind of development incentive.

But I think, when it relates to creating an attractive magnet by
which we can draw capital and investment—in my nation we have
succeeded significantly, in the gaming context, to invite Wall Street
money into our nation for investment for gaming facilities. I am a
strong believer that we can do the same thing outside of gaming
and help diversify our economies and become less dependent on
that particular business, if we can have this kind of assistance
from the Congress.

Senator HATCH. Thank you.

Dr. Maguire, let me ask you a question. As your testimony has
made clear, there are areas where the territories could be treated
in a more uniform fashion. For example, some have mirror codes
and some have non-mirror codes; in some ways they are treated
like foreign countries, in other ways, like States.

Now, do you think greater uniformity is necessary or feasible or
desirable? More specifically, does it make sense that the R&D per-
formed in a territory qualifies for the R&D credit as if the territory
were a U.S. State, while at the same time income taxes paid to a
territory may be claimed as a foreign tax credit, as if the territory
were really a foreign country?

Dr. MAGUIRE. Well, I think greater conformity across the terri-
tories would decrease compliance costs and increase administrative
simplicity. On the other side of the coin, Congress has decided to
confer certain tax advantages to the territories, recognizing their
position economically.

So it is true that the research and development tax credit would
seem to be a “double dipping” for the territories if there is also a
foreign tax credit available. So, when balancing greater uniformity
with providing tax benefits to the territories as a general welfare,
I think that is a question that Congress will have to answer, and
unfortunately I do not have a good answer for you.

Senator HATCH. Does it make sense that the section 199 domes-
tic manufacturing deduction may be claimed for activities in Puerto
Rico but not in other territories?

Dr. MAGUIRE. That does not make sense to me, though those who
crafted the legislation, I am sure, had legitimate reasons for struc-
turing the section 199 the way it is structured.
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Senator HATCH. My time is about up.

The CHAIRMAN. Thank you very much, Senator.

Senator Menendez is not here, so we will move to Senator Binga-
man.

Senator BINGAMAN. Thank you very much.

Let me ask Ms. Ingram, you indicate that the IRS plans to pub-
lish written guidance to address, particularly, this issue of the gen-
eral welfare exclusion.

Ms. INGRAM. Yes.

Senator BINGAMAN. Is there any consideration, or does it make
any sense to consider the wealth of a tribe in those guidelines that
you issue? I mean, my sense is that many tribes are as President
Porter has described, and they have great needs and substantial
poverty and all.

But we have some exceptions. We have some tribes in this coun-
try that are doing quite well, primarily because of gaming, but in
some cases other factors. Is there any consideration of distin-
guishing in that regard, or would it make sense to even think
about that?

Ms. INGRAM. Senator, we are not going along those lines at all.
That is not a criterion that we have ever used with State and local
government programs, and we have not to date, and do not have
any plans to take it into account in the Indian tribal community.

Senator BINGAMAN. All right.

Let me perhaps ask Dr. Maguire about his testimony. He talks
about one option if we go ahead here with major tax reform. He
says one option would be for these territories to decouple from the
mirror system that has been in place. That would seem to me to
be a bad idea. I mean, it would seem to me that, to the extent you
decouple, you add great complexity to the issue.

You have each of the territories essentially developing its own
tax provisions, which of course would then require not only that
you hire a raft of lawyers and accountants, as you have to today,
but you would have to hire a very specific group of lawyers and ac-
countants who would presumably have the expertise to tell you
what the tax system was in each of these territories. What is your
thinking on this?

Dr. MAGUIRE. I tend to agree with you that, from an administra-
tive simplicity and compliance cost, that would be a move in the
wrong direction. That said, within the territories, overlaying the
U.S. tax code onto the territories also overlays the policy decisions
of the U.S. Congress on the territories. So, the actions that Con-
gress takes will have a direct impact on the territories. So again,
there is that rub between administrative simplicity and complexity
and what you do to promote the economic efficiency within the is-
land or within the territory, if that makes sense.

Senator BINGAMAN. I think Senator Hatch was getting at this in
some of his questions. But I guess one obvious sort of threshold
issue is, should we have a guiding principle with regard to these
territories, which essentially determines that they be treated as
States, except where we decide that there is an exception to that?
Is that kind of a guiding principle in place today? Would it make
sense for us to consider that and have that as a guiding principle,
in your view?
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Dr. MAGUIRE. I think that is one of the options that was explored
by the Joint Committee on Taxation in their pamphlet, that they
prepared for the hearing today.* In that pamphlet, they recognized
the difficulty in treating them as States because they are very dif-
ferent than the States, economically and demographically. So from
that perspective, I do not think it would be a good default position.

A good default position may be that they all use the mirror sys-
tem, they all use the Federal tax code, and then as Congress sees
fit—makes adjustments for territories as needed rather than hav-
ing a mix of dual-filing entities versus single-filing entities within
the territories—using a consistent treatment to begin with and
then making modifications.

Senator BINGAMAN. My time is up, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Cantwell? Oh. I will go to Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.

Dr. Maguire, thank you for your testimony. Above all, I appre-
ciate your expertise on so many issues: AMT, bond financing, the
rum cover-over program. It has been incredibly beneficial to have
your expertise. That is really where I want to focus my ques-
tioning, is on the rum cover-over program.

I find it ironic that Diageo’s rum brand is named after a pirate,
because they set a precedent of pillaging a program that is meant
to provide budgetary support to the territories. In my view, the
deal Diageo struck with the U.S. Virgin Islands devastates the ef-
fectiveness of the cover-over program for the people of the terri-
tories by gutting the revenue that is supposed to go to vital public
services and sets a precedent that is pretty terrible, and a race—
I think a death spiral—to the bottom.

So this is a real concern to me, and I would like to have you help
us shed some light on some of these points. What is the total value
of subsidies provided to Diageo by the U.S. Virgin Islands, which
include, as I understand it, paying for a new distillery then giving
the ownership of the distillery to the company, paying for much of
the cost of the main ingredient, molasses, and paying for a sub-
stantial portion of marketing costs?

Dr. MAGUIRE. In 2009, I went through and calculated it on my
own instead of relying on outside reports of what the subsidy was,
and I arrived at 18.5 percent. Of course, since the Diageo plant was
constructed and the agreement implemented, that subsidy has in-
creased significantly. I have seen internal documents between the
government of the Virgin Islands and Diageo that the subsidy is
closer to 46 percent today.

Senator MENENDEZ. So it is 46 percent of cover-over revenues
just to one company.

How many people are employed by the distillery that produces
Captain Morgan’s r um?

Dr. MAGUIRE. In the agreement, Diageo indicated they would
hire anywhere from 40 to 70 people in the facility itself, but that

*For more information, see also, “Overview of Federal Tax Provisions and Analysis of Selected
Issues Relating to Native American Tribes and Their Members,” Joint Committee on Taxation
staff report, May 14, 2012 (JCX-40-12), hitps://www.jct.gov/publications.html?func=
startdown&id=4426, and “Federal Tax Law and Issues Related to the United States Territories,”
Joint Committee on Taxation staff report, May 14, 2012 (JCX-41-12), hitps:/ /www.jct.gov/
publications.html?func=startdown&id=4427.
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does not take into account any ancillary jobs that would be created
from the activity at the plant.

Senator MENENDEZ. And of these jobs, how many would you say
were a net increase in the territories versus simply a transfer of
jobs between two territories?

Dr. MAGUIRE. That is a good question. To the extent that there
is mobility between Puerto Rico and the U.S. Virgin Islands, I am
not certain of that. There is probably a mix of replacing and new
employment, but on net it is probably a relatively small percentage
of those new jobs.

Senator MENENDEZ. Well, we believe that we are close to zero,
since the loss of production in Puerto Rico led to a commensurate
loss of jobs there.

So, looking at how these numbers intersect, how much would you
estimate is going to Diageo per job transferred from Puerto Rico to
the U.S. Virgin Islands?

Dr. MAGUIRE. Well, in fiscal year 2011, the U.S. Virgin Islands
received $155 million in covered-over revenues, so half that, or 46
percent, would probably be $70 million or so in fiscal year 2011.
But, as production ramps up moving forward, the cover-over value
would increase, production will increase, and the subsidies will also
increase, so that number will get larger.

Senator MENENDEZ. So I look at those numbers, and I look at the
number of jobs, the 40 to 70 direct jobs, and maybe an indirect em-
ployment of approximately 230 jobs. Basically, the U.S. Virgin Is-
lands will pay Diageo between $1.2 and $2.2 million per direct job
per year created, and approximately $391,000 when indirect jobs
are estimated. So that is pretty outrageous. That is pretty out-
rageous, and it is unsustainable.

Can you briefly talk about what has happened to the subsidies
for the other producers in Puerto Rico and the U.S. Virgin Islands
since the Diageo contract became public?

Dr. MAGUIRE. I have seen news reports that indicate the govern-
ment of Puerto Rico has loosened their self-imposed restriction on
the subsidies that they can provide to rum producers in their terri-
tory. It seems that other rum producers not named Diageo have
also requested additional subsidies in light of the Diageo agree-
ment, and those are news reports that I have not verified myself,
but they seem reasonable.

Senator MENENDEZ. Well, I can tell you that the government of
Puerto Rico, based upon what happened with the Virgin Islands,
then increased its assistance to rum producers from 6 to 10, and
now 25 percent, so much so that CARICOM, the Caribbean nations,
have told the executive branch that the subsidies are unfair trade
practices and violate international trade rules.

Let me close by saying, is it fair to say that, based upon all this
information, that money is flowing to profits, not jobs, here at the
end of the day?

Dr. MAGUIRE. To the extent that we understand how the subsidy
is used by Diageo, it does appear as though it does not go to the
workers at the plants, and it does not go to lower rum prices, nec-
essarily. Most of it would go towards the investors in the rum com-
panies.
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Senator MENENDEZ. Mr. Chairman, so this is the challenge we
have if we allow this to continue to happen. Instead of support-
ing—which was the intention of the rum carry-over provision—the
people of the territories to help improve the standard and quality
of their lives, what we are doing is having millions of dollars go for
profits for companies that are not really producing the benefit for
these territories.

So I hope we can work with the chairman and the committee to
try to find the right balance here so that, at the end of the day,
we can pursue the original intention. Because otherwise I could see
very easily that there will be a tax on this program, to the extent
that they will seek to take it away, and it will be far worse for the
territories at the end of the day.

The CHAIRMAN. Thank you, Senator.

Senator Cantwell?

Senator CANTWELL. Thank you, Mr. Chairman. Thank you for
holding this hearing.

One of the issues—we have many tribes in the Northwest, and
my colleague from New Mexico asked about—well, many of my col-
leagues asked about the general welfare doctrine. But I am particu-
larly interested in the area of education, because Native Americans
have a lower high school graduation rate. In fact, I think it is
something like 23.5 percent who do not complete high school or the
equivalency of high school. So juxtapose that to, say, 4.7 percent of
whites, or 14 percent of Asians, and a whole host of other seg-
mentations.

So, when it comes to this issue of taxation and what is a general
welfare or social benefit program, you can have something like tui-
tion—and I certainly applaud Native American tribes across Amer-
ica for supporting continued education for their members. I think
this is a very, very positive sign. But my understanding is, we have
a lot of mixed signals here, so that you can have tuition that is cov-
ered under this social benefit or general welfare idea, but then
books or room and board are not. So, why is there a difference, and
what do you think we need to do to clarify this? So, either Pro-
fessor Robertson or President Porter.

President PORTER. Senator, I think that you have hit the nail on
the head when it comes to the challenge of administering in this
area. That is why I do not think there should ever be a tax ques-
tion when it comes to providing backpacks or pencils to children in
our nation, or any Indian nation in the United States. We are, in
many cases, not continuing education, we are starting it.

In our case, our language is almost gone, and we are trying to
re-install a language immersion school. We are trying to raise our
children in a way of life that Americans take for granted. But it
is the universal solution to our problems when we can provide a
strong education, and we have a multitude of issues with the po-
tential tax threat.

Even on the financing side, building schools, finding ways in
which we can provide for that, we need to make sure that those
opportunities are protected so that we can move forward with our
investments.

Senator CANTWELL. Doctor?
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Dr. ROBERTSON. I agree with President Porter. I would just sort
of amplify that I think the benefit of the exclusion applies to a mul-
titude of levels of education. It is not simply elementary education
or secondary, but a lot of tribes are providing monies to send their
members away to study medicine, to study law, to study business,
to study engineering, so that they can come back and help rebuild
the tribe’s health base, infrastructure, political institutions, that
sort of thing. All of this is seen as being for the good of the commu-
nity within those communities more than for the good of the indi-
vfi_dual, who then otherwise would be taxed on the receipt of a ben-
efit.

Senator CANTWELL. And so I would just assume that, aside just
from compliance, that the complexity of knowing what is and what
is not excluded is pretty hard to figure out. Is that correct?

Dr. ROBERTSON. Yes it is, under the status quo. And I do not
think the Service disagrees with that, as I understand from Com-
missioner Ingram’s testimony, which is why they are working with
tribes—and I think this is creditable—to try to figure out a way to
simplify these rules, if not eliminate them, which is President Por-
ter’s suggestion, which would simplify things.

Senator CANTWELL. Ms. Ingram, is there a simplification on this?

Ms. INGRAM. Well, as I mentioned before with Chairman Baucus,
we are very cognizant of this issue, which is why we have reached
out for input, and one of the categories we have asked specifically
for input on is in the area of education, as well as the area of cul-
tural practices, events, and issues. We have tried over the years to
figure out how to take the principles that were largely crafted in
the State and local government environment and translate those to
the more complex situation involving the Indian tribal community.

We have asked for, and continue to receive, a rich amount of
input about what kinds of activities people are doing and want to
do, and how these are either the same as what we currently allow
for States—and we need to be consistent with that—or to what ex-
tent it needs to be different. We are trying to listen to that input
to figure out what to do next.

Senator CANTWELL. Do you think there is a difference between
tuition and room and board?

Ms. INGRAM. I think there is both some information and misin-
formation about where we are in agreement or disagreement. One
of the things we are doing, in addition to the consultation sessions,
is tightening some of our coordination within our own organization
to see if we cannot eliminate some of the fact patterns where we
know already, without further discussion, that we should not be
questioning. I think this discussion will create areas—we hope—
where we can provide some broader, simpler ways for both of us
to address this and all the other issues that are being raised.

Senator CANTWELL. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Thank you all very much. This has been a very helpful hearing,
with very good points to very difficult questions. My thought is just
to move towards simplicity, and clearly repealing the essential gov-
ernment function provision will help make things a little more sim-
ple.
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But I also urge you to give us your ideas. I mentioned the wel-
fare provision. I did not get a chance to ask you, President Porter,
I know some of the tribes do very well with gaming. Your economic
opportunity zone looks very interesting, but I presume that would
not apply to gaming reservations. I say that in part because we in
Montana do not have the people for gaming.

President PORTER. Right.

The CHAIRMAN. It just does not work. Different tribes are dif-
ferent in different parts of the country. Just idle comments, unless
you have something to say.

Thank you all very, very much. I appreciate it.

The hearing is adjourned.

[Whereupon, at 11:08 a.m., the hearing was concluded.]






APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Hearing Statement of Senator Max Baucus {D-Mont.)
Regarding What Tax Reform Could Mean for Tribes and Territories
As prepared for delivery

There is a Crow proverb that says, “Man’s law changes with his understanding of man. Only the laws of
the spirit remain always the same.”

Qur desire to spur broad-based economic growth and give help to those who need it stays the

same. But our laws are ever-changing. And while some were well-intentioned, the 15,000 changes
made to the tax code since 1986 have created too much complexity and unfairness. Tax reform needs
to simplify the code in a way that creates jobs and encourages growth.

Today, we look at tax reform and how it affects Indian tribes and the United States’ five territories:
Puerto Rico; the U.S. Virgin Islands; Guam; American Samoa, and the Northern Mariana Islands.

Indian governments and the territories are in some ways similar to state governments; each provides
hospitals, public schools and law enforcement. But U.S. policies do not recognize tribal governments or
territories as states or fully-sovereign nations.

Instead, U.S. law is a patchwork of complicated rules for each territory. And for tribal governments, U.S.
policies are inconsistent. Tax policy is a microcosm of this inconsistency.

The unemployment rate on some reservations, such as the Northern Cheyenne reservation in Montana
and the Pine Ridge reservation in South Dakota, is 80 percent.

One in four Indians lives below the paverty line. American Indians’ median income is 31 percent less
than all other Americans. U.S. territories and commonwealths also suffer from high unemployment.

In the past, Congress has recognized the special status of tribal governments and the island territories
and taken steps through our tax policies to improve their economic conditions.

We provided accelerated depreciation for capital investments and an employment credit for businesses
located in Indian country. Congress also allowed businesses to claim a credit for the production of coal
from Indian land.

The accelerated depreciation provision brought jobs and economic activity to the Crow Tribe in
Montana when Westmoreland Coal used it to boost profits.

But there are issues with these provisions. Two-thirds of the state of Oklahoma qualifies as an eligible

Indian reservation under the accelerated depreciation provision and employment tax credit as
written. Perhaps the tax laws need to be better targeted.

(23)
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Congress should also level the playing field for tax-exempt bonds. States are currently allowed to issue
tax-exempt bonds for any public purpose. These bonds help governments access cheap capital to build
schools and court houses. States can also use them to finance tourism and economic development
projects like municipal golf courses, convention centers and hotels.

In contrast, tribal governments can only issue bonds for government buildings.- Their bonds have to pass
what's called an “essential government test.”

To address this inequity, in 2009, Congress authorized two billion dollars of tribal economic
development bonds for any purpose other than gambling facilities. The Treasury Department studied
the program, and it recommended Congress repeal the essential government test. We should do this as
part of tax reform.

Another area of concern for tribal governments is the application of the general welfare doctrine. This
doctrine allows governments to provide benefits to citizens without those benefits counting as taxable
income.

Tribes provide many benefits to their members including educational assistance and cultural awareness,
along with housing and meals. But it’s often unclear which benefits are eligible for the exemption. That
uncertainty is tough on families and tribal governments, and it's something we should fix.

For U.S. territories, federal tax law previously contained an economic activity tax credit and a
possessions tax credit to encourage investment. These credits expired at the end of 2005. Another
provision set to expire sends a portion of excise taxes on rum to two territories to help fund their
government operations. Today's hearing provides an opportunity to consider these issues in the context
of broader tax reform.

1 hope today’s witnesses will help us understand what roadblocks should be eliminated and what
incentives work for indian Country and the territories.

When | talk with tribes in Montana, they tell me the same thing ~ they want a better future for their
children and less reliance on the federal government. These are goals we all share.

So let us use tax reform as an opportunity to achieve those goals. Let us think outside the box. Let us
hear what might be done to help tribes and territories meet their goals.

And in the spirit of the Crow proverb, let us take this opportunity to make man’s law reflect our
common desires.

i
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~ Statement for the Record
United States Senate Committee on Finance
Hearing on Tax Reform: What It Could Mean for Tribes and Territories
May 15, 2012

Statement of Senator Mark Begich
Chairman Baucus, bRanking Member Hatch and Mgmbers of the Committee:

Thank you for the opportunity to submit this written statement for the record in connection with
the Committee’s Hearing on Tax Reform: What It Could Mean for Tribes and Territories. I am
writing to encourage the Committee to address a provision that is scheduled to expire on
December 31, 2012 that will greatly impact the economic well-being of the Alaska Native
community.

1 have introduced, along with Senator Murkowski, S. 1337, which would make permanent
Section 646 of the Internal Revenue Code, currently scheduled to expire on December 31, 2012.
Companion legislation, H.R. 2320, has been introduced in the U.S. House of Representatives by
Representative Young. In August 2011, the Joint Committee on Taxation estimated that the
permanent extension of Section 646 would cost $41 million over the 10-year budget window. 1
appreciate the fact that prior to the two-year extension of Section 646 as part of the Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Chairman Baucus had
proposed a permanent extension of the provision. See SA 4727 to H.R. 4853 (2010). Although
the permanent extension was not ultimately enacted, I appreciated his demonstration of support.

I would note that making Section 646 permanent is consistent with one of the stated goals of tax
reform, which is to address the compliance and administrative burdens associated with
temporary provisions currently in the Internal Revenue Code. Furthermore, as a matter of
Federal Indian policy, making Section 646 permanent will finally remove the cloud of
uncertainty as to whether Alaska Native Settlement Trusts are a viable vehicle to improve the
socio-economic condition of Alaska Natives in fulfillment of the ANCSA promise.

Section 646 allows Alaska Native Settlement Trusts to protect, for current and future generations
of Alaska Natives, valuable portions of their aboriginal land claims settlements under the Alaska
Native Claims Settlement Act (“ANCSA™). The trusts provide valuable economic and social
benefits to Alaska Natives, including cash distributions to provide for basic needs, educational
scholarships, cash payments to the elderly and funeral benefits. In the absence of these benefits,
many Alaska Natives would simply not have the means to provide for themselves and their
families.

Section 646 provides an elective regime that allows each Alaska Native Settlement Trust to
maximize the benefits it provides to Alaska Natives by providing for a trust-level tax at the
lowest individual rate in lieu of any beneficiary-level taxes, allowing contributions to a trust on a
tax-efficient basis, and providing streamlined administrative reporting.
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Section 646 has a unique procedural history, and it is for this reason alone (and not because of
any substantive deficiency in its policy merits nor revenue concerns about its cost) it is not
already a permanent part of the Internal Revenue Code. Section 646 was originally enacted,
along with several other provisions, as an unrelated, miscellaneous provision as part of the
Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”) which, because of
the need to use the budget reconciliation process, was subject to a December 31, 2010 sunset
provision. Rather than subsequently being made permanent, similar to other unrelated,
miscellaneous provisions in the 2001 tax legislation, Section 646 was extended for two years as
part of the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010
such that it is now scheduled to expire on December 31, 2012. Once again, the decision to enact
a two-year extension (rather than a permanent extension) was not attributable to substantive or
revenue considerations relating to Section 646 itself. Rather, it followed from a decision to enact
a simple two-year extension of all of the expiring provisions of EGTRRA without assessing the
merits of alternative extension periods for each expiring provision being extended. Thus, it is
fair to say that the current non-permanent status of Section 646 is an accident of the legislative
process. Therefore, I respectfully request that the Committee remedy this accident of the
legislative process and make permanent a provision that should have originally been passed.

In the event that Section 646 is not made permanent, I respectfully request that the provision first
be extended for as long as possible on such a vehicle and then subsequently be made permanent
as part of any longer-term fundamental tax reform effort.

Thank you again for the opportunity to submit this written statement for the record. Ilook
forward to working with the Committee to ensure that Section 646 is made permanent as soon as
possible to ensure that the important benefits that Alaska Native Settlement Trusts provide to the
Alaska Native community are continued. ‘

Respectfully submitted,

Senator Mark Begich
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STATEMENT OF HON. ORRIN G. HATCH, RANKING MEMBER
U.S. SENATE COMMITTEE ON FINANCE HEARING OF MAY 15, 2012
TAX REFORM: WHAT IT COULD MEAN FOR TRIBES AND TERRITORIES

WASHINGTON ~ U.S. Senator Orrin Hatch (R-Utah), Ranking Member of the Senate Finance
Committee, today delivered the following opening statement at a committee hearing
examining the impact of tax reform on tribes and territories:

Thank you Mr. Chairman. This hearing deals with two very important yet distinct topics
— tribal tax Issues and territory tax issues. | want to stress that | do not come into this hearing
with any preconceived agenda of how we ought to treat tribes and territories. Rather, we must
consider how we can be most productive on these matters when we undertake fundamental
tax reform.

With respect to tribal tax issues, certain of them, such as the general welfare exclusion,
seem to have been outstanding for several years, and this Committee needs to determine the
scope of actions to be taken when fundamental tax reform is finally realized.

Aside from the long-term implications for tax reform, there are short-term questions
concerning the subject matter of today’s hearing. Several so-called tax extenders explicitly
designed to aid Native American tribes, such as accelerated depreciation for business property
on Indian reservations, have actually expired. The credit for the production of Indian coal will
expire at the end of this year. If we are going to break out of the repetitive loop of short-term
extensions, we should not put off a discussion of these temporary measures, even prior to
comprehensive tax reform. .

| am also interested to hear about the tax treatment of territories. In a nutshell, even
though the people of the various possessions are United States citizens or nationals, most do
not pay tax to the federal government, but rather to their possession’s government.

Some U.S. possessions have a mirror tax code, with tax laws essentially identical to the
U.S. internal Revenue Code, simply swapping the name of the possession wherever the Internal
Revenue Code says United States. Yet others are given more autonomy to write their own tax
laws as they see fit.

In some ways, possessions are treated like foreign countries. in other ways, however,
they are treated like states. For example, research and development in a territory is eligible for
the R&D credit, just as if the R&D were performed in a U.S. state. However, income taxes paid
to a possession’s government are generally eligible for a U.S. foreign tax credit, just as if paid to
a foreign government. Of course, taxes paid to a state government are not creditable, and only
sometimes deductible.
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1 will be interested in understanding whether greater consistency in the tax treatment of
possessions is desirable or feasible.

1 share the Chairman’s dedication to thoroughness that this committee’s tax reform
hearings represent, and the emphasis they place on technical knowledge. | expect that this
hearing will make a worthy contribution to that effort.

HEH
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Testimony of Sarah H. Ingram, Commissioner, Tax Exempt and
Government Entities, Internal Revenue Service

Before the Senate Finance Committee

Tax Reform: What it Could Mean for Tribes and Territories

-May 15, 2012
Introduction

Good morning, Chairman Baucus, Ranking Member Hatch, and members of
the Committee.

| appreciate the opportunity to be here this afternoon to discuss how the
general welfare exclusion applies to tribal programs and to discuss tribally
issued tax-exempt bonds.

At the opening of my testimony, | want to acknowledge that the United States
has a unique government-to-government relationship with Indian tribes as set
forth in the Constitution of the United States, treaties, statutes, executive
orders, and court decisions. - The Office of Indian Tribal Governments within
the Internal Revenue Service (IRS) was created in response to requests by
tribal leaders. This office exists to facilitate the government-to-government
relationship and to assist tribes in meeting their Federal tax obligations.

The Principal Issues

We have two principal issues to discuss today: the general welfare exclusion
and tribally issued tax-exempt bonds.

General Welfare Exclusion

{ would like to first review the general welfare exclusion. Tribes, like all
governments, sponsor social welfare programs designed to support their
members. Of principal relevance to the IRS is whether payments made
through those social welfare programs are taxable. To be very clear, whether
this exclusion is or is not applied does not limit what benefits or social
programs Tribes can provide to their members. The question is whether the
provision of those benefits is excludable from general income under the
general welfare doctrine.

in order to provide context to this discussion | would like to bﬁefly explain
certain tax principles that apply to government social welfare programs, how
the IRS has applied these principles in the past to tribal social welfare
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programs, and what the IRS is doing in order to address the concerns of the
Indian tribal community on this topic. o

Brief Explanation of Tax Principles

The two concepts relevant to this discussion are gross income and the
Service’s administrative general welfare exclusion from gross income.

Section 61 of the Internal Revenue Code (Code) provides that gross income
includes alt income, from whatever source derived, unless a specific
exception in the Code applies. This provision establishes the general rule that
income will be taxed unless it is expressly excluded from taxation.

The general welfare exclusion is, however, a non-Code exception. Itis an
administrative exclusion that has been developed in official IRS guidance and
recognized by the courts and Congress over a fifty-five year period. See,
e.g., Rev. Rul. 63-136, 1963-2 C.B. 19; 6 Graff v. Commissioner, 673 F.2d
784 (5th Cir. 1982), affg. per curiam 74 T.C. 743 (1980); Bailey v.
Commissioner, 88 T.C. 1293 (1987).

Some have expressed a concern that guidance on the general welfare
exclusion lacks clarity because it is not found in the Code but in these other
forms of administrative guidance and court decisions that stretch over five
decades.

It is clear that the exclusion can apply to payments made by governmental
units, tribal or non-tribal. Although Code section 61 defines broadly the items
that are included in gross income, the IRS has consistently concluded that
payments made to individuals by governmental units, under legisiatively
provided social benefit programs, for the promotion of the general welfare, are
not includible in a recipient’s gross income. See, e.g., Rev. Rul. 74-205,
1974-1 C.B. 20; Rev. Rul. 98-19, 1998-1 C.B. 840.

To qualify under the general welfare exclusion, payments must: (1) be made
under a governmental program, (2) be for the promotion of general welfare
{i.e., be based generally on individual, family or other needs), and (3) not
represent compensation for services.

I'd like to emphasize that the general weifare exclusion applies equally to
general welfare program payments of all governments, tribal, federal, state,
and local.

Past Application of the Exclusion to Tribal Programs

The {RS does not have and never has had a special program for examining
tribal government social welfare programs. Historically, there were two
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primary ways that the IRS came to analyze tribal social welfare programs and
whether payments made through these programs qualified for the general
welfare exclusion.

One way that the IRS may come to examine a tribal program is for the tribe to
seek a letter ruling from the IRS on the tax implications of a certain program.
The IRS has historically provided all governments, tribal and non-tribal, with
the opportunity to seek a letter ruling to determine if a certain program
qualifies for the general welfare exclusion. Some tribes have availed
themselves of this process. However, the expense, time needed, and the
limited reliance provided by a letter ruling may have discouraged tribes from
seeking letter rulings for their programs.

The second way tribal social programs may come under review is through an
examination of a tribal government’s tax reporting compliance. The Code
requires all persons, including Indian tribal governments, to report certain
payments of $600 or more to the IRS. During an examination, a review of an
Indian tribal government’s books and records may show payments of $600 or
more to tribal members for social programs. These payments require further
consideration, because payments to which the general welfare exclusion
applies do not have to be reported.

The IRS always examines a program using the same three prong analysis of
the general welfare exclusion. There has not been significant concern voiced
to us regarding the first prong of this analysis: whether payments are being
made from a government fund or not. The comments we have received on
the application of the general welfare exclusion within the tribal context have
been on the second and third prongs of the analysis: whether the payments
are being disbursed based upon the needs of the recipient and whether the
payments constitute compensation received for services.

For example, in one private letter ruling, a tribe provided certain educational
assistance and benefit payments to its members who attended institutions of
higher learning and vocationa! or occupational training. Most tribal members
qualifying for assistance had an income below the national family median
income level. In this instance, it was determined that the educational
assistance payments were made to enhance educational opportunities for
students from lower-income families and, therefore, were excluded from gross
income because the payments were for the promotion of the general welfare.

In another ruling, it was determined that payments to participants in a {ribal
program designed to train unemployed and underemployed residents in
construction skills were exciuded from income under the general welfare
exclusion because the primary purpose was training, which is based on the
need for additional skills to prepare for the job market, and was not a payment
for the compensation of services.
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The difficulty in these examples and in applying the general welfare exclusion
has been that each application is fact specific and requires an independent
analysis. The historical and cultural context within the tribal government
context adds a layer of complexity to this analysis. Historically, Tribes have
expressed their concern to us that the IRS has not consistently applied the
general welfare exclusion.

The IRS Response to Tribal Concerns

At various points, different Tribes and Tribal leaders have voiced concerns
over the application of the exclusion provided under the general welfare
doctrine. This issue came up through various levels of consultation and
outreach with Tribes and Tribal leaders.

in November, 2011, in response to these consuitation sessions, various
meetings and general outreach with Tribes and Tribal leaders, and internal
IRS and Treasury discussions, the IRS issued Notice 2011-94, which invited
comments concerning the application of the general welfare exclusion to
indian tribal government programs. The purpose of the Notice was to begin a
specific consultation process with Tribes on how to find a solution that
addressed their concerns and improved clarity and consistency of the tax law.

The IRS has received over 65 written comments from Tribes and Tribal
leaders submitted in response to Notice 2011-94. We are still reviewing
those comments as we consider the next step in this process. Additionally,
the IRS and Treasury held a general welfare-specific consultation session in
conjunction with the White House Tribal Nations Conference on November
30, 2011. It was attended by over one hundred tribal representatives. On
March 8, 2012, Treasury and the IRS participated in a consultation session
hosted by the National Congress of American Indians in conjunction with their
annual conference and attended by approximately forty tribal representatives.
IRS and Treasury will host another consultation session through-
teleconference on May 30, 2012.

The IRS plans to publish written guidance that will address issues raised by
tribes in their comments. Our intent is that this published guidance, along
with improved internal coordination procedures, will provide increased clarity
and consistency of the application of the general weifare doctrine. in the
process of doing so, we will respond to many of the concerns which we have
heard through the written and in-person consultation sessions. Our goal is to
publish guidance as soon as possible. Tribal concerns are very important to
us and we look forward to working with tribes on this item in the future.
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Tribally Sponsored Tax-Exempt Bonds

The second topic of discussion is that of tribally issued tax-exempt bonds.
Tribes, like all governments, utilize tax-exempt bond financing as a means of
funding economic development. Today, | would like to provide a brief
historical background on tribal bonds and address what the IRS is doing to
facilitate the rate of tribal bond issuance.

Brief Historical Background of Tribal Bonds

The Indian Tribal Governmental Tax Status Act of 1982 added section 7871
to the Code. Among other things, this provision of the Code grants Indian
tribal governments the authority to issue tax-exempt bonds. This provision
does have a limiting provision. The limiting provision of section 7871
generally requires that proceeds of tribal tax-exempt bonds be “used in the
exercise of an essential governmental function.” Further, section 7871 also
provides that tribes are not allowed to issue private activity bonds except in
limited circumstances to finance certain manufacturing facilities. Since
enactment in 1982, we have consistently heard from tribes that these
requirements significantly limit the ability of tribes to fund certain projects and
that these requirements are unfairly restrictive in comparison to the more
flexible standard for tax-exempt bond financing that applies to State and local
governments.

The American Recovery and Reinvestment Act of 2009 (ARRA) created a
new type of tribal tax-exempt bond authority generally referred to as “tribal
economic development bonds” and authorized two billion doliars in bond
authority for the new bond program. Tribal economic development bonds are
not subject to the essential government function test applied to traditional tax-
exempt bonds for tribal governments. This key difference allows tribal
governments to fund projects that they would not historically have been
authorized to fund with tax-exempt bonds. In 2010, under ARRA, the IRS
allocated the authorized tribal economic development bond authority in two
tranches. The entire two billion dollar volume cap was allocated. Through
the end of 2011, however, less than three percent of the tribal economic
development bonds were ultimately issued. The IRS has consulted with
tribes and has received constructive feedback on causes of the low issuance
rate. Among other reasons, tribes have stated the low issuance rate was due
to the allocation period being too short, the new bond characteristics not
being readily understood, credit constraints impede access to the market for
fribes, and the national economic environment not being conducive to new
bond issuances.
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The IRS Response to Tribal Concerns

The IRS endeavors to facilitate tribal bond issuance by providing timely and
relevant guidance related to tribal bonds. in November, 2011, the IRS
formally solicited written comments from tribes on how to improve the
allocation process for tribal economic development bonds. Most of the two
billion dollars in fribal economic development bond voiume cap remains
available for re-allocation after administrative expiration of the unused
allocations at the end of 2011. The IRS received numerous written comments
from tribes and is reviewing the submitted comments in order to determine
what adjustments can be made in a revised allocation process in order to
facilitate an increase in the issuance rate. After carefully considering the
comments received, the IRS expects to issue public guidance in the near
future to announce a revised process for reallocating the unused bond
volume cap for Tribal Economic Development Bonds.

I am aware of the Administration’s commitment to strengthen and build the
government-to-government relationship between the United States and tribal
nations, and | appreciate the Committee’s interest in these matters. | also
wanted to highlight that the Treasury Department submitted a report to
Congress in December 2011 on the Tribal Economic Development Bond
provision which recommended a more flexible standard for tribal tax-exempt
bond financing similar to the standard that applies to State and local
governments. This report is available on the Treasury website (see
(http:/lwww.treasury.gov/resource-center/tax-policy/Documents/Tribal-
Economic-Development-Bond-Provision-under-Section-7871-0f-IRC-12-19-
11.pdf). Thank you for your patience as we work through the technical aspects
of administering the general welfare exclusion and facilitating tribal bond
issuance.

This concludes my testimony and | would be happy to answer'any questions
you might have.
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Federal Tax Reform and the Impact on the Territories

Chairman Baucus, Ranking Member Hatch, and Members of the Committee—on behalf of the
Congressional Research Service, I thank you for the opportunity to appear before you today.

1 have been invited here today to discuss how tax reform could affect the territories. In this
testimony, I will briefly summarize the U.S. tax treatment of the territories. 1 will then
discuss a selected number of expiring provisions (commonly referred to as tax extenders)
pertinent to the territories. Finally, I will outline how tax reform may affect the territories.

Federal tax reform will have an impact on the territories in two ways. First, American Samoa,
Guam, the Commonwealth of the Northern Marianas, and the U.S. Virgin Islands each mirror
the U.S. federal tax code. Simply put, this means the territories use the United States tax code

-as it is written, replacing the words “United States” with the territory name “U.S. Virgin
Islands,” for example. As a result, when the U.S, tax code changes so does their tax code in
these territories. Puerto Rico, in contrast, has an independent tax regime, though it is modeled
on the U.S. tax code. Secondly, there are specific provisions in the U.S. tax code that directly
benefit one or more of the territories. This group of provisions is often found in so-called
“extenders” legislation; three extenders are examined in this testimony.

Tetrritories and Taxation

The U.S. taxes residents and corporations located in the territories differently than if they
resided in the United States. For individuals residing in the territories, their tax treatment is
most similar to the tax treatment of foreign citizens. Generally, territorial residents are exempt
from federal taxes on territory-sourced income but are—with some exceptions—taxed on
income sourced in the U.S. In contrast, U.S. residents are subject to federal taxes on their
territory-source income as if it were foreign-source income. However, territorial taxes can
generally be claimed as foreign tax credits to offset U.S. tax liability. Thus, as with foreign-
source income, the United States concedes primary tax jurisdiction to the territory where the
income is earned. With some exceptions, it retains primary tax jurisdiction over U.S. sourced
income earned by territorial residents.

Corporations chartered in the territories are treated like foreign-chartered corporations under
the Internal Revenue Code (IRC). In principle, they are exempt from federal taxes on
territorial income; U.S. firms that invest in the territories through subsidiaries can—at least
potentially—defer federal taxes on territory earnings. Generally, U.S. taxes are paid only when
earnings are repatriated to the domestic parent, with the U.S. tax reduce by the foreign tax
credit. In the past, most U.S. firms that operated in the territories, however, chose instead to
use the now expired possessions tax credit (IRC Sec. 936).

The impact of United States tax reform on the territories would depend in large part on the
specifics of U.S, tax reform and how the territories responded to the changes. One option
would be for these territories to decouple from the mirror system. American Samoa, Guam,
and the Commonwealth of the Northern Martanas each have pending negotiations with the
U.S. about ending the mirror system and coordinating with the United States on a new
territory tax system. This option would allow the territories to be largely unaffected by U.S.
tax reform, unless they choose to enact similar reforms. Alternatively, continuing with the
mirror system the territories would incorporate the federal changes.” If the changes focus on
increasing the progressivity of the federal tax code with higher rates for higher income

! These are the five major territories. American Samoa, Guam, and the U.S.V 1. are “possessions”
whereas the Northern Marianas and Puerto Rico are “commonwealths.”
2 The U.8. Virgin Islands does not have the option of implementing an independent tax structure,
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earners, the impact on the territories would likely be muted as average income is significantly
lower in the territories. In any case, this option would effectively cede control of the
territories’ tax systems to the U.S.

Puerto Rico

Puerto Rico (PR) levies separate individual and corporate income taxes under the Puerto Rico
Internal Revenue Code. The U.S. Internal Revenue Code, section 933, deems that income
earned by a bona fide PR resident from sources inside PR is excluded from U.S. income. The
Puerto Rican income tax is structured with generally lower statutory rates, compressed bracket
ranges, and lower exemption amounts.” Rates range from 7% to 33