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1) Overview

Despite “common knowledge” to the contrary, the income of most Americans is not subject to the
United States federa income tax. The drict limits on federd power imposed by the Condtitution
prohibited Congress from imposing a tax on the income of United States citizens who live and work
exclusively within the 50 gtates, and the federd statutes and regulations demondrate that Congress did
not impose such atax. This was not due to an oversght, or to some technicad imperfection in the
legidative process. Congress never even attempted to impose such atax. Instead, a limited income
tax was imposed, and was worded in such a way to give the impression that it was gpplicable to the
income of most Americans. However, a more in-depth study of the federd statutes and regulations
revedsthat the tax is far more limited in scope than the public has been led to bdlieve.

While following the proof of this may require concentration, it does not require any “legp of fath,” or
any questionable “interpretation” of the law. Thelega system of the United States is a system of written
law, and the words in the law mugt inform individuds of exactly what the law requires. Therefore, an
accurate determination of what the law requires can be accomplished only by an examination of the
relevant legad documents themselves, without regard for preconceived assumptions about whet the law
says. Despite the enormous, complex maze of federal statutes and regulations built up by government
lavyers over the years, written in what is virtudly a foreign language to most (sometimes cdled
“legaless’), the truth is Hill quite provable, as will be shown below.

Though many have complained about and/or ressted the federal income tax, the truth is that most
Americans have no reason a dl to “protest” the law. The federd income tax is neither invaid nor
uncondiitutional. The tax complies fully with the drict Conditutiond limitations on the power of
Congress.

What does warrant protest and demand for correction is how the tax has been (and continues to be)
grossy misrepresented to the American people, and misapplied by federa employees, most of whom
are ignorant of the truth. Many citizens have been harassed, robbed, and imprisoned unjustly, and the
few in government who knew the truth did nothing to stop it. Political power has long been associated
with dishonesty and deception, but the misrepresentation of the federa income tax (referred to below as
“the Great Deception”) congtitutes the most massive fraud in the history of the United States. (It ismore
a conspiracy of ignorance than a congpiracy of secrecy, meaning that most of those involved in the tax
industry, including the IRS and tax professonds, are guilty of incompetence and ignorance, rather than
intentional deceit.)

This report will use the federal statutes and regulations themsalves to document that the scope of the
federd income tax is far more limited than the public generdly bdieves. It will be shown tha while
many types of “income’ can be taxable, they can be taxable only if they come from specific taxable
activities (ak.a. “sources’), and it will be shown that the taxable “sources’ apply only to those engaged
in internationa or foreign commerce, but do not apply to United States citizens living and working
exclusvely within the 50 Sates.
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All nonritalicized comments (in brackets) within a citation in this report are comments of the author, and
do not appear in the text itsdf. Also, dl underlined emphasis within citations has been added by the
author.

(After the body of the report, a “Test For Tax Professionals’ is included, for those who doubt the
conclusions of thisreport.)

2) TheBasics

The laws enacted by Congress through the legidative process are compiled into statutes in the 50
“Titles’ of the United States Code. Each “Title€’ dedls with a category of law, and Title 26 isthe federa
tax title, often cdled the “Internd Revenue Code.” A federal agency then has the duty (assigned by
Congress) to implement and enforce the statutes by writing and publishing regulations, which explain that
agency’s interpretation of the datutes, as well as setting the rules which govern how the agency will
enforce the statutes. The regulations, when published in the Federal Regidter, are the officid notice to
the public of what the law requires of them (under the Federa Register Act, Title 44 of the United
States Code), and are hinding on the federd agencies (including the IRS). For federd taxes, the
Secretary of the Treasury is authorized to write such regulations.

“Sec. 7805. Rules and regulations
(a) Authorization - ... the Secretary [of the Treasury] shall prescribe all needful rules and
regulations for the enforcement of this title [meaning Title 26]..." [26 USC § 7805]

(The citation “26 USC § 7805" refersto Section 7805 of the statutes of Title 26, with “USC” meaning
“United States Code.” The symbol “8” means “section.” Citaions of regulations are amilar, but
contain “CFR” ingtead, meaning “ Code of Federd Regulations.”)

Section 1 of the Title 26 datutes imposes the “income tax” in five different categories (unmarried
people, married people filing jointly, etc.). In each case, the wording reads “there is hereby imposed
on the taxable income of...” The law generdly defines “taxable incomé’ in the following section of
the statutes:

“Sec. 63. Taxable income defined
(a) Ingeneral - ...the term "taxable income" means gross income minus the deductions
allowed by this chapter...” [26 USC § 63]

In other words, when someone determines his “gross income” and then subtracts dl dlowable
deductions, the remainder is “taxable income” So for incometo be “taxable income” it mugt first be
“grossincome” Thefollowing section of the Statutes gives the generd definition of “gross income’:

“Sec. 61. Grossincome defined
(a) General definition - ... gross income means all income from whatever source derived,
including (but not limited to) the following items:
(1) Compensation for services...;
(2) Grossincome derived from business;
(3) Gains derived from dealings in property;
(4) Interest;... [moreitemslisted]” [26 USC § 61]
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This is the point a which many tax “experts’ er, ether by assuming that the “items’ of income listed
condtitute “sources’ of income, or by assuming that “from whatever source derived” meansthat dl of
the “items’ of income lised, regardless of where they come from, are subject to the “income tax.”
Both of these assumptions are provably incorrect. (The difference and relationship between “items’ and
“sources’ will be explained below.)

3) English vs. L egalese

In our system of written law, Congress may use a term to mean dmost anything, as long as the law itsdlf
defines that meaning. When the written law explains the meaning of a term used in the law, sandard
English usage becomes irrdevant. For example, by the definition in 26 USC 8§ 7701(a)(1), the term
“person” includes estates, companies and corporations (in addition to individuas). While no one would
cal Wamart a “person” in everyday conversation, Wamart is a “person” under federa tax law. The
legd use of aterm is often significantly different from basic English, and therefore reading one section of
the law aone can be very mideading.

As a good example, 26 USC 8 5841 states that “[t]he Secretary [of the Treasury] shall maintain a
central registry of all firearmsin the United States which are not in the possession or under the
control of the United States.” The law has a far more limited gpplication than this section by itsdf
would seem to imply. In 26 USC 8 5845(a) it is made clear that the term “firearm” in these sections
does not include the mgority of rifles and handguns (while the term “firearm” in basic English obvioudy
would), but does include poison gas, slencers and land mines. The average citizen reading the law will
naturaly tend to assume that he aready knows what the words in the law mean, and may have difficulty
accepting that the legal meaning of the words used in the law may bear little or no resemblance to the
meaning that those words have in common English. For example, reading the phrase “all firearms’ in
Section 5841 in a way that excludes mog rifles and handguns is contrary to inginctive reading
comprehension. (But any lawyer reviewing Sections 5841 and 5845 would confirm that such areading
would be absolutely correct) Reading one section of the law without being aware of the legal
definitions of the words being usad can give an entirely incorrect impression about the gpplication of the
law.

As demondtrated, sometimes the apparent meaning of a smple phrase in the law is very different from
the legd meaning. The “income tax” is imposed on “income from whatever source derived.” If the
law did not explain what congtitutes “sources of income,” then the law would be interpreted using basic
English. However, the law does explain what the term means, and therefore sandard English usage is
irrelevant.

4) Sour ces of Income

To review, the “income tax” is imposed on ‘taxable income”™ which means “gross income’ minus
deductions. ‘Gross income’ is defined in 26 USC § 61 as ‘all income from whatever source
derived.” The phrase “from whatever source derived” may initialy appear dl-encompassing, but for
the specifics about “income from sources,” the reader of the law is repeatedly referred to Section 861
and following (of the gtatutes) and the related regulations.
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For example, in all three mgor printings of Title 26 (the “United States Code,” the “United States
Code Annotated,” and the ‘United States Code Service”), Section 61 itself has cross-references
gmilar to the following:

“Sec. 61. Gross income defined... gross income means all income from whatever source
derived...

Income from sources -
Within the United States, see section 861 of thistitle.
Without the United Sates, see section 862 of thistitle.”

So the section which generdly defines “gross income” specificaly refers to 26 USC 8§ 861 regarding
income from “sources’ within the United States. A smilar reference is dso found in the indexes of the
United States Code, which (dthough they vary somewhat in the exact wording) have entries such as.

“Income tax
Sources of income
Determination, 26 § 861 et seq...
Withinthe U.S,, 26 § 861"

Again, income from “sources’ within the United States is specifically dedt with by Section 861, and
“determination” of sources of income is aso dedt with by Section 861 and the following sections.

(It should be mentioned that neither the cross-references nor the indexes are technically the law, but
they are indications of how the law works. Unless someone wants to claim that they areincorrect, they
are dill interesting indicators. And, aswill be shown, they are not necessary for proving the relevance of
26 USC § 861 anyway.)

Sections 79, 105, 410, 414 and 505 each identify Section 861 as the section which determines what
congtitutes “‘income from sources within the United Sates,” and Section 306 even uses the phrase
“part | of subchapter N (sec. 861 and following, relating to deter mination of sources of income).”

As shown, 26 USC § 861 and following (which make up Part | of Subchapter N of the Code) are very
relevant to determining what is congdered a “source of income,” and Section 861 in particular dedls
within income from “sources’ within the United States. Not surprisingly, Section 861 is entitled
“Income from sources within the United Sates,” and the first two subsections are entitled “Gross
income from sources within United States” and ‘Taxable income from sources within United
Sates” Section 861 is dso the first section of Subchapter N of the Code, which is entitled “Tax
based on income from sources within or without the United States.” Clearly thisisrdevant to atax
on “income from whatever source derived.”
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As mentioned before, the statutes passed by Congress are interpreted and implemented by
regulations published in the Code of Federd Regulations (“CFR”) by the Secretary of the Treasury.

While the Index of the statutes (USC) is not technicdly the law (as mentioned above), the law does
require that a “general index to the entire Code of Federal Regulations shall be separately printed
and bound” (44 USC § 1510). The courts have stated that publishing a regulation in the Federd

Register “makes it effective against the world,” but added that without the “retrieval mechanism
provided by an adequate index,” individuas might not be adle to find the rules which apply to them, so
Congress required the index. The purpose for this requirement was to “eliminate secret law,” and the
courts stated that “the indexing obligation is a central and essential feature of this congressional

plan” (580 F.2d 1166 (3rd Cir., 1978)).

The reason thisisimportant is that the Index of the CFR, under “Income taxes,” has an entry that reads
“Income from sources inside or outside U.S, determination of sources of income, 26 CFR 1
(1.861-1--1.864-8T).” This s the only entry in the Index relating to income from sources within the
United States. The Code of Federal Regulations, including the Index, isthe officid natification to the
public of what the law requires of them.

Regarding “determination of sources of income” and “income from sources inside or outside
U.S.,” the Index refers the reader to 26 CFR 8§ 1.861-1 and following (which are the regulations
corresponding to Section 861 of the statutes). These regulations fadl under the heading
“Determination of sources of income” The following is how these regulaions begin:

“Sec. 1.861-1 Income from sources within the United States.
(a) Categories of income. Part | (section 861 and following), subchapter N, chapter 1 of
the Code, and the regulations thereunder determine the sources of income for purposes of
theincometax.” [26 CFR § 1.861-1]

The meaning of this is unmistakable. The “income tax” is imposed on “income from whatever source
derived,” and Section 861 and following, and the related regulations, determine what is consdered a
“source” of income “for purposes of the income tax.” The firgt sentence of the regulations under 26
USC 8 861 has stated this since 1954, when Section 861 first came into existence. Note that these
define “the” sources of income subject to the tax, meaning there are no others. Therefore, the
meaning of “income from whatever source derived” (the definition of “gross income’ in Section 61)
is limited by Section 861 and following sections, and the related regulations. The meaning of the phrase
“whatever source”’ depends completely on the meaning of the word “source.” The word “whatever”
does not expand the meaning of “source” any more than the phrase “all firearms’ (in the example
above) expands the legd meaning of the word “firearm.”

(In the citation “26 CFR 8 1.861-1" the “26” refersto Title 26, the “1” after “CFR’ refersto Part 1 of
the regulations (“Income Taxes”), and the “.861” refers to Section 861 of the statutes.)
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The above quote from the regulations (26 CFR § 1.861-1) dso refutes the common but incorrect
position that the “items’ of income listed in Section 61 are “sources,” snce Section 61 is obvioudy not
the section which “determine[s] the sources of income for purposes of the income tax.”

(There is a chart a the end of this report showing the outline of Part | of Subchapter N and related
regulaions, and showing the location and context of many of the citations used in this report.)

While the significance of Section 861 and the related regulations may be obvious, the point needs to be
thoroughly proven, since most tax professonas concede that Section 861 and the related regulations
are not about the income of United States citizens living and working excdusvey within the United
States.

(The title of Part | of Subchapter N (of which 861 is the firgt section), as it gppears in the Government
Printing Office verson of the Code, hints at the limited nature of the tax: “Source rules and other
general rules relating to foreign income” (See page 29 regarding the title of Part I.) Under the
usud overly-broad (and incorrect) interpretation of the legal scope of the term “gross income” this
would appear as a contradiction, since “Income from sources within the United States’ (the title of
Section 861) would at first glance seem to be the opposite of “foreign income” The specific taxable
sources shown later demongtrate that income from within the United States can be taxable only if
received by certain individuas outside of the United States, thus making the income foreign income.
But while the title of a part of the statutes may indicate what that part is about, it should be mentioned
that 26 USC § 7806(b) states that such titles do not change the actual meaning of the law.)

5) Determining Taxable lncome

In addition to the fact that Section 861 and following, and rdated regulaions, determine what is
considered a “source” of income subject to the income tax, the regulations adso repeatedly Sate that
these are a S0 the specific sections to be used to determine “gross income’ and “taxable income’ from
sources within and/or without the United States.

“Rules are prescribed for determination of gross income and taxable income derived from
sources within and without the United States, and for the allocation of income derived
partly from sources within the United States and partly without the United States or within
United Sates possessions. 88 1.861-1 through 1.864. (Secs. 861-864; *54 Code.)”
[Treasury Decision 6258]

The sections which are specificdly for determining taxable income from sources within the United
States are 26 USC 8 861(b) of the statutes, and the corresponding regulations found a 26 CFR §
1.861-8. (The regulaions under Section 63, the section defining ‘taxable income” do not explain
how to determine taxable income)) While the revance of these sections may quickly become obvious,
the repeated documentation is important since most tax professonds are dready aware that these
sections are not about the income of most Americans.
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Section 861(b) (as mentioned above) is entitled “Taxable income from sources within United
Sates.” This section dates that taxable income from sources within the United States is the gross
income described in 861(a) minus alowable deductions. The regulations under Section 861 state (in the

first paragraph):

“The statute provides for the following three categories of income:

(2) Within the United States. The gross income from sources within the United Sates...
See Secs. 1.861-2 to 1.861-7, inclusive, and Sec. 1.863-1. The taxable income from sources
within the United Sates... shall be determined by deducting therefrom, in accordance with
sections 861(b) and 863(a), [alowable deductions]. See Secs. 1.861-8 and 1.863-1.” [26 CFR
§1.861-1(a)(1)]

(The other two categories of income are income from “without” (outside of) the United States, dedlt
with by Section 862 and related regulations, and income from sources partly within and partly without
the U.S,, dedlt with by Section 863 and related regulations.)

As the above citation gates, items of “gross income’ from sources within the U.S. are dedt with by
861(a) of the statutes and 1.861-2 through 1.861-7 of the regulations. Taxable income is determined
by 861(b) of the datutes, and the corresponding regulations in 1.861-8. These regulations are
predictably entitled “Computation of taxable income from sources within the United Sates and
from other sources and activities,” and reiterate the point:

“Sections 861(b) and 863(a) state in general terms how to deter mine taxable income of a
taxpayer from sources within the United States after gross income from sour ces within the
United Sates has been determined.” [26 CFR § 1.861-§]

In the regulations under Section 863 (concerning income from sources indde and outsde the U.S), the
following is Sated:

“Deter mination of taxable income. The taxpayer's taxabl e income from sources within or
without the United States will be determined under the rules of Secs. 1.861-8 through
1.861-14T for determining taxable income from sources within the United Sates.”

[26 CFR § 1.863-1(c)]

(The vast mgority of tax professonds do not use these sections to determine taxable income from
sources within the United States. At this point, the average citizen reading this report may guess that
there must be some “context,” o some other section, or something somewher e which would judtify the
tax professonds blatantly disregarding and disobeying the clear language used in the citations shown
above. Thereisnot.)

Note that sections 1.861-8 and following of the regulaions are identified as the sections “for
determining taxable income from sources within the United Sates,” aswell as being the sectionsto
be used whether the income is from sources within or without the United States. A similar structure
occursin the regulations under Section 862 (dedling with income from outside of the United States):

“ (b) Taxable income. The taxable income from sources without the United States... shall
be determined on the same basis as that used in Sec. 1.861-8 for deter mining the taxable
income from sources within the United States.” [26 CFR § 1.862-1]
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Section 1.863-6 of the regulations (deding with income from within a foreign country or federd
possession) aso identifies sections 1.861-1 through 1.863-5 as gpplying “[t]he principles... for
determining the gross and the taxable income from sources within and without the United
Sates.” Over and over again it is shown that 26 USC 8 861(b) of the statutes and 26 CFR 8§ 1.861-8
of the regulations are to be used to determine the taxable income from sources within the United States.

6) Specific Sources

Section 861 of the Statutes uses generd language thet at first seemsto gpply to dmost al income coming
from within the United States.

“Sec. 861. Income from sources within the United States
(a) Grossincome from sources within United States

The following items of gross income shall be treated as income from sour ces within the
United States:

(2) Interest

Interest from the United Sates or the District of Columbia...

(2) Dividends

The amount received as dividends...

(3) Personal services

Compensation for labor or personal services performed in the United Sates; except...
[other items listed]” (26 USC § 861)

As with Section 61, it is easy to miscondrue this list of “items’ as being aligt of “sources” which it is
not, and the regulations related to Section 861 prove this. (And, as will be shown later, the older
regulations and statutes make the correct application of the law crysta clear.)

The regulations in Section 1.861-8 begin by saying that Section 861(b) of the statutes describes “in
general terms’ how to determine taxable income from sources within the United States. These same
regulations later specify that Section 861 is about items of income derived from “specific sources.”

“(ii) Relationship of sections 861, 862, 863(a), and 863(b). Sections 861, 862, 863(a), and
863(b) are the four provisions applicable in determining taxable income from specific
sources.” [26 CFR § 1.861-8(f)(3)(ii)]

In the first paragraph of Section 1.861-8 of the regulations (the section ‘for determining taxable
income from sources within the United States”), it is again made clear that the section applies only to
the listed “items’ of income when derived from “specific sources.”

“The rules contained in this section apply in determining taxable income of the taxpayer
from specific sources and activities...” [26 CFR § 1.861-8(a)]

Again, a few paragraphs later, in defining the term “statutory grouping,” these regulations again state
that taxable income must come from a “specific source.”
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“...the term ‘statutory grouping’ means the gross income from a specific source or activity
which must first be determined in order to arrive at ‘taxable income from which specific
source or activity...” [26 CFR § 1.861-8(a)(4)]

In 26 CFR § 1.861-8(f)(1) it is again made clear that Section 1.861-8 (the section “for determining
taxable income from sources within the United States”) is gpplicable only to income derived from
“gpecific sources.”

“...the determination of taxable income of the taxpayer from specific sources or activities
and which gives rise to statutory groupings [see previous citation] to which this section is
applicable...” [26 CFR § 1.861-8(f)(1)]

From these it is clear that the term “source” as used in Sections 61 and 861 does not Smply mean any
activity from which income is derived. (If it did, there would be no need for Section 861 and following,
and related regulations, to “determine the sources of income for purposes of the income tax.”) The
following citations show that Section 1.861-8(f)(1) lists the “specific sources’ of income subject to the
income tax.

Again, the first paragraph of 26 CFR § 1.861-8 dates the following (the meaning of ‘operative
section” will be explained below):

“The rules contained in this section apply in determining taxable income of the taxpayer
from specific sources and activities under other sections of the Code, referred to in this
section as operative sections. See paragraph (f)(1) of this section for a list and description
of operative sections.” [26 CFR § 1.861-8(a)(1)]

The definition of “statutory grouping” (mentioned above) aso refers to “paragraph (f)(1)” astheligt of
“gpecific sources.”

“[T]he term * statutory grouping’ means the gross income from a specific source or activity
which must first be determined in order to arrive at ‘taxable income’ from which specific
source or activity under an operative section. (See paragraph (f)(1) of this section.)” [26
CFR § 1.861-8(8)(4)]

The regulations twice identify “paragraph (f)(1) of this section” (26 CFR § 1.861-8(f)(1)) asthe list
of specific sources. Paragraph (f)(1) itsef confirms this again, and then lists the “specific sources’
subject to the income tax:

“The operative sections of the Code which require the determination of taxable income of
the taxpayer from specific sources or activities and which gives rise to statutory groupings
to which this section is applicable include the sections described below.

() Overall limitation to the foreign tax credit...

(i) [Reserved]

(ii1) DISC and FSC taxable income... [internationa and foreign sales corporations)

(iv) Effectively connected taxable income. Nonresident alien individuals and foreign
corporations engaged in trade or business within the United States...

(v) Foreign base company income...
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(vi) Other operative sections. The rules provided in this section also apply in determining-
(A) The amount of foreign source items...
(B) The amount of foreign mineral income....
(C) [Reserved]
(D) The amount of foreign oil and gas extraction income...
(E) (deslswith Puerto Rico tax credits)
(F) (dedswith Puerto Rico tax credits)
(G) (dedswith Virgin Idandstax credits)
(H) The income derived from Guam by an individual ...
() (dedswith China Trade Act corporations)
(J) (dedswith foreign corporations)
(K) (dedswith insurance income of foreign corporations)
(L) (deals with countries subject to internationa boycott)
(M) (deds with the Merchant Marine Act of 1936)” [26 CFR § 1.861-8(f)(1)]

None of these “sources’ apply to United States citizens who live and work exclusvely within the United
States. (Federd “possessions,” such as Guam, Puerto Rico, etc., are consdered foreign under the
law.) Thisisthe only list of “sources’ in Part | of Subchapter N, or the regulations thereunder, which
(asthe regulations say) “determine the sources of income for purposes of the income tax.”

The next subsection (1.861-8(g)) gives examples about how 26 CFR § 1.861-8 works, and states that
“[iln each example, unless otherwise specified, the operative section which is applied and gives
rise to the statutory grouping of gross income is the overall limitation to the foreign tax credit
under section 904(a),” again showing that there must be some “operative section” in order for the
section to gpply, and in order for there to be taxable income.

S0, to review, the sections which “deter mine the sour ces of income for purposes of the income tax”
(namdy, 861 and following and related regulations) apply only to income from the “specific sources”
listed in 26 CFR § 1.861-8(f)(1). Most people do not receive income from these “sour ces of income
for purposes of the income tax,” and most people do not, therefore, receive “income from whatever
source derived” (the genera definition of “gross income’) subject to the income tax.

7) Operative Sections

The earlier sections of Title 26 (namey 26 USC 61 and following) ded with types of incomethat may
be taxable (such as compensation for services). However, these sections do not specify where the
transaction is taking place, or who is recelving the income.  Obvioudy not everyone on earth who
receives “compensation for services’ is taxable under U.S. law. A separate part of the law, found in
Subchapter N, deals with what types of commerce generate taxable income.

Subchapter N is entitled “Tax based on income from sour ces within or without the United Sates.”
As the title suggests, this subchapter explains when income from within or without the United States is
subject to the income tax. The titles of the five “Parts’ of Subchapter N are ‘Determination of
sources of income*” (Part 1), “Nonresident aliens and foreign
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corporations’ (Part 11), Income from sources without the United States’ (Part I11), “Domestic
international sales corporations’ (Part IV), and “International boycott determinations” (Part V).
(* See page 29 regarding the title of Part | of Subchapter N.) Parts Il through V are obvioudy not
about U.S. citizens who live and work exclusvely within the dates. The statutes of Part | of
Subchapter N (beginning with 26 USC § 861) give generd rules about “within” and “without,” but the
regulations thereunder make it clear that these rules gpply only b the taxable activities described
throughout the other “Parts’ of Subchapter N.

“(ii) Relationship of sections 861, 862, 863(a), and 863(b). Sections 861, 862, 863(a), and
863(b) are the four provisions applicable in determining taxable income from specific
sources.” [26 CFR § 1.861-8(f)(3)(ii)]

This term “specific sources’ is used in three other places in the regulaions, every one of which
specificaly refers to taxable activities described in the “operative sections’ of the statutes throughout
Subchapter N (which are listed in 1.861-8(f)(1) of the regulations). In other words, while the
regulations list the taxable activities dl in one place (26 CFR § 1.861-8(f)(1)), the statutes describe
those taxable activities in various sections throughout Subchapter N. The “specific sources’ liged in
the regulations each refer pecifically to sections of the statutes (caled “operative sections’) describing
those activities. For example, item ‘(iv)” on the lis in 1.861-8(f)(1) specificdly refers to sections
871(b)(1) and 882(a)(1) of the satutes, which state the following:

“A nonresident alien individual engaged in trade or business within the United Sates...
shall be taxable as provided in section 1...” [26 USC § 871(b)(1)]

“A foreign corporation engaged in trade or business within the United States... shall be
taxable as provided in section 11[*]..." [26 USC § 882(a)(1)]

(* Section 11 imposes the income tax on corporations, Section 1 imposesit on individuals)

Here the datutes dtate that these specific activities (or “sources’) may produce taxable income. If an
“item” of income (such as compensation for services) derives from the activity described in this
“operative section,” that income is subject to the income tax. The “shall be taxable” phrase would be
entirdy unnecessary if “‘from whatever source derived”’ had the broad meaning that the usud (and
incorrect) interpretation of the law givesit.

There is no such “shall be taxable” phrase, nor any “operative section” describing an activity in which
a United Staes citizen living and working exclusively within the 50 states receives income from within
the 50 states. The regulations under Section 861 make it clear that the “items’ of income must derive
from a taxable source or activity described in an “operative section” of the dtatutes in order to be
taxable. Other income does not legally condtitute “income from whatever source derived.”

The following andogy may help to darify the matter of “items’ of income and “sources’ of income.

Suppose that there was a law imposing atax on “Zonkaos,” and that the law defined “Zonkos’ as “dll

toys from whatever store derived, including the following toys: plagtic cars, dalls, yoyos” etc. Then the
law dtated that another section “ determines the stores for purposes of the Zonko tax,” and that section
lised “Bob’'s Toys” “Toy City,” and “ToyWorld” as*“toy stores.”
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In this example, there would be two distinct aspects of the term “Zonko™: whether an item is a taxable
“toy,” and whether it comes from ataxable “store.” Both criteriawould have to be met for it to legdly
conditute a“Zonko.” For example, a baby bottle bought at ToyWorld would not be a*Zonko” (even
though it came from a“gore’), if baby bottles are not within the lega definition of “toys” Also, a dall
bought from “Chuck’s Bargain Basement” adso would not bea*Zonko” (even thoughitisa“toy”), asit
did not come from something within the legd meaning of “gore” A yoyo from Toyworld would be a
“Zonko” asitishboth a“toy” and comesfrom a*“sore.”

Smilarly, if an “item” of income (such as dividends) does not come from a taxable “source’ or activity
(such as a foreign corporation doing business within the United States), it does not condtitute “gross
income” While the law goes to great length to specify which “items’ of income may be included in
“gross income,” the other condition must till be met in order for those items to be taxable: they must
derive from ataxable “source’ or activity under an “operative section” of Subchapter N (as explainedin
Section 1.861-8(f)(1) of the regulations). (Note that the definition of “gross income’ includes both
criteria “all income from whatever source derived.”)

8) Summary of Current L aw

The current statutes and regulations show the correct, limited application of the “income tax” imposed
by 26 USC § 1, which is in conflict with what the public generdly believes regarding the matter. To
ummarize,

26 USC 8 1 imposes the income tax on “taxable income”

26 USC § 63 defines “taxable income’ generdly as “gross income’ minus deductions.

26 USC § 61 defines “gross income’ generdly asincome “from whatever source derived.”
26 USC 88 861 - 865, and related regulations, determine the taxable “sour ces of income.”
26 CFR 8§ 1.861-8 shows that the taxable “sources of income” apply only to those engaged in
internationd or foreign commerce (including commerce within federal possessons).

9) Taxing Power

While the current statutes and regulations document the limited gpplication of the federd incometax, it is
important to explain the reason why such alimit exiss. Without an explanation of why thelaw isasitis,
the conclusion may be unbelievable to some (regardiess of the actud evidence). Certainly the limitation
was not due to Congress not wanting to tax al income. Without some obstacle to Congress power,
the tax which most people now believe exids (a tax on the income of most Americans) would certainly
have been imposed.

According to the Supreme Court, the broad and generd wording which Congress used to define “ gross
income’ was intended to tax al income within their power to tax.

“This Court has frequently stated that this language [defining “grossincome’] was used by
Congressto exert in thisfield ‘the full measure of its taxing power.’””
[Commissioner v. Glenshaw Class Co., 348 U.S. 426 (1955)]
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This ruling is speaking specificaly of Section 22(a) of the Internal Revenue Code of 1939, which isthe
predecessor to the current 26 USC 8§ 61. Congress has stated that the scope of “grossincome’ did not
change when the law was rearranged and reworded. (It should be mentioned that the current tax code
is bascdly just the income tax of 1913, but with many amendments over the years adding, removing,
rewording, and renumbering various sections. The fundamenta nature and origin of the tax remans
intact.)

The generd language of the definition of “grossincome’ (past and present) may give an initid impresson
of an unlimited tax on the income of every individud. However, the meaning of a saute passed by
Congressis limited to those matters which the Congtitution puts under federal jurisdiction.

“It is elementary law that every statute isto be read in the light of the constitution.
However broad and general its language, it cannot be inter preted as extending beyond
those matters which it was within the constitutional power of the legislature to reach.”
[McCullough v. Com. Of Virginia, 172 U.S. 102 (1898)]

(Notice that thisis not someradica decison, but is consdered “elementary law.”)

In aher words, a statute may be more redtricted that its generd wording suggests. The above case
goes on to say that Condtitutiona redtrictions are to be assumed when reading a datute (Sate or
federd), even though they are not stated.

“So, although general language was introduced into the statute of 1871, it is not to be read
asreaching to mattersin respect to which the legislature had no constitutional power, but
only as to those matters within its control. And, if there were, asit seemsthere were,
certain special taxes and dues, which, under the existing provisions of the state
constitution, could not be affected by legisative action, the statute is to be read as though
it in terms excluded them fromits operation.”

[McCullough v. Com. Of Virginia, 172 U.S. 102 (1898)]

So a federd datute is to be read as though it specifically excludes matters which the Condtitution does
not put under federd jurisdiction. So while, as the Supreme Court said, Congress intended to use the
“full measure of its taxing power” by using such agenerdly-worded definition of “gross income” the
Supreme Court aso admits that the income tax “cannot be applied to any income which Congress
has no power to tax” [William E. Peck & Co. v. Lowe, 247 U.S. 165 (1918)]. So the generd

wording must be interpreted in light of the Condtitutiond limits on Congress power. But this could pose
a problem for the average citizen. How is he to know what the Congtitutiona limits are on Congress

power (Wwhen even federa judges disagree with each other on the matter)?

As mentioned at the beginning of this report, the Secretary of the Treasury is empowered (by statute) to
implement and interpret the law. When the Treasury regulations are published in the Federd Regidter,
that becomes the officid notice to the public of what the law requires. Therefore, while the statutes
may use generd language (which might a first glance seem to include matters outsde of federd
jurisdiction), the regulations must give specifics.
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Though it & phrased somewhat differently than the current 26 USC § 61, the definition of “gross
income” found in Section 22(a) of the 1939 Code appears al-encompassing. The regulations under the
1939 Code, however, are very tdling. (The term “net income” was used back then, instead of “taxable
income.”)

“Sec. 29.21-1. Meaning of net income. The tax imposed by chapter 1 is upon income.
Neither income exempted by statute or fundamental law... enter into the computation of
net income as defined by section 21.”

The term “fundamenta law” refers to the Condtitution (as countless court rulings show). While the
generd wording of the statutes makes no such reference, here the regulations imply that some income
not exempted by datute is nonetheess exempt from taxation under the Condtitution. Note the
digtinction between income exempted by statute, and income exempted by the Constitution. This
occurs again later in the same section:

“(b) Grossincome, meaning income (in the broad sense) less income which is by statutory
provision or otherwise exempt from the tax imposed by chapter 1. (See section 22.)”

Again, the regulations are admitting that some things not exempted by statute are nonetheless exempt
from federa taxation. The above citation refers us to Section 22 (of the 1939 Code) for the meaning of
“grossincome.” The regulaions under that section begin asfollows.

“Sec. 29.22(a)-1. What included in gross income.
Gross income includesin general [items of income listed] derived from any source whatever,
unless exempt from tax by law. (See section 22(b) and 116.)”

This refers the reader to Section 22(b) to learn what income is “exempt from tax.” After saying that
certain items are specifically exempted by statute, the regulations under section 22(b) (referred to in the
previous citetion) state:

“No other items are exempt from gross income except (1) those items of income which are,
under the Constitution, not taxable by the Federal Government; (2) those items of income
which are exempt from tax on income under the provisions of any Act of Congress still in
effect; and (3) the income exempted under the provisions of section 116.”

Again the regulaions explicitly state that some income is not conditutionaly taxable, even though it is
not specificaly exempted by any statute passed by Congress. The statutes need not mention this,
because (as shown above), the Condtitutiond limitations are to be assumed when reading any satute.
But because the regulations must give specifics, the fact that some income not exempt by datute is
exempted by the Condtitution is specificaly stated in the regulations.

(Many tax professonas are a aloss to explain this. They are unable to identify anything which is not
taxable under the condtitution, but which is not exempted by statute. While they may know of some
things which are not congtitutionaly taxable (such as certain income of state governments), those things
are aready exempted by statute (such as 26 USC § 115).)
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10) Congtitutional Limits

At this point it is reasonable to consder what types of income might be (as the older regulations sate)
“under the Constitution, not taxable by the Federal Government.” While the public seemslargdy
ignorant of this fact, Congress has legd power over only those few matters which the Congtitution puts
under federd jurisdiction (and the Tenth Amendment clearly states this). Within the 50 states, Congress
has lega control over only those matterslisted in Article I, Section 8 of the Condtitution.

“We start with first principles. The Constitution creates a Federal Government of

enumer ated powers. See U.S Const., Art. |, 8. As James Madison wrote, "[t] he powers
delegated by the proposed Constitution to the federal government are few and defined.
Those which are to remain in the State governments are numerous and indefinite."” [United
Statesv. Lopez, 514 U.S. 549 (1995)]

In the 1995 case cited above, the Supreme Court threw out the “Gun Free School Zone’ law (a law
forbidding individuas from possessing firearms near schools) as uncondtitutiondl, on the grounds that it
was outside of Congress' enumerated powers described in Article I, Section 8 of the Congtitution. Not
only did the court say this, but the lawyers on the other side tried to argue that the law was about
regulating “interdate commerce’ (which Article |, Section 8 puts under federd jurisdiction),
demondgrating that they agreed that the law had to be based on something in Article |, Section 8.

Article I, Section 8 does include the “power to lay and collect taxes,” but does not say what may be
taxed by Congress. This dlows for two options. The firg option is that there are no limitations on what
Congress can tax (though there are certain rules on how “direct” and “indirect” taxes must be imposed).
The problem with this option is that it would essentiadly negete the entire Condtitution, as this option
would give Congress the jurisdiction and power to control anything and everything, provided it
exerted that control through tax legidation. For example, if this option were true, in response to the
Lopez decison mentioned above, Congress could simply impose a $1,000,000 tax on possessing a
firearm near aschoal, to get around the condtitutiona restriction that would otherwise exigt.

The Supreme Court seems to agree that this option cannot be. The court said that they could not dlow
Congress to control by tax legidaion matters which they have no jurisdiction to regulate. (Congress
was atempting, in the following case, to control “child labor” within the dates through tax legidation.)
The Supreme Court said the following:

“Grant the validity of thislaw, and all that Congress would need to do, hereafter, in
seeking to take over to its control any one of the great number of subjects of public
interest, jurisdiction of which the states have never parted with, and which are reserved to
them by the Tenth Amendment, would be to enact a detailed measure of complete
regulation of the subject and enforce it by a socalled tax upon departures fromit. To give
such magic to the word 'tax’ would be to break down all constitutional limitation of the
power s of Congress and compl etely wipe out the sovereignty of the states.”

[Bailey v. Drexd Furniture Co., 259 U.S. 20 (1922)]

In the same year, the court aso ruled on the Future Trading Act, which imposed atax “on al contracts
for the sde of grain for future delivery.” The court quoted the citation above, and immediatdy afterward
sdthis
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“This has complete application to the act before us, and requires us to hold that the
provisions of the act we have been discussing cannot be sustained as an exercise of the
taxing power of Congress conferred by section 8, article 1.”

[Hill v. Wadllace, 259 U.S. 44 (1922)]

Clearly the court saw that Congress' power to lay and collect taxes does not grant unlimited jurisdiction
over everything within the dates. To ignore the limits of federd jurisdiction when reading the taxation
clause would lead to concluding that Congress can control everything by tax legidation. (In fact, this
reading would also mean that Congress has the power to tax everyone in China, snce the taxing clause
does not mention geographical jurisdiction either.)

The second option is that ‘the power to lay and collect taxes’ gpplies only to matters otherwise
under federd jurisdiction. For example, Article I, Section 8 specificdly puts international commerce
under federd jurisdiction, and Article 1V, Section 3 gives Congress control of federd possessions.
However, “intrastate’ commerce (commerce that happens entirdy within a sngle sate) is not under
federa jurisdiction. So the power to tax, together with the clauses giving Congress jurisdiction over
international commerce, and commerce within federal possessons, would give Congress the power to
tax income from internationa commerce, and income from federa possessons.

The Supreme Court made an interesting comment in 1918 related to this. The case concerned the
income tax act of 1913 (which is the basis of the current tax), and how it applied to a domestic
corporation in the business of buying things in the states and sdling them in foreign countries. The
corporation was arguing that the tax in this case violated the provison of the Condtitution which forbids
the federd government from taxing exports from any date.

“[T]he act obviously could not impose a tax forbidden by the Constitution... The
Constitution broadly empowers Congress not only 'to lay and collect taxes, duties, imposts,
and excises,' but also ‘to regulate commer ce with foreign nations.” So, if [the clause
forbidding taxes on exports from states] be not in the way, Congress undoubtedly has power
to lay and collect such atax asis here in question.”

[William E. Peck & Co. v. Lowe, 247 U.S. 165 (1918)]

In other words, if not for the question about whether this was a tax on state exports, this income would
be taxable because Congress is given the generd power ‘to lay and collect taxes,” and is given
specific jurisdiction over “regulat[ing] commerce with foreign nations.” The court obvioudy thought
the second clause was relevant to whether Congress could tax such income.

The courts have long argued over the concept that “the power to tax is the power to destroy,” meaning
that the ability to tax something implies the ability to regulate it or to forbid it entirdly. This conversgly
implies that if a government has no jurisdiction to regulate or forbid an activity, then it dso has no
jurisdiction to tax that activity. There are numerous Supreme Court cases dedling with the concept.
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“[N]o state has theright to lay a tax on inter state commerce in any form... and the reason
isthat such taxation is a burden on that commerce, and amounts to a regulation of it,
which belongs solely to congress. Thisis the result of so many recent cases that citation is
hardly necessary.” [Leloup v. Port of Mobile, 127 U.S. 640 (1888)]

In this case the court is stating the redtrictions on what a state government can tax, but the underlying
logic is clear. Taxing commerce is a burden on that commerce, and amounts to a regulation of
commerce. While Congress is authorized to regulate interstate commerce (commerce crossing state
lines) and internationa commerce, it has no jurisdiction over intrastate commerce (commerce occurring
entirely within asingle date). By the smple logic above, that means Congress cannot tax income from
intrastate commerce.

“No interference by Congress with the business of citizens transacted within a state is
warranted by the Constitution, except such as is strictly incidental to the exercise of
powers clearly granted to the legidlature.” [License Tax Cases, 72 U.S. 462 (1866)]

It istrue that the opinions of the courts have fluctuated significantly on this, from saying that the power to
tax requires the power to regulate, to saying that Congress may tax things it cannot regulate, provided
that taxation does not amount to regulation under the guise of a “tax.” But consdering the massive
“socid engineering” in the income tax laws, punishing some behaviors and rewarding others, it would be
difficult to argue that it would not congtitute an attempt to regulate behavior.

One would be hard-pressed to find any provison in the Condtitution justifying an attempt by Congress
to require most Americans to subject dl of ther financid records to ingpection by the federd
government. In addition, within the 50 states Congress does not have generd jurisdiction to reward and
punish persond decisons. But for those who receive taxable income, the tax code rewards behaviors
such as adopting children (26 USC § 23), having a mortgage (26 USC § 25), paying college tuition (26
USC § 25A), producing dternative fuels (26 USC § 29), usng an eectric car (26 USC § 30),
employing Indians (26 USC 8§ 45A), eic. (At the same time, the Code “punishes’ other choices, such
as getting married, or being too successful.)

In short, if the income of most Americans was subject to the federa income tax, Congress would have
managed to “enact a detailed measure of complete regulation of [their personal choices] and
enforce it by a socalled tax upon departures fromit.” But “[t]o give such magic to the word 'tax’
would be to break down all constitutional limitation of the powers of Congress and completely
wipe out the sovereignty of the states.” (These are the words of the Supreme Court from the case of
Bailey v. Drexd Furniture Co. (259 U.S. 20).) Congress cannot acquire such power within the 50
dates, smply by passng such alaw in the form of tax legidation.

Regarding the federd income tax, the courts position on the matter is ultimately irrdevant. Regardiess
of what the courts think Congress could have taxed, the statutes and regulations show what Congress
did tax. Whether the courts think Congress has the conditutiond power to tax the income of dl
Americans is only rdevant if Congress attempts to impose such a tax, which has not occurred. (The
courts cannot expand the scope of atax just by saying that Congress could have taxed more if they had
wanted to.)
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Brief mention should be made of the 16th Amendment to the Congtitution, since there is a common but
erroneous bdief that the 16th Amendment expanded Congress' power to tax incomes. The purpose of
the 16th Amendment, according to the Supreme Court in Brushaber v. Union Pacific (240 U.S. 1), and
again in Stanton v. Bdtic Mining (240 U.S. 103) was to make it clear that the income tax is, and has
aways been, an indirect “excisg’ tax, which never required “gpportionment.” The Secretary of the
Treasury agreed with the Court in Treasury Decision 2303.

“The provisions of the sixteenth amendment conferred no new power of taxation, but
simply prohibited [Congress origina power to tax incomes| from being taken out of the
category of indirect taxation, to which it inherently belonged, and being placed in the
category of direct taxation subject to apportionment.” [Treasury Decison 2303]

An in-depth explanation of direct and indirect taxes, and how they must be imposed, is not necessary
here. The only relevant point is that Congress taxing jurisdiction was not expanded by the 16th
Amendment.

11) Exempt |ncome

The above issue of Conditutiona limits on Congress taxing power is not intended to dispute the
congdtitutiondity of the income tax. In fact, the opinion of this author, the readers, and even the courts
regarding the question of taxing jurisdiction ends up being irrdevant in this case. The datutes of
Congress, together with the regulations of the Secretary of the Treasury (which must also be gpproved
by Congress), show that they bdieve their jurisdiction to tax incomes was limited to individuas involved
ininternationa and foreign commerce.

(“International commerce’” means trade which crosses country borders, such asincome from within the
United States going to nonresident diens. “Foreign commerce’ means trade which happens entirely
outside of the United States, such asa U.S. citizen working and getting paid in aforeign country, or in a

federd possession.)

As discussed above, the regulations under 22(a) of the 1939 Code show that the meaning of “gross
income’ does not include income which is exempt by datute, or other income which is “‘under the
Constitution, not taxable by the Federal Government.” But, as sated before, the regulations must
specifically inform the public of what is required, rather than leaving people to guess & what is
Condtitutionally taxable. The following isthe first paragraph of the 1945 regulations under the section of
datutes defining “gross income’:

“39.22(a)-1 What included in grossincome (a) Grossincome includesin general [itemsof
income listed] derived from any source whatever, unless exempt from tax by law. See
sections 22(b) and 116. [the regulations under the cited section States that some income not
exempted by datute is* under the Condtitution, not taxable by the Federal Government”] In
general, income[not “grossincome’] is the gain derived from capital, from labor, or from
both combined, provided it be understood to include profit gained through a sale or
conversion of capital assets. Profits of citizens, residents, or domestic corporations
derived from sales in foreign commerce must be included in their gross income but special
provisions are made for nonresident aliens and foreign corporations by sections 211 to
238, inclusive, and, in certain cases, by section 251, for citizens and domestic cor porations
deriving income from sour ces within possessions of the United States. Income may bein
the form of cash or of property.”
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The regulations have made smilar datements at |east back to 1922.

“Art. 31. What included in gross income.--Gross income includes in general compensation
for personal and professional services, business income, profits from sales of and dealings
In property, interest, rent, dividends, and gains, profits, and income derived from any

sour ce whatever, unless exempt from tax by law... Profits of citizens, residents, or domestic
corporations derived from sales in foreign commerce must be included in their gross
income but special provisions are made for nonresident aliens by section 217 and for
citizens and domestic corporations deriving at least 80 per cent of their grossincome from
sources within possessions of the United States by section 262.” [Article 31, Regulations 62
(1922)]

“Art. 71. What excluded from gross income.--Gross income excludes the items of income
specifically exempted by the statute and also certain other kinds of income by statute or
fundamental law free fromtax.” [Article 71, Regulations 62 (1922)]

Keegping in mind the matter of taxing jurisdiction, it becomes clear that the Secretary of the Treasury in
these regulations was informing the public of which matters are congtitutionaly taxable by the federd

government. This ligt of taxable activities is completely aosent from the statutes (in 1921 and 1939).
As the Supreme Court has stated, “the statute is to be read as though it in terms exclude[s]” matters
not within the congtitutiona power of the government to tax. At the same time, the regulations must
give specifics to the public of what the law requires, and here they do so. Not surprisingly, the list of

taxable activities in these regulations matches precisdy those matters which the Congtitution puts under
federa jurisdiction (internationa and foreign commerce, and federd possessions).

Anyone cdaming tha this lig of taxable ativities is not exclusive (claming instead that other types of
income are aso taxable) encounters severd logicd problems. For example, one must then claim that
the regulations specificaly say that some income not exempt by statute is exempt under the Congtitution,
but that those regulaions never give any indication as to what income is meant. If thislig is not the
explanation of what is condtitutionaly taxable, then no further explanation seems to exist (which would
violate the requirement that the regulations specificaly state what the law requires).

In addition, one would be hard pressed to explain why these regulations bother to specificaly point out
these taxable activities (when the statutes do not), if this is not a complete list of what the Secretary
believed to be congtitutiondly taxable.

While the regulations specifically mention the Condtitutiona limitations, and the limits are to be assumed
when reading the atutes, thisis not to say that the statutes give no indication of the limited nature of the
tax. While the generd datutory definition of “grossincome’ by itsdf may be mideading, there is plenty
of evidence in the statutes that shows that Congress knew the limits of its power, and stayed within
those bounds. Mogt notably, the entire structure and contents of Subchapter N (“Tax based on
income from sources within or without the United States”) indicates that it is about internationa and
foreign commerce. In that subchapter, Congress specificaly enumerates the activities that are subject to
the tax. Blindly assuming that the tax includes income from other activities is contrary to established
law.
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“In the interpretation of statutes levying taxesit is the established rule not to extend their
provisions, by implication, beyond the clear import of the language used, or to enlarge
their operations so as to embrace matters not specifically pointed out.”

[Gould v. Gould, 245 U.S. 151 (1917)]

While there are some complicated rules about various foreign tax credits, various federd possessions,
efc., the gatutes and regulations, past and present, show that there are only three Stuations in which
there can be “taxable income’ subject to the federal income tax:

1) Nonresdent diens and foreign corporations receiving income from within the United States.
2) Citizens of the United States recaiving foreign income.*

3) Citizen or domestic corporation recelving a large percentage of income from within federa
possessions (who are therefore taxed on their income from within the United States).

(* Mot of the evidence, including Subchapter N and the regulations under 26 USC § 861, even

suggests that only ‘foreign earned income’ of citizens is taxable under this category, meaning the
ctizen mugt physcdly be outside of the United States earning the income (see 26 USC § 911). Only a
few bits of evidence suggest that foreign source income of citizens living and working within the United
States could be taxable.)

12) Intent to Deceive

Following the current statutes and regulaions, and arriving at the conclusion that most Americans do not
receive taxable income, admittedly can be a somewhat complicated task (particularly for those
unaccustomed to reading law). While the evidence speaks for itsdf, there is another factor that needs to
be addressed to give credence to the conclusions of this report.

The taxable sources of income are listed in a part entitled “miscellaneous matters,” buried deep in a
confusing jumble of regulations where most tax professonals have never looked. Regardless of how
solid the citations are supporting the conclusion of this report, such a clam cannot be credibly made
without so openly accusing the authors of the law of making a concerted effort to deceive the public.
It would be absurd to claim that alaw that is this difficult to decipher came about purely by accident. At
the same time, an accusation that the lawvmakers set out to deceive the public certainly requires
supporting evidence. Such evidence is abundant.

There are many matters discussed previoudy in this report which would suggest an attempt to deceive.
Did the authors not know that the phrase “from whatever source derived” would be read by most as
meaning “no matter where it comes from”? Isit coincidence that the taxable “items’ are listed near the
very beginning of the law, but the taxable “sources’ are not described until several thousand pages
later? How did it happen that the list of taxable sources ended up under the unobtrusive heading
“miscellaneous matters’ in the regulaions found in 26 CFR § 1.861-8(f)(1)? If the god of the
lawmakers was to convey the truth, the current statutes and regulations would not have been the resuilt.
The fdllowing is intended to expose efforts to conced the truth (referred to below as “the Great
Deception”), while having the law remain literaly correct, asit must be.
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Reviewing a dtudion a various points in time can be more informative than smply looking & the
gtuation from one point in time. For example, if the license plate of a stolen car (but not the car itsdf) is
found in agarage, that may not be conclusive evidence of acrime. However, a series of pictures taken
over a period of days can be very telling; an empty garage one day, a car fitting the description of the
golen car in the garage the next day, a welding machine next to the car the next day, pieces of a car
there the next day, etc.

Smilarly, looking a “sngpshots’ of certain parts of the law at different times, seeing how they were
reworded, rearranged, etc., can give a clearer picture of the Great Deception. While the current
datutes and regulations certainly indicate intent to deceive, alongstanding and ongoing attempt to cover
up the truth becomes gpparent when tracing the law backwardsin history.

13) Cover-Up of 1954

In 1954, the Code (the income tax statutes) underwent a mgor rearranging and renumbering (and to
some extent, rewording). This change-over did not substantialy change the law itsdf, but smply
rearranged it. While there have been various amendments, the current Code retains the same generd
dructure, numbering and content of the 1954 Code. At the time of the 1954 “transformation” of the
Code, severd changes helped to conced the truth about the limited application of the federal income
tax.

As shown above, the regulations in 1945 specificdly stated (twice) that some income not exempt by
dtatute was nonetheless exempt from federal taxation because of the Condtitution. The 1945 regulations
under the definition of “grossincome’ began asfollows

“Sec. 29.22(a)-1. What included in gross income.
Gross income includesin general [items of income listed] derived from any source whatever,
unless exempt from tax by law.” [1945 regulations]

Those regulations then went on to explain that this refers to income exempt by statute or “fundamental
law,” meaning the Condtitution. The current corresponding regulaions begin in asmilar manner:

“Sec. 1.61-1 Grossincome. (@) General definition. Gross income means all income from
whatever source derived, unless excluded by law.” [26 CFR § 1.61-1]

However, no mention of the Condtitution remains. The phrase “unless excluded by law” is now read
as being synonymous with “unless excluded by datute” The Conditutiond limitations still apply (there
have been no subsequent congtitutional amendments relative to the taxing power), but the present
regulaions under 26 USC § 61 do not explicitly say that thisis part of the “law” which exempts certain
income. Instead, they use the generd wording that leaves the reader free to assume that only income
specificaly exempted by statute is exempt from taxation.

But this was only one part of amgor shift in the structure of the Great Deception that occurred in 1954.
Prior to 1954, the regulations stated that “grossincome’ included everything not exempt, and then made
clear that some types of income were not taxable by the federd government because of the
Condtitution. The regulations regarding “What included in gross income’ then went on to say the
fallowing:
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“Profits of citizens, residents, or domestic corporations derived from sales in foreign
commerce must be included in their gross income but special provisions are made for
nonresident aliens and foreign corporations... and, in certain cases... for citizens and
domestic corporations deriving income from sources within possessions of the United
Sates.”

This ligt of taxable activities is absent from the current regulations under 26 USC § 61. However,
something very amilar is found in the current regulations under 26 USC § 861. The regulations under
Section 861 twice define the term “class of gross income” saying that a “class of gross income’
“may consist of one or more items... of gross income enumerated in section 61.” Theregulations
then refer the reader to ‘paragraph (d)(2) of this section which provides that a class of gross
income may include excluded income” In other words, the “items’ of income listed in Section 61
are not necessaxily taxable, but may be “exempt” or “excluded” from the federd incometax. Paragraph
(d)(2) sates only “[Reserved]” (meaning there is no current regulaion) but refers the reader to
paragraph (d)(2) of the temporary regulations at 26 CFR 8§ 1.861-8T. That section describes what is
meant by exempt income.

“(i1) Exempt income and exempt asset defined--(A) In general. For purposes of this section,
the term exempt income means any income that is, in whole or in part, exempt, excluded,
or eliminated for federal income tax purposes.” [26 CFR § 1.861-8T(d)(2)(ii)]

The section then goes on to specify what is not exempt. The following should be read carefully, snce it
darts with a double negetive. If a certain kind of income is not exempt, it meansiit is subject to the
federal income tax. Therefore, after being told that ‘items’ of income (which make up ‘classes of
gross income’) may not be taxable, a lig is given of the types of income which are subject to the
federa incometax:

“(iii) Income that is not considered tax exempt. The following items are not considered to
be exempt, eliminated, or excluded income and, thus, may have expenses, losses, or other
deductions allocated and apportioned to them:

(A) Inthe case of a foreign taxpayer ...

(B) In computing the combined taxable income of a DISC or FSC...

(C) ...the gross income of a possessions corporation...

(D) Foreign earned income as defined in section 911..." [26 CFR § 1.861-8T(d)(2)(iii)]

Thisis the entire lig of non-exempt income. The idea that other types of income are aso taxable (not
exempt), despite not being listed, is contradicted by the regulations stating that paragraph (d)(2)
“provides that a class of gross income [congsting of the “items’ of income listed in 26 USC § 61]
may include excluded income” Unless those types of income not listed are exempt, paragraph (d)(2)
does not show that the “items’ of income listed in Section 61 may be exempt. (A basic principle of law
istha such aligt is assumed to be exclusve and complete, unless a phrase such as “including, but not
limited to...” isused.)

While it is arranged and worded differently, this list of non-exempt incomeis essentidly the same asthe
regulations under the old gtatute defining “grossincome.” It ligs foreign income of citizens, income from
within possessions, and income of foreigners. But while the 1945 regulations listed these *non-exempt”
activities under the regulations defining “gross income,” they are currently buried in dozens of pages of

less prominent regulations under 26 USC § 861. So while the 1945 dtatute and regulation defining

“grossincome’ by themselves indicated the limited application of the law, the trall to find the truth in the
current law is more involved (though the end conclusion is the same).
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The basic shift in the Great Deception in 1954 can be summed up as this. While the older verson
showed the limitations of the law in “step one” (the definition of “grossincome’), the current statute and
regulation defining “gross income’ use the word “source’ without further explanation, and additional
steps must be followed to discover that the meaning of that term (“source”) is determined by 26 USC §
861 and following, and related regulations.

Prior to 1954, the regulations did not say that Section 119 (predecessor to the current 861 and
following) and its regulations “determined the sources of income for purposes of the income tax.”

Instead, the regulations under 22(a) (defining “gross income’) list the exact same activities as Section
119 when discussing income from within the United States.  In effect, both the regulations defining
“gross income” and Section 119 and related regulations “determined the sources of income for
purposes of the income tax.”

(The older regulaions defining “gross income’ mention “nonresident aliens and foreign corporations”
and “citizens and domestic corporations deriving income from sources within possessions of the
United Sates.” At the same time the regulations under 119 mention “nonresident alien individuals,
foreign corporations, and citizens of the United Sates or domestic corporations entitled to the
benefits of section 251.”)

In 1954, the admisson of the limited application vanished from the regulations defining “grass income,”
but remained in the regulations under 26 USC 8§ 861, and (to maintain literal accuracy) the regulations
began to say that 861 and following and related regulations “determine the sources of income for
purposes of the income tax.” This change removed any chance of the regulations under Section 61
rasing suspicions.

(The way federd law works, there is no requirement that a section which uses aterm point to where the
definition or explanation of that term can be found. As ludicrous asit seems, it would be perfectly legd
for Section 1 of some law to impose atax “on the trandfer of each automobile,” and then have Section
14,523(g)(4)(iii) say that “for the purposes of Section 1, the term ‘automobile means a blue Corvette
owned by aforeigner.” That isin essence how the Great Deception has been structured since 1954.)

While this makes the truth more difficult (but certainly not impossble) to demonsrate with the current
gatutes and regulations aone, in retrogpect it strongly confirms the limited nature of the tax, by showing
that while the structure of the deception has changed, the concluson remains the same.

But the regulations defining “gross income” were not the only place where the truth became less clear
during the 1954 “transformation.” When the statutes were being rearranged and renumbered, Section
119 of the 1939 Code became dl of Part | of Subchapter N (26 USC § 861 and following). The
Senate report on the 1954 Code states the following:

“SUBCHAPTERN - TAX BASED ON INCOME FROM SOURCES
WITHIN ORWITHOUT THE UNITED STATES

PART | - Determination of Sources of Income

8 861. Income from sources within the United Sates
8 862. Income from sources without the United States
§ 863. Items not specified in section 861 or 862

§ 864. Definitions
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These sections, which are identical with sections 861-864 of the House bill, correspond to section
119 of the 1939 Code. No substantive change is made, except that section 861(a)(3) would
extend the existing 90-day $3,000 rule in the case of a nonresident alien employee of a foreign
employer to a nonresident alien employee of a foreign branch of a domestic employer.”

Congress here dates that the application of the law did not change (except for the specific detail
mentioned). Aswould be expected, the statutes are nearly identica.

Sec. 119. [1939 Code] Income from sources within the United Sates

(a) Gross Income from Sources in United States.

The following items of gross income shall be treated as income from sources within the United
Sates....

Sec. 861 [current Code]. Income from sour ces within the United States

(a) Gross income from sources within United States

The following items of gross income shall be treated as income from sources within the United
Sates:...

Section 119 of the old statutes and Section 861 of the current tatutes use generd terms that could
easly be misread as applying to any income from within the United States. But while the satutes did
not change, the clarity of the regulations corresponding to these sections changed dramaticaly. The
older regulations admitted the truth so plainly and so often that no step-by-step explanation is needed.
Thefollowing isthe equivaent of the current 26 CFR § 1.861-1, in its entirety.

“Sec. 29.119-1. Income from sources within the United Sates.

Nonresident alien individuals, foreign corporations, and citizens of the United States or
domestic corporations entitled to the benefits of section 251 [this applies only to those who
recelve alarge percentage of their income from within federal possessons] are taxable only
upon income from sour ces within the United Sates. Citizens of the United Sates and
domestic corporations entitled to the benefits of section 251 are, however, taxable upon
income received within the United States, whether derived from sources within or without
the United States. (See sections 212(a), 231(c), and 251.)

The Internal Revenue Code divides the income of such taxpayers into three classes:

(1) Incomewhich isderived in full from sources within the United States;

(2) Income which isderived in full from sources without the United Sates,

(3) Income which is derived partly from sources within and partly from sources without
the United Sates.

The taxable income from sources within the United States includes that derived in full from
sources within the United States and that portion of the income which is derived partly
from sources within and partly from sources without the United States which is allocated
or apportioned to sources within the United States.”
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Note that the second paragraph in the old regulations under Section 119 sates that the Code
(specificdly Section 119) is for determining taxable income of “such taxpayers,” meaning those
deriving income from specific taxable activities. The generd language of the Satutes is gpplicable only
to those involved in certain types of internationa and foreign commerce.

The subsequent sections of the older regulations (like the current regulations) then ded with specific
“items’ of income. The sections of regulations following that (which correspond to the current 26 CFR
§ 1.861-8) then ded with determining taxable income from sources within the United States. Again, the
regulations clearly show the limited gpplication of the law.

“Sec. 29.119-9. Deductionsin general.

The deductions provided for in chapter 1 shall be allowed to nonresident alien individuals
and foreign corporations engaged in trade or business within the United States, and to
citizens of the United States and domestic cor porations entitled to the benefits of section
251, only if and to the extent provided in sections 213, 215, 232, 233, and 251.

Sec. 29.119-10. Apportionment of deductions.

From the items specified in sections 29.119-1 to 29.119-6, inclusive, as being derived
specifically from sources within the United States there shall, in the case of nonresident
alien individuals and foreign corporations engaged in trade or business within the United
Sates, be deducted [dlowable deductions]. The remainder shall be included in full as net
income from sour ces within the United States...”

(Thereisachart a the end of this report showing the outline and excerpts from Part | of Subchapter N
and related regulations, and another chart showing the outline and excerpts from the corresponding
statutes and regulations from before 1954.)

Can it be consdered an accident that the current regulations are so overly-complex and confusing, while
the older regulaions blurted out the truth in plain English in the very firsd sentence? The fact that the
datutes gpply only to income from certain “specific sources’ (relating to internationd and foreign
commerce) is dill sated in the current regulations, but rather than being in the first sentence, it is buried
deep in the jumbled mess:

“(ii) Relationship of sections 861, 862, 863(a), and 863(b). Sections 861, 862, 863(a), and
863(b) are the four provisions applicable in determining taxable income from specific
sources.” [26 CFR § 1.861-8(f)(3)(ii)]

In fact, even here it does not specify to which “specific sources” it isreferring; the meaning of that term
has to be discovered by searching esewhere in the regulations. (Three other sections of the regulations
say that “specific sources’ means the taxable activities described in the * operative sections’ throughout
Subchapter N.) The regulations prior to 1954 were short, plain, and clear about who they applied to.
(While many tax professonds are now aware of the correct gpplication of Section 861 and its
regulations, it certainly is not evident at first glance))
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When the regulations changed in 1954, they did not change directly into what the regulations are today.
The current maze of ‘Statutory groupings,” “specific sources,” “operative sections,” etc. did not
come about until 1978. Of particular note is how the regulations in 26 CFR 8§ 1.861-8 appeared just
after the change in 1954, and how the corresponding regulations appeared prior to 1954. The wording

was only very dightly changed, but gives one of the most obvious examples of intent to deceive.

BEFORE 1954
29.119-10 Apportionment of deductions.

From the items specified in sections 29.119-1 t0 29.119-6,
inclusive, as being derived specifically from sources
within the United States there shall, in the case of
nonresident alien individuals and foreign corporations
engaged in trade or business within the United States,
be deducted the expenses, losses, and other deductions
properly apportioned or allocated thereto and aratable
part of any other expenses, losses, or deductions which

AFTER 1954

1.861-8 Computation of Taxable Income from Sources
Within the United States

(a) General. From the items of grossincome specifiedin
88 1.861-2to 1.861-7, inclusive, as being income from
sources within the United States there shall be deducted
the expenses, losses, and other deductions properly
apportioned or allocated thereto and aratabl e part of
any other expenses, losses, or deductions which cannot
definitely be allocated to someitem or class of gross

income. The remainder, if any, shall beincluded in full
as taxable income from sources within the United States.
The ratable part is based upon the ratio of grossincome
from sources within the United States to the total gross
income

cannot definitely be allocated to someitem or class of
grossincome. Theremainder shall beincluded in full as
net income from sources within the United States. The
ratable part is based upon the ratio of grossincome from
sources within the United States to the total gross
income.

Example. A taxpayer engaged in trade or business receives for

the taxable year gross income from all sources in the amount of
$180,000, one-fifth of which ($36,000) is from sources within
the United States, computed as follows:

Example. A nonresident alien individual engaged in trade or
business within the United States whose taxable year is the
calendar year derived gross income from all sources for 1942 of
$180,000, including there-in:

Interest on bonds of a domestic corporation $9,000
Dividends on stock of a domestic corporation 4,000
Royalty for the use within the United States of patents 12,000
Gain from sale of real property [in U.S.] 11,000

Interest on bonds of a domestic corporation $9,000
Dividends on stock of a domestic corporation 4,000
Royalty for the use of patents within the United States 12,000
Gain from sale of real property [in U.S] 11,000

Total Total 36,000

[remainder of example omitted] [remainder of example omitted)]

The wording is nearly identical, except for two changes. The phrase dating that the whole section
applies only to nonresident aliens and foreign corporations Smply vanished. In addition, while the
specifics of the example in the regulaion remained identical, the phrase “a nonresident alien
individual” was replaced with “a taxpayer.” As Congress stated, the application of the law did not
change in 1954, but some key phrases in the regulations were removed so as to make the truth less
obvious. A smilar disgppearance of a phrase occurred at the same time in the section of regulations
deding with the “item” of “interest.” The wording remained identical except for the disgppearing
phrase.
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BEFORE 1954 AFTER 1954
29.119-2. Interest. 1.861-2 Interest.
There shall beincluded in the grossincome from (@) General. There shal beincluded in the grossincome
sources within the United States, of nonresident alien from sources within the United States all interest
individuals, foreign corporations, and citizens of the received or accrued, as the case may be, from the United
United States, or domestic corporations which are States, any Territory, any political subdivision of a
entitled to the benefits of section 251, all interest Territory, or the District of Columbia, and interest on
received or accrued, as the case may be, from the United | bonds, notes, or other interest-bearing obligations of
States, any Territory, any political subdivision of a residents of the United States, whether corporate or
Territory, or the District of Columbia, and interest on otherwise, except...
bonds, notes, or other interest-bearing obligations of
residents of the United States, whether corporate or
otherwise, except...

(Interest is the only “item” of income for which the regulations specificdly mentioned who was recaiving
it. But the regulations cited above Sate that in the case of all of the“items’ of income, the deductions
and determination of taxable income can be done only by those engaged in the specific taxable
activities)

14) Other Cover-Ups

The current income tax is based upon laws that have existed for the better part of a century. Though the
origind laws, and how they were portrayed to the public, were already deceptive, there are numerous
examples, from the beginning of the tax up to today, of things being moved, reworded, renumbered and
changed, in such away to make the correct application of the laws more and more difficult to find.

1921

As shown above, some very tdling phrases smply vanished from the regulationsin 1954. But it was not
only the regulations that lost some honesty dong the way. The statutes of the Revenue Act of 1921
show why the regulations said what they said back before 1954. But just as happened with the
regulations, ateling phrase that existed in 1921 is no longer found in the statutes. The current Section
861 and its predecessors have remained basically the same for more than 70 years. The text begins
“ The following items of gross income shall be treated as income from sources within the United
Sates” The section then ligts “items’ of income (interest, dividends, compensation for labor, rents and
royalties, etc.). In 1921 the section was very smilar, but it began “That in the case of a nonresident
alien individual or of a citizen entitled to the benefits of section 262, the following items of gross
income shall be treated as income from sources within the United Sates....”

(While Section 217 itsdlf mentions only individuals, Section 232 of the Act states that “[i]n the case of
a foreign corporation or of a corporation entitled to the benefits of section 262 the computation
shall also be made in the manner provided in section 217.”)
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Current Code

Net income of nonresident alien individuals

Sec. 217. (a) That in the case of a nonresident
aien individual or of acitizen entitled to the
benefits of section 262, the following items of
grossincome shall be treated asincome from
sources within the United Sates:

(2) Interest...

(2) The amount received as dividends...

(3) Compensation for labor or personal services
performed in the United States.

(4) Rentals or royalties...

(5) Gains, profits, and income from the sale of
real property...

(b) From the items of gross income specified in
subdivision (a) there shall be deducted [allowable
deductions]. Theremainder, if any, shall be
included in full as net income from sources
within the United States.

Sec. 119. Income from sources within United
States

(a) Grossincome from sources in United States.

The following items of grossincome shall be
treated as income from sources within the United
Sates:

(1) Interest...

(2) Dividends...

(3) Personal services - Compensation for labor
or persona services performed in the United
States...

(4) Rentals and royalties...

(5) Saleof rea property...

(6) Sale of personal property...

(b) Net income from sources in United States

From the items of grossincome specified in
subsection (@) of this section there shall be
deducted [alowable deductions]. The remainder,
if any, shall beincluded in full as net income
from sources within the United States.

Sec. 861. Income from sources within the United
States

(a) Grossincome from sources within United
States

The following items of grossincome shall be
treated as income from sources within the United
Sates:

(1) Interest...

(2) Dividends...

(3) Personal services - Compensation for labor
or personal services performed in the United
States...

(4) Rentals and royalties...

(5) Disposition of United States real property
interest...

(6) Sale or exchange of inventory property...
(7) Amounts received as underwriting income...
(8) Socid security benefits...

(b) Taxable income from sources within United
States

From the items of gross income specified in
subsection (a) as being income from sources
within the United States there shall be deducted
[alowable deductions]. The remainder, if any,
shall beincluded in full as taxable income from
sources within the United States...

(c) Thefollowing items of gross income shall be
treated as income from sources without the
United States....

(d) From the items of gross income specified in
subdivision (c) there shall be deducted [allowable
deductions]. Theremainder, if any, shall be
treated in full as net income from sources
without the United States.

(c) Gross income from sources without United
States

The following items of grossincome shall be
treated as income from sources without the
United States....

(d) Net income from sources without the United
States - From the items of grossincome
specified in subsection (c) of this section there
shall be deducted [allowable deductions]. The
remainder, if any, shall be treated in full as net
income from sources without the United States.

Sec. 862. Income from sources without the
United States

(a) Grossincome from sources without United
States

The following items of grossincome shall be
treated asincome from sources without the
United States....

(b) Taxable income from sources without United
States - From the items of gross income
specified in subsection (a) there shall be
deducted [dlowable deductions]. The remainder,
if any, shall be treated in full as taxable income
from sources without the United States...

(e) Items of grossincome, expenses, losses and
deductions, other than those specified in
subdivisions (a) and (c), shall be alocated or
apportioned to sources within or without the
United States...

(e) Income from sources partly within and
partly without United States

Items of gross income, expenses, losses and
deductions, other than those specified in
subsections (a) and (c) of this section, shall be
allocated or apportioned to sources within or
without the United States...

(f) Definitions...

Sec. 863. Special rulesfor determining source
(a) Allocation under regulations

Items of gross income, expenses, losses, and
deductions, other than those specified in
sections 861(a) and 862(a), shall be alocated or
apportioned to sources within or without the
United States...

Sec. 864. Definitions and special rules...
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Sec. 865. Source rules for personal property
sales...
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Although it is obvious to whom this section applied in 1921, some may question whether thisis at dl
relevant to current law. Treasury Decison 8687, in discussng what the regulations under the current
26 USC 8§ 863 should say (regarding sales of natura resources), specificdly refer to Section 217 of the
1921 Code in trying to determine the “legidative intent” of Congress.

“The legidative history to section 863's predecessor, section 217(€) of the Revenue Act of
1921, also reflects an intention that...” [ Treasury Decision 8687]

This Treasury Decison, passed in late 1996, confirms that Section 217 of the Revenue Act of 1921 is
the predecessor of the current Part | of Subchapter N, and shows that the IRS ill refers to the 1921
Code to determine the proper application of the current Code. The Internd Revenue Manud shows
that the courts, as well asthe IRS, considers legidative history when determining the correct gpplication
of the law.

“The courts give great importance to the literal language of the Code but the language
does not solve every tax controversy. Courts also consider the history of a particular code
section...” [Internad Revenue Manud, (4.2)7.2.1.1]

When the phrase disgppeared from the statutes after 1921, the application of the law did not change.
What changed was how eadily the truth could be found.

1978

In 1978, the wording of 26 CFR § 1.861-8 was changed sgnificantly, and the title was changed from
“Computation of Taxable Income from Sources Within the United Sates’ to “Computation of
taxable income from sources within the United States and from other sources and activities.”
Some have suggested thet the current title implies that one should not be using this section unless he has
income both from within the United States and from “other sources and activities” The older title, as
well asthe text of the current regulations, shows thet thisis not the case.

In addition to the title change, the section adso went from less than one page in length to more than forty
pages, with the appearance of the current maze of ‘Operative sections,” “statutory groupings,”
“gpecific sources,” etc. There were no sSgnificant changes in the Satutes in 1978 that would explain this
sudden expanson of the related regulations. This sudden explosion in Sze and complexity of these
regulations seems to serve no purpose other than to confuse matters and obfuscate the truth.

1988

Prior to 1988, thetitle of Part | of Subchapter N (which begins with Section 861) was “Determination
of sources of income’ (which is dill the heading of the related regulations). In 1988, this title was
changed in the Government Printing Office version of the Code to “Source rules and other general
rulesrelating to foreign income”
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“1988 - Pub. L. 100-647, title I, Sec. 1012(h)(2)(D), Nov. 10, 1988, 102 Sat. 3503,
substituted “ Source rules and other general rules relating to foreign income’ for
“ Determination of sources of income’ initem for part 1.” [Notes under Subchapter NJ

Interestingly, the “United States Code Service” verson of the Code ill shows the title to be
“Determination of sources of income” The USCS verson of the Code tries to Stay true to the
origind laws, or “Statutes & Large,” thus giving a more accurate representation of what the law
requires. Apparently the change of the title in 1988 only affected what gppeared in the Government
Printing Office (“GPO”) verson of the Code, asit did not actualy amend the “Statutes at Large.” So
the title is now different in different printings. Because the USCS is generdly more reflective of the
underlying law itsdlf, thet is the verson which this report will defer to.

It should be mentioned that while titles of parts may give an indication of what the part is about, the title
has no effect on the actua lega application.

“...nor shall any table of contents, table of cross references, or similar outline, analysis, or
descriptive matter relating to the contents of thistitle be given any legal effect.”
[26 USC § 7806(b)]

So when the title was changed in the GPO version (but the text of the sections was not), the agpplication
of the law did not change. What changed was the appearance of the table of contents. Prior to the
change, in light of the fact that the income tax appliesto “income from whatever source derived,” the
table of contents made the relevance of 26 USC § 861 obvious:

Subtitle A, “Income taxes”
Chapter 1, “Normal taxes and surtaxes”
Subchapter N, “Tax based on income from sources within or without the United Sates”
Part 1, “Deter mination of sources of income’
Section 861, “Income from sour ces within the United States’
861(a) “Gross income from sources within United States”
861(b) “Taxable income from sources within United States”

When the title of Part | was changed in the GPO version, and the new title stated that the part was
about “foreign income” it no longer appeared to be an obvious place for most people to look when
determining thelr taxable income. This would certainly have the effect of drawing attention away from
Section 861. Many tax professonas concede that Section 861 and the related regulations show
income to be taxable only when it comes from certain activities related to internationd and foreign
commerce. The new title gives the appearance that the part has no relevance to most people, and
should not even be examined.

But this change resulted in a curious Stuation: a part whose title says it is about “foreign income’ is
identified as the part which (dong with the related regulations) “determing[s] the sources of income
for purposes of the income tax.”
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1995

The Paperwork Reduction Act of 1980 requires that every form used by the federal government to
collect information from the public first be approved by the Office of Management and Budget
(*OMB”). The regulations a 26 CFR § 602.101 contain a table listing the OMB-gpproved forms for
each section of regulations. The regulaions a 26 CFR 8§ 1.1-1 ae entitled “Income tax on
individuals,” and correspond to 26 USC § 1 (which imposes the “income tax”). Up until 1995, the
fird line in this table identified Form 2555, “Foreign Earned Income” as the only gpproved form
under 26 CFR § 1.1-1. In 1995, after many “tax resstance’ groups had become aware of this, the
liging for “1.1-1” was removed from the li, in order to avoid “confusion,” according to the Department
of the Treasury. The process of gpplying for, and receiving OMB approva for a form makes the
possibility of an error extremely remote. The Department of the Treasury requested that Form 2555 be
approved for 1.1-1, and the Office of Management and Budget approved it. When the entry drew too
much attention, it was removed. At present no forms are gpproved for use with 26 CFR 8§ 1.1-1.

15) Cluesand Hints

There are numerous other bits of information that hint a the correct application of the law, a few of
which are included here as supporting evidence.

On the Record

Asthe Supreme Court and the Secretary of the Treasury have repestedly stated, the federa income tax
is (and has dways been) an indirect “excisg’ tax. Excises, generaly spesking, are taxes imposed on
certain activities or privileges. In light of this, there are some interesting comments in the Congressond
Record from March 27, 1943 (page 2580). A statement isincluded by a “Mr. F. Morse Hubbard,
formerly of the legislative drafting research fund of Columbia University, and a former
legidative draftsman in the Treasury Department” (clearly someone whose job would reguire a
comprehensive understanding of the proper gpplication of the law). His commentsinclude the following:

“The incometax is, therefore, not a tax on income as such. It is an excise tax with respect
to certain activities and privileges which is measured by reference to the income which
they produce. The income is not the subject of the tax: it isthe basis for determining the
amount of the tax.”

The income tax isimposed on “income from whatever source derived” (minus deductions). The mere
receipt of income, by itsdf, is not (and could not be) the subject of this excise tax. It is the “source”
which is the subject of the tax, and the amount of income received from that “source” iswhat is used to
determine the amount of tax due. The above citations coincide well with the fact that the section of
regulations for determining taxable income (26 CFR § 1.861-8) dates that it gpplies only to income
“from specific sources and activities” And the statutes and regulations under the part which
“determing[s] the sources of income for_purposes of the income tax” al apply only to these same
“gpecific sources and activities,” which are dl related to internationa or foreign commerce.
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Section 306

Section 306 of the gtatutes deds with individuds receiving income from sdlling certain stocks. After
dedling with the income itsdlf, the section discusses the “ source’ of income.

“Sec. 306. Dispositions of certain stock

(a) General rule

If a shareholder sells or otherwise disposes of section 306 stock...

(1) Dispositions other than redemptions - If such disposition is not a redemption...
(A) The amount realized shall be treated as ordinary income...

(f) Source of gain - The amount treated under subsection (a)(1)(A) as ordinary income
shall, for purposes of part | of subchapter N (sec. 861 and following, relating to
determination of sources of income), be treated as derived from the same source as would
have been the source if money had been received from the corporation as a dividend at the
time of the distribution of such stock. If under the preceding sentence such amount is
determined to be derived from sources within the United States, such amount shall be
considered to be fixed or determinable annual or periodical gains, profits, and income
within the meaning of section 871(a) or section 881(a), as the case may be.”

[26 USC § 306(f)]

The section dtates that if the income comes from * sources within the United States,” then it condtitutes
“gains, profits, and income’ under Section 871(a) or 881(a). Sections 871 and 881 ded exclusvey
with nonresdent aiens and foreign corporations, respectively (both are found in Part 11 of Subchapter
N, “Nonresident aliens and foreign corporations’). The wording of Section 306 implies that if the
income in question comes from “sources within the United States,” then it must gpply to one of these
sections. If a citizen living and working in the United States receives the type of income dedt with in
Section 306, and bdieves it condtitutes “income from sources within the United States,” hafway through
the lagt sentence the reader is left in limbo. The sentence sructure is “if A, then B.” Usng the usud
overly-broad interpretation of the Code, if a citizen receives income from the type of stock mentioned
from “sources within the United Sates,” then that income ‘“shall be considered to be’ taxable for
nonresident aliens or foreign corporations. A contradiction exists, unless one redizes that the term
“sources of income’ has a restricted meaning, which in this case would apply only to foreigners.

StrangeL inks

In various sections of the Statutes, Section 911 is referenced where it does not seem to fit in, if one
accepts the common, overly-broad interpretation of the Code. One example exigts in Section 1 itsdlf
(the section imposing the income tax on individuds). Subsection (g) of Section 1 deds with certain
income of children being trested as income of that child's parents, and shows that the term “earned
income” isdefined in 26 USC § 911(d)(2).

“(g) Certain unearned income of minor children taxed asif parent'sincome...
(4) Net unearned income
For purposes of this subsection--
(A) In general
The term "net unearned income" means the excess of --
(i) the portion of the adjusted gross income for the taxable year which is not
attributable to earned income (as defined in section 911(d)(2))...” [26 USC 8§ 1(g)]
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This section (26 USC 8 1(g)) is referred to later in Section 59(j), and Section 911(d)(2) is again
mentioned as the section which defines “earned income.”  Other sections, such as 26 USC § 66(d) and
26 USC § 469(e), dso refer to Section 911(d)(2) for the definition of “earned income.” There is
nothing peculiar about the definition in 26 USC § 911(d)(2) itsdlf, which states the following:

“(d) Definitions and special rules
For purposes of this section--
(2) Earned income
(A) In general
The term " earned income' means wages, salaries, or professional fees, and other

amounts received as compensation for personal services actually rendered, but does not
include...” [26 USC § 911(d)]

What isinteresting is the location of the definition:

Subchapter N -- Tax based on income from sources within or without the United States
Part I11 -- Income from sources without the United Sates
Subpart B -- Earned income of citizens or residents of United States
Sec. 911. Citizens or residents of the United States living abroad

While it is true that the location of such a definition does not legdly change the meaning of the definition,
it is gill somewhat telling that the definition is found in Subchapter N, rather than in Subchapters A and
B (which impose the tax, and define “gross income’ and “taxable income”’). It is adso tdling that the
definition itsdf (even though the definition is aso “borrowed” by other sections) says that the definition is

“for purposes of this section,” meaning Section 911, which deds exclusvely with the “foreign earned
income’ of United States citizens.

Another strange connection occurs in the section regarding “community income’ (which comes shortly
after Section 63, which defines “taxable income”).

“Sec. 66. Treatment of community income
(a) Treatment of community income where spouses live apart
If- (1) 2 individuals are married to each other..
(2) such individuals-—- (A) live apart... (B) do not filea joint return...;
(3) one or both of such individuals have earned income for the calendar year which is
community income; and
(4) no portion of such earned income istransferred (directly or indirectly) between such
individuals before the close of the calendar year,
then, for purposes of thistitle, any community income of such individuals for the

calendar year shall be treated in accordance with the rules provided by section 879(a).” [26
USC § 66]

Note that this is giving the rules gpplicable to dl of Title 26 regarding “community income” But the
section it refersto for such rules reads.
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“Sec. 879. Tax treatment of certain community income in the case of nonresident alien
individuals

(a) General rule - In the case of a married couple 1 or both of whom are nonresident
alien individuals and who have community income for the taxable year, such community
income shall be treated as follows:...” [26 USC § 879(a)]

The text here specificdly states that it applies only where one or both are nonresdent diens. To use the
same rules for two citizens of the United States, Section 66 would have to say something smilar to
“shdl be trested in accordance with the rules provided by 879(a) regarding nonresdent diens,
notwithstanding the fact that the individuas may be citizens or resdents of the United States” Bt it
says no such thing, implying that “community income” applies only if a least one partner is a nonresident
dien.

Following | nstr uctions

Form 1040 is divided into severd categories, such as persond information, “Filing Status,”
“Exemptions,” “Income” etc. In the ingtruction booklet for that form, there is a section that givesline-
by-line ingructions. The generd category of “Income’ begins asfollows.

“Foreign-Source Income

You must report unearned income, such asinterest, dividends, and pensions, from sources
outside the United Sates unless exempt by law or a tax treaty. You must also report
earned income, such as wages and tips, from sources outside the United Sates.

If you worked abroad, you may be able to exclude part or all of your earned income. For
details, see Pub. 54, Tax Guide for U.S Citizens and Resident Aliens Abroad, and Form
2555, Foreign Earned Income, or Form 2555-EZ, Foreign Earned Income Exclusion.

Community Property Sates... *

Rounding Off to Whole Dollars...” [1996 Instruction Booklet for Form 1040]

(* - This concerns “community income,” which is dedt with above. Thiswould apply only to a United
States citizen married to a nonresident dien.)

That is dl it has to say adbout the generd subject of income. The booklet then tells where the listed
“items’ (interest, dividends, wages, eic.) should be entered on Form 1040. While there is a Statement
specificaly saying that “you must report” these itemsif from sources outside the United States, there is
no statement that these items must be reported if they come from within the United States.

This admission in the booklet is very easy for most readers to Smply disregard as irrdevant to them.
But if there was the need to say that foreign-source income must be reported, why was there no need
to say that any other income must be reported? Why did the statement not say that foreign source
income “as wdl as domegtic income’ must be reported? One is left free to make the incorrect
assumption that &l income must be reported, when thisis not the case.
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A smilar stuaion exists with IRS Publication 525, “Taxable and Nontaxable Income” Thefirg thing
this publication says concerning taxes, which gppears on the cover, is.

“Important Reminder

Foreign Source Income

If you are a U.S citizen, you must report income from sources outside the United States
(foreign income) on your tax return unlessit is exempt by U.S. law.”

Then, in the introduction (which follows the above “reminder”), the publication states thet the publication
“discusses many kinds of income and explains whether they are taxable or nontaxable.” Other
than the “foreign source income’ Ieminder, the publication deds only with ‘items’ of income, not
“sources.” Agan, one is left free to assume that income from within the United States is taxable to
U.S. citizens, but it is not Stated.

The two documents cited above, which say that citizens “must report” income coming from outside of
the United States, coincide perfectly with the older regulations defining “gross income.” For example,
the 1922 income tax regulations state that certain income not exempted by statute is nonetheless free
from taxation because of “fundamentd law” (the Condtitution). The regulations then state that “[sjuch
tax-free income should not be included in the return of income and need not be mentioned in the
return.” At the same time, the regulations dso dated that “[p]rofits of citizens, residents, or
domestic corporations derived from sales in foreign commerce must be included in their gross
income’ (and then mention specid rules regarding foreigners and those who have possessons income).
The current IRS publications, as shown above, il contain smilar language.

Treasury Decision 2313

The Supreme Court’s decision in the Brushaber case in 1916 (240 U.S. 1) is often cited by the IRS as
demondrating that the income tax is Condtitutiond (which it is because of its very limited legd
goplication). What the IRS fails to mention, and what is not gpparent from looking at the court’s ruling
in the casg, is that the case concerned income from within the United States accruing to a nonresident
alien, which is subject to the incometax. Treasury Decision 2313 makes this gpparent.

“Under the decision of the Supreme Court of the United States in the case of Brushaber v.
Union Pacific Railway Co., decided January 24, 1916, it is hereby held that income
accruing to nonresident aliens in the form of interest from the bonds and dividends on the
stock of domestic corporations is subject to the income tax imposed by the act of October
3, 1913.” [Treasury Decison 2313]

Note how in this case an “item” of income (interest) is subject to the income tax when pad to
nonresident aliens, because that is one of the legd “sources’ of taxable income. The decison o
states a proper use of Form 1040.

“The responsible heads, agents, or representatives of nonresident aliens, who arein charge
of the property owned or business carried on within the United Sates, shall make a full
and complete return of the income therefrom on Form 1040, revised, and shall pay any
and all tax, normal and additional, assessed upon the income received by them in behalf of
their nonresident alien principals.” [Treasury Decison 2313]
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While thisin itself does not prove that Form 1040 should not be used in any other Stuation, something
telling appears later in the decison. Speeking of the respongbility of fiduciaries of domedtic entities, it
dates.

“[W]hen there are two or more beneficiaries, one or all of whom are nonresident aliens, the
fiduciary shall render a return on Form 1041, revised, and a personal return on Form
1040, revised, for each nonresident alien beneficiary.”

This both implies that a Form 1041 is not required if there are no nonresdent dien beneficiaries (only
citizens and resdents), as wel as implying that a Form 1040 is not to be issued for the citizen and
resident beneficiaries.

Other Clues

As mentioned above, the only form ever gpproved for use with section 26 CFR § 1.1-1 of the
regulations (under the Paperwork Reduction Act) was Form 2555, “Foreign Earned Income” In
addition, the only form approved by the Office of Management and Budget for 26 CFR § 1.861-2 and
-3 (which ded with interest and dividends from within the United States) is Form 1040NR, “U.S.
Nonresident Alien Income Tax Return.” Similarly, the only form approved under 26 CFR § 1.861-8
itsdlf is Form 1120-F, “U.S. Income Tax Return of a Foreign Corporation.”

Bdow each section of regulations in the CFR there is a citation of the legd authority under which the
regulations are made. The statutory authority for 26 CFR 8 1.861-8 islisted as 26 USC § 7805 (which
is the generd rule-making authority for the Secretary, as shown in the firdt citation of this report), as well
as 26 USC § 882(c), which reads.

“Tax on income of foreign cor porations connected with United States business...
(c) Allowance of deductions and credits
(1) Allocation of deductions
(A) General rule... the proper apportionment and allocation of the deductions for
this purpose shall be determined as provided in regulations prescribed by the Secretary.”
[26 USC § 882(c)]

This matches the fact that only the income tax return for a foreign corporation has been approved for
use with this section of regulations by the OMB. The newer, temporary regulationsin 26 CFR 8 1.861-
8T cite no statutory authority, but instead cite Treasury Decison 8228, which states that the authors of
the regulation both work in the “Office of the Associated Chief Counsel (International).” The scope
of theregulationsisidentified in the first paragrgph of Treasury Decison 8228:

“Summary: This document provides temporary Income Tax Regulations relating to the
allocation and apportionment of interest expense and certain other expenses for purposes
of the foreign tax credit rules and certain other international tax provisions.”

[Treasury Decison 8228]
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So the authorities cited as the legd basis for the regulations for “determining taxable income from
sources within the United States” (temporary and find) show tha the regulations are about
international commerce.

Another legd resource which demongrates the true gpplicability of the “income tax” is the annotated
index of the United States Code.  While there are different versons which vary somewhat in exact
wording, under ‘Income tax, citizens,” only things such as citizens ‘living abroad” or “about to
depart fromU.S” arelisted.

Both the indexes and the contents of “Internd Revenue Bulletins’” (which contain rulings and decisons
by the IRS regarding interpretation of the law) reinforce the conclusions of thisreport. For example, the
1957-1960 cumulative bulletin has nine lisings under “Citizens” every one of which dedls with citizens
being outside of the United States. This same bulletin, under “Income - Source,” has 35 lidings, dl of
which ded with specific issues related to international commerce, with one exception; and that
exception again reinforces the sgnificance of Part | of Subchapter N, and the related regulations:.

“Within and without United States; determination. - Rules are prescribed for determination
of gross income and taxable income derived from sources within and without the United
Sates... 88 1.861-1 through 1.864. (Secs. 861-864; '54 Code) T.D. 6258, C. B. 1957-2,
368.”

The bulletins show smilar patterns year after year, from 1913 (when the basis of the current federa
income tax was written) to the present.

Another resource which indicates the true nature of the “income tax” is the Interna Revenue Manud,
which is the indruction manud for dl divisons of the Internd Revenue Savice: The Crimind
Investigetion Divison of the IRS is the divison which deds with crimind violaions of the federd
“income tax” laws, including tax evason and falure to file a return. Section 1132.55 of the Internd
Revenue Manud (entitled “Criminal Investigation Division”) begins asfollows

“The Criminal Investigation Division enforces the criminal statutes applicable to income,
estate, gift, employment, and excise tax laws... involving United Sates citizens residing in
foreign countries and nonresident aliens subject to Federal income tax filing
requirements...” [IRM, Section 1132.55 (1991 Ed.)]

Similarly, the federd regulations found in 26 CFR 8 601.101(a) describe in generd the functions of the
Internal Revenue Service. The only specific mention in these regulaions of who or what is subject to
taxes administered by the Interna Revenue Service reads as follows:

“The Director, Foreign Operations District, administers the internal revenue laws
applicable to taxpayers residing or doing business abroad, foreign taxpayers deriving
income from sources within the United Sates, and taxpayers who are required to withhold
tax on certain payments to nonresident aliens and foreign corporations...”

[26 CFR § 601.101(a)]
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In keeping with the deceptive structure used throughout the statutes and regulations, the reeder is left to
assume that some other matters are dso under IRS jurisdiction, but nothing ese is specificaly
mentioned.

16) The Other Side

As mos tax professonas bdieve that most Americans have taxable income, their position regarding
Section 861 and other matters should be specifically presented and refuted. The incorrect readings of
Section 861 and related regulations fdl into two main categories. The two approaches are in conflict
with each other, and both are provably incorrect.

Pay No Attention

The first erroneous generd “interpretation” which tax professonds have regarding Section 861 isthat it
is usudly irrdevant, and should be ignored by most people. This gpproach rests on the misreading of
“from whatever source derived” (asused in 26 USC § 61) to mean “no matter where it comes from.”
In dl three mgor printings of Title 26 (USC, USCS, USCA), Section 61 itself has a cross-reference
gmilar to the following:

“Income from sources -
Within the United States, see section 861 of thistitle
Without the United Sates, see section 862 of thistitle”

The Indexes of the United States Code reinforce the point, with entries such as.

“Income tax
Sources of income
Determination, 26 § 861 et seq...
Withinthe U.S,, 26 § 861"

(While neither the cross-reference nor the index are technicaly the law, they certainly indicate that one
should reference 26 USC § 861 for the details about gross income from “sources” within the United
States.)

On examining Section 861 itsdf, we find that it is entitled “Income from sources within the United
Sates.” The first subsection (26 USC 861(a)) is entitled “Gross income from sour ces within United
Sates,” and it states what “shall be treated as income from sources within the United States.”
Thereisno indication in the section that it should only be used if someone aso has income from outside
the dtates, and there is no indication that it only determines in certain unusua cases what “shall be
treated as income from sources within the United Sates.” (Whileit is easy for areader to assume
that he knows what “income from sources within the United States’ means, the law specifically answers
the question, so speculations and assumptions are irrelevant.)

The second subsection (namely, 26 USC § 861(b)) is entitled “Taxable income from sources within
United Sates,” and it states how to determine what “shall be included in full as taxable income
from sources within the United States.” Again, the text gives no indication whatsoever that these
sections should only be used to determine ‘gross income’ and ‘taxable incomée’ from within the
United States in certain unusud circumstances.
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But the language of the statutes is not al that the “experts’ have to ignore in order to come to their
erroneous concluson. The regulaions aso explicitly and repeatedly show the relevance of 26 USC §
861. Theseregulations fal under the heading of “Deter mination of sources of income’ in the Code of
Federa Regulations (as did the related statutes up until 1988).

“Sec. 1.861-1 Income from sources within the United Sates.

(a) Categories of income. Part | (section 861 and following), subchapter N, chapter 1 of
the Code, and the regulations thereunder determine the sources of income for purposes of
the income tax... The statute provides for the following three categories of income:

(2) Within the United States. The gross income from sour ces within the United Sates,
consisting[*] of the items of gross income specified in section 861(a) plus the items of gross
income allocated or apportioned to such sources in accordance with section 863(a). See
Secs. 1.861-2 to 1.861-7, inclusive, and Sec. 1.863-1. The taxable income from sources
within the United Sates, in the case of such income, shall be determined by deducting
therefrom, in accordance with sections 861(b) and 863(a), the expenses, losses, and other
deductions properly apportioned or allocated thereto and a ratable part of any other
expenses, losses, or deductions which cannot definitely be allocated to some item or class
of grossincome. See Secs. 1.861-8 and 1.863-1.

(2) Without the United Sates...

(3) Partly within and partly without the United States...

(b) Taxable income from sources within the United States. The taxable income from
sources within the United States shall consist of the taxable income described in paragraph
(a)(1) of this section plus the taxable income allocated or apportioned to such sources, as
indicated in paragraph (a)(3) of this section.” [26 CFR § 1.861-1]

(* Whilethisiswhat the regulation says, it was probably intended to say “consists,” which would make
it into a proper sentence, instead of afragment.)

While it istrue that some people have to “ gpportion” certain income which comes partly from insde and
partly from outside the states (under 26 USC § 863), there is no indication at all that 26 USC 8§ 861 is
to be used to determine taxable income from within the states only in these unusud circumstances. In
fact, such an “interpretation” (or more accuratdy, “basdess assartion”) is specificdly shown to be
incorrect in another section of the regulations:

“(ii) Relationship of sections 861, 862, 863(a), and 863(b)... Each of these four provisions
applies independently... [T]wo or more of these provisions may have to be applied at the
same time to determine the proper allocation and apportionment of a deduction.” [26 CFR
8 1.861-8(f)(3)(ii)]

If the quedtion is only about income from “sources’ within the United States, 26 USC 8 861 and its
regulations apply. If the question is only about income from “sources’ outside the United States, 26
USC § 862 and its regulations gpply. If the question is about income that comes partly from within and
partly from without the United States, 26 USC § 863, and possibly 861 and/or 862 as well, and related
regulations apply. The dam that 26 USC 8§ 861 only appliesin the last scenario is Imply without merit.
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(The tax professionals are aware that 26 USC § 861 would gpply to anonresident aien getting income
from within the United States, even if he received no income from outside of the states, thus destroying
any clam that only those who have both “within” and “without” income should be looking a the
section.)

One thing the tax professonas may cite to try to prove that most people should ignore Section 861 is
the title of Part | of Subchapter N (the first section of which is 26 USC § 861). In 1988, the title was
changed from ‘Determination of sources of income’ to “Source rules and other general rules
relating to foreign income’ in the Government Printing Office verson of the Code. (See page 29
regarding the title of Part 1) The clam is tha “if you don't have foreign income, you shouldn’t be
looking there.”

While the precise meaning of the new title is debatable, there is a more basic reason to dismiss such an
argument. 26 USC § 7806(b) dtates that titles have no legd effect; only the actud text is the law.
When the title of Part | changed in 1988, the text of the law did not change. (In addition, anyone
relying on the title done would have to argue that before 1988, when the title was changed, the tax only
gpplied to those engaged in internationa or foreign commerce) The actud text of the sections, as well
as the related regulations, shows no indication that most people should ignore this part.

Regardless of the title, there is even more evidence (in addition to what is aove) that 26 USC §
861(b), and the corresponding regulations found in 26 CFR § 1.861-8, are the specific sections to be
used for determining taxable income from sources within the United States.

“Sec. 1.861-8 Computation of taxable income from sources within the United States *and
from other sources and activities.

(a) In general--(1) Scope. Sections 861(b) and 863(a) state in general terms how to
determine taxable income of a taxpayer from sources within the United Sates after gross
income from sour ces within the United Sates has been determined.” [26 CFR § 1.861-8]

(* The portion of the title of 1.861-8 after the asterisk (above) was added in 1978.)

“Deter mination of taxable income. The taxpayer's taxable income from sources within or
without the United States will be determined under the rules of Secs. 1.861-8 through
1.861-14T for determining taxable income from sources within the United Sates.”

[26 CFR & 1.863-1(c)]

In the previous citation, the regulations prove the point twice in one sentence. Fird it says that taxable
income from within or without is to be determined under the cited sections, which means that one does
not need income from within and without for the section to apply. Then in the second hdf of the
sentence, it specifically refers to the cited sections (26 CFR 8§ 1.861-8 and following) as the sections
“for determining taxable income from sources within the United Sates.” And additiond citations

agree.

“ Sec. 1.861-8 [isthe section] for determining the taxable income from sources within the
United States.” [26 CFR § 1.862-1]
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If not for the previous citations, some might try to bicker over the correct lega application, based on the
use of the word “and” in the following two citations. But in light of the above, they just add more
support to the relevance of 26 USC § 861.

“Secs. 1.861-1 to 1.863-5, [give the principles] for determining the gross and the taxable
income from sour ces within and without the United States.” [26 CFR 8 1.863-6]

“Rules are prescribed for determination of gross income and taxable income derived from
sources within and without the United Sates... 88 1.861-1 through 1.864. (Secs. 861-864;
54 Code.)” [Treasury Decison 6258]

Again, there is no basis for any assertion that 26 USC § 861(b) and 26 CFR § 1.861-8 should not
usudly be used to determine taxable income from sources within the United Sates. And there is no
support for the claim that most people should not examine 26 USC § 861 to determine what congtitutes
“income from sources within the United States.”

(Some reading the general wording of 26 USC § 861 may get an incorrect, overly-broad impresson of
which incomeistaxable, and that issue is dedt with below.)

This generd “pay no atention” position is the result of backwardslogic. The tax professonds sart with
the incorrect assumption that most people receive taxable income. Therefore, when they discover that
26 USC 8 861 and the related regulations do not show most income to be taxable, they incorrectly
conclude (based on afase premise) that that section should not be used by most people, even though
the statutes and regulations clearly state otherwise. This error is usualy stated as “that section doesn't
apply toyou.” Thefollowing andogy demondratesthelogica flaw with this haf-truth.

As shown above (see page 3), one section of the Statutes of Subtitle E States that the Secretary shdl
maintain a centra registry of “all firearms” But a separate section definesthe term “firearm,” and the
legd meaning is far more redtrictive than the meaning of the word in common English. For example, a
basic hunting rifle is obvioudy a “firearm” in common English, but is not consdered a “firearm” for
purposes of Section 5841. An individua who owns a hunting rifle could, therefore, correctly sate that
Section 5841 does not impose any obligation on him.

Now imagine someone arguing to him the following: “The definition of ‘fireerms doesn't apply to your
firearm, s0 you should just ignore the definition in Section 5845. Just look at Section 5841, where it
says ‘dl fireams’ Tha includes your rifle” Such an argument would be ludicrous, and yet this is
precisely the logic (or lack of logic) used by the tax professonas regarding 26 USC § 861. Section 61
defines “gross income’ generdly as ‘all income from whatever source derived,” and Part | of
Subchapter N (Section 861 and following) and related regulations “deter mine the sources of income
for purposes of the income tax.” Many tax professonas will argue that Section 861 “doesn’t apply”
to most people, and therefore most readers should ignore the sections which “deter mine the sources
of income for purposes of the income tax.” Thisis entirdly illogicd, but it is the only way for the tax
professonds to avoid admitting their monumental error.  Contrary to the evidence, they continue to
clam that most citizens recelve taxable income.
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The following shows yet another link between Section 61 and Section 861, by specifically stating that
the“items’ of incomelisged in Section 61 can include income which is not taxabl e.

A “dass of grossincome’ “may consist of one or more items... of gross income enumer ated
in section 61.” [26 CFR 8§ 1.861-8(8)(3)]

“[Plaragraph (d)(2) of this section... provides that a class of gross income may include
excluded income.” [26 CFR § 1.861-8(b)(1)]

(26 CFR 8§ 1.861-8(d)(2) redirects the reader to 26 CFR 8 1.861-8T(d)(2).)

“For purposes of this section, the term exempt income means any income that is, in whole
or in part, exempt, excluded, or eliminated for federal income tax purposes.”
[26 CFR § 1.861-8T(d)(2)(ii)]

“(iii) Income that is not considered tax exempt. The following items are not considered to
be exempt, eliminated, or excluded income...

(A) In the case of a foreign taxpayer ...

(B) In computing the combined taxable income of a DISC or FSC...

(C) ...the gross income of a possessions corporation...

(D) Foreign earned income...” [26 CFR § 1.861-8T(d)(2)(iii)]

The link between 26 USC 8§ 61 and 26 USC § 861 (regarding income from “sources’ within the
United States) is solidified by examining the regulations under the predecessor to 26 USC § 61, namedly,
Section 22(a) of the Internad Revenue Code of 1939. In defining “gross income,” the older regulations
date that it means all income, except income which is exempted by datute, or income which is “under
the Constitution, not taxable by the Federal Government.” Then the regulaions gave alist of non-
exempt income which isvery amilar to the above citation (from the current regulations).

“ Profits of citizens, residents, or domestic corporations derived from salesin foreign
commerce must be included in their grossincome but special provisions are made for
nonresident aliens and foreign corporations... and, in certain cases... for citizens and
domestic corporations deriving income from sour ces within possessions of the United
States.” [26 CFR § 39.22(a)-1 (1945)]

Notice, this is under the predecessor of Section 61, not Section 861. But not surprisngly, the
regulations under the predecessor of 26 USC 8 861 (Section 119 of the 1939 Code) listed the exact
same activities relaing to income from within the United States. ‘Nonresident alien individuals,
foreign corporations, and citizens of the United States or domestic corporations entitled to the
benefits of section 251" (only those with a large amount of income from within federd possessons
were ‘entitled to the benefits of section 251”). So denying the current relevance of Section 861
requires one to aso ignore the legidative and regulatory history.

Except for the genera definition of “gross income’ (“income from whatever source derived”), the
main citation used by tax professonds to judtify their misnterpretation of the law is found in the
regulations related to Section 1 of the statutes, which imposes the tax.
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“Sec. 1.1-1 Income tax on individuals.

(a) General rule. (1) Section 1 of the Code imposes an income tax on the income of
every individual who is a citizen or resident of the United States... The tax imposed is upon
taxable income (determined by subtracting the allowable deductions from gross income)...

(b) Citizens or residents of the United States liable to tax. In general, all citizens of the
United Sates, wherever resident, and all resident alien individuals are liable to the income
taxes imposed by the Code whether the income is received from sources within or without
the United States.” [26 CFR § 1.1-1]

This section by itsdlf certainly gives the appearance that the tax gpplies to most United States citizens.
However, when one understands what the terms used in this section legaly mean, the conclusion is quite
different.

Fird, the tax does not apply to the income of every citizen, only to the ‘taxable income’ of every
citizen. Every tax professona knows that it is very possble to have income (in some cases millions of
dollars of income) without having ay taxable income. And the section itsdf admits that the tax applies
only to “taxable income,” which is generdly “grossincome’ minus deductions.

But the more sgnificant satement is found in 26 CFR § 1.1-1(b), which States that citizens are taxed on
their income, whether “from sources within or without the United States.” Thisis asolutey true,
but easy to misconstrue. Because “Section 861 and following... and the regulations thereunder,
determine the sources of income for purposes of the income tax” (26 CFR § 1.861-1), the meaning
of income “from sources within or without” the U.S. is aready dependent upon 26 USC § 861 and
following. But there are severa more specific points regarding the legd meaning of ‘from sources
within or without the United Sates.”

If a citizen is taxed on his income, whether “from sources within or without the United States,” it
would certainly be logica to examine that portion of the law which eaborates on “Tax based on
income from sources within or without the United Sates.” That isthe title of Subchapter N of the
Code. Subchapter N does describe stuations in which citizens can have taxable income from “within”
or “without” the United States, or both. However, conspicuoudy absent from Subchapter N is any
mention of the income of most Americans. Citizens can have taxable income from sources outside of
the United States under 26 USC § 911. Under 26 USC § 931, citizens are dso taxable on income
received within the United States, if they first receive alarge portion of their income from within federd

[pOSSESSIONS.

“In the case of a citizen of the United States or a domestic corporation satisfying the
following conditions, gross income means only gross income from sour ces within the
United States-- (i) If 80 percent or more of the grossincome... was derived from sources
within a possession of the United States, and (ii) If 50 percent or more of the gross
income... was derived from the active conduct of a trade or business within a possession of
the United Sates...

(c) Amounts received in the United States. Notwithstanding the provisions of section
931(a), there shall be included in the gross income of citizens and domestic corporations
therein specified all amounts, whether derived from sources within or without the United
Sates, which are received by such citizens or corporations within the United Sates.”

[26 CFR § 1.931-1]
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Regarding citizens having taxable income, these are the only Stuations described in the section of the
law concerning “Tax based on income from sources within or without the United Sates’
(Subchapter N). To assume that matters not mentioned in this part of the law gill conditute “income
from sources within or without the United States” is contrary to established lega principles.

“In the interpretation of statutes levying taxesit is the established rule not to extend their
provisions, by implication, beyond the clear import of the language used, or to enlarge
their operations so as to embrace matters not specifically pointed out.”

[Gould v. Gould, 245 U.S. 151 (1917)]

But, asif that weren't enough, there is something that even more conclusively rebuts the misreading of
26 CFR § 1.1-1. To review, that section states the following:

“The tax imposed is upon taxable income... In general, all citizens of the United States...
are liable to the income taxes imposed by the Code whether the income is received from
sour ces within or without the United Sates.” [26 CFR 8§ 1.1-1]

In light of the following, it becomes absurd to deny the relevance of 26 USC § 861 and the related
regulations.

“The taxpayer's taxable income from sour ces within or without the United States will be
determined under the rules of Secs. 1.861-8 through 1.861-14T.” [26 CFR 8§ 1.863-1(c)]

In addition, the Index of the Code of Federa regulations has an entry which reads “Income from
sources inside or outside U.S, determination of sources of income, 26 CFR 1 (1.861-1--1.864-

81)."

The regulations in 26 CFR § 1.1-1 are amagterpiece of deception. While being literdly correct (as the
lawv mugt be), it is likely to give an incorrect impresson. For example, the language could have just as
eadly (and just as correctly) stated that “ everyone on earth, no matter where he is and no matter where
his income comes from, is taxable upon his taxable income.” The meaning of the Satement is, of course,
totaly dependent upon the meaning of “taxable income.” It is a word game, where what may be
inferred differs from what is actudly stated. If someone does not have ‘taxable income,” and if
someone does not receive “income from sources’ (as defined by law), then 26 CFR § 1.1-1 becomes
irrdlevant. Nothing in the section has any effect on the lega meaning of “taxable income”’ or “sources of
income.” Instead, the section uses these terms in a context which makes them sound less regtricted.

(As areminder, the only form ever gpproved for use with the above regulations under the Paperwork
Reduction Act was Form 2555, “Foreign Earned Income”)

The predecessors of the current regulations were worded dightly differently.

“19.11-1 Income tax on individuals

Chapter 1 of the Internal Revenue Code [*]... imposes an income tax on individuals,
including a normal tax (section 11), a surtax (section 12), and a defense tax [*]... The tax
is upon net incomewhich is determined by subtracting the allowable deductions from the
grossincome (See generally 21 to 24, inclusive.)”
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[* - Words omitted related only to which years the law was applicable)]

“19.11-2 Citizens or residents of the United Sates liable to tax

In general, citizens of the United States, wherever resident, are liable to the tax, and it
makes no difference that they may own no assets within the United States and may receive
no income from sources within the United Sates. Every resident alien individual isliable
to the tax, even though his income is wholly from sour ces outside the United Sates.”

The wording of these regulations (from 1945), while deceptive, does not give quite as persuasve a
deception as the current regulations. The only solid conclusion which can be inferred from these older
regulations is that income from outside of the United States can be taxable to United States citizens and
residents.

Out of Context

The second erroneous “interpretation” which tax professonas have regarding Section 861 is thet it is
relevant to everyone, but that it does show the income of most people to be taxable. Thisis an easy
mistake to make, based on reading Section 861 of the statutes out of context, and without knowing the
history of the section. (Thereis plenty of evidence suggesting that the statutes and regulations have been
dtered specificaly to alow for such a misreading, while the previous statutes and regulations stated the
truth more clearly.)

“Sec. 861. Income from sources within the United Sates

(a) Grossincome from sources within United Sates

The following items of gross income shall be treated as income from sour ces within the
United Sates:

(1) Interest - Interest from the United States or the District of Columbia, and interest
on bonds, notes, or other interest-bearing obligations of noncor porate residents or
domestic corporations not including... [certain exceptions]

(3) Personal services - Compensation for labor or personal services performed in the
United Sates; except... [certain exceptions]

(b) Taxable income from sources within United States

From the items of gross income specified in subsection (a) as being income from sources
within the United States there shall be deducted [dlowable deductions]. The remainder, if
any, shall be included in full as taxable income from sour ces within the United States.” [26
USC § 861]

It is easy to see how this could be read to mean that the income of al citizens who live and work within
the states ‘shall be treated as income from sources within the United States,” and after taking
deductions, “shall be included in full as taxable income from sources within the United States.”
(However, even most tax professonds knows that such areading of this section isincorrect.)

To fully understand the gpplication of 26 USC § 861, it is essentid to understand the structure of
Subchapter N of the Code, which is entitled “Tax based on income from sources within or without
the United Sates.” As the title implies, Subchapter N eaborates on which income from “ sources’
ingde or outsde the United States is taxable. Subchapter N is divided into five “ Parts,” which are titled
asfollows
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Part | - “Determination of sources of income’ *

Part 11 - “Nonresident aliens and foreign corporations’
Part 111 - “Income from sour ces without the United Sates’
Part 1V - “Domestic international sales corporations’
Part V - “International boycott deter minations’

(See page 29 concerning thetitle of Part | of Subchapter N.)

Parts 11 through V describe certain activities which are taxable. For example, Part 11 includes 26 USC
§ 871 and 26 USC § 882, which state that nonresident adiens and foreign corporations “shal be
taxable’ under the income tax on certain income that comes from within the states; and Part 11 includes
26 USC § 911 and 26 USC § 931, which show that U.S. citizens are taxable on their “foreign earned
income’ (after alarge exemption), and are taxable on income received within the United Statesif they
aso recaive alarge amount of income from within federd possessions.

Part | includes 26 USC 88 861 - 865, which give the generd “source rules’ for determining what
income counts as coming from “within” and what counts as coming from “without” the United States.
However, these sections are about the income only of those engaged in the taxable activities described
inthe other “Parts’ of Subchapter N.

For example, under 26 USC 8§ 871 nonresident aliens are taxed on their income from within the United
States, but not on their income from outsde the states. Nonresdent diens, therefore, must distinguish
between “within” income and “without” income, to determine their taxable income (and they do that
using 26 USC § 861 and following). In addition, a United States citizen who receives alarge amount of
income from within federd possessions is dso only taxed on the income he receives from within the
United States. These are the only individuas whose income is made taxable by the genera terminology
used in 26 USC § 861, and these are the only individuds who can have ‘taxable income from
sources within the United States.”

The current regulations show that thisisthe case. This shows that the “generd terms’ used in Section
861 of the statutes only gpplies to income from “ specific sources.”

“Sections 861(b) and 863(a) state in general termshow to determine taxable income of a
taxpayer from sources within the United States...” [26 CFR § 1.861-8]

“(i1) Relationship of sections 861, 862, 863(a), and 863(b). Sections 861, 862, 863(a), and
863(b) are the four provisions applicable in determining taxable income from specific
sources.” [26 CFR § 1.861-8(f)(3)(ii)]

As shown above, 26 USC 861(b) says that the “items’ of gross income listed in 861(a), after
deductions have been taken, “shall be included in full as taxable income from sources within the
United Sates.” However, the corresponding regulations are found in 26 CFR § 1.861-8, and statein
the first paragraph that they “apply in determining taxable income of the taxpayer from specific
sources and activities.” So again we see that the genera terms of 861 of the Statutes gpply only to
income from “specific sources.” And the regulatiionsin three places tl uswhat is meant by “specific
sources.”
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“The rules contained in this section apply in determining taxable income of the taxpayer
from specific sources and activities under other sections of the Code, referred to in this
section as operative sections. See paragraph (f)(1) of this section for a list and description
of operative sections.” [26 CFR § 1.861-8(a)(1)]

“[T]he term * statutory grouping’ means the gross income from a specific source or activity
which must first be determined in order to arrive at ‘taxable income’ from which gpecific
source or activity under an operative section. (See paragraph (f)(1) of this section.)” [26
CFR § 1.861-8(8)(4)]

“The operative sections of the Code which require the determination of taxable income of
the taxpayer from specific sources or activities and which gives rise to statutory groupings
[see previous citation] to which this section is applicable include the sections described
below.

(i) Overall limitation to the foreign tax credit...

(i) [Reserved]

(iii) DISC and FSC taxable income... [internationd, foreign saes corporations)

(iv) Effectively connected taxable income. Nonresident alien individuals and foreign
corporations engaged in trade or business within the United Sates, under sections
871(b)(1) and 882(a)(1)...

(v) Foreign base company income...

(vi) Other operative sections. The rules provided in this section also apply in determining-

(A) The amount of foreign source items...

(B) The amount of foreign mineral income...

(C) [Reserved]

(D) The amount of foreign oil and gas extraction income...

(E) The tax base for citizens entitled to the benefits of section 931 and the section 936
tax credit of a domestic corporation...;

(F) (dealswith Puerto Rico tax credits)

(G) (dedswith Virgin Idands tax credits)

(H) The income derived from Guam by an individual ...

(I) (dedswith China Trade Act corporations)

(J) (dedswith foreign corporations)

(K) (dedlswith insurance income of foreign corporations)

(L) (dedls with countries subject to international boycott)

(M) (dealswith the Merchant Marine Act of 1936)” [26 CFR § 1.861-8(f)(1)]

Thisisthe ligt of “specific sources’ to which the general wording of 26 USC 8 861 and following apply.
While various foreign tax credits and obscure possessions rules complicate matters, those taxable on
their income from within the United States are dill nonresident aliens and foreign cor porations who
recave income from within the United States (item “(iv)” on the ligt), and citizens and dmestic
corporations which receive possessions income (item “(vi)(E)” and following).



Taxable Income - Larken Rose 49 Revised: 10/23/2000

The current regulations under 26 CFR § 1.861-8 are more than forty pages long, and have been that
way since 1978. Prior to 1978, the section was less than one page long, and there was no mention of
“operative sections,” “dautory groupings,” “specific sources” etc. This exploson in the sze and
complexity of these regulations happened without a significant change in the wording of the Satutes
(which have remained basicdly the samefor 70 years).

While the truth can till be found about the proper application of 26 USC § 861 (as shown above), it
has certainly become more complicated than it was previoudy. Sections 861 through 864 of the current
datutes came from Section 119 of the 1939 datutes, which used very smilar wording as the current
sections.

“Sec. 119. Income from sources within United States

(a) Grossincome from sources in United States. The following items of gross income shall
be treated as income from sour ces within the United States:

() Interest...

(3) Personal services - Compensation for labor or personal services performed in the
United Sates...”

However, the regulations under the 1939 Code quite showed quite plainly the limited gpplication of the
generd terms of this section of the Statutes.

“Sec. 29.119-1. Income from sources within the United Sates.

Nonresident alien individuals, foreign corporations, and citizens of the United Sates or
domestic corporations entitled to the benefits of section 251 are taxable only upon income
from sources within the United Sates...

The Internal Revenue Code divides the income of such taxpayers into three classes:

(1) Income which isderived in full from sources within the United States,

(2) Income which isderived in full from sources without the United States,

(3) Income which isderived partly from sources within and partly from sources without
the United States.”

Section 251 of the 1939 Code became 26 USC § 931 and following of the current Code. Only those
who received a large amount of income from federa possessions were “entitled to the benefits of
section 251" (the “benefit” being that only their income from within the States was taxable). The generd
wording of the statutes only applied to the income of “such taxpayers,” meaning those engaged in the
taxable activities described in other sections of the Code (now called “ operative sections’ in the current
regulations).

To give amore specific example, the 1939 statutes said this:

“The following items of gross income shall be treated as income from sources within the
United States:...

(1) Interest. - Interest fromthe United States, any Territory, any political subdivision of a
Territory, or the District of Columbia, and interest on bonds, notes, or other interest-
bearing obligations of residents, corporate or otherwise, not including...”

[26 USC § 119 (1939)]
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Whilethe rdlated regulations sad this:

“There shall be included in the gross income from sources within the United Sates, of
nonresident alien individuals, foreign corporations, and citizens of the United Sates, or
domestic corporations which are entitled to the benefits of section 251, all interest received
or accrued, as the case may be, from the United Sates, any Territory, any political
subdivision of a Territory, or the District of Columbia, and interest on bonds, notes, or
other interest-bearing obligations of residents of the United States, whether corporate or
otherwise, except...” [26 CFR § 29.119-2]

While the older regulations clearly show the limited application of the predecessors of 26 USC § 861,
going even further back shows the statutes proving thisaswell. The following isthe 1921 predecessor
of the current Sections 861 through 864.

“Sec. 217. (a) That in the case of a nonresident alien individual or of a citizen entitled to
the benefits of section 262, the following items of gross income shall be treated as income
from sources within the United Sates:

(2) Interest...

(3) Compensation for labor or personal services performed in the United States...” [Section
217, Revenue Act of 1921]

While this section mentioned only individuals, Section 232 of the same Act stated that “[i]n the case of
a foreign corporation or of a corporation entitled to the benefits of section 262 the computation
shall also be made in the manner provided in section 217.”

Other than the tell-tale phrase “vanishing,” the text is very smilar to the current Section 861. There can
be no doubt about the correct application of the 1921 statute, and the regulations (past and present)
show that the scope of the section has not changed.

(If someone inggts, based on reading Section 861 by itself and out of context, that al income from
within the United States is taxable to everyone, then he would dso have to cdlam that Section 862, by
itself and out of context, shows that dl income from outside the United Statesis taxable to everyone, as
the wording is very smilar. It dates, in the same generd terms, that “compensation for labor or
personal services performed without the United States” “shall be treated as income from sources
without the United States,” and that after taking adlowable deductions, the remainder ‘shall be
treated in full as taxable income from sources without the United States.” Either severa hundred
million Chinese owe the United States alot of money, or the generd language in Sections 861 and 862
only applies to those engaged in activities described elsewhere in Subchapter N, such as a United
States citizen living and working in aforeign country (see 26 USC § 911).)

Residual Groupings

(The fallowing explanation deds with an issue which was mogt likely intended to be confusng. It is
included for the purpose of being thorough in documenting and refuting anything likely to be used to try
to counter the conclusions of this report.)
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Some (who are unaware of the statutory and regulatory history of 26 USC § 861) may claim, based on
the current regulations, that al income that comes from somewhere other than the “specific sources’
makes up a “residud grouping” of gross income, which is nonetheless taxable. This pogtion is based
entirely on the current regulaionsin 26 CFR § 1.861-8, which gate the following:

“[T]he term ‘ statutory grouping of grossincome’ or ‘statutory grouping’ means the gross
income from a specific source or activity which must first be determined in order to arrive
at ‘taxable income’ from which specific source or activity under an operative section. (See
paragraph (f)(1) of this section.) Gross income from other sources or activitiesisreferred
to asthe ‘residual grouping of grossincome’ or ‘residual grouping.”” [26 CFR § 1.861-

8(a)(4)]

So “datutory groupings’ means income from the specific taxable “sources’ listed in 26 CFR § 1.861-
8(f)(1). The implication some see here is that income from other “sources’ (referred to as “residual
groupings’) can aso be taxable, because it too isreferred to as “grossincome.” Theideaisthat “gross
income’ must conditute “taxable income’ (after deductions are subtracted), since the definition of
“taxable income” is “gross income’ minus deductions. However, the regulations often use the term
“gross income’ in a more generic way, meaning any income, whether taxable or not. In fact, the
regulations specificaly sate that the “residual grouping” may be excluded from federd taxation.

“[T]heresidual grouping may include, or consist entirely of, excluded income See
paragraph (d)(2) of this section with respect to the allocation and apportionment of
deductions to excluded income” [26 CFR § 1.861-8(a)(4)]

And the regulations lead to thislist of whet is not exempt from taxation:

“(A) In the case of a foreign taxpayer ...

(B) In computing the combined taxable income of a DISC or FC...
(C) ...the grossincome of a possessions corporation...

(D) Foreign earned income...” [26 CFR § 1.861-8T(d)(2)(iii)]

A clear example of tax-exempt income being referred to as “gross income’ in a“resdud grouping” is
shown below. As sated in 26 USC § 882(a)(2), foreign corporations are only taxable on “gross
income which is effectively connected with the conduct of a trade or business within the United
Sates” The following example therefore shows that any regulaion which discusses “gross income”’
(not “taxable income’) from the “resdua grouping” in no way shows that the resdua grouping must be
taxable.

“Snce X isaforeign corporation, the statutory grouping is gross income effectively
connected with X's trade of business in the United States, namely gross income from

sour ces within the United States, and the residual grouping is gross income not effectively
connected with a trade or businessin the United States, namely gross income from
countries A and B.” [26 CFR § 1.861-8(g), Example 21]

The fact that the regulations refer to income as “gross income” clearly does not mean it is taxable. In
discussng an item of income, the regulations sate the following:
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“Gross income from sources within the United States includes compensation for labor or
personal services performed in the United States..." [26 CFR 8§ 1.861-4]

In the generic sense, compensation for labor within the United States is dways "gross income.”
However, as the current regulations repestedly explain, it can only be “taxable income” if it comes from
a“specific source” The older regulations dedt with this “item” of income in avery smilar way, but the
context of the surrounding regulations made it perfectly clear in what Stuations this “item” could be
taxable.

"Sec. 29.119-1. Income from sources within the United Sates.

Nonresident alien individuals, foreign corporations, and citizens of the United Sates or
domestic corporations entitled to the benefits of section 251 are taxable only upon income
from sources within the United Sates...

The Internal Revenue Code divides the income of such taxpayer into three classes:

(1) Incomewhich isderived in full from sources within the United States;

(2) Income whichisderived in full from sources without the United States;

(3) Income which isderived partly from sources within and partly from sources without
the United States...

Sec. 29.119-2. Interest...

Sec. 29.119-3. Dividends...

Sec. 29.119-4. Compensation for labor or personal services. - Except as provided in
section 119(a)(3), gross income from sour ces within the United Sates includes
compensation for labor or personal services performed within the United States...
Sec. 29.119-5. Rentals and royalties...

Sec. 29.119-6. Sale of real property...

Sec. 29.119-10. Apportionment of deductions.

From the items specified in sections 29.119-1 to 29.119-6, inclusive, as being derived
specifically from sources within the United States there shall, in the case of nonresident
alien individuals and foreign corporations engaged in trade or business within the United
Sates, be deducted [dlowable deductions]. The remainder shall be included in full as net
income from sour ces within the United Sates..."

The fact that income is referred to in the regulations as “gross income’ certainly doesv't mean it is
taxable. Deductions must be divided between the “datutory grouping” (income from a “specific
source’) and the “resdud grouping” (income from anywhere €sg). This does not mean that the
“resdud grouping” istaxable. The regulations show in severd places that there must be an “operative
section” which gppliesin order to determine taxable income.

“A taxpayer to which this section appliesisrequired to allocate deductions to a class of
gross income and, then, if necessary to make the determination required by the operative
section of the Code, to apportion deductions within the class of gross income between the
statutory grouping of gross income (or among the statutory groupings) and the residual
grouping of grossincome.” [26 CFR § 1.861-8(a)(2)]



Taxable Income - Larken Rose 53 Revised: 10/23/2000

The regulation which gates that the “resdud grouping” may be exempt from taxation aso shows that
there must be an “ operative section” gpplicable.

“In some instances, wher e the operative section so requires, the statutory grouping or the
residual grouping may include, or consist entirely of, excluded income”
[26 CFR § 1.861-8(a)(4)]

Thisis only logicd, based on the smple fact that the section “for determining taxable income from
sources within the United Sates’ (26 CFR § 1.861-8) dtates over and over again that it is for
determining taxable income from “specific sources,” not the “resdud groupings.”

“The rules contained in this section apply in determining taxable income of the taxpayer
from specific sources and activities under other sections of the Code, referred to in this
section as operative sections...” [26 CFR 1.861-8(a)(1)]

“The operative sections of the Code which require the determination of taxable income of
the taxpayer from specific sources or activities and which give rise to statutory groupings
to which this section is applicable include the sections described below..”

[26 CFR 1.861-8(f)(1)]

“A taxpayer to which this section appliesis required to allocate deductions to a class of
gross income and, then, if necessary to make the determination required by the operative
section of the Code, to apportion deductions...” [26 CFR 8§ 1.861-8(a)(2)]

The regulations (and statutes) are not about determining taxable income from anywhere other than the
“goecific sources” Part of the confusion is from the fact that, in Sating that the “resdua grouping” may
conss of excluded income, the regulations imply that it dso may be taxable. Thisis correct, but
deceptive. The possibility of the “resdua grouping” being taxable could easly lead to the eroneous
concluson that income from somewhere other than the “specific sources’ might be taxable. The
assumption is that the “residud grouping” cannot be from one of the listed “specific sources” Thisis
not the case.

In doing the caculations for two “specific sources’ (described in “ operative sections’), the regulations
date that dl the cdculations must be done for each “specific source’ separately. Paragraph (f)(2) ligts
the “ specific sources’ under the “operative sections,” and then the next paragraph states the following:

“Where more than one operative section applies, it may be necessary for the taxpayer to
apply this section separately for each applicable operative section.”
[26 CFR 8§ 1.861-8(f)(2)(i)]

While a person is caculating dl the deductions, etc. for the fird “ specific source” his income from the
second “specific source” fdls in the category of “residual grouping.” Likewise, when he is doing the
cdculations for the taxable income from the second “specific source,” the income from thefirg isin the
“residual grouping.” The temporary regulations at 26 CFR § 1.861-8T demondrate this.
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“Thus, in determining the separate limitations on the foreign tax credit imposed by section
904(d)(2) or by section 907, the income within a separate limitation category constitutes a
statutory grouping of income and all other income not within that separate limitation
category (whether domestic or within a different separate limitation category) constitutes
the residual grouping.” [26 CFR § 1.861-8T(c)(1)]

(The samething issaid again in 26 CFR § 1.861-8T(f)(1)(ii).)

S0 even an example in the regulations showing that the “resdua grouping” may be taxable does not
prove that income from somewhere other than the “specific sources’ may be taxable. (And the
“operative sections’ involving individuds receiving income from within federdl possessons dso makesiit
possible for a taxpayer to have “taxable income” from within and without the United States, adding
further room for confusion.)

The “resdud grouping” argument relies on making assumptions based on something that complex
deduction dlocation examples might seem to suggest, but do not date (that income not from the
“gpecific sources’ can be taxable), while a the same time ignoring severd sections of regulations which
contradict this theory. The over-complexity of these regulations seems designed to cause confusion and
uncertainty. But even if the current complicated regulations by themsdves, combined with some
“credtive interpretation,” alowed for the “resdud grouping” argument to have some credibility, the older
regulations (as shown above) erase that credibility entirely.

The 1945 regulations made no mention of “operative sections,” “specific sources” “gatutory groupings’
or “resdud groupings” and did not consst of dozens of pages of a jumbled, confusng mess. Since
there was nothing about “resdua groupings’ back then to base an argument on, to use the argument
now would require the dlam that since 1945 there must have been a massive expangon of what income
is taxable, from internationa and foreign commerce to dl commerce, and that the Secretary decided to
inform the public of this by subtle innuendos hidden in confusing examples about deduction alocation
rules related to the per-country limitation on the foreign tax credit. (Meanwhile, Congress stated that
“no subgtantive change” was madein thelaw.) Obvioudy, such aclam would be absurd.

The ridiculous complexity of the current regulations under 26 USC § 861, and particularly the exploson
in 1978 of the regulations in 26 CFR 8 1.861-8 from less than one page to more than forty (with no
corresponding change in the statutes) certainly seems to indicate that the intent was to obfuscate the
truth. If the god wasto convey the truth, 26 CFR 8§ 1.861 would look something like this:

“The items of income listed in 26 USC 8§ 861 are only taxable to nonresdent diens, foreign
corporations, and citizens or domestic corporations which are entitled to the benefits of 26 USC
8§ 931 (because they receive a large amount of their income from within federad possessons). In
determining taxable income, it is sometimes necessary to dlocate deductions and expenses
between income from the taxable activities, and non-taxable income from other activities”

(Note: Thisisahypothetical regulation, not an actud regulation.)
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This is quite close to what the older regulations stated. While there are a few more details to address
than the above hypothetical regulation addresses, there is Smply no judification for the forty-some
pages of jumbled mess that is currently found in the regulaions under Section 861, including the
needlesdy twisted maze of “resdua groupings” “satutory groupings,” “specific sources” “operative
sections,” etc. (terms which do not gppear anywhere in the statutes). The only plausible explanation for
the current regulationsis an intent to deceive.

Tie-Breaker

The common “interpretation” of the income tax laws relies on multiple assumptions, as well as Smply
ignoring various sections which contradict those assumptions. Some may wish to imagine that some
other “sources’ of income which the law does not mention must o be taxable. Some may like to
assume that everything is taxable unless the law specificdly says it is not. And some may say that if
there is some uncertainty about what the law requires, then the government by default “wins”  All of
these are in direct conflict with a basic principle of tax law, which has been explained on numerous
occasions by the Supreme Court.

“In the interpretation of statutes levying taxesit is the established rule not to extend their
provisions, by implication, beyond the clear import of the language used, or to enlarge
their operations so as to embrace matters not specifically pointed out. In case of doubt they
are construed most strongly against the government, and in favor of the citizen.” [Gould v.
Gould, 245 U.S. 151 (1917)]

“In view of other settled rules of statutory construction, which teach that... if doubt exists
as to the construction of a taxing statute, the doubt should be resolved in favor of the
taxpayer...” [Hassett v. Welch, 303 U.S. 303 (1938)]

The extensve evidence of the correct, limited application of the income tax |leaves little room for doubt.
But even if the IRS, or others who would chalenge the conclusons of this report, could obfuscate and
confuse matters to the point where “it could go either way,” the Supreme Court makesiit clear that such
adisagreement isto be settled in favor of the citizen, not the governmen.

17) Conclusion

Because of the Congtitution, Congress could not impose atax on al income earned in the United States.
What Congress did instead was to impose a tax on matters which they could tax (internationd and
foreign commerce), and write the law in such away that it would give the impression that it also gpplied
to the income of most Americans. The Secretary of the Treasury wrote corresponding regulations with
agmilar god: to tdl the truth while implying alie. Despite alongstanding and ongoing effort by somein
government to confuse and obfuscate, the literd truth has remained in the law. Though it is a complex
process, the current statutes and regulations by themsdves do reved the limited application of the
federa incometax laws. The older statutes and regulations then add extensive reinforcement and clarity
to the conclusions reached by deciphering the current law. The hitoricd documents aso give ample
evidence to judtify an accusation, againg the legidatorsin Congress and the authors of the regulations a
the Department of the Treasury, of intent to defraud the American people of money not legdly owed.
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Asde from arguments about specific detals, there is one giant hurdle for those who would till ingst thet
most Americans receive taxable income: what is the dternate explanation that accounts for every
citation in thisreport? There is extensve documentation, not only in the current statutes and regulations,
but throughout more than 80 years of statutory and regulatory history, which supports the conclusions of
this report. 1t would be absurd to claim that a tax was imposed on the income of most Americans, and
that by mistake or coincidence Congress and the Secretary put into the statutes and regulations such an
enormous amount of information, spanning nearly a century, which indicates that the tax gpplies only to
those engaged in internationa or foreign commerce. Quite Smply, there is no conclusion other than the
conclusion of this report which explains dl of the evidence.



Test For Tax Professionals

1) Inlight of part four of this report (page 3 and following), do 26 USC § 861 and following, and
the related regulations, determine what congtitutes a* source’ of income subject to the federa income
tax?

2) Inlight of part five of this report (page 6 and following), are 26 USC § 861(b), and the related
regulations in 26 CFR § 1.861-8, the sections to use to determine taxable income from sources
within the United States?

3) In lght of pat sx of this report (page 8 and following), is the income of citizens living and
working exclusvely within the United States shown to be taxable under 26 USC § 861(b) and 26
CFR §1.861-8?

4) Inlight of part nine of this report (page 12 and following), what income not exempted by statute
IS, because of the Condtitution, not taxable by the federd government?

5) Inlight of part ten of this report (page 15 and following), does Congress have the ability to
control anything it wants to within the 50 dates, provided it exerts that control through tax
legidation?

6) Inlight of part sixteen of this report (page 38 and following), are there any citations of statutes or
regulations which show that the income of citizens living and working exclusvely within the 50 gates
are subject to the federd income tax?

7) A former legidation draftsman for the Treasury Department stated that the income tax in not atax
on income per se, but is an excise tax on “certain activities and privileges’ (see page 31). Isthis
correct, and if so, to what activities and privileges do you think was he referring?

8) Inlight of what the older regulations defining “grossincome’ said (see page 18), are the activities
mentioned (related to international and foreign commerce) all of the conditutiondly taxable
activities? If not, where do the regulaions specify which income is not taxable by the federd
government because of the Congtitution? And if not, what is the purpose of mentioning those few
specific activities (3nce the Satute does not mention them)?

9) Isthere some explanation which accounts for al of the citations in this report, and which shows
the income of most Americans to be taxable?



STATUTES

Part | of Subchapter N, and the requlations thereunder:

REGULATIONS

Subchapter N - Tax based on
income from sources within
or without the United States

Part | - Determination of
Sources of Income *

Sec. 861. Income from sour ces
within the United States
a) Gross income from sources within
United States
The following items of grossincome
shall be treated as income from
sources within the United States:
(1) Interest...
(2) Dividends...
(3) Personal services -
Compensation for labor or
personal services...
(4) Rentals and royalties...
(5) Disposition of United States
real property interest...
(6) Sale or exchange of inventory
property...
(7) ...underwriting income...
(8) Social security benefits...
(b) Taxable income from sour ces

within United States

From the items of gross income
specified in subsection (a) as being
income from sources within the
United States there shall be
deducted the expenses, losses, and
other deductions properly
apportioned or allocated thereto and
aratable part of any expenses,
losses, or other deductions which
cannot definitely be allocated to
some item or class of grossincome.
Theremainder, if any, shall be
included in full astaxable
income from sources within the
United States...

(c) Foreign business requirements. ..
(d) Specia rulefor... subsection
(Q()(B)... -

(e) Income from certain railroad
rolling stock...

(f) Crossreference...

(* - See page 29 regarding the title of
Part | of Subchapter N.)

Part | - Income taxes
Determination of sources of income

Sec. 1.861-1 Income from sources within the United States.
(a) Categories of income. Part | (section 861 and following), subchapter N, chapter 1 of the Code, and the
regulationsthereunder determine the sources of income for purposes of theincometax... The statute
provides for the following three categories of income:
(1) Within the United States. The gross income from sources within the United States, consisting of the items of
gross income specified in section 861(a)... [plus part of 863 income] See Secs. 1.861-2 to 1.861-7, inclusive, and Sec.
1.863-1. Thetaxableincome from sources within the United States... shal be determined by deducting
therefrom, in accordance with sections 861(b) and 863(a), [allowable deductiong]... See Secs. 1.861-8 and 1.863-1.
(2) Without the United States...
(3) Partly within and partly without...
(b) Taxableincome from sources within the United States. The taxable income from sources within the United
States shall consist of the taxable income described in paragraph (a)(1) of this section... [plus part of (a)(3) income]
(c) Computation of income... [deals with income from both within and without U.S.]
Sec. 1.861-2 Interest.
Sec. 1.861-3 Dividends.
Sec. 1.861-4 Compensation for labor or personal services.
Sec. 1.861-5 Rentals and royalties.
Sec. 1.861-6 Sale of real property.
Sec. 1.861-7 Sale of personal property.
Sec. 1.861-8 Computation of taxable income from sources within the United States and from other sources
and activities.
(a) In general--(1) Scope. Sections 861(b) and 863(a) statein general termshow to determine taxable income
of ataxpayer from sources within the United States after gross income from sources within the United States has
been determined... Therules contained in this section apply in determining taxable income of the taxpayer
from specific sources and activities under other sections of the Code, referred to in this section as operative
sections. See paragraph (f)(1) of this section for a list and description of operative sections. The operative sections
include, among others, sections 871(b) and 882...
(2) Allocation and apportionment of deductions...
(3) Class of grossincome. For purposes of this section, the gross income to which a specific deduction is definitely
related is referred to as a “ class of gross income” and may consist of one or moreitems... of grossincome
enumerated in section 61, namely:... [listsitems]
(4) Statutory grouping of gross income and residual grouping of gross income. For purposes of this section, the term
“statutory grouping of grossincome” or “ statutory grouping” meansthe grossincome from a specific sour ce
or activity which must first be determined in order to arrive at “taxable income” from which specific
source or activity under an operative section. (See paragraph (f)(1) of this section.)...
(5) Effective date...
(b) Allocation... [defines “class of grossincome” again] See... paragraph (d)(2) of this section which provides that
a class of grossincome may include excluded income.
(c) Apportionment of deductions...
(d) Excess of deductions and excluded and eliminated income...
(2) Allocation and apportionment... [Reserved] For guidance, see Sec. 1.861-8T(d)(2).
(e) Allocation and apportionment...
(f) Miscellaneous matters-(1) Operative sections. The oper ative sections of the Code which requirethe
determination of taxable income of the taxpayer from specific sources or activities and which giveriseto
statutory groupingsto which this section isapplicable include the sections described below.
(i) Overall limitation to the foreign tax credit... [26 USC 904]
(i) [Reserved]
(ii1) DISC and FSC taxable income... [26 USC 925, 994]
(iv) Effectively connected taxable income. Nonresident alien individualsand foreign cor porations engaged in
trade or business within the United States, under sections 871(b)(1) and 882(a)(1)...
(v) Foreign base company income... [26 USC 954]
(vi) Other operative sections. The rules provided in this section also apply in determining--
(A) The amount of foreign source items...; (B) The amount of for eign mineral income...; (C) [Reserved]; (D)
The amount of foreign oil and gas...; (E) [about Puerto Rico]; (F) [about Puerto Rico]; (G) [about Virgin Islands];
(H) The income derived from Guam...; (1) [about China Trade Act]; (J) [about foreign corporations]; (K) [about
insurance income of foreign corporations]; (L) Theinternational boycott factor...; (M) [about Merchant
Marine Act]...
(2) Application to more than one operative section....
(3) Special rules of section 863(b)
(i) Ingeneral...
(ii) Relationship of sections 861, 862, 863(a), and 863(b). Sections 861, 862, 863(a), and 863(b) are the four
provisions applicable in deter mining taxable income from specific sources...
(g) General examples. The following examples illustrate the principles of this section. In each example, unless otherwise
specified, the operative section which is applied and gives rise to the statutory grouping of grossincome is the overall
limitation to the foreign tax credit under section 904(a)...
Sec. 1.861-8T Computation of taxable income from sources within the United States and from other sources and
activities (temporary).
(a) In general... (b) Allocation... (c) Apportionment of deductions...
(d) Excess of deductions and excluded and eliminated items of income.
(1) [Reserved]
(2) Allocation and apportionment to exempt, excluded or eliminated income--
(i) In general...
(i1) Exempt income and exempt asset defined--(A) In general. For purposes of this section, the term exempt
income means any incomethat is, in whole or in part, exempt, excluded, or eliminated for federal
income tax purposes...
(iii) Income that i1s not considered tax exempt. The following items are not considered to be exempt, eliminated, or
excluded income and, thus, may have expenses, losses, or other deductions allocated and apportioned to them:
(A) In the case of aforeign taxpayer...
(B) In computing the combined taxable income of a DI SC or FSC...
(C) For all purposes under subchapter N... the gross income of a possessions corporation...




Part | of Subchapter N, and the regul ations thereunder (continued):

STATUTES

REGULATIONS

Sec. 862. Income from sources
without the United States...

Sec. 1.862-1 Income specifically from sources without the United States.
(@) Grossincome... [listsitems of income]
(b) Taxable income. The taxable income from sources without the United States, in the case of the items of gross
income specified in paragraph (a) of this section, shall be determined on the same basis as that used in Sec. 1.861-8 for
determining the taxableincome from sources within the United States.
(c) Income from certain property...

Sec. 863. Special rules for determining
source... [deals with income from
sources partly within and partly
without the United States]

Sec. 1.863-0 Table of contents...
Sec. 1.863-1 Allocation of gross income under section 863(a).
(@) In general. Items of gross income other than those specified in section 861(a) and section 862(a)...
(b) Natural resources...
(c) Determination of taxable income. The taxpayer's taxable income from sour ces within or without the United
States will be determined under the rules of Secs. 1.861-8 through 1.861-14T for determining taxable
income from sources within the United States.
(d) Scholarships, fellowship grants, grants, prizes and awards--
(e) Effective dates...
Sec. 1.863-2 through 1.863-5 [about allocation and apportionment, income from sales, transportation services, etc.]
Sec. 1.863-6 Income from sources within aforeign country or possession of the United States.
The principles applied in Secs. 1.861-1 to 1.863-5, inclusive, for determining the gross and the taxable income
from sources within and without the United States shall generally be applied, for purposes of the income tax, in
determining the gross and the taxable income from sources within and without a foreign country, or within and without a
possession of the United States.
Sec. 1.863-7 Allocation of income attributable to certain notional principal contracts under section 863(a).

Sec. 864. Definitions and special

Sec. 1.864-1 through 1.864-8T [definitions]

Sec. 865. [personal property sales]

Sec. 1.865-1T through 1.865-2T [Loss with respect to personal property]




Predecessor of Part | of Subchapter N, and related regul ations (1945)

STATUTES

REGULATIONS

Sec. 119. Income from sources within the
United States

(@) Gross Income from Sources in United
States. - The following items of gross
income shall be treated asincome from
sources within the United States:

(1) Interest. - Interest from the United
States, any Territory, any political
subdivision of a Territory, or the District
of Columbia, and interest on bonds,
notes, or other interest-bearing
obligations of residents, corporate or
otherwise, not including:...

(2) Dividends...

(3) Personal services. - Compensation for
labor or personal services...

(4) Rentals and royalties...

(5) Sdeof real property...

(6) Sale of personal property...

(b) Net Income from Sourcesin United
States. - From the items of grossincome
specified in subsection (a) of this section
there shall be deducted [allowable
deductions]. Theremainder. if any, shall
beincluded in full as net income from
sources within the United States.

(c) GrossIncome from SourcesWithout
United States...

(d) Net Income from SourcesWithout
United States...

(e) Income from SourcesPartly Within
and Partly Without United States...

(f) Definitions...

Sec. 29.119-1. Income from sources within the United States.

Nonresident alien individuals, foreign corporations, and citizens of the United States or
domestic corporations entitled to the benefits of section 251 [*] are taxable only upon
income from sources within the United States. Citizens of the United States and domestic
corporations entitled to the benefits of section 251 [*] are, however, taxable upon income
received within the United States, whether derived from sources within or without the
United States. (See sections 212(a), 231(c), and 251.)

The Internal Revenue Code divides the income of such taxpayers into three classes:

(@) Incomewhich isderived in full from sources within the United States;

(b) Incomewhich isderived in full from sources without the United States;

(c) Incomewhichis derived partly from sources within and partly from sources without
the United States.

The taxable income from sources within the United States includes that derived in full from
sources within the United States and that portion of the income which is derived partly
from sources within and partly from sources without the United States which is allocated
or apportioned to sources within the United States.

Sec. 29.119-2. Interest. There shall be included in the gross income from sources within
the United States, of nonresident alien individuals, foreign corporations, and citizens of
the United States or domestic corporations which are entitled to the benefits of section
251 [*], dl interest received or accrued, as the case may be, from the United States, any
Territory, any political subdivision of a Territory, or the District of Columbia, and interest
on bonds, notes, or other interest-bearing obligations of residents of the United States,
whether corporate or otherwise, except:...

Sec. 29.119-3. Dividends...
Sec. 29.119-4. Compensation for |abor or personal services...

Sec. 29.119-5.
Sec. 29.119-6.
Sec. 29.119-7.
Sec. 29.119-8.

Sec. 29.119-9. Deductionsin general.

The deductions provided for in chapter 1 shall be allowed to nonresident alien individuals
and foreign corporations engaged in trade or business within the United States, and to
citizens of the United States and domestic corporationsentitied to the benefits of section
251[*], only if and to the extent provided in sections 213, 215, 232, 233, and 251.

Sec. 29.119-10. Apportionment of deductions.

From the items specified in sections 29.119-1 to 29.119-6, inclusive, as being derived
specifically from sources within the United States there shall, in the case of nonresident
dienindividuals and foreign corporations engaged in trade or business within the United
States, be deducted [allowable deductions]. The remainder shall be included in full as net
income from sources within the United States. ..

Rentals and royalties...

Sale of real property...

Income from sources without the United States...
Sale of personal property...

[* - One can be entitled to the benefits of section 251
only if hereceives a certain percentage of hisincome
from within federal possessions.]







