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TAX CONVENTION WITH THAILAND

WEDNESDAY, AUGUST 11, 1965

UN1rED STATES SENATE,
SUBCOMMITTEE OF THE
Coxyrrree o ForeieNy REraTions,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room 4221,
New Senate Office Building, Senator Albert Gore presiding.

Present : Senators Gore, Long and Pell.

Senator Gore. The subcommittee will come to order.

The subcommittee is called into session this morning to consider
the tax convention between the United States and the Kingdom of
Thailand. (See appendix.)

Senator Gore. The convention with Thailand is one of a contem-
plated series of income tax conventions which the administration ex-
pects to conclude with a number of developing countries.

Although the pending treaty was patterned after tax conventions
sresently in force between the United States and other countries, it
does contain geveral unique provisions which I believe require careful
study by the Subcommittee on Tax Conventions.

SCOPE OF PROVISIONS

For example, under the provisions of article 5 of the convention,
U.S. residents and corporations investing in certain Thai enterprises
would be entitled to claim as a credit against the U.S. income tax 7
percent of their investment in such enterprises.

Another provision, which is new insofar as existing tax conventions
are concerned, is set forth in article 6. It provides that U.S. residents
and corporations may elect to defer tax on income resulting from the
transfer of property, technical services or know-how to a Thai corpo-
ration in exchange for its stock. The tax thus deferred may be im-
posed when the stock is eventually disposed of.

The convention also contains a provision dealing with charitable
contributions which would allow U.S. citizens, resisents, or corpora-
tions, to deduect from their income subject to American taxes, con-
tributions made to certain charitable organizations in Thailand.

The only other of our tax conventions with similar provisions are,
1 believe, those with Canada and Honduras.

There are also important permanent establishment rules set forth
in this convention.

Since this Thai convention contains provisions not found in tax
treaties now in force, particularly the investment credit device for
reducing directly U.S. taxes on U.S. taxpayers on income earned in
the United States, it should be considered very thoroughly prior to
seeking Senate advice and consent to its ratification. "

1




2 TAX CONVENTION WITH THAILAND

A device somewhat similar in its effect, the so-called tax sparing
pl‘ovision, first presented to the Senate m___thu Pakistan Treaty negoti-
ated in 1957, was never approved by the Senate.

ERA OF LEGISLATING BY TREATY

In my view the Senate must proceed with utmost caution in approv-
ing any treaty which is legislative in nature. Generally speaking, I
am disposed to consent to ratification of a treaty unless there are
good and sufficient reasons for not doing so. This is particularly true
of a treaty which is reciprocal in nature and which has as its central
purpose a bargain between or among governments. We have in fairly
recent years entered a new era in freatymaking. Now, we often do
not strike bargains with other governments so much as we state a rule
of law. And in the United States, this automatically has the effect
of an internal law.

This process of legislating via treaty requires careful examination.
If the treatymaking process is to continue to serve us well, we must
make doubly sure that these legislative treaties are well understood.
We must be sure of public cnnﬁdenee, knowledge, and consent.

I expect, therefore, to hold several hearings on the convention with
Thailand, as well as the other fax treaties pending before the Commit-
tee on Foreign Relations, or such other treaties as the President may
subsequently submit to the Senate on this general subject.

Our first witness this morning is Mr. Solomon of the State
Department.

STATEMENT OF ANTHONY M. SOLOMON, ASSISTANT SECRETARY
OF STATE FOR ECONOMIC AFFAIRS; ACCOMPANIED BY LAURENCE
G. PICKERING, OFFICER IN CHARGE, THAI AFFAIRS; AND
VERNON G. SETSER, ADVISER, OFFICE OF INTERNATIONAL
TRADE

Mr. Soromox. Thank vou, Mr. Chairman.

I am appearing before the subcommittee in support of the conven-
tion between the United States and Thailand for the avoidance of
double taxation and the prevention of fiscal evasion with respect to
taxo.-.; on income, signed March 1, 1965 (Executive I, 89th Cong., 1st
Sess.).

TAX TREATIES AND INTERNATIONAL. TRADE AND INVESTMENT

The Department of State considers that agreements for the avoid-
ance of double taxation serve to encourage and support the growth of
international trade and investment. Income-tax agreements ean help
to bring about desirable adjustments in national tax systems. They
reduce or eliminate conflicts between tax policies. And they establish
a considereable degree of stability and certainty in tax matters. Our
business community is for similiar reasons very much interested in
expanding our network of 22 tax conventions that we already have,
In addition, throngh the tax-treaty vehicle, a host of possible diserimi-
nations, both national and individual, and irritants to the relationships
between the United States and friendly countries such as Thailand
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can be avoided, as for example, in the case of persons participating
in cultural activities or in Government programs in each other’s
territories.

A major weakness in our tax-treaty program has been our inability
to make progress in negotiations with less developed countries. Only
two of our existing conventions are with less developed countries, and
in the case of one of these our treaty partner has given notice of in-
tention to terminate. This arises from the one-way flow of investment
income between the less developed country and the United States, and
consequently the tendency of the less developed country to feel that it
has little to gain from a treaty which, among other matters, restricts
taxation at the source of income.

At the same time, a major goal of our foreign policy is, of course,
to bring about more rapid economic development in the less developed
countries, We provide aid for this purpose from public funds, both
bilaterally and T]hrong]] multilateral mstitutions. We also seek to en-
courage private investment, through such means as investment guaran-
tees and general commercial treaties. As American private invest-
ment increases in the less developed countries, and as more Americans
take up temporary residence there, international tax agreements be-
come more and more necessary.

The extension of tax-treaty benefits to American investors and busi-
nessmen in less developed countries, and reinforcement by means of
tax agreements of our policy of promoting economic development, re-
quires some changes in the character of the agreements. Essentially,
we need to provide through tax agreements a further encouragement
of the private investment that is essential to the development process
in these countries.

The convention with Thailand which is before the subcommittee
includes such a recognition. Specifically, it does two things. First,
it provides for limitations compatible with investment abroad in Thai-
land’s ability to tax income remitted out of the country. Second, it
gives American investors in Thailand a 7-percent tax credit, com-
parable to the tax credit on domestic investment, on that portion of
their investments which is represented by the provision of American
goods and services. I will leave to the Treasury officers present today
the task of giving a technical evaluation of these new clauses. I do
wish to say, however, that the Department of State strongly supports
these innovations as being in the foreign policy interests of the United
States.

POLITICAL ASPECTS OF TAX TREATIES

While it was largely a matter of chance that Thailand is the first
country with which this new type of treaty has been negotiated, there
are substantial foreign policy reasons for applying the new approach
to that country and which are to the political inferest of the United
States. Thailand is a country of relative stability in the troubled
region of southeast Asia. Nevertheless, its border areas already are
subject to Communist subversion and there is little doubt that any
domestic unrest will be seized upon by Communist forces to put pres-
sure on the independent Government of Thailand. Thailand’s ability
to maintain its independence depends in considerable measure upon
the continuing growth of the Thai economy.
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Thailand has not relied solely on the United States to solve its prob-
lems. It has adopted effective measures of self-help. Although its
policy of promoting economic development has drawn the Government
directly into a number of economic activities, Thailand is mainly a
free-enterprise society. The Industrial Investment Promotion Act of
1962 was adopted to attract foreign investment and to encourage
domestic investment by providing special facilities and assurances for
investments in specified industries. These include exemptions from
certain taxes an({ customs duties, assurances about the withdrawal of
apital and earnings, liberalized admission of foreign technicians, and
assurances against the nationalization of private property and com-
petition from publicly owned enterprises. A commercial treaty be-
tween the United States and Thailand, concluded in 1937, provides
additional guarantees of fair treatment for American investment and
trade, and against the nationalization of private property withont fair
compensation.

While U.S. investment in Thailand is not as great as in many coun-
tries, it has been steadily growing under the measures of encourage-
ment provided by the Thai and United States Governments. A
considerable number of American companies have established subsi-
diaries and have built plants there. Fields of investment activity
include automobile assembly, oil refining, banking, the construction
and operation of hotels, and the manufacture of pharmaceuticals,
automobile and truck tires, reconstituted milk and milk products,
metal products, sewing machines, soft drinks, soap, and storage
batteries.

We believe that the convention now before the subcommittee will
help to decide additional private American investors in favor of
investment in Thailand. There has been a good deal of interest in
investment possibilities there, as reflected in business surveys and
tentative business plans. The new agreement should bring many of
these projects to realization.

As the subcommittee knows, there has been some concern about
capital outflows on account of our balance-of-payments deficit. I
should like to point out, in relation to the subject of new American
private investment in Thailand, that this concern is not much of a
factor since the steady increase in Thailand’s foreign exchange re-
serves since 1959 has been voluntarily held by the Thais in U.S. dollars.

There is no need, Mr. Chairman, for me to prolong my general
statement regarding the convention with Thailand. The Department
of State considers its ratification to be in the political and economic
interest of the United States. I hope that you and your colleagues
will report favorably upon it to the full committee. As the subcom-
mittee is aware, there are also tax treaties with Israel and the Philip-
pines now awaiting its consideration, and it is hoped that such treaties
can be negotiated, on a selective basis, with other friendly less devel-
oped countries where such treaties appear appropriate. Tf you have
any questions of a general nature, T shall endeavor to answer them.
On technical and fiscal aspects, I shall defer to Assistant Secretary
Surrey and his colleagues.

Thank you, Mr, Chairman.
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GENESIS OF THE TREATY

Senator Gore. Would you enlighten the committee as to the genesis
of the proposed treaty !

Mr. Soromox. Mr. Chairman, in general, the Department has been
anxious to conclude tax treaties, to avoid double taxation, and to
elarify the rules, so to speak, under which business concerns operating
here and our businessmen operating abroad can operate generally.

We have concluded in the past, as you know, approximately 22 tax
conventions, mostly with developed countries. It is our hope that we
can continue this process and expand our network of conventions with
less developed countries as well. I think this is part of a general
process of trying to rationalize international tax matters, and attempts
to reduce the irritants that we frequently find in relations with
friendly countries when we do have a tax treaty of a reciprocal nature.

Senator Gore. Since the proposed treaty with Thailand is in some,
but not in all respects, typical of the general pattern that is sought,
it is my purpose in taking this one up first to examine it and the inno-
vations proposed therein thoroughly.

With respect to this specific treaty, did the suggestion for its nego-
tiation originate with the Department of State, with the Department
of the Treasury, or with what you describe as our business community ?

Mr. Soroayoyn, Well, I can answer only in a general sense, since T am
new to the Department. But it is my understanding that this reflects
a general policy. I am informed that there were negotiations several
years ago by Treasury. But I think the basic answer to this is that
since we think of it as a general policy, we are willing to encourage the
beginning of these negotiations with selected countries wherever it is
appropriate. I think that the fact that these three happen to be
coming up is a matter of coincidence, and results from the fact that
the negotiations had been concluded here first.

I understand there has been a negotiation just concluded, or tenta-
tively concluded, with the Government of India. And since we think
of this as an expanding policy, it is one that the Department of State
is actively encouraging.

Senator Gore. I notice you say that you cannot give specific infor-
mation because you are new fo the Economie Division.

When did you assume your duties?

Mr. SoroymoN. Approximately 2 months ago, Mr. Chairman.

Senator Gore. Then you came after this treaty was negotiated and
signed.

Mr. Sovoyox. Well, T am sorry—I am not familiar with the genesis
of who initiated the negotiations. But I think it fair to say that the
Department of State actively supports them, that the Department
would be perfectly willing to assume that this was a matter initiated
by interagency consultation.

Senator Gore. Mr. Solomon, T am always pleased to have any infor-
mation you can offer, but unless you are prepared to answer questions
with respect to the pending treaty, T shall ask the Department to send
someone before the committee whois so prepared.

Mr. Soroymox. Well, may I check—you wish to know, Mr. Chairman,
as to where the specific suggestion initiated as to the negotiation and
conclusion of a tax treaty with Thailand ?
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Senator Gore. That is one of the specific questions I have in mind
with respect to the pending treaty., We are gathered today to con-
sider the pending treaty in detail.

Who was head of the Economic Division at the time the treaty was
negotiated and signed ?

Mr. Soroson. When the negotiations were started, Assistant Sec-
retary Johnson. Now, Assistant Secretary Surrey, I think, could tell
you, since he was in charge of negotiations, as to exactly where the
specific initiation arose.

Senator Gore. I appreciate the limitations under which you appear,
and I certainly do not wish in any way to be unpleasant with you
quite the contrary. I appreciate the information you have given, and
the study you have devoted to the subject in the 60 days you have been
in your present position.

I suppose unless you have an alternative suggestion, it would appear
to me to be the course of wisdom to submit to you specific questions
with respect to the pending treaty to which answers from the Depart-
ment of State would be requested. Then from the records in the De-
partment and from your predecessors perhaps the answers could be
obtained.

Do you have an alternative suggestion to that ?

Mr, Soromoxn. I would be glad to answer any questions, Mr, Chair-
man, by looking at Department records which I am not able to answer
today. I believe that the only question that you made which I have
not been able to answer is as to where the specific idea initiated,
whether it was with the State Department or the Treasury or with
the business community, for this treaty.

Senator Gore. That is the only question T have asked.

I would have a question as to whether the Department of State had
suggested the investment credit, or whether this suggestion originated
in the Treasury, the business community, or in Thailand.

Mr. Sorosmox. It originated originally in the Agency for Interna-
tional Development, which is within the State Department. This
idea has been discussed, the idea of a credit on investment abroad, to
be used by the U.S. parent organization, or parent corporation, in its
U.S. income taxes. This has long been discussed and studied in the
Agency for International Development. And it has been felt that it
would be a definite contribution to our objective to increase the flow
of the U.S. investments to less developed countries. The adaptation
of the idea for use in tax treaties—that is, the 7-percent credit proposal
has been worked out primarily by the Treasury officials.

Senator Gore. Suppose I proceed with some questions and you
su})ply such answers as you are qualified to submit, and then T will
submit further questions m writing as to specifics.

RECORD OF PREVIOUS TAX TREATIES

What has been our experience to date with tax treaties between our
country and less developed countries? Has the treaty with Pakistan
been satisfactory ¢

Mr. Soromown. Our experience in what sense, Mr. Chairman? Do
you mean in general? We have found in the case of Honduras that

Tonduras is not satisfied with the nature of the treaty that was nego-
tiated. We believe the Pakistan Government is reasonably satisfied.
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But I think Assistant Secretary Surrey can answer that in more de-
tail than I can.

We have only had these two experiences: Honduras and Pakistan.

This is really a new field we are venturing into.

Senator (Gore. What benefits have acerued to the United States,
in the opinion of the State Department, from the tax treaty with
Pakistan ?

Mr. Soroxox. I am sorry—I will have to answer that after checking
with the Department.

Senator Gore. I submit the same question with respect to the tax
treaty with Honduras,

Mr. Soromox. In both those treaties there was, as you know, no
tax credit. The general objectives that were sought there, which were
to create a reciprocal arrangement, which would limit the taxation
at its source, and which would therefore create rules whereby the U.S.
investors in those countries would benefit from knowing under what
conditions they were operating—and would provide a forum in which
individual cases could be taken up between the two Governments—
those general objectives I believe have been achieved.

The fact that the Honduras Government——

Senator Gore. What general objective has been achieved ?

Mr. Soronmox. The general objective of ereating a set of provisions
whereby the U.S. business community, investing in Pakistan and
Honduras. is aware and is certain of what taxes it will have to pay, it
is protected against assessments on earnings outside of those countries,
because of some special interpretation by Pakistan or Honduras tax
authorities. It does limit the amount of taxation at source by those
Governments. These treaties—the provisions of those treaties have
been implemented and to the best of my knowledge—and have there-
fore achieved those objectives.

Whether the treaties have resulted, however, in a greater flow of
U.S. investment to Pakistan and Honduras I do not think anybody
would be able to give you a definitive answer.

Senator Gore. You have cited as a benefit, generally speaking, a de-
crease in taxes on U.S. investors in Pakistan and Honduras. What
are the benefits, reciprocal or otherwise, of a government-to-govern-
ment nature ¢

ADVANTAGES OF TAX TREATIES

Mr. Soromox. There are many advantages in the area of govern-
ment-to-government. relations in having a clear understanding put
down in treaty form of what taxation is permissible by one party and
the nationals of the other party operating businesses or earning income
in their country.

Not only does this tend to reduce the number of friction cases that
arise——

Senator Gore. The number of what kind of cases?

Mr. Soromon. Friction cases—on which the U.S. embassy is asked
to intervene. But even if the question of interpretation arises, since
these treaties provide for consuqtat.inn between the two Governments
ina p]‘(’St.‘I'ihe{E’ framework, it makes much simpler, Mr. Chairman, the
amicable solution of these problems that do tend to arise from time to
time on the question of interpretation.
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TREATIES WITH HONDURAS AND PAKISTAN

Senator Gore. Does the Department of State have detailed infor-
mation as to the operation of the treaties with Honduras and Paki-
stan ?

Mr. Soromon. I cannot answer that Mr. Chairman. I believe
Treasury would have more detailed information. But I can check
with my people and submit that for the record.

(The Department of State subsequently submitted the following
statement.:)

The only information that the Department of State normally receives with
respect to the operation of tax treaties would be in the form of complaints
by American citizens or business enterprises raising questions as to the applica-
bility of the treaties to their problems, or communications from one or the other
Government making representations in the interest of its nationals or responding
to such representations, or dealing with proposed changes in the treaties. In
the case of both Honduras and Pakistan, there is little information available
regarding operation of the treaty.

The Honduras treaty has been in force only since 1957, and the Pakistan
treaty only since 1959. As concerns Hondnras, there appear to have been no
significant complaints under the treaty by nationals of either country. That
American businessmen consider it beneficial is shown by the fact that a number
have expressed serious concern at the announcement that it is to be terminated,
and urged action by the U.S. Government to continue it in effect. The Fovern-
ment of Honduras expressed dissatisfaction with it as early as 1960, however,
and has been pressing from time to time since for its revision so as to check
the alleged revenue loss by Honduras, and to provide greater enconragement
for foreign investment there,

In the case of Pakistan, there have been two or three cases within the last
2 years in which the possibility of contravention of the treaty has been raised,
and these are still under consideration by the two Governments. The Pakistan
convention originally contained a “tax-sparing” provision which was nullified
by a SBenate reservation. The Pakistan Government has been dissatisfied with
the convention's lack of positive terms for encouraging private investment, and
has indicated its wish to undertake negotiations for a rvevision that wonld
remedy this lack and perhaps modify the convention in other ways.

The advantages for the United States in both the Honduras and Pakistan
treaties consist mainly of the general ones of removing irritants. providing
American business with assurances of stability and certainty in tax matters,
and contributing in a modest way to the U.8. objective of encouraging private
investment for economic development in the two countries.

Senator Gore. Have you recently received notice from the Govern-
ment of Honduras of that country’s intention to withdraw from the
treaty ?

Mr. Soromon. Yes; effective as of January 1966 the treaty will be
canceled.

Senator Gore. Why, in the view of the Government of Honduras,
as stated to the Government of the United States, is Honduras taking
this step ?

Mr. Soromon. The Government of Honduras feels that the treaty
provided in effect only substantive concessions to the United States—
what is of substantive value to the United States and not to the Hon-
duran Government, because the limitations on the Honduran Govern-
ment to tax income at source in Honduras were quite severe from their
l:oint. of view, in their hindsight judgment, and because of that, they

ave expresed the hope that they can renegotiate a new treaty which
would be less restrictive on their ability to tax income at source.

Senator Gore. Does the Honduran Government maintain this treaty
to be beneficial to the investor or to the U.S. Government. or do they
consider the two the same?
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Mr. Soromox. Sir, I did not hear that.

Senator Gore. Does the Honduran Government maintain that the
treaty has benefited the U.S. Government or the U.S. company or cit-
izens who have invested in Honduran development ?

Mr. Soroaox. They would maintain by restricting too severely the
taxation at source it has benefited the U.S. Government, because that
would mean a larger differential paid into the U.S. Treasury. This
is my understanding.

Senator Gore. Has the treaty had that effect ?

Mr. Soroaon. Yes. To the extent that the Honduran Government
does not tax, for example, any interest remitted, then this is a smaller
tax credit, foreign tax credit, that the U.S. company can use against its
U.S. income tax, and therefore the payments to the U.S. Treasury
are larger.

Senator Gore. How much do the payments to the U.S. Treasury
amount to on an annual basis?

Mr. Soromox. I do not know, Mr. Chairman. I think Mr. Surrey
may be able to answer that.

TREATIES WITH GREECE AND FINLAND

Senator Gore. We have a treaty with Greece and also one with Fin-
land. How do they differ from the(]‘n'nposed treaty with Thailand?
Mr. SoromoN. The treaties with Greece and Finland do not include

the investment credit of 7 percent. I understand that they follow the
more or less general form that our treaties with fully developed coun-

tries have.

Greece and Finland are in that borderline area—questionable
whether they are treated as less developed countries or developed coun-
tries. I believe in the tax treaties that have been concluded, the form
there, the general pattern was the same as that followed for the coun-
tries of Western Europe and other advanced eountries.

Senator Gorn. Then, as I understand your statement, the treaties
with Greece and Finland follow rather generally the pattern of treaties
with developed countries rather than treaties with underdeveloped
countries.

Mcr. Soronxoxn. That is my understanding, sir.

Senator Gore. So the two treaties with Greece and Finland would
not be of particularly exemplary value in considering the pending
treaty ? ]

Mr. SoromoN. T am not familiar with the details, but certainly in-
sofar as the treaties’ failure to provide any tax eredit, they would not
be a relevant precedent.

CREDIT FOR CHARITABLE CONTRIBUTIONS

Senator Gore. Do the treaties contain the provision that the U.S.
taxpayer is given credit against his U.S. taxes for contributions to so-
called charitable institutions in Greece or Finland ?

Mr. Soromox. T do not believe they do, sir. The charitable pro-
visions, I believe, are only in the Honduras treaty—that is the first
treaty that was put in; and Canada, also—Honduras and Canada.

Senator Gore. We will want to examine the experience of the Ca-
nadians and Hondurans with this so-called charitable provision. As
you know, that has been the subject of a great deal of abuse within
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our own country. We will want to examine to what extent it has
been abused in the foreign country and to what extent the U.S. Gov-
ernment can examine—police, so to speak—the contributions to and
activities of organizations to which deductible contributions are made.

We have found the charitable provision a difficult subject to ad-
minister within our own country. I am not sure that it is administra-
tively feasible with respect to charitable contributions to organiza-
tions which may or may not remain the same in form in foreign
countries,

This is a subject, however, that I think will need to be taken up with
Treasury rather than State.

I gathered from your prepared statement and your answers that
the pending treaty with Thailand initiates a new series of treaties
containing new provisions and new principles of taxation, having
effect on both international and domestic tax laws.

Isthat a correct statement?

Mr. Soromoxn. Under domestic tax laws of Thailand, yes.

Senator Gore. Also on domestic tax law of the United States,
isn’t that correct ?

Mr. Soroson. Well, I am not competent to answer that, Mr. Chair-
man. I do not see how it affects—you know laterally we do recognize
foreign tax credit. I understand that this treaty does not change our
existing custom, our existing practice. There may be certain minor
changes which T am not aware of.

Senator Gore. Foreign tax credit is not a matter of treaty. That
is a matter of statutory law.

Mzr. Sovomon. Correct.

Senator Gore. You don’t really wish to question whether this treaty
would have an effect on domestic tax law, do you?

Mr. Soromon. You mean that insofar as the 7 percent credit repre-
sents a change in the U.S. taxpayer’s responsibility to the U.S. Treas-
ury, yes, it does change domestic tax law in that respect. I thought
you were talking about it in a larger sense.

Senator Gore. I am speaking of it in a larger sense. That is a
specific example, but there are several specifics in which the same
general principle is true, for instance, the deduction for contributions
to an organization in a foreign country that is said to be charitable,
and also the deferral of taxes on income in the form of stock acquired
in a Thailand corporation in exchange for patent rights or other valu-
able assets that are transferred.

Mr. Soroxmoxn. I interpreted your word “domestic” more narrowly,
Mr. Chairman. You are right. I thought you meant did this in-
troduce changes in our domestic tax law under domestically earned
income. But in the sense in which you are speaking, certainly that
is true, yes.

Senator Gore. Does the change affect the U.S, tax law with respect
to domestically earned income in the United States—that is, income
earned in the United States?

Mr. Soromon. No; except in the sense that I mentioned above.
Obviously, any tax treaty that involves limitations of taxation at
source or includes new provisions like the tax credit on investment
will affect the amounts of domestic revenue entering the U.S. Treasury.

Senator Gore. I think you had better reread it.

I don’t want to take up too much time. Senator Long?
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CREDIT ON INVESTMENTS

Senator Loxa. The new feature you have in this treaty is that yon
propose to give a company 7-percent tax credit, on what they invest in
certain less-developed countries. Is that the idea?

Mr. Soromon. On U.S. investment in those countries; yes, sir.

Senator Loxe. Suppose I am General Motors. If I go over there
and I invest a million dollars in Thailand, I would get a T-percent
credit against the tax that I would owe this year to the U.S. Govern-
ment. Is that the idea?

Mr. Sovosmoxn. That is correct, to the extent that the 7 percent is
represented by U.S. goods and services.

Senator Lone. Yes, I understand.

So to the extent that I ship American machinery, American services
overseas, I get credit for that amount invested in Thailand.

Is the Department going to recommend that we do this for
Germany ?

Mr. Soromox. No, sir. The Department already has tax treaties
concluded with virtually all the advanced countries in the world.
This tax credit is just with certain selected less-developed countries.

Senator Loxa. In other words, you want to use this 7-percent tax
credit to encourage American investment to go into less-developed
countries beeause you think it is in our national interest that American
investment should go there?

Mr. Soromox. Yes, sir; and this is particularly true where we have
aid programs, because we have found that maximizing the flow of
private investment tends to help us achieve our development objec-
tives in those countries, and is a more effective way of transmitting re-
sources than public sector loans from the ATD program. Those are
legitimate, where we are talking about large infrastructure power proj-
ects and highway projects. But we 1'eaﬁy cannot get successful de-
velopment in these countries unless there 1s investment in the manu-
facturing sector primarily, and this involves know-how, technology,
managerial ability and everything else that goes with the private in-
vestment process.

Senator Loxc. Some of our friends are worried about the idea of
setting up textile mills in less developed countries which will then
compete with American products in the United States. What is your
opinion on this?

Mr. Soromon. On the textile problem, we have a long-term textile
arrangement, multilaterally concluded, under which we have nego-
tiated restraint levels, levels on the quantity, types and categories of
textile exports to the United States. So I feel that this is not——

Senator Gore. May I interrupt? Would you tell us if this arrange-
ment applies to manmade fibers as well as natural-grown fibers?

Senator Loxa. What is your answer to that question ?

Mr. Soromon. The long-term textile agreement applies only to cot-
ton textiles. We are now attempting to investigate Further possibility
of a multilateral agreement on wool textiles—as Senator Pell knows.

Senator Loxe. My reaction to that is as far as our textile-producing
friends are concerned, we would be out of business now if we were not
limiting imports from Japan, Hong Kong, and other areas. In other
words, our textile manufacturers are already subject to competition
from developed areas, such as Japan, from which American producers




12 TAX CONVENTION WITH THAILAND

need protection. It seems to me that what you are trying to do is to
encourage investments in less developed countries, where you think
you want American capital to help make our system of government
prevail, and where you think those investments would be desirable
and in our interest and theirs,

I take it you are going to have a treaty with regard to Israel.

Mr. Soromox. Israel and the Philippines.

Senator Loxa, Do you hope to ru(]hw.e your request for foreign aid
by this approach ?

EFFECT OF TAX TREATY ON FOREIGN AID

Mr. Soromox. We hope that we will get either a reduction in the
need for aid funds, or a faster rate of development, which is, in effect,
making more effective use of the funds that we have.

In the case of Thailand, Senator Long—about promoting not only
the development process, but promoting it in the kind of society that
we would hope to see prosper in Thailand—I think it is a particularly
interesting situation. The Thai Government reflects a rather ambiva-
lent attitude toward the private sector. On the one hand it has a large
number of State-owned enterprises.

On the other hand, it has in the last 2 or 3 years begun to recognize
that it would do better relying on the private sector. It has passed
an investment industrial promotion act in 1962 and given many in-
centives to business. 1If has stated that it will follow a policy of not
expanding the public sector. And in general I think at this point
it 1s a rather critical point in their movement toward a conception of
a developing society in a free enterprise framework. I think any
encouragement we can give them at this time is very useful, and I
think this treaty is one of the ways we can encourage this kind of
democratic attitude toward free enterprise.

Senator Long. I don’t think I can support this tax convention if
you are going to come in one of these days and ask to do the same
thing for Germany, England, Japan, and Hong Kong. T just do not
think I could support it if you are going to do that. Do I under-
stand that is not going to be done?

Mr. Soroaoxn. Definitely, sir, that is out of the question.

Senator Loxe. I think 1t would even have a serious impact on our
balance of payments.

You are not proposing that. All you are proposing is that you do
this in certain less developed countries. You do propose to extend
this to Israel, is that correct ?

Mr. Soromox. Israel; yes, sir.

Senator Loxa. We are sending a lot of money to Israel in both the
private and the public sector. I think the United Jewish Appeal has
probably done more than any private group I have seen to help some
foreign country in raising funds to help those people make their
government succeed there,

Do I take it to be your hope that, with that treaty, you are going
to help reduce the need of sending all this American money over there
by encouraging Americans to invest in factories, plants, and establish
profitable commercial enterprises?

Mr. SoromoN. We certainly feel that to the extent that you can
increase the investment flows into these countries, that you not only
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get a faster rate of growth, but that you diminish the pressure on aid
funds for this type of purpose; namely, investment in the manufactur-
ing sector and related sectors.

Now, this does not mean, Senator, of course, that the need for as-
sistance for the construction of highways and ports and other projects
that are clearly in the Government responsibility would be diminished.

STATE DEPARTMENT ATTITUDE TOWARD INVESTMENT

Senator Loxg, That is something else that irritates me. I keep
hearing you people from the State Department say that you cannot
expect people to pay for their own ports, because that is something
that does not pay its way. That is how we built the port of New
Orleans. We went and borrowed the money, and we put tolls on the
ships that came in. We charged them for the use of the port and the
facilities, and we paid it back with interest. We are doing that right
now in Baton Rouge. We just got through building that port. If we
can build our ports, borrow the money and pay it back, why can’t
those people do it over there ?

Mr. Soromon. Well, our aid loans for these projects are loans,
Senator, which will be paid back. The only factor is that they usually
are low terms of interest and long maturities.

Senator LoNe. I can find you contractors that would go in almost
any of these countries, if you can find a good port location where you
have some tonnage, They will build a port and collect the tolls on
it, and when they get themselves paid out with a profit they will give
it to the country. They will do that if you give them an mvestment
guarantee against confiscation.

" If they are willing to do that, why do you come in here and tell us
that a port cannot pay for itself?

Mr. Sorosmox. I amnotsaying that, Senator.

Senator Loxe. Or a road cannot pay for itself. We have toll roads
right in Louisiana.

Mr. Soromon. You are suggesting that instead of the AID program
making the loans for the building of ports and related projects, that
why can’t toll arrangements be set up in someway whereby it liqui-
dates itself so that private enterprise, foreign private enterprise, can
build a port?

Senator Long. There is a contractor from my hometown who is
trying to put together a combine to build a road to a port, and then
build the port. He will let people use the road free of any charge,
but he wants to collect his ordinary tolls on the port to pay for the
road and the port. And do you know who is stopping him? The
State Department people. The Department has a man named Daugh-
ters down there who has been frustrating that project for 4 years.
Then he comes in demanding more money to build roads and ports,
Why don’t you let them go ahead and build the port and take a chance?
All the man wants is an investment guarantee. Wouldnt it be
cheaper for us to do that than for us to build it and give it to them?

Mr. Soromoxn. That is in Ecuador.

Senator Loxa. Yes. You come in and say, “No: it cannot pay for
itsel£.” There is a contractor in my own hometown who is trying
to build some of these things that will pay for themselves. You spend
a lifetime trying to keep it from happening so you can give it to them

53-234—65——2
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in foreign aid. How do you defend that? Americans want to do
it with private capital and you insist on giving it to them when
Americans want to invest their own money. And they could finance
it out of foreign money markets and let it pay out like the port of
Baton Ronge. Why do you insist on giving money to them when
the project will pay for itself, and when you have commercial estab-
lishments begging for the right to go in and do these things?

Mr. Soromox. T do not insist, Senator, nor does the Department.
I think there may be specific cases, such as the Ecuador one you are
raising, and we are looking into that, where a project could be financed
and paid off through tolls, and where you C()llhi interest U.S. investors
to assume the responsibility. I think that in most cases you will
find, Senator, that this is not true for most public sector infrastructure
projects—that airports do not pay for themselves, most highways do
not pay for themselves. There is not enough traffic on them in these
less-developed countries to be able to make it attractive to the United
States or other foreign investment.

But there may be certainly specific cases where it is, and I think that
where there are we ought to encourage that. We will be giving a
report on this Ecuadorian case as soon as we have this full examina-
tion completed.

PRIVATE INVESTMENT ENCOURAGED

Senator Lone. That is how private enterprise is supposed to work.
Sometimes it makes money, sometimes it loses money. If you have
somebody that wants to take a chance, why not let them do it?

You did not answer the question. T saw you nod. I take it you

are nodding that yon understand, but. you do not propose to answer
the question.

Mr. Soroxon. No—I thought—I think in general there is no ques-
tion about the fact that we want private enterprise to assume the risks
and the investment responsibility. As I say, there may be cases
where the problems outweigh, and there are real disadvantages to
issuing an investment guarantee. But normally, I would say that
there were U.S. investors willing to take the risk, and even if it is an
area of what we normally think of as public sector activity, he should
be encouraged to do so.

Senator Loxa. Do you know what one response of the State Depart-
ment officials was to me when I urged them to let private industry do
this job? They said, “If you let them build that road and port, other
Americans might want to build roads and ports.” Now, if they did
that, of course, it would just save you billions of dollars of foreign
aid requests at the expense of the American taxpayer. That particu-
lar proposition was—*“Let us build a road and a port. Anybody can
use 1t for private vehicles and pay us nothing, but we would like to
collect a toll on the tonnage that goes I}ll'Oll;_{El‘l that port. We think
we could make money at it. If we lose money that is all right with
us, but let us negotiate with the Government to collect. reasonable tolls
for 20 years, and after that you can have the whole thing.”

That is what we do at our port at Baton Rouge.

But the State Department said—*“We are afraid of that. TIf that
succeeded, others might want to do the same thing.”

So instead you ask us to give them money, and you make the flat
statement that a port is something that could not pay for itself; we
have to give them that.
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Mr. Soroyox. Well, I think you may be right, Senator. There are
exceptions where the ports will. In much of our experience, we have
found that the governments of those countries wish to build ports
themselves. Now, Ecuador may be an exception. You were m[king
about a highway.

Senator Loxg. We have got a port right there at Baton Rouge. We
went to the State legislature and said, “We would like the State to say
that if we default, the State would back us np and pick up the tab—
that way we can sell the bonds.”

So we went out and sold the bonds and built a fine port there. We
have ships all over the river waiting to get alongside the port. The
port has all the tonnage that it can handle, and it is making good
money. Everybody is happy about the whole thing. They are paying
off the interest and the prineipal aliead of time. If we can do that,
my reaction is why not let somebody else doit !

I just make that suggestion because frankly it seems to me that that
is one of the things you could be doing to help develop some of these
countries.

Mr. Soroaox. Well, this would be—to the extent that a U.S. investor
was willing to make an investment in building a highway or a port,
this credit and this tax convention would apply.

Senator Lovxg. Well, thank you very much. Thank you, Senator
Gore. 1 appreciate very much the opportunity to examine the witness.

Senator Gore. Thank you, Senator.

GUARANTEES FOR AMERICAN INVESTMENT

In connection with the questions of Senator Long, according to the
information I have, AID cannot gnarantee American investment in
Pakistan and Honduras against revolution, war, or insurrection.
Should we encourage investment by tax policy in places where we
cannot protect it ?

Mr. Soroyox. I am sorry, Senator, I will have to do my homework
on that. We have no investment guarantee treaties with Pakistan.
We do have with Thailand, though. Are you saying we do not have
one with Pakistan?

Senator Gore. I am asking you.

Mr. SoromoN. My impression was that we did have one with
Pakistan. The only limitation on AID issuing an investment guar-
antee, Senator, is we must have a treaty relationship which sets the
framework for issuing these guarantees. Thisisan A olicy. And
1 have been under the impression that we did have one with Pakistan.

(The following statement was subsequently submitted by the De-
partment of State:)

An investment guaranty agreement (TIAS 8269) concluded in 1955 with
Pakistan provides for guaranties to American investors against loss from
inconvertibility of foreign currency earnings into dollars or from expropriation.
It has not been revised to include guaranties for losses to war, revolution, or
insarrection.

Senator Gore. Did the suggestion that taxes be deferred on income
from the sale of patents and other properties to a corporation in
Thailand originate in the Department of State, Treasury, or
elsewhere ?
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Mr. Soroxmon. I do not know, sir. I assume that all these fiscal
matters which have been handled entirely by Treasury represent
Treasury’s best view of what is appropriate for the United States.

Senator Gore. You are here representing the Department of State.

Mr. Soroson. Yes.

Senator Gore. Did this treaty originate with the State Department
or the Treasury Department ?

Mr. Soroxox. The gentlemen who ave assisting me, Mr. Pickering
and Mr., Setser, inform me this originated with the Treasury
Department.

REASON FOR DELAY IN SUBMITTING TREATY

Senator Gore. T will submit only one other general question.

This treaty was signed on March 1, 1965. It was submitted to the
Senate only a few days ago. I am not critical about the delay. T just
wondered 1f you can tell the committee why it was so long delayed in
transmission to the Senate.

Mr. Soromox. It is my understanding that since the three treaties
with less developed countries, Thailand, the Philippines, and Israel,
all represented a new approach in certain respects to this question of
tax treaties with less developed countries, that they would be submit-
ted altogether,

Senator Gore. If you waited for three, why didn’t you wait for
four? A tax treaty with India is just now being concluded.

Mr. Soromon. 1 am sorry, sir. India is not ready yet. I think
the negotiations are almost concluded. They are not completely. But
apparently since it was felt that all three were eoncluded about the
same time, it would be useful to send them all on at the same time.

Senator Gore. The Philippine treaty was signed last year. Do you
know why it was delayed ?

Mr. Soroson. No, sir: I donot.

Senator Gore. Of course, the treaties are not identical. For in-
stance, the Philippine treaty does not contain investment credit, and
the Thailand treaty does. The treaty with Israel does not contain the
charitable contribution deduction, and the one with Thailand does.

I am just wondering why there has been a delay. I am not eritical.
Iam just wondering if there is a reason for it.

Mr. Soroxoxn. I am not familiar with whether there is any special
reason, sir, other than the fact that as T understand it all three were
being concluded about the same time.

Senator Gore. I would like to submit specific questions in writing
and you can supply the answers from your predecessors and the rec-
ords of the Department. (See pp: 18-23.)

Senator Pell ?

Senator Perr. T am a little disappointed at the lack of specific re-
sponse to the questions of my colleague by the representative of the
State Department, so I will limit my specific questions to the Treasury
Department.

I just have one comment concerning policy. Why are we turning
over to the Treasury Department the questions of aid to the develop-
ment of foreign nations? Tt would seem to me that increasing the
industrial potential of underdeveloped nations is one that should be
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done through the AID program and by the State Department. Are
you not abdicating your responsibility in turning it over to Treasury
to work it out through tax gimmicks?

Mr. Soroaon. Well, it has been the practice and must necessarily
be, I imagine, Senator, that tax treaties have to be negotiated by the
Treasury. They have the competence and the expertise for this which
we do not have,

DISCUSSION OF 7-PERCENT TAX CREDIT

Now, on the policy of giving the T-percent tax credit, there the
State Department fully agrees. And as I said earlier, possibly before
vou came into the room, this idea was carefully considered and launch-
ed in the Agency for International Development—the idea of the in-
vestment 11\ credit—not any particular percentage, but this whole
question of giving a tax credit to encourage private investment pro-
cess in less dev oloped countries, where the U.S. objective was to hasten
growth,

So I do not feel that State and ATD policywise have abdicated their
responsibility, Senator. It is true that we are not involved in the
mechanics of the fiscal negotiation.

Senator Per. Why would not the T-percent investment credit apply
to our old and best friends in the Far East, the Philippines and
Thailand ?

Mr. Sovoamox. My understanding is that the Philippine Govern-
ment wished to place so many different restraints on which type of in-
dustries could be used, to qualify for the 7-percent credit, that it was—

the U.S. Government felt that it would be an unwise Ipn]ic:g,' to en-

courage an approach which would discriminate among different cate-
gories of U.S. investment to an excessive degree.

Senator Perr. As 1 understand it, investment by an American in
Thailand in any kind of enterprise would receive the T-percent
credit., It would not matter if it was a gambling casino, a hotel, a
house of ill repute, or a factory.

Mr. Soromox. No, sir; there is a section which defines what is a
qui |1ihw:l investment and this includes manufacturing and utilities.
It is in article V. It excludes the extractive sector. But it does in-
clude other activities which are judged to be important to the overall
development of the Thaieconomy.

Senator Perr. Why did you not include the oil industry and the
extractive industries as well ¢

Mr. Sorosmon. Well, after considerable review of this problem within
the AID agency, and also with other agencies, it was felt that it was
advisable to e\(lmlv the extractive sector for a combination of reasons,
One is that in many of the less developed countries the government
has a different juridical concept of natural resources. They believe—
it is part of their doctrine that the state owns those.

Secondly, there are restrictions against foreign investment in the
extractive sector. They do not encourage indiscriminate or liberal
investment by foreigners in their extractive sector.

Thirdly, it was felt, I underst: and, by Treasury and other agencies
that there was a very generous treatment already of operations abroad
in this area.
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Fourthly, it was felt that since the decision whether to make an in-
vestment or not in the extractive sector depends so primarily upon the
quantity and the richness of the ores, of the natural resources, that it
would not be significantly influenced by tax eredit.

Senator Perr. 1have no further questions.

Senator Gore. Does the State Department endorse a Turther exten-
sion of investment credit by way of legislation beyond the 7-percent
credit provision ?

Mr. Soromon. The administration did send up a 30-percent tax
credit proposal last session. No action was taken on it by the Con-
gress. I understand that consideration is being given to its resubmis-
sion in the present session. _

Senator Gore. That did not originate with the State Department,
or did it?

Mzr. Sovoyon. Again, the idea originated in the Agency for Inter-
national Development.

Senator PeLL. Mr. Chairman, according to your definition, a tex-
tile plant would be eligible for the 7-percent credit; is that correct?

Mr. SoroamoN. Any manufacturing plant would.

Senator PeLr. Thank you; that is u[l}.

Senator Gore. Thank you very much, Mr. Solomon,

Mr. Soromon. Thank you, sir.

(The following information was subsequently supplied by the De-
partment of State in response to questions submitted by Senator Gore:)

1. What has been our caperience to date with less developed country tax treaties?
Have our treatics with Pakistan and Honduras been of material assistance
to our Government, or to U.S. businessmen?

Our experience with our existing treaties with less developed countries has
been limited since we have few such treaties. The conventions with Pakistan
and Honduras are in general similar to our treaties with industrialized coun-
tries and we believe them to have been of material assistance to American citizens
having business, cultural or other contracts with the less developed countries
that might subject them to the tax jurisdiction of such countries. The assistance
arises from the treaty provisions, among others, that eontain rules regarding the
taxation (or exemption) by one state of various types of income received by
residents or corporations of the other, that forbid discrimination against U.S.
residents and companies in tax matters, that adjust the foreign tax rates down-
ward in certain instances so as to assure full credit under U.S. tax law for
foreign taxes paid, and that assure exemption from tax of alien employees on
temporary assignments,

The convention with Honduras appears to have operated smoothly and satis-
factorily as far as American businessmen are concerned. No controversial
cases are known to have arisen under it. A number of American business in-
terests have expressed serious concern at the giving of notice by Honduras of
termination of the treaty and have urged action by the United States to keep
it in effect. The Government of Honduras has, however, on a number of
occasions since 1960 indicated its dissatisfaction with the convention and sought
revision for the purpose of reducing an alleged revenue loss to the Honduran
treasury, and of providing greater encouragement to foreign private investment
by requiring the United States to grant a “tax sparing eredit.” Discussions
have been held with Honduras and some progress has been made toward revision
of the convention. These discussions have suggested that Honduras wonld very
likely consider a T-percent investment credit to be a satisfactory substitute for
a ‘‘tax sparing credit.”

The operation of the convention with Pakistan appears to have been equally
helpful to American businessmen. There have arisen, however, two or three tax
cases in which the assistance of the U.S. Government has been sought. These
matters are under consideration by the United States and Pakistan authori-
ties, and the treaty provisions are expected to facilitate settlement. As origi-
nally negotiated, the Pakistan convention contained a “tax sparing” provision.
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This was made the subject of a Senate reservation that voided it. The Gov-
ernment of Pakistan has expressed a desire to renegotiate the convention to
provide a substitute provision for the encouragement of private investment.

2. Are we now, with this Thailand treaty, beginning a new treaty series?

Although there is nothing in the convention with Thailand that provides a
basis for any formal designation of it as beginning a new series of U.8. tax con-
ventions, it might be referred to as such: (1) if the Thailand convention is
approved by the Senate, and (2) the negotiations with the other interested coun-
tries should result in a group of conventions following the pattern of the Thai-
land convention. Its objectives are in general the same as, and many of its
provisions comparable to, those of existing U.S. conventions. It contains certain
provisions (the 7-percent tax credit for U.S. investment in Thailand, the pro-
vision for deferral of tax on transfers of techmical information, for example)
designed particularly for negotiations with less-developed countries. A number
of less-developed countries have indicated a desire to enter negotiations for tax
conventions with the United States. Some of them, at least, are presumed to be
interested in counsidering these new provisions.

3. What, specifically, do we expect this treaty to accomplish?

We have in mind the accomplishment of the following objectives, if the Thai-
land convention is approved:

1. Establish the basis for what it is hoped will become a network of treaties
with less-developed conntries, having similar major provisions though not neces-
sarily the same details as the treaty with Thailand, assuring to American citizens
and corperations having business and other interests in such countries advan-
tages comparable to those provided for by U.S, tax treaties with 20 developed
countries ;

2. Provide such advantages particularly for the growing American business
community in Thailand, for the U.8. citizens and corporations having investments
there, and for U.S. citizens engaged in cultural activities or governmental service
in that country;

3. Create a practical procedure for the resolution of problems that may arise
with respect to taxation in the relations between the two countries;

4. Provide for the exchange of information between the tax authorities of the
two countries with a view to assisting in the prevention of tax evasion;

5. Contribute to the economic development of a friendly country which occupies
a strategic political position in Asia by providing substantially the same tax
eredit for investment in Thailand that is provided by law for investment in the
United States, and by facilitating American participation in joint ventures
through the elimination of a tax barrier to the flow of technical know-how and
services from the United States to Thailand;

6. Provide reciprocal advantages for citizens and corporations of Thailand
that engage in activities in the United States.

4. What corporations are now the major U.S. investors in Thailand? What
increased activity—over and above that already planned—is expected to be
induced by this treaty?

The following U.8S. companies have establishments in Thailand, most of them
with some degree of Thai participation through stock ownership in the local
subsidiary: Singer Sewing Machine; Firestone Tire & Rubber: Kaiser Alumi-
num; Electric Storage Battery; Colgate-Palmolive; Merck, Sharp & Dohme
(pharmaceuticals) ; International Pharmaceutical; Siler Bakery Co.; Union
Carbide (tin smelter) ; Ford Motor Co.; Caltex; Standard Oil of New Jersey;
Bank of America; Chase Manhattan Bank; Thompson Silk Co. This list does
not ineclude a few American investments for which promotional certificates were
issued in 1964.

In 1964, 63 promotion certificates were issued under the Thailand Industrial
Investment Promotion Act of 1962, The total registered capital for these invest-
ments amounted to approximately 509 million baht, of which 51 percent is Thai,
49 pereent foreign, the American contribution amounting to about 7 percent of
the foreign total. The American investment was scheduled to go into two hotels,
a stone guarry, and an aluminum rolling mill. Plans for the establishment of
a kraft paper mill by an American firm are reported to have reached an advanced
stage,

There is no basis npon which a ecalculation can be made of the increased U.S.
private investment that may be induced by the tax treaty. The actual effect
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can only be determined by experience, The placing of investment in Thailand
upon the same basis as domestie investment with respect to tax eredit should
result in additional firms deciding in favor of establishments in Thailand.

a. Since there can be o true reciprocity in a tax treaty between a developed
and @ less developed country, the developed country must make concessions.
Are we, in effcet, bribing Thailand to do some of the things she ought to do
of her own volition in order to attract needed development capital?

The provisions of a tax convention, particularly a tax convention between a
less developed country and an industrialized country, are not necessarily pro-
vigions which a country would be well advised to adopt unilaterally as part of
its internal law. For example, a reduction by Thailand in its dividend with-
holding rate may not as a matter of Thai self-interest be desirable for general
application, The reduced rate is designed to deal with a specific situation
involving investment by U.S. firms. It may not be appropriate as applied to
investment from the United Kingdom or Japan because different tax rates there
may make a Thai rate reduction meaningless to investors in those countries.
The same thing may be said of the rules of source which are laid down in the
convention. It eannot, therefore, be said that the United States is “bribing”
Thailand to do what she ought to do of her own volition, On the other hand,
Thailand holds to the view that a reduction of its withholding tax on dividends
for the purpose of attracting U.8. investment would not produce a suflicient
inflow of ecapital and that the investment credit is necessary to add to the
incentive which its reduced tax rate and other treaty provisions would provide
for increased capital flows from the United States,

It should nevertheless be noted that Thailand has not been backward in taking
measures of her own for the purpose of attracting needed development capital,
One important measure was the Industrial Investment Promotion Act of 1962,
which provides a number of special facilities and assurances for investments in
specified industries, including exemptions from income and other taxes. Thai-
land has signed an agreement with the United States making possible investment
guarantees under the AID legislation against inconvertibility, expropriation, and
war risks. Other steps to strengthen the private sector of the economy have also
been taken.

6. In exchange for the direct reduction of U.S. taxes on U.8. taxpayers provided
by this treaty, does our Government expect to be able to reduce economic
assistance to Thailand? By what amounts?

If new private investment should contribute substantially to an inereased eco-
nomie growth rate in Thailand, the need for governmental aid could be expected
to decrease. There is no basis for an attempt to caleulate the amount of such
reduction that might be attributed to the effect of the tax treaty, however.

7. Does Thailand weleome all types of foreign capital?

In general, a climate favorable to foreign investment exists in Thailand.
There are, however, as in most countries, restrictions on the entry of foreign
capital into certain types of enterprises. The Government maintains for itself
a monopoly of the production of arms, ammunition, and explosives; the manu-
facture of cigarettes; the operation of railways and ports; and domestic eivil
aviation. In certain other industries, some government participation in enter-
prises is required. These ineclude production of aleoholic beverages, passenger
transportation (other than railway), electricity production, water supply, tele-
communications, the telephone system, mining, petroleum production and refining,
forestry, banking, and insurance, In addition, there are in operation a number
of government enterprises in various lines of industry from which private industry
is not excluded, but in which government competition creates an obstacle to
private investment. The Thai Government has recently adopted a policy of
limiting or reducing its undertakings in competition with private enterprise.
There are a small number of ecallings (for example, rice enltivation, barbering
and hairdressing) reserved to Thai nationals.

8. What controls are employed by Thailand on capital movements into and out
of the country?

AH outward transfers of capital by residents or nonresidents of Thailand are
subject to prior approval under Thailand's exchange control regulations. Con-
cerning foreign direct investments in Thailand, there is an approval system
designed to encourage those investments which Thailand considers would be of
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benefit to the economy. Under the Industrial Investment Act of February 10,
1962 (which superseded a similar law of October 17, 1960) preferential treat-
ment may be accorded approved investment insofar as exchange controls are
concerned. The transfer abroad of profits, dividends, and the proceeds of lignida-
tion of capital is guaranteed on approved investments, subject to the requirements
of the balance-of-payments situation.

For instance where investments in Thailand have not been approved, the trans-
fer abroad of profits and ecapital is considered on a case-by-case basis, and is
normally allowed. In practice, the transfer of profits and dividends is permitted
freely if the company has paid its taxes. In cases of repatriation of unapproved
investments, transfers abroad of liguidation proceeds may be required to be made
in annual installments to prevent large pressure on the exchange rate.

Foreign exchange from inward capital movements must be sold to authorized
agents.

9. What is Thailand’s tax structure? What income taxr rates are applicable to
corporations? Does taxable income in Thailand approximately equal taz-
able income as defined in the United States on comparable business?

According to information supplied by the Treasury Department the major

elements of the Thai tax structure include a corporation and personal income tax,
a business tax levied on gross income at rates that vary from industry to industry,
stamp faxes and a variety of exeises. Both the personal income tax and the
corporation income tax are imposed at graduated rates, the former ranging from
10 to 50 percent and the latter from 15 to 25 percent. The top corporate rate
applies to income in excess of $£50,000, The determination of taxable income,
broadly speaking, follows the same lines employed in the United States and in
other conntries imposing taxes on net income, Various costs ineurred in earning
income are allowed as a deduction. However, we do not have precise informa-
tion on administrative practices or regulations which may limit the deduection of
various elements of costs. In general, it appears that taxable net income may be
closer to a gross income figure than in the United States. That is, rates of
depreciation, amortization, and depletion are apt to be lower, some items of
expenses may be disallowed as being in excess of an arbitrary limit, etc. Bat,
on the whole, tax is based on the concept of net income.

10. Did the idea of the investment eredit by treaty rather than by statute
originate in the State Department or Treasury?

The provision for the T-percent investment credit was developed in the Treasury
Department as a replacement for the unacceptable “tax sparing” formula that
was included initially in the Pakistan convention and in the conventions negoti-
ated with India, Israel, and the United Arab Republic. Investment credit by
statute could not achieve all the objectives songht through the tax-treaty program.
The Department of State agreed to the Treasury formulation as a promising
measure for achieving the objective of the extension of the tax-treaty network
to the less developed countries and of giving further encouragement to private
investment in such countries.

11. On page 13 of the annual report to the Congress on the foreign assistance
program, dated May 1965, the statutory investment tar credit proposal is
prominently mentioned. Why was there no similar mention of the treaty
program? If the 30-percent proposal is enacted, what effect will this have
on the treaty program?

The annual report referred to records the activities of the Agency for Interna-
tional Development during the calendar year 1964. The preparation of the
legislative proposal for a 30-percent tax credit was an important project of that
Agency during that year. AID has no responsibility with regard to the tax-
treaty program and, consequently, had no reason for inecluding reference to it
in the annual report.

The effect upon the treaty program of the enactment of the 30-percent tax
credit would depend upon the specific terms of the legislation. Two possible
ways, among others, in which the Congress could deal with the tax conventions
are as follows: (1) it could suspend and replace the T-percent arrangement by
the statutory arrangement; or (2) it could apply the 30-percent investment credit
only to a country with which we have a treaty, and apply a lesser statutory
rate to investment in other less developed countries with which we do not have
a treaty.
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12. As ¢ result of our treaties with Pakistan and Honduras, does State Depart-
atent receive any meaningful information on activities of U.8. businessmen
in those countries? Is any erpected from Thailand?

Tax treaties do not establish any new channels for obtaining general economie
information regarding the activities of American businessmen in foreign coun-
tries. The Department of State would have to continue to rely upon reports
from the diplomatic missions for such information. If reference is intended in
the question to information of the type dealt with in article 25 of the convention
with Thailand, it should be noted that the information referred to in that article
is information exchanged between the tax authorities of the two countries, is
usually of a confidential nature, and does not ordinarily reach the Department
of State. However, we are informed by the Treasury Department that there has
been no occasion for the Internal Revenune Service to seek information from
Pakistan or Honduras concerning American firms operating in those eountries
for purposes of U.S. tax administration.

13. We have tax treaties with Pakistan and Honduras., The Philippines treaty
has been signed. A irealy with India is about to be comcluded. Yet,
according to my information, AID cannot guaraniee American investment
in any of those countries against revolution, war, or insurrection. Is this
somewhat anomalous? Should we encouarge investment by tax policy in
places where we cannot protect it ?

It is correct that the United States has not as yet succeeded in negotiating
with the countries mentioned an extension of the investinent guarantee agree-
ments to cover losses caused by war, revolution, or insurrection. Agreements
are in foree with each of them, however, with respect to gunarantees against
loss from inconvertibility of currency and expropriation. There would appear
to be no good reason for withholding other forms of assistance and protective
measures from investors in these countries merely because of the failure of the
foreign authorities to sign the agreements relating to war risks, The threat
of this class of risk may seem relatively remote to those authorities. The
foreign assistance legislation does not make the signing of the war-risk agree-
ments a requirement for the extension of aid under the legislation. Whether
or not they invest in the less-developed country is entirely a matter of free
choice of the investors, The offer of a tax credit or tax deferment for invest-
ment abroad carries with it no suggestion of compulsion. We see nothing anom-
alous in the situation. Efforts will continne to be made to conclude agreements
providing for the extended coverage.

1%, What criteria are employed by the State Department in determining which
countries gshould be contacted by Treasury with a view to negotiating
seriously on a tax treaty?

The schedules for tax negotiations are arranged by the Treasury Department
after consultation with appropriate officers in the State Department. Among
the points taken into consideration in arranging negotiations are: (a) the
political and economic interest of the United States; (b) the urgency of the
international tax problems involved; (e¢) the date of the foreign government’s
indication of interest in a negotiation; (d) the importance of the nmegotiation
from the standpoint of advancement of the treaty program; (e) convenience of
including a visit to a particular country on the itinerary of the U.8. negotiators;
and (f) travel plans of foreign negotiators. The State Department would
ordinarily interpose an objection to the inclusion of a country on the schedule
only if it believed that our relations with such country made negotiations
undesirable.

15. Does Treasury ever begin negotiations without specific instructions from
the State Department?

Arrangements for negotiations are normally made by Treasury hy communi-
cations through the Department of State. Tax-treaty negotiations have been
exempted from the requirement, imposed in the case of most other types of
negotations, of formal individual authorization by the Secretary of State
prior to the initiation of discnssions. Clearance of all important steps in
arrangements for negotiations for tax treaties are obtained from appropriate
State Department officers.
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16. Article 30, paragraph 5, provides for the cancellation of specific provisions
in the treaty. Is it contemplated that Treasury or State would take the
initiative in deciding to cancel?

The administration of tax agreements, as of tax laws, is the responsibility of
the Treasury Department. Consequently, the initiative in deciding to cancel
provisions under article 30 of the convention would be taken by the Treasury
Department, but the decision would be made in consultation with the State
Department. Notice of cancellation of provisions would be made to the Govern-
ment of Thailand through diplomatic channels by the Department of State.

17. In 1957 when the “tap sparing” treaty with Pakistan was negotiated, mark-
ing the beginning of a new series of such treaties, the treaty was signed
on July 1 and transmitied to the Senate on July 12. Hearings before the
Senate Foreign Relations Commitiee began on July 30. The Thailand
treaty, presumably the first in this new series containing the investment
credit, was signed on March 1, but was not transmitted to the Senate
until July 29. Why was the transmission of this treaty so long delayed?

Since the conventions with the Philippines, Thailand, and Israel represent
an adaptation of the usual U.S. tax-treaty plan to accomplish certain new ob-
jectives, it was deemed proper to submit these conventions to the Senate as
a group. If this were done, it was thought that the pattern of a carefully
planned program could be made evident, and that the Committee on Foreign
Relations, as well as interested private persons, could better evaluate the
objectives and the methods provided for their accomplishment than if the
conventions were transmitted individually when signed. It was hoped that
the group could be presented fairly early in the present session of Congress,
but unforeseen delays, principally in connection with the final preparation of
the text of the convention with Israel, prevented transmittal to the Senate
until July.

18. Is it the opinion of the upper echelon personnel in the State Department
that 1.8, tax concession is an appropriate and effective device for moving
U.8. investment of desired types into areas of greatest need?

The Department of State is not disposed to regard tax concessions as provid-
ing an appropriate solution in all cases for investment problems in less-devel-
oped countries. It believes that there is a definite lack of satisfactory experi-
ence data as to the effectiveness of the tax concession as a device for the
stimulation of private foreign investment in such areas. It is of the opinion,
therefore, that proposals for tax concessions should be given the most thorough
consideration before adoption in any given instance. The Department con-
siders, however, that the extension to investment in less-developed countries
of the same tax credit that is provided for domestic investment constitutes a
reasonable and practicable measure for accelerating the expansion of the U.8.
tax-trealy program, and, at the same time, providing additional encouragement
for private investment in such countries.

Senator Gore. The next witness will be Stanley S. Surrey, Assist-
ant Secretary of Treasury.
The committee is very pleased to have you here, Secretary Surrey.

STATEMENT OF STANLEY S. SURREY, ASSISTANT SECRETARY OF
THE TREASURY: ACCOMPANIED BY NATHAN N. GORDON, DI-
RECTOR FOR INTERNATIONAL TAX AFFAIRS; AND RICHARD
LOENGARD, JR., SPECIAL ASSISTANT TO THE ASSISTANT
SECRETARY

Mr, Sureey. Mr. Chairman, I have a prepared statement which I
would like to read. I might digress here and there to clarify some
of the matters which you asked about earlier.

Mr. Chairman, I welcome this opportunity to discuss the pending
income tax convention with Thailand. Since this is the first time
this subcommittee is considering tax conventions, you may find it
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helpful if T were to review the general objectives of our income tax
treaty program and then discuss the specific tax convention that is
now before you. Since there are also pending treaties with two
other less developed countries, Israel and the Philippines, where
appropriate I will refer to these treaties since they, together with
the Thailand treaty, indicate the general procedure and standards
being followed with respect to the negotiations of tax treaties with
less developed countries.

U.B. PROFITS BY TAX TREATIES

As in the case of other industrialized countries, the United States
has found it useful to enter into income tax treaties for the purpose
of eliminating some of the troublesome tax problems that arise out
of various types of international fransactions. These problems may
arise, for example, when sales take place between an enterprise in
one country and an enterprise in another country, or when individ-
nals from one country travel for business or cultural purposes to
another country. They may arise when income is generated in one
country as a result of investments made by individuals or corpora-
tions of another country, or as a result of services rendered by resi-
dents of one country to persons in another. The resulting problems
of double taxation exist for all countries, and particularly indus-
trialized countries.

These transactions cause international tax problems since each of
the two—or more—countries involved in the transaction may lay
claim to an income tax on the income or profits produced by the
transaction, Conflict is thus inevitable.

Most of the industrialized countries have found it appropriate
to include unilateral measures in their tax laws to cope with these
double taxation problems. In the United States, principal reliance
in meeting these problems is placed on the foreign tax credit mecha-
nism. Under domestic law, the United States allows a credit to its
taxpayers for the taxes imposed by a foreign country on income
derived from that country. In a sense, we treat taxes paid to a for-
eign country as if they had been paid to the United States and thus,
as offsetting our income tax claim against the taxpayer. Some other
countries, such as the United Kingdom, also use this tax eredit
approach to deal with international double taxation.

Other countries, however, exempt foreign income in varying ways
and degrees from their tax system. But even though the indus-
trialized countries thus employ various unilateral measures to cope
with these problems, virtually all industrialized countries have
found it necessary to supplement these measures by entering into a
network of tax treaties with their principal commercial partners
and other countries with whom their taxpayers are concerned in
trade or investment.

There are a number of factors responsible for this, which I can
illustrate by reference to the experience of the United States. There
are, to begin with, differences among countries concerning the scope
of their income taxes. If the United States is to give a credit for
taxes imposed by a foreign country, surely it must be only for taxes
zc:nposvd on income which we consider has a source outside the United
States.
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CONFLICTS ELIMINATED BY TAX TREATIES

But if our concept of source differs from the other country’s, the
credit mechanism will not be adequate to the problem—the other
country will tax the income, we will not allow the credit, and the
income involved will bear a tax considemb]fw higher than either
country alone would impose. If, for example, a foreign country
considers the earnings from the rendition of personal services by a
U.8. individual to have its source where the enterprise paying for
the services is located, while the United States considers the source
to be where the services are rendered, such as the United States, then
our unilateral credit mechanism will not eliminate double taxation
since no credit will be allowed for the foreign tax. Consider another
example: One country may regard the source of income from a sales
transaction to be the place where the order is accepted. The United
States considers it to be the place where title to the property passes.
Again the tax eredit mechanism may not provide appropriate relief
from double taxation. Still another example, more important, per-
haps, than the others arises when two countries utilize different
methods for determining the amount of income allocable to each
country from transactions between related enterprises, such as a
parent corporation in one country and the subsidiary in the other
country. The result may be that a segment of income is taxed in
both countries, with neither giving any recognition to the tax im-
posed by the other. Tax treaties deal with these problems by reach-
g mutnally acceptable rules regarding the source of income and
allocations of income.

There are other tax issues which often are best solved through one
of the countries granting complete exemption from tax through tax
treaties. For example, a businessman from the United States who
temporarily visits another country for the purpose of exploring busi-
ness opportunities or to consult with associates and employees on the
spot is often in a difficult position from a tax standpoint. It is not
merely that he may have to pay taxes in that country on his income
during his stay in that country, such as a pro rata part of his annual
salary. Often the filing of a tax return may constitute a more serious
irritant to the conduct of business in that country than the payment
of tax. The individual involved may be able to claim a credit against
his U.S. tax for taxes paid in that country but that would not elimi-
nate the annoyance andpinconvenience not to speak of the consequences
of erroneous interpretations or inadvertent errors, which compliance
with the unfamiliar tax laws of a foreign country may involve.

Senator Gore. I would like to suggest that Treasury ought to tread
lightly on the degree of annoyance and inconvenience of filing tax
returns.

Mr. Surrey. I can understand that, We are trying to eliminate the
annoyance of having to file two sets of tax returns.

Senator Gore. I admit that it would be a bit insufferable.

Mr. Surrey. These problems are not limited to businessmen, but
involve many types of visitors such as teachers, students, entertainers,
professional persons, and so on. This type of problem is generally
eliminated in tax treaties by reciprocal exemption of residents of one
country who visit the other for limited periods of time.
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Another tax difficulty facing international business which our uni-
lateral tax eredit mechanism does not solve relates to various types
of fees and royalties. It is common for a country to levy tax on out-
going payments, such as royalties, rents, or technical fees, on a gross
basis. In the United States, for example, a tax of 30 percent is levied
on the gross amount of such payments going to a foreign country.

A foreign tax at that rate on, say, a royalty paid to a U.S. licensor
of a patent may be considerably higher than our 48-percent corporate
tax on the net amount earned by the licensor after taking account of
the costs incurrred in earning that royalty. It may represent the
equivalent of a 55 or 60 percent tax on the net income from the royalty.
The excess foreign tax in such a case could not be absorbed through
our unilateral tax credit mechanism.

However, a reduction in the foreign withholding tax rate, if suffi-
ciently large, could bring the effective tax rate on the net income from
the royalty down to a level which would be absorbed by the U.S. tax.
Or the difficulty could be met by having the foreign tax apply on a net
income basis rather than on gross income. These are the approaches
generally used in tax treaties.

A somewhat similar problem relates to the determination by a for-
eign country of the amount of income earned therein by a branch of
a U.S. enterprise. In some countries, the costs allowed as a deduction
in arriving at the taxable income of a branch of a foreign-owned en-
terprise are limited to costs incurred within the foreign country itself.
Thus overhead costs incurred in the United States which are allocable
to the activities of the branch in a foreign country may not be allowed

as a deduction in computing taxable profits in that foreign country.
The result is that the tax to that extent is on gross income rather
than net income. Here tax treaties generally meet the problem by
obligating a country to allow costs incurred abroad but allocable to
the branch within its borders as a deduction for purposes of its tax.

OTHER PROBLEMS BOLVED BY TAX TREATIES

There are other situations which may involve a combination of prob-
lems. An American firm seeking to enter a market in another country
may not only be confronted with the difficulties of complying with un-
familiar tax laws, but it may also be confronted with a foreign tax
burden that is unrelieved by the foreign tax credit provision in our law
because of differing tax concepts. The so-called permanent establish-
ment provisions of our income tax conventions seek to cope with such
cases. They deseribe certain types of activity which, when carried on
in a foreign country by an American firm, are regarded as not consti-
tuting a permanent establishment within that foreign country, and
therefore any profits earned through such activity are not taxable in
the foreign country. Thus a firm in one country may send out sales-
men to the other in an effort to penetrate a particular market without
becoming subject to the tax Iaws of the latter country.

Other types of activities, in the other country, some involving the
maintenance of a definite place of business, may also be carried on
without constituting a permanent establishment for tax purposes.
These include such activities as a purchase of goods or merchandise,
the storage of merchandise, the conduct of advertising, and the use of
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commission agents. All these activities will not subject the American
firm to tax in the foreign country. This article may be of special
significance in treaties with less-developed countries, where it is not
uncommon to assert tax on a nonresident company which sells goods
to a local firm even though the nonresident company is not actually
engaged in business in that country.

Still another case where a unilateral provision such as our foreign
tax credit is inadequate to deal with international tax problems is the
relatively simple one where foreign tax rates are higher than our tax
on the same income, so that an unused tax credit is generated. This
problem arises most frequently where direct foreign investment is in-
volved. Like the United States, many foreign countries impose not
only a corporation tax on profits, but in addition they also levy a
withholding tax on the dividends paid to the shareholders whether at
home or abroad. We, for example, levy a 30-percent tax on all divi-
dends going abroad.

Ordinarily, no distinction is drawn between the types of dividend
recipients abroad. One recipient may be a parent corporation owning
all or a major part of the company paying the dividends. Another
may be an individual or corporation owning only a few shares in the
company. The statutory withholding tax on both is likely to be at the
same rate. Under these circumstances the total taxes payable with
respect to the profits earned through direct investment and trans-
mitted to the United States in the form of dividends may be consider-
ably above the 48-percent rate imposed by the United States, on our
domestic activity. Private investment abroad will thus be handi-
capped, as compared with domestic investment. To solve this diffi-
culty, our tax conventions seek to arrive at mutually acceptable ad-
justments in the withholding tax rates on dividends paid by the com-
panies in each country to shareholders in the other.

We have tried to secure reciprocal withholding tax rates on dividends
which differentiated between a parent corporation and other share-
holders. Most of our treaties with industrialized nations provide for
a 15-percent withholding rate on dividends generally and a 5-percent
rate on dividends received by a parent corporation, which are the
rates recommended in the OECD model income tax convention.

In our conventions with less-developed countries, we have taken the
view that withholding tax rates on dividends paid to U.S. parent com-
panies should be reduced to the point where the total taxes im-
posed on the profits earned in the foreign country and remitted to the
United States do not exceed the 17.S. tax on corporate income gen-
erally. This objective is consistent with the poliey of eliminating
tax obstacles to the flow of private capital into the less-developed
countries.

Our tax conventions also seek to assure nondiserimination in tax
treatment for American individuals and business ventures abroad.
It is not uncommon for nationals of one country to find themselves
subject to heavier taxes in a foreign country in which they are resid-
ing than the nationals of that foreign country. Through tax conven-
tions we have been able to secure commitments from other countries
that U.S. citizens will get the same tax treatment as nationals of the
country in which they are living.
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CREATION OF CONSULTATIVE MACHINERY

One of the important contributions of tax conventions to interna-
tional trade and investment is that they open the door to consul-
tations between the tax authorities of the signatory countries. The
creation of this consultative machinery offers the enterprises of one
country some assurance that where appropriate there will be offi-
cial discussions on a technical level with the authorities of the other
country to secure a reasonable determination of taxable income. And
perhaps even more important is the tacit assurance that in appropriate
:ases there will be the same determination reached in each country as
to the amount of the taxable income present, so that tax would not
be imposed by both countries on the same items of income without
each recognizing that a tax has been imposed by the other.

Closely related to the consultation provisions are those concerning
exchanges of information between tax authorities, which afford them
a means for improving enforcement of their tax laws. This involves
primarily the routine transmission to one country of data on income
received by its taxpayers from the other country. In selected cases
more elaborate information may also be transmitted.

These in general are the objectives of the 22 income tax conventions
now in existence between the United States and foreign countries.
They are also the objectives of the 150 or 200 income tax treaties en-
tered into by the other countries of the world with each other. They
are the objectives of the Model Income Tax Convention adopted by
the OECD. Their general purpose, I repeat, is to encourage inter-
national trade, investment, and cultural intercourse through the elim-
ination of tax barriers and irritants that can arise from the application
of the tax laws of two or more countries to the same transactions,
They represent the principal achievements in the three tax conventions
now pending before the committee.

Of course, as in our existing treaties, there are variations among the
particular provisions depending on the concerns that the other coun-
tries bring to the negotiation of the conventions. I shall develop some
of the specific clauses to demonstrate how these objectives are attained
and to show how we have moved forward in some respects from the
treaties now in effect. But before doing so, I would like to stress that
the three pending treaties are with less developed countries, Thailand,
Israel, and the Philippines, and therefore in some instances involve
different problems and consequently require somewhat different solu-
tions from our treaties with industrialized countries.

The transactions which take place between the United States and
less developed countries ordinarily produce a flow of income from
those countries to the United States, but not the reverse.

In industrialized countries, there is generally a reciprocal flow from
one country to the other. But that is not true in the less developed
countries. In the less developed countries, dividends flow from invest-
ments in these countries to the United States; royalties come from for-
eign licensees to the United States; American businessmen go aboard
to these countries; American manufactures are sold to these countries.
In contrast, the movement of such goods and services from the less de-
veloped countries to the United States is generally quite limited. Un-
der these circumstances, less developed countries are reluctant to enter
into the standard type of tax treaty even through the rules are emi-
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nently reasonable and equitable, because those rules involve a revenue
loss to them without an adequate offset. Their need for revenues is
so pressing that nearly always they seek a recognition of their prob-
lems that goes beyond the usual tax treaty pattern and thus compen-
sates for the difficulties they face in entering into any agreement in-
volving a revenue loss for them, no matter how small.

Sinee their need for foreign capital is usually urgent, this search by
the less developed countries for a different pattern in their tax treaties
is generally centered on seeking an approach which will move the in-
dustrialized countries in the direction of incorporating a provision
which presents a reasonable likelihood of increased capital flows to
the less developed countries.

As a consequence, the other industrialized countries entering into
tax treaties with less developed countries—and there appear to be over
30 of these treaties—have found it necessary to incorporate a provision
which the less developed countries consider a stimulus to capital in-
flows in order to obtain a treaty with them.

One approach followed involves exemption by the industrialized
country of various forms of income received by its taxpayers from
activities in the less developed country. Another approach is the so-
called “tax sparing credit.” In treaties incorporating such a provision,
the eapital exporting country agrees to allow a credit against its tax,
not only for the taxes actually paid to the less developed country, but
also for the taxes that would have been paid to the less developed coun-
try if that country had not reduced its ineome taxes under some special
tax concession scheme.

DIFFERENT TAX REQUIREMENTS FOR UNDERDEVELOPED COUNTRIES

Thus, all of the treaties entered into with industrialized countries
by Israel, and this includes the United Kingdom, France, Italy, Ger-
many, and Sweden, involve either an exemption clause or a tax-sparing
credit granted by the industrialized country. This is also true of the
two treaties which Thailand has with Japan and Sweden. There ap-

ear to be some 20 “tax sparing” treaties in force between industrial-
1zed countries and the less developed countries.

In our view these approaches are undesirable. Thus, tax exemp-
tion of income derived from investment in less developed countries
would be viewed as a highly inequitable provision by American tax-
payers engaged in business in the United States and would have a
highly erratic effect on the relative tax burden of foreign producers
as compared with those engaged in domestic production. It would
be basically inconsistent with the principle of the foreign tax credit
which seeks to maintain uniformity in tax burdens as between domes-
tic and foreign economic activities.

A tax sparing credit would equally be undesirable since it would
operate capriciously, providing the largest tax benefits to investors in
countries having the highest nominal tax rates and without any neces-
sary relationship to the fundamental economic needs of a country or to
such policies as the “Alliance for Progress.” Moreover, it would stim-
ulate the rapid repatriation of profits from less developed countries
rather than the reinvestment of profits in those countries.

When the Kennedy administration came into office in 1961, there
were pending in the Senate three income tax conventions with less
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developed countries—India, Israel, and the United Arab Republic—
which contained “tax sparing” clauses. The administration was con-
vinced for the reasons I have stated, and others that could be added,
that such tax sparing clauses were not in the best interests of the
United States and of economic development in less developed coun-
tries.

Senator Gore. There was one other reason—the Senate refused to
approve it.

Mr. Surrey. That is right. I was going to add that. Moreover,
it will be recalled that this committee had entered a reservation to the
tax sparing clause in the Pakistan treaty in 1958. Those three treaties
lay {Ln'mant for several years and were withdrawn by the adminis-
tration from consideration by the Senate in 1964,

The administration was desirous, however, of negotiating tax trea-
ties with less developed countries for it regarded tax treaties as bene-
ficial to both the United States and the less developed countries.
Indeed, the Congress expressly declared this policy in the Foreign
Assistance Act of 1961 when it directed the President to—
accelerate a program of negotiating treaties for commerce and trade, including
tax treaties, which shall include provisions to encourage and facilitate the flow
of private investment to and its equitable treatment in friendly countries and
areas participating in programs under this Act,

Senator Gore. Was that a provision contained in a bill which the
administration submitted, or was it an amendment which originated
in the legislative branch ?

Mr. Surrey. It was in the bill introduced in 1961 on behalf of the
administration, Senator. Moreover, the other industrialized nations
have been following such a course and extending their network of
treaties to include less developed countries.

As I said earlier, there are over 30 treaties with the other industrial-
ized countries,

The question presented was whether a suitable approach could be
found which would give recognition to the requirements of the less
developed countries for provisions looking to the encouragement of
capital inflows to those countries and at the same time did not run
counter to settled tax policies of the United States.

Fortunately, developments in our tax law as a result of the Revenue
Act of 1962 and later legislation pointed the path to an appropriate
answer.

As a result of the Revenue Act of 1962, our present tax law now
provides a credit—the investment tax credit—against U.S. income tax
of T percent of the amounts spent for machinery and equipment for
use in the United States. Since this credit did not extend to invest-
ment. abroad, that act established in effect a preference for domestic
investment as compared with foreign investment.

Senator Gore. That was one of the principal reasons which former
Secretary Dillon advanced in favor of the investment eredit.

Mr. Sureey. I think that is right, Senator. As I go on to say, such
a policy is understandable with respect to investment in other indus-
trialized countries,

Secretary Dillon presented charts which showed, taking together
the investment credit and the liberalized depreciation which we
adopted, they were comparable to what was given in other industrial-
ized countries. The comparisons were always with the other indus-
trialized countries of the world.
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INVESTMENT CREDIT AND BALANCE OF PAYMENTS

Senator Gore. One of the principal purposes in recommending the
investment credit was to affect favorably the balance of payments by
giving a tax preference to investment and modernization within our
own country. Now you propose to eliminate that preference. We
will go into that later. But I thought it was pertinent to bring this
up at this point.

Mr. Surrey. Such a preference is understandable with respect to
investment in other industrialized countries.

Looked at from the standpoint of less developed countries, however,
this provision would be regarded as presenting an impediment to in-
vestment in those countries. Consequently, the extension of the 7-
percent investment credit by treaty to these countries offers itself as a
fitting approach to the recognition those countries seek with respect to
the encouragement of capital inflows. It would, so far as the United
States is concerned, remove an impediment to investment in less devel-
oped countries and thereby in this respect establish a general parity of
treatment between domestic investment and investment in the less de-
veloped country. In establishing this parity and thus assisting in-
vestment in these countries, we would also be pursuing a policy
reflected in other tax legislation recently adopted by Congress. Thus,
the Revenue Act of 1962, which was directed to “tax-haven” or “base
companies” abroad, contains a number of provisions favorable to in-
vestment in less developed countries as compared with industrialized
nations. Moreover, under the interest equalization tax, loans made
to enterprises in less developed countries and investments therein are
treated in the same way as domestic loans and investments and thus are
exempt from the tax.

Extensions to the less developed countries of incentives granted to
domestic investment is in keeping with a policy recently favored in a
report of the OECD Fiscal Committee on “Fiscal Incentives for
Private Investment in Developing Countries, 1965 :

Inadequate recognition of foreign taxes is not the only feature of the tax
systems of industrialized countries which tends to produce discrimination in
favor of domestic investment compared with investment in developing countries.
Many industrialized countries grant tax benefits to their taxpayers in the form
of accelerated depreciation, initial allowances and investment allowances or
credits, but grant them only with respect to domestic investments and deny them
for investment abroad even though they tax income from foreign investment.
The result is, of course, a tax advantage for domestic investment, If capital
exporting countries using such allowances also granted them with respect to
investment in developing countries, they would be taking another important
step toward promoting increased investment in developing countries.

Moreover, the investment credit approach is far more appropriately
suited to less deyeloped countries than the tax sparing approach or
the exemption of income approach, from the standpoint of equity,
efficiency, and administration. Since the investment credit operates
on the act of investment, it eases the risk of investment at the very
outset. Since the credit does not turn on the receipt of income in the
United States from the foreign investment, as do tax sparing and
tax exemption, it does not encourage quick repatriation of profits.
Since the credit does not turn on foreign tax concessions, as does tax
sparing, it does not have the capriciousness of that device nor does it
transfer from the United States to a foreign country the decision as
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to whether a tax benefit is to be conferred and, if so, the extent of such
benefit. Since the extension of the investment credit, to less developed
countries would but follow the treatment accorded domestic invest-
ment, it does not involve the treaty process in favoring the foreign
imvestor as against the domestic investor in a matter closely linked
to the rates of tax, as did tax sparing.

With our basic tax laws thus providing an approach that could be
adapted to a less developed country in the negotiation of a tax treaty
so that the United States would not be at a disadvantage compared
with the other industrialized countries in this endeavor, we proceeded
once more to enter on a program of negotiation. We felt obliged to
renegotiate the agreements with the three countries which had been
withdrawn, Israel, India, and the United Arab Republie. Of the
three, the treaty with Israel, the first to respond, is before you, and
negotiations with India are virtually concluded.

PAST NEGOTIATIONS ON TAX TREATIES

I might add prior to 1960 we had made considerable progress in a
negotiation of a tax treaty with Thailand, which however involved a
tax sparing credit. In the fall of 1963 the Philippine Government
had indicated in a conversation between myself and the Ambassador
from the Philippines their interest in a treaty, and Taiwan had indi-
cated its interest in a treaty. Consequently, in the winter of 1963-64
it was decided to send a mission to the Far East to see whether the
countries of the Far East were interested in treaties with the United
States if an investment credit approach rather than a tax sparing ap-
proach were used. A trip was thus made late in 1963 and early 1964
which covered the Philippines, Taiwan, Thailand, and Maylasia,
and that was the occasion for the recommencement of these nego-
tiations,

As a result of that trip, it became apparent that some of these other
countries felt that the investment credit approach would be the kind
of an approach which they could understand and for which they would
be willing therefore to consider entering into treaties with the United
States. The three treaties with India, Israel, and the United Arab
Republic were therefore withdrawn, and offers were made to those
countries to enter into new negotiations.

But I repeat the treaty with Thailand had been in a stage of nego-
tiation prior to 1960. It happened to have a tax sparing eredit within
it. Consequently it had not been pushed after 1960.

Senator Gore. During these negotiations, what guidance did the
Treasury have from State? '

Mr. Surrey. The Treasury Department does ot enter into the
discussion of any tax treaty with any country without the explicit
approval of the State Department—because that is regarded as a

olitical matter. With respect to tax treaties generally negotiated
in the United States, there is a representative of the State Department
that sits with the Treasury delegation. If it is negotiated in a foreign
country, there is also generally a representative of the State Depart-
ment who is involved. Sometimes it might be the economic officer who
15 involved or it may be a special person. But there is a representa-
tive of the State Department—and he and the ambassador of the par-
ticular country involved are kept in touch with the treaty negotiations.
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With respect to these treaties with the less-developed countries,
and the ut.-ifization of the investment credit, that approach had been
thoroughly discussed between the Treasury Department and the State
Department in conferences, I would say, in 1963 between my office
anr{)oilicus in the State Department, to obtain a combined judgment
as to whether this was a feasible approach to less developed country
treaties.

Senator Gore. Both Departments negotiate for the United States
insofar as the treaty is concerned. But for our own information
it would be of interest to know the genesis of the Thailand treaty with
respect to the departments or the business community directly affected,

Myr. Surrey. Generally speaking, Senator, in my experience, which
goes back to 1961, these treaties arise as a result either of the interest
of the Treasury Department and the State Department on the one
hand, or the interest of the foreign country on the other hand.

For example, in this trip with respect to the Far East, Taiwan
approached the United States. The Philippine Government, to the
best of my recollection, either approached the United States or in a
conversation I had with the Philippine Ambassador, where the ques-
tion was, “How can we bring our countries closer together?” The
question came up, “Are you interested in a tax treaty ?” They never
have had a tax treaty with any country, and they said, “Well, that is
something we could consider.”

With respect to Thailand, I do not personally know, because that
was initiated prior to 1961. It may have been at the initiative of
the United States.

Israel was at the initiative of their Government, as respects the
renegotiation of the treaty.

What I am saying is that treaties originate between governments,
with the impetus coming from either our Government or their
Government.

Senator Gore. I don’t mean in any sense to imply that there is
anything wrong per se with a suggestion regarding the provisions of
a treaty, whether it is proposed by the Treasury, by the State Depart-
ment, by a foreign government, or by business enterprises or indi-
viduals who are directly affected thereby. The same is true of legis-
lation in the Congress. It sometimes comes from the mind of a
Senator, from the needs of his constituents, from the administration,
or elsewhere.

I only asked the question as a means of exploring the advisability
of the pending treaty.

Mr. Surrey. I appreciate that. And I wanted to give the answer
in detail because, as I say, it is a varied situation. The initiative
sometimes is with us, sometimes it arises at the request of the foreign
country.

GENESIS OF TAX TREATY WITH THAILAND

Senator Gore. You do not know the genesis of the pending treaty
with Thailand ?

Mr. Surrey. The pending treaty with Thailand arose out of, I
would say, discussions back in 1958 and 1959, somewhere in there,
when the United States was discussing treaties with less developed
countries. There had been these negotiations with Thailand. These
negotiations, since they evolved a tentative draft that included tax
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sparing, were not pushed forward after this administration came to
ower. So that consequently in 1963, in view of the interest of the
hilippines, Taiwan, and the other Far Eastern countries, we re-
viewed the treaties with those countries with which we already had
had negotiations, and we ascertained whether they were interested
in bringing up to date their negotiations. That is how the Thailand
treaty came about.

Senator Gore. During that particular period I was in Thailand and
became familiar with the lack of cooperation of the Government of
Thailand with the United States and other countries with respect to
the international control of narcoties traffic. In 1961, Thailand did
ratify the international convention on narcotics. I am glad that has
been done. I will want to have some further information about the
extent of cooperation and the effectiveness of cooperation. This re-
quires information from the Treasury Department.

Mr. Surrey. Yes, sir.

Senator Gore. I suggest that you complete your statement.

Mr. Surrey. The less developed countries with whom we have had
discussions have responded favorably to our suggestion that extension
of the 7-percent investment credit is a recognition of their desire for an
encouragement to capital inflows. Thus the treaties with Thailand
and Israel now before you contain this extension of the investment
credit. Whether the less developed countries will in their other trea-
ties adopt this approach instead of tax sparing, we cannot tell. Yet
it seems clear that they find it at least a satisfactory alternative viewed
from their side of the negotiation, so that tax treaty discussions with
the United States can once more proceed.

It must be recognized that the United States in these negotiations
is quite clear on its view that extension of the investment credit is
appropriate only where the other country is receptive to U.S. invest-
ment and where its tax system, taken as a whole, does not involve
measures that can be regarded as significantly working at cross pur-
poses with such investment. In many cases the existing tax systems
of less developed countries do not meet this standard. But the treaty
process itself permits the foreign country to modify its tax system
through the treaty and thus deal with the contradictions and with

rovisions which act as disincentives to investment from the United

tates. For example, the existence of a complex of corporate taxes
and withholding taxes on dividends in a less developed country, which
brings the effective rate of tax on profits earned there above the gen-
eral level of the U.S. corporate tax, creates a tax barrier to U.S.
investment in such countries. It would generally be difficult to justify
a tax credit for U.S. investment in such a country unless that country
is prepared to reduce its taxes to the level prevailing in the United
States. This can be done by a treaty but not otherwise, since that
country may not be prepared to reduce its taxes on its own nationals
or those of third countries.

The treaty process also permits complementary modifications where
appropriate in the tax laws of the other country which are conducive
to improved international trade. Where the other country is not yet
ready to make certain modifications, or is more concerned with con-
tinuing a somewhat restrictive approach to foreign investors, then
the investment credit need not be extended. While it may well be
that in most of these cases a treaty may presently not be negotiable,
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this need not always be the result, as the Philippine treaty before you
indicates. That treaty—unlike the treaties with Thailand and Israel
now before you and the treaty with India which is nearing conclu-
sion—does not contain an extension of the investment credit. Cer-
tainly the United States seeks no overreaching of any less developed
country, and to the contrary is understanding of their problems and
their desires to conserve revenues. The treaties before you evidence
the recognition of these attitudes and the basic truth that a tax treaty
is a negotiation in the true sense of the term, and one that will be
satisfactory and worthy of the United States only if each country
genuinely believes its policies and problems have been fairly handled.

PERMANENT ESTABLISHMENT PROVISION

Turning now to the specific provisions of the convention with Thai-
land, I should like to point out how some of the more important
provisions achieve the objectives that I previously discussed. The
first. of these is article 3 dealing with the definition of a permanent
establishment. It contains the rules in most of our other tax treaties
which permit a firm in one country to engage in certain activities in
the other without thereby acquiring a permanent establishment. I
want to take special note of a provision of Thai law which is altered
by the tax convention, because it deals with a problem that we find
exists in other less developed countries.

Under Thai law, an American firm which sells its products to a Thai
enterprise through a commission agent or broker and without in any
way engaging directly in business in Thailand is nevertheless subject
to tax in Thailand at the regular rates applicable to any Thai enter-
prise. Because the Thai are unable to arrive at the net income which
the American enferprise may derive from such a sale, they arbitrarily
assess a 2 percent tax on the gross amount received by the American
firm from the transaction. The tax is required to be paid over by the
commission agent, presumably by withholding that amount from the
price due the American firm. This frequently creates difficulties in
trading activities, since the American seller may not be aware of this
liability and the amount of tax may be relatively high. Under the
convention, the tax is eliminated in such cases where the commission
agent is an independent agent thus removing these difficulties. How-
ever, an agent acting “exclusively” or “almost exclusively” for the
American firm is not treated in the convention as an independent agent.
The position of Thailand is that a nominally independent broker
operating in Thailand is not really independent if this business
depends on a single firm, and therefore, as where it acts through a
dependent agent, the firm should be considered to have a permanent
establishment in Thailand. A similar provision is to be found in
the tax convention between Thailand and .lfupﬂn.

BUSINESS PROFITS

Article 4 of the Thai convention deals with the determination of
business profits and, in addition to its principal operative provision
that & compsny not be taxed on business profits unless it has a perma-
nent establishment in the country, it provides that in computing the
industrial or commercial profits of the permanent establishment in
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Thailand there shall be allowed all deductions reasonably connected
with those profits. This has been a problem for conH)ani@s operating
in Thailand, because administrative costs incurred in the United
States by the home office on behalf of a Thai branch have been disal-
lowed by Thailand as a deduction in computing the profits of the
branch. Under the convention, this will no longer oceur.

I have already discussed the investment credit provisions which are
in article 5 of the draft. Additional details are contained in the tech-
nical memorandum which has been transmitted to the staff of the Joint
Committee on Internal Revenue Taxation and which we shall submit
for the record. The revenue effect of this provision would be quite
small, since the flow of U.S. investment to Thailand is limited. Based
on the average net capital movement to Thailand in the last few years,
and ignoring capital repatriation to the United States, the cost would
have been less than $150,000 annually. I should like also to point out
that this article may be terminated by the United States after 5 years,
without such termination ending the entire treaty.

TAX DEFERRAL FOR TECHNICAL ENOW-HOW

One of the special needs of less developed countries is the technical
knowledge and skill which have been developed in the industrialized
countries of the world. Companies which have developed such skills
may sometimes be prepared to supply them to less developed countries
in exchange for stock in new enterprises provided such an exchange
does not require them to make cash contributions to the venture abroad
as well. Unfortunately such transfers of technical knowledge, know-
how, and skills in exchange for stock must frequently be accompanied
by cash outlays in the form of tax payments on the income resulting
from the stock received in the exchange. This is true under U.S. law
and it is also true under foreign tax laws,

Article 6 of the convention with Thailand seeks to remedy this dif-
ficulty by deferring tax on such transfers until the stock received by a
transferor is disposed of. This article in the convention alters both
United States and Thai law in this respect. Under U.S. law, tax on
transfers may be deferred only if the U.S. company has an 80-percent
interest or more in the foreign corporation to which it transfers the
know-how and if the know-how constitutes property. These require-
ments may be appropriate in many cases. However, insofar as less
developed countries are concerned, there is great need for services as
well as property and for encouraging joint ventures where the Amer-
ican company may not necessarily possess even a majority of the stock
let alone 80 percent.

Under Thai law, no deferral is granted irrespective of the ingredi-
ents of the exchange or of how much stock in the acquiring corpora-
tion the donor company has. The tax deferral provided by article 6
cannot be effectively granted as a unilateral measure since deferral by
the United States would be of little use if tax is imposed by the for-
eign country. Accordingly, the tax convention is a uniquely appro-
priate method for matching the tax laws of the two countries with
respect to this important problem. The United States or Thailand
may also terminate this article after 5 years. I should like to add that
the treaty provision is not intended to be a substitute for existing sta-
tutory provisions but a supplement to them.
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BHIPPING AND AIR TRANSPORT

To turn to another provision, international transportation enter-
prises face unusual tax burdens by virtue of the fact that their income
may be derived from many places and the tax laws of various coun-
tries which they touch may vary significantly. As a result it has be-
come an objective for most countries to seek reciprocal exemption of
the profits, if any, earned by their international transport enterprises.
Tax exemption also assures that such enterprises will not be taxed by
some countries if their overall operations turn out to be unprofitable,
as is frequently the case. Article 7 of the convention provides for
complete exemption of aircraft operations in international traffic. We
have airlines going to Thailand. Thailand does not have airlines go-
ing into the United States.

The Thai were not prepared to agree, however, to full exemption
of shipping, partly because of the lesser likelihood that they would
acquire international shipping lines going to the United States to
offset the loss derived from their exemption of American shipping
firms. I understand we have about 10 shipping lines and they have
1 going to the United States. Nevertheless, the Thai did agree to
reduce the tax payable by shipping enterprises to one-half the amount
that would otherwise be payable. While this provision does not re-
lieve American shipping companies of the necessity to comply with
the Thai tax laws, it does reduce the likelihood that they would pay
taxes to Thailand which could not be credited against their U.S. tax
liability.

TAX ON DIVIDENDS AND INTEREST

The dividend article in the Thai convention, article 9, provides that
the maximum rate of tax that would be imposed on dividends paid by a
corporation in one country to a parent corporation in the other would
not exceed 20 percent. The Thai tax on dividends is graduated from
15 to 25 percent, and most dividends are subject to the 25-percent rate.
At that rate, the Thai tax on profits derived in Thailand by an Ameri-
can parent through a Thai subsidiary combined with the Thai tax on
{he dividends transmitted by the Thai subsidiary exceeds the U.S.
corporate tax on the same income. By reducing the withholding tax
from 25 to 20 percent, the total combined Thai tax is kept slightly
below the level of 1.S. tax on remitted profits, so that no excess credit
is generated in Thailand. As a matter of reciprocity, which the Thai
desired. the T.S. tax on dividends leaving the United States is also
limited to 20 percent.

The tax on interest is not affected by the convention, except in the
case of interest received by the respective governments on their in-
strumentalities, in which case exemption is granted at the source. This
provision, article 10, eliminates the uncertainty which in some cases
has surrounded U.S. governmental lending programs in Thailand.

ROYALTIES

Article 11 of the convention deals with royalties and provides that
the maximum withholding tax rate on royalties will be 15 percent

compared with the Thai statutory rate of 25 percent and the U.S.
statutory rate of 30 percent. The reduction in the rate of withholding
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on royalties is a reflection of the view that a high rate of tax on the
gross amount of royalties will frequently result in a higher rate on the
net earnings and lead to an unused tax eredit. The reduced rate is
thus a device to compensate for the fact that costs have been incurred
in developing and administering patents, films, and other property
rights which costs are not given any recognition when gross royalties
are the basis for the tax.

INCOME FROM PERSONAL SERVICES

Article 13 of the convention deals with income from personal serv-
ices and makes it possible for American firms to send their employees
to Thailand for periods up to 6 months instead of 3 months —which
is the case under present Thai law—without their becoming subject
to tax in Thailand. The value of this provision is that greater flexi-
bility in assigning technical personnel is attained by firms which find
it necessary to have such persons temporarily stationed in Thailand.
The article also provides exemption of entertainers. However, in
these cases the exemption applies only if the earnings do not exceed
$100 a day or an aggregate of $3.000 for the entire period the enter-
tainer is in Thailand,

TEACHERS, STUDENTS, AND TRAINEES

As in the case of most of our other tax conventions, this one with
Thailand contains provisions designed to promote cultural exchanges.
Thus, under article 14 teachers from one country may go to the other
for a period of 2 years and remain exempt from the tax of the latter
country during that period. Similarly, under article 15, students and
trainees may come from one country to the other and be tax-exempt
in the latter country for varying periods of time, depending on the
circumstances involved.

CIHARITABLE CONTRIBUTIONS

Article 18 of the convention deals with charitable contributions.
Under that article, American citizens and corporations may take a
deduction in computing their U.S. income tax for contributions made
directly to a Thai organization provided it qualifies as a charitable
organization under our law. Of course it also provides that the or-
ganization must be exempt from tax under Thai law. Similar pro-
visions are included in the income tax conventions with Honduras and
with Canada, although in the latter treaties the maximum deduection
is based upon the amount of income derived within the respective
countries. This article reflects the fact that American eitizens and
companies in Thailand feel an obligation to part icipate in community
aflairs and that charitable contributions are an unportant part of such
participation. The United States may also terminate this article after
D years,

SOURCE RULES

Since the convention provides that Thailand will impose a tax on
the commercial and industrial profits of American firms only if they
have a permanent establishment in Thailand deriving income from
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sources within Thailand, it becomes important to have rules relating
to the source of income. Such source rules are found in U.S. law, but
there are none under Thai law. In article 19 of the convention, the
Thai Government has agreed to adopt rules which are embodied in
U.S. law. This will introduce a degree of certainty in tax determina-
tion for American businessmen engaged in business in Thailand which
does not exist at present and to which they attach a good deal of
importance. The principal departure from the U.S. source rules re-
lates to interest paid by a U.S. branch in Thailand. Under our law,
an American firm paying interest on funds borrowed from a bank,
for example, is considered to be paying interest from U.S. sources and
therefore must withhold a 30-percent tax even though the borrowing
was done by its branch in Thailand and the interest is paid by the
branch in Thailand out of its funds. The treaty establishes Thailand
as the source in such a case so that our tax would not apply.

Under existing Thai law, no provision is made for allowing tax-
payers a credit for taxes imposed on income they receive from sources
outside Thailand. The result is that American citizens resident there
or branches in Thailand of American companies which derive income
from sources outside Thailand may be subject to tax both in Thailand
and in the country from which they derive income. By virtue of
article 4 under which Thailand may tax a branch of a United States
company only on income from sources within Thailand, and as a result
of article 22 which requires Thailand to grant a eredit for United
States tax on United States income, the double taxation that now
exists for these persons would be eliminated.

NONDISCRIMINATION

In most of our conventions, the nondiscrimination article applies
with respect to individuals from one country who are resident 1n the
other. Many conventions go beyond that and provide that nondiscrim-
ination shall apply in each country to a local branch of a foreign com-
pany. Article 23 of this treaty goes even further and makes the non-
discrimination principle applicable to a local corporation of one coun-
try, Thailand. which is owned by nationals or corporations of the
other. This comprehensive nondiscrimination article represents a
marked step forward in securing fair treatment for American interests
in foreign countries. .

I hope, Mr. Chairman and members of the committee, that this rather
lengthy presentation has served to clarify the nature and purpose of
our tax treaty program. We believe this program can make a useful
contribution to international trade and investment in less developed
countries by eliminating a number of tax problems, introducing sound-
er tax practices and establishing the basis for cooperation between our
tax authorities and those of the foreign countries. This program will
enable the United States to develop a network of tax treaties with
these countries and thereby permit us to keep pace with the other in-
dustrialized countries, who are extensively using tax treaties as a
significant means of cementing their economic relationships with the
less developed countries of the world.

T would like, Mr. Chairman, to submit at the end of my statement a
technical memorandum which goes into more detail from a technical
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viewpoint in describing the various articles of the Thailand
Convention.

Senator Gore. Thank you, Mr. Secretary. That will be printed
in the record.

(The document referred to follows:)

TECHNICAL MEMORANDUM OF TREASURY I)r;ma'rm:r\'_'r CONCERNING PROPOSED
INcoME Tax CONVENTION BETWEEN THE UNITED STATES AND THAILAND

The proposed tax convention between the United States and the Kingdom
of Thailand (hereinafter referred to as Thailand) was signed at Bangkok on
March 1, 1965. Its purposes are to avoid double taxation of income, to prevent
fiscal evasion, to facilitate trade and investment between the two countries, and
to encourage joint ventures.

This convention is one of a series recently negotiated by the United States with
less developed countries. The first such convention was concluded with the
Republic of the Philippines and signed in Washington on Oectober 5, 1964. As
respects countries traditionally classified as less developed, the United Stafes
presently has conventions with only two, Honduras and Pakistan, In addition,
the United States has tax conventions with several less developed countries,
e.g., Jamaica, to which treaties with developed countries were extended before
such less developed country became independent, which treaty was continued
in effect after independence.

The convention benefits the United States in various respects. It deals with
the taxation of business income, items of investment income, the definition of the
term “permanent establishment” and the allocation of expenses to income-
producing activities in both countries. The convention includes a provision
gonaranteeing reciprocal allowances of a foreign tax credit to afford relief from
double taxation of the citizens, residents, and corporations of one country deriv-
ing income from sources within the other country. Further to this end, source
rules are provided to prevent disallowance of the tax credit and provision is made
for consultive procedures to work out problems of double taxation ariging in
contravention of the terms of the convention. Furt hermore, the treaty forbids
discriminatory tax treatment for citizens of one country resident in the other,
for corporations of one country engaged in business in the other and corpora-
tions of one country controlled by cifizens, residents, or corporations of the other.

In general, the convention affords a measure of certainty to businessmen in
both countries and provides rules for determining net income for purposes of the
imposition of tax by each country. For example, it provides specific rules for
determining what activities within one of the states will make a resident or
corporation of the other subject to tax in the former state on the operating
income from ifts business there. Moreover, the convention specifically provides
that if a resident or corporation is taxable on snch income, he shall be permitted
to deduct any expense incurred within or without the latter country which is
directly related to the business conducted there. Specific rules limiting the right
of either country to tax business visitors are also provided. These provisions
represent significant concessions on the part of Thailand since they substantially
limif its statutory power to tax in these instanees. Furthermore, the additional
certainty with respect to Thai taxes which these rules give 1.8, businessmen and
their employees is a significant benefit to be gained from the treaty. This is
particularly true because of the general unfamiliarity of Americans with Thai
legal concepts and practices,

In addition to the foregoing provisions which are usually found in tax con-
ventions, this convention includes certain provisions specifically designed to
encourage or facilitate investment in Thailand by United States residents and
corporations, It allows U.8. residents and corporations investing in qualifying
Thai enterprises to claim as a credit against their U.8. income tax 7 pereent of
their investment in such enterprise. Such investment ineludes the original
investment and under certain circumstances part of the earnings accumulated by
the Thai enterprise. The United States presently allows a T-percent credit for
investment by 1.S. taxpayers in certain types of business property located in
the United States, and this treaty provision is intended to offer a similar in-
centive to private investment in Thailand. The article allowing the credit also
contains provision for recapture of the credit nnder certain cireumstances,

Another provision In this convention grants U.S. residents and corporations
an election to defer tax on income resulting from the transfer of property, tech-
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nical services, or know-how to a Thai corporation in exchange for its stock.
The purpose of this provision is to enable U.S. investors to furnish property,
services, or know-how to a Thai corporation without being required to pay, either
in the United States or Thailand, tax at the time of such transfer., Payment
of tax would require an additional initial cash outlay which might necessitate
some disposition of the stock. Tax thus postponed may be imposed when the
stock received is eventually disposed of.

Another provision of this convention allows U.S. eitizens, residents, or cor-
porations to deduct from their U.S. taxable income amounts donated to a
qualifying Thai charitable organization. Similar provisions are included in
the existing conventions with Honduras and Canada and the proposed conven-
tion with the Philippines,

The treaty does not include all of the limitations on tax at the source, pri-
marily as respects rates of tax on investment income, which are usually included
in conventions between developed countries. This reflects the fact that a less
developed country derives limited amounts of inecome from sources in developed
countries and that the usunal restrictions on taxation at the source would tend
to benefit the developed couniry without compensating benefits to the less de-
veloped country. Consequently, the convention provides for only a limited mutual
restriction on dividend withholding tax rates and a narrow reciprocal exclusion
from tax on interest. However, other provisions substantially restrict taxation
at the source. As noted above, the most significant of these restrictions relate to
the definition of permanent establishment and the taxation of business visitors.
In addition, the treaty provides a mutnal exemption from tax on the operations
of aireraft in international traffic, a limited reduction of tax on income derived
from international shipping, and a general limitation on the taxation of royalty
income,

ARTICLE 1. TAXES COVERED

Article 1 designates the taxes of the respective States which are the subject of
the convention. Generally, the provisions of the convention concern only the
U.5. Federal income tax, including surtax, imposed by subtitle A of the Internal
Revenue Code (but not including the accumulated earnings tax or the personal
holding company tax) and the Thal income tax imposed by the Thai Revenue
Code. The convention also applies to taxes substantially similar to those taxes
specified which are subsequently imposed in addition to, or in place of, the exist-
ing income taxes, For purposes of the nondiscrimination provisions of article
23, however, the convention applies to taxes of every kind which are, or may be,
imposed by the respective States, whether imposed at the National, State, or
local level.

ARTICLE 2. GENEBRAL DEFINITIONS

This arcicle sets ont definitions of certain of the basic terms used in the con-
vention and provides that any undefined term shall, unless the context other-
wise requires, have the meaning which it has under the laws of the State imposing
the tax.

ARTICLF 3. DEFINITION OF PEEMANENT ESTABLISHMENT

This article defines the term *‘permanent establishment.” The existence of a
permanent establishment is, under the terms of the convention, a prerequisite
for one State to tax the industrial or commercial profits of a resident or corpora-
tion of the other State. The concept is also significant in determining the appli-
cability of other provisions of this convention, such as articles 9 and 11 dealing
with dividends and royalties, respectively.

“Permanent establishment” is defined as “a fixed place of business through
which a resident or corporation of one of the contracting States engages in
trade or business.” Illustrations of the concept of a fixed place of business are
given in paragraph (2) and include an office: a store or other sales outlet: a
workshop ; a factory ; a warehouse ; a mine, a quarry, or other place of extraction
of natural resources; and a building, construction, or installation site. As a
general rule, any fixed facility through which business is conducted will be
freated as a permanent establishment unless it falls within one of the specific
exceptions deseribed in paragraph (3).

Paragraph (3) sets ouf the exceptions to this general rule. These exceptions
relate to sites and facilities used for—

(1) Processing of goods or merchandise by another person.
(2) The purchase of goods or merchandise.
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(38) Storage or delivery, or storage and delivery of goods belonging to such
resident or corporation, if such goods are not held for sale in a store or other
sales outlet, Furthermore, this exception does not apply if the goods are
purchased and resold within the State where the facility is located either
by the owner of such goods or by an agent or agents acting on his behalf.

(4) Collecting information.

(5) Advertising, conducting research activities, displaying goods or mer-
chandise, or supplying information, if these designated activities are of a
preparatory or auxiliary nature in the trade or business.

(6) Construction, assembly, or installation projeets if such sites or fa-
cilities are used for the designated purposes for less than 3 months.

These exceptions are cumulative and a site or facility used solely for one or
all of these purposes will not be considered a permanent establishment under the
treaty.

Paragraph (4) provides that notwithstanding the other provisions of article 3,
a person will be considered to have a permanent establishment if he engages in
business through an agent who has and regularly exercises authority to conclude
contracts in the nameé of such person unless the agent only exercises such
authority to purchase goods or merchandise. In addition, a permanent estab-
lishment will be considered to exist if an agent regularly secures orders or main-
tains a stock of goods or merchandise belonging to such person from which he
regularly makes deliveries or fills orders.

However, paragraph (5) provides that paragraph (4) shall not apply if the
agent is a bona fide broker, general commission agent, forwarding agent, custo-
dian, or other agent of independent status acting in the ordinary course of its
business, The agent will not be considered to be independent if he acts exclu-
sively or almost exclusively as an agent for such person or for any other person
controlling, controlled by, or under common control with such person. The
rule provided in this paragraph modifies Thai internal law which currently
provides for tax on a person in any case in which an agent, whether or not inde-
pendent, regularly secures orders or maintains a stock of goods for him.

Paragraph (6) provides that the gunestion of whether a corporation of one
state has a permanent establishment in the other state is to be determined
without regard to any control relationship between it and a corporation organized
or engaged in trade or business in the other country. Therefore, a U.S. subsidiary
of a Thai corporation may be considered an independent agent of such corpora-
tion if it otherwise meets the requirements of paragraph (5).

Paragraph (7) provides an overriding rule that a person of one state will be
deemed to have a permanent establishment in the other state if he provides the
services of publie entertainers (deseribed in art. 13(3) ) in the latter state.

Paragraph (8) sets out a rule of general application which provides that if a
resident or corporation of one country maintains a4 permanent establishment in
the other country at any time during the taxable year, the permanent establish-
ment will be considered to have existed for the entire taxable year.

Article 3 of the convention eliminates existing uncertainties respecting the
application of Thai income tax to business aetivities in that country in the
gituations covered by the treaty. Furthermore, it operates to restrict Thai tax-
ation of such activities. For example, under that country’s law, a U.S. person
will be considered engaged in business in Thailand if he acts in that country
through a “go-between” (e.g., an independent broker). If considered so engaged,
he will be taxed on all of his income arising from the business.

ARTICLE 4. BUSINESS PROFITS

This article corresponds generally to the article dealing with taxation of
business profits which is found in other tax conventions to which the United
States is a party. It provides that industrial or commerecial profits of a resident
or corporation of one State shall be exempt from tax in the other State if such
resident or corporation does not have a permanent establishment in the latter
State. If such resident or corporation does have a permanent establishment in
the latter State, paragraph (2) provides that such latter State may tax the com-
mercial or industrial profits of such resident or corporation which are from
sources within it. This provision varies in form from the corresponding pro-
vision contained in many U.S. tax conventions in that it only permits taxation
of industrial and commercial profits and does not authorize taxation of other
forms of income from sources within the latter State. However, see articles 9
and 11 relating to dividends and royalties, respectively, for other cases in which
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a person’s tax liability is affected by having a permanent establishment within
a State. The limitation on both countries' right to tax income not from sources
within it conforms to existing Internal Revenue Code provisions but represents
a restriction on Thailand's right to tax under its internal law.

Paragraph (3) provides that if a person has a permanent establishment within
a State, such State shall allow as deductions, in computing the income subject
to tax, all expenses, including executive and general administrative expenses,
which are reasonably incurred in the production of such profits, wherever such
expenses are incurred. This provision also represents a departure from Thai-
land’'s practice in the absence of treaty. It conforms to the rule provided by the
Internal Revenue Code.

Paragraph (4) provides that the mere purchase of goods or merchandise by
a person in a State where he has a permanent establishment will not give rise to
income from within that State. This rule, which has the effect of exempting
such income from tax in such State, conforms to existing U.S. statutory law. (See
see. S62(a)(6) of the Internal Revenue Code.) Other rules for determining
the source of income are set forth in article 19,

ARTICLE 5. INVESTMENT CREDIT

This article provides, that subject to the specified terms and requirements, a
U.S. resident or corporation shall be entitled to a 7-percent investment credit
against his U.8. income tax for investment in Thailand.

The amount creditable against the U.8. income taxes is equal to 7 percent of
the sum of the new investments (see discussion below) made in an eligible
corporation by the U.8. resident or corporation during his taxable year and such
person’s pro rata share of the creditable reinvested earnings of the eligible
corporation for its taxable year ending during his taxable year. The creditable
reinvested earnings of an eligible corporation for any taxable year equal one-half
of its earnings and profits, reduced by any dividends distributed by it during
such year.

In no ease, however, may the credits allowed to a person under the provisions
of this article exceed the amonunt of T8, property (see discussion below) invested
by such person in the eligible corporation. U.8. property purchased by such
corporation shall be treated as invested by such person (or if there are more
than one such person, pro rata by such persons).

To obtain the credit, the U.S. resident or corporation must own 25 percent or
more of the total combined voting stock of the corporation in whieh his invest-
ment is made. A corporation to be considered an eligible corporation—

(1) Must be organized in either the United States or Thailand ;

(2) Must derive at least 80 percent of its gross income, if any, for its
taxable year in which the investment is made from the conduet of a qualified
trade or business (described in paragraph (8) ) ; and

(3) On each day of such taxable year at least 80 percent in value of its
assets must be used or held for use in connection with such trade or business,
whether or not such assets are loeated in Thailand.

A trade or business is qualified to the extent it is conducted within Thailand
and consists of certain activities specified in paragraph (3).

Paragraph (4) provides that in any taxable year in which a qualifying U.S.
resident or corporate stockholder in an eligible corporation direetly or indirectly
withdraws property from such eligible corporation, such person’s U.S. tax will
be increased. Such increase shall not exceed the lesser of (a) 7 percent of the
value of the property withdrawn by such person or (¥) the amount by which
snech person’s U.8. tax liability has been reduced in the taxable year of the with-
drawal, the 3 preceding taxable years, and the next succeeding taxable year by
virtue of the credit allowed by this article. Property shall be considered with-
drawn from an eligible corporation if—

(1) The eligible corporation distributes property to such person or a per-
son related to such person, unless such distribution is out of earnings and
profits of the eligible corporation and does not exceed the amount which
would have constituted reinvested earnings within the meaning of para-
graph (1) had there been no such distribution.

(2) Payment is made of all or any part of any indebtedness owed by
such corporation to such person or fo any person related to such person.

(3) Such person disposes of stock in, or indebtedness of, the eligible
corporation or a corporation which is related to such person and owns stock
or indebtedness in the eligible corporation. Furthermore, if such person
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ceases to own at least 25 percent of the total combined voting power of
the eligible corporation (whether by reason of a disposition of his stock
or otherwise) or if the corporation ceases to be eligible, he shall be deemed
to have disposed of his entire interest. In the event of any such disposition,
such person shall be considered to have withdrawn property egual to the
fair market value of the stock or indebtedness disposed of.

(4) A corporation related to such person disposes of all or part of its
stock or indebtedness in the eligible corporation.

A withdrawal of property from a corporation conduecting in Thailand a trade
or business similar or related to the trade or business conduected in Thailand by
the eligible corporation shall be considered a withdrawal of property from the
eligible corporation if the U.S, resident or corporate shareholder in the eligible
corporation owns 25 percent or more of the total combined voting power of such
other corporation.

Paragraph (5) defines the term “United States property” to mean any tangible
personal property which has been manufactured, constructed, produced, grown,
or extracted in the United States and thereafter continnously used, if at all, only
in the United States. The term “new investment” is defined as the transfer of
money or tangible property by a U.S, resident or corporation, other than a trans-
fer in satisfaction of a preexisting indebledness, provided—

(@) The property does not represent, either dirvectly or indirectly, funds
borrowed from within Thailand ;

(b) Immediately after the transfer the transferred property is used or
held for use by the eligible corporation in the conduct of a qualified trade
or business ; and

(e¢) The transferor does not receive payment for such property during the
taxable year in which the transfer is made, other than stock or indebtedness
of the transferee.

Paragraph (6) anthorizes the Secretary of the Treasury of the United States,
or his delegate, to issue regulations to effectuate the provisions of this article and
to further define and determine the terms, conditions and amounts referred to.
in the article.

ARTICLE 6. TAX DEFERRAL FOR TECHNICAL ASSISTANCE

This article provides a deferral of the tax otherwise levied by the United States
and Thailand on the receipt of stock (or rights to acquire stock) by a resident
or corporation of one state from a corporation of the other state in exchange for
certain types of property or services. The transfer of any patent, invention,
model, design, seeret formula or process, or similar property right, or of any
information concerning industrial, commercial, or scientific knowledge, experi-
ence or skill, or the providing of technical, managerial, engineering, architect-
ural, scientifie, skilled, industrial, or similar services will serve as a basis for
application of this article. The property or services transferred must be used
by the recipient corporation in its trade or business in the state in which it is
incorporated.

A person wishing the benefits of the section must elect for purposes of United
States and Thai taxes to exclude from his income for the year of the exchange
any amount otherwise includable by reason of such exchange. If this election
is made, otherwise deductible expenses incurred in the transaction will not be
currently deductible to the extent that they are allocable to amounts excluded
from income.

When the stock or rights are disposed of, the amounts originally excludable
or the amount received upon the disposition, whichever is less, must be included
in taxable income. At such time, the deduections which were not currently de-
ductible because of the election will be allowed.

For purposes of this article, the exercise of rights to acquire stock will not be
considered a disposition of such rights.

Paragraph (2) provides the Secretary of the Treasury or his delegate with
anthority to preseribe regulations to effectuate the purposes of the article. The
Thai Ministry of Finance is also given comparable authority. This paragraph
also provides that a portion of stock received without tax may be required to be
deposited in escrow for the purpose of assuring collection of the taxes payable
upon its disposition.

The provisions of this article alter existing U.S. law relating to realization
of gain on receipt of stock from a corporation. Under section 351 of the Internal
Revenue Code the receipt of stock is taxable unless received in exchange for
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property (not services) by a person or persons owning 80 percent or more of the
voting stock and of each class of nonvoting stock of the issuing corporation.
Furthermore, under section 367 income is realized on receipt of stock of a foreign
corporation unless prior to such receipt it is found by the Internal Revenue
Service that avoidance of U.8. income taxes is not one of the principal purposes
of the transaction.

ARTICLE 7. SHIPPING AND AIR TRANSPORT

This article provides that a resident or corporation of the one state shall be
exempt from tax in the other state on income derived from the operation of
aireraft in international traffic and that the tax on income derived from the
operation of ships in international traffic shall in such cases be reduced 50
percent. However, income derived by a U.S. person from the operation of a ship
or aireraft shall qualify for these benefits only if the ship or aircraft is registered
in the United States.

ARTICLE 8. BELATED ENTERPRISES

This provision corresponds in purpose and scope to section 482 of the Internal
Revenue Code of 1954 and confirms the power of each government to redefermine
the income of an enterprise if as a result of its transactions with related enter-
prises such income has been distorted. However, it is made clear that dedue-
tions shall be allowed for amounts properly paid to a related enterprise for
services, including managerial or administrative services. The term “enter-
prise” is defined to mean a corporation, partnership, or other entity, or the
income-producing activity of an individual, whether such individual is acting
independently, as a member of a partnership, or in a fiduclary capacity.

ARTICLE 9. DIVIDENDS

This article limits to 20 percent the tax rate on dividends paid by a corpora-
tion of one state to a corporation of the other state, which does not have a
permanent establishment in the former state and has owned 25 percent or more
of the voting stock of the paying corporation for at least 6 months immediately
prior to the date upon which the dividends become payable.

This article is more limited in scope than the corresponding article of most
U.S. tax conventions, since it does not apply to dividends paid to an individual
or to a corporation owning less than 25 percent of the voting stock of the payor
corporation. On such dividends both countries remain free to impose their statu-
tory withholding rates, a maximum of 30 percent in the United States and 256
percent in Thailand.

ARTICLE 10, INTEREST

This article provides that interest received by a government or any agency
or instrumentality wholly owned by a government shall be exempt from tax in
the other state. The treaty does not otherwise limit the tax which may be
imposed by either state on interest derived from sources within it. The rules
for determining the source of interest is set out in article 19.

ARTICLE 11. ROYALTIES

This article provides that royalties, other than natural resources royalties,
derived from sources within one state by a resident or corporation of the other
state will not be taxed in the former state at a rate in excess of 15 percent, if
such recipient does not have a permanent establishment in such state. A source
rule for royalties is provided in article 19. Natural resource royalties are taxed
under article 12,

Paragraph (2) defines the term “royalties” to mean royalties, rentals, or other
amounts paid for the use of, or the right to use—

(@) Copyrights, artistic or scientific works, patents, designs, plans, secret
processes or formulae, trademarks, motion picture films, films or tapes for
radio or television broadeasting, or other like property or rights, or

(b) Information concerning industrial, commercial or seientific knowl-
edge, experience, or skill.

Any income derived from the sale or exchange of any of the property or infor-
mation specified in paragraph (2) is also considered a royalty. However, the
recipient may elect, with respect to such income, to deduct expenses attributable
to such income and be taxed in the state of source as if he were engaged in trade
or business there.

33-234—065——4
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Absent this provision, Thailand taxes royalty income af the rate of 25 percent,
except that on film royalties deductions are allowed which reduce the rate to
225 percent,

ARTICLE 12. INCOME FROM REAL PROPERTY

This article provides that a resident or corporation of one state subject to tax
in the other state on income from real property, inciuding gains derived from the
sale or exchange of such property, or on royalties in respect of the operation of
mines, quarries, or other natural resources, may elect for any taxable year to
compute that tax on such income on a net basis. A similar provision appears in
many tax conventions to which the United States is a party.

ARTICLE 13, INCOME FROM PERSONAL SERVICES

This article provides that an individual resident of one state is exempt from
tax by the other state with respect to income from personal services performed
in such other state if—

(1) such person is physically present there for not more than 180 days
during the taxable vear for which the exemption is elaimed :

(2) such amount is not deducted in computing profits subject to tax in the
latter contracting state; and

(3) in the case of employment income, the services are rendered as an
employee of a resident or corporation of the former state.

Absent the treaty both the United States and Thailand do not allow exemption
for business visitors present for more than 3 months.

“Income from personal services" ineludes income from the performance of
personal services in an independent capacity and “employment income.” Em-
ployment income includes from services performed by officers and directors of
corporations. However, income from personal services performed by partners
is treated as income from the performance of services in an independent capacity.

The exemption applicable to personal service income is limited in the case of
public entertainers, such as musicians, actors, or professional athletes, These
persons are taxable if their income from such activities exceeds an average of
$100 (or its equivalent in baht) for each day the individual is present within

the State or if the aggregate amount received for such services exceeds $3,000
(or its equivalent in baht).

ARTICLE 14. TEACHERS

This article provides a reciprocal exemption from tax of the personal service
income of visiting teachers. It applies only if the teacher is invited by the
Government, a university or other aceredited educational institution to teach or
engaged in research activities, or both, at a university or other aceredited educa-
tional institution. The exemption applies only to income received by the visiting
teacher as compensation for such teaching or research activities. If the visit
exceeds a period of 2 years, this exemption applies only to the income received
by the visiting teacher before the expiration of such 2-year period.

ARTICLE 15. BTUDENTS AND TRAINEES

This article provides that a resident of one State visiting the other State for
the purpose of studying at a university or other accredited educational institu-
tion, securing training for qualification in a medieal profession, or studying or
doing research as a recipient of a grant, allowance, or award, is exempt from
tax in the host State on—

(1) Gifts from abroad for his maintenance or study ;

(2) The grant, allowance, or award ; and

(3) Income from personal services performed in the host State not in
excess of $2,000 (or its equivalent in baht) for any taxable year. This
exemption is increased to $5,000 (or its equivalent in baht) if the student
is training for qualification in a medical profession.

These exemptions continue for such period of time as may be reasonably or
customarily required to effectuate the purpose of his visit but in no event for
more than 5 taxable years,

Furthermore, a resident of one State. employed by or under contract with a
resident or corporation of the other State, who visits the latter country for a
period not in excess of 1 year for the purpose of studying or acquiring technieal,
professional, or business experience, is exempt from tax in such latter State
on income from personal services rendered there not in excess of $5,000 (or its
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equivalent in baht). In order to qualify for the exemption, the visiting indi-
vidual must study at a university or aceredited educational institution in the
host State, or receive his experience from a person other than the resident or
corporation by which he is employed or nnder contract,

A resident of one State who visits the other State for a period not in excess
of 1 year as a participant in a program sponsored by the Government of the host
State for the primary purpose of training, research, or study shall be exempt
from tax in the host State on income not in excess of $10,000 (or its equivalent
in baht) received for personal services performed in the host State in respect
of such training, research, or study.

ARTICLE 16, GOVERNMENTAL SALARIES

This article exempts from tax wages, salaries, and similar compensation, pen-
sions, annuities, or similar benefits paid by, or from publie funds of, one of the
States or a political subdivision thereof to a national of that State for services
rendered to it or its political subdivisions in the discharge of governmental
functions. U.S. social security payments will only be exempt from tax under
this article if related to services rendered to the United States or its political
subdivisions in the discharge of governmental functions.

ARTICLE 17. RULES APPLICARLE TO PERSONAL SERVICE ARTICLES

This article provides that articles 13 through 16 shall not apply to individnals
who are citizens of or have immigrant status in the host state, and that for
purposes of those articles, reimbursed travel expenses will be exempted as
income from personal services but will not be taken into account in determining
whether the maximum income exemptions in articles 13 and 15 have been ex-
coeded. If an individual qualifies for the benefits of more than one of the
provisions of articles 13, 14, and 15, he may choose the provision most favorable
to him but he may not claim the benefits of more than one article in any one
taxable year.

ARTICLE 18. DEDUCTION FOR CHARITABLE CONTRIBUTIONS

This article provides that a U.S. citizen, resident, or corporation may deduct
for U.S. tax purposes contributions made to charitable organizations in Thailand
if the following conditions are met:

(1) The Thai organization has qualified as a charitable organization
under the income tax laws of Thailand :

(2) The contributions are used entirely within Thailand; and

(3) The Thai organization has qualified as a tax-exempt organization
ander section 501(e) (3) of the U.S, Internal Revenue Code.

If these conditions are met, the contribution shall be treated as a charitable
contribution as defined in section 170( ¢) and shall be deductible subject to the
limitations contained in section 170 of the 11.8. Internal Revenue Code.

ARTICLE 19. TAXATION AT SOURCE

This article provides that a resident or corporation of one state may be taxed
by the other state only on income from sources within that other state and also
sets forth the rules for determining the source of certain types of income.

The following items of income are to be considered from sources within a state:

(1) Interest paid by that state, fnelnding any local government within such
state, or by a resident or corporation of such state. However, interest paid by
a resident or corporation of one state with a permanent establishment in the
other state or outside both states, directly out of the funds of such permanent
establishment on indebtedness incurred for the sole use of, or on banking
deposits made with, such permanent establishment, shall be treated as income
from sources within the state where snch permanent establishment is located.
The rule set forth in the first sentence corresponds generally to the Internal
Revenne Code provision dealing with interest (other than interest on deposits
with persons carrying on the banking business). The exception to this general
rule, contained in the second sentence, is not contained in the Internal Revenue
Code provision.

(2) Dividends paid by a corporation of that state.

(3) Compensation for personal services performed aboard ships or aircraft
operated by a resident or corporation of that state, provided the services are
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performed by a member of the regular complement of the ship or aircraft. Com-
pensation for personal services performed by a member of the regular complement
of a ship or aireraft operated by a U.S. resident or corporation shall be CO1-
sidered from U.S. sources ouly if such ship or aireraft is registered in the United
States,

(4) Compensation for personal services performed within the state (including
private pensions or annuities paid in respect of such services) and income from
providing personal services performed within that state,

(5) Rentals from personal property located within the state,

(6) Royalties for using, or the right to use, in the state, copyrights, artistie
or scientific works, patents, designs, plans, secret processes or formulas, trade-
marks, motion picture films, films or tapes for radio or television broadeasting,
or similar property or rights, or information concerning industrial, commercial,
or scientific knowledge, experience, or skill. For the sources of natural resource
royalties, see paragraph (8) helow,

(7) Gain from the sale of property or rights specified in (6), if such sales
takes place within the state. The gain shall also be considered from sources
within the state if the sale is of rights to use the specified property, rights, or
information in the state and are purchased by a resident or corporation of the
state or out of funds of a permanent establishment located in the state,

(8) Income from real property located in the state, including the gain from
the sale or exchange of real property, and royalty income from the operation
of mines, quarries, or other natural resources located within the state. Interest
income from mortgages or bonds secured by real property is not considered income
from real property, but see (1) above.

(9) Income from the production of goods, either wholly or in part, in one state
and the sale of such property to a buyer in the other state will he ullocated in
part to production and in part to the sale. Where possible, this allocation of
income will be made by reference to prices and terms normally agreed upon by
independent parties engaged in the same or similar activities, Otherwise, the
allocation of such income is to be made with reference to the aggregate sales
and property of the taxpayer within the state and other relevant factors. For
purposes of this paragraph, production of goods includes manufacturing, fabri-
cating, extracting, processing, or growing.

Any income of the types described above which is not specifically considered
to be from sources within a state, will be treated as income from sources outside
that state.

Several of the source rules set out in this article differ to some degree from
those existing in the Internal Revenue Code. Since article 21 provides that the
treafy shall not increase a person's U.S, tax, a taxpayer is entitled to nse the
more beneficial of the code or convention rules, in calculating his income for
U.S. tax purposes or, in the case of a eitizen, resident or corporation of the
United States, his foreign tax credit. For example, the rule on interest in this
article permits Thailand, under the proper circumstances, to impose a tax on any
interest paid by a permanent establishment in Thailand of a United States cor-
poration. While the rule appears to be fully reciproeal, the United States will
not, beeause of section 861(a) (1) (B) of the code, impose on nonresident aliens
and foreign corporations a tax on interest paid by a permanent establishment
in the United States of a Thai corporation unless the Thai corporation derives 20
percent or more of its income from U.S. S0Urces,

It should also be noted that, except as provided in article 20, the source rules
do not serve to extend the benefits of this treaty to persons other than residents
or corporations of the two states, Generally, the rules are only applicable to
taxing residents or corporations of either state, and, therefore, are quite appli-
cable in determining source of income of residents of other states, although the
income of such other residents is of a type referred to in this article,

ARTICLE 20, EXEMPTION FROM TAX FOR INCOME FROM SOURCES IN OTHER CONTRACTING
STATE

This article provides that residents and corporations of third countries receiv-
ing interest, dividends, or personal service ineome earned aboard ships or air-
craft whieh under article 19 is considered to be from sources in one state, shall
be exempt from tax by the other state on such income. This exemption does not
apply to a citizen, resident, or corporation of the other state. This restrietion
parallels provisions in other treaties to which the United States is a party (e.g.,
Canada) except that it has been extended to apply to personal service income.
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This provision may be illustrated by the following example: M, an individual
national of Great Britain, is temporarily present in Thailand. While in Thai-
land, M receives dividends from a U.S. corporation. Article 19(1)(b) provides
that snch income is from U.S. sources., The dividend income is exempt from
taxation in Thailand unless M is a resident of Thailand, regardless of the source
rule provided for in Thai law.

ARTICLE 21. PROTECTION OF TAXPAYERS' RIGHTS UNDER OTHER LAW

This article provides that no provision of this convention will be construed so
as to restrict in any manner any exclusion, exemption, deduction, credit, or
other allowance presently or subsequently accorded by the laws of one of the
states in determining the tax imposed by that state or by any other agreement
between the two states.

This provision may be illustrated by the case of an alien individual resident
of Thailand who is an employee of a foreign, but not a Thailand, corporation
not engaged in trade or business in the United States. He is present in the
United States for fewer than 90 days during the taxable vear and receives less
than $3,000 for the services he performs in the United States during that period.
His compensation is not exempt from tax under article 13 (taxation of personal
service income) because that provision applies only to employees of Thailand
corporations who otherwise satisfy the requirements of article 13(1) (¢). Never-
theless, his compensation is exempt from U.S. tax by virtue of the provision of
this article 21 since section 861(a) (3) of the U.S. Internal Revenue Code pro-
vides that such income is not to be considered to be from sources within the
United States.

ARTICLE 22. RELIEF FROM DOUBLE TAXATION

This article provides that each state will allow a foreign tax credit for the
appropriate amount of taxes paid to the other state. Thai law does not presently
allow a credit absent a treaty provision of this nature.

For purposes of the U.S. tax credit, a taxpayer may use the source rules set
out in article 19 in lien of the source rules provided in the Internal Revenue
Code. 1In all other respects the credit is to be computed under the rules provided
in the code,

A Thai resident or corporation will be allowed a credit against Thai income
tax for the appropriate amount of taxes paid to the United States. For this
purpose, such amount shall be limited to that portion of the Thai tax which
net income from sources within the United States bears to the total net income
of such resident or corporation subject to Thai tax. The sonrce rules set out in
article 19 shall be applied to determine source of income. In computing the
total income subject to Thai tax a loss incurred in any country shall not be taken
into account.

ARTICLE 28. NONDISCRIMINATION

This article provides that the United States and Thailand will not diseriminate
in their tax law against their residents who are citizens of the other state nor
against permanent establishments within their jurisdiction owned by nationals
or corporations of the other state. This does not prevent either state from im-
posing whatever tax it desires on citizens of the other state, resident within its
border, so long as such residents are treated no worse than its own citizens.
Furthermore, if one state grants personal allowances or deductions only to its
residents, it need not grant such allowances or deductions to nonresidents who
are nationals of the other state.

A corporation of one state, the stock of which is completely or partly owned
by citizens or corporations of the other state, may not be taxed more heavily than
one owned wholly by citizens or corporations of the former state. There is no
provision corresponding to this one in prior conventions to which the United
States is a party.

The provisions of this article apply to State and local as well as National taxes,

ARTICLE 24, CONSULTATION AND TAXPAYER CLAIMS

This article provides that the competent authorities of the two states may—

(1) Settle by mutual agreement all questions of interpretation or ap-
plication of the convention ;

(2) Resolve any matter concerning the relation of this convention to any
convention concluded by either country with third countries;
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(3) Consult in regard to reaching a fair and equitable apportionment of
industrial or commercial profits between a resident or corporation of one
state and its permanent establishment in the other state ; and

(4) Consult concerning the allocation of income between related enter-
prises as provided in article 8, and to adopt appropriate procedures for effec-
tuating such apportionment or allocation.

ARTICLE 25. EXCHANGE OF INFORMATION

Article 25 provides for a system of administrative cooperation between the
competent authorities of the two States and specifies conditions under which
information may be exchanged to facilitate the administration of the conven-
tion and to prevent fraud or fiscal evasion of taxes to which the convention
relates. This provision does not differ substantially from those found in exist-
ing tax conventions to which the United States is a party.

ARTICLE 26, ASSISTANCE IN COLLECTION

This article, which corresponds to articles in our existing treaties, provides
that each State will assist the other in the collection of taxes imposed by such
other State to the extent necessary to insure that any exemption or reduced rate
of tax granted under the convention by the other States will not be enjoyed
by persons not entitled to such benefits. However, neither State is required to
take measures at variance with its administrative practice or which would
be contrary to its sovereignty, security, or public policy. Nor is either State
required to enforce the tax claims of the other or entertain suits on such
claims in its courts.

ARTICLE 27. EXCHANGE OF LEGAL INFORMATION

This article specifically provides that the competent authority of each State
shall advise the competent authority of the other State of any addition to or
amendment of the tax laws of the country which concern the imposition of
taxes which are the subject of this convention.

ARTICLE 28, TAXPAYER CLAIMS

Under this provision, where a citizen, resident, or corporation of either State
shows proof that the action of the other State's tax authorities has resulted,
or will possibly result, in double taxation in contravention of the provisions
of the convention, such person may present his case to his State’s competent
authority, who may attempt to come to an agreement with the competent
authority of the other State with a view to the avoidance of double taxation.

ARTICLE 29, SBAVINGS CLAUBE

This article provides that with the specified exceptions the United States may
tax its citizens, residents, and corporations as if the convention had not come
into effect. A clause of this nature is found in most existing U.S. income tax
conventions. The exceptions from this “savings clause” provision are made to
preserve benefits which are specifically intended to apply to citizens (e.g., the
investment credit provided by art. 5) or Thai nationals resident here (e.g.,
the nondiscrimination provisions of art. 23). Other excepted provisions are
those relating to deferral of tax on technical assistance (art. 6), certain income
from personal services, ete. (art. 13-17), the deduetion for charitable contri-
butions (art. 18), the convention source rules (art. 19), and the foreign tax
credit (art. 22).

Corresponding rules apply to the right of Thailand to tax its residents and
corporations.

ARTICLE 80, EFFECTIVE DATES AND RATIFICATION

This article provides for the ratification of the eonvention and for the ex-
change of instruments of ratification. It also provides that in general the
convention will be effective for taxable years beginning on or after the 1st
day of January of the year following that in which the exchange of the instru-
ments of ratification took place. However, the investment credit provisions
shall be effective retroactively to the 1st day of Janunary of the year in which
the instruments of ratification are exchanged. For this purpose, the credit for
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reinvested earnings of an eligible corporation shall be allowable with respect
to earnings for taxable years ending after the 1st day of January of the year
in which such exchange takes place. Furthermore, the tax deferral for stock
or rights to aequire stock received in exchange for technical assistance in
article 6 will be effective on or after the 1st day of January of the year in
which the exchange of instruments of ratification takes place,

The convention shall continue in effect indefinitely, but it may be terminated
by either state at any time after 5 years from the first day of January of the
year following that in which the instruments of ratification takes place. A
state seeking to terminate the convention must give at least 6 months' prior
notice of termination.

If the convention is ferminated, such termination shall be effective for
taxable years beginning on or after January 1 of the year following the end
of the G-month notice period. However, the United States may terminate
without prior notice the provisions allowing the investment credit (art. 5) or
the deduction for charitable contributions (art. 18) at any time 5 years after
January 1 of the year following that in which the exchange of instruments
of ratification takes place. Hither state may similarly terminate its deferral
of taxes for its residents and corporations under article 6 after 5 years. Such
4 termination will not affect the tax deferral allowed by the other state unless
such other state also gives notice of such termination.

Any termination of the provisions of articles 5, 6, or 18 shall not apply to
transactions entered into prior to such termination.

Senator Gore. Your statement is an able one. It accords to this
issue the importance which I think the new features proposed in the
treaty deserve.

I have found your statement very helpful.

As you say in conclusion, you hope that it helps to clarify and
state the purposes which the administration has in mind. You may
be sure that it has done so.

It is a technical matter, complicated and involved.

I think it would be helpful for the committee if, before interro-
gating you, we have a factual presentation by the director of the
Joint Committee on Internal Revenue Taxation. It might be condu-
cive to clarification, understanding, and expedition if tomorrow Mr.
Woodworth makes his presentation, as he has been requested to do, and
then you be available for questioning and for response to any points
which he may have raised.

Mr. Surrey. That is quite satisfactory.

Senator Gore. Would you be available tomorrow ¢

Mr. Surrey. Yes, sir.

Senator Gore. The committee will adjourn until 10 :30 tomorrow.

(Whereupon, at 12:25 p.m., the subcommittee recessed, to recon-
vene at 10:30 a.m., Thursday, August 12, 1965.)
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FRIDAY, AUGUST 13, 19865

Unrrep STATES SENATE,
SUBCOMMITTEE OF THE
Coxrrree oN ForeieN RELATIONS,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10:20 a.m., in room
4991, New Senate Office Building, Senator Albert Gore presiding.

Present: Senators Gore, Symington, Pell, and Williams.

Senator Gore. The committee will come to order.

Today is the second day of hearings on the proposed treaty with
Thailand. The committee is going into this proposed treaty with
Thailand with cave because, if it is approved, similar treaties are likel
to be entered into with many countries. Therefore, the Chair feels
that this is important in and of itself but. far more important because
of its precedential nature.

The witness this morning is Mr. Laurence N. Woodworth, chief of
staff, Joint Committee on Internal Revenue Taxation.

The Chair requested testimony of Mr. Woodworth, not as a pro-

ponent or opponent but to give technical analysis of the tax features
involved in the proposed treaty.
Mr. Woodworth, the committee will be very pleased to hear you.
Before you start, I want to take this opportunity to express mﬁ
pleasure and my admiration in the work w]hich you are doing wit
the staff of the Joint Committee on Internal Revenue Taxation.

STATEMENT OF LAURENCE N. WOODWORTH, CHIEF OF STAFF,
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION; ACCOM-
PANIED BY CARL NORDBERG

Mr. Woopworra. Thank you very much, Mr. Chairman.

As has been indicated, I appear at your invitation, and for the
record, my name is Laurence Woodworth, chief of staff of the Joint
Committee on Internal Revenue Taxation, and this is Mr. Carl Nord-
berg of our staff who is with me.

I have a prepared statement which I would like to submit for
the record. It is an analysis of what I consider to be the major pro-
visions of the convention now before this committee. Apart from
that, however, I think it might be most useful to the committee if I
were simply to discuss with you the most significant articles in this
convention.

Senator Gore. Without objection, your full statement will be
printed in the record, and now, the committee will be pleased to hear
you ad lib.

(The prepared statement of Mr. Woodworth follows:)
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STATEMENT OF LAURENCE N, WOODWORTH, CHIEF OF STAFF, JOINT COMAMITTEE ON
INTERNAL REVENUE TAXATION

Mr. Chairman, my name is Laurence N. Woodworth. I am chief of staff of the
Joint Committee on Internal Revenue Taxation. I appear today at your invita-
tion. This is in accord with the policy followed by the joint committee staff
in the past in providing for technical assistance on these treaties. The matter
before this committee is the proposed income tax convention between the United
States and Thailand. The principal purpose of tax conventions in the past has
been the avoidance of double taxation and the prevention of fiscal evasion with
respect to taxes on income. While these purposes include the stimulation of
investment, I believe the treaty with Thailand emphasizes this much more than
prior treaties. My discussion follows the articles of the convention but is
concerned only with those provisions which I consider to be the most significant,
In most instances I shall endeavor to sketch in the general approach existing
tax treaties have taken to similar problems,

ARTICLE 3, DEFINITION OF PERMANENT ESTABLISHMENT

A. General treaty approach

The basic concept utilized in tax treaties to avoid double taxation is that a
nonregident alien who is a citizen or resident of the one country is generally not
taxed on his profits from the other conntry, unless the profits are allocable to
a so-called “permanent establishment” of the taxpayer within that other country.
Althongh the “permanent establishment” concept is basic to all tax treaties.
each case must be decided on the basis of the particular treaty, protocol, and
regulations involved, for this term is defined so as to have a somewhat different
scope in different treaties.

Income tax conventions to which the United States is a party, without excep-
tion, start with the proposition that the term “permanent establishment” requires
the maintenance of an office, factory, mine, or other fixed place of business in a
country by an enterprise of the other country. Invariably, however, this general
rule is modified to permit the maintenance of an office, ete., withonut being treated
as “a permanent establishment” provided the functions performed in the office
are restricted to specific activities. More recent conventions extend the scope
of the aetivities to permit the purchase and storage of goods, while the most
recent conventions permit substantial economic penetration of a host country
through the use of an office, ete., withont causing the maintenance of the office
to be considered a “permanent establishment.”

The definitions adopted also provide that the term “permanent establishment”
includes the presence within the host country of an agent who has the power
to conclude contracts for its principal if the agent habitually exercises that
power. In general, however, an agent having “independent” status is not con-
sidered a permanent establishment, [Examplesare a bona fide commission agent,
broker, or other independent agent (including a subsidiary corporation) acting
in the ordinary course of its business.]

B. Thai convention

Generally, the proposed convention adopts the basie concepts contained in
existing conventions to which the United States is a party by defining a “perma-
nent establishment” as the maintenance of a fixed place of business, such as an
office, factory, mine, ete. Moreover, the proposed convention essentially adopts
the approach taken in the most recent U.S. income tax conventions, and that
contained in the OECD draft convention, by modifying this general rule to pro-
vide that even though an office, ete., exists, the enterprise will not be deemed to
have a permanent establishment if it is nsed—

(a) For the storage, display, or delivery of goods belonging to the enter-
prise (the Thai draft precludes application of this provision in the case of
goods held for sale in a store or other sales ontlet) :

(b) For the purchase of goods or merchandise :

(¢) For the processing by another person of zoods belonging to the
enterprise;

(d) For advertising, the conduct of scientific research, or the supply of
information ; and

(¢) For construetion, assembly or installation projects if used for that
purpose for less than 3 months,

Thus, the fixed place of business portion of the “permanent establishment
definition is, in general, comparable to that confained in recent income tax con-
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ventions to which the United States is a party. However, the definition of a
permanent establishment varies from the definitions usunally followed in the
past in one important respect. Let me explain:

As in the past, the proposed convention provides that, notwithstanding the
absence of a fixed place of business, an enferprise of one country will bé deemed
to have a permanent establishment in the other if it has an agent in that country
who has power to contract on the part of his principal and regularly exercises
that power (other than for the purchase of goods) or who regularly maintains a
stock of zoods in the country from which he regularly fills orders or makes
deliveries.

The proposed conventlon extends this rule fo also proyvide that a permanent
establishment will be deemed to exist if an agent regularly secures orders for
the enterprise,

Prior income tax conventions usnally provided that the agency rule does not
apply in the case of bona fide commission agents, brokers, or other agents of
independent status acting in the ordinary course of its business, However, the
proposed convention while providing such a limitation imposes a new restric-
tion on it. It provides that a permanent establishment will be deemed to exist,
even though the agent is of “independent” status if the agent acts exclusively,
or almost exclusively, for the enterprise, whether or not the agent is related to,
or controlled by, the enterprise. In other words, if a U.S. corporation has an ex-
clusive agent in Thaiiand, it is deemed to have a permanent establishment in
that country. I understand that the Treasury in any new negotiations will see if
this particular point ean be met without a conclusive finding that a permanent
establishment will exist in such a case.

ARTICLE 5. INVESTMENT CREDIT

A. General treaty approach

At the present time the United States has in effect tax conventions with most
of the developed nations of the world, while the only two less developed coun-
tries with which the United States has treaties are Pakistan and Honduras.
We also have treaties with Greece and Finland which are sometimes classified
as less developed countries. The effecting of a tax treaty between a developed
country, such as the United States, and a less developed country, such as Thai-
land, has always been confronted with the problem of the absence of equivalent
reciprocal benefits. Although, as a consequence of a treaty, the revenue of each
country is reduced reflecting the benefits obtained by the investors and traders
of the other country, similarly, each country has gains for its own investors and
traders. However, there are fewer investors and traders in less developed
countries with activities in the United States. In addition, the revenue losses
involved in standard treaty provisions are likely to be a more significant per-
centage of the overall revenues of a less developed country. Also, as a phycho-
logical matter, a sacrifice of revenues from income accruing fto foreigners is
likely to be viewed by the less developed countries as a more serious step. Con-
sequently, less developed countries have been reluctant to enter into tax treaties
with the United States unless the standard treaty provisions are altered so as
to grant them what they believe to be significant benefits.

In response to this problem, in the past, our treaty negotiations with less-
developed countries led into the concept of “tax sparing.” However, this con-
cept was not accepted, with the result that three treaties which contained the
tax-sparing concept (India, Israel, and United Arab Republie) were withdrawn.
The Thai convention contains a new incentive for less-developed countries to
enter into tax conventions with the United States which is the investment credit
concept. A similar provision may be found in the Israel convention.

B. Thai convention

The proposed Thal convention contains provisions which would allow United
States taxpayers an investment credit for investments made in eligible Thai cor-
porations. The allowance of the credit is unilateral. The investment credit pro-
vision in the proposed convention differs in certain respects from the credit
allowable with respect to domestic investment provided by the Revenue Act of
1962 (sec. 38 of the Internal Revenue Code). In large measure, the treaty pro-
vision is patterned after a bill recommended by President Johnson in a message
to Congress dated March 19, 1964, and introduced in the House of Representatives
on June 9, 1964, by Mr. Boggs, as H.R. 11524, the Less Developed Country In-
vestment Act. However, the rate of eredit provided in the proposed conven-
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tions is 7 percent, rather than 30 percent as recommended in the President's
message and provided in HLR. 11524,

(1) Who receives the ecredit?—Generally, individuals, resident in the United
States and U.S. corporations owning 25 percent or more of the total combined
voting power of stock of “eligible corporations” are, subject to certain limita-
tions, entitled to the 7-percent investment credit.

(2) Bligible corporations.—An “eligible corporation” must be a U.S. corpora-
tion or a Thai corporation which derives 80 percent of its gross income from the
active conduct of a qualified trade or business, and uses 80 percent of its assets
in the conduct of one or more of its qualified trades or businesses.

A qualified trade or business under the Thai convention may consist of—

(@) The manufacture or production of property ; however, the extraction,
smelting, or refining of any mineral, ore, oil, or gas does not constitute a
“qualified trade or business. The exclusion of these activities apparently
i, at least in part, based on the theory that the allowance of an investment
credit with respect to sueh investment would be superfluous since minerals
must, of necessity, be extracted from the spot where nature placed them.
Other reasoning wonld appear to be required in denying the credit for invest-
ments in refineries and smelting, since this activity need not take place at
the point of exiraction.

(h) The sale of tangible personal property to the general public through
retail establishments.

(e) The catehing or taking of fish.

(d) The processing and/or marketing of agricultural or hortieunltural
produets or commodities (including livestock, poultry, fur-bearing animals,
ete.).

{e) The furnishing of industrial, financial, technical, scientific, engineer-
ing, or architectnral services which are ntilized in Thailand.

The foreign investment credit is available with respect to investment in these
businesses regardless of how the eligible corporation employs its retaived earn-
ings or any new investment funds it receives from a U.8. shareholder, Thns.
while the domestic investment credit is primarily limited to investments in depre-
ciable personal property with a useful life of 8 ¥ears or more (4 reduced credit
is available for property with useful lives of between 4 and 8 years), the foreign
investment eredit is available with respect to the acquisition of land, inventory,
securities, and cash (provided the corporation does not nnreasonably accuomulate
income).

(3) Base on which eredit is determined.—Under the proposed eonvention, the
credit allowable is equal to T percent of (a) new investment in the eligible cor-
poration made by the U.S, shareholder entitled to the credit and (b)) the UK.
shareholder's pro rata share of the undistributed earnings and profits of the
eligible corporation for the current year to the extent they exceed one-half of the
earnings and profits for that year. The reinvested earnings provisions, in effect,
assume that one-half of the earnings and profits would, under normal circum-
stances, be retained by the eligible corporation, so that the credit is not available
with respect to that portion of the earnings and profits. For example, if an
eligible eorporation had eurrent earnings and profits of $100 and distributed $20
as a dividend, the investment eredit would be based on $30, that is the excess of
the undistributed profits ($80) over one-half the current year's profits (850).

(4) Limitation—The T-percent credit is limited to the amount of 11,8, prop-
erty which the shareholder contributes to the eligible enterprise or to purchases
by the eligible enterprise of U.8. property. However, the credit may equal 100
percent of the U.S. shareholder's tax liability as otherwise determined. There
is no limitation based on the amount of income generafed by the investment upon
which the credit was granted. The domestic credit is limited to $235,000 plus
25 percent of the U.S. taxpayer's liability in excess of $25.000.

(%) Rollover~—Up to this point, I have deseribed primarily features of the
foreign investment credit which are more liberal than the domestic credit.
However, in one important respeet, the foreign investment credit is less liberal
than the domestic credit, The domestic credit represents amounts spent for
tangible personal property—and in some cases. real property. Because of this,
each time the same funds are nsed to purchase property a new investment
credit is available. For example, in the case of property with an S-yvear life
there is an investment credit for the first purchsse, Then when the depreciation
Tegerve is accumulated to a sufficient size at the end of 8 years to acquire a new
asset and such an asset is acquired, a second investment credit is available. It




TAX CONVENTION WITH THAILAND 17

is important to note that the investment credit in this case is granted every 8
Years with respect to the same sum of money. Under the foreign investment
credit, in the case of contributions to capital only one investment credit is avail-
able for all time. Much the same thing is true of the investment credit which
arises from the retained earnings. While it is true that they were from capital
which may itself have given rise to an investment credit, nevertheless, they
represent a separate fund of money rather than a mere rollover of existing funds.
As a resulf, in this respect, the foreign investment credit will be smaller than
the presently available domestic investment credit. On the other hand, I have
already pointed out areas where the foreign investment credit is more Zenerous,

(6) Recapture—The proposed convention contains a recapture provision which
provides in effect that in any year in which a qualifying U.S. resident or corpora-
tion directly or indirectly withdraws his investment from an eligible corporation
such person’s tax will be increased by approximately the amount of the credit
which the taxpayer had taken for the year in question, the 3 preceding years
and the 1 succeeding year.

ARTICLE 6. TAX DEFERRAL FOR TECHNICAL ASSISTANCE

A, General treaty approach

Tax deferral, like the investment credit provision, is a new concept in tax
treaties designed to induce the flow of services and know-how to less developed
countries in joint ventures. There are no comparable provisions in our present
treaties,

B. Thai convention

The proposed Thai Convention contains a tax deferral provision which would
permit U.S. residents and corporations to elect to defer either U.S. and Thai tax,
as the case may be, on the receipt of stock in a Thai corporation or U.8. corpora-
rion where the stock is received in return for technical assistance, Specifically,
this provision applies to the right to use—

(1) A patent, invention, model, design, secret formula or process, or sim-
ilar property right;
(2) Information concerning industrial, commercial, or scientific knowl-
edge, experience, or skill: or
(3) Technieal, managerial, engineering, architectural, seientifie, skilled,
industrial, commercial, or like services: (these services do not have to be
furnished in connection with a right referred to in ( 1) or (2)).
The “property” or service received by a corporation must be used in the active
conduct of a trade or husiness conducted in its own country.

The proposed provisions in effect allow a 1.8, taxpayer to defer payment of his
U.S. tax on the receipt of stock from the year of receipt to the year in which
stock is sold or otherwise disposed of without regard to the provisions of the
code which allow such deferral only in certain cases (sec 01) and subject to
approval of the transaction by the Internal Revenne Service (sec, 36T). The
deferral privilege granted in this convention is reciprocal, unlike the investment
credit provision, so that it also applies to the transfer of patents, ete.,, by Thai
residents or corporations to U.S. corporations in exchange for their stock if the
patent, etc., is used in the active conduct of a trade or business in the United
States,

The tax deferral privilege granted in the proposed Thai convention will nor-
mally arise in cases in which a U.8. manufacturer agrees to assist a Thai corpora-
tion to make in Thailand the same kind of products as it makes in the United
States. In such a case, a 1.8, corporation typically grants to the transferee (a)
rights to use manufacturing processes to which the U.S. corporation has exclustve
rights by virtne of process patents and/or (b) agrees to furnish technical assist-
ance in the operation of the plant, marketing of the produet, ete,

Tax deferral, in effect, exists under our tax law in cases where the U.8. corpo-
ration transfers patents, secret processes, and other similar “property” rights to a
foreign corporation controlled to the extent of S0 percent by the U.8, corporation
and other related corporations, Thus, the principal effects of the draft pro-
visions in this area are to, in effect, remove this 80-percent requirement, to relieve
1.8, taxpavers of the requirement to obtain advance rulings from the Treasury
Department (although these are supposed to be obtainable in such cases) and
to, in large part, eiminate the necessity to distinguish between transfers of
property and services.
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ARTICLE 7. SHIPPING AND AIR TRANSPORTATION

A, General treaty approach

As a general rule. most income tax conventions to which the United States is
a party provide that income derived by an enterprise of one of the contracting
states from the operation of ships or aircraft registered in that state shall be
exempt from taxation in the other contracting state,

B. Thai convention

The Thai treaty provides that income derived by a resident or corporation of
either the Unifed States or Thailand from international traffic of aircraft reg-
istered in one of the states shall be exempt from taxation in the other state.

The same rule is applied with respect to income derived from the operation
of international traffic of ships, except that only a 50-percent reduction of the
amount of tax which would have been imposed in the absence of this convention
is provided.

ARTICLE 9. DIVIDENDS
A. General treaty approach

Most income tax conventions to which the United States is a party reduce,
on a reciprocal basis, source country tax on dividends paid nonresident share-
holders. In the more recent conventions, the maximum source country rate has
generally been set so as not to exceed 15 percent in eases of general application,
with a maximum rate of 5 percent provided in the case of closely held corpora-
tions.

B. Thai convention

The proposed Thai convention also provides in most cases for a reduction of
source country tax on dividend income paid to foreign parent corporations. No
treaty rate is provided for individuals or for corporations not having a 25 percent
interest in the individual payor. The Thai statutory tax on dividends paid by
Thai corporations to U.S. shareholders varies from 15 to 25 percent.
The provision in the Thai convention provides that a source country will limit
its tax to 20 percent. The provision is reciprocal and this reduces the 1.8, tax
from 30 percent (or progressive rates in the case of individual taxpayers) to
20 percent on dividends paid by U.S. corporations to Thai residents and corpora-
tions which own 25 percent or more of the voting stock of the payor corporation
for at least 6 months prior to payment of the dividend.

It should be noted that limiting the Thai tax rate on dividends to 20 percent
has the effect of making the aggregate of Thai taxes paid on corporate profits
creditable in full against U.8. tax (25 percent corporate rate plus a 20 percent
rate on the remaining 75 percent of corporate profits equals a 40 percent tax).

ARTICLE 11. ROYALTIES

A. General treaty approach

Almost all of the income tax conventions to which the United States is a party
provide an exemption from tax in the source country for nonmineral royalties
paid to residents or corporations of the other country provided the recipient does
not have a permanent establishment in the source country. The OECD draft
convention also provides for complete exemption of such royalty income from
tax in the source country.

B. Thai convention

The proposed Thai convention provides for reduction in source country tax
to 15 percent in the case of “royalty” income if the recipient does not have a
permanent establishment in the source country. Mineral royalties will be sub-
Jject to the normal tax rates (15 to 25 percent) but will be taxed on a net basis.
The 15-percent rate in the case of Thailand compares with a normal statutory
rate of 15 to 25 percent. In the case of U.S, source royalty income of Thai resi-
dents, the reduced source country rate compares with a 30-percent U.S, statu-
tory rate otherwise generally applicable.

Failure to eliminate all source country tax does not normally affect the
overall tax liability of the U.S. taxpayers involved, but instead does not shift
the tax on income from the source country to the country of the recipient’s
residence. This is true because the source country tax is generally creditable
in full by the recipient against his tax liability in the country of his residence.
However, in those cases where the U.S. recipient incurs substantial expenses
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in producing the royalty income, the application of source country rates to gross
royalty income may result in a substantial tax burden in the source country
against the U.8. recipient, since its rate is applied to gross income which may
greatly exceed the tax on net income (offset by a foreign tax eredit) in the
country of residence.

ARTICLE 13. INCOME FROM PERSONAIL SERVICES

A. General treaty approuch

Under the Internal Revenue Code, the United States does not tax the income
of a nonresident alien individual earned from services performed by him in
the United States if—

(1) The recipient is present in the United States for less than 90 days
during the taxable year;

(2) His aggregate income for services performed in the United States
does not exceed $3,000; and

(3) He performs the services as an employee of a foreign individual,
partnership, or corporation which is not engaged in a business in the
United States or for a foreign branch of a U.S. company.

In general, existing income tax conventions extend the period a nonresident
may be present in the United States (generally from 90 days to 183 days) and,
in effect, eliminate either the $3,000 income limitation or the foreign employer
requirement by not taxing nonresidents in the host country if either require-
ment is satisfied.

B, Thai convention

The Thai convention extends the 90-day presence exemption to 180 days and
eliminates the $3,000 per year limitation. This rule is consistent with those
found in some of the prior income tax conventions to which the United States
is a party.

The convention, however, provides a specific dollar limitation on the amount
of earned income which may be received tax free in the source country by
public entertainers (actors, athletes, etc.). Compensation of such persons in
excess of §100 for each day the person is present in the country is taxed and
in no event may the exempt amount exceed $3,000 per year. However, since
the U.S. statutory law provides an exemption, notwithstanding the daily rate
of ecompensation, of up to $3.000 a year a Thai nonresident alien avoids the
$100 per day limitation.

ARTICLE 14, TEACHERS
A. General treaty approach

In order to facilitate the interchange of teachers between countries, prior
income tax conventions have uniformly provided some exemption from tax
in the source country for amounts paid teachers temporarily present in the
source country at the invitation of the Government or an educational institu-
tion. As a general rule, the earlier conventions limit the exemption fo those
persons who are present in a host country for 2 years or less, while the most
recent conventions provide exemption for the first 2 years of presence even
though a teacher's stay may exceed that time. The most recent conventions
also extend the benefits of the exemption to the salary of persons who engage
in research at an educational institution.

B. Thai convention

The proposed convention follows the rule contained in the most recent U.S.
tax conventions by providing that residents of one country will be exempt
from tax in the other for 2 years if they are present in that country for the
purpose of teaching or engaging in research at an aceredited educational insti-
tution. The exemption, of course, is limited to their income from teaching or
research.

ARTICLE 15. STUDENTS AND TRAINEES

A. General trealy approach

Our present income tax conventions generally provide that students who
are residents or citizens of one country will be exempt from tax on certain
income in the other country if they are present in that country for the purpose
of attending school. As a general rule, this exemption is limited to “remit-
tances” from abroad, and then only if the “remittance” is used by the student
for his maintenance or education.
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Outside of these exemptions, foreigners attending school in the United States
are generally subject to tax on their U.S. source income, such as income from
part-time jobs, in the same manner as U.S. citizens. In addition, if a foreigner
receives a scholarship from a U.S.-exempt organization, the award is treated
in the same manner as if the recipient were a U.S. person.

Some of the most recent conventions also provide that students will be taxed
in the United States as nonresident aliens (that is, only on their U.S. source
income). This rule, while probably of limited application, does prevent a
controversy from arising in the country in which the student is attending
school as to whether he has attained resident status in that country (and is
therefore subject to tax in that country on his worldwide income).

B. Thai convention

The proposed convention goes beyond the exemptions previously dealt with;
namely, “remittances from abroad” used for maintenance and stady, and pro-
vides complete exemption for all grants, allowances, and awards, from what-
ever source derived, as well as for limited amounts of income for personal
gservices derived from sources within the country in which the individual is
attending school. Thus, for example, Thai students attending school in the
United States would, under the proposed convention, be exempt on $2,000 of
mncome derived from personal services performed in the United States (for
example, part-time jobs). In the case of Thai students pursuing a course of
medical study in the United States, the exemption for earned income would
be increased to $5,000 per year. The exemptions provided may apply for a
S-year period.

It should be noted that we are granting foreign students and researchers
somewhat more favorable tax treatment on TU.S, source earned income and
awards than that accorded students who study or conduct research in the
country of their eitizenship or residence.

The tax concessions outlined above obviously are intended to encourage an
interchange of students between the treaty countries involved.

In addition to the exemptions applicable to students, the proposed conven-
tion, consistent with prior conventions, provides limited exemptions for earned
income of technical, professional, or business employees of corporations of one
country who are temporarily present in the other for training purposes ($5,000
a year) and for recipients of earned income under Government-sponsored
exchange training programs ($10,000 a year).

ARTICLE 18, DEDUCTION FOBR CHARITABLE CONTRIBUTIONS

A. General treaty approach

Under the Internal Revenue Code of 1954, U.8. taxpayers may deduet as
charitable contributions, among other things, contributions to corporations
organized for religious, charitable, scientifie, literary, or educational purposes
if the charitable corporation is organized in the United States. In no case
ean a 1.8, taxpayer claim as a charitable deduction contributions to a charity
organized abroad.

Under existing income tax conventions with Canada and Honduras, T.8.
taxpayers are entifled to deduct contributions to Canadian and Honduran
charities, but only to the extent of an applicable percentage (generally 30
percent in the case of individuals and 5 percent in the case of corporations)
of their Canadian or Honduran source income, as the case may be.

B. Thai convention

The proposed Thai convention would allow U.S. individual and corporate
taxpayers to deduct contributions to Thai charities (subject to the statutory
limitations otherwise applicable if the contributions were to U.S8. charities) if
(1) the foreign charitable organization has qualified as a charitable (ete.)
organization under the Internal Revenue Code of 1954 (sec. 501(e) (3)), and
(2) the contribution is used entirely within Thailand. One basic distinction
between this treaty and the two existing treaties which contain a charitable
contribution provision is that unlike the existing provisions this provision does
not limit the deduction to a percentage of the taxpayer’s income from Thailand.

ARTICLE 19. TAXATION AT BOURCE

A. General treaty approach

In the case of U.8. taxation of nonresident aliens of foreign corporations, the
Internal Revenue Code contains detailed rules specifying what income will, and
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what will not, be considered derived from sources within the United States for
tax purposes. However, similar detailed source rules are often not established
under the statutory laws of many foreign countries. In the interest of conformity
and clarity, most recent tax conventions to which the United States is a party
specify some rules, which are generally patterned after the U.S. statutory rules,
to govern transactions covered by the conventions.

B. Thai convention

The treaty provides that a resident or corporation of one country shall be
taxable in the other country only on income derived from sources within such
other country, and specifies various items of gross income which are to be so
treated. The only unique rule relates to interest.

Generally interest received from the contracting State or a resident or corpora-
tion of that contracting State is considered to be income from sources within
that State. However, where the interest is, in fact, being paid by a permanent
establishment of a corporation or resident of one of the contracting States, the
interest shall be considered as from sources within the State wherein the
permanent establishment is located, whether that State is a contracting State
or some other State,

ARTICLE 22, ELIMINATION OF DOUBLE TAXATION

A. General treaty approach

A basie purpose of bilateral income tax conventions is to relieve or eliminate
tax burdens imposed when the same income of one person is taxed in more than
one country. This is accomplished in the United States primarily by the statu-
tory foreign tax credit provisions in the Internal Revenue Code (secs. 901-903),
although it has also utilized the exelusion method in limited cases (for example,
in the case of interest and royalty income when, by treaty, it relinquishes its
right to tax interest and royalty income derived from sources within the United
States by residents of the other treaty country).
B. Thai convention

The proposed convention adopts the tax-credit approach for the relief of
double taxation. Since the internal statutory laws of Thailand do not provide
for a credit against their taxes for taxes paid foreign countries, their adoption
of a tax-credit approach tends to relieve their taxpayers, including U.S. citizens
resident in Thailand from double taxation on the same income,

ARTICLE 23. NONDISCRIMINATION

This article provides that neither of the contracting States will treat the other
nationals who reside in it any worse than its own nationals. Of particular
note is that provision which extends this nondiscrimination to subsidiaries of
.8, corporations.

ARTICLES 24-30. ADMINISTRATIVE PROVISIONS

A. General treaty approach

Most income tax conventions to which the United States is a party provide
for the exchange of information between the contracting countries, for assistance
in collecting taxes due, and for the negotiation of differences.

B. Thai convention

The proposed convention contains provisions comparable to those contained
in prior conventions, with particular emphasis on the desirability of consulta-
tion in an endeavor to prevent inconsistent determinations with respect to
allocation of income and expenses of a single enterprise.

In addition, the usual savings clause provision is provided in the treaty.
This clause reserves to the United States and Thailand the right to tax their
individuals, residents, or corporations as if the treaty had not come into effect.
There are, however, important exceptions to this clause, These include the
foreign investment credit, deferral of tax on technical assistance, charitable
contributions, and the foreign tax credit.

The final title is the effective date clause.

53-234—65——3
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PERMANENT ESTABLISHMENT

Mr. WoopworTrs. Thank you.

I would like first of all to comment on article 3, the definition of
“permanent establishment.”

Generally in tax conventions in the past, we have had a reference
to permanent establishment, and this has been an important concept in
almost all of our tax treaties. It deals with the question of how
profits are taxed.

Senator Gore. Isthat the only thing with which it deals?

Mr. Woopworra. Generally speaking, yes. The problem involved
is the tax treatment of business profits, not necessarily limited to those
from a corporation. An individual in business abroad is affected as
well. The idea of a permanent establishment is similar to the idea of
a trade or business which is used more normally in the Internal Rev-
enue Code.

Senator Gore. How do you use the word “profit”? Do you mean
net, gross; do you mean income ?

Mr. Woopworra. When I say “profits,” T am using it in the gen-
eral sense on purpose, because it deals ultimately with the taxable in-
come of the business enterprise.

Senator Gore. So you consciously use the word “profit” then ?

Mr. Woopworri. Yes, that is correct. Just as a general expres-
sion to indicate that the profits of a business are taxed.

Senator SyanneroN. Do you mean income including profits?

Mr. Woopworra. I mean income from a trade or business.

Senator SymingToN. Yes.

Mr. WoopworrH. Generally the idea of a permanent establishment
requires the maintenance in a country of an office, factory, mine, or
other fixed place of business. The mere maintenance of an office does
not necessarily lead to a permanent establishment if the activities are
quite limited.

For example, previous tax conventions have provided that the pur-
chase of goods and storage of goods has not constituted a permanent
establishment.

However, a permanent establishment has been deemed to exist where
an agent has the power to conclude contracts unless that power is
merely to purchase goods.

Senator Gore. Are you speaking of the definition as contained in
the proposed treaty?

Mr. Woopworra. At the moment I am speaking of the definition
as it appears in most tax conventions that the United States has
entered into. I will refer shortly to the differences in the Thai T'reaty.

Also in the tax conventions generally an agent with independent
status, independent of the company that he may be representing in
a particular transaction, is not considered a permanent establish-
ment.

UNIQUE FEATURES OF THAT TREATY

The Thai Treaty follows all of the rules that I outlined to you up
to this point. However, it does have a feature which has not been
generally provided in the treaties in the past and one on which I
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understand there is some considerable concern on the part of the busi-
ness community. It provides that even though there is an agency rela-
tionship and even tﬂmugll otherwise this agent is inde*xzndent, if
he does business, either exclusively or almost exclusively, for one
particular company, then the Thai Treaty would consider that com-
pany as being engaged in trade or business or as having a permanent
establishment in that country.

Senator Gore. Excuse me. Do you mean that he personally will
be regarded as——

Mr. Woopworri. No; I mean more than that. I mean that if he
acts as the exclusive agent or almost exclusively as the agent for any
particular company, then that company is considered as having a
permanent establishment in the country, in Thailand.

Senator Gore. You mean under the proposed treaty ?

Mr. Woopworri. Yes.

Senator SyaiNgroN. Let me get it straight. Permanent establish-
ment would be a corporation? If a man represents that corporation
as his primary interest he is involved. If he represents that corpo-
ration, but also other corporations, somewhere along the line he is
not involved as his primary interest. Right?

Mr. WoobpwortH. That is correct, if his activities with respect to
it are relatively limited.

Senator SymiNaToN. Suppose he is a manufacturer’s agent and he
represents five companies, but does 90 percent of his business with one
of those companies. As to who decides. Does he, or do we or the
Thai Government under the proposed treaty?

Mr. WoopworrH. I would think that the issue that arises in the
case that you cite is this; namely, whether he is considered as repre-
senting almost exclusively that company. I don’t believe there would
be an attempt to draw a precise line so long as he primarily repre-
sented one manufacturer.

Senator SyaiNgrox. Who under the proposed treaty would have
that right of decision in such a matter?

Mr. Woopworrn. This would be established in regulations that
would be worked out under the treaty.

Senator Syamineron. Let me be sure I understand. Would the man
himself be taxed? Suppose he incorporated himself ?

Mr. WoopwortH. Yes, the man himself would be taxed since he is
obviously doing business there. But the additional and more impor-
tant factor is that the company whom he is representing would also
be taxed.

PROBLEM OF MULTIPLE TAXATION

Senator SymineToN. How about the others he is representing ; would
they be taxed, too?

Mr. WoopworrH. I would assume not in that case. I would assume
that if he only represented them to a very minor extent that they would
not be considered as having a permanent establishment there.

Senator SyarineToN. I respect your assumption and noticed what
Senator Gore said about you in the beginning ; but this is the type and
character of bureaucracy that can kill foreign trade, because if people
don’t know how much they are going to be taxed, or whether they are
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going to be taxed at all, they would be hesitant about doing business
abroad, not knowing the ground rules. '

Mr. Woopworrs. I think there is a problem here in that even if
the agent is independent the company is treated as having a perma-
nent establishment there because the company accounts for most of
the agent’s business. I understand that the Treasury view is that in
any new negotiations they will see that, if possible, this particular
point is met without a conclusive finding that a permanent establish-
ment exists in such a case,

Senator Gore. You mean in the negotiations of a new treaty of
similar nature to the pending one?

Mr. Woopworra. That is correct; yes.

Senator Gore. Well, now, suppose there is disagreement between the
United States and Thailand on this point, and the two Governments
are unable to agree but the Thai Government maintains that since this
agent referred to by Senator Symington hypothetically, whether in-
dividual or corporate, is the exclusive representative of these, each of
these, five companies, that the Thai Government maintains that he or it
constitutes a permament establishment for all five companies and pro-
ceeds to levy a tax, is the Government of the United States the vietim
or the business enterprise the victim. How does the business enter-
prise avoid the dilemma?

Mr. Woopworrn. I think, first of all, T should set up these limits;
namely, what is involved are the gross sales of this company in
Thailand. In other words, there is that much at risk so far as the
company is concerned.

Senator Gore. That could be their total foreign business in that
country. '

Mr. WoopworrH. That is correct. I was trying to set that as the
outer limit of what may be involved.

I would assume that the United States would aid in supplying in-
formation only to the extent that it agreed that Thailand was correct
in the extent to which it was taxing this particular company.

Senator Gore. I take it your point here 1s that in the pending treaty
this provision is not explicit. Now, will regulations by the Treasury
be necessary for the implementation of this treaty and, if so, would
such regulations, to be effective, require the concurrence or adherence
of the Thai Government.? When is it anticipated these regulations
will be issued ?

Mr. Woopworta. As to when the regulations will be prepared, T
think perhaps Mr. Surrey can hazard a guess on that. 1 cannot.

Senator Gore, OK. Go to the first two then.

Mr. Woopworta. As to the question, as to who would issue regu-
lations: Both countries would issue them but the Thai regulations
would govern as to payment of Thai tax. TU.S. regulations would
govern as to U.S. tax or U.S. credits. Presumably efforts would be
made through diplomatic channels to work out differences.

Senator Gore. All right.

THAI TREATY AS A MODEL FOR FUTURE AGREEMENT

Mr. Woopworts. I do want to add just this one more word in con-
nection with what I have already said. I don’t believe that this par-
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ticular point is very significant in the Thailand convention because
the volume of trade 1s very small.

I think this is more significant with respect to the question of
whether this is to serve as a model for future treaties. This, as I
understand it, is what the business community is concerned about.

INVESTMENT CREDIT

The next article that T would like to discuss with you is article 5
dealing with the investment credit. This concept, as you know, is
in the proposed Thai Treaty; it is also in the proposed Israel Treaty.
It is not in the Philippines Treaty. It has not been used in the case
of the other less developed countries that we have treaties with, Hon-
duras and Pakistan. Also, at least technically we have two other less
developed countries, Greece and Finland, but in the treaty area they
frequently are not thought of as less developed although under the
tax code they are.

[t is my understanding that the reason for developing the invest-
ment credit concept and mmeluding that in this treaty is the belief that
there wasn’t much advantage in a tax treaty for a country like Thai-
land with the United States because of the fact that they have rela-
tively few traders and investors. Therefore, since these treaties are
primarily concerned with reducing the tax problems of investors and
traders, the less developed countries, who have few such people. are
not particularly anxious to enter into these treaties with us. The
investment credit should be quite different in that respect and, of
course, this is a followup on what was tried earlier by the former rep-
resentatives in the Treasury Department when they advocated tax
sparing.

Senator Gore. When what?

Mr. Woopworrs. I said this is a followup or a substitute for tax
sparing which was included in the earlier proposed tax treaties

Senator Gore. Yes.

Mr. WoobworrH (continuing). Other countries have not only used
the tax sparing but also an exemption method.

These are, I believe, the three principal incentives that industrial
countries have used in developing tax treaties with less developed
countries, tax sparing, exemption, and now the investment credit.

EXTENT OF INVESTMENT CREDIT

In this treaty the investment credit is unilateral. That is, it applies
only with respect to investment in Thailand by American investors.
Tt does not apply with respect to investment by individnals or corpora-
tions of Thailand in the United States. Basically this is patterned
after FL.R. 11524, the Less Developed Country Investment Act, which
was introduced by Congressman Hale Boggs in June of 1964

The prineipal difference between this provision in the treaty and
that in the bill introduced by Congressman Boges is the fact that this
is a T-percent investment credit, whereas that would have been a 30-
percent. investment credit. This is available to individual U.S. resi-
dents and also corporations having a 25-percent ownership in a foreign
business.
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Senator Gore. In the case of a corporation having a 25 percent or
some larger percent ownership of a corporation, this investment credit
could be taken against income, domestic income, of the corporation ?

Mr. Woopworra. Yes, that is correct, and that is true of the indi-
vidual, also. The investment credit in this case is not taken against
the income of the subsidiary or business in Thailand. It is taken
against the U.S. income of the corporation or individual.

Senator Gore. So to take an example, if a corporation invested $7
million in Thailand, $1 million of that would come out of the Treasury
of the United States if the owners of that corporation, the domestic
owners of that corporation, had tax liability to the U.S. Government
equal to $1 million ?

Mr. Woopworre. I think you indicated an investment of &7
million ?

Senator Gogre. Yes. T am taking fractions instead of percentages.
Let’s convert that into percentages.

Mr. Woopworrs. I think we might see it easier if we just took $1
million as the illustration.

Senator Gore. All right.

Mr. Woopworri. In which case you would have an investment
credit of $70,000.

Senator Gore. Therefore, in effect this would be a subsidy out of
the U.S. Treasury of $70,000 for an investment of $1 million abroad
in Thailand ?

Mr. WoopworTs. Tt would reduce the taxes that they would other-
wise pay to the United States by $70,000.

Senator Gore. Maybe I used a prejudicial term and you are avoid-
ing it. T am not sure that subsidy is prejudicial. It seems rather
popular, particularly in Appalachia.

Mr. Woopworrs. It has been described in that way.

Senator Gore. All right.

I take it that in the case of partial ownership by a domestic concern
of a foreign concern that only that portion of the investment which
is represented by the portion of ownership by the domestic corpora-
tion would be available as an investment credit to the domestic part
owner.

Mr. Woopwortr. Well, the way it works, Mr. Chairman, is the
investment credit is available with respect to the amount of capital
which the U.S. individual contributes. In other words, if he makes
a contribution in capital of this $1 million that we indicated, then
without regard to what others contribute he would receive the invest-
ment credit of $70,000.

Senator Gore. Suppose a foreign corporation borrows money and
makes an investment.

AVAILABILITY OF INVESTMENT CREDIT

Mr. Woopworra. The credit would not be available in that case.

The investment credit is available in two types of situations. One
is where the investor makes a contribution of capital to the foreign
concern, and the second is with respect to retained earnings of that
foreign concern.

The investment credit is available with respect to half of the re-
tained earnings. It is the second half of the retained earnings for
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which you can receive this credit. The foreign concern must retain
half of its retained earnings in any event. Then to the extent it re-
tains more than half the investment credit is available.

Senator Gore. What do you mean, retain where !

Mr. WoopworrH. Retain in the foreign business.

In other words, to take a very small example, assume that they had
earnings of a hundred dollars.

Senator Gore. The foreign corporation ?

Mr. Woopworts, Yes. The foreign corporation.

Senator Gore. Partially owned.

Mr, WoopworTa. Partially owned by the U.S. corporation or
wholly owned by the U.S. corporation.

Senator Gore. All right.

Mr. Woopworra. In this case, if they distributed $20 they would
be eligible for an investment credit on $30. You see they have to
retain $50 in any event, that is the first half. Then they, to the extent
that they retain more than 50 percent, receive an investment credit.

Senator Syaxeron. When you say “retained,” what do you mean
by that?

Mr. Woopworra. Keep in the business, in the foreign country, keep
for use in the business in the foreign country.

Senator Gore. They are not rewarded for repatriation of profits
to the United States but they are rewarded for keeping them in
Thailand ?

Mr. Woopworra. That is correct.

Senator Witriams. That is a peculiar kind of credit.

Mr. Woobworrr. Well, the idea back of this treaty is to provide
an incentive for getting funds into the less-developed country and
keeping them there. This occurs either through the contribution of
capital or through retention earnings. I think the reason the Treas-
ury developed this particular concept is that it was felt that the reten-
tion of half of the earnings was more or less normal, and to the extent
they retained more than the normal amount they should be, in effect,
rewarded by this investment credit.

Senator Gore. Well then, the investment credit which you described
in this particular instance, is not or may not, in fact, be a credit for
investment in capital facilities, but rather a subsidy for retention of
earnings in the }nrei,r_rn corporation ?

Mr. Woopworra. That is correct : It does not require any particular
type of investment by the foreign corporation. The foreign corpora-
tion can purchase Jand, inventory, stock, or it can hold the funds in
cash. These are funds which arose from a capital contribution or a
retention of earnings.

The requirement that must be kept in mind in this respect is that
80 percent of the assets must be used in the trade or business.

§91mtnr Gore. But it can be an accumulation of cash assets and

yet at the same time qualify the concern here in the United States
for credit against its tax liability to the U.S. Government.

Mr. Woopworri. That is correct; it can be an accumulation of
cash. The only limitation is that it must be used in the trade or busi-
ness. I assume. however, that if you had too large an accumulation
of cash, it would then be viewed as not being used in the trade or busi-
ness, and it might not meet the 80-percent test.
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MERITS OF TAX TREATY

Senator Gore. I realize, Mr. Woodworth, that you are here not
advocating or criticizing this proposal, and you were not asked to
testify on any other basis. I won't ask you to comment on this but
I would like the record to show that in advocating the investment
credit, within the United States, Secretary Dillon testified as follows:
Investment credit “will provide substantial help in alleviating our
balance-of-payments problem both by substantially increasing the
refative attractiveness of domestic as compared with foreign invest-
ment and by helping to improve the competitive position of American
industry in markets at home and abroad.’

Whether this proposed treaty is wise or unwise, T must observe
that the provision which you have just described is far from such
as Secretary Dillon described as the purpose of domestic investment
credit.

As T understood the investment credit as applied to domestic tax-
payers, it was a credit earned by direct investment, is that. correct 2

Mr. Woopworrs. Yes. The domestic credit requires the purchase of
tangible personal property or in a few cases of real property with a
life of 4 years or more. I'think I should point out. that while this was
not a factor in the 1962 act, there have been occasions when the admin-
istration has differentiated less developed countries from developed in
advocating investments abroad, and that probably is the basis on which
they would distinguish this from Secretary Dillon’s statement.

Senator Gore. I would like to come back to the question of invest-
ment credit, but right now Senator Symington would like to ask some
questions on another subject,

Mr. Woopworrn. All right.

Senator Symixeron. Thank you, Mr. Chairman.

In the testimony of the representative of the State Department,
he says:

As the subcommittee knows, there has been gome concern abont capital out-
flows on account of our balance-of-payments deficit. I should like to point ont
in relation to the subject of new American investments in Thailand that this
concern is not a factor since the steady increase of Thailand foreign exchange
reserve since 1959 has been voluntarily held by the Thai in 17.8. dollars.

That is all right as far as it goes: but they might change their
mind and start selling dollars, might they not?

In other words, it is all a contingent labifity against our dollars, and
therefore, against our balance of payments.

Mr. Woobworrs. That is correct. T think what they were in ef-
fprit.ls:a._ving is it isn’t as bad as if they had drawn the balance out in
gold.

Senator Syminerox. The point is all this is an increase in the con-
tingent liabilities of the United States.

Mr. WoopworTH, Yes.

Senator Symi~xerox. Redeemable in gold and held by foreign na-
tionals or foreign central banks: is it not?

Mr. Woopworrr. That is correct.

Senator Symixeron. Then this statement isn’t correct. It does af-
fect the balance of payments.
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Mr. Woopworrs. It certainly affects the balance of payments. I
don’t think there is any question about that. It doesn’t represent a
gold drain so long as thvv continue to follow that policy.

Senator SyaveTow. 1 agree with that.

LACK OF UNIFORM MODEL FOR TAX TREATIES

All these treaties have various different terms. There is no favored-
nations clause whatever involved in them. Some have one clause, do
not have another. Some have the 7 percent, some don’t. Why isn't
there efforts to have a more uniform concept of a treaty?

Mr. Woopworrr. Well, first of all, some of them are negotiated over
a long period of time, and the U.S. representatives who help negotiate
them h ave had different ideas as to what is desirable in a tax tleatv
I think that is one factor.

Secondly, I believe that they usually start out with a model which
the representatives on the part of the United States would prefer and
then negotiate from this. These ideas are largely drawn from the
OECD draft, although not entirely. For et'unplv_ I don’t believe that
the investment credit is in that draft. But for the most part, T would

say that they do start out from this and that there are i fact many
'«mll]dl'tlt‘ﬂ in the various treaties.

Of course, one of the things that the American representatives

find when they start to negotiate is a differing point of view on the
»art of the foreign representatives as to what they would like to see
I a treaty.

I know Mr., Surrey in his testimony the other day suggested that
there was an effort made to obtain an exemption for registered ship-
ping in the Thai convention as is provided in many other treaties, but
that while they were willing to grant an exemption for 1.8, registered
airlines they were reluctant to do so in the case of shipping

Senator SyaminaeroN. So each treaty is worked out indiv ridually by
tlu*lpouple who are trading for the U nited States, right?

Mr. Woobworra. That 1s correct.

Senator SyaiNeroN. During Mr. Solomon’s testimony, Senator
Gore asked him if manmade fibers as well as natural grown fibers
were included, and he said they are working on wool. “How about
the manmade fibers such as nylon and dacron, what is their position in
this proposed treaty?

Mr. Woopworra. Well, let me, first of all, say that the investment
credit as such is available for a very wide group of corporate activities.
It covers all m:lnuf.l('turmg——hnth manmade fibers and almost any
other manufacturing.

To the best of my knowledge, manufacturing is covered except for
extraction, refining, or smelting of minerals or oil or gas. I think
apart from that it covers any type of manufacturing. It covers the
sale of property in retail establishments. It does not cover apparently
wholesale activities. It covers fishing and agriculture.

Senator Symixgron. I am ‘l“[\ln“ a specific question. Is dacron in-
cluded, or nylon ?

Mr. Woopworrn. Any manufacturing process with respect to da-
eron is included ; yes,
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Senator SymixaroN. When Mr. Solomon appeared, Senator Gore
said :

The Philippine Treaty does not contain investment credit and the Thailand
Treaty does. The treaty with Israel does not contain the charitable contri-
bution deduction, and the one with Thailand does,

These treaties are also different. The reason is a decision of the
man on the spot who is doing the trading, is that it ¢

REASONS FOR DIFFERENCES IN TAX TREATIES

Mr. Woopworta. I would say that it is a question of joint decision
on both sides of the table. I think that peﬂmps the Philippines al-
ready have a substantial volume of American investments and per-
haps they are not quite as anxious to increase American investments in
their country as some of the other countries are. That may be why
the investment credit is not included in that case.

Senator SymiNaToN. Then the chairman asked:

Does the State Department endorse a further extension of investment credit

by way of legislation beyond the 7 percent eredit provision?
And the State Department representative says:

The administration did send up a 30-percent tax credit proposal last session.
No action was taken on it by the Congress.

What is that proposal ?

Mr. Woopworrn. That is the bill that I referred to a little earlier
which was recommended by the administration in 1964 and which was
introduced by Congressman Hale Boggs. It essentially is the same
type of investment credit as is contained in this treaty except it would
provide a 30 percent instead of a 7 percent eredit, and it would apply
across the board to less developed countries, and not just to those with
respect to which we have negotiated treaties.

Senator Gore. Would you yield for just a moment.?

Does this legislative proposal provide the investment credit for
accumulation of liquid assests as does the treaty ?

Mr. WoopwortH. Yes. The concept in that respect is the same.

Senator WinLtams. Would this investment credit being recom-
mended be applied to domestic industry as well as investments abroad ?

Mr. Woopworra. Well, no, Senator Williams. Of course, you have
a domestic credit at the present. time which is on a different basis, but
this particular eredit would not be extended to domestic investments.

Senator SymineroN. In the undeveloped countries you can manu-
facture products, like shoes relatively simply, and labor rates abroad
are only a small fraction of ours.

My question is based on the able presentation from Mr, Surrey. 1
am getting worried about the exporting of jobs, and if we, in addition
to the aid programs and the loans, subsidize the development of this
competition against us in these foreign countries on items like shoes,
what is going to be the result, in your opinion, as we continue to build
up the productive base and capacity of these countries?

Senator Gore. I must remind you that Mr. Woodworth is the chief
of staff of the Joint Committee and I don’t believe he should be asked
to express an opinion on it.
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Senator Syanxaron. I withdraw the question. Unfortunately I was
not here at the first hearing and should Em\ e asked that question then.
Senator Gore. Secretary Surrey is going to return and I think he
will be fair game on this question.
Senator SYMINGTON. 1‘}1:1111\ you, Mr. Chairman, and thank you,
Mr. Woodworth.

TAX CREDITS FOR DOMESTIC PARENT CORPORATION

Senator Gore. I would like to take up the question of investment
credit for accumulation of assets in a foreign subsidiary with another
provision of the treaty which is deferral of tax on “profits earned
through the sale of patents, know-how, or other kind of property to the
foreign subsidiary. Do I make my quuslmn plain? Let me be more
explicit.

f a domestic corporation established a subsidiary in Thailand,
manufacturing nylon, shoes, or any other matter other than oil and
minerals and sold to this foreign subsidiary, or to the foreign corpora-
tion of which the U.S. concern was part owner, U.S. patents, copy-
rights, know-how or other kind of property the sale of which would
result in profit to the domestic concern, but the tax consequences of
which would be deferred by this treaty, could the domestic concern get
an investment credit for its contribution to the capital of the foreign
concern ?

Mr. Woopworri. The definition of “new investment” would not
allow this type of investment to qualify for the credit Mr. Chairman.
The term “new investment” is defined here as meaning the transfer of
money or tangible personal property. The patent or copyright \\‘ould
not qualify because that would not be tangible personal property.
would receive the deferral but it would nnt be eligible for the nn'est-
ment ('l'(’-t]if.

Senator Gore. Well, must capital contribution be for the purposes
of new investment in order to obtain investment credit?

Mr. WoopwortH. Yes, that is correct. It is new investment. But
of course the case that you described would have been new investment
but it isn’t money or tangible personal property; that is what would
deny the credit in that case.

Senator Goge. Suppose it is a going concern, not a newly established
one. As I read this treaty, I became quite quizzical about the deferral
of taxation on current income by a domestic concern, and particularly
as it might be related to so- m]lod investment credit or credit for
accumulation of assets in a foreign corporation.

Mr. Woopworra. Article 5 on page 11 states that you receive “a
7-percent credit for the new investment made by such person and
eligible corporations during such year” and then it goes on to also add
Hl‘ll you receive it for a a]nue of retained earnings or reinvested earn-
ings. But it is limited to what they define here as new investment.

Then, new investment, defined over on page 13, means the transfer
of money or tangible personal property by a resident of the United
States or U.S. corporation to the eligible corporation other than in
satisfaction of a preexisting indebtedness, but only to the extent that
the asset does not represent directly or indirectly funds borrowed
within Thailand. Immediately following the transfer the asset must
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also be used or held for use by the eligible corporation in the active
conduct of a qualified trade or business, and such resident or corpora-
tion must not receive in the taxable year in which the transfer is made
payment in consideration thereof other than payment in the form of
stock or indebtedness of the eligible corporation.

Senator SyarngroN. This is involved.

Mr. WoopworrH. Yes.

PROVISIONS FAVORABLE TO DOMESTIC CORPORATIONS

Senator SyartNgron. This is a broad credit plan. It is going to be
negotiated out as a result of the manipulations and relationships be-
tween the corporations, parent corporations, parent corporations whol-
ly owned, parent corporations 51-49 owned, parent corporations 49-51
owned, et cetera, et cetera. This gives an open door, you might say,
does it not, to negotiations which can operate very favorably to the
home corporation on the basis of how it continues its investments?

Mr. Woonworta. Yes, I think that is correct. T think it is intended
to be favorable to the home company. I think that is the purpose of
the negotiators, to encourage investments.

Senator SyaNaroN. To the home company’s investments in the
foreign countries?

Mr. Woobworri. Yes: that is right. _

Senator Syarzaron. I am reading from Mr. Surrey’s statement. I
want to be snre what this tax eredit means.

In our convention with less developed countries we have taken the view that
withholding tax rate of dividends paid to T.S. parent companies should be,
withholding tax rates should be, reduced only to the point where the total taxes
impozed on the profits earned in the foreign country and remitted to the United
States do not exceed the U.S. tax corporate income generally. This objective
is consistent with a policy of eliminating tax obstacles to the flow of private
capital into the less developed countries,

That has to do with equal tax equalization, as T understand it. Then
he continues:

Our tax conventions also seek to assure nondiscrimination in tax treatment
for American individuals in business ventures abroad. It is not uncommon for
nationals of one country to find themselves subject to heavier taxes in the foreign
country in which they are residing than the nationals of that foreign country.
Through tax conventions we have been able to secure commitments from other
countries that U.S. citizens will get the same tax treatment as nationals of the
country in which they are living.

That is elear and informative but does not have anything to do with
what we are talking about, does it ?

In other words, this goes beyond any equalization of the American
taxpayers position. This is a straight subsidy to any American com-
vany or individual to put money into any country which gets the

enefit of this tax credit ; isn’t that correct ¢

Mr. Woopworta. I think that this is, as yon state, a lowering of
their domestic tax.

Senator Symineron. This is no equalization treaty, at least on the
point we are discussing.

Mr. Woopworri. No, this feature of it is not directed to equaliza-
tion. There is a provision in here which makes it clear that our na-
tionals cannot be taxed more heavily than nationals of Thailand.

Senator SyamineroN. I understand. But this isn't a case of giving
a credit to the government or the person involved, because this is a
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credit which means that the government will not get the return it
would have gotten if this bill is passed. §

Mr. Woopworra. That is correct. This does give to an investor in
Thailand a credit which he would not have received if he invested
somewhere else and that credit does reduce U.S. tax.

Senator Gore. And also give him a deferral upon income from the
sale of property to the foreign corporation?

Mzr. Woobpworta. That is correct.

BENEFITS FOR INVESTING IN THAILAND

Senator Syarxeron. Would you say the domestic company consid-
ering a foreign corporation could look on this as a special reason for
investing in Thailand, because they would get a credit in Thailand in
addition to the very favorable labor rates they would obtain ?

Mr. WoopworrH. Yes; that is intended as an inducement to invest-
ments there. 1 should say this, in fairness, if he invests in this country
he does receive the domestic T-percent credit. Now the domestic T-per-
cent credit is, in the areas that we have discussed so far, narrower in
its application than this foreign investment credit.

Senator Syamincron. I think that is a point Senator Gore was
bringing out.

Mr. Woopworra, That is correct.

But there is one aspect in which it is not narrower and I think this
should be understood by the committee. The domestic investment
credit actually is available, if you have an asset with a life of 8 years
or more, every 8 years with respect to the same sum of money. Now
that would not be true in the case of the foreign investment credit,
because the foreign investment credit is available when you invest in
the foreign concern and only at that time.

Senator Gore. Would you make that point again?

Mr. WoopwortH. Yes.

Senator Gore. As the late Senator Kerr used to say, “drive that
one by me again.”

Mr. Woopworra. All right, let me do it with an illustration.

Senator Gore. Well, state your prineiple first and then give us the
example.

EIGHT YEAR CYCLE OF CREDIT

Mr. Woopworra. The principle is that the domestic credit is avail-
able with respect to the same sum of money every 8 years if you are
investing in an asset that has at least an 8-year life. When you buy
an asset, you receive a 7-percent credit. At the end of an 8-year pe-
riod presumably you have recouped enough through depreciation
reserves to replace the asset. At that time under the domestic credit
you are eligible for another 7-percent credit. That is what I call the
rollover effect, the domestic investment credit does have a rollover
effect ; this is, you receive it again as you replace.

Now, in the case of the foreign investment credit that is set forth
here——

Senator Gore. You get it repetitively as you replace it.?

Mr. Woobpworta. That is correct, repetitively as you replace.

Senator Syamiveron. As I remember it, we used to take 16 percent
on machinery. That would automatically handle the problem of 8
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years. If you are going to replace machinery over here on a 7-per-
cent credit, the theory is that you have washed out your depreciation
allowance. Then in the case of Thailand, where you depreciated out
under the theory that a machine is no good, if you had a reinvestment
of capital in order to buy new machinery, you would be able to get the
7-percent under this treaty, would you not #

l;EI‘r. Woopworrs, The point I am trying to make is this: In the
example that you cite, in Thailand if you also take the money from the
United States and invest it in a particular asset in your subsidiary in
Thailand and your asset wears out and you have a depreciation reserve
and you replace that asset out of the depreciation reserve. In this
case you don’t receive a second T-percent credit.

Senator Symineron. But you would if you put new money in?

Mr. Woopworri. Yes. But presumably if you replace assets via
depreciation reserves you do get the domestic credit again without
contributing new funds whereas you do not in the foreign investment
credit.

Senator Symincroy. 1 see.

EFFECT OF RESERVES ON INVESTMENT CREDIT

Senator Gore. Let me ask you, if this depreciation reserve operates
as an accumulation of assets, thus qualifying as retained earnings, does
that generate investment credit?

Mr. Woopworts. I have tried to think of concept in terms of re-
tained earnings because here it is true that you are receiving the for-

eign investments credit where you have not placed new money in the
foreign concern but it doesn’t seem to me as if that is quite comparable
to the depreciation reserve, because this is your profit on your invest-
ment in the foreign country, whereas your depreciation reserve is
merely a return of your original cost. You receive your T-percent
domestic credit for the return of cost, which is reinvested, instead of
income on the property. It is true that in the case of the retained
earnings that you can generate an additional foreign investment credit
from your earnings abroad, but I don’t believe that that is comparable
to the rollover in the depreciation reserve.

Senator Gore. Well, whether comparable or not, depreciation allow-
ances, accelerated or otherwise, become a part of earnings, not pe rhaps
for tax purposes, but from the standpoint of retained earnings.

Mr. Woopworti. When we speak of retained earnings we usually
mean earnings over and above your expenses, and depreciation reserves
would be one of your expenses.

Senator Gore. Isn’t that saying yes to my proposition

Mr. Woopworra. I don’t quite Fjelieve it 15, Senator Gore. I think
that what I am saying is that you can receive the domestic credit with
respect to a reinvestment which represents a return on your existing
costs whereas the foreign investment credit, as set forth in these con-
ventions, you receive only in the case of new contributions or in the
case of earnings over and above costs.

Senator Gore. This raises an interesting point. What would be the
effect of the laws in Thailand with respect to depreciation and retained
earnings !/

Mr. Woopworti. T am afraid I am not sufficiently familiar with
Thailand to tell you.
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Senator Gore. I must race ahead of you to acknowledge that I am
not either, but I wonder what effect it would have.

Mr. WoopworrH. I don’t know enough about how Thailand com-
putes their tax to be able to answer that for you, I am sorry.

Senator Gore. Well, maybe we will look into that.

Mr. Woopworre. There is one other feature I have not mentioned
on the investment credit.

Senator Gore. You mentioned two features and we have been talk-
ing about the second one. Are you going back to the number one !

Mr. Woopworri. I think at one place or another in our discussions
we hit on most of the features of the investment credit, and I was
more or less keeping track of them and trying to see what it was that
had not been mentioned yet and I think the only basic items I need to
mention. is the fact that it is limited to assets of a business where 80
percent of the assets are in Thailand and used in the business there,
and S0 percent of the income has to be derived from one of these
qualified businesses. I think I did list, in answer to one of Senator
Symington’s questions. the different types of qualified businesses.

Senator Gore. Well, you listed the types that are not qualified.

Mr. Woopworri. Well, the ones that are qualified are manufactur-
ing with the exception that I noted before of extraction, refining and
smelting; retail sales of property, retail establishments, fishing, agri-
cultural pursuits and services in the case of financial, technical or sci-
entific, engineering or architectural services. It would not cover a
nightclub such as Senator Pell made reference to the other day.

Senator Gore. We will resume Monday at 10 o’clock.

(Whereupon, at 11:30 a.m., the subcommittee recessed, to recon-
vene Monday, August 16, 1965, at 10 a.m.)
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MONDAY, AUGUST 16, 1965

UxN1rep STATES SENATE,
SUBCOMMITTEE OF THE
JOMMITTEE ON FoRrerGN RELATIONS,
Washington, D.C.

The subcommittee met, pursuant to recess, at 9 :45 a.m., in room 4221,
New Senate Office Building, Senator Albert Gore presiding.

Present: Senator Gore,

Senator Gore. The committee will come to order.

Mr. Woodworth, you may continue with your presentation.

STATEMENT OF LAURENCE N. WOODWORTH, CHIEF OF STAFF,
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION—Re-
sumed

Mr. Woopworrn. Thank you, Mr. Chairman.

You asked some questions the other day that T was at that time un-
able to fully answer. I have tried to do a little research on them in
the meanwhile.

RESPONSIBILITY FOR HANDLING REGULATIONS

One of them involved the issue of how the regulations are handled.
It is my understanding now that each country prepares its own regula-
tions in much the same manner as regulations under the Internal Reve-
nue Code are prepared.

These regulations in both cases are prepared independently one of
the other. If there is any important difference of view then there are
diplomatic negotiations between the two countries.

If the differences continue, then the regulations of the country where
the income is earned would govern.

If the difference was of such a major character it is possible that the
treaty itself would be abrogated because of the different interpreta-
tions.

The taxpayer, if he differs from the regulations in his point of view
as to what the law is under the treaty, has access to the courts in the
usual manner.

Also on the question of the type of income which would be realized
if you did not have the deferral under article 6 of this provision, there
is a

Senator Gore. If you did not—if the taxpayer did not, avail himself
of the deferral?

&

53-234—65——0
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Mr. Woobpworta. Yes, ordinary income is the type of gain that
would occur under section 1249 in the event you make a transfer of a
patent to a foreign corporation in which you have at least a 50-percent
control. If the foreign corporation were controlled to the extent of
50 percent in the absence of this provision in the treaty you would
have ordinary income upon the gain realized by the transfer of the
patent.

Senator Gore. In the absence of which provision ?

Mr. Woopworrs. In the absence of article 6.

Senator Gore. Of the treaty?

Mr. Woobworrs. Of the treaty ; yes.

Article 6 of the treaty provides for no recognition of a gain where
you make one of these transfers of patents in exchange for stock in the
foreign corporation.

However, in the event that the corporation does not come under sec-
tion 351, under present law if you llmw an 80-percent control, then
again in the case of the transfer there would be no gain at all.

But if you have less than 80 percent control, and you are transferring
patents, the usual case that you would have ordinary income and not
capital gain income.

I believe that is—yes,

Senator Gore. The terms of the treaty cover matters other than pat-
ents?

Mr. Woopworta. That is correct. The treaty in article 6 covers
patents, inventions, desii:ns, models designs, secret formulas or process,
or similar property rigkt, information concerning industrial, commer-
cial, or scientific knowledge, experience or skill or technical, mana-
gerial, engineers, architectural, scientific, skilled, industrial, commer-
cial, or like services.

So it is true that that covers more than just patents. And I should
also say that 1249 covers more than just patents, too. Section 1249
covers a patent, invention, model or design, whether or not patented, a
copyright, a secret formula or process, or any other similar property
right.

So that it covers much of what is included in article 6, but not all
of it.

To the extent you are making a transfer for services and that is pos-
sible under article 6, to that extent, you ordinarily would receive ordi-
nary gain in any event on a transfer,

I think that there were two soints, which I did not make clear the
other day on the investment f:l'e(llit

Senator Gore. About this particular point, or another?

Mr. Woopworti. Another point.

PROVISIONS WHICH ENCOURAGE JOINT VENTURES

Senator Gore. Before leaving this one. Is this the provision in the
treaty which in your opinion is designed to encourage or would have
the effect of encouraging joint ventures?

Mr. WoopwortH. Yes.

Senator Gore. Is there any other treaty provision which, in your
opinion, would encourage joint ventures?

Mr. Woopworra. I suppose the investment credit itself would en-
courage joint ventures to some extent because you must have a 25-
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percent control in the foreign corporation in order to receive the in-
vestment credit, but I can’t think of any other provision.

Senator Gore. This would encourage wholly owned as well as joint
ventures ¢

Mr. Woopworrs, The investment credit, yes. It will encourage
anything from a hundred percent down to 25 percent.

‘he technical assistance transfer or the tax deferral we have just
been talking about actually should encourage anything from 80 per-
cent down because you already receive essentially that same treatment
under present law 1f you have 80-percent control or more.

The two points that T think that I hadn’t made clear under the
investment credit are limitations that are involved there. One is the
recapture provision. Under this recapture provision the U.S. tax-
payer has to recompute his tax and pay the additional amount as if no
credit existed if certain things happen. What can result in this recap-
ture of the credit is what you might call disinvestment within a 5-year
period, 3 years back and 1 year forward, and then, of course, the cur-
rent year, so that there is a 5-year span. Therefore, if during this
period of time you have made any investment and you now reduce
your investment in the foreign country, then to that extent there is a
recapture of the eredit previously allowed.

There, of course, is a recapture provision under the domestic invest-
ment credit which is relatively different from this. The recapture
under the domestic investment credit cover a period of 6 to 8 years,
which is slightly longer than the recapture provision in this conven-
tion, Moreover, under the domestic credit there is a recapture where
you don’t retain the asset.

The recapture provision applies under the convention where you
remove part of your investment from the foreign corporation.

1 do not believe I made it clear the other day that you receive the
investment credit in the case of transfers of property only if you
transfer American goods te the foreign concern. I assume it was de-
signed to prevent an adverse balance-of-payments effect.

I believe that I have discussed article 6 sufficiently so that I need
not. go into that any more,

Article T relates to shipping and transportation. The convention
provides an exemption for airlines which are registered in the United
States, and vice versa, and also a 50-percent reduction in the tax on
shipping. The usual treaty provides for complete exemption on
shipping. This, therefore, is a step in the direction of the customary
treaty, but does not go as far.

TAX ON DIVIDENDS

The next article I would like to comment on is article 9 which deals
with the treatment of dividends. The more or less traditional rule
that we have tried to develop in tax treaties would call for a 15-percent
flat rate tax on dividends paid by corporations of either country. Of
course, we have a statutory rate of 30 percent, therefore, this repre-
sents a 50-percent reduction.

In addition, under present law we have a graduated rate as far as
individuals are concerned, where a higher tax would result but only
in the case of incomes above some $21,000,

In addition, under the usual arrangement we try to have a 5-percent
rate in the case of treaties on dividends from closely held corporations.
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The Thailand treaty actually does not go as far as the usual treaty
in this respect because it provides a dividend rate of 20 percent, but
only in the case of dividends received from a foreign corporation to
a domestic parent. So this is really a small portion of what is usually
negotiated in this area.

'he Thai tax rates on these corporations range from 15 to 25 per-
cent, with 25 percent being the more usual. As I have just indicated,
the U.S. rate is ordinarily at least 30 percent, so in this area the United
States has reduced its rate from 30 to 20 and Thailand from 25 to 20
in most cases,

I believe that I can explain why this was thought to be a satisfactory
arrangement. This is because the relatively small reduction in the
Thailand tax makes it possible to credit the entire Thailand tax
against U.S. income. Let me explain it this way: The regular cor-
porate rate on the Thailand corporation is 25 percent or maybe as high
as 25 percent.

If you have a 20-percent rate of tax on the income which is left
after the payment of the corporate tax, then on this 75 percent that
still remains after the payment of the 25 percent you have an overall
tax of approximately 40 percent. This can be computed by taking
25 percent of the 100 percent, plus 20 percent of the remaining 75,
that is 25 plus 15, or 40 percent in total.

Forty percent actually can be completely credited against the
U.S. tax of 48 percent. Actually you might think that a larger tax
could be credited in this case, but that isn’t true in most cases in the
case of less developed countries because of the fact we do not gross
up the dividends from these corporations. '

Therefore, this relatively slight reduction from 25 to 20 percent does
have the effect of making the full tax creditable.

I wanted next unless yon have some question on the dividend article,
to comment on article 11, royalties.

Senator Gore. Before you leave that—

Mr. Woopworra. I may have gone over that too fast.

Senator Gore. From what you said, it would appear that the tax of
a U.S. corporation or individual doing business in Thailand might
amount to very little for the U.S. Government.

Mr. Woobpworra. That would certainly be true in the case of a
corporation receiving dividends from a subsidiary. I think there will
be almost no net U.S. tax paid because of the way the crediting device
works. But this does not apply in the case of individuals because
the special 20-percent rate does apply in that case.

CHANGES TREATY WOULD MAKE IN TAX TREATMENT OF DIVIDENDS

Senator Gore. Then I will confine my question to the case of a
corporation. Would you distinguish once again the difference under
present law, the different tax treatment, from U.S. tax treatment of a
U.S. corporation doing business in Thailand with respect to dividends
paid under present law, and as it would be if this treaty should be
ratified ? :

Mr. WoopworTr. All right.

Under present law, first of all, there is payment of a corporate tax in
Thailand of approximately 25 percent. In addition, there is a pay-
ment with respect to the dividem{js paid by that corporation of approxi-
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mately another 25 percent. This does not mean 50 percent in total,
because the first 25 percent is on 100 percent of the income, and the
second on 75 percent.

1 believe that the two of them add up together to a tax of approxi-
mately 43, 44 percent, in that range.

Now, because we do not tax the total corporate income in the case of
Jess developed countries, which is represented by the dividend coming
back, but rather the dividend payment received after these payments
of Thailand tax, the U.S. tax in terms of the original hundred dollars
that we started with turns out to be between 41 and 42 percent.

Senator Gore. This is on dividend?

Mr. Woopworri, Yes: this is on dividends. So that as a result,
there is a slight excess of Thailand tax which cannot be credited at the
present time. It is 1 or 2 percentage points that cannot be credited at
the present time. Lowering the Thailand tax by 5 percentage points
wipes out this small excess credit. So that with the convention there
is no U.S. tax assuch.

Senator Gore. So that the effect on the U.S. Treasury is negligible?

Mr. Woopworta. Yes, that is correct.

Senator Gore. It operates really as a reduction of the Thai tax
on the profits of the U.S. corporation doing business in Thailand ?

Mr. Woopworrr. Yes; that is correct. The United States in this
case gets practically no tax at all, either under present law or under
the treaty.

What happens is that the Thailand tax is reduced slightly, usually
from about 25 to 20 percent in the case of the second of these two taxes
I have named.

Apart from that, the regular dual tax system continues to apply
as under present law. In other words, in the case of a dividend paid
by a Thailand corporation to a U.S. individual, it would continue to
be 25 percent, the withholding rate would be in the neighborhood of 20
percent, and then the U.S. recipient would receive a foreign tax credit
for this which would, in effect, mean in most cases no additional
US. tax.

I shall now discuss the treatment of royalties.

Under the tax treaty there is an exemption for nonmineral royalties.
In the case of Thailand, there is a rate of 15 percent so that again, as
in the case of dividends this convention does not move as far in the
Thailand Treaty as is the customary procedure. The effect of that
is, so far as the mdividual is concerned, is that the tax is paid to Thai-
land and not to the United States.

TAXES ON PERSONAL SERVICES

The next article that I was going to discuss is article 13 dealing with
income from personal services,

Here we have fo look both at the code and at the treaties. The
Internal Revenue Code does not tax a nonresident alien if he is here
less than 90 days and if income he receives in that period is not over
$3,000, if he works for a foreign individual, partnership, or corpora-
tion, which is not engaged in business here or for a foreign branch of
a 1.8, corporation.

The tax conventions, in most cases have extended this 90-day period
either to 180 or 183 days and they usually have imposed no limitation
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as to the amount of income that the individual could earn in the
United States during that period. In other words, the $3,000 limita-
tion under the code is in effect removed in most conventions.

The Thailand Treaty adopts the general convention rule that T have
just described to you, except that it does impose a dollar limit in the
case of entertainers. This limit is $100 a day, or $3,000 a year. Apart
from that the general convention rule that I have mentioned applies.

STUDENTS AND TRAINEES

Article 15 relates to students and trainees. Most tax conventions
have limited the exclusion for students and trainees to remittances,
as it is called, which they receive from abroad. if used for their main-
tenance or education.

Usually in most tax conventions they are taxed on their 17.S. source
income while they are here, and as far as scholarships are concerned,
they are either taxed or not taxed, according to our general Internal
Revenue Code rule,

More recently the tax conventions have also provided that the stu-
dent or trainee is to be treated as a nonresident alien in all cases.
This has the effect of clearing up some confusion because a student
who stays here long enough finds his status as a nonresident alien
coming mto question, and in some cases they have provided that he
would be treated as a resident alien and, therefore, subject to our tax
laws on his worldwide income.

The Thailand treaty is somewhat broader in this area than previous
conventions. It provides a complete exemption for grants, allow-
ances, and awards. Also in the case of personal services rendered
here in the United States it provides an exclusion of $2.000 in the
usual case, and $5,000 in the case of medical students. It also provides
that this exemption can apply for a period of up to 5 years. It should
be clear that this is somewhat more liberal than is available to Ameri-
can students also studying here because they do not receive the $2.000
exclusion,

Consistent with prior treaties government-sponsored trainees re-
ceive an exemption of up to $10,000 for services performed here and
$5,000 for other trainees.

Senator Gore. Is that under the code?

Mr. Woopworra, No; this is under the tax treaty. This is under
the Thailand Treaty, and in this regard it is consistent with what they
have provided in prior treaties.

Senator Goge. ]I)evelnped and undeveloped countries alike?

Mr. Woopwortn. Yes: I believe that is true, with both developed
and less developed conntries,

Frequently the amount referred to in the case of the government-
sponsored trainees are amounts which are provided by the govern-
ment itself, either the U.S. Government or the foreign government.

CHARITABLE CONTRIBUTIONS

The next article that I thought I should comment on is article 18,
which deals with charitable contributions.

Here there is a considerable amount of confusion as to what actually
is provided under present law. Under the Internal Revenue Code
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there is no deduction for a contribution by an individual directly to
a foreign organization. However, it is possible for the individual to
make a contribution to a U.S. organization even though it in turn
spends the amount abroad directly for charitable purposes. This is
a device which has been used fairly frequently.

U.S. corporations cannot make a contribution even to a U.S. foun-
dation or trust if that amount is to be spent abroad. But, strangely
enough, they can make it to a U.S. corporation if the amount is to be
spent abroad.

I can’t explain why the tax law is that way, except that I think per-
haps it has existed over a long period of time.

We have only two treaties which contain special provisions relating
to charities. One is Canada and the other is Honduras.

In this case, under these two treaties, the individual corporation can
make direct contributions to the foreign organization but the amount
which may be deducted is limited to the applicable percentage of for-
eign income. In other words, in the case—

Senator Gore. You say it is limited to what ?

Mr. Woopworts. To the foreign income that is involved. In other
words, you cannot receive a charitable contribution or deduction for a
contribution to a Canadian charity except to the extent of 30 percent
in the case of an individual, or 20 percent, if that limitation applies,
of your Canadian income.

in the case of a corporation, of course, that limitation is 5 percent
instead of the 20 or 30 percent. But the point that I am making is
that it is limited to that percentage of your Canadian income or Hon-
duras income.

Now, in the case of Thailand, the contributions can be made to a
Thailand corporation or organization without regard to the propor-
tion of your income which comes from Thailand. In other words, you
can give up to, in the case of an individual, up to 30 percent of your
worldwide income to a charity in Thailand.

Senator Gore. And deduet it?

Mr. Woopworri. And deduct it ; yes.

Senator Gore. From the U.S. tax?

Mr. Woopworra. That is right. That is assuming, of course, that
it is the kind of charity which would qualify for the 30-percent chari-
table contribution deduction. There are those that only qualify for
the 20 percent and then, of course, in the case of corporations it would
be 5 percent.

Senator Gore. This is an administrative problem and if you would
like to defer to the Treasury Department for an answer, that will be
all right. But I am wondering how the U.S. Treasury Department
could determine when and if a Thailand organization was properly
classified as a charitable organization or how it could police such
changes in its nature and function as might occur ?

Mr. Woopworra. Well, let me say. first of all, that there is a pro-
vision in here that it must be a qualified charity. Now. T have had
some discussions with various people as to what exactly this means.
One point of view that T have heard expressed is that the Thailand
charity has to obtain a ruling from our Internal Revenue Service to
the effect that it is a tax exempt organization of the appropriate type
before the contribution can be deducted.
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Another point of view, and frankly I can’t say which is going to
govern in this case at this time, is simply that it must be of the type
which would qualify, and that it need not have actually obtained a
ruling that it is qualified.

I think that there will be difficulties in knowing when these charities
do qualify. I think that will be an important administrative problem.

Senator Gore. Would it not also be an administrative problem to
police and determine whether the operations subsequent to qualifying
remain of a qualifying nature?

Mr. Woopworta. Yes; I would assume that it would be a prob-
lem in that respect. Wae do have the right to request the exchange
of information under the treaty, and I believe that that is the official
way in which the Treasury Department would seek information on
the status of the charity.

Senator Gore. I will not attempt to go into the general question
of the qualification of a charitable contribution. This is a wide-rang-
ing subject in and of itself, so I will leave that to the Treasury.

SOURCE RULES FOR TAXING

Mr. Woopworri, The next article is, that T was going to comment
on was, article 19, which deals with the source rules for tax purposes.
The United States in most of its tax treaties attempts, to the extent
possible, to pattern these source rules after the United States Code
source rules. The purpose, of course, is to prevent double taxation
to the fullest extent possible, and the Thailand Treaty in general does
follow the U.S. source rules and, therefore, will prevent double tax-
ation in most cases.

There is one variation from this in that interest is considered to
be derived from the source where it is earned. Interesi generally is
considered to be sourced where it is earned, but if paid by a permanent
establishment in a country under this treaty it will be considered as
being source there.

This is a slight modification of the usual rules and I might say that
it probably is in accord with the source rules that are being developed
in a bill on the House side at the present time dealing with taxation
by the United States of nonresident aliens and foreign corporations.

Article 22 is a provision dealing with the elimination of double
taxation, and T should, of course, point out that the United States has
by statute a foreign tax credit designed to prevent. double taxation,
and under the Thai Treaty, Thailand will grant a foreign tax credit
for income which is sourced within the United States.

There is another artiele which should be ment ioned, the article deal-
ing with nondiserimination, article 23. Tt provides that our citizens
are not to be treated any worse than theirs under their tax laws, and
for the first time, this is extended to the fact that U.S. subsidiaries
which are in themselves foreign corporations, so that Thailand will
not be able to treat U.S, subsidiaries which are incorporated under
their laws any worse than other corporations under their laws.

Articles 24 to 30 for the most part deal with administrative matters
and I believe don’t require much comment. It is in this area that
you have your provision for consultation in order to prevent double
taxation, if any problems should develop.
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There is one provision here which I think is interesting. There is
a provision which indicates that in general terms this is not to affect
the right of any country to tax its own residents or citizens or its own
corporations. However, there are certain exceptions put on this, and
the most important of these are the provisions for foreign investment
credit, for the technical assistance, for the charitable contributions,
and for the foreign tax credit.

In other words, in these areas the treaty is in effect limiting the right
of the United States to tax its citizens and residents.

Senator Gore. Will you say that again ?

Mr. WoopworrH. Generally speaking, the tax conventions have a
rule which says that in no event are these intended to limit the right
of the country to tax its own nationals.

Senator Gore. That is either the United States or the other
country ?

Mr. Woobworti. That is correet, the United States to tax its na-
tionals, or Thailand to tax its nationals. There usually are some
exceptions to this, and I have found in working on tax laws that it
is these exceptions which cause the trouble when Congress changes
the tax laws. '

The areas where these exist under the Thailand treaty, and that is
what I was pointing out, is the investment credit we have discussed
earlier, the provision for tax deferral in the case of technical assist-
ance, the charitable contributions, and the foreign tax credit.

So that in these areas the treaties are intended as a limitation on
the extent to which the United States can tax its own nationals.

EFFECT OF TREATY ON DOMESTIC TAX PROCEDURES

Senator Gore. Is this the first treaty, or if ratified would this be
the first treaty which, by its ratification, would dirvectly reduce taxes,
T.S. taxes, on its own citizens?

Mr. Woopworrs. I assume you are referring there on U.S. in-
come, U.S. source income ?

Senator Gore. Yes.

Mr. Woobpworra. I think there have been minor exceptions to that.
I think there have been some cases where we have done it in the past,
but. they have been very few and quite insignificant.

Here the reduction on U.S. income is significant because of the
investment credit and the tax deferral and also, to a lesser extent, the
charitable contributions.

I would say that all three of those provisions represent an important
departure in that respect.

Senator Gore. Would you classify this tax reduction on TU.S.
citizens on domestic source income to be a principal effect of the
proposed treaty ?

Mr. Woopworts. Yes; I think T would. I think that because of
the importance of the foreign investment credit in this treaty, and
also the deferral in the case of technical assistance, T would say that
that was a major effect of this treaty.

Senator Gore. Then, did I correctly understand you to say further
that even though the Congress should repeal the domestic investment
credit, it conld not do so with respect to the taxpayers who receive
investment credit by terms of the pending treaty if ratified?
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Mr. Woopworrn. There is provision in the treaty for reconsider-
ation of this at the end of a 5-year period. So that at the end of a
S-year period this could be reconsidered. However, I think you are
correct that the treaty does not contemplate that if the domestic
credit should be Iepmlr-cl that that would justify the repeal of the
foreign investment credit.

Senator Gore. In other words, one is not related to the other?

Mr. Woopworti. That is correct.

Senator Gore. Now, in the case of termination of article 5, I would
like to know your interpretation of pargraph 5, article 30. I will
put the qnvatmn more directly: If we terminate article 5, may an in-
vestment already made vuntmmv to generate a [1.S. tax cut through
the reinvestment of earnings in Thailand ?

Mr. Woobworri. T would think not. In other words, it would be
my i!upu‘s\iou if you terminate article 5 as such, you would be termi-
nating any future investment eredit arising from

Senator GoRe. Well, let me read you subsection (¢) :

Any termination under this paragraph shall not prejudice benefits available
with respect to transactions entered into prior to such termination.

Mr. Woobpworrs. I agree that is subject to the interpretation of the
type that you have ‘-.ngfrvst(‘d I doubt if that is what it is——

Senator Gore. I have not suggested an interpretation. I have
inqnirml if that interpretation would be possible?

Mr. Woopworta. 1 think it would be possible. I don’t believe that
it would be likely. T believe the subsection (¢) that you read is
designed to, in effect, say that even though you terminate article 5
that investment which you have already made down there and for
which you have received a foreign investment credit will not be
terminated by the termination of this article.

Senator Gore. Well, even by your interpretation just g oiven it seems
to me it might still be pocslhle for the benefits to continue to flow with
respect. to investments made prior to the termination through the
reinvestment of those earnings.

Mr. Woobpworrs. I recognize that it is possible to interpret this as
saying that earnings w hich arise after the termination of the pro-
vision may be ellrnhle for the credit. I doubt if that interpretation
would be placed on it though.

Senator Gore. In any event, this is a matter which could be clarified
by committee report.

Mr. WoobwortH. Yes.

Senator Gore. If the committee desires to recommend the treaty?

Mr. Woopworrr. Yes; that is correct.

DATE OF TREATY IMPLEMENTATION

The one remaining point that T believe I should comment on is the
effective date. (wnel'lll\ speaking, the treaty is to take effect in
the Janunary following the exchange of instruments of ratification.
In other words, if Congress should act fav orably on this treaty and
the treaty should be ratified this year, it would generally become
effective next year. However, tlw investment. credit is to become
effective on the first of the year in which the ratification takes place.
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Therefore, if the ratification took place during this year, it is my
understanding that the investment credit would be “effective with
respect to investment made during this year.

Senator Gore. The committee is very grateful to you, Mr. Wood-
worth, for a very able presentation. It is very likely that additional
questions of a technical nature will arise during fur ther econsideration,
;I!I'I if so, questions will be submitted to you in writing with a request
for answer.

Mr. Woopworrs. I will be glad to make myself available for the
subcommittee.

Senator Gore. The committee will recess until 10 o’clock Wednes-
day, at which time Secretary Surrey will continue his presentation.

(Whereupon, at 10:40 a.m., the subcommittee recessed, to reconvene
Wednesday, August 18, 1965, at 10 a.m.)







TAX CONVENTION WITH THAILAND

WEDNESDAY, AUGUST 18, 1965

UNI1TED STATES SENATE,
SUBCOMMITTEE OF THE
Coarrrree oN Forelen RevaTions,
H"rrde-i-nq(r)n D.C

The subcommittee met , pursuant to recess, at 10 a.m., in room 42_’1
New Senate Office Bmldmg, Senator Albert Gore presiding.

Present : Senators Gore, Lausche, and Pell.

Senator Gore. The committee will come to order.

Secretary Surrey, we have thus far examined many, and I believe
most, of the details of this tax convention. And I believe that the
provisions of the treaty are now pretty well understood.

It might be well then today to consider a few rather broad ques-
tions. I hope this will be the last hearing for Government witnesses.
It will be necessary to schedule 1 day for public witnesses.

The main purpose of this treaty, it seems to me, is to promote for-
eign investment, specifically American equity ownership of Thai

production and distribution facilities by granting tax concessions
against profits earned in the United States or otherwise.

It may also be argued that trade will be promoted, but T think the
source rules and the permanent establishment rule may well work in
a somewhat perverse way in this area.

ROLE OF TREATY IN FOREIGN POLICY

Now, my first question, Mr. Secretary, is this: In view of our experi-
ence with Pakistan and Honduras, treaties with these countries, the
resentment over U.S. equity ownership in the Philippines, in C an: 1da,
and even in certain [Iumpo-m countries, will this treaty, in your opin-
ion, actually promote our foreign policy objectives?

STATEMENT OF HON. STANLEY S. SURREY, ASSISTANT SECRETARY
OF THE TREASURY—Resumed

Mr. Surrey. Senator, I don’t think that I would start off exactly
the way you did by saying that the main purpose of the treaty is to
encourage U.S. investment in Thailand.

The main purpose of this treaty is to have a double taxation treaty
with Thailand, with all of the usual connotations of a tax treaty, to
eliminate tax barriers to trade, commercial intercourse, cultural inter-
course, and investment in Thailand.

One method, and probably the only method, of obtaining a tax
treaty with Thailand, is the extension of an investment credit, similar
to that granted for investment in the United States,

89
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But the basic purpose of this treaty is the basic purpose of all our
tax treaties, whether they are with industrialized countries or less
developed countries, and that is to increase the commercial, cultural,
and investment relationships between the United States and the for-
eign country.

Senator Gore. Well, you have just said what I said.

Mr. Surrey. No, I added a number of things, Senator. I added
commercial relationships, trade relationships, export relationships, and
cultural relationships, the whole context of relationships that a tax
treaty is designed to facilitate by removing tax barriers, usually in
the form of double taxation, sometimes in the form of tax irritants.
This has been the purpose of our tax treaties, The Thailand treaty
does not differ in that basic respect.

As to carrying out the policy of the United States, we think that
tax treaties, properly written, do carry out basic political and economic
interests of the United States.

Senator Gore. Well, whether wise or unwise, it seems to me that the
essence of the effect of the pending treaty, if ratified, is a form of for-
eign aid, so to speak, by way of treaty rather than by way of the for-
eign aid program. Why, otherwise, would Thailand have an interest
in U.S. reduction of taxes on its own nationals?

The only interest they could have in such an event would be the
benefits that would be calculated, they would hope, to flow to them
by way of further investment and development of U.S. corporations
and nationals in their country. Isthisnot true?

Mr. Surrey. Viewed from the standpoint of Thailand, a tax treaty
with the United States in most of its clauses operates to restrict the
scope of the Thai income tax.

Senator Gore. Operates how; I didn’t understand ?

Mr, Surrey. Operates to restrict the scope of the Thailand income
tax as it applies to Americans who trade with Thailand, Americans
who visit 'l‘lhailsl-nd, and Americans who invest in Thailand.

Under conditions of that character, Thailand, like other less de-
veloped countries, has a problem in entering into a tax treaty. When
the industrialized countries enter into tax treaties with the United
States, the United States restricts the scope of its income tax on in-
come leaving the United States and going to the foreign country.
For example, when we have a tax treaty with France, the United
Kingdom or Germany, or the Netherlands, we reduce our with-
holding taxes and thereby restrict the scope of our income tax to the
benefit of the other country in view of the dividend flows, the interest
flows, and the royalty flows that leave the United States, and in view
of the amount of trade that these industrialized countries have with
the United States.

TREATY A WAY FOR THAILAND TO ATTRACT CAPITAL INFLOW

In Thailand, however, there is no such reciprocal benefit to Thailand
because they have no investment in the United States, and very little
export trade with the United States. Consequently, in their entering
into tax treaties they feel that to justify the restrictions on their taxes
they need some provision that would encourage capial inflow to their
country. They have sought such encouragement in a variety of ways
in order to have what is to them a balanced treaty.
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With most of the other countries, they have entered into so-called
tax-sparing treaties or sometimes treaties that exempt the income when
it is received in the industrialized countries.

Senator Gore. I think I would agree with that. I was not attempt-
ing to criticize such a desire on the part of Thailand. I was trying to
analyze the motivation on their part as well as ours for the pending
treaty.

Mr. Surgey. I think that is the motivation. In other words, they
have to say to themselves, do they have a balanced treaty? Do they
have a document that they think they can enter into that is a fair reflec-
tion of their own interests? When all the clauses in the treaty pri-
marily restrict the scope of the Thailand tax for the benefit of U.S.
visitors, traders, and investors, then they look to see whether there are
any clauses which 11(».1}) Thailand, and in this particular treaty the
primary clause that helps Thailand is putting investment in Thailand
on a par, generally speaking, with investment in the United States,
insofar as the investment credit is concerned.

Senator Gore. A little later I would like to come back and inquire
as to whether this objective is an advisable one on our part, and whether
it can best be achieved by way of treaty, or by way of other programs.
But I have, I think, had more than my share of questioning.

Senator Pell is here, a very learned Senator and very interested in
this field, and I would like, if you may excuse me, to defer my further
questioning and yield to Senator Pell for such interrogatories as he
may wish to propound.

Senator Pert. Thank you, very much indeed, Mr. Chairman.

I would like to express my general view of being in complete sym-
pathy with the idea of uniform, or nearly uniform as possible, tax
conventions with as many nations as possible. I speak personally in
this because I can remember when I was a child in a certain country
where we were living at the time, we came back to the United States
and we lost our house because the government in question took it for
nonpayment of taxes and we were liable to taxes in both nations.

So 1 think probably more than many of my colleagues I recognize
the inequities of not having a tax convention.

But I had two or three questions that I think might be good to set
forth in the record.

DESIRE FOR MORE SIMPLIFIED TAX TREATY

First, as a more general question, isn’t it possible to devise some kind
of simple tax treaty, as I believe one is already set forth somewhere,
that would apply to all nations? It might not be as good for any
yarticular set of ecircumstances, but it wouldn’t seek to differentiate
Let\wen developed and undeveloped nations and it would be what you
might call, a MEN, most favored nation, treaty that you would just
apply to all those with whom we had relations, and I am wonder ing
why you feel we have to get into each special one with each little
country ?

Mr. Sureey. That, I think, is a crucial question and goes to the
heart of the tax treaty process, Senator Pell.

The QOECD fiscal committee has worked for a number of years on a
so-called model international tax treaty. We, in our negotiations with
industrialized countries, attempt to follow that model as far as possible.
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As a practical matter, there are bound to be variations because coun-
tries in dealing with fundamental matters such as taxation look at the
flows between the two treaty countries, and as a result, the rates of with-
holding taxes in some of the clauses, such as the reduction of rates of
tax on dividends, on interest and royalties among industrialized coun-
tries, have not been standardized even though we attempt to get them
standardized. Simply and crucially, it is a matter of economic na-
tional bargaining.

But we do as far as possible in the technical clauses try to follow this
international model.

With respect. to the less developed countries, the model works only
in part because the model was based upon the supposition that both
countries would approach the bargaining table with relatively the
same interests in that each was receiving income from the other
country.

As 1 indicated to Senator Gore, when we sit down and have tax
treaty discussions with Belgium, the Netherlands, and Germany which
protocols will be before you, there are income flows from both coun-
tries and, therefore, each has an interest in the reductions of the taxes
of the other. But when we sit down with a less developed country
or when any nation sits down with a less developed country, the pat-
tern is all one way. The concessions that are typical in the .x_'.l':mr{nrd

tax freaty are always concessions made by the country from which
income flows,

In a less developed country it flows only from those countries and,
consequently, they have in their interests said that they will not enter

into tax treaties with the industrialized world unless there is a basic
variation in the pattern, and a different concession is made by the
industrialized countries, a concession different from merely reducing
taxes at the source in the industrialized country because there is no
mcome flowing from the industrialized country.

So there is a pattern of uniformity that is evolving in the world, but
it is a pattern we have not liked. It is a pattern by which the indus-
trialized countries will either grant tax sparing, which we think is
unwise, which this committee has thought is unwise, or grant exemp-
tion to income coming from the less developed country to the indus-
trialized country.

Now, that pattern is one we think unwise, and we are trying to de-
velop our own pattern with the less developed countries.

I think we have such a pattern, and, generally speaking, the treaties
that we have before you, with Israel, and Thailand, and with India
soon to come, would exhibit a common pattern and follow what you
ask. But you do need these two broad classes of industrialized coun-
try treaties and less developed country treaties.

Senator Prrr. It may sound odd as a Democrat to say 1 really be-
lieve in the interplay of the free market, and I am wondering why we
couldn’t have the interplay of the free market here where each nation
would give a credit to the other for all taxes paid, somewhat as we
do with our States. T realize the difference that you have just set
forth between a developed and undeveloped nation, but the unde-
veloped nations are just as anxious as we are to have more capital
mvestment.
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We don’t have to worry about giving them concessions. They are
dying to get the capital, and if we had this kind of simple arrange-
ment, why wouldn’t that work ¢

Mr. Surrey. Well, in a sense we do have it in this way : The United
States grants a foreign tax credit unilaterally without any treaty.
In other words, with every country of the world we say today, we will
credit the taxes our people pay in your country agamst the United
States tax.

Now, most other countries only do that by treaty. We have done it
unilaterally. Consequently, most of our international investments
and trade proceed under that umbrella protection.

DEDUCTIONS IN UNITED BTATES FOR THAI INVESTMENTS

Senator Pewrn. Then, to pursue that point, with Thailand, am I
correct in saying that those American firms, corporations, and indi-
viduals who have paid taxes in Thailand can deduct that as a credit
from any income tax they owe this country without the treaty?

Mr. Surrey. As a general situation, yes,?ut it begins to break down
in various aspects, as I indicated in my basic testimony. It begins
to break down, for example, because we give this foreign tax credit
for the Thai tax only on income which under our rules has its source in
Thailand.

If Thailand tries to tax income which we think has its source in the
United States, the credit arrangement breaks down. Also, Thailand,
for example, will not allow certain deductions in computing Thailand
income which we use in computing the amount of income which we
think should be used for eredit purposes, and here also it breaks down.

Now, where the credit arrangements break down is one area where
you need treaties, and this treaty with Thailand takes care of the
rough edges——

Senator Gors. Excuse me, when you say credit breaks down, are you
speaking of the investment credit?

Mr. Surrey. No, I am speaking of the foreign tax credit, the one
Senator Pell speaks about. When that foreign tax credit starts to
break down on its technical edges that is where treaties help.

There is another case where the treaty helps, Senator Pell. It is one
thing for us to give a credit for Thailand tax but payment of that tax
can still be a very irritating process. In other words, when a business-
man goes to Thailand for a visit of 2 or 3 months, he can be required
to pay a Thai tax on a portion of his U.S. salary because he earned it,
as Thailand views it, while visiting there. He can pay this Thai tax
for the 2- or 3-month period, and we will eredit that tax, but most
countries say that is a big nuisance and it is much easier, through tax
treaties to grant exemption for these temporary visitors, so that he
doesn’t have to resort to the foreign tax credit process to take care of
the matter.

Senator Prrr. But in the end what we are trying to achieve here is
simplicity, and I still can’t see why this would not work.

What would be wrong with continuing the conditions as they are
with no treaty? If, as you point out, the system broke down and
the Thai did not tax some income that we would consider within the
area open to taxation, or vice versa, it would be just simply a credit
or, to put it the other way, in the United States you would pay the
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additional tax. But aren’t you making the whole arrangement a little
complicated with these treaties for the individual?

Mr. Surrey. No; I wouldn’t say what we are doing is making
it more complicated. What we are doing in part is taking care of
those situations where the foreign tax credit mechanism does not
work out properly due to different approaches to the definition of
income in the two countries.

Secondly, we are saying in some cases we will make life easier for
the trader or the investor in that he won’t have to have any Thai tax
and, therefore, not get into the more complicated foreign tax credit
approach. That is essentially what tax treaties do.

enator Perr. I can’t see 1f a man trades or treats with or works in
Thailand why he should not be perfectly open to paying the Thai
tax. It is a nuisance, so it is a nuisance for a Thai citizen, too. He
doesn’t have to be there. But if he can take a credit for the total tax
he has paid against his American tax it would seem to me it would
come out in the wash.

Mr. Surrey. But that is always assuming that the Thai taxes are
fully creditable. In some cases because of the method of computation
or the rates of tax there will be an excess of Thai tax over United
States, so that the Thai tax is not fully creditable.

TREATY A8 A DEVICE OF ECONOMIC POLICY

Senator Perr. But, again, there is the hard luck of the individual
engaging in trade in a country with a higher tax rate than we have.
There is nobody pointing a gun at him.

My point here is that this treaty is really a device to carry out the
foreign economic policy of the United States through tax arrange-
ments because the only real provision in this treaty of a substantial na-
ture is this 7-percent. credit.

Mr. Surrey. Noj there is where I would disagree. If you look at
the treaty, most of the clauses in the treaty are such as to eliminate
barriers under the Thai system to trade and investment in Thailand.
Barriers which exist today even with our foreign tax credit.

Senator Perr. But would you not think that the most gutsy provi-
sion of this treaty, and one that has the greatest impact, is this 7-per-
cent credit ?

Mr. Surrey. No; I would not.

Senator PrLr. You would not ?

Mr. Surrey. No; I would not. I would say the guts of this treaty
are that it extends a number of restrictions on Thailand tax and that
in return for those restrictions the United States places investment
in Thailand on a general parity just insofar as the T-percent credit is
concerned, with investment in the United States.

Now, Thailand may look upon this as saying, “The main conces-
sion which the United States makes to us is their willingness to extend
this credit to us in return for the five, six, seven, eight, or nine tax con-
cessions which we make to the United States.” For example, this
treaty eliminates the tax on our airlines in Thailand and cuts the tax
on our shipping to one-half. That is a serious concession from Thai-
land’s standpoint.

A number of countries won't grant those concessions to the United
States. So that there are a number of highly important tax conces-
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sions by Thailand which I would say are the essence of this treaty.
But to obtain those concessions the United States, in turn, must make
a concession to Thailand which Thailand thinks produces a balanced
treaty which they can sign and can support.

Senator Prrr. But am I correct in saying in general under our
tax laws as of this year, or as of the recent past, any income taxes paid
to a foreign government are credited against our taxes?

Mr. Surrey. I would say that as a general proposition that is so,

Senator PeLr. So that would get rid of the inequity I was talking
about earlier where an American family can lose their house abroad
in a similar situation.

My, Surrey. Those inequities occur when the foreign tax credit does
not work. But as I indicated most nations have found that the for-
eign tax credit in and of itself just doesn’t do the full trick and there-
fore they have entered into these treaties.

Senator Pern. Now, another point that bothered me was the T-
percent credit. This may be political, but I can remember when in
1962, we went to our people, at least in my part of the country, and
gloried and reveled the 7-percent credit, saying how it would upgrade
the industrial machinery to be better able to compete with the devel-
o{ﬁed and undeveloped nations in the manufacturing of textiles, in-
cluding India and Pakistan, which are under consideration.

I wouldn’t be a bit surprised if we saw a good textile plant with
good Rhode Island machinery starting to be used with the 7-percent
credit in Thailand, if a treaty like this is enacted.

So the whole idea of the credit, which enables us to compete with
foreign industrialization in the upgrading of plants, contradicts the
policy of 2 years later which says we s]muﬁl do exactly the opposite so
as to upgrade foreign competition.

BACKGROUND TO TAX TREATY CONCEPT

Mr. Surrey. I think I would respond in this fashion: In 1961-62,
we were concerned with the fact that there were a number of reasons
for U.S. companies engaging in investment in the industrialized coun-
tries of the world, primarily in Western Europe and Canada and
Japan as compared to investment in the United States, and one was
because these countries granted investment credits to their taxpayers,
and granted very liberal depreciation.

So we looked at our tax laws and Secretary Dillon gave data to the
Congress, showing that with our 7-percent investment credit and lib-
eralized (’lepreciatlon the return to the investor under the tax systems
of Western Europe and the United States would be the same, and
that this would put investment in the United States on a par with
these countries.

But I think this was primarily only looking at the question of spur-
ring American investment here at home, making it attractive for our
capital to stay at home rather than to go abroad to the industrialized
nations of the world.

But. we do have a policy, I believe, under all our balance-of-pay-
ments rules and under our tax law, and certainly it is a policy under
the Foreign Assistance Act, that private investment in the less devel-
oped countries of the world should be encouraged. We have invest-
ment guarantees, for example, for less developed country investment.
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We ]((110 not extend the interest equalization tax to the less developed
world.

The Commerce Department’s voluntary program on balance of pay-
ments does not apply to the less developed countries. Banks under the
Federal Reserve voluntary program are to give a priority to bank
commitments to less developed countries.

Now the magnitudes are pretty small. The amount of investment
we are talking about, nonoil investment, manufacturing, the whole
manufacturing investment in the whole less devclope:f world was
only $178 million in 1964. The investment credit in the United States
came to about a billion and a half dollars of tax.

We are talking in this Thai treaty about $150,000, or $100,000 of
investment credit.

Senator Perr. But the thing that is important is the pattern for
other treaties in the future. This is what concerns me.

Mr. Surrey. But it is only for really less developed countries. It
wouldn’t apply, for example, to a territory like Hong Kong. Also,
the magnitudes are very small.

Senator Peri. Didn’t you just say India was under consideration
for a treaty?

Mr. Surrey. Yes, sir. But the magnitude of investment in any of
these countries is very small.

Senator Pern. I come from a State where the competition that we
face in one of our major industries comes from Pakistan, India, and
other developing nations.

Mr. Surrey. From imports into the United States.

Senator Prrr. Yes; cotton textiles.

Mr. Surrey. In the Thailand treaty, I don’t think that is so. In
Thailand, the manufacturing activities there seem to be quite limited.
They are primarily, I think, in machinery and for local consumption
and matters of that nature.

Senator Perr. I would agree with you about the general idea of in-
creasing investment in undeveloped nations. The point you have
cited, like the interest equalization arrangement am& the voluntary
curtailment of bank loans and short-term bank loans, are basically
projections of our foreign economie policy, concerned with our balance
of payments. To my mind, a tax treaty should only be concerned with
the interests of the citizens of the two countries involved, and it is
not a question of projecting the Nation’s economic policy. That
is why I personally object to this idea of a T-percent eredit in this
treaty.

REASON FOR 7-PERCENT TAX CREDIT

Let me come to another point. Why do you pick the magic figure 7,
because 7 is like a red rag to those of us who suggested it to upgrade
our machinery to compete with these nations, \

If you had chosen six or eight it might have been easier for us.

Mr. Surrey. It is curious, that reaction. We had looked at it the
other way. In fact when other countries requested 10 percent we did
not go to 10 percent because we thought that would be a departure,
a significant departure, from U.S. policy. In other words, we felt
that 1t would be in keeping with U.S. policy to say that insofar as
mvestment is concerned we will not leave the less developed countries
under a handicap as compared to investment in the United States




TAX CONVENTION WITH THAILAND 97

and therefore we would use the same 7 percent but we would not go
beyond 7 percent. So that is the way we approached it. In other
words, from their standpoint it was saying to Thailand, “In return
for all your concessions, we will see, that investment in Thailand is
not under a handicap as compared with investment in the United
States,” and that was the way we approached this treaty. We did
not go as far as the other industrialized countries had gone, which
was to say that “We will in addition give our investors in Thailand a
positive advantage,” which is what the other industrialized nations
have done.

And there are important things to take account of, Senator Pell.
When all is said :m(dew, the United States gains heavily from the
development of the less developed world. It gains through exports
to these countries, and that has been the pattern.

What we find is that the rest of the industrialized world begins
to see that, and is beginning to extend its network of tax treaties be-
cause they thinlk that this aids their political and economic interests.

Unless we find an appropriate way of negotiating with less developed
countries, we will be left behind in this parade, and if the rest of the
industrialized world believes that tax treaties are to their advantage,
I think we should pay attention to that feeling. 'We believe we have
found in this approach a mechanism that does not prejudice the United
States domestically but at the same time is acceptable to the less de-
veloped world in the sense that they will enter into tax treaties which
are helpful to American export trade, American investments and
American cultural relations.

Senator Perr. We are really talking in two different areas. T am
not arguing with you one bit about our objectives and the importance
of encouraging the industrialization of underdeveloped nations. We
are both tilting at the same windmill from different sides. I am say-
ing it should not be done through tax treaties, and if you do do it,
don’t use the figure 7 percent.

PROPOSED TAX TREATY WITH INDIA

One further query in connection with India: Are you considering
such a treaty with India ?

Mr. Surrey. Yes.

Senator Perr. Will the figure 7 be used in that?

Mr. Surrey. Yes.

Senator Perr. Again we would find in the textile producing parts
of the country considerable concern because that is the very per-
centage that was used to upgrade our own machinery. You will find
Indian textile products coming into our country now.

Mr. Surrey. That may be a special problem in connection with
India; that is not a special problem in Thailand as I understand.

Senator PrrrL. I understand.

Mr. Surrey. I say the magnitudes involved here have to be taken
into account.

When you say it can be done other than by tax treaties the answer
there basically is no. You cannot, except through a tax treaty, have
Thailand restrict the scope of its taxes. So that you start with the
necessity of operating through a tax treaty because that is the essence
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of what we are doing here, in that Thailand is restricting the scope of
its tax.

Now, the question is—under what conditions will Thailand
or Israel or India enter into a tax treaty with the United States?
They have refused to enter into tax treaties unless there is some rec-
ognition, some encouragement in their light, of capital inflow. We
think this extension of the investment credit is the encouragement that
is least harmful to the political policies and tax policies of the United
States. Thailand has entered into treaties with, I think, four coun-
tries by now, and in each of those treaties the other country has made
concessions which we think go beyond the concessions the United
States is making in this treaty.

Senator Perr. I would defer this to the chairman of the subcom-
mittee, but it is very difficult for me as an individual, when the treaty
has already been concluded and signed and it is given to us for
ratification, to vote against it. I would then be pulling the rug out
from under you but I wonder if, by the same token, those things which
bother us here, such as this figure 7, could not perhaps be taken into
consideration in the future.

Mr. Surrey. I think it is quite appropriate, Senator. Let me say
this: We have explicitly limited this clause, the investment credit,
to 5 years. We also, after negotiating two or three of these treaties,
brought them here, and attempted to bring them here as a group so
we could get your general reaction. For example, if this committee
were to authorize us to write an 8 or 9 or 10 percent investment credit
that would be one thing, if it felt that was appropriate.

We do view these hearings as giving us the insights of this com-
mittee into this process of treaties with less developed countries and
for that reason we have been quite cautious in putting time periods
on the innovations in these treaties, time periods which will go just
to these particular clauses and not the entire treaty.

Senator Gore. Would the Senator yield ?

Senator Pern. Absolutely.

POSSIBLE BENEFIT OF STATUTE OVER TREATY

Senator Gore. For the sake of clarification as we go along, before
vou leave the question of the advisability of granting investment credit
for the development of manufacturing abroad, in this case in Thailand,
I think a few questions may be posed here. First, consider the advis-
ability from the standpoint of our own interests and the interests of
Thailand of giving an investment credit against taxes owed to the
Treasury in the United States on profits earned in the United States
for, one, investment in Thailand and, two, the accumulation of assets
in Thailand. The advisability of it is one thing. If it is advisable,
if it is in the national interest, then I think a second question which
comes to this time element to which you were addressing your remarks
is important. Could this be more advisedly accomplished through
a statute which would be more temporary in nature than through a
treaty which certainly becomes a supreme law, and a rather rigid thing?
True, we could abrogate the treaty by legislation or by renunciation,
but this is something we are reluctant to do. So I think this second
element, the time element, is a part of the decision of the Senate as to
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whether we wish to do this, and if we wish to do it, whether we think
it is advisable to do it by treaty rather than legislation.

Excuse me for interrupting.

Mr. Surrey. Could I respond to that for a minute, Senator?

Senator Gore. With Senator Pell’s consent.

Mr. Surrey. I will respond by stating that we were directed by the
Foreign Assistance Act of 1961 to explore the possibility of using tax
treaties to promote private foreign investment. In other words, the
Congress asked the executive branch to enter into tax treaties with
less developed countries if at all possible. So that is one reason why
the treaty approach is used.

Secondly, as I indicated before, these clauses in this treaty are tem-
porary. They are all to be reexamined after 5 years. The United
States has the unilateral right under this treaty to reexamine the
investment credit extension after 5 years, and that does not go to the
withdrawal of the entire treaty. So there is a temporary period for
that provision, just as there is for the deferral provision, Senator.

Thirdly, I do not think it would be wise to do this unilaterally by
statute. 1 think there is something basic to the treaty approach:
There may be some countries you do not want to extend this credit to.
We did not think it desirable in the case of the Philippines to extend
the 7 percent credit because of the general contours

Senator Prrr. The Philippines did not want it either. _

Mr. Surrey. Well, that is part of the thing. Under legislation,
under a legislative approach, the Philippines would have it because
it would be unilaterally extended by the United States to the Philip-

ines.

A Senator Gore. That might not necessarily be the case. This comes
to the point on which I first questioned you today, and that is the
possibility of building up resentment to U.S. equity involvement in the
capital structure of other countries, the economy of other countries.
Wl; are having a kickback on that now, a rather severe one, from our
neighbors Canada and Mexico, and from the Philippines to which you
just referred.

Mr. Surrey. But that is just the very reason, I think, that the
approach that is being used of negotiating bilaterally with countries
that are interested and receptive—

Senator Gore. It would be fine except we have such a treaty with
Canada.

Mr. Surrey. Yes: but not an investment credit, Senator.

Senator Gore. I did not mean investment credit. But we have a
tax convention.

Mr. Surrey. Yes; but we do not have investment credit. I think
we have given a lot of thought to this, and the treaty approach

Senator Gore. You have provoked a lot of thought on the part of
the Senate, too.

Mr. Surrey. The treaty approach enables us to engage in bilateral
negotiations and suit the particular extension of investment credit, to
those countries which are receptive to U.S. investments and which
will agree to nondiscriminatory clauses and which will enter into
all these tax provisions. If you do something unilaterally, we have
found, you give away all your bargaining weapons at the tax treaty
table and there is nothing left to talk about.
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POSSIBLE EXCLUSION OF CERTAIN MANUFACTURED GOODS

Senator Perr. I wonder if I could leave with you one thought in
connection with the treaty you are now in the process of working
out with India. Perhaps you could have this credit apply only to
investment in heavy industry, where there is no competition. We
want to encourage capital to go into the steel industry, nuclear
installations, and industry of that sort, but perhaps it would be better
not to include consumer goods. I obviously have a parochial interest
in this, but we are being flooded with textile imports, many of them
produced from plants with machinery made in my own State. To
encourage production by the same devices that we took to get new
machines, and then encourage the manufacture of the same product
abroad which then comes back in is not very popular.

Mr. Surrey. Iseethe point you are making.

Senator PerLr. I am wondering if you could exclude consumer goods
in the working out of your treaty? Does this make any sense to you?

Mr. Surrey. Consumer goods imported into the United States.

Senator Prrr. Certainly.

Mr. Surrey. I do not think you would be concerned about consumer
goods remaining in India.

Senator Perr. Absolutely not.

Mr. Surrey. It is consumer goods imported into the United States.

Senator Perr. This would make life a little easier for my intellect.

Mr. Surrey. I think I can understand that problem.

PAST SENATE ACTION ON TAX TREATIES

Senator Perr. Ihopeyou would take that thought into consideration
in perhaps negotiating this and, as I say, make this less difficult to
accept. 1 would like to ask my chairman if it would be very unseemly to
reject. a treaty which has been signed even though we do not like it.
We do not have much alternative, do we?

Senator Gore. Well, we in effect rejected the Indian treaty in 1958
which had the elements of tax sparing and the most eloquent witness
against that was the distinguished witness before usnow.

He testified specifically against tax sparing in the Pakistan treaty
hearings.

Senator Perr. For ratification?

Senator Gore. No, opposed to ratification.

Senator Perr. The Assistant Secretary of the Treasury.

Senator Gore. He was not the Assistant Secretary of the Treasury at
that time.

I hope this is not going to be disconcerting to you, Mr. Secretary.

Secretary Surrey called the Pakistan treaty a “radical departure,”
he called it “the first tax treaty which directly reduces the U.S. income
taxes applicable to American corporations.” He condemned using the
treaty process “to reduce directly 1.S. taxes on Americans.”

That is exactly what this treaty does.

Senator Pern. This is just what we have been saying about this
treaty.

Senator Gore. Of course, he had the distinction then of being a lofty
professor and now he is in the operating end of our Government in a
very high position and different principles are involved, tax sparing
then, and here we have the investment credit.
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Mr. Surrey. Idothink thatisa fundamental difference, Senator.

Senator Gore. I only cite this—it is a fundamental difference, and
I recognize it. I only cite the refusal of the Senate to ratify the
treaty, and Mr. Surrey’s opposition to it, in answer to your question,
Senator Pell, that the bottom doesn’t fall out of the world if the Sen-
ate does not ratify this treaty. The importance of the pending
treaty, as 1 see it, is not its intrinsic importance vis-a-vis the United
States and Thailand, but the fact that this is more or less a prototype,
to use a current, word, and that if this one is ratified, then we will have
95 to 30 others. That does assume a magnitude of some impor-
tance. Secretary Surrey has two or three times referred to the
paucity of commodities and taxes involved here, and I agree. But
if this is a good idea, then, of course, it is something we hope will

TOW.
. I supported the foreign aid programs, in fact, I have supported
them all. I particnlarly supported them to rehabilitate the economy
in Japan, and we find in certain industries now that with American
aid Japan has a newer plant and in some respects a more efficient pro-
ductive plant than the United States. This was one of the most
compelling arguments used by Senator Pell in advocating investment
credit in the United States. I opposed investment credit. I was un-
able to persuade the Senate against the eloquent arguments of Senator
Pell that we needed to improve our own plant with investment credit.

NEED FOR A SELECTIVE APPROACH TO TAX TREATIES

There comes a time when I think all good things may be becoming
surplus. Inother words, you can overdo the best of things. Just how
far we can go in subsidizing the development of industry abroad, I
do not know, and this comes to the question of selectivity. By this
treaty giving investment credit for development of manufacturing
abroad, we have no power of selection. It is a broad coverage. It
does not matter whether the investment is in textiles, in shoes, in
bubble gum, or whatever. The subsidy from the Treasury goes, and if
it is wise policy for the United States to subsidize the development of
foreign economies, should we do it with this scatter-gun approach
of a treaty which gives such a benefit to all kinds of investment, except
in 0il and mineral extraction, or would it be more advisedly approached
on a selective basis? It seems to me that that is the second 1mportant
question involved here. Do you agree with that?

Senator Perr. 1do.

Mr. Surkey. I think the treaty approach does permit you to be selec-
tive, and if this committee thought we ought to be more selective than
we have been, we thought we had some degree of selectivity here,
obviously, that would be something to be taken into account.

I do want to reemphasize the fact, and it goes to your guestion,
Senator, that these are all temporary clauses and they are deliberately
temporary and they are deliberately put in that way so that they have
to be reexamined at the point of 5 years because you will get countries
that will be changing perhaps their pattern of industrialization, and
this will give us, this limitation to 5 years, the opportunity to examine
these matters, perhaps to engage in more selectivity as you indicate,
as we gain experience with this.

In other words, we have tried to pattern the approach here as far as
possible to your general objectives by keeping it sufficiently flexible
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and sufficiently within our control rather than have it a long enduring
matter never to be reexamined without having to reexamine the entire
treaty.

Senator Gore. I can see that the 5-year limitation has merit. But
so far as promoting selectivity, it promotes nothing at all. Within
that 5-year period the benefits, subsidy by way of investment credit,
will flow to any type of investment which any American, any interests,
may wish to make in Thailand.

Mr. Surkey. Yes; with the exceptions set forth in the treaty.

Senator Gore. Except the prohibited ones of oil and mineral
extraction.

Mr. Surgey. And, of course, except as Thailand itself puts limita-
tions upon the process.

Senator Gore. But that is not within our control.

Mr. Surrey. Noj that is not within our control.

Now, I think our general thought was that the investment levels
are so low, and likely to be so low, that this was not yet a problem
in Thailand.

Senator Gore. I think I would agree with you. But when you ex-
tended this to 27 countries I am not sure that that is true.

Mr. Surrey. No. What may be a selective problem in one country
may not be a selective problem in another country.

Senator Prrr. I wonder if you could agree in principle, or would
this be pressing you too hard, that in the further negotiation of these
treaties with India and with other countries, that goods being pro-
duced for export or investment in plants producing goods for export
to the United States could be exempted from any 7 percent credit—
I would prefer 714 or 67 percent credit, if we could agree in principle
on that, I would agree more enthusiastically.

Mr. Surrey. T would not, if you don’t mind, Senator, like to make
a commitment on that today. But I do want to say to yon I do think
your suggestion requires our very careful consideration. I can see
a good deal of merit in the suggestion.

Senator PeLr. I would be interested in the reaction of my colleague,
the chairman, to the same thought, that this investment credit might
or might not apply to plants producing goods for export to the United
States in competition with our own goods.

Senator Gore, I do not know how you could administer that.

Mr, Svrrey. Well, I think we could. I would like to think about it.

Senator Gore. This would certainly ease some of the difficulties
involved.

Senator Prrr. Not just me, but T think other Senators, would feel
this way, too, when the question is thought through.

Senator Lauscue. Senator Pell, your thought is that if you give
them a tax benefit, on the one hand, and then allow them to make
inroads on our own business by exporting to us, yon are giving them
a double benefit and harming us twice.

POSSIBLE HARM TO DOMESTIC INDUSTRY

Senator Prrr. That is right. The only person who benefits then
is the individual American investor, who can make a killing to the
harm of our domestic industry. It can be china, rubber tires, or tex-
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tiles in my case, whatever it is that is made. My point is that while
the objective is to have investment in heavy production, particularly
in the developing nations, and the productivity of the free world is a
good thing, coudn’t we exempt from it investment in plants that are
going to be in direct competition with American plants. Would that
1dea have merit ?

Senator Lavscae. It would not only be of harm to our industry,
but to all segments of the economy that are in any way related to it.

Senator Gore. Of course, this would become another restriction to
trade, and I think the Department would want to examine that rather
broadly from both standpoints.

Senator Perr. Excuse me, not to trade, just to the investment credit.

Senator Gore. Well, I mean when you set up certain estoppels for
particular categories of goods manufactured through or as a result of
or affected by this investment credit, you might affect a wide scope of
international trade when you extend it to all the underdeveloped
countries,

Mr. Surrey. In the treaties that we have signed, Thailand and
Israel, we did not think this was a problem because I do not think they
have goods that enter competitively with the United States. India we
would have to look at, Senator Pell, and we would have to look at it to
see whether your observation there had a practical content, but we
would be glad to look at it.

Senator Gore. This was true with respect to Hong Kong a few years
ago, and now some of the most devastating competition comes from the
territory of Hong Kong.

Mr. Surrey. As I say, we would not enter into a treaty of this kind
with Hong Kong. We do not even treat Hong Kong as a less devel-
oped country.

Senator Gore. I think the point that Senator Pell is making is
that there are numerous other countries which have a very low wage
scale and mass unemployment, and yet dexterity of hand and indus-
trious people that, if given the proper and sufficient stimulus of sub-
sidized American investments such competitive factors might easily
be erected in other countries,

Thailand might be one of the possibilities. I am not sure that the
Thai people are as industrious as the Chinese, but they are certainly
highly skilled in the type of work that requires dexterity of hand.

It is in this area, it seems to me, the area where the particular type
of labor that requires dexterity is involved or maximized in a product.
Our devastating competition in international trade does not come from
the mass machine production, the assembly line production. It isin
those products where hand labor is maximized and, particularly adept
and dexterous hand labor. Isthis not generally true!

Mr. Surrey. In the exports of Thailand, for example, to the United
States, the vast proportion is rubber from Thailand, tapioca is next in
proportion, then kapok.

Senator Gore. I wish they could send us some of their pineapples.
They have the most delicious pineapples in the world.

Mr. Surrey. They don’t come to 1 percent in the export figures.
Gum and teak are others. In other words, Thailand is a raw mate-
rials exporter. It is not a finished goods exporter.
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Senator Perr. And certain luxury textiles. I happen to be the
proud possessor of a Thai necktie, and it is really a remarkably nice
one indeed.

Mr. Surrey. Our figures show silk 1 percent.

Senator Gore. Incidentally, I know the gentleman who developed
Thai silk; it is called under the trade name of Thai Bok. His name
is Thompson. His home is very near Washington.

He was there as a soldier on the Burma Road, and discovered up
in the mountains the Thai weaving or spinning an unusual quality
of silk, so after the war he secured some good American and German
and Swiss dyes, and went back and selected some talented people, and
he has succeeded in making a world market for Thai silk.

Senator Perr. Without a 7-percent credit.

Mr. Surrey. I would suppose in a sense some of the Rhode Island
manufacturers succeeded without the 7-percent credit. The important
thing is what happens on the average, and at the margin. :

Senator Perr. I not only hope but urge that in your negotiations
with India and any other undeveloped nations, you give thought to
this idea that I propose.

Mr. Surrey. We will, Senator.

STATUS OF INDIAN TREATY

Senator Gore. The Indian treaty, Senator Pell, is under active nego-
tiation. In fact, it is pretty near fo the signing stage, is it not?

Senator Perr. Are we that near already ?

Mzr. Surrey. I do not think that it's that far. We have a tentative
text, but it is not yet a final text.

Senator Perr. Does it include this provision for the exclusion of
goods destined to the United States?

Mr. Surrey. No, it does not.

Senator Perr. Would it upset the negotiation to stick it in?

Mr. Surrey. That is something I would have to explore, Senator.

Senator Perr. I hope you will be able to do it.

Mr. Surgey. Yes.

Senator Perr. But it does have this magie 7.

Mr. Surrey. Yes, because, you see, in our light that would be in
keeping with the way we view it. If it were 8. 9, or 10, I think we
would have been moving in the direction of a positive inducement, as
against the United States, and that is why, I think without direction
from this committee, we did not think it was advisable.

When you get down to less than 7—and this is one of the interesting
things, a number of these countries made us engage in caleulations as
to whether from their standpoint they were getting the equivalent of
tax sparing. Remember, this is a treaty, and this is a bargain, and
the other country has to sign it. The signature of the United States
alone is not enough. '

Seven percent. gives them nearly the amount of benefit that they
think a tax-sparing eredit would give them when you look at the
whole thing. So that, consequently, at 7 percent they could enter into
these treaties, althongh T think they would have preferred 10 percent,
but I do not think it would have been appropriafe to negotiate 10 per-
cent. Below 7 percent we therefore would have problems.
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FEW BENEFITS FOR THE UNITED STATES

Senator Gore. I must say, as I have studied these treaties, Mr. Sec-
retary, I have not been particularly impressed with the national
benefits which might be anticipated for the United States.

It is true, as Senator Pell says, that it might benefit some investors,
American investors, in Thailand. The real benefit, if any, it seems to
me, must be drawn from the overall policy of encouraging economic
development in underdeveloped countries.

I agree with you that as these economies develop they are better
customers for the United States. I think experience shows that, and
insofar as benefits to our country are to be found, I think they must
be found in this, at least this is my view.

Now then, the second question is whether this is the best way to do it.
I would like to see the United States promote economic deyelopment in
underdeveloped countries. I have supported bills for that purpose,
the Alliance for Progress, for instance.

But I must say I have the gravest of doubts as to whether we should
do it by treaty, providing investment credit on a nonselective basis
for any sort of economic development; and, secondly, I doubt that as
a price for doing that we should give to Thailand or concede to
Thailand or accord to Thailand, an interest in, and thereby by treaty
reduce, taxes on our own people here at home. It just does not seem
to me that this is exactly the proper thing to do.

When you combine the investment credit for, let me repeat, both
investments and accumulation of assets abroad with deferral of
taxation, and deferral is in many respects forgiveness of taxation,
on the sale of properties by American corporations to a foreign sub-
sidiary or foreign affiliate, it amounts to or could amount to a heavy
subsidy for such investment in Thailand.

Mr. Surrey. Senator, let me just repeat——

Senator Gore. Before you go to that, let me quote what you said
with respect to subsidies of this sort:

I think I would tend to say—and this is in part the experience of tax his-
tory—that tax concessions are probably not the most effective way to do it.

You impressed me very much when you said that.

Mr. Surrey. I was hoping I would impress you even more today.

Senator Gore. I must say you are increasingly impressive, Mr.
Secretary.

FOREIGN ASSISTANCE ACT PROVISION RELATING TO TAX TREATIES

Mr. Surrey. We start with this background, Senator. The Foreign
Assistance Act of 1961 directed the President to accelerate a program
of negotiating treaties of commerce and trade, including tax treaties,
which shall include provisions to encourage and facilitate the flow
of private investment to and its equitable treatment in friendly coun-
tries and areas ?art-icipming in programs under this act. This was
the congressional direction.

Senator Gore. That was under the Eisenhower administration.

Mr. Surrey. This is 1961.

Mr. Gore. Oh, well, it was largely a repetition of what was in the
1954 act.

Mr. Sorrey. Well, but it is a direction in 1961. This is a tax
treaty.




106 TAX CONVENTION WITH THAILAND

Senator Gore. I must say that also this was contained in language
submitted to the Congress by the executive branch, so I am not sure
that this was a mandate that originated in the legislative branch. We
sort of concurred in it, and maybe we should do less of that.

Mr. Surrey. Yes. But I take my—I read the statutes of Con-
gress——

Senator Gore. I understand we passed it, and you are right.

Mr. Surrey. That is right, and there it is.

This is a tax treaty with Thailand which does obtain for the
United States important tax concessions of a kind which the United
States has been seeking to obtain generally in a tax treaty program
which this committee has approved time after time.

We have said that without some recognition of encouragement to
investment in Thailand, in keeping with the directive in that act, I
do not think we can sign this treaty with Thailand or these other
countries.

Insofar as the policy of the United States is concerned, the 7-percent
credit is a device which it has sanctioned. That is national policy.
Consequently, this does not adopt any new national policy such as
tax sparing, which was a positive additional benefit to the investor
as against investment at home. Tax sparing was a lowering of the
tax to the investor in the foreign country as against investment at
home and, therefore, quite a different concession and quite a different
thing. This treaty involves the extension to a less developed country
of a policy that is already ingrained in our tax laws and, therefore, is
of a quite different nature.

I generally agree with you, Senator, that we should be very careful
in changing the U.S. tax laws on U.S. investors. This committee,
however, has approved this effect in the past. I was in error when
I testified earlier. In the treaties with Jalifm and Great Britain, we

do reduce the U.S. tax on U.S. investors. The treaty with Japan has
since been changed because of changes in their law, but basically
their treaty did so, and thus such a policy has been used at times,
sparingly, in the past.

With respect to this problem of deferral, again that is limited for
b5 years. It is an experiment.

The suggestion came to us with respect to and from those groups
of companies in the United States, construction companies, architec-
tural firms, companies that are interested in exporting machinery.

In many cases their activity is to produce a plant in the other
country. They either take part architecturally or from a construc-
t-Sion aspect or as the exporters of machinery produced in the United

tates.

The foreign country sometimes desires that they take minority
stock. There can be other reasons for taking minority stock. We
thought generally that is the kind of thing that is in the interests
of the United States to encourage. We thought deferral would be in
keeping with U.S. policy in that deferral is permitted when there is
an 80-percent interest in most of these situations. This would be per-
mitted under the treaty when there is a minority interest, which is also,
we think, in keeping with encouragement of joint ventures. It is a
policy to be tried for 5 years.

If the committee thinks it is not working well, if the committee
thinks it is disadvantageous to the United States, then obviously it
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can be studied. But again, we attempted to carefully circumscribe
it and keep it within those limits so that this would not be something
that is so ingrained that the whole treaty has to be destroyed if we
later decide that this was not a sensible departure.

MEANS OF ENCOURAGING DEVELOPMENT

It looked to us to be a sensible way of encouraging the development
of these countries through these kinds of services and through this
export of machinery and equipment. Now, we may be wrong in
th:ltp. We do not think so. But that is the underlying basis for the

olicy.
p It ﬁad to be done bilaterally because unless the other country agrees
to a similar deferral there is no point to the exercise, since a tax would
have to be paid to the other country.

Senator Gore. Of course, as a matter of tax equity, I think this
would be a wrong policy. What you have is the sale of patents and
architectural designs, know-how, other property from the United
States to a foreign affiliate, in which they have a minority ownership.
This property is exchanged for the assets of this foreign affiliate. 1f
those assets are of value, then they have made a sale, and then they
have income. They sold a patent, they have sold know-how, and they
have sold other property.

Mr. Surgey. The word “sale” bothers me because they look at it as
a contribution for stock.

Senator Gore. Well, if you contribute $1 million for stock, you get
the stock. Now, whatever you call it, that is an acquisition ofy assets.
If you do not want to call it that, call it an exchange of patent rights
for stock.

Mr. Surrey. Yes.

Senator Gore. In any event, to the extent that this stock in the
foreign affiliate is of value, then the domestic corporation has acquired
a value in the foreign assets for property which is owned in this coun-
try. This is income by whatever devious way you describe it, whether
devious or not devious, whether direct or indirect, and from the stand-
Eoint of tax equity it is income on which they should be taxed, whether

y normal or capital gains rates would depend upon the circumstances.

So what you do here is you defer. You just do not treat this as in-
come for tax purposes. Without the consideration of promoting the
developing of the underdeveloped country, I would say it would be
indefensible. It may be defensible because it is done for this purpose.

Now, this is my view on it, and whether you agree with this or
whether you do not, the question is, so far as I see it, whether the
development, the character of the development to be promoted, justifies
both the tax credit and the tax deferral.

POINT OF DEFERRAL

Mr. Surrey. What I was trying to do was to indicate, one might
say, that the risk to the United States in changes in U.S. tax policy was
not so great. For example, on this deferral point, Senator, if there
is 80 percent ownership, then for most of these cases there is deferral
unilaterally under our law.
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In these particular cases we are dealing with, where it is less than 80

ercent ownership, in most situations, I think there would be a tax
in the foreign country for which we would grant a tax credit in the
United States.

Senator Gore. It would not be a tax on income earned in the United
States on the sale of a U.S. asset.

Mr. Surrey. Oh, no. You see, the foreign country would look at
it your way, Senator. It would say there is an exchange of stock for
a patent, and Thailand, for example, could tax this very transaction
because Thailand would regard that as income originating in Thailand.
Consequently the U.S. investor would plan the transaction so that he
would get a credit for the Thailand tax when we, in turn, taxed this
transaction.

All we are doing here essentially and basically is saying they will
defer their tax, and we will defer our tax in lieu of their taxing and our
giving the tax credit so as to make this kind of investment or this kind
of contribution more feasible. But there is not any basic harm to the
United States in this transaction because in many cases if properly
conducted and properly planned, you can get a foreign tax credit for
this, and onr tax is reduced anyway. We defer to the foreign country.
There may be a difference in rates, of course, but basically these are
transactions which are taxed in both countries.

PROBLEM OF TAX JURISDICTION

Senator Gore. Mr. Surrey, I do not know how Thailand would tax
X corporation, a U.S. corporation.

Mr. Surrey. That is the problem, Senator, of tax treaties, and that
is why we get into these difficulties because Thailand considers the
transaction as taking place in Thailand. There has been an exchange
in Thailand under your terms, I mean the way you approach it is the
way a good, hard-boiled Thailand tax inspector would approach it.
He would say there has been a sale in Thailand of assets for Thailand
stock. That is the reason this provision, to make sense, has
to be bilateral. It would not do us any good to defer our tax uni-
laterally in these cases because in many cases, without some special com-
cessions in the other country, there will be a tax in that country.
Sometimes our people can work out these concessions, but something
has to be done to eliminate the tax in the foreign country.

Now, sometimes they may plan it so that the sale technically occurs
here and does not occur in the foreign country. But we do not have
control over those rules. Thailand has controls over what Thailand
wants to tax, subject toa tax treaty. If Thailand says——

Senator Gore. Something within their own sovereignty.

Mr. Surrey. That is correct. Thailand can say this transaction
takes place for tax purposes in Thailand, and there is nothing the
Unit.ec{) States can do about it except through a tax treaty, and that is

why these tax treaties are important, because some countries have
different views of tax jurisdiction.
Senator Gore. You make a goodo&)omt, and it illustrates, of course,

that this is by no means a one-sided question. There are many con-
siderations involved in the decision to ratify or to reject the pending
treaty.
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T do not quite understand the mechanism. I do not challenge the
accuracy of your statement at all, but I do not quite understand how
Thailand would reach X corporation, a U.S. corporation, that does not
have a so-called permanent establishment in Thailand, but which, for
the exchange of patents, receives 10 percent of the stock of Y corpora-
tion, which is a Thai corporation.

The stock is shipped to X corporation in the United States; the
patent material is :hli[’}p(‘-(l to Y corporation in Thailand. How would
Thailand ever reach the assets of X corporation?

Mr. Surrry. Well, there are two questions in this.

Senator Gore. Unless they wish to confiscate the 10-percent stock.

Mr. Surrey. Yes; there are assets. There are always two questions,
Senator, as you point out. One is, is there a tax to be levied and, two,
has the foreign country got practical ways of collecting the tax?

Senator Gore. Yes.

Mr. Surrey. Now, for example, one of the reasons why the per-
manent establishment rule is so important in this treaty is that
Thailand imposes taxes on U.S. corporations that sell through people
in Thailand, even though the U.S. corporation may have nobody in
Thailand, and it enforces that by a withholding tax of 2 percent of
the gross receipts. So there are ways by which

Senator Gore. Two percent of the receipts of such——

Mr. Surgey. Sales.

Senator Gore (continuing). Such sales agencies?

Mr. Surrey. Sales that the U.S. exporter makes to Thailand through
an independent, commission agent or broker in Thailand.

Now, most companies, I mean American corporations, have not been
in Thailand, they are right here in the United States sending their
goods to Thailand, they have nobody in Thailand.

Senator Gore. So the tax would really be not on X corporation but
upon whatever corporation or whatever agent

Mr. Surgrey. It is 2 percent of the gross receipts which would
otherwise be remitted to the United States which are withheld in
Thailand. The commission agent has to withhold.

Senator Gogre. So that in order to alleviate such an arbitrary treat-
ment;

Mr. Surrey. We write this treaty.

Senator Gore (continuing). You propose this treaty.

PERSONAL AND NATIONAL BENEFITS OF TAX TREATIES

Mr. Surrey. We write this tax treaty with Thailand under which
that tax will not be withheld.

Senator Gore. This has been of benefit primarily, as Senator Pell
stated, to those few Americans who are investors over there.

The question is where is the national benefit ?

Mr. Surkey. These are people who are exporting into Thailand.
These are American corporations exporting into Thailand.

Senator Gore. They may not be exporting. They may be engaged
in manufact m*ing in Thailand.

Mr. Surrey. No, If they are engaged in manufacturing in Thai-
land—

Senator Gore. I mean they may have stock in a corporation that is
purely a Thai corporation.

53-234—65—8
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Mr. Surrey. Then we have a different set of problems. Then we

would have the subsidiary in Thailand. But these are American cor-
oorations with no interest in Thailand other than to export to
“hailand.

Senator Gore. The example I gave you did not assume that X cor-

poration would export to Thailand except they were exporting their
atents and gaining in exchange therefor a 10-percent ownership in
q" corporation, a Thai corporation.

Mr. Surrey. What I wanted to indicate, Senator, was that Thai-
land jurisdictional tax rules are very broad and, therefore, in the case
you have indicated, Thailand could say, “we have jurisdiction to tax
here,” because a Thai corporation is, in your language, selling stock
and getting something for it.

Now, under that view a taxable transaction has occurred in Thai-
land. The American person engaged in that transaction has income
from Thailand, and the question is how Thailand would collect that
tax. They could levy on the stock or if there are other assets of the
corporation they could levy on those.

But this is not unusual. There are other countries that will say,
“As long as their stock is involved any transactions with respect, to
that stock no matter where occurring in the world are taxable.” For
example, Germany, says that if an American owns stock in a German
corporation and sells that German stock to another American at a
profit, Germany taxes that profit if there is, I think, 25 percent
ownership.

Now, we would not, the United States would not, do that. In other
words, if a German held a 25-percent interest in an American corpora-
tion and sold that to another German, we would not tax that transac-
tion.

Well, now, here is a difference in tax rules which only a treaty
can deal with, and the German treaty, which we hope to have before
you, will deal with this situation and restrict the scope of German tax.
That is what these tax treaties are all about, and these are just instances
of where you get a jurisdictional rule in one country that is much
broader than our jurisdictional rule, and in these cases the foreign tax
credit mechanism breaks down, our taxpayers get subjected to taxes
they do not know about and later have to pay, or which economically
are harmful.

Now, sometimes they can plan to have other income from these
countries so that the United States picks up the tab through our
foreign tax credit. In other words, this would be a German tax, and
it would be creditable to the extent that there was worldwide income,
and we would pick up the tab.

When we enter into a tax treaty, what we are really doing in the
German case is that the U.S. Treasury will benefit in large part and
the German Treasury will give up the tax. That is exactly what this
German treaty before yvou will involve,

This Thai Treaty involves in the deferral example a similar thing.
The U.S. Treasury is unilaterally committed to crec iting foreign taxes.
When we ask Thailand to restrict the scope of its jurisdiction, as in
this permanent establishment case or in this deferral case, our T'reas-
ury, in effect, does not have to credit this foreign tax in Thailand,
and the U.S. Treasury in dollars and cents benefits from this Thai
tax treaty.
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BENEFITS FOR THE UNITED STATES

I would say that with respect to a good deal of this Thai tax
treaty the U.S. Treasury is one of the beneficiaries.

For example, when the dividend tax in Thailand is reduced from
25 to 20 percent, we thereby gain some tax as a result of that very
transaction because the Thailand rate falls below the U.S. rate, and
we pick up tax.

Senator Gore. Just as you say the volume of trade is small, the
magnitude of this is quite small.

Mr. Surrey. Yes. We happen to be dealing in small figures.

Senator Gore. That is right.

Mr. Surrey. The German example I gave you, I know of one
transaction that involves over $2 million.

Senator Gore. Yes. That would be much larger.

Mr. SURREY. Yes.

Senator Gore. So the real importance of this pending treaty with
Thailand, and the reason I have called for a hearing on this par-
ticular one, is not its magnitude either in revenue, in exports, trade,
or import volume, it is because of the fundamental principles involved,
which I have already stated.

It is a matter nfy importance, and one on which you have made

an excellent case from your standpoint, and is one which the Senate
must consider not just from the parochial point of view but from the
national point of view.

As Senator Pell has said, we need tax conventions with many coun-

tries, the more countries the better if they are advisable conventions.

Whether or not the overall public interest is served by the conces-
sions which you propose in order to obtain the agreement of our for-
eign contracting parties is something the Senate must look at with
the greatest of care.

Mr. Surrey. I would fully subscribe to that. We would not have
sent this treaty to the Senate of the United States unless we thought
it was in the national interest of the United States. But we certainly
believe th(ils is a matter which should be examined, and we fully
understand it.

Senator Gore. I think that I may have addressed a letter to you or
to the Secretary of the Treasury some year or so ago admonishing
you to tread carefully in this area. I would wish to concur in the
suggestions of Senator Pell that further negotiations be had with
the greatest of caution until the Congress reaches some decision on
the pending treaty.

Now, the pending treaty, as you well know, let the record show i
not a 100-percent prototype, because, as you have said, a treaty be-
tween the United States and any other country may vary in some
degree from a treaty between the United States and any other coun-
try. But, in general, this is a prototype. Therefore, the Senate will
want to consider it carefully, and is considering it carefully.

I have talked with numbers of Senators about it. I am not sure
that those who are not in the club realize the importance of the lunch-
eon discussions in the dining rooms that are positively only for
Senators. There at a round table yesterday, I believe, as I looked
around the table there were nine Senators, and we were discussing
just this subject, and I observed as an aside to someone on my left
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that a more meaningful debate and discussion was underway there
than was underway on the floor of the Senate. So this is being dis-
cussed, it is being considered. No speeches have been made on the
floor yet. There are some requests from the public for an opportu-
nity to testify on the treaty.

I think T will just fix now Wednesday of next week at 10 o’clock
for the appearance of public witnesses, and then this subcommittee,
to which Senator Fulbright has referred this treaty for consideration,
if it can in the rush of events here in these last few weeks of this
session, will make a recommendation to the full committee.

I believe that concludes my questions on it. If you would like
to make a concluding statement the committee would be pleased to
hear you.

Mr. Surrey. No. I think that concludes my statement, Senator.
I fully understand the importance of this issue. We have not in
any way attempted to keep secret what we are doing.

As a matter of fact, I very deliberately last year announced in a
speech in Montreal, that the Treasury was engaged in this policy so
that there could be public discussion and consideration of the maiter.

SUGGESTIONS FROM LEGISLATIVE BRANCH W ELCOMED

We are cognizant of the fact that this is a new matter, several new
matters, and that there can come out of these discussions suggestions
such as that which Senator Pell has made, for use to consider.

I do want to emphasize though that I am certain that the Senate
is aware that this is a prototype in the sense that we feel some provi-

sion of this nature—the 7% Investment credit, is necessary in order to
obtain tax treaties at all with the less developed countries.
I do not regard the P]IIII?I)]IIG treaty as illustrative. I think that
1

was unusual, and T do not t
developed countries.

Senator Gore. Likewise I did not consider, as you know you had
three here, I did not consider the proposed treaty with Israel as much
of a prototype as the Thai treaty. That is why I suggested we have
a hearing on the Thai treaty.

Mr. Surrey. We wanted to proceed with negotiations with a num-
ber of these countries before we had full discussions with you, and I
think that is helpful. Having had discussions with Israel, and some
with India, and with the Philippines and Thailand, these are four
countries, and it has given us a background. That is what I have been
trying to do, to give the committee a sense of what we think the string
of negotiations with other countries will look like. It has been our
experience, in talking with most of the countries, that they invariably
open their negotiations by asking for a tax sparing clause. That is the
way every discussion starts with a less developed country. We say
“No.” Then if it is appropriate we suggest the extension of the 7-per-
cent credit, and they think about it. My guess is that it would be an
acceptable device to most countries. It would have to be handled care-
fully, as we did in the Philippine case.

We also, I think, should consider Senator Pell’s suggestion because
some of the countries that may be coming up may be involved in that
situation.

ik it would be repeated with other less
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Senator Gore. India certainly would be.

Mr. Surrey. India might be, and I would have to look at their ex-
port picture.

Senator Gore. I think it is reasonable to say that the Congress would
not likely have approved investment credit for foreign investment
at the time the investment credit for domestic investment was passed
because the very arguments so eloquently put forward by Senator Pell
and others in favor of enacting the investment credit was to improve
our productive plant in order to meet competition from increasingly
modern and effective foreign plants. That, however, should not prej-
udice the consideration of this.

One of the questicns is whether we do by treaty what is essentially a
legislative matter, to wit, the taxation of our own nationals,

Mr. Surrey. 1 do think that is important. I would say that my
experience in having negotiated a number of treaties, we have a large
number now both with industrialized and less industrialized under
consideration, leads me to emphasize the great importance of giving
the U.S. representatives sufficient cards to play at the bargaining
table. The very act of extending the foreign tax credit unilaterally
handicaps us today when we are negotiating with other countries.

Unless you give us sufficient cards to use at a T)argaining table we are
just simply at a disadvantage. I do want to emphasize, Senator, that
these are difficult bargains whether you are dealing with developed
or less developed countries.

I think treaties properly serve the United States in many areas
such as the tax area. After having had some experience with it and
having worked on it, I think the experimental approach of handling

the 7-percent credit at this time in tax treaties would be more advisable
than llho unilateral act of extending the credit.

Senator Gore. I do not expect fo raise the question here, but a con-
stitutional lawyer would have quite a time with these two constitu-
tional provisions. One is the treaty process, and the other one is the
provision that all revenue measures originate in the House of Repre-
sentatives.

Mr, Surrey. We defer to the treaty process and to the Senate of the
United States on that.

Senator Gore. Thank you, Mr. Surrey.

It may be that the subcommittee will want to meet with you in-
formally for further consideration.

Mr. Surrey. At any time, sir.

Senator Gore. We will recess until 10 o’clock Wednesday, August
25, 1965.

Thank you.

(Whereupon, at 11:35 a.m., the subcommittee was in recess, to re-
convene at 10 a.m., Wednesday, August 25, 1965.)
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WEDNESDAY, AUGUST 25, 1965

UNITED STATES SENATE,
SUBCOMMITTEE OF THE
Coanvrrree 0N Foreray RELATIONS,
Washington, D.C,

The subcommittee met, pursuant to recess, at 10:05 a.m., in room
4921, New Senate Office Building, Senator Albert Gore presiding.

Present : Senators Gore and Williams.

Senator Gore. The Subcommittee on Tax Conventions has now
held four hearings on the income tax convention with Thailand. We
have heard spokesmen for the Departments of State and Treasury,
and Dr. Woodworth, staff director of the Joint Committee on Internal
Revenue Taxation.

Today has been set aside for hearing public witnesses. We will
hear several witnesses from the business community. I do not know
the tenor of their views. I am aware that there is some dissatisfac-
tion with the permanent establishment provisions and perhaps with
some of the source rules set out in the treaty. It may be that in
trying to combine foreign aid objectives with the objectives we
normally pursue in tax conventions that we have perhaps gone too
far in encouraging foreign equity investment at the expense of our
regular foreign commerce. It may well be that the regular U.S.
exporting concerns would be victims instead of beneficiaries of the
pending treaty. This we must examine. If this is the ease, it could
have serious repercussions when this type treaty shall have been
extended to 25 or 30 countries.

We shall now let the witnesses speak for themselves and their re-
spective interests.

I regret, gentlemen, that due to time limitations, we will have to
ask you to limit your oral presentation to 10 minutes. It may well be,
of course, that there will be questions and discussions that will go be-
yond this time limit. At any rate, let me assure you that your full
statements will be printed in the hearings, and it is my firm belief
that each member of this subcommittee is going to study these hear-
ings closely before any action is taken on this treaty.

We will now proceed with the witnesses. The first witness is Mr.
Raphael Sherfy.

STATEMENT OF RAPHAEL SHERFY, MANUFACTURING CHEMISTS'
ASSOCIATION, INC., WASHINGTON, D.C.

Mr. Suerry. Mr. Chairman, my name is Raphael Sherfy, and I am
appearing today on behalf of the Manufacturing Chemists’ Associa-
tion, Inc. (MCA) in my capacity as special tax counsel for the associa-
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tion. T am a partner in the law firm of Turney, Major, Markham &
Sherfy located in Washington, D.C. Prior to joining this firm in
1959 I was associate tax legislative counsel in the Treasury Department
for T years.

The Manufacturing Chemists’ Association is a nonprofit trade as-
sociation with 194 U.S. member corporations, large and small, which
account for more than 90 percent of the productive capacity of the
chemical industry in this country. With the committee’s indulgence
I would like to confine my comments today to one of the definitions in
article 3 of the income tax convention with Thailand.

CONCERN OVER PERMANENT ESTABLISHMENT PROVISION

The definition of a permanent establishment embodied in article 3
departs significantly from the definition generally found in most of
the income tax conventions to which the United States is a party.
Prior conventions have defined a permanent establishment generally
as a branch, an office, factory, mine, or other fixed place of business.
In addition, it has been generally provided that a foreign subsidiary
corporation would not in itself constitute a permanent establishment
of its parent. Furthermore, except for the convention with India to
which the Senate has never given its advice and consent, the estab-
lished U.S. policy has been to provide for the exclusion from the
concept of a permanent establishment of (1) a bona fide commission
agent or broker acting in the ordinary course of his business, and (2)
an agency unless the agent has general authority to negotiate and con-
clude contracts or has a stock of merchandise from which he regularly
fills orders. The following treaties define this term along the fore-
going lines: Australia, Austria, Belgium, Canada, Denmark, Finland,
Germany, Greece, Honduras, Ireland, Italy, Japan, the Netherlands,
New Zealand, Norway, Pakistan, Sweden, Switzerland, the Union of
South Africa, and the United Kingdom.

The Manufacturing Chemists’ Association wishes to invite your at-
tention to the expanded definition of a permanent establishment in the
Thailand income tax convention. Subparagraph (b) of paragraph
4 of article 3 of the convention provides that a permanent establish-
ment of a U.S. corporation will include an agent, who regularly secures
orders in Thailand for a U.S. corporation. Paragraph 5 makes this
principle also applicable to a bona fide broker, general commission
agent, forwarding agent, custodian or other independent agent who
acts almost exclusively for and regularly secures orders for a U.S.
corporation.

'[qm association objects to this extension of the coverage of permanent
establishment from the previous policy reflected in most of our prior
conventions. This new policy is also embodied in the convention with
the Philippines which is before your committee,

The Manufacturing Chemists’ Association does not believe that the
United States should agree that these circumstances constitute a
sufficient basis for Thailand to tax.

Senator Gore. Must the United States agree?

Mr. Suerry. No, sir.

Senator Gore. In other words, Thailand is free to levy such a tax
without agreement of the United States, and does she not now do sof?




TAX CONVENTION WITH THAILAND 117

Mr. Surrry. Let me take the first question I think you asked me.
Tt is true that Thailand could levy a tax without the treaty provisions,
because it is her own jurisdiction.

Senator Gore. Yes.

Mr. Surrry. Her own tax. As to whether she does it today or not,
I do not know.

Senator Gore. I think as a matter of fact they levy a 2-percent
tax.

Mr. Suerry. I understand in one of the treaty countries that this
principle has been extended so it is possible that the tax is not actually
Jevied. Yet the new principle has been extended to this particular
country.

Senator Gore. You object, whether Thailand does or does not.

Mr. Suerry. We object to the principle.

Senator Gore. You object.

Mr. Suerry. We object to the practical application of the new
principle, but we also object to getting this principle established.

Senator Gore. Thank you very much.

PERMANENT ESTABLISHMENT PROVISION A8 A PRECEDENT

Mr. Saerry. There is not a reasonable nexus for Thailand jurisdic-
tion. The association is concerned that once jurisdiction is claimed
under this expanded concept, a selling or marketing subsidiary
corporation of a U.S. enterprise will generally be considered a per-
manent, establishment of such enterprise. Under our past treaties
this parent-subsidiary relationship was considered generally not to
set up a permanent establishment.

This new policy has been justified on the basis that it does not
confer any greater taxing jurisdiction than is already exercised by
the other country. In addition, it is alleged that less developed coun-
tries should not be denied an opportunity to obtain revenue from the
taxation of import sales.

The Manufacturing Chemists’ Association submits, however, that in
many cases where the statutory authority to tax import sales exists
it is dormant and is rarely used except against agencies owned by the
exporting company. The failure to exercise this authority may be
explained by the lack of personal jurisdiction over the exporter. We
believe that the use of an income tax convention to establish this
jurisdiction is undesirable.

Tt should be kept in mind that the convention permits exchange of
information between the tax authorities of each government to the
extent pertinent to the carrying out of the provisions of the conven-
tion. This exchange of information should only be permitted where
a prima facie case is made out that the taxpayer is subject to the
Thailand tax under the terms of the convention. Presumably, where
the broadened definition of permanent establishment is applicable,
information with respect to 11.S. corporations could be transmitted
to the tax authorities of Thailand when such corporations are not
really in business there.

The Manufacturing Chemists’ Association requests your subcom-
mittee, if it should approve this convention, to provide a reservation
as to the expanded definition of permanent establishment.
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I'wish to thank the members of the subcommittee for the opportunity
of presenting the views of the Manufacturing Chemists’ Association
on this matter.

Senator Gore. Do any of the companies you represent engage in
manufacturing abroad ?

Mr. Suerry. Definitely.

Senator Gore. What 1s their reaction, and what is your reaction as
their representative, to the investment credit proposed in the pending
treaty?

Mr. Snerry. I can only answer that question this way : represent-
ing the Manufacturing Chemists’ Association, that we take no position.

Senator Gore. On.balance do you advocate the ratification or the
rejection of the pending treaty?

Mr. Suerry. The rejection of the Thailand Treaty unless we get this
reservation on permanent establishment.

Senator Gore. Thank you very much.

The next witness is Mr. D. H. Gleason, of Corn Products Co., New
York City.

STATEMENT OF D. H. GLEASON, CORN PRODUCTS C0.,, NEW YORK
CITY, N.Y.

Mr. Greasox. My name is Donald H. Gleason. I am comptroller
of Corn Products Co., New York, N.Y.

While I am chairman of the Subcommittes on the Taxation of For-
eign Source Income of the National Association of Manufacturers, I
am not appearing in behalf of the association today because time has

not permitted policy study of the Thai Convention as its text was only
recently released.

I would add that Corn Products Co. does not have at this time any
investment in Thailand. Our sales in that country through arrange-
ments with local importers are not important and prospects for the
future as far as Thailand is concerned are problematical.

TECHNICAL ASPECTS OF TAX TREATY

We are, as are many members of the NAM, however, very much in-
terested in the Thai Convention because it embodies new concepts not
contained in presently effective tax treaties with other nations.
Further, and of considerable importance, is its improved treatment
of certain technical problems. These are substantial improvements
over their counterparts in earlier treaties.

The innovations, and the new concepts, are not only significant
for our economic and business relations with Thailand, important as
these are considering our stake in southeast Asia, but have broader im-
plications because they may well become a pattern for other conven-
tions with other countries in the future.

While some may criticize some specific points as to detail in some
of these, these may be corrected in later treaties.

Why are tax treaties important? One might just as well ask: Are
U.S. business operations :1[rmad good or bad? The record, I think,
shows that they have been very good, not only for our balance-of-
payments positions, and for the economy of the country as a whole,
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but also for our country’s posture in the political and economic affairs
of the world.

Each country of the world has two income-tax jurisdictions. The
first is over all of the income earned within its borders, and the second
is over all the income of its citizens or residents wherever earned.
There are consequently many overlaps where the income of citizens or
entities of one country is earned in another. Were the same income
to be taxed by two jurisdictions and by both at the comparatively high
tax rates which have become popular throughout the world since late
1920%, little or none would be left, and many businesses producing
the income would tend to atrophy and die.

The simple solution adopted by some countries is that of territorial-
ity. Under this system, some countries forego in part at least their
secondary jurisdiction over income earned abroad, and tax income
earned only within their borders at full rates.

Our solution has been the development of the foreign tax credit
system, imperfect and complicated though it may be, under which the
foreign income tax paid on the income of U.S. entities is permitted
within limitations to reduce the U.S. tax on such income that would
otherwise be payable. This solution is sometimes referred to as tax
neutrality ; for under it, in theory, income taxes do not affect the direc-
tion of the flow of the capital which produces the income.

The simple solution, territorially, has recently gained in advocacy
and has much to recommend it. The revenue impact would be light
because U.S. tax collected on foreign business income after foreign tax
credits is of comparatively minor importance. While there may
not be much chance of the adoption of taxation on the basis of terri-
toriality in the near future, I hope to see it sometime.

Whether or not we continue with the foreign tax credit system,
or adopt territoriality, tax treaties will continue to serve a vital basic
function. Where income is subject to the jurisdiction of two nations,
its function in simplest terms is to set forth who taxes what income,
how, where, when, and at what rates, and to coordinate these factors.

The record before you already describes in detail the technical im-
provements in the Thai convention. 1 will merely mention the areas
mvolved—

(1) Detailed and more precise definitions of the “permanent
establishment” concept.

(2) More detailed and precise source of income rules.

(3) A broad nondiscrimination rule.

Perhaps more controversial, but certainly of equal importance with
the technical improvements is the new concept intrn(‘uced by this
treaty. This involves the allowance of a direct tax credit of T percent
to qualified U.S. investors in Thailand for new investments and the
allowance of a 7-percent credit to such investors for certain reinvested
profits of their Thai investments. The concept is simply an extension
of the theory upon which the domestic investment credit is grounded.

It differs, however, very markedly in its scope and its operation.
First of all, the domestic investment credit is based on new investment
in plant facilities and equipment. It is rollover credit, so to speak, in
that where assets ave replaced, a new credit is obtained in a compara-
tively few years.

The investment credit in the Thai convention is a “one shot” propo-
sition measured, perhaps to oversimplify, by increases in net balances
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held within limitations in the investment in Thailand. Both invest-
ment credits are grounded on the theory that they are intended to
stimulate economic activities which are desirable.

Another new concept of lesser importance is the tax deferral in re-
spect of the exchange of certain intangibles for stock in an eligible
corporation.

NEGOTIATION OF TAX TREATIES

Earlier, I discussed briefly the duality of tax jurisdictions in foreign
business operations, the theory of neutrality and our tax eredit system,
As I also indicated, tax treaties are much needed if these very compli-
cated, independent, interdependent, and frequently conflicting factors
are to be coordinated. :

In signing the treaty, Thailand is very definitely giving up some of
its primary and secondary tax jurisdiction and consequently its right
to tax. Thailand, from a practical standpoint, does not have any re-
ciprocal gain in the ordinary sense from the United States giving
up some of its primary and secondary jurisdiction to tax for if has
little or no U.S. source income, other than raw material exports. The
tax credit is the only thing that our negotiators, the Treasury Depart-
ment, have to bargain with and they need that tool.

Other questions may be raised. Is it proper; for example, for the
Treasury Department by the treaty mechanism to introduce what
amount to be changes in our tax laws? This question is grounded
on the general rule that tax legislation should start in the House and be
corrected and confirmed in the Senate. To answer this, T would sub-
mit, it is obviously impractical for the House of Representatives to
negotiate a tax treaty.

The system which we now have, that of treaties negotiated and con-
cluded by the executive branch and ratified by you, the Senate, seems
eminently practical. Certainly, where an undesirable treaty has been
negotiated, it will fail of ratification.

This treaty, all things considered, is an improvement on prior
treaties and I trust that you will view it with favor, I greatly appreci-
ate the opportunity of appearing before you and presenfing these
comments.

Senator Gore. In how many countries does your company operate
through subsidiaries?

Mr. Greasox. About 30 or 82. T have not got an exact count, sir.
I can supply that. It is generally all over Western Europe and Latin
America. Our investments in the Far East now are not important.

Senator Gore. What is the proportion of the exports of your com-
pany from the United States to your own subsidiary companies abroad
and to other customers abroad?

Mr. Greasox. Because of the nature of the business, it is very small,
sir.  Our export sales in 1964 were about $15.5 million. Our domestic
sales were $511 million, and the sales of our international subsidiaries
wera $382 million.

Senator Gore. Of this $15 million, what portion went to your
subsidiaries

Mr. Greason. Very little. Sir, might T explain. A box of corn
starch is a_pretty small thing. If it is made let us say in Argo, I1l.,
and then shipped to we will say Paris, why the transportation costs
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and the packaging costs would be too large; it is that kind of business,
sir.

Senator Gore. You heard the previous testimony with respect to the
permanent establishment.

Mr. Greason. Idid,sir.

Senator Gore. What is your attitude toward the provisions of the
treaty in that regard?

Mr. Greason. I think that the thing that can be said in its favor is
that the ground rules are specifically spelled out, more so than in prior
treaties, so that a businessman setting up some arrangement knows
where he stands. That is the basic improvement.

I would disagree perhaps with the provision which would make one
individual or corporation doing business only for one company a per-
manent establishment. I think that is the valid criticism to this point.
I am sure that in treaty negotiations in the future, why the Tl'easurﬁ
Department will well recognize this, particularly after hearings suc
as this, that people are unhappy about it.

FUTURE TAX TREATIES

The future treaties that are going to be negotiated, of necessity, all
of them cannot be exactly the same as this for a number of reasons.
First, it is a different bargaining with each country. Second, their tax
laws are different as among each other, and a treaty for one might not
be appropriate for another.

Senator Gogre. I recognize that no one treaty could be an exact
model for others, but generally speaking some new concepts and broad

principles will be laid down upon the ratification of the pending
treaty. These new concepts would, to a greater or lesser degree, per-
haps greater, be followed in the negotiation of further treaties.

But, as you say, the Treasury Department and the State Department
will undoubtedly review the present hearing and take the points of
view expressed into consideration.

Mr. Gueason. Exactly, sir.

Senator Gore. To what extent would your company and its sub-
sidiaries expect to benefit from the investment credit provision of the
pending treaty %

Mr. Gueason. I could not answer that now. Sure we would benefit
some. The less developed countries are those generally speaking where
the exchange risk to the American investor is high. ’{’he direct tax
credit is small as compared to what one might lose say in a business
which runs a net current asset position in declining foreign exchange.
Investors tend to borrow as much money in local currencies as they
can. I think perhaps in the sense of giving something to companies,
the investment credit has been overemphasized. I think perhaps its
most, important point is that it does give the Treasury Department a
tool to bargain with.

Senator Gore. A tool with which to obtain treaty——

Mr. Gueason. Obtain concessions in the treaty, in a future treaty,
from the government with which they are negotiating; trying to get
them to agree to limit their primary or secondary jurisdiction to tax
and perhaps put withholding tax rates down, or say, “We will not tax
this kind of a transaection.”
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Senator Gore. Just what concessions would Thailand make in the
pending treaty that would be beneficial to the United States generally ?

Mr. Greason, Well, the proposed reductions in withholding taxes
and the exemption for certain transactions which do not involve a per-
manent establishment.

Senator Gore. These are beneficial to——

Mr. Greason. These are beneficial to, first, the American investor.
and second, indirectly beneficial to the collection of the revenue, be-
cause if this income is earned there and not taxed, when it is repatriated
it, does not carry a foreign tax credit, and when 1t is reported for taxes
here, Uncle Sam gets his full bite.

Senator Gore. Do you have in mind in what countries you may be
investing or retaining earnings from investment as a result of other
treaties of this type?

EFFECT OF TREATY ON INVESTMENT POLICIES

Mr. Grrason. In the usual sense I do not think that this treaty, if
it were fully applied, would tend to change our investment policy very
much. Tt would, however, make such investments as we have from a
tax and financial standpoint easier to manage. It would tend to make
them more successful il'mm our standpoint, and that of itself would
tend to encourage them.

Senator Gore. Well, if the proposed investment credit would not
significantly change the pattern of your investment, then the U.S.
Government would be su{))siclizing your investment, it seems to me,
without a compensating benefit.

Mr. GreasoN. I do not think that is so, sir, for this reason. The
investment credit on accumulated profits is something that we probably
would not. get very much benefit of, for two reasons. First, we have
to repatriate earnings as fast as we can for U.S. debt service to pay
our own dividends.

Second, we want to get these earnings out of exposure to the foreign
exchange risk of these underdeveloped countries as fast as we can.

Sure, when some of these retained earnings may go into bricks and
mortar, and that in a sense is one way of eliminating the foreign ex-
change risk. But we are in business to make money and to bring it
home and to pay it to our stockholders, '

Senator Gore. Well, that is very good, but still the basic question
is if, as you say, the investment credit would not significantly affect
your business operations, that is your pattern of investment, then it
would seem incontrovertible that your tax liability to the U.S. Goy-
ernment would be reduced by the investment credit without any par-
ticular compensating effect.

Mr. Greasox. Well, my company may not be t ypical in this respect.
I am trying to be honest. T hear how these business judgments are
made. They do have an effect, sir, certainly, but I do not think the
effect is as important as some people have stated or some people feel.
Itisa terribly hard thing to measure.

Senator Gore. Please understand I am not, by asking these ques-
tions, in any way attempting to be eritical.

Mr. Greason. I understand,sir.

Senator Gore. One must go by example, T suppose.

Mr. Greason. Absolutely.
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Senator Gore. For the purposes of discussion, how would the defer-
ral of taxation on income from sale of patents, know-how, and other
property to foreign subsidiaries or to foreign corporations affect your
company ¢

Mr. Greason. Not much at all, and this is another policy matter.
As a policy matter, my company likes to have the parent company own
these intangible assets, itself, and then collect royalties or fees for the
licensing of the use thereof of this know-how, these patents, and so on.
This is a policy matter. We think in the long run it works out better
that way.

Senator Gore. You do not think you would receive any tax benefit
from the deferral provisions of the pending treaty.

Mr. Greason. I doubt it, and here again I am guessing. I doubt if
we will, for example, exchange the right to use know-how or what
have you in exchange for an equity interest in either one of our
presently owned companies or in others. I think the chances of my
company’s doing that are small.

Now, this will be different in other businesses.

Senator Gore. Yes.

Mr. Greasox. And from business to industry, and so forth.

Senator Gore. And if approved, your company would consider
alterations of policy as a result. Whether you do so is something else.

Mr. Greason. That, of course, is so. I am just guessing, knowing
a good deal about the nature of the way we operate and expect to
operate and how the foreign tax credit works and one thing and
another.

For example, the royalties for the use of know-how frequently for
foreign exchange controls have a priority for repatriation here over
ordinary earnings and profits. For example, if you put the permanent
license to use the know-how down in exchange for stock, why that will
downgrade that segment of earnings for repatriation.

Senator Gore. Well, you have been very helpful and very forth-
right, and I thank you, sir.

Mr. Greason. Thank you, sir.

Senator Gore, The next witness is Mr. Herbert .J. Erlanger, gen-
eral tax counsel, Motion Picture Export Association, New York, N.Y.

STATEMENT OF HERBERT J. ERLANGER, GENERAL TAX COUNSEL,
MOTION PICTURE EXPORT ASSOCIATION, NEW YORK, N.Y.

Mr. Eruaxcer. Mr. Chairman, my name is Herbert J. Erlanger.
I am tax counsel of the Motion Picture Export Association of America,
Ine. My address is 522 Fifth Avenue, New York, N.Y.

Our member companies are the export companies of the main pro-
ducing companies who in turn are the members of the Motion Picture
Association of America.

I want to thank the committee for the privilege of testifying today
in the matter of the ratification of the proposed income tax convention
with Thailand. Our present tax situation in Thailand is an unhappy
one,

PRESENT TAXATION ON TWO LEVELS

As in all countries with which the United States has no income tax
convention and in which our member companies distribute their
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product through subsidiaries, income tax is at present imposed in
Thailand on two levels.

The local subsidiary which has a permanent establishment in Thai-
land, is taxed on its balance sheet. profit like anyone else doing business
in Thailand, and the tax treaty does not in any way affect the method
in which this subsidiary is taxed or is meant or designed to do so.

In addition the New York supplier—i.e., the member company—
who does not have a permanent establishment in Thailand, is taxed
on the share he receives, which is commonly denominated the “New
York share” and is computed as a percentage of the film rental the
local distributing company receives from the motion picture theaters.
In Thailand the method of taxation of the New York supplier has
been all along extremely onerous and the Motion Picture Export As-
sociation of America, Inc., has been carrying on negotiations for the
last 5 years with the Thai tax authorities in this matter to obtain
relief.

The Thai Tax Code is committed to the basic principle of taxation
of net profits and the problem is the rather usual one of determining
what is the net taxable profit contained in the income received by the
New York supplier. Generally speaking the Thai Tax Code in the
case of income earned by foreign taxpayers without permanent estab-
lishment in Thailand leans very heavily on a system of determining by
law the percentage that may be deducted from gross receipts in order
to arrive at net taxable profits.

Unfortunately, however, the code does not contain any such specific
provision in the case of income from film distribution, and thus the
authorities have arbitrarily and by analogy been applying the provi-
sions for income derived from the leasing of real estate which leads
to the result that the tax base in the case of our member companies
is equal to 90 percent of the gross New York share which is the pre-
sumed net profit, such presumption not being subject to rebuttal.

I believe it will not be necessary for me to elaborate on the fact that
the net profit of the American motion picture industry is not equal
to 90 percent of the gross rentals received either within the United
States or from any foreign country, and in the several discussions
which I have had during the last 5 years with officials of the Thai
Finance Ministry and Internal Revenue Bureau including the Finance
Minister himself and the Director General of Internal Revenue, these
officials have at all times conceded that the present method of taxation
is excessively burdensome and inequitable and have always promised
that a very substantial change would be made when the Tax Code is
revised. They have at times even given me figures which while
unofficial and confidential have always represented a mere fraction of
90 percent. Unfortunately, however, they also told me each time that
this revision could only be made when the Tax Code undergoes a gen-
eral overhaul, and while I was assured each time that the Finance
Ministry and the Internal Revenue Bureau were working hard on this,
its completion has seemed to recede further and further into the future
whenever I had an opportunity to see the officials in Bangkok.

Thus while the proposed income tax convention does not deal
directly with the tax base on which our member companies would be
taxed, it does limit itself in its article 11 to a mutual imposition of a
maximum tax rate that can be applied in certain cases including the
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case of our member companies and sets this maximum tax rate at 15
percent of the gross.

TREATY WOULD BE ADVANTAGEOUS TO FILM INDUSTRY

By law the tax rates presently applicable to corporations in Thailand
are progressive and range from 15 percent on the first 500,000 baht to 20
percent on the next 500,000 baht and 25 percent on all amounts exceed-
ing 1 million baht. In exchange, 500,000 baht are roughly equal to
$25,000 and 1 million baht to $50,000. Thus the bulk of the income
of our member companies is taxed at the top rate of 25 percent and the
provision of article 11 of the treaty presents a clear advantage over
the status quo.

For this reason I should like to urge the ratification of the treaty.

For the information of the committee I would finally like to say
that our member companies are the following :

Allied Artists International Corp., Columbia Pictures International
Corp., Metro-Goldwyn-Mayer, Inc., Paramount International Films,
Inc.,, Twentieth Century-Fox International Corp., United Artists
Corp,, Universal International Films, Inec., and Warner Brothers Pic-
tures International Corp.

Senator Gore. Is the tax which you have ontlined now actually
collected in full by the Thai Government ?

Mr. ErLancGer, Yes, Mr. Chairman, it is.

Senator (Gore. Then why do your companies continue to do business
there?

Mr. Ervaxaer. Well, I mean even a tax of 25 percent is not 90 per-

cent, is not prohibitive. I mean we can still exist, but it is very
onerous.

Senator Gore. Thank you very much.

The next witness is Mr, Fred W. Peel, chairman, Tax Committee,
American Mining Congress.

STATEMENT OF FRED W. PEEL, CHAIRMAN, TAX COMMITTEE,
AMERICAN MINING CONGRESS, WASHINGTON, D.C.

Mr. Peer. Mr. Chairman, my name is Fred W. Peel. I am appear-
ing today in my capacity as chairman of the Tax Committee of the
American Mining Congress,

With your permission, I would like to have our statement inserted
in the record, and then I will just briefly summarize it.

Senator Gore. Without objection.

(Mr. Peel’s statement in full follows:)

STATEMENT oF FrEp W. PeErL, CHAIRMAN, TAax COMMITTEE, AMERICAN
MininG (CONGRESS

Mr, Chairman, my name is Fred W. Peel. I am presenting this statement
as chairman of the Tax Committee of the American Mining Congress. The
Mining Congress includes among its members producers accounting for the major
part of the production by the various branches of the mining industry, including
coal, ferrous and nonferrous metals, and indnstrial minerals, We appreciate
having this opportunity to present our views on the pending income tax con-
vention with Thailand,

The American Mining Congress wishes to protest the treatment proposed to
be accorded the extractive industries by the provisions of article 5 of the Thai
treaty, relating to the investment credit.

53-234—45—0
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Article b of the Thai treaty provides a 7T-percent credit against tax liability for
investments by U.S, residents or corporations in eligible Thai or U.S. corpora-
tions. To be eligible to receive an investment that qualifies for the T-percent
credit a corporation must derive at least 80 percent of its gross income from the
active conduct of certain described businesses. In describing these businesses
article 5(3) (a) specifically excludes “the extraction, refining, or similar process-
ing of any mineral, ore, oil or gas.,” Thus, the investment credit would be
denied for investments in corporations that engage to a substantial extent in
mining or certain subsequent processing of minerals.

Our concern is not merely with the Thai treaty but with the precedent it
would create by discriminating against the extractive industries, It is clear
that the administration proposes to follow a policy of exeluding mining eorpora-
tions from the definition of corporations eligible for investment credit under
the treaties it negotiates with less developed countries. A similar provision is
contained in the pending income-tax convention with Israel, The legislative
proposal for a 30-percent investment credit for investments in less developed
countries also would have barred mining corporations from eligibility. When
Mr, Surrey, Assistant Secretary of the Treasury for Tax Policy, discussed treaty
negotiations for extension of the 7-percent credit in his speech in Montreal last
fall, he indicated that in its technical details it would follow the provisions that
had been worked out for the legislative proposal for a 30-percent investment
credit. ¥From this background it appears unlikely that mining corporations are
being barred from eligibility under these treaties because of the wishes of the
less developed countries with whom the treaties are being negotiated.

There is no basis for discriminating against mining, refining, and similar proe-
essing in granting the T-percent credit. Availability of the credit would in-
fluence investment decisions in the extractive industries the same as in other
industries. The decision of whether or not to engage in a mining venture, or the
choice between a mining venture in one country or another, is influenced by
marginal factors such as the after-tax rate of return, as are investment decisions
in other businesses,

It is not safe to assume that the prospects for a mining venture are always
80 attractive that the investment will be made regardless of tax consequences,
Also, it cannot be assumed that the extent and the grade of a mineral deposit
will be fully known when the initial investment decisions are made. In some
instances even the existence of a mineral deposit may not have been determined :
the first investment decision may be whether or not to undertake a mineral
exploration program.,

Furthermore, refining and similar processing can be, and frequently are,
carried on outside the country where the mineral deposit is located. Such
processing may be done independently of ownership or operation of mines.
Thus, availability of a T-percent investment credit may be erucial to the choice
of the location of a refining or similar facility or to the decision as to whether
or not to invest in the facility at all.

For many less developed countries their mineral resources represent their
best hope for economic development. It would be unfortunate for the United
States, in a treaty program that has as one of its purposes encouragement of
development of these countries, to exclude mineral development from the
investment credit.

Undesirable inferences might be drawn from discrimination against mining
in income-tax treaties with less developed countries. Such diserimination might
imply that the United States feels these countries should not emphasize develop-
ment of their mineral resources, or that the United States feels it is not advis-
able for our investors to participate in such development.

To place the T-percent investment eredit provision in the Thai treaty in proper
perspective : to the extent it parallels the 7-percent eredit for domestic investment
it does not provide an incentive for foreign investment; it merely removes an
existing discrimination against foreign investment that was created when the
1962 Revenue Act limited the investment credit to the United States. We object
to continuing this discrimination in the case of the mining industry.

Mr. Peer. Our interest is in one specific provision of the Thai
Treaty, which is the definition of eligible corporations under article 5
dealing with the investment credit. To qualify for the investment
credit under the treaty, it is necessary to make an investment in an
eligible corporation. An eligible corporation is defined as a corpora-




TAX CONVENTION WITH THAILAND 127

tion that receives at least 80 percent of its gross income from the active
conduct of certain described businesses. In deseribing those busi-
nesses, the treaty specifically excludes “the extraction, refining, or sim-
ilar processing of any mineral, ore, oil, or gas.” It is to that provision
that my testimony is addressed.

CREDITS TO MINING INDUSTRIES OMITTED

We object strongly to this proposed treatment of the mining indus-
try. We think it is detrimental to the interests of the less developed
countries, because in the case of many of these countries, their best
hope, or possibly even their only hope, of developing economically is
through development of their mineral resources.

Senator Gore. Do you know why this provision is in the treaty,
some of the reasons for it? Was it sought by our Government or was
it sought by Thailand ?

Mr. Peer. I understand that Mr. Solomon, who was the witness
on behalf of the State Department, was questioned on that. I was
not present, but T understand that he indicated that there were several
sossible reasons, One was that the country itself might not want to
include the extractive industries.

I am rather skeptical as to whether that is the reason mining has
been excluded from this treaty. Similar language is contained in the
Israeli treaty. The extractive industries were excluded from the ad-
ministration recommendations for the 30-percent credit by legislation
for less developed countries, and when Assistant Secretary of the
Treasury Surrey gave a speech last fall in Montreal on Treasury
policy with respect to treaties with underdeveloped countries, he, in
describing this 7-percent investment credit by treaty concept, said
that they intended to use the technical basis that they had developed
for the 30-percent credit. So all the indications seem to point to the
fact that it is U.S. policy that has excluded the extractive industries.

As to why that should be, Mr. Woodworth in his statement to your
subcommittee surmised that it might have been because they felt that
the mineral resources were in the ground where nature put them, and
that no investment credit would be necessary for their development.

If that is the thinking of the State Department and the Treasury,
I think it does not make sense from an economic standpoint or from
a business standpoint, because as a matter of fact the choice of where
to invest in the development of mineral resources, or whether or not
to invest in their development at all, depends on after-tax return the
same as any other business decision.

Mineral deposits vary in size, and they vary in grade. They vary
in accessibility. In many instances the decision as to whether or not
to go into an area and develop deposits might be marginal, so that the
existence of a T-percent credit might make the difference, just as with
the decision to go into a country and engage in retail merchandising
or manufacturing. 1t makes very little sense from an economie stand-
point to think that these marginal factors are not significant in the
extractive industries.

POSSIBLE REASON FOR OMISSION OF EXTRACTIVE INDUSTRIES

Now, possibly—and I think there was some indication, T under-
stand, in Mr. Solomon’s testimony—the thinking was that the extrac-
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tive industries should be excluded because they have the benefit of
sercentage depletion. But I think that is beside the point if you are
ocusing on the question of what you can do to get these less developed
countries started on a sound economie basis toward their own economic
development.

Furthermore, some of the corporations that would be denied eli-
gibility under this treaty provision might not even be eligible for per-
centage depletion. For example, if they were Thai corporations, there
would be no percentage depletion under our law, because the percent-
age depletion deduction does not apply to dividend payments to the
U.S. taxpayer. Or, if they were engaged in refining activities and not
engaged in extraction of minerals, since refining is beyond the cutoff
point depletion would not be relevant.

Senator Gore. Do the companies you represent which do business
abroad generally do so by way of branch or by way of subsidiary?

Mr. Peer. I do not know that you can generalize. Occasionally
they do business through branches, sometimes through domestic sub-
sidiaries, and sometimes through foreign subsidiaries. Sometimes
the choice is determined by whether they go into the mining venture on
their own or whether they go into it jointly with other investors. The
mining industry has developed a pattern, both domestically and
abroad, of going in with partners—I use that term loosely—on a joint
venture basis. So frequently the form of organization is determined
by the fact that several companies are sharing the risk.

Senator Gore. Would the provisions of this treaty have a bearing
upon these relationships?

Mr. Peer. I should have emphasized at the beginning I do not per-
sonally know of any mining concern that is concerned at this time with
investments in Thailand. We are concerned about the precedent
effect of this treaty.

Senator Gore. Yes. As a matter of fact, there are not too many
mineral resources in Thailand.

Mr. Peer. 1 really do not know.

Senator Gore. Well, I do not really know either. T have not learned
of any. Well, thank you very much.

Mr. Peer. Thank you, sir.

Senator Gore. Before you leave, Mr. Peel, T take it that you oppose
ratification of the treaty in its present form.

Mr. Peer. Yes, sir; we would oppose it with this present treatment
of the extractive industries.

Senator Gore. Thank you.

The next witness is Mr. Hearne, vice president, taxes, United States
Steel Corp.

I received your letter a few days ago, Mr. Hearne, and that will be
made a part of the record.

(The letter referred to follows:)

Uxtrep StaTES STEEL Corp.,

New York, N.Y., August 29, 1965.
Re proposed treaty with Thailand,
Senator ALrErT GoORE,
Senate Office Building,
Washington, D.C.

DeAr SexaToR Gore: You have stated that a public hearing is to be held on the
proposed treaty with Thailand on Wednesday, August 25. Government witnesses
on this treaty have appeared over the last few days.
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Assistant Secretary of the Treasury Stanley 8. Surrey testified before your
subcommittee that the treaty with Thailand would “indicate the general pro-
cedure and standards being followed with respect to the negotiation of tax
treaties with less developed countries.”

We had been under the impression that the proposed treaty with the Philip-
pines was to be the first of this type of treaty to come before your subcommittee
and we sent you a protest dated August 5 against certain features of the pro-
posed Philippine treaty dealing with “permanent establishments.” The same
objectionable features are contained in article 3 of the proposed treaty with
Thailand. We object particularly to article 3, paragraph (4) (b), (¢) and the
last sentence of paragraph (5). Our reasons are explained in copy of our
letter of August 5, attached, which as above indicated we sent to you with respect
to the Philippine treaty.!

While the particular treaty with Thailand does not bother us substantially, we
do object strenuously to the further proliferation of this principle with other
undeveloped countries as proposed by Mr, Surrey.

We respectfully request that our protest be made a part of the record of the
hearings.

Respectfully submitted.

W. L. HEARNE,
Viee President, Tawves.

UNITED STATES STEEL CORP.,
New York, N.Y., August 5, 1965.
Re proposed income tax treaty with Philippines.
Hon, J. W. FUuLBRIGHT,
Chairman and the Honorable Members of the Senate Forcign Relations Commit-
tee, Senate Office Building, Washington, D.C,

Dear Smr: We wish to raise serious question as to the effect on American busi-
ness of parts of article 8 of the proposed income tax treaty with the Philippines
which has been negotiated by our Government and has come before your commit-
tee and the Senate for approval. The particular provisions that concern us are
article 8, paragraph (4)(b) and (¢), the last sentence of paragraph (5), and
paragraph (8). These provisions say, in effect, that if a U.8. corporation has
an agent in the Philippines who “exclusively or almost exclusively” secures orders
in the Philippines for the U.8. corporation, the U.8, corporation and all affiliated
corporations shall be deemed to have a permanent establishment in the Philip-
pines. They shall be deemed to have a permanent estabilshment for the entire
yedar if there is such a permanent establishment at any time during the year. This
provision would allow the Philippines to tax any U.8. corporation and its affiliates
if any one of them employed such an independent agent or had a selling sub-
sidiary in the Philippines.

Mr. Stanley Surrey, Assistant Secretary of the Treasury, in his speech of
September 21, 1964, before a meeting of the Tax Executives Institute in Montreal,
is quoted on page 24 of the Treasury release of this speech as saying respecting
“permanent establishments :”

“% & = in g sitnation in which a less developed country feels that these issues
are important, where otherwise appropriate we have explored adding to the
definition of ‘permanent establishment’ snch factors as an agent who regularly
gecures orders in the less developed country, or maintains a stock of goods from
which he regularly makes deliveries. Also, the use of an agent of independent
status could constitute a permanent establishment if the agent acted almost
exclusively for the exporter and engaged in these activities. In addition, it may
not always be appropriate to eliminate the force of attraetion principle.”

The writer has been in correspondence with and has talked to Mr. Surrey
abont this speech and about the Philippine treaty and if we interpret Mr. Surrey's
last letter correctly, he claims that the “treaty * * * with the Philippines does
not expand the taxing jurisdiction of either country * * % This may be so
becanse many countries have what might be ecalled a global taxation orbit and
they are limited in what they will tax only by what they ean lay their hands
upon, but it seems to the writer that two things can be said about the answer
of the Treasury Department. In the first place, if it is not necessary to expand
the taxing jurisdiction of the Philippines, then why do we put it in the treaty,
and why does Mr. Surrey refer to it in his speech as “adding to the definition
of permanent establishment™?

1 Photocopr with enclosure sent to the Honorable J. W. Fulbright, ehairman, and the
honorable members of the Senate Foreign Relations Committee.,
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Secondly, and more importantly, the fact is that so far as we can determine
none of the less developed countries at the present time exerts a power to tax an
independent agent acting for a U.8. corporation based upon the profits of the
U.S. corporation, nor do they seek to tax the U.S. corporation or its affiliates
on account of the activities of such an independent agent.

Thus, if the objectionable provisions in this treaty are enacted it gives com-
plete sanction to the Philippines to tax U.S. corporations in accordance with the
terms of the treaty. Mr. Surrey’s speech, above referred to, indicates that the
United States will cooperate with other countries in enforcing their tax laws,

For corporations with substantial assets the proposal of the treaty with respect
to permanent establishments is a most serious matter and would be a major
deterrent to any effort to make sales in countries that have such a treaty with
the United States.

It should be mentioned that the proposed definition of a “permanent establish-
ment” is contrary to that proposed by the OECD. In their draft treaty in para-
graphs 5 and 6 on page 44 of article 5 on permanent establishments the OECD
specifically rejects any idea that a subsidiary or an agent can give rise to the
claim that such subsidiary or agent is a permanent establishment of the parent
or seller,

The Congress has provided in Public Law 86-272 that States may not impose
an income tax upon a corporation which has employees or agents within a State
if the only activity of the corporation is to solicit orders in such State. This is
80 even though the selling personnel live in the State. (Smith, Kline and French
Laboratories v. State Tap Commission, Oregon Supreme Court, June 16, 1965,
Commerce Clearing House Oregon Tax Service, pars. 201-591.) Nevertheless, the
Philippine Treaty provides that the Philippines may tax a U.S. corporation and
all affiliated corporations if one of them has an “exelusive or almost exclusive”
agent who “regularly secures orders in the * * * State (the Philippines) for the
(U.8.) corporation.” (Par. (4)(b).) Thus, the Senate is by this treaty called
upon to approve for foreign countries the taxation which the Congress has for-
bidden to each of our own United States. It is submitted that the same reasons
which caused the enactment of Public Law 86-272 are present with respect to
foreign nation taxation of U.8. business.

Several additional problems arise in connection with this new approach in the
Philippine Treaty. Incidentally, we understand this same problem is in the pro-
posed treaty with Thailand and is urgently desired by other countries. In the
manner of foreign trade it is necessary for selling agents to assert great efforts
to break into any new territory. For a long time the selling efforts do not return
sufficient income to adequately compensate a selling agent. Rither the selling
agent must be subsidized irrespective of commissions, or a subsidiary of the
parent must be established with sufficient funds to pay its salesmen over the
early lean years. It seems clear from the proposed treaty, and Mr. Surrey
agrees, that a subsidiary company would stand in the same light as an inde-
pendent agent under article 8 of the proposed treaty and thus if the subsidiary
acted “exclusively or almost exelusively” for the U.S, parent it would subjeet the
U.S. parent and all affiliates to tax in the Philippines. Thus the provisions of
article 8 of the treaty would limit any effort to sell U.S. goods merely to such
efforts as could be put forth by an agent who had substantial other activities.
We do not believe it is in the best interests of selling U.S. goods to limit the scope
of the sales activities abroad.

Secondly, we do not believe this prineiple can be limited to selling agents or
subsidiaries but would quickly be demanded by underdeveloped countries for
application to all other subsidiaries such as raw material producers and any
manufacturing subsidiaries that use goods produced by the parent.

Question can be raised as to what exactly constitutes “an agent acting exelu-
sively or almost exclusively” for the U.S. corporation. For instance, if an in-
dependent agent had two employees, one of whom spent all of his time selling for
the U.S. corporation, presumably the agent would not be operating exclusively
or almost exclusively. But if one person alone was an independent agent and had
no employees, and he spent all of his time selling for the same U.8. corporation,
he would be deemed an exclusive agent under article 8, paragraph (4). Then it
can be imagined that a U.8. corporation thought it had an agent that was not
devoting substantially all of its time to selling for that corporation, but because
busginess for that corporation inereased or because the agent lost some other fc-
counts he might become the exclusive agent for the U.S, corporation without any
knowledge of the U.S. corporation and thus unwittingly subject the U.S. corpo-
ration to substantial taxes.
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Such a proposal would subject a corporation such as ours to tremendous and
perhaps overwhelming costs of administration in satisfying foreign government
as to its taxable income. How is taxable income to be determined? Certainly
it is to be determined under the laws of the underdeveloped country. These
countries have different laws from those of the United States so that an entirely
different tax return must be prepared and filed. What income and what percent-
age of that income shall be deemed earned in the less developed conntries? Shall
it be only on the products which are sold? No such breakdown of profits is now
compiled or required under U.8, tax laws and can at best only be approximated.
1% the income from other products and other business, and dividends and interest
to be lumped together and subjected to a percentage allocation? What if such
other income has already been taxed after having been earned by branches or
affiliated corporations in other jurisdictions? If, for example, we sell pumps
through an agent in the Philippines, is our steel business or our ore mining busi-
ness to be also taxed there? How can these matters be audited reasonably? Our
U.S. tax return is a large book of hundreds of pages. The laws of most foreign
countries require that all books and records be produced in the foreign jurisdie-
tion. Some underdeveloped countries, for example Venezuela, require the audit
and verification of all invoices before any deduction for cost of goods sold or
expenses is allowed. Some foreign jurisdictions also impose severe penalties,
up to 200 percent, for any disallowances which the taxpayer has not presented
before andit.

The Treasury has cited the India Tax Treaty or 1959 as precedent for this con-
cept of permanent establishment. However, the Treasury assured the Senate the
treaty with India would not be used as a precedent. (Hearings of Senate Com-
mittee on Foreign Relations on India Tax Convention, 86th Cong., 2d sess., pp.
27-29, 43-45, June 28, 1960.)

The administrative problem and costs involved would be sufficient to shut off
all our sales effort in the Philippines as soon as this treaty is approved and this
would apply to every other country where a similar provision is negotiated. We
guggest this would not be in the interest of the U.S. balance of payments nor U.8.
employment and we respectfully suggest that the treaty be revised to eliminate
paragraph (4), the last sentence of paragraph (5), and all of paragraph (8),
of article 8.

Respectfully submitted.

W. L. HEARNE,
Vice President, Taxes,

STATEMENT OF WILLIAM L. HEARNE, VICE PRESIDENT, TAXES,
UNITED STATES STEEL CORP., NEW YORK, N.Y.

Mr. Hearxe. Thank you, sir. That letter is perhaps what might be
called the formalized testimony. I have put down some thoughts here
to come within your 10-minute limitation which follow along the gen-
eral ideas of that letter.

EFFECT OF TAX TREATY ON AMERICAN BUSINESS ABROAD

I am the operating head of the tax department of United States
Steel Corp. Along with others who seek to sell U.S. products in for-
eign countries we are seriously concerned at the effect the principle
set out respecting “permanent establishments” in the Income Tax Con-
vention With Thailand will have if this principle is carried into
treaties with other developing nations, as has been proposed by As-
sistant Secretary of the Treasury Surrey in his testimony before this
committee and as he stated in a speech before the Tax Executives In-
stitute on September 21, 1964, in Montreal. T should first explain that
I have submitted for the record a letter dated August 5, 1965, under
the heading “Proposed Income Tax Treaty with the Philippines.”
This letter was written under the impression that the tax treaty with
the Philippines would be the first one considered by this honorable
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committee and thus it refers to article 8 of the proposed Philippine
Treaty. The same comments apply with equal force to the proposed
treaty with Thailand, only it is article 3 in the Thailand Treaty where-
as it1s article 8 in the Philippine Treaty.

I should also make clear that we are objecting to the principle which
the Treasury hopes to establish by securing the approval of the Senate
to the treaty with Thailand. At the moment we do not sell very
much to Thailand but if this principle to which we respectfully call
your attention is to be carried on into other treaties with developing
nations then we do face the definite prospect of being unable to com-
pete in these developing countries for business. Assistant Secretary
Surrey has mentioned that the treaty with India, for example, is cur-
rently being negotiated and contains this principle.

I will try to explain simply the provisions in article 8 of the pro-
posed Thailand treaty which would cause us to withdraw any sales
effort in Thailand. Article 3 has to do with the definition of a perma-
nent establishment. It is generally recognized in tax law that if you
have a permanent establishment in‘a State or in a count ry then you are
subject to their tax laws. Paragraph (4) of article 3 provides that a
U.S. corporation shall be deemed to have a permanent establishment
in Thailand if it engages in trade or business in Thailand through an
agent who regularly secures orders in Thailand or maintains in Thai-
land a stock of goods or merchandise belonging to the U.S. corporation
from which the agent regularly makes deliveries. Paragraph (5),
particularly in the last sentence, says that even if the U.S. corporation
uses a wholly independent agent, such an agent shall not be considered
as an independent agent but shall be considered to have established a
permanent, establishment of the U.S. corporation if the independent
agent acts exclusively or almost exclusively for the U.S. corporation or
for any affiliated corporation of the U.S. corporation. Then in para-
graph (8) of article 3 it is provided that if a U.S. corporation has any
kind of a permanent establishment in Thailand at any time during the
taxable year it shall be considered to have a permanent establishment
in Thailand for the entire taxable year.

TAX BURDEN ON PERMANENT ESTABLISHMENT

In plain language this seems to us to say that if we have any kind
of a salesman who devotes his principal efforts to selling our goods in
Thailand at any time during the year, then the U.S. corporation and
all of its affiliates must file a tax return for that year in Thailand in
accordance with the tax laws of Thailand, and must pay whatever tax
Thailand deems to be due.

The very burden of filing a tax return for United States Steel Corp.
and its affiliated companies in Thailand or the Philippines or India
would be such a costly burden as to keep us from trying to sell our

roducts in any country where we were unsure of securing enough
yusiness to offset the probable costs of compliance.

It should perhaps first be noted that this treaty says we cannot
solicit business with any one of our salesmen without thereby establish-
ing a permanent establishment and subjecting ourselves to full taxa-
tion in Thailand. In contrast to this, this committee will remember
that by the enactment of Public Law 86-272 the (C'ongress said that
a State of the United States could not tax a U.S. corporation merely
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because the U.S. corporation solicited business in that State. Thus
the Senate is by this treaty called upon to :111})1’0% taxation by foreign
countries which the Congress has already forbidden to each of our
own United States.

We have many problems with respect to the status of a salesman
or an independent agent. With respect to an independent agent, as
above noted, it is provided that if he acts exclusively or almost exclu-
sively for the U.S. corporation, then he shall not be considered as of
independent status but shall be considered to have established a per-
manent establishment. Presumably if one independent agent spent
all his time selling for us, he would under this !reat]y not be considered
an agent of independent status, but if he had a helper and the helper
spent all of his time for other clients, then the two-man agency would
not be acting exclusively or almost exclusively for the U.S. corpora-
tion. We might believe we had an agency which was not operating
almost exclusively for us but if it lost other clients or if our business
turned out to be particularly good, or if the second salesman quit,
then without our knowledge and without our will he might become
an agent operating almost exclusively for us and we would be subject
to taxation in Thailand.

Then it seems under this treaty that if we wished to sell something
complicated such as steel for a bridge or a building, and if we sent one
of our technicians to Thailand, we would merely by this sales effort,
have established a permanent establishment in Thailand for a day, a
few days, a week or some time in accordance with paragraph (8) and
thus would be deemed to have a permanent establishment in Thailand
for the entire year.

PROBLEM OF DEFINING TAXABLE INCOME IN A DEVELOPING COUNTRY

I have heretofore referred to some of the problems we would en-
counter through having to file a tax return. Our U.S. tax return is a
sizable document, The tax return for Thailand would of course be
an entirely different document and would be in accordance with their
law. There was some discussion during the testimony of Dr. Wood-
worth before your committee as to what would constitute taxable
income in the developing country. Dr. Woodworth thought the tax
could not exceed the gross receipts from the produets sold. T would
agree that this seems logical. However, some developing countries
with which I am familiar have fines and penalties that go to 200
percent. of the tax. Most countries do not allow any deductions for
cost of goods sold or expenses of operation unless the books of the
corporation are kept in the particular country. We have had bitter
experience with this principle, Some developing countries impose
fines if every possible disallowance with respect to the tax return is
not. set. out. before the audit of the return. In a word, it seems to us
that there is no reasonable limit to what tax and administrative ex-
pense may be required once a U.S. corporation has become subject to
taxation by having a permanent establishment. Heretofore it has been
possible to insulate the T7.S. operation by having an independent agent
or a separate subsidiary.

Question can be raised as to what it is Thailand or the Philippines
hope to tax by their desire to have such a provision included in the
treaty. Certainly if an independent agent does the selling he is going
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to secure the full worth of his servies or he is not going to take on the
job. His job is selling, and he is adequately compensated for the sell-
ing job. Any other profit is the manufacturing profit and is certainly
fully taxable under U.S. laws if the manufacturing operation is in
the United States. Thus it would seem that Thailand or the Philip-
pines or India can only hope by this treaty provision to tax some of
the manufacturing profit. Thus we get into a battle as to who can
tax what profit, with the taxpayer being asked to pay tax on more
than 100 percent of his profit, and that was the problem that caused
the public law with respect to each of the United States.

Finally we believe that the best sales results are secured by the
greatest selling effort and that if U.S. corporations are to be limited
in their efforts to sell in less developed countries to independent, agents
who have several other customers, this is going to be a serious deter-
rent to U.S. sales and employment. Furthermore, it will eliminate
the selling of complicated products such as data processing machines,
trucks, bridges, buildings, and anything that requires intensive effort
or high skill in selling,

We respectfully request therefore that the principle enunciated by
article 3, paragraph (4), subparagraphs (b) and (¢), the last sentence
of paragraph (5), and all of paragraph (8) be rejected by this com-
mittee and the Senate.

Senator Gore. Would it be reasonable for one to conclude from
your statement that, insofar as United States Steel is concerned,
ratification of the pending treaty and similar treaties with other un-
derdeveloped countries would operate to discourage your activities
in those countries rather than to encourage commerce and trade?

Mr. Hearne. By and large, sir

Senator Gore. Would it encourage or discourage investment, com-
merce, and trade ¢

EFFECT OF TREATY ON UNITED STATES STEEL SALES EFFORT

Mr. Hearye. Yes, sir. As a matter of fact, I talked this morning
to the head of our foreign sales effort, and he said that wherever
this treaty went in, we would have to withdraw all of our sales effort.

Senator Gore. Do you know if such a decision as you have just de-
scribed on the part of your company pertains to any other U.S.
concern ?

Mr. Hearxe. I do not know, sir. The diffieulty, if T may say so,
with many of these treaties is that they do not receive great publicity
in their native states as it were, so this provision I think is not very
well understood generally in business.

With those to whom I have talked, they have all felt that this would
eliminate their sales effort, if, as I have indicated, it is required to
file a tax return wherever you have an agent, or of course 1t would
include a subsidiary.

Once you had a subsidiary in one of these foreign countries that
was doing a sales effort, this treaty provides that subsidiary and an
agent are the same thing,

Senator Gore. Do you think that this is too big a price to pay for
the concessions received from Thailand in this treaty ?

Mr. Hearxe., Yes, sir.
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Senator Gore. And you would ask that, unless this correction be
made, the Senate not ratify the treaty.

Mr. Hear~e. Yes,sir.

Senator Gore. Senator Williams.

ADVANTAGES OF LEGISLATIVE ACTION

Senator WiLriams. Mr. Hearne, if there were going to be the deci-
sion of the Congress to approve such a proposal, do you think it would
be better to do it legislatively than to do in the form of a treaty ? Leg-
islatively all of the Congress could consider it, both the House and
the Senate. In addition, the public would know more about what was
going on.

Mr. Hearse. I certainly agree with yon, sir.

Senator Gore. It was partly because of the precedential importance
of the treaty and partly because of the lack of public knowledge of the
terms of the treaty that this subcommittee determined to go into it
rather thoroughly and to invite public witnesses. After receipt of your
letter with respect to the Philippine Treaty, you were advised that
the hearings on this treaty were underway and yon have appeared and
have been very helpful in your analysis of the treaty.

Are there ofher provisions of the treaty to which you wish to refer?

Mr. Hearve. Well, we, as you are well aware, Senator Gore, are
in the steel business, and our principal activity in helping less de-
veloped countries is in mineral extraction. We do not have any
steel plants as such in foreign countries. Generally the first thing
that happens in foreign countries is to develop their mineral resources
out of which they earn foreign exchange to develop their manufactur-
ing. So the exclusion of mineral extraction and further processing
of course eliminates us from any 7-percent credit. Naturally we are
not happy about that. We think that if credits are to be passed around,
that in a democratic country they should be passed rather widely.

Senator Wirriams, Do you consider the 7-percent investment credit
really a present to industry ?

Mr. Hearxe. I suppose, Senator Williams, that any deduction is a
present or any credit, if we go on the theory that the Constitution
allows taxation of gross income.

Senator Gore. 1f the provisions to which you object with respect to
permanent establishment were stricken from the treaty, do you think
the existence of the 7-percent credit would significantly affect the
operations of your company or your plans to operate and develop
or export abroad ?

Mr. Hearne. I do not think that the 7-percent credit would make
much difference either way.

Senator Gore. To the extent that it served to reduce your tax liabili-
ties, it wonld be, as Senator Williams has described it, a gift.

Mr. Hearne, Certainly.

Senator Gore. Any further questions?

(No response.)

Senator Gore. Thank you very much.

Mr. Hear~xe. Thank you, sir.

Senator Gore. The next witness is Mr. Leslie Mills,
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STATEMENT OF LESLIE MILLS, U.S. COUNCIL OF INTERNATIONAL
CHAMBER OF COMMERCE, NEW YORK, N.Y.

Mr. Mivis. Mr. Chairman, I am Leslie Mills representing the Com-
mittee on Taxation of the U.S. Council of the International Chamber
of Commerce. The U.S. council is a separate organization to U.S.
business entities which along with councils in other countries are
members of the International Chamber of Commerce.

I have a prepared statement which with your permission I would
like to submit for the record, particularly since it includes an appendix
which I shall not cover in my brief comments.

Senator Gore. Thank you. Your full statement will appear in
the record.

(Mr. Mills’ statement in full follows:)

STATEMENT oF LESLIE MILLS, REPRESENTING THE COMMITTEE ON TaxAtion, U.S.
CouNciL oF THE INTERNATIONAL CHAMBER oF CoMMERCE, INC.

The committee on taxation of the U.S. council has not had an opportunity to
consider all provisions of the income-tax convention with Thailand, since the
convention was not available to the committee in time for review. However, we
submit herewith commrents on the two articles, the substance of which was pre-
viously considered by the committee; these concern (1) the definition of per-
manent establishment (art. 3) and the investment eredit (art. 5).

DEFINITION OF PERMANENT ESTABLISHMENT

Article 3 of the convention provides useful rules for determining when a
permanent establishment exists in one of the contracting countries, Paragraph
4 states in substance that a corporation or resident of one of the contracting
states shall be deemed to have a permanent establishment in the other contract-
ing state if the resident or corporation engages in a trade or business in the
latter state through an agent who regularly secures orders in the latter state
for that resident or corporation. Paragraph 5 provides an exception that an
agent will not be independent, regardless of status, if it acts exclusively or almost
exclusively, for its U.S. prineipal.

Promotion by the Treasury Department of this provision was forecast in a
speech last September by the Assistant Secretary of the Treasury, in which he
suggested that this provision might be necessary so that a less-developed country
should not be deprived of the revennes that may result from taxation of proceeds
derived from the sale of goods by U.8. exporters to a customer in that country,
The Assistant Secretary's statement to this committee explained that the pro-
vision reflects the position of Thailand that a nominally independent broker
operating in Thailand is not really independent if his business depends on a
single firm, and therefore when it acts through a dependent agent, the firm should
be considered to have a permanent establishment in Thailand.

The U.S. council submitted a statement to Senator Fulbright earlier this
month, commenting on the earlier public statement by the Assistant Secretary.
A copy of the portion of the statement commenting on the proposed broadening
of the definition of “permanent establishment” is attached hereto for reference,

The U.8. council considers this part of article 3 entirely inappropriate, and as
stated in more detail in the attached excerpt from our earlier statement, aceept-
ance of this provision would be an undue burden on U.S. exporters largely because
of impossible problems in administration.

There may be many reasons why an organization in Thailand would repre-
sent a U.S. exporter exclusively or almost exclusively. It may be that the
U.8. corporation for business reasons uses a controlled local eorporation for that
purpose, It may merely reflect the fact that a 1.8, corporation’s business is of
sufficient importance to make it desirable for an independent loeal organization
to concentrate exclusively in its representation. In either case, the Thailand
organization is fully subject to Thailand tax and other laws, including the obli-
gation to pay taxes on income derived from its services, But what the provi-
sion does is make the T.S, corporation in effect responsible for the Thailand
taxes, and thus subject to inquiry by the Government of Thailand on the amonnt
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of profit allocable to Thailand operations. The U.S. corporation is subject to
U.S. tax rules, as well as general business considerations, to insure that the prices
it charges for its products or services sold through its Thailand agent are fair
and reasonable. It can only be a burden on the exporter if the tax authorities of
Thailand are invited to second guess these export arrangements. The diffi-
culty, of course, is not merely a possible difference of opinion between the taxing
authorities of the two Governments as to the proper export price.

Aside from the probability that double taxation is almost sure to oceur under
these circumstances, the fact is that in almost every case it is virtually impos-
sible for the taxing authorities of Thailand to determine the actual profit made
by a foreign exporter on particular sales transactions. What they will surely do
is adopt an arbitrary formula, possibly based on sales, and thus the burden of
possible additional tax will fall on the resident agent. If the exporter has no
interest in the agent’s problems, he can disassociate himself from the problem.
However, to keep the business going he is likely to seek a way to revise the
export arangements to minimize the difficulty. Or he may be forced to seek other
and less efficient means of representation. In any event the provision is an
invitation to disruption of trade arrangements, frequently developed on an arms
length basis. The provision should be excluded from the treaty.

INVEBSTMENT CREDIT

The 1.8, council’s consideration of the investment eredit provision in the pro-
posed treaty is based on the understanding that such a provision will be incor-
porated in future new or revised treaties with less developed countries, This
spems clear from the statement to this committee by the Assistant Secretary of
the Treasary, and by other published statements. Thus our consideration goes
beyond the relative importance of the proposed Thailand treaty, because of the
limited opportunity for investment by U.S. enterprises in that country.

Also the 1.8, conneil gave long and careful consideration last year to the pro-
posed Less Developed Country Investment Credit Act, H.R. 11524, met with rep-
resentatives of the Department of Commerce, and submitted two reports to the
Secretary of Commerce, with information copies to the chairman of the Committee
on Ways and Means of the House, which had the bill under consideration. Our
views thus developed on the general concept of a credit on investments in less
developed countries are generally applicable to article 5 of the Thailand conven-
tion, although the provisions of the bill considered last year and the convention
article differ in some respects.

The International Chamber of Commerce is devoted to the principle that en-
couragement of private initiative in the United States and in all free countries
including the developing countries is the best way to promote economic develop-
ment and peace. The U.S. council has long felt that private enterprise can and
must play a major role in this development process. It is ¢lear that large amounts
of capital will be required by the developing countries for many years to come
and it is equally clear that available publie capital may not be sufficient for this
purpose. Furthermore we believe that our general policy should be to promote
the flow of private capital to the developing countries and that the use of Govern-
ment capital should not be confined to cirenmstances when political or other con-
siderations make the use of private capital inappropriate,

Thus we have repeatedly urged that the governments of both eapital importing
and eapital exporting countries take every measure possible to reduce the
obstacles to private investment, foreign and domestic, and to encourage
the free flow of ecaptital goods and technology across international boundaries.
In adopting this position we have recognized that one of the principal areas in
which governments can assist in this process is through tax policy.

Our basic long-term position has been that the country in which income
arises should have the sole right of taxation, and the International Chamber
of Commerce continues to urge that this prineciple be adopted by governments
unilaterally, as well as bilaterally through the conclusion of treaties or through
the ratification of multilateral conventions.

However, we recognize that universal acceptance of this prineple has yet to
be attained and, therefore, we devoted considerable time to consideration of
the desirability of adopting the provision before the last Congress for an amend-
ment to the Internal Revenue Code to provide a 380-percent credit for U.S.
investment in less developed countries.

While wholeheartedly commending the concern of the proponents of the pro-
posal with the role of private enterprise in the economic growth of the less
developed countries, we were unable to endorse the bill as introduced.
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Our objections, transmitted to the Secretary of Commerce covered three basic

points,
: The first was possible conflict with the rules of the GATT. We felt that
the legislative proposal could be considered to ereate an export subsidy which
would conflict with article XIV of GATT. We were later informed by the
Secretary of Commerce that his Department did not consider this objection
to be valid, and we, therefore, do not pursue it.

Our second objection was on the limitations on industries which would be
allowed ‘the credit. We noted that the legislative proposal excluded the most
significant source for the establishment and continnance of enterprises basic
to economic development in the developing countries—the industries dealing
with development and processing of raw materials. We felt that the eredit, if
one was to be allowed, should cover all investments.

Our third objection was that the procedure suggested raised a basic ques-
tion concerning continued U.S. efforts to establish sound business thinking in
the developing nations. We felt that the proposal would stimulate the unfor-
tunate trend in many less developed countries to seek a government approach
to their economic development, rather than the promotion of private enterprise
which has been the foundation of the economic success of the United States
and other capital exporting countries.

In these discussions of the previous similar proposal, we also express con-
cern that the apparent subsidizing of U.S. enterprises in the less developed
countries would inevitably cause resentment in the private sector of these
countries, since the businessmen on whom so much responsibility rests for
developing the economies could well feel that their U.8.-owned competitors were
being unfairly subsidized. Also, and most important, it was and still is our
opinion, based on our experience in foreign trade and taxation, and in par-
ticular with the enormous complexities of the 1962 revisions of the Internal
Revenue Code affecting foreign investment and trade, that the investment credit
provision would lead to such administrative difficulties, and later litigation
that the advantages to be gained would be outweighed by these complications.

Despite our objections in principle and in concept to an investment credit of
the type under discussion, we recognize that under present circumstances the use
of the tax system, and perhaps even the investment credit concept, may well be
the most readily available means for effectuating our national policy to promote
private investment abroad and in particular in the less developed countries.
However, we do not believe that the tax convention structure is the appropriate
means for implementing such a poliey.

Tax conventions are basically agreements between two countries to avoid
double taxation, and to prevent undue burdens on the citizens of one not imposed
on the citizens of the other. Thus in general there is a quid pro quo in the
agreements. It is recognized, by us as well as by the Treasury, that in con-
ventions between the United States and less developed countries we may have
to give up more protection than we receive, since the position of the less
developed country may be such that its citizens cannot receive benefits equal
to what is given up. However, in dealing with the important problem of pro-
moting investment from this country to these less developed countries, we submit
that, from the viewpoint of both the countries, the problem is greater than
merely considering their intercountry business relationships and problems. The
health of our position in foreign trade and investments continues to be of
national concern, and it is our opinion, that the 3 years' experience with the
foreign provisions in these areas, enacted in the 1962 Revenue Act, merit a
complete new review by the Congress based on present circumstances.

Specifically, we believe that a study should be made of the entire field of
U.8. tax legislation as it affects foreign operations, with a view to the revision
of existing legislation and, if necessary, preparation of new legislation to obtain
a unified approach to the maintenance of our position on international trade
and the encouragement of inereased participation of U.S. private enterprise in
the development of the economies of the developing countries in the free world.
This is a common objective, since the health of our international trade position
is essential to the development of other countries, and their economiec develop-
ment is essential to our position. We believe this should be done through a
major reconsideration and revision of the provisions of the pertinent Internal
Revenue Code, and not through the haphazard procedure of new conventions
with individual countries, and the even slower process of revision of existing
treaties.
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Excerper Froym STATEMENT BY CoMMITTEE oN Taxarion oF THE U.S. CouNciL
OF THE INTERNATIONAL CHAMBER OF COMMERCE SUBMITTED TO SENATOR FUL-
BRIGHT JUNE 30, 1965

2. The proposed broadening of the definition of “permanent establishment” in
tax treaties

In order to negotiate treaties, it is proposed to allow less developed countries
to tax U.S.-based enterprises more. This is to be done by allowing the less
developed country to tax affiliated enterprises in the United States on an un-
known portion of their U.S. earnings. This would be done by treating as a
permanent establishment of a U.S. enterprise any agent that “regularly secures
orders in the less developed country, or maintains a stock of goods from which
he regularly makes deliveries” (p. 24 of speech). It is stated that this prin-
c¢iple has already been negotiated in the Philippine treaty which is to come
before the Senate for ratification early in 1965.

While there are a number of changes in the proposed Philippine treaty in the
definition of the term *“permanent establishment” as generally used in U.S,
treaties, the principal change is found in article 8, subsection 4(b). This
provision states that a corporation or resident of one of the contracting states
shall be deemed to have a permanent establishment in the other contracting
state if the resident or corporation engages in a trade or business in the latter
state through an agent who “regularly secures orders in the latter state for
that resident or corporation.” Mr. Surrey justifies the inclusion of such a
provision in the proposed Philippine treaty on the ground that a less developed
country should not be deprived of the revenues that may result from the tax-
ation of proceeds derived from the sale of goods by a U.S. exporter to a
customer in that country.

The proposed provision is not new. It was contained in the proposed treaty
with India in 1960, which, incidentally, the Treasury assured the Senate was
not going to be used as a precedent for future treaties (hearings of Senate
Committee on Foreign Relations on India Tax Convention, 86th Cong., 2d sess,,
pp. 27-29, 43-45, June 28, 1960). It was also contained in a different form
in the Mexico Draft Tax Convention in 1945, but this draft convention was
rejected in favor of the London draft prepared by the Fiscal Committee of
the League of Nations when it met in 1946. At that time and at the 1927 and
1928 meetings of the Fiseal Committee, full consideration was given to including
such a provision, since the laws of many nations recognize that solicitation
of orders alone gives sufficient basis for taxation. Thus both the earlier and
later drafts of the leagne committees rejected the proposal and more recently
the OEEC and OECD draft conventions relied on basically the same concepts
in this respect as the earlier treaties.

The various committees of experts which have rejected the proposal have done
s0 on several grounds. First, residence or nationality is deemed by some coun-
tries including the United States to provide a firmer ground for the imposition
of tax than some legislative notion of source of income, Second, in almost every
case it is virtually impossible for the country of source to determine the actual
profit made by a foreign exporter on a particular sales transaction which may be
deemed snbject to taxation. Third, it is recognized that the omission of this
provision from tax treaties and the reliance on a more restricted definition of
permanent establishment has greatly contributed to the flow of trade to both
developed and less developed countries. In faet, it is clear that many less
developed countries having a similar provision in their present tax laws do not,
in faet, enforce the provision because they recognize to do so would impede the
flow of goods into their conntries; this would appear to throw some doubt on the
assertion that less developed countries wonuld be deprived of revenue if this pro-
vision were not included in treaties with them.

If the provision is enacted, in many cases the destination country will have to
content itself with taxing the agent of the seller on some assumed profit from
the total transactions. It may be true that many large American exporters will
abandon their agent to the tender mercies of his own taxing anthority. The
consequent disruption of American export trade flowing from this sitnation is
apparent and seems contrary to onr policy of encouraging exports by companies
of all sizes,

The direct effect on exporters must also be taken into account if this provision
is included in the treaties. Our cnrrent national export program is aimed at
inereasing the number of smaller companies engaged in exporting, but smaller
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companies do not have the staffs to handle the myriad foreign taxes they may
encounter if the less developed countries exert a right to tax sales profits.
Smaller companies, in particular, may not have either the talents or the resources
to ascertain the nature and extent of taxability in every country and to arrange
transactions to qualify for the foreign tax credit under the Internal Revenue
Code, Compliance with U.S. and foreign tax laws by companies large and small
will be made much more difficult at a time when the complexities and burdens of
compliance are already enormous,

Qualifying for the foreign tax credit in partienlar introduces several diffi-
culties., Taxpayers will be faced with the necessity of having to revise long-
established terms for trade to provide, in accordance with cise law now
prevailing in this country, for title and risk of loss to pass outside the United
States in order to qualify the income as foreign source income for credit pur-
poses. This would introduce an additional complication in normal trade trans-
actions and lead to confusion for buyer and seller alike in the preparation of
documents, collection of payments, and adjustment of claims. Moreover, a
reversal of the terms of trade under which the exporter must retain risk until the
goods are outside the United States may result in additional costs incurred
because of increased insurance and financing costs.

It is also stated that it may be wise to retain the “force of attraction” theory
with those less developed countries which enfer into tax treaties with the United
States, Thus, not only would the exporter be subjected to taxes on the sales
profits because of this broader notion of taxability, but he would also be denied
whatever reductions in taxes may be otherwise available on licensing and divided
income.

It would appear from the facts set forth above that the benefits obtainable
from the treaties would be far less than the burdens which would be imposed on
the established system of exporting as it presently exists in the free world.

Mr. Miris, The committee on taxation of the U.S. council has not
had an opportunity to consider all of the provisions of the income
tax convention with Thailand since the convention was not available
to the committee in time for review. However, we submit herewith
comments on two articles, the substance of which was previously con-
sidered by our committee. These concern the definition of permanent
establishment and the investment credit.

EFFECT OF PERMANENT ESTABLISHMENT PROVISION

Mr. Chairman, of the two articles T was going to discuss, I find
that article 3, the permanent establishment, has been quite fully
covered by previous witnesses, and if I may, I think T might leave my
statement to speak on that, adding only that the committ ee which T
represent has represented a great many international corporations and
other international organizations and they feel quite strongly that
the matter discussed before of creating a permanent establishment
merely by having an exclusive or almost exclusive agent is not in the
best interests of the United States and should not be included in the
treaty,

. Senator Gore. You have heard the testimony of Mr. Hearne who
Just. preceded you, with respect to the permanent establishment rule.

Mr, Mruis. Yes, sir.

Senator Gore. Do you find yourself in coneurrence with his views?

Mr. Mis. 1 do, sir: and T find, as T mentioned, the committee
\\'_I1it'l_1 I represent has members from other large international orea-
nizations, and it is their position that this permanent establishment.,
this part of the permanent establishment rule is entirely inappropriate
and should not be included in the treaty. :

Senator Gore. Proceed. ;
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Mr, Mmuis. The second point I wish to discuss is the investment
credit.

The U.S. council’s consideration of the investment credit provision
in the proposed treaty is based on the understanding that such a
provision will be incorporated in future new or revised treaties with
less developed countries. This seems clear from the statement to this
committee by the Assistant Secretary of the Treasury and by other
published statements. Thus our consideration goes beyond the rela-
tive importance of the proposed Thailand Treaty, where there is only a
limited opportunity for investment by U.S. enterprise.

Also the U.S. council gave long and careful consideration last year
to the proposed less developed country Investment Credit Act. They
met with representatives of the Department of Commerce and sub-
mitted two reports to the Secretary of Commerce with information
copies to the chairman of the Committee on Ways and Means, which
was then considered in the bill. Our views thus developed on the
general concept of a credit on investments in less developed countries
are generally applicable to article 5 of the Thailand convention, al-
though the provisions of the bill considered last year and the con-
vention article differ in some respects.

ROLE OF PRIVATE INVESTMENT IN THE DEVELOPING PROCESS

The International Chamber of Commerce is devoted to the prin-
ciple that encouragement of private initiative in the United States
and in all free countries including the developing countries is the best
way to promote economic development and peace. We have also long
felt that private enterprise can and must play a major role in this
development. process. It is clear that large amounts of capital will be
required by l}m developing countries for many years to come and it is
equally clear that available public capital may not be sufficient. for this
purpose. Furthermore we believe that our general policy should be to
promote the flow of private capital to the developing countries and
that the nse of government capital should be confined to circum-
stances when political or other considerations make the use of private
capital inappropriate.

Thus we have repeatedly urged that the governments of both capital
importing and capital exporting countries take every measure pos-
sible to reduce the obstacles to private investment, foreign and
domestic, and to encourage the free flow of capital goods and
technology across international boundaries. In adopting this posi-
tion we have recognized that one of the principal areas in which govern-
ments can assist in this process is throngh tax policy.

Our basic long-term position has been that the country in which
income arises should have the sole right of taxafion, and the Inter-
national Chamber of Commerce continues to urge that this principle be
adopted by governments unilaterally, as well as bilateraly through
the conclusion of treaties or through the ratification of multilateral
conventions. :

However, we recognize that universal acceptance of this principle
has yet to be attained and, therefore, we devoted considerable time
to consideration of the desirability of adopting the provision before
the last Congress for an amendment to the Internal Revenue Code to
provide a 30-percent credit for U.S. investment in less developed
countries.

53-284—05——10
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While wholeheartedly commending the concern of the proponents
of the proposal with the role of private enterprise in the economic
growth of the less developed countries, we were unable to endorse the
bill as introduced.

POINTS OF OBJECTION

Our objections, transmitted to the Secretary of Commerce, covered
three basic points.

The first was possible conflict with the rules of the GATT.

Senator Gore. Suppose we skip over your reference to the 30-
percent, legislative proposal because that is not before this committee.

Mr. Miris. My point, Mr. Chairman, is that my committee did con-
sider this 30-percent proposal at great length, and did not approve it,
and as far as I can see, while there may be some language difficulties,
what is now before your committee is a proposal for an investment
credit of the same form with a lower rate, and we do not approve it.

Senator Gore. You think the same prineiple is involved ?

Mr. Mimis. Yes,sir.

Senator Gore. Well then, proceed.

Mr. Mirts. The second objection we have to the 30-percent credit,
and therefore to the provision in this treaty, was on the limitation
of industries which would be allowed the credit. We noted that the
legislative proposal excluded the most significant source for the estab-
lishment and continuance of enterprises basic to economic develop-
ment in the developing countries—the industries dealing with devel-
opment and processing of raw materials, which felt that the credit
if one was to be allowed should cover all investments.

Our third objection was that the procedure suggested raised a basic
question concerning continued U.S. efforts to establish sound busi-
ness thinking in the developing nations. We felt that the proposal
would stimulate the unfortunate trend in many less developed coun-
tries to seek a government approach to their economic development,
rather than the promotion of private enterprise which has been the
foundation of the economic success of the United States and other
capital exporting countries.

In our discussions with representatives of the Department of Com-
merce on the investment credit, we also expressed concern that the
apparent subsidizing of 1.8, enterprises in the less developed coun-
tries would inevitably cause resentment in the private sector of these
countries, since the businessmen on whom so much responsibility rests
for developing the economies could well feel that their U.S.-owned
competitors were being unfairly subsidized. Also,and most important,
it was and still is our opinion, based on our experience in foreign trade
and taxation, and in particular with the enormous complexities of
the 1962 revisions of the Internal Revenue Code affecting foreign
investment and trade, that the investment credit provision would lead
to such administrative difficulties, and later litigation that the advan-
tages to be gained would be outweighed by these complications.

Despite our objections in principle and in concept to an investment
credit of the type under discussion, we recognize that under present
circumstances the use of the tax system, and perhaps even the invest-
ment credit concept, may well be the most readily available means for
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effectuating our national policy to promote private investment abroad
and in particular in the less developed countries. However, we do not
believe that the tax convention structure is the appropriate means for
implementing such a policy.

REVIEW OF REVENUE CODE REQUIRED

Tax conventions are basically agreements between two countries to
avoid double taxation, and to prevent undue burdens on the citizens of
one not imposed on the citizens of the other. Thus, in general, there
is a quid pro quo in the agreements. It is recognized, by us as well as
by the Treasury, that in conventions between the United States and
less developed countries we may have to give up more protection than
we receive, since the position of the less developed country may be
such that its citizens cannot receive benefits equal to what is given up.
However, in dealing with the important problem of promoting invest-
ment from this country to these less developed countries, we submit
that, from the viewpoint of both these countries, the problem is greater
than merely considering their country business relationships and
problems. The health of our position in foreign trade and invest-
ments continues to be of national concern, and it is our opinion that
the 3 years’ experience with the foreign provisions in these areas,
enacted in the 1962 Revenue Act, merit a complete new review by the
Congress based on present circumstances. Specifically, we believe
that a study should be made of the entire field of U.S. tax legislation
as it affects foreign operations, with a view to the revision of existing
legislation and, if necessary, preparation of new legislation to obtain
a unified approach to the maintenance of our position on international
trade and the encouragement of increased participation of U.S. pri-
vate enterprise in the (Tevelnpmant. of the economies of the developing
countries in the free world. This is a common objective since the
health of our international trade position is essential to the develop-
ment of other countries, and their economic development is essential
to our position. We believe this should be done through a major
reconsideration and revision of the provisions of the pertinent Internal
Revenue Code, and not through the haphazard procedure of new con-
ventions with individual countries, and the even slower process of
revision of existing treaties.

Thank you, Mr. Chairman.

Senator Gore. Senator Williams.

Senator WirLiams. Mr. Mills, I gather you feel that if there
is going to be a change in the tax form as it relieves investors in foreign
countries that it may be better to proceed legislatively than to do it
through a treaty, is that correct?

Mr. Mrrs. Yes, sir, that is our position.

Senator Winniams. And I notice that you suggest that the time may
be arriving when we should have a general study of taxation in this
whole area, and I want to say that I agree with you fully.

I understand that in Panama they have enacted a new law, or are
in the process of doing it, where their tax on foreign investments will
be exactly equal to the tax credit that the respective countries may
et in thelr own countries.

Mr. Miis. Yes, I have heard that.
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Senator WirLiams. In our instance that would mean that a corpora-
tion would be paying, under our new tax formula, 48 percent tax in
Panama, which would completely offset their tax here in this country,
is that correct ?

Mr. Miuis. Yes, sir; in effect a country would revise its tax laws so
that it would go into its treasury at the expense of the U.S. Treasury.

Senator WitrLiams. In a case involving some European country
where the corporate tax may be lower, we will say 30 percent, you
would have the net effect of two companies operating in those areas,
one paying a 30-percent rate and one a 48-percent rate, would you not,
both in the same country ?

Mr. Mirrs. Well, the net effect would be that, looked at from the
U.S. point of view; yes, sir.

NEED FOR STUDY OF TAX STRUCTURE

Senator WiLriams. I agree with you. I think that our whole tax
structure as it relates to both the foreign tax credits and all of this
has got to be studied, and I think it would be better to study it
legislatively.

Mr. Miis. Sir, one reason that I think we need a study, and in
particular such a matter as the credit for foreign investments should
be in the basic code, is, as has been previously indicated, these treaties
are negotiated by representatives of the two governments, and they
give and take, so it seems to follow that even if we have a treaty, there
can be changes in the particular provisions.

Now, 1 am un;_r:tgutl in tax practice. I have enough trouble with the
present code. 1 would hate to have 30 or 40 countries each with pos-
sible different provisions in dealing with foreign credits. I am close
enough to retirement that it would not be a personal problem, but I
do not like to wish that on my successor.

Senator WitLiams. And if we do it legislatively, the Congress de-
cides to make a change, and we can do it without entering into con-
sultation with all these respective countries then.

Mr. MiLis. Yes,sir.

Senator Gore. To offset that we are urged by the Treasury Depart-
ment and the State Department to approve the treaty because they
maintain that the benefits which flow to U.S, taxpayers doing business
in the underdeveloped countries would offset the concessions we make
and the additional burdens which the U.S. concerns doing business
abroad might incur as a result. of the permanent establishment rules.

Have you weighed this in balance to reach your conclusion ?

Mr. Mies. T have considered it, sir, and T respect their position.
But the discussion of my committee came to the conclusion that they
would not endorse the credit principle, even as a single basic change in
the Internal Revenue Code and certainly not as a treaty provision.

Senator Gore. Were you present to hear the testimony of Mr. Glea-
son of the Corn Produets Co. ?

Mr. Minis. Iheard part of it.

Senator Gore. He rather strongly urged approval of the treaty,
and one of the benefits which he outlined to the committee was the
certainty of tax treatment which a series of treaties would bring about.

What is your reaction to that ?
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OPPOSED TO TREATY IN PRESENT FORM

Mr. MiLis. There is no doubt that that is a very valuable and very
important matter for U.S. business people abroad. I still have a per-
sonal doubt, Senator, that one could not negotiate a treaty with
Thailand without this provision in it, because even without this provi-
sion, there is much to Thailand’s adv Jtlmg_,re in having an arrangement
with the United States which gives some assurance to U.S. investors.
They will not go into a country in any volume at all if they are subject
to the haphazard tax administration in that country. But then I was
not one of the negotiators of the treaty.

Senator Gore. On balance and after consideration, you recommend
the reject mn of the treaty, do you ?

Mr. Mices. Yes, sir; if the tre aty cannot be amended as we would
like it :unendvd that it not be approved by the Senate.

Senator Gore. And do you know what pr oportion of your clients,
your member firms, agree with this position ¢

Mr. Mirus. No, I donot. Iam reporting for the committee on tax-
ation of the U.S. council, and this is the po:-,llmn of that committee,
which has represent atives of many large U.S. national organizations.

Senator Gore. Has the position of your committee been made known
to the members of the organization for which you spealk?

Mr. Mizis. Oh, yes, because our discussion has led to this letter to
the Department of Commerce. I have it here. I think it was last
fall. At least it was early this yvear, possibly in March.

Senator Gore. What I am trying to ascertain is whether this is your
opinion as a tax lawyer, whether it is the opinion of the committee on

taxation, or whether this is the position which has been considered
by the businesses whom you serve, and that this is a reasoned judgment
on their part. I do not expect you to say whether it 1s unanimous or
not, but ean you give us some indication as to the extent of concurrence

i your views?

Mr. Miris. Let me clarify it in this way. The committee for which
[ am speaking has not considered this in relation to a treaty, so that if
I have left the impression before that they are equating the advantages
of a treaty in other areas with this, I was wrong. The committee was
considering the propriety of having investment credit for foreign
investment in the Internal Revenue Code, and the committee, w hich
has representatives of many organizations, decided that they would
not. approve the proposal. That position was discussed again with
representatives of the Department of Commerce, and the decision not
to approve was affirmed.

That decision went beyond the tax committee. It went to the
higher echelon, I would say that, in the U.S. Council of the Interna-
tional Chamber of Commerce, and that is their official position, that
they do not think it would be appropriate to have a credit for foreign
investment in the Internal Revenue Code.

Senator Gore. And from that vou deduce that it would not be
sound and in the public interest or in the interests of the concerns you
represent to have it contained in a treaty.

Mr. Mirts. Yes. I am following through. I am making that state-
ment now, since I became involved in this 2 days ago, and I obviously
did not consult with my committee. It is entirely possible that some
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companies represented there would feel that the net balance of having
certainty in other areas would outweigh their disagreement with the
principle.

Senator Gore. Well, that clarifies it.

Senator Williams?

POSSIBLE WAYS OF ALTERING THE TREATY

Senator WiLLiams. Mr, Mills, assuming that these treaties were to
be ratified by the Senate, and after the ratification the Congress decided
to repeal the so-called investment credit or enact in lieu thereof a
more accelerated depreciation formula, as has been advocated, what
would be the effect of our treaties? Could we do that without con-
sultation in reopening the treaties, or would we be locked in?

Mr. Miris. You mean repeal the investment credit thing here?

Senator WiLLiams, Suppose the Congress, after this was done, de-
cided to change the whole formula of investment credit. You know
it was suggested at one time. Some felt that rather than investment
credit it would be better to just have a more rapid accelerating form
of depreciation or something. Suppose that idea came around again
andl Congress decided to do that. For domestic industry would we
be locked in on the investment eredit formula internationally, or
would we have to renegotiate or could we just repeal that investment
credit.?

Mr. Mirs. Senator Williams, Senator Gore referred to me as a
lawyer. 1 am only an accountant, so to the extent you are asking
me for a legal opinion, T am out of order. But I understand from
testimony before this subcommittee last week, and I was not here,
that the question was raised as to whether this could be removed from
the treaties, and I understand the answer to be that it can be denounced
after 5 years, but that it could not be touched in the 5-year period.

Senator WiLrtams. I have no further questions.

Senator Gore. Thank you very much.

Are there other citizens who wish to testify on this subject ¢

(No response.)

Senator Gore. This concludes the hearings on the proposed tax
convention with Thailand.

(Whereupon, at 11 :35 a.m., the committee was adjourned.)

(The following letters and statements were received for inclusion
in the record :)

NarioNan Forergy Trave Covscer, INc,
New York, N.Y., August 23, 1965.
Hon. Arsert GORE,

Chairman, Subcommittee on Tax Conventions, Committee on Foreign Relations,
.8, Senate, Washington, D.C.

Dear Sm: The National Foreign Trade Council, which was founded in 1914,
is a national organization composed of U.8. corporations engaged in all aspects
of foreign trade and business, Its purpose is to promote U.S. foreign trade and
business,

The income fax treaty program long has been regarded as a most important
method of promoting U.8. foreign trade and business. Testimony. on behalf
of the National Foreign Trade Council, has been presented to the Foreign Re-
lations Committee concerning each of the income tax treaties to which the
TTnited States is a party. At each annual convention of the National Foreign
Trade Council sinee the initiation of the tax treaty program, there has been
included in its recommendations, a statement that the tax treaty program be
extended and improved.
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Despite its concern with reference to several provisions in the treaty, which
are discussed below, the National Foreign Trade Council urges that the Senate
give its advice and consent to the ratification of the tax treaty between the
United States and Thailand (Senate Exeentive B, 89th Cong., 1st sess.).

In addition to the basie advantages of a tax treaty, such as making more
certain the limits beyond which tax liabilities cannot be asserted by the two
countries and alleviation of double taxation, the treaty contains several provi-
sions which will encourage some companies engaged in trade or business in
Thailand. These include—

(1) The T-percent investment credit (art. 5) ;

(2) Deferral of taxation by both countries on the transfer of property,
services, and know-how by a U.8S. company in exchange for stock to a Thai
company of whieh it owns 25 or more percent (art. 6) ;

(3) The provisions that the taxpayer should not be taxed twice on the
same item of income (arts. 22 and 24) ;

(4) The assurance that the taxpayer may have a more effective method
of resolving the settlement of double taxation situations (art. 28), If the
provisions concerning resolution of double tax situations prove to be ef-
fective, they will solve a most troublesome problem of companies engaged
in foreign trade and business, This arises in the event that they are taxed
by both the United States and a foreign country on the same item of income.

The new provision (art. 27) concerning the exchange of information with
reference to new tax laws, regulations, judicial deecisions, ete,, would seem
to be most helpful.

The provisions in the treaty with Thailand which cause us concern are the
following :

(1) The provision that a U.8. company will be deemed to have a permanent
establishment in Thailand if it uses the services of an exclusive agent there.
We believe this to be undesirable and a departure from acceptable definitions of
“permanent establishment.”

While we recognize that the situation may be mitigated by the allowance of
a credit for Thai tax against U.8. tax in certain instances, we believe that the
provision that an exclusive agent may constitute a permanent establishment
is nndesirable because it could well be invoked to subject to a foreign tax regime
American eorporations whose activities abroad are minimal, and also even the
American exporter in the usual course of foreign trade.

In no event should this provision, or its anticipated interpretation, be accepted
as a precedent for other treaties.

(2) The foreign tax credit mentioned in the previous paragraph appears to
be granted to U.S. taxpayers who produce goods in the United States and sell
them to buyers in Thailand even if title passes to the Thai purchaser in the
United States. However, it is not clear that any such credit can be given to U.S.
taxpayers who do not qualify as producers in the United States.

(3) That the T-percent tax incentive eredit is not extended to investments
in the growth or cultivation of agricultural produets, or the extraction, refining
or processing of minerals, ore, oil, or gas seems to us undesirable. We believe
that the credit should be allowed with respect to all investments in Thailand in
connection with the active conduct of a trade or business.

The couneil urges that the treaty with Thailand should not be regarded as
an acceptable prototype or model for treaties with less developed nations,
becanse of the undesirable provisions referred to above,

Despite these unndesirable provisions, however, the National Foreign Trade
Council again urges that the Senate give its advice and consent to ratification
of the income tax convention between the United States and Thailand.

It is requested that this letter be made part of the record of the hearings.

Very truly yours,

JoserH B. Brapy, Viee President.

KEARNS INTERNATIONAL,
Pasadena, Calif., August 24, 1963,
Ap Hoc SuBcoMMITTEE ON TAXx CONVENTIONS,
Foreign Relations Committee,
7.8, Senate, Washington, D.C,

GexTLEMEN : I am most grateful for the invitation to testify on the proposed
tax convention with the Kingdom of Thailand. Unfortunately, it is impossible
for me to be in Washington on this date and I take this opportunity to respect-
fully submit the following comments.
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The Kingdom of Thailand is unique in all of the countries of southeast Asia.
It has been completely independent and self-governing for several hundred
years. The fiscal policies of Thailand have, historically, resulted in sound cur-
rency and internal fiscal integrity. The Government of Thailand has been, his-
torically, friendly and cooperative with the United States. In the most recent
period, leaders of Thailand’s Government have irrevocably placed themselves
beside the United States in foreign policy as relating to southeast Asia,

We have recently had the opportunity to make a detailed study of the economy
of Thailand, past, present and future. The purpose of this study was to deter-
mine the needs of that country for industrial development, The entire study
can be made available to your committee for examination but, in essence. it is
undeniably evident that Thailand must increase its industrial activity if it is
to maintain an improvement in its standard of living and opportunity for its
rapidly growing population.

Your committee is undoubtedly aware that Thailand has, historically, been an
agricultural pation and it is only recently that industry has become an im-
portant factor. As a result, it is necessary to enlist the support of industrialized
countries for both financial and technical assistance. It has been my good
fortune in the past 5 years to work closely with some of the Thai Government
and private entities to develop useful industrial enterprises. As a result, I am
acutely aware of the difficulties that are experienced in the absence of mutually
beneficial tax conventions.

In our considered opinion, the proposed convention that is now under con-
sideration by your committee will make a very substantial contribution to the
economic growth of Thailand and, ultimately, to the foreign earnings of Ameri-
can companies who can participate more fully in this economic development as a
result of the removal of the present Inequities,

Thank yon for giving us the opportunity to express these views.

Sincerely yours,
Hexry Krarys.

CHAMBER OF COMMERCE OF THE UNITED STATES,
Washington, D.C., August 27, 1965,
Hon. ALpert GORE,
Chairman, Subcommittee on Tax Conventions, Committee on Foreign Relations,
[.8. Senate, Washington, D.C.

DEAR SENATOR GoRE: This letter is to state the views of the Chamber of Com-
merce of the United States with respeet to the Thailand Income Tax Convention
and other similar treaties now pending before your Subcommittee on Tax Con-
ventions of the Senate Foreign Relations Committee,

The national chamber supports such conventions, and urges their ratification.

To begin with, we believe that it is in the national interest to conclude con-
ventions for the aveidance of double taxation with all countries of the free world,
both developed and less developed. We believe this general proposition is sup-
ported by both the Government and the U.S. business community. To date, the
United States has entered into treaties for the avoidance of double taxation with
22 foreign nations. For the most part, the United States has been successful in
concluding conventions only with developed countries.

From the point of view of U.S. business, our treaties endeavor to reduce the
overall foreign rate of tax on foreign investment to a rate not exceeding the U.S.
rate, through the reduction of the tax rates in the foreign country on dividends
and royalties.

Our treaties not only tend to eliminate double taxation of income, but in many
instances help to avoid the double reporting and payment of taxes, even in
situations where actual double taxation of income would not otherwise ocenr.
Through the nge of the concept of permanent establishment, which is incorporated
in all of our treaties, the treaties uniformly exempt U.S. exporters from the re-
porting and payment of foreign taxes in the normal course of an export trans-
action. To this extent, our treaty network substantially assists and fosters
the U.8. policy regarding encouragement of exports. Through the use of normal
treaty provisions, the convention with Thailand accomplishes both of these
objectives,

Most of the provisions of the pending conventions are, in some form or another,
included in U.S. treaties currently in force with other countries. We will not
review these standard treaty provisions, since they have been approved by the
Senate in other conventions many ftimes. There are, however, two significant
innovations in the pending treaty with Thailand, which have not heretofore
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been included in any U.8. treaty: a credit for investment in Thailand, and a
reciproeal tax deferral on the transfer of intangible industrial property and
technical services in exchange for stock.

First, it should be recognized that in dealing with a less developed country,
our normal treaty provisions will not nsually result in reciprocal revenue benefits
to that country. Since tax treaties will not arise unless both parties to the
treaty can realistically expect some benefit, our normal treaty pattern had to be
improved in some respect to provide reciprocal benefits to less developed coun-
tries, We believe the two modifications adopted by the United States in the
Thai convention for this purpose are to be recommended.

The credit for investment in Thailand merely endeavors to place investment
in Thailand on a tax parity with investment in the United States, which is now
favored over foreign investment as a result of the investment credit adopted as
part of the Revenue Act of 1962,

Article 6 of the convention, which relates to the reciprocal deferral accorded
the transfer of intangible industrial property and technical services in exchange
for stock, defers not only current taxation on the transfer of technical services
for stoek, but alse eliminates the otherwise complicated mechanieal problems
under sections 851 and 307 of the Internal Revenune Code in estallishing tax-free
patent and know-how transfers to jointly owned Thai corporations, The cham-
ber helieves the merits of this provision go beyvond treaties with less developed
countries and that it should be inecluded in all of our treaties with both de-
veloped and less developed countries. The provision does nothing more than
defer the taxation of certain property transfers and services rendered until such
time as stock received therefor is sold or exchanged.

Finally, to the extent the pending convention with Thailand deviates from
our standard tax treaty pattern, it contains features which should foster another
major interest of the United States, investment in less developed countries, and
provides norms which, hopefully, will be used in suceessfully negotiating other
treaties with less developed countries,

Foreign investment in the developing countries is essential to economic de-
velopment in the host country, and in the United States as well. Increased
1.8, investment, stimulated by equitable tax treatment, benefits the U.8, balance-
of-payments position through expansion of our export. trade.

The ability of their private sectors to earn foreign exchange is the erucial
element needed to sustain the development of emerging countries, The chamber
has testified on numerous occasions to its support for U.S. private investment in
less developed countries.

A large market for export expansion awaits development in such emerging
countries as Thailand. However, continually inereased levels of foreign invest-
ment by American business can be expected only when, and to the extent that,
the commercial opportunities available abroad exceed the commercial and non-
commercial dangers attendant upon it. The relative insecurity of an invest-
ment—the danger that it will be diseriminated against in favor of loeal capital ;
that it will be expropriated without due process of law and reasonable compen-
sation: that its worth will be reduced by inflationary trends; that it will be
hamstrung by arbitrary regulation—provides a backdrop against which com-
mercial attractiveness must constantly be measured by the potential investor.

The current U.S. reexamination of existing income tax conventions continnes
to move in the direction of lessening taxation by the country of the source of
income. This trend is desirable. It is a step in the right direction toward
removal of disincentives to vital private investment in the less developed
conntries.

In addition to stimulating the U.S. economy, U.8. private investment abroad
increases the international trade growth rate of developing countries and pro-
vides foreign exchange which can accelerate development through the efforts of
individual less developed countries.

Disincentives to private investment must be removed In order to increase
substantially the investment of TU.S. capital and know-how in developing
conntries.

Apropos this point, the national chamber regards the T-percent investment
eredit provided in this and other pending tax conventions as just snch a removal
of a disincentive. To deny this credit to the U.8. Investor who is implementing
his country’s foreign policy by helping to stimulate mutually beneficial economie
growth abroad and at home—when the eredif is available to a domestic inves-
tor in the United States—is to diseriminate against the investor abroad at a time
when hig own Government is seeking in the national interest to encourage him.
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It should be obvious that an American corporation investing in foreign coun-
tries with tax rates lower than our own does not benefit from the lower tax rates,
becanse its total tax will always be at least as great as if the U.S. rates were
applied initially.

Double taxation can only serve as a disincentive to new foreign investment.
The Chamber of Commerce of the United States therefore urges your subecom-
mittee to support the pending United States-Thailand tax convention and other
such treaties with friendly countries for the avoidance of double taxation.

Sincerely,
Dox A. Goopbarr,
Legislative Director, Legislative Department.

STATEMENT BY P. F. CoRNELSEN, VICE PRESIDENT AND PRESIDENT OF THE
INTERNATIONAL Division, RavstoN Purina Co., 8t. Lous, Mo.

Mr. Chairman, you have received statements and testimony from various
departments of the Government, and from industry spokesmen, on the ad-
visability of ratifying the proposed income tax convention with Thailand. As
we have under consideration at the present time a recommendation to invest
in a joint venture for the purpose of constructing and operating a grain export
facility in Thailand, we would like to submit our business views of the pro-
posed treaty.

After studying the provisions of the treaty in depth we would like to recom-
mend its ratification. We believe the relief it provides to business in general
is essential to enable business to invest in Thai enterprises,

While the permanent establishment rules could be clarified to avoid any
possibility that Thailand might treat a manufacturing subsidiary which pur-
chases for its use goods produced by its U.S. parent as a permanent establish-
ment of the parent company, thereby subjecting the parent company to Thai
faxes, we do not believe this ambiguity is material when compared with the
relief provisions of the treaty. Two of these beneficial provisions are the 7-
percent investment tax credit and the deferment of tax on the transfer of
property and know-how for stock in a Thai company. We strongly favor
these two incentives, and because they are new the following is limited to
their consideration.

As you may know, Ralston Purina Co. is a worldwide supplier of commerecial
feeds for animals and poultry. We have worked closely with agriculture since
1894 to develop the nutrients necessary to provide this Nation with the finest
quality of meats, poultry, and dairy products at the lowest possible cost. Food
is our business. Since 1957 we have been sharing this know-how with many
of the less developed countries of the world. These countries rely heavily upon
agriculture to support their economy and to raise the level of nutrition of their
population.

We have feed manufacturing plants and food processing facilities in Latin
America, Europe, and the Middle East. We are now looking to the Far East
where food shortages are critical. Thailand is a suitable base of operations
for that area. The country has proven its loyalty to the United States. Its
people are industrious and progressive, and its Government, though military,
is stable and efficient. Moreover, its currency is relatively firm.

Thailand agriculture has made dramatic improvements in recent years,
enongh to feed its people and to have a surplus which it ean export to neighbor-
ing countries to relieve their food shortages. Among its exportable commodi-
ties are corn, grain sorghums, rice, tapioea meal and flakes, soybeans, castor
beans, red beans, kenaf, and jute. The three largest export items are rice,
rubber, and corn, in that order. Even with this number of exportable com-
modities Thailand still utilizes only about 60 percent of its available pro-
ductive land. The remaining 40 percent constitutes the only surplus land
immediately available in the entire area of southeast Asia which ean be used
to alleviate the present food shortages in this area. However, until the neces-
sary facilities are constructed to handle an increased volume of export trade,
there is no reason to increase its produection.

This is the area in which our company may provide assistance. Through
the use of our technical skill and know-how, we would organize a company
in Thailand to construct and operate a modern grain export facility mnear
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Bangkok. The grain would be stored in silos, conditioned, segregated, and
grade controlled to insure a uniform quality. The absence of a satisfactory
grading system has hampered Thailand in its export trade with other coun-
tries, primarily Japan. Our more than 70 years of experience in the handling
and merchandising of grain would enable us to lend assistance in eliminating
this existing bottleneck to agricultural development.

Studies of the Thai economy indicate that the rate of return on an invest-
ment in a grain storage facility would be nominal. Attached are two sched-
ules, marked “Exhibit A,” showing the profit projection of such a venture
based on the investments shown. The best rate of return that could be ex-
pected on the total assets assigned to the project is only 3.6 percent before
taxes, which is substantially less than our normal rate of approximately 13
percent.

Hence an investment of this size is not practical for us except as a means of
benefiting from the future growth and expansion of the industry. We are
willing to invest in Thailand because we are confident that it has the potential
to become an agricultural leader in southeast Asia. Our business consists
primarily of the manufacture and sale of commercial feed, not grain storage.
We look upon this investment as an initial step to greater investment in the
commercial feed industry. When proper marketing channels are established
to move the products from the farmer to the export market, whole new fields
of investment opportunities will be opened to U.S, businesses. When this hap-
pens the 7 percent investment tax eredit will become immensely important in
stimulating the flow of capital into the country and facilitating exports of Ameri-
can-made products.

Our studies indicate that a grain storage facility of the size and nature needed
in Thailand will require 30 months for construction and will cost over $5 million.
Approximately four-fifths of this cost would consist of concrete grain storage
silos and the remaining one-fifth of machinery and equipment. The grain eleva-
tors would be constructed in Thailand from Thai materials. The machinery and
equipment would be supplied from the United States. Since no income would
be generated during the period of construetion the investment tax credit would
serve to defray interest costs during this period.

We feel that our situation is a conerete example of the need for an investment
tax credit. An immediate return on our investment would make it easier for us
to finance the project, as it would reduce our risk and enable us to increase
the amount of our capital investment. Again may it be emphasized that this is
only a starting point for future investments in Thailand.

Without the immediate tax eredit we would be hesitant to make even an
initial investment, as there would be liftle incentive to purchase machinery and
equipment here and export it to Thailand when we can receive a 7 percent credit
by using it here. The current tax preference of domestic investment over
foreign investment impedes the economic growth of less developed countries.
Unless the rate of return in foreign countries is significantly higher to offset
the added risk involved, the effect is to reduce private capital investments in
favor of the immediate 7 percent tax credit in the United States. Extension
of the investment tax credit to Thailand would eliminate this impediment.

In our opinion, the investment tax credit is the best financing device yet
conceived to encourage investment of U.S. ecapital in underdeveloped areas.
Because of the extreme risk involved, business must have some incentive to
assign its capital to these areas rather than to the industrialized nations. Tax
exemptions of income is helpful but not of immediate benefit in financing. Often
these ventures operate for years without any significant profit, not to mention
the startnp costs and interest expenses that must be met in the meantime.
Tax sparing, besides being complex and inequitable fails for the same reasons.
Such incentives are based on income whereas the investment credit is based on
investment., The businessman always knows the amount of his investment,
but he does not know what his profit will be. From experience in these under-
developed areas he knows that his profit may be nil.

The same reasons advanced for the investment tax credit apply to the tax
deferment provision in regard to the contribution of property and technological
information for stock of a Thai company. The payment of a tax at the time
stock is acquired for techmical information and services makes financing of
such a corporation even more difficult. Contrast this with the payment of a tax
at the time such stock is sold, when the investor has the funds to pay a tax.
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From the foregoing we think it is clear that business needs the investment
tax eredit and the other relief provisions contained in the convention if capital
investment in less-developed ecountries is to be encouraged. This is especially
true in Thailand. In order for Thailand to become self-sufficient it must in-
erease its export trade. If the United States does not lend assistance other gov-
ernments undoubtedly will. For this reason we strongly urge the prompt rati-
fication of this convention by the Senate.

If you should desire, we would be glad to appear before the committee for
the purpose of answering questions conecerning this statement.

Profit projection
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Traxvs WorrLp AIRLINES, INc.,
Washington, D.C,, August 20, 19635.
Hon. J. W, FULBRIGHT,
Chairman, Senate Foreign Relations Committee,
U.8. Senate, Washington, D.C.

Dear Mr. CHAIRMAN: In connection with your consideration of the United
States-Thailand Income Tax Convention, we should like to indicate our views in
support of its ratification and in particular with respect to article 7, which pro-
vides for the reciprocal exemption of income from the operation of aireraft in
international traffie, since TWA plans to resume flying operations to Bangkok in
May 1966.

The United States has, during the yvears, entered into many treaties to avoid
double taxation. As a general rule treaties contain a clause exempting shipping
or airline profits, except in the home country, which usually takes one of two
forms, both very similar, which are as follows :

“Income which an enterprise of one of the contracting States derives from the
operation of ships or aireraft registered in that State shall be exempt from tax-
ation in the other contracting State.”
or

“Profits derived by an enterprise of one of the contracting States from the
operation of ships or aircraft shall be exempt from tax by the other State.”

Such exemption of profits except in the home country is intended to facilitate
the operation of international transportation enterprises and avoids the nnmer-
ous difficulties involved in the taxation of international transportation enterprise
outside the home country of the operating enterprises. The International Civil
Aviation Organization recognizing the desirability of such an exemption, on April
13, and October 4, 1651, adopted the following resolution :
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“(1) Each Contracting State should, to the fullest possible extent grant recip-
rocally to air transport enterprises of other Contracting States—

“(a) exemption from taxation on the income and gross receipts derived
in that States from the operation of aireraft in international air transpor-
tation ; and

“(b) exemption from property taxes, capital levies, increment of wealth
or other similar taxes on aircraft engaged in international air transpor-
tation.

“(2) BEach Contracting State should endeavour to give effect to paragraph
(1) above, in bilateral agreements relating to double taxation generally, or by
such other methods as the inclusion of appropriate provisions in bilateral agree-
ments for the exchange of commercial air transport rights, or by legislation
granting such exemption on a reciprocal basis ;"

Prior to adopting this resolution the North American members of the Finan-
cial Committee of International Air Transport Association prepared a paper
endorsing the principal of reciproeal exemption of income from the operation of
aircraft in international air transportation and the reasons indicated may be
summarized as follows:

(1) The exemption of snch income, except in the home country is not depend-
ent upon a uniform method of allocation and the consequential necessity of
multilateral action. The impossibility of achieving multilateral uniformity is
demonstrated by the experience of U.8. carriers with several States of the
United States and by abortive attempts in the international field. Funda-
mental differences between jurisdictions in tax structure, revenue needs, and
economic conditions preclude the general acceptance of any uniform allocation
formula,

Moreover, in international practices, fiseal and commercial legislation, make
hazardous any attempt to evaluate the profits of a particular establishment
on the basis of the central accounts of the enterprise to which it belongs. See
study by Paul Deperon, member of the Secretariat of the League of Nations
and secretary of the Fiscal Committee, prepared for the Advisory Committee
on Economics to the Committee on International Economics Policy February
21, 1945.

(2) It has the advantage of simplicity of application, since there is no need
to allocate the taxable base. This precludes (@) the developing of an acceptable
formula, which, in the case of international air transportation is extremely
diffieult, and (%) the making of complicated computations necessary to apply
that formula as required.

(3) It insures the automatic elimination of much tax reporting by the
carriers and of the necessity to compile and keep current, complex and
detailed statistics useful for tax purposes only.

(4) The wide acceptance of the theory, of exemption of such income except
in the home country, supports the application of this theory to international
air transportation.

(5) Sinee this theory removes the uncertainty of the application of foreign
taxes it would encourage the development of foreign trade and promote and
foster international air transportation.

As a U.S. international air carrier TWA strongly supports the concept of
reciprocal tax exemption for income of international air carriers ouiside of
their home country whether by tax treaty, bilateral contract, or legislation
granting such exemption on a reciproeal basis. Since we are presently at-
tempting to expand our operations to less developed parts of the world,
specifically Africa, we are particularly desirous of establishing this concept with
respect to less-developed countries.

Notwithstanding the fact that any income taxes pald by TWA to foreign
jurisdictions on its foreign source income would generally be available as a
credit against its U.S. income tax liability under section 901 of the Internal
Revenue Code of 1954, there is always the possibility, as was pointed out to
the commiftee by Assistant Secretary Surrey, that such credit may be lost
using the “per country” limitation method where a foreign jurisdiction uses
different concepts to define “source of income” than the United States. While
this possibility would be more remote using the “overall” limitation method
there are obvionsly circumstances which would discourage a company from
making an election to use the “overall” limitation method, which may only
be revoked with permission of the Secretary of the Treasury or his delegate.
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Although the only detriment to TWA, other than the numerous difficulties
involved in foreign tax administration, if there were no such tax exemption,
would be the possible loss of credit for foreign income taxes as indicated above,
there is the U.S. balance-of-payments problem which results from payment
of income tax by a U.S. corporation to a foreign jurisdiction. TWA has
been taking vigorous steps to cooperate with the Government in its fight against
the dollar drain. When any U.S. corporation pays income taxes to a foreign
jurisdiction where exemption might have been possible, the result is a dollar
loss to the extent of the credit for foreign income taxes which will subsequently
be claimed against the company’s U.8. income tax liability.

We believe that the exemption of international transportation enterprise
profits is highly desirable both from the standpoint of our company’s finaneial
interests and with respect to the U.S. balance-of-payments problem. We re-
spectfully urge your committee to report favorably recommending ratification
by the Senate.

Sincerely,
J. Woobrow THOMAS, Vice President.
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INCOME-TAX CONVENTION WITH THAILAND

MESSAGE

THE PRESIDENT OF THE UNITED STATES

TRANSMITTING

THE CONVENTION BETWEEN THE UNITED STATES OF AMERICA
AND THAILAND FOR THE AVOIDANCE OF DOUBLE TAXATION
AND THE PREVENTION OF FISCAL EVASION WITH RESPECT TO
TAXES ON INCOME, SIGNED AT BANGEKOK ON MARCH 1, 1965

Jury 29, 1965.—Convention was read the first time and, together with the
message and accompanying papers, was referred to the Committee on Foreign
Relations and was ordered to be printed for use of the Senate

Tae Wmre Housg,
July 29, 1966.
To the Senate of the United States:

With a view to receiving the advice and consent of the Senate to
ratification, I transmit herewith the convention between the United
States of America and Thailand for the avoidance of double taxation
and the prevention of fiscal evasion with respect to taxes on income,
signed at Bangkok on March 1, 1965.

I transmit also, for the information of the Senate, the report of the
Secretary of State with respect to the convention.

In view of the desirability of concluding tax conventions with
various developing countries, technical discussions have been in
progress with the authorities of a number of such countries for this
purpose. Although such conventions are expected to follow, in general,
the pattern of tax conventions presently in force between the United
States and a considerable number of other countries, attention is being
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given in the discussions with authorities of the developing countries to
the possibility of including in the contemplated conventions special
rovisions aimed at facilitating trade and investment and encouraging
joint ventures. The United States will benefit in each case by having
a convention containing desirable provisions relating to business and
investment income and the equitable treatment of U.S. citizens,
residents, and corporations in the matter of income taxation.

The convention with Thailand is one of the contemplated series of
such conventions with developing countries. The convention contains
provisions similar to provisions in existing U.S. income tax conven-
tions. It contains some provisions, however, for which there is no
parallel in such existing conventions. One of the principal provisions
of this kind is that under which U.S. residents and corporations in-
vesting in qualifying Thai enterprises would be allowed to claim as a
credit against their U.S. income tax 7 percent of their investment in
such enterprises as an incentive to private investment in Thailand.
Likewise, U.S. residents and corporations would be granted an election
to defer tax on income resulting from the transfer of property, tech-
nical services, or information concerning industrial, commereial, or
scientific knowledge, experience, or skill to a Thai corporation in ex-
change for its stock. The application of all such provisions is subject
to preseribed conditions and limitations.

The convention contains provisions relating to exemptions or
credits with respect to taxes on various types of income, including
commercial and industrial profits and income derived from the opera-
tion of aireraft and ships. Tt contains a limited reciprocal provision
with respeet to the rate of tax on dividends. It provides for exemption
from tax of interest received by the Government of one of the con-
tracting states or any of its wholly owned agencies or instrumentalities.
It contains provisions relating to cultural and industrial royalties,
income from real property, natural resource royalties, income from
personal services, remuneration received by teachers, remittances or
certain other payments to students and trainees, and governmental
salaries, wages, pensions, annuities, or similar benefits. It contains
provisions relating to deductions for charitable contributions made by
U.S. citizens, residents, and corporations to qualifying Thai
organizations.

In addition to the provisions regarding tax exemptions and credits,
the convention contans provisions substantially similar to provisions
in existing U.S. tax conventions with respect to cooperation between
the officials of the two countries for the exchange of information and
for limited assistance in collection.

The convention has the approval of the Department of State and
the Department of the Treasury.

Ly~xpox B. Jonnson.

(Enclosures: (1) RcForL of the Secretary of State; and (2) income
1

tax convention with Thailand, signed March 1, 1965.)
DEPARTMENT OF STATE,
Washington, July 17, 1965.

Tue PreESIDENT,
The Whate House.

I have the honor to submit to you, with a view to its transmission
to the Senate for advice and consent to ratification, the convention
between the United States of America and Thailand for the avoidance
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of double taxation and the prevention of fiscal evasion with respect to
taxes on income, signed at Bangkok on March 1, 1965.

This convention, the purposes of which are to avoid double taxation,
of income, prevent fiscal evasion, facilitate trade and investment,
and encourage joint ventures, is one of a contemplated series of
income tax conventions with developing countries. The convention
follows, in general, the pattern of income tax conventions now in force
between the United States and numerous other countries in that it
contains provisions dealing with such matters as (1) the taxation of
business income, (2) items of investment income, (3) the allocation of
expenses to income-producing activities in both countries, (4) recip-
rocal allowances of a foreign tax credit to afford relief from double
taxation of the citizens, residents, and corporations of one country
deriving income from sources within the other country, (5) exchange
of information and consultative procedures to give effect to the
convention with a view to assuring the benefits thereof to those
entitled to such benefits, and (6) a national treatment provision to
preclude diseriminatory tax treatment of the citizens of one country
residing in the other country and of the enterprises of one country
engaged in business in, or controlled by citizens, residents, or corpora-
tions of, the other country. The convention provides rules for deter-
mining net income for purposes of the imposition of tax by each
country; for example, it provides that a resident or corporation of one
country engaged 1n business within the other country may deduct
expenses incurred within or without such other country which are
directly related to the business so conducted. In these and various
other respects, the convention affords a measure of certainty to
business enterprises of both countries.

Apart from provisions similar to those found in other tax con-
ventions of the United States, the convention with Thailand includes
some exceptional provisions designed specifically to encourage in-
vestment in Thailand by U.S. residents and corporations (art. 5).
U.S. residents and corporations investing in qualifying Thai enter-
prises would be allowed to claim as a credit against their U.S. income
tax 7 percent of their investment in such enterprises. Such invest-
ment may include not only original investment, but also in certain
cireumstances, earnings accumulated by the Thai enterprise. Under
present U.S. tax laws, there is allowed a 7-percent credit for invest-
ment by U.S. taxpayers in certain types of business property located
in this country. The treaty provision is intended to extend this
principle in order to allow a similar incentive to private investment in
Thailand. There is also a provision for recapture of the credit in
certain circumstances. There is no similar provision in any existing
tax convention of the United States. y

Unlike existing tax conventions of the United States, the convention
with Thailand contains a provision whereby U.S. residents and
corporations would be granted an election to defer tax on income
resulting from the transfer of property, technical services, or know-
how to a Thai corporation in exchange for its stock (art. 6). This is
intended to enable U.S. investors to furnish property, services, or
know-how to a Thai corporation without being required, in either of
the two countries, to pay tax at the time of such transfer. The tax
thus deferred may be imposed when the stock which is received tax
free is eventually disposed of.

53-234—65——11
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The convention would allow U.S. citizens, residents, or corporations
to deduct from their taxable income subject to U.S. tax amounts
donated to a qualifying Thai charitable organization (art. 18). Simi-
lar provisions are incﬁlded in the existing income tax conventions
with Canada and Honduras and in the income tax convention with
the Philippines recently signed but not in force.

In view of the fact that a less developed country derives limited
amounts of income from sonrees in developed countries and that the
usual restrictions on taxation at the source would tend to benefit the
developed country without compensating benefits to the less devel-
oped country, the convention with Thailand does not include all of
the limitations on tax at the source which are usually included in such
conventions between developed countries. Consequently, the con-
vention provides for only a limited mutual restriction with respect to
withholding tax rates on dividends, provides a narrow reeciprocal
exclusion from tax on interest, and provides only a limited reduction
of tax on income from internationol shipping. The convention pro-
vides, however, for a reciprocal exemption from tax on the operations
of aircraft in international traffic and a general limitation on the
taxation of royalty income.

Article 1 describes the taxes which are the subject of the conven-
tion. For the United States, the convention applies so the Federal
income tax, including surtax, not including the tax on improperly
accumulated earnings or the personal holding company tax. The
convention does not apply to State income taxes except insofar as
discriminatory taxes are concerned and treated in article 23. For
Thailand, the convention applies to its income tax.

Articles 2 and 3 define various terms used in the convention. The
comprehensive definition of “permanent establishment” is set forth
in article 3.

Article 4 provides a reciprocal exemption from tax in one country
with respect to industrial or commercial profits of a resident or corpo-
ration of the other country, subject to preseribed conditions.

Article 5 contains the provisions regarding investment credit where-
by, subject to prescribed terms and requirements, a U.S. resident or
corporation shall be entitled to a 7-percent investment credit against
his U.S. income tax for investment in Thailand. The credits allowed
under this article may not exceed the amount of U.S. property, as
defined in paragraph (5)(a), invested by the resident or corporation
in the eligible corporation. If more than one U.S. resident or corpo-
ration qualifies for the benefits of the article with respect to a single
eligible corporation, the limitation is determined separately for each
such resident or corporation.

Article 6 contains the provisions relating tax deferral for technical
assistance. It provides a reciprocal deferral of tax on gain otherwise
recognized by either of the two countries on the receipt of stock by a
resident or corporation of one country from a corporation of the other
country. The benefits of the article apply only where the resident or
corporation of one country receives stock, or rights to acquire stock,
of a corporation of the other country in consideration for specified
types of property, services, or information supplied by such recipient
resident or corporation to the {'nr[)nr;llinn of the other country. A
U.S. resident or corporation making the election under this article
may defer the recognition of gain on the transfer of the specified
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property, services, or information without regard to the provisions of
sections 351 and 367 of the Internal Revenue Code of 1954.

Article 7 provides, in paragraph (1), a reciprocal exemption from
tax in one country with respect to income of a resident or corporation
of the other country derived from the operation of aireraft in inter-
national traffic and provides, in paragraph (2), a reciprocal 50-percent
reduction in tax in one country with respect to income of a resident or
corporation of the other country derived from the operation of ships
in international traffic.

Article 8 deals with related enterprises and provides that where an
enterprise of one country and any other enterprise are related, within
the meaning of paragraph (3), and such related enterprises make
arrangements or impose conditions between themselves which are
different. from those which would be make between independent
persons, then any income which would, except for those arrangements
or conditions, have accrued to one of the enterprises but, by reason of
those arrangements or conditions, has not so acerued, may be included
in the income of such enterprise and taxed accordingly.

Article 9 relates to the taxation of dividends and provides, subject
to prescribed conditions, for a maximum tax rate of 20 percent of the
gross amount of dividends paid by a corporation of one country to a
corporation of the other country. The provisions in this article are
more narrow than corresponding provisions in most U.S. tax conven-
tions in that the reduction in tax rate applies only in the case of
dividends paid by a corporation in one country to a corporation in the
other country which does not have a permanent establishment in the
country of the paying corporation, and then only if the recipient
corporation has owned for at least 6 months 25 percent or more of the
voting stock of the corporation paying the dividends.

Article 10 provides that interest received by the Government of
one country, or by any agency or instrumentality wholly owned by it,
shall be exempt from tax by the other country.

Article 11 provides, subject to preseribed conditions, that the rate
of tax imposed by one country on royalties, excluding natural resource
royalties, received by a resident or corporation of the other country
not having a permanent establishment in the country imposing the
tax shall not exceed 15 percent of the gross amount thereof. The
term “‘royalties” is defined for the purposes of the article.

Article 12 provides that a resident or corporation of one country
subject to tax in the other country on income from real property,
including gains from the sale or exchange of such property, or on
royalties in respect of the operation of mines, quarries, or other
natural resources, may elect for any taxable year to compute such
tax on such income on a net basis.

Article 13 contains the provisions relating to income from personal
services. Subject to prescribed conditions, a reciprocal exemption
from tax with respeet to personal service income is provided. The
general exemption applies only to individuals earning income from
the performance of personal services in an independent capacity.
There is a special provision with respect to public entertainers, such as
athletes, musicians, and actors. Individual public entertainers who
are residents of one country and who receive income for services
performed in the other country would remain taxable within such other
country to the extent that such income exceeds an average of $100
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(or its baht equivalent) for each day the individual is present or if the
aggregate amount received for the services exceeds $3,000 (or its
baht equivalent).

Articles 14 and 15 contain provisions for the promotion of cultural
exchanges. Article 14 relates to the reciprocal exemption from tax
on the personal service income of visiting teachers, subjeet to pre-
seribed conditions. Article 15 relates to the 1‘eciprucaﬂ exemption
from tax on certain items of income in the cases of students and
trainees, subject to prescribed conditions.

Article 16 provides a reciprocal exemption from tax for wages,
salaries, and similar compensation, and for pensions, annuities, or
similar benefits, paid by, or from public funds of, one of the countries
or a political subdivision thereof to an individual who is a national of
that country for services rendered to that country or to any of its
political subdivisions in the discharge of governmental functions.
In applying this article, U.S. social security payments would not be
considered as compensation paid by the United States for services
rendered to the United States.

Article 17 lays down rules applicable to the “personal service
articles,” namely, articles 13 (income from personal service), 14
(teachers), 15 (students and trainees), and 16 (governmental salaries).
It is provided that the exceptions provided in those articles shall not
extend to individuals who are citizens of or have immigrant status in
the country granting the benefits and that reimbursed travel expenses
will be considered income from personal services but will not be taken
into account in determining whether the maximum income exemptions
in articles 13 and 15 have been exceeded. It is provided further that,

if an individual (rmliﬁc& for the benefits of more than one of the

provisions in articles 13, 14, and 15, he may select the application of
that provision most favorable to him, but he may not claim benefits
of more than one provision in any taxable year.

Article 18 relates to the deduction for charitable contributions.
It provides that, in computing taxable income for purposes of the
U.S. income tax, a U.S. citizen, resident, or corporation may deduct
contributions made to qualifying charitable organizations in Thailand,
subject to prescribed conditions.

Article 19 provides that a resident or corporation of one country
shall be taxable in the other country only on income derived from
sources within such other country, then specifies various items of
gross income which are to be treated, for this purpose, as income
from sources within one or the other of the countries.

Article 20 provides that interest, dividends, or compensation for
personal services performed aboard ships or aircraft considered under
article 19 (1) (a), (b), or (c) to be from sources within one of the country
shall be exempt from tax by the other country, except as otherwise
provided in article 29. The purpose of this provision is to extend the
application of the source :‘ules to persons not citizens, residents, or
corporations of either of the two countries but receiving items of
specific income from sources within one of the two countries.

Article 21 provides that no provision of the convention is to be
construed so as to restrict in any manner any exclusion, exemption,
deduction, credit, or other allowance presently or subsequently
accorded (1) by the laws of one country in determining the tax im-
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posed by that country or (2) by any other agreement between the two
countries.

Article 22 is the credit article. It is provided that each eountry is
to allow a foreign tax credit for the appropriate amount of taxes paid
to the other country. Subparagraph (a) relates to the credit to be
allowed against U.S. tax. Subparagraph (b) relates to the credit to
be allowed against Thai tax. Although applying reciprocally the
principle of allowing a foreign tax credit for taxes paid to the other
country, the article provides flexibility with respect to the technical
formulation of the credit rules.

Article 23 contains the nondiserimination (national treatment)
provisions, A national of one country who is a resident of the other
country is not to be subjected in such other country to more burden-
some taxes than is a national of such other country who is resident
therein. IEssentially the same principle is applied in regard to the
treatment of (1) a permanent establishment which a national or
corporation of one country has in the other country and (2) a corpora-
tion the capital of which is wholly or partly owned by one or more
nationals or corporations of the other country.

Articles 24 (consultation and taxpayer claims), 25 (exchange of
information), 26 (assistance in collection), 27 (exchange of legal in-
formation), and 28 (taxpayer claims) contain provisions relating to
administrative eooperation and assistance with a view to preventing
fiscal evasion and also preventing double taxation contrary to the
convention. These provisions are substantially along the lines of
provisions in existing income tax conventions of the United States.

Article 29 provides that, regardless of any other provision of the
convention, the United States may tax individuals who are citizens
or residents of the United States and U.S. corporations, and Thailand
may tax individuals who are residents of Thailand and Thai corpora-
tions, as if the convention had not come into effect. It is provided
further, however, that these provisions are not to be construed to
deny the benefits conferred by certain articles of the convention,
namely, (1) in the case of the United States, articles 5, 6, 13, 14, 15,
16, 17, 18, 19, 22, and 23; and (2) in the case of Thailand, articles 6,
13, 14, 15, 16, 17, 19, 22, and 23.

Article 30 provides for ratification and the exchange of instruments
of ratification and prescribes that the convention shall have effect
(1) in the case of U.S. taxes, for taxable years beginning on or after
January 1 of the year following that in which the exchange takes place,
and (2) in the case of Thai taxes, for taxable years or accounting periods
beginning on or after January 1 of the year following that in which the
exchange takes place. Special provisions are included, however, with
respect to the effectiveness of articles 5 and 6. It is provided that the
convention shall continue in effect indefinitely, but may be terminated
by either party at any time after 5 years from the date of entry into
force of the convention, provided that prior notice of at least 6 months
has been given for that purpose, in which event the convention shall
cease to be effective as to United States and Thai taxes according to a
specified formula.

The convention has the approval of the Department of State and
the Department of the Treasury. The Department of the Treasury

will be prepared to supply further details on the convention and an-
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swer any questions that may be raised by the Senate in connection with
its consideration thereof.
Respectfully submitted.
Dran Rusk.
(Enclosure: Income tax convention with Thailand, signed March ¥
1965.)

CONVENTION BETWEEN THE GOVERNMENT OF THE
UNITED STATES OF AMERICA AND THE GOVERNMENT
OF THAILAND FOR THE AVOIDANCE OF DOUBLE TAX-
ATION AND THE PREVENTION OF FISCAL EVASION
WITH RESPECT TO TAXES ON INCOME

The Government of the United States of America and the Gov-
ernment of Thailand,

Desiring to conclude a Convention for the avoidance of double
taxation and the prevention of fiscal evasion with respect to taxes
on income,

Have agreed as follows:

ArTIiCcLE 1

TAXES COVERED

(1) The taxes which are the subject of the present Convention are:
(a) In the case of the United States, the Federal income tax,
including surtax, imposed by the Intermal Revenue Code (but

not including the tax on improperly aceumulated earnings or the
personal holding company tax).
(b) In the case of Thailand, the income tax imposed by the
Revenue Code.
(2) The present Convention shall also apply to taxes substantially
similar to those covered by paragraph (1) of this Article which are
subseqilenllv imposed in addition to, or in place of existing taxes.

(3) For the purpose of Article 23, this Convention shall also apply
to taxes of every kind, whether imposed at the national, state or local
level.

ArTICLE 2

GENERAL DEFINITIONS

(1) In the present Convention, unless the context otherwise
requires:

(a) The term “United States” means the United States of
America, and when used in a geographical sense means the States
thereof and the District of Columbia:

(b) The term “Thailand” means the Kingdom of Thailand :

(¢) The terms “one of the Contracting States” and “the other
Contracting State’” mean the United States or Thailand, as the
context requires;

(d) The term “person” comprises an individual, a corporation
and any other body of individuals or persons:

(e) The term “United States corporation’” means a COrpora-
tion, or any entity treated as a corporation for United States
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tax purposes, which is created or organized under the laws of the
United States or any State thereof or the District of Columbia;

(f) The term ‘““Thai corporation” means a company created or
organized under the laws of Thailand or any other kind of juridical
person created or organized under the laws of Thailand, or any
body or group of persons without juridical personality if sucf)
person, or sm-.l} body or group of persons, is taxed in Thailand in
substantially the same manner as a company created or organized
under the laws of Thailand;

(z) The terms “resident or corporation of one of the Con-
tracting States” and ‘“resident or corporation of the other Con-
tracting State’” mean a resident or corporation of the United
States or a resident or corporation of Thailand, as the context
requires;

(h) The term “competent authority’”” means;

(1) in the United States, the Secretary of the Treasury or
his delegate;

(i) in Thailand, the Minister of Finance or his authorized
representative.

(2) As regards the application of the present Convention by a
Contracting State, any term not otherwise defined shall, unless the
context otherwise requires, have the meaning which it has under the
laws of that Contracting State relating to the taxes which are the
subject of the present Convention.

ARrTICLE 3
DEFINITION OF PERMANENT ESTABLISHMENT

(1) The term “permanent establishment” means a fixed place of
business through which a resident or corporation of one of the Con-
tracting States engages in trade or business.

(2) The term “a fixed place of business” includes, but is not limited
to, an office; a store or other sales outlet; a workshop; a factory; a
warehouse; a mine, quarry or other place of extraction of natural
resources; a building, construction or installation site.

(3) Notwithstanding paragraph (1) of this Article, a permanent
establishment shall not include sites or facilities used only for one or
more of the following activities:

(a) for the processing by another person of goods or merchan-
dise belonging to the resident or corporation;
(b) for the purchase of goods or merchandise for the account
of the resident or corporation;
(¢) for the storage and/or delivery of goods belonging to the
resident or corporation, other than goods or merchandise—
(i) held for sale by such resident or corporation in a store
or other sales outlet; or
(ii) purchased and resold in that Contracting State by
the resident or corporation, or by an independent agent or
agents for or on behalf of the resident or corporation;
(d) for the collection of information for the resident or
corporation;
(e) for advertising, the conduct of scientific research, the dis-
play of goods or merchandise, or the supply of information if
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such activities have a preparatory and auxiliary character in
the trade or business of the resident or corporation;

(f) for construction, assembly or installation projects if the site
or facilities are used for such purpose for less than three months.

(4) Even if a resident or corporation of one of the Contracting
States does not have a permanent establishment in the other Contract-
ing State under paragraphs (1)-(3) of this Article, nevertheless he
shall be deemed to have a permanent establishment in the latter
State if he engages in trade or business in that State through an agent
who—

(a) has an authority to conclude contracts in the name of that
resident or corporation and regularly exercises that authority in
the latter State unless the exercise of its authority is limited to
the purchase of goods or merchandise;

(b) regularly secures orders in the latter State for that resident
or corporation; or

(¢) maintains in the latter State a stock of goods or merchan-
dise belonging to that resident or corporation from which he
regularly makes deliveries.

(5) Notwithstanding paragraph (4) of this Article, a resident or
corporation of a Contracting State shall not be deemed to have a
permanent establishment in the other Contracting State merely
because it uses the services in that State of a bona fide broker, general
commission agent, forwarding agent, custodian or other agent of
independent status acting in the ordinary course of its business. For
this purpose, an agent shall not be considered to be an agent or
independent status if it acts as an agent exclusively or almost ex-
clusively for the resident or corporation (or for that resident of
corporation and any other person controlling, contrelled by, or under
common confrol with that resident or corporation) and carries on
any of the activities described in paragraph (4) of this Article.

(6) The fact that a corporation of one of the Contracting States
controls or is controlled by or is under common control with (a) a
corporation of the other Contracting State or (b) a corporation which
engages in trade or business in that other Contracting State (whether
through a permanent establishment or otherwise), shall not be taken
into account in determining whether the activities or fixed placed of
business of either corporation constitutes a permanent establishment
of the other corporation.

(7) A resident or corporation of one of the Contracting States shall
be deemed to have a permanent establishment in the other Contract-
ing State if that resident or corporation provides the services in the
latter State of public entertainers referred to in Article 13, paragraph
(3).
(8) If a resident or corporation of one of the Contracting States
has a permanent establishment in the other Contracting State at any
time during the taxable year, it shall be considered to have a perma-
nent establishment in that other Contracting State for the entire
taxable year.
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ARTICLE 4
BUSINESS PROFITS

(1) A resident or corporation of one of the Contracting States shall
be exempt from tax in the other Contracting State with respect to its
industrial or commercial profits if that resident or corporation has no
permanent establishment in that other Contracting State.

(2) If a resident or corporation of one of the Contracting States
has a permanent establishment in the other Contracting State, tax
may be imposed by the other Contracting State on all industrial or
commereial profits of that resident or corporation from sources within
that other Clontracting State.

(3) In the determination of the industrial or commercial profits of
a resident or corporation of one of the Contracting States having a
permanent establishment in the other Contracting State there shall
be allowed as deductions expenses which are reasonably connected
with such profits, including executive and general administrative
expenses wherever incurred.

(4) No profits shall be deemed to be derived from sources within
the Contracting State in which a permanent establishment is located
merely by reason of the purchase of goods or merchandise.

ARTICLE 5
INVESTMENT CREDIT

(1) A resident of the United States or a United States corporation
owning at least 25 percent of the total combined voting power of the
stoek of an eligible corporation (as defined in paragraph (2)) shall be
entitled to credit against the amount of United States income taxes
otherwise payable for the taxable year an amount equal to 7 percent
of (a) the new investments made by such person in the eligible cor-
poration during such year, and (b) such person’s pro rata share of the
creditable reinvested earnings of the eligible corporation. The
creditable reinvested earnings of an eligible corporation for a taxable
year shall be an amount equal to one-half of its earnings and profits
for the year, reduced by the amount of any dividends distributed
during such year. The credits allowed to a resident of the United
States or a United States corporation under this paragraph shall not,
however, exceed the amount of United States property invested by
such person in the eligible corporation (either as new investments or
through purchase by the eligible corporation out of such person’s
pro rata share of reinvested earnings).

(2) A United States corporation or a Thai corporation shall be an
eligible corporation if at least 80 percent of its gross income, if any, for
the taxable vear is derived from the active conduct of one or more of
the qualified trades or businesses described in paragraph (3) and on
each day of the taxable year at least 80 percent in value of its assets
consist of assets (including assets located outside Thailand) used or
held for use in connection with such trades or businesses.
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(3) For the purposes of this Article, a qualified trade or business
shall be any trade or business conducted within Thailand and con-
sisting of:

(a) the manufacture or production of property (not including
the extraction, refining, or similar processing of any mineral,
ore, oil or gas) or the processing of agricultural or horticultural
produets or commodities (including but not limited to livestock,
poultry, fur-bearing animals or any kind of fish);

(b) the marketing of agricultural or horticultural products
or commodities (including but not limited to livestock, poultry,
fur-bearing animals or any kind of fish);

(¢) the furnishing or sale of electrical energy, water, gas
@if furnished through a local distribution system), sewage dis-
posal services, public transportation, telephone service or tele-
graph service;

(d) the catehing or taking of any kind of fish;

(e) the sale of tangible personal oroperty to the general
public through one or more retail establishments; or

(f) the performance of services utilized within Thailand, if
the services are industrial, financial, technical, scientifie, engineer-
ing or architectural in nature or are rendered as an incident of a
trade or business of the kind described in (a) through (e), and
any payments in consideration of such services are reasonable
in amount and are not contingent either in whole or in part on
the sales, productivity, or profits of the person for whom these
services are performed.

(4) If a resident of the United States or a United States corporation
described in paragraph (1) directly or indirectly withdraws any
property from an eligiﬁic corporation, the United States income taxes
otherwise payable by such United States resident or corporation for
the year of withdrawal shall be increased by an amount not exceeding
(1) 7 percent of the amount of property deemed to have been with-
drawn or (ii) the amount by which United States income taxes of such
resident or corporation have been reduced (or otherwise would be
reduced) under the provisions of paragraph (1) by reason of invest-
ments made in the eligible corporation in the year in which the
property is withdrawn, in any of the three preceding years or in the
next succeeding year, whichever amount is less. A resident of the
United States or a United States corporation shall be considered to
withdraw property from an eligible corporation if—

(a) the eligible corporation makes any distribution of property
to such person or to any person who is a related person with
respect to such investor and such distribution is either (i) not
out of earnings and profits or (ii) is out of earnings and profits,
but only to the extent that such distribution exceeds the amount
which would have constituted reinvested earnings, within the
meaning of paragraph (1), had there been no such dist ribution;

(b) the ellig_fihlt' corporation pays (or any person pays on its
behalf) all or any part of an indebtedness to such person or to
any person who is a related person with respeet to such investor:

(¢) such person disposes of stock in, or an indebtedness of, the
eligible corporation or a corporation which is a related person
with respect to such investor and which owns stock or indebted-
ness in the eligible enterprise;
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(d) a corporation which is a related person with respect to such
investor and which owns stock or indebtedness in the eligible
corporation disposes of all or part of such stock or indebtedness.

If an elgible corporation ceases to be eligible or if a resident of the
United States or a United States corporation ceases to own 25 percent
of the stock of an eligible corporation as set forth in paragraph (1),
such person will be deemed to have disposed of his entire interest in
the eligible corporation. For purposes of this paragraph, a with-
drawal of property shall be considered a withdrawal from the eligible
corporation if the withdrawal is made from another corporation con-
ducting in Thailand a trade or business similar or related to a trade or
business conducted in Thailand by the eligible corporation and if the
United States person making the withdrawal owns at least 25 percent
of the total combined voting power of the stock of such other
corporation.

(5) For purposes of this Article—

(a) The term ‘“United States property” means any tangible
personal property which has been manufactured, constructed,
produced, grown or extracted in the United States and thereafter
cnntimmus?y used, if at all, only in the United States; and

(b) The term “new investment’” means the transfer of money
or tangible personal property by a resident of the United States
or a United States corporation to the eligible eorporation, other
than in satisfaction of a pre-existing indebtedness, but only to
the extent that—

(i) the asset does not represent, directly or indirectly,
funds borrowed within Thailand;

(if) immediately following the transfer, the asset is used
or held for use by the eligible corporation in the conduct of
a qualified trade or business; and

(iii) such resident or corporation does not receive, in the
taxable year in which the transfer is made, payment in
consideration thereof (other than payment in the form of
stock or indebtedness of the eligible corporation).

(6) The credit against United States income taxes provided in
paragraph (1) shall be subject to such regulations as are preseribed
by the Secretary of the Treasury of the United States or his delegate
to effectuate the provisions of this Article and to further define and
determine the terms, conditions and amounts referred to herein.

ARrTIiCcLE 6
TAX DEFERRAL FOR TECHNICAL ASSISTANCE

(1) If a resident or corporation of one of the Contracting States
provides to a corporation of the other Contracting State for use in
connection with a trade or business actively condueted by the latter
corporation in that other Contracting State any (i) patent, invention,
model, design, secret formula or process, or similar property right,
(ii) information concerning industrial, commercial or scientific
knowledge, experience or skill or (iii) technical, managerial, engineer-
ing, architectural, seientific, skilled, industrial, commercial or like
services, and if in consideration thereof such person receives from the
latter corporation its stock, or rights to acquire its stock, such person
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may elect not to include in income for purposes of United States
taxes and Thai taxes which are the subject of this Convention any
amount otherwise includible by reason of the receipt thereof. In
that event, otherwise deductible expenses incurred in the transaction
shall not be currently deducted to the extent that they are allocable to
amounts excluded from income as provided in this Article. If the
stock or rights so received are thereafter disposed of, the amount so
excluded (or, if such stock is sold or exchanged for less than such
amount, the amount received upon the sale or exchange) shall then
be included in income in the manner in which it would have been
included upon receipt of such stock or rights. The deductions dis-
allowed by reason of this Article shall be allowed upon a disposition
of the stock or rights so received and any gain upon such disposition
shall be determined as if such amount had been included in income,
and such deductions allowed, upon receipt of such stock or rights.
For purposes of this paragraph, the exercise of rights to acquire stock
shall not be considered a disposition and no amount shall be included
in income (nor any deductions allowed) until the stock acquired upon
such exercise is thereafter disposed of.

(2) (a) With respect to United States taxes, the provisions of this
Article shall be subject to such regulations as are preseribed by the
Secretary of the Treasury of the United States or his delegate to
effectuate the provisions of this Article and to further define and
determine the terms, conditions and amounts referred to herein.

(b) With respect to Thai taxes, the provisions of this Article shall
be subject to such regulations as are preseribed by the Minister of
Finance or his authorized representative to effectuate the provisions
of this Article and to further define and determine the terms, conditions
and amounts referred to herein.

(¢) To the extent provided by applicable regulations, a portion of
any stock to which this Article applies may be required to be deposited
with a bank or other depositary for the purpose of assuring collection
of the taxes payable under this Article upon dispostion of the stock.

ArTICLE 7
SHIPPING AND AIR TRANSPORT

(1) (a) Income which a resident or corporation of the United States
derives from the operation in international traffic of aircraft registered
in the United States shall be exempt from taxation in Thailand.

(b) Income which a resident or corporation of Thailand derives
from the operation of aircraft in international traffic shall be exempt
from taxation in the United States.

(2) (a) The amount of tax imposed by Thailand on income derived
by a resident or corporation of the United States from the operation in
international traffic of ships registered in the United States shall be
reduced to 50 percent of the amount which would have been imposed
in the absence of this Convention.

(b) The amount of tax imposed by the United States on income
derived by a resident or corporation of Thailand from the operation of
ships in international traffic shall be reduced to 50 percent of the
amount which would have been imposed in the absence of this
Convention.
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ArTicLE 8
RELATED ENTERPRISES

(1) Where conditions are made or imposed between two related
enterprises which differ from those which would be made between
independent enterprises, then any income which would, but for these
conditions, have acerued to one of the enterprises but, by reason of
those conditions, has not so accrued, may be included in the income
of that enterprise and taxed accordingly.

(2) In determining the income of an enterprise, deductions shall be
allowed for amounts paid to a related enterprise for services, including
managerial or administrative services, if they would be allowed if
paid to an unrelated enterprise, but only in an amount which does not
exceed the amount which would be charged by an unrelated enterprise
for the same or similar services under the same or similar conditions,

(3) For purposes of this Article, an enterprise is related to another
enterprise if either enterprise participates directly or indirectly in the
management, control or capital of the other, or if any person or persons
participate directly or indirectly in the management, control or capital
of both enterprises.

(4) For purposes of this Article, an “enterprise’”’ means a corpora-
tion, partnership or other entity, or the income producing activity of
an individual (including an individual in his individual or his fiduciary
capacity, or as a member of a partnership).

ArticLE 9
DIVIDENDS

The rate of tax imposed by one of the Contracting States on divi-
dends paid by a corporation of that Contracting State to a corporation
of the other Contracting State not having a permanent establishment
in the former Contracting State shall not exceed 20 percent of the
gross amount thereof if the recipient corporation has owned not less
than 25 percent of the voting stock of the paying corporation for at
least six months immediately prior to the date on which the dividend
becomes payable.

ArTicLE 10

INTEREST

~ Interest received by the Government of one of the Contracting
States or any agency or instrumentality wholly owned by that
Government shall be exempt from tax by the other Contracting State.

ArTICLE 11
ROYALTIES

(1) The rate of tax imposed by one of the Contracting States on
royalties received by a resident or corporation of the other Contracting
State not having a permanent establishment in the former Contracting
State shall not exceed 15 percent of the gross amount thereof.
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(2) For the purposes of this Article, the term “royalties” means any
royalties, rentals or other amounts paid as consideration for the use of,
or the right to use:

(a) copyrights, artistic or scientific works, patents, designs,
plans, secret processes or formulae, trademarks, motion picture
films, films or tapes for radio or television broadeasting, or other
like property or rights, or

(b) information concerning industrial, commercial or scientific
knowledge, experience, or skill.

The term does not include any royalties, rentals or other amounts paid
in respect of the operation of mines, quaries or other natural resources.

(3) For purposes of this Article, the term “royalties” shall also
include income derived from the alienation of property or information
described in paragraph (2). In respect of such income, a resident or
corporation of one of the Contracting States, being subject to tax in the
other Contracting State, may elect for any taxable year to compute
the tax on such income on a net basis as if such resident or corporation
were engaged in trade or business in that other Contracting State.

ArTicLE 12
INCOME FROM REAL PROPERTY

A resident or corporation of one of the Contracting States subject
to tax in the other Contracting State on income from real property,
including gains derived from the sale or exchange of such property, or
on royalties in respect of the operation of mines, quarries, or other
natural resources may elect for any taxable year to compute that tax
on such income on a net basis as if such resident or corporation were
engaged in trade or business in that other Contracting State.

ARTICLE 13
INCOME FROM PERSONAL SERVICES

(1) An individual who is a resident of one of the Contracting States
shall be exempt from tax by the other Contracting State with respect
to income from personal services if—

(a) he is present within the latter Contracting State for a
period or periods not exceeding in the aggregate 180 days during
the taxable vear, and

(b) such income is not deducted in computing profits subject
to tax in the latter Contracting State, and

(c) in the case of employment income, the services are per-
formed as an employee of a resident or corporation of the former
Contracting State.

(2) For purposes of paragraph (1) of this Article, the term “income
from personal services” includes employment income and income
earned by an individual from the performance of personal services in
an independent capacity. The term “employment income’ includes
income from services performed by officers and directors of COrpora-
tions, but does not include income from personal services performed
by partners which shall be treated as income from the performance
of services in an independent capacity.
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(3) Notwithstanding paragraph (1) of this Article, the income
from personal services of public entertainers, such as athletes, musi-
cians and actors, from their activities as such, may be taxed in the
Contracting State in which the services are performed if such income
exceeds either $100 (or its equivalent in Baht) for each day the in-
dividual is present in the latter Contracting State or an aggregate
amount of $3,000 (or its equivalent in Baht).

ArTIiCLE 14
TEACHERS

An individual who is a resident of one of the Contracting States
at the beginning of his visit to the other Contracting State and who,
at the invitation of the Government of the other Contracting State
or of a university or other accredited educational institution situated
in the other Contracting State, visits the latter Contracting State for
the purpose of teaching or engaging in research, or both, at a univer-
sity or other accredited educational institution shall be exempt from
tax by the latter Contracting State on his income from personal
services for teaching or research at such educational institution, or at
other such institutions, for a period not exceeding two years from the
date of his arrival in the latter Contracting State.

ArTICLE 15
STUDENTS AND TRAINEES

(1) (a) An individual who is a resident of one of the Contractin,
States at the beginning of his visit to the other Contracting State ans
who is temporarily present in the other Contracting State for the
primary purpose of—
(i) studying at a university or other accredited educational
institution in that other Contracting State,
(ii) securing training necessary for qualification in a medical
profession, or
(1) studying or doing research as a recipient of a grant,
allowance, or award from a governmental, religious, charitable,
scientifie, literary or educational organization,
shall be exempt from tax by that other Contracting State with respect
10—
(A) gifts from abroad for the purposes of his maintenance,
education, study, research or training;
(B) the grant, allowance, or award; and
(C) income from personal services performed in the other
Contracting State in an amount not in excess of $2,000 or its
equivalent in Baht for any taxable year; or, if such individual is
securing training necessary for qualification in a medical profes-
sion, not in excess of $5,000 or its equivalent in Baht for any
taxable year.

(b) The benefits under this paragraph shall only extend for such
period of time as may be reasonably or customarily required to
effectuate the purpose of the visit, but in no event shall any individual
have the benefits of this paragraph for more than five taxable years.
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(2) A resident of one of the Contracting States who is present in
the other Contracting State for a period not exceeding one year, as
an employee of, or under contract with, a resident or corporation of
the former State, for the primary purpose of—

(i) acquiring technical, professional, or business experience
from a person other than that resident or corporation of the
former State, or

(if) studying at a university or other accredited educational
institution in that other Contracting State,

shall be exempt from tax by that other Contracting State with respect
to his income from personal services performed in the other Con-
tracting State for that period in an amount not in excess of $5,000
or its equivalent in Baht.

(3) A resident of one of the Contracting States who is present in
the other Contracting State for a period not exceeding one year,
as a participant in a program sponsored by the Government of the
other Contracting State, for the primary purpose of training, research,
or study shall be exempt from tax by that other State with respect
to his income from personal services performed in that other Con-
tracting State and received in respect of such training, research, or
study in an amount not in excess of $10,000 or its equivalent in Baht.

ArTICLE 16
GOVERNMENTAL SALARIES

Wages, salaries, and similar compensation, and pensions, annuities,
or similar benefits paid by, or from public funds of, one of the Con-

tracting States or the political subdivisions thereof to an individual
who is a national of that Contracting State for services rendered to
that Contracting State or to any of its political subdivisions in the
discharge of governmental functions shall be exempt from tax by the
other Contracting State.

ArricLE 17
RULES APPLICABLE TO PERSONAL SERVICE ARTICLES

(1) The benefits of Articles 13, 14, 15 and 16 shall not extend to
citizens of, nor to individuals having immigrant status in, the Con-
tracting State granting the benefits.

(2) For purposes of Articles 13, 14, 15 and 16, reimbursed travel
expenses shall be considered to be income from personal services or
compensation, but shall not be taken into account in computing the
maximum amount of exemptions specified in Articles 13 and 15.

(3) An individual who qualifies for benefits under more than one
of the provisions of Articles 13, 14 and 15 may select the application
of that provision most favorable to him, but he shall not be entitled
to the benefits of more than one provision in any taxable year.

ArTicLE 18
DEDUCTION FOR CHARITABLE CONTRIBUTIONS
In the computation of taxable income under the United States in-

come tax, a deduction shall be allowed to citizens and residents of the
United States and to United States corporations for contributions to
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any organization created or organized under the laws of Thailand
which constitutes a charitable organization for purposes of the income
tax laws of Thailand if—
(a) such contributions are used entirely within Thailand; and
(b) the recipient organization has qualified as a charitable
organization under subsection 501(c)(3) of the United States
Internal Revenue Code.
Such deduetion shall not exceed an amount which would have been
allowable under section 170 of the United States Internal Revenue
Code if such organization had been created or organized under the
laws of the United States and if such contributions were used within
the United States.
ArticLE 19

TAXATION AT SOURCE

(1) A resident or corporation of one of the Contracting States shall
be taxable in the other Contracting State only on income derived from
sources within that other Contracting State. For this purpose, the
following items of gross income shall be treated as income from sources
within a Contracting State:

(a) Interest paid by that Contracting State, including any
local government thereof, or by a resident or corporation of that
Contracting State, except that interest paid by a resident or
corporation of that Contracting State—

(i) with a permanent establishment outside both Con-
tracting States to a resident or corporation of the other
Contracting State, or

(ii) with a permanent establishment in the other Con-
tracting State

directly out of the funds of such permanent establishment on
indebtedness incurred for the sole use of, or on banking deposits
made with, such permanent establishment shall be treated as
income from sources within the State where such permanent
establishment is located.

(b) Dividends paid by a corporation of that Contracting
State.

(¢) Compensation for personal services performed aboard
ships or aireraft operated by a resident or corporation of that
Contracting State (lnnd, in the case of the United States, registered
in the United States), if rendered by a member of the regular
complement of the ship or aireraft.

(d) Compensation E;r personal services performed within that
Contracting State (including private pensions or annuities paid in
respect of such services) and income from providing personal
services performed within that Contracting State.

(e) Rentals from personal property located within that Con-
tracting State.

(f) I?oyult.ies for using, or for the right to use, in that Con-
tracting State, property or information described in paragraph
2 of Article 11.

(z) Gain derived from the sale of rights to use property or
information described in paragraph 2 of Article 11 if—

(i) the sale takes place within that Contracting State, or
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(i) the sale is a sale of rights to use such property or
information within that Contracting State and such rights
are acquired by a resident or corporation of that Contracting
State or out of the funds of a permanent establishment
located in that Contracting State.

(h) Income from real property located in that Contracting
State (including gains derived from the sale of such property, but
not including interest from mortgages or bonds secured by real
property) and royalties from the operation of mines, quarries, or
other natural resources located in that Contracting State.

(2) Income from goods produced (in whole or in part) by a tax-
payer within one of the Contracting States and sold to a buyer within
the other Contracting State shall be allocated in part to the produc-
tion and in part to the sale. Such allocation shall be made, where
possible, by reference to prices and terms agreed upon by independent
parties engaged in the same or similar transactions, and otherwise by
reference to the part of the ageregate sales and property of the tax-
ayer within that Contracting State and to other relevant factors.
%01‘ purposes of this paragraph, the word “produced” includes manu-
factured, fabricated, extracted, processed, or grown.

(3) With respect to the kinds of income covered by the rules in
paragraph (1) of this Article, any income which is not attributed to
sources within a Contracting State by such rules shall be treated as
income from sources outside that Contracting State.

ArTICcLE 20

EXEMPTION FROM TAX FOR INCOME FROM SOURCES IN OTHER
CONTRACTING STATE

Interest, dividends or compensation for personal services performed
aboard ships or aircraft which is ascribed by the provisions of sub-
paragraphs (1)(a), (1)(b) or (1)(¢) of Article 19 to sources within one
of the Contracting States shall be exempt from tax by the other Con-
tracting State, except as otherwise provided by Article 29,

ArTticLE 21
PROTECTION OF TAXPAYER RIGHTS UNDER OTHER LAW

The provisions of the present Convention shall not be construed to
restrict in any manner any exclusion, exemption, deduction, credit or
other allowance now or hereafter accorded (a) by the laws of one of
the Contracting States in the determination of the tax imposed by
that State or (b) by any other agreement between the Contracting
States.

ARTICLE 22

ELIMINATION OF DOUBLE TAXATION

Double taxation shall be avoided in the following manner:

(a) The United States shall allow to a resident or corporation of
the United States as credit against its tax specified in subparagraph
(1)(a) of Article 1 the appropriate amount U} taxes paid to Thailand.
For this purpose, the rules set forth in Article 19 shall be applied to
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determine the source of gross income; but, otherwise, the amount of
the deduction shall be determined in accordance with the applicable
revenue laws of the United States. It is agreed that, by virtue of the
provisions of subparagraph (b) of this Article, Thailand has satisfied
the similar credit requirement of the Internal Revenue Code with
respect to taxes paid to Thailand.

(Ih) Thailand shall allow to a resident or corporation of Thailand
as credit against its tax specified in subparagraph(1)(b) of Article 1
the appropriate amount of taxes paid to the United States. Such
appropriate amount shall be based on the amount of tax paid to the
United States but shall not exceed that portion of the Thai tax which
net income from sources within the United States bears to the entire
net income subject to Thai tax. In computing such portion, the rules
set forth in Article 19 shall be applied to determine the source of gross
income. In determining such entire net income, a loss incurred in
any country shall not be taken into account.

ArTIiCcLE 23
NONDISCRIMINATION

(1) A national of one of the Contracting States who is a resident
of the other Contracting State shall not be subjected in that other
Contracting State to more burdensome taxes than is a national of that
other Contracting State who is resident therein.

(2) A permanent establishment which a national or corporation
of one of the Contracting States has in the other Contracting State
shall not be subject in that other Contracting State to more burden-
some taxes than is a national or corporation of that other Contracting
State carrying on the same activities. This paragraph shall not be
construed as obliging either Contracting State to grant to nationals
of the other Contracting State not resident in the former Contracting
State any personal allowances or deductions which are by its law
available only to residents of that former Contracting State.

(3) A corporation of one of the Contracting States, the capital of
which is wholly or partly owned by one or more nationals or corpora-
tions of the other Contracting State, shall not be subjected in the
former Contracting State to more burdensome taxes than is a corpora-
tion of the former Contracting State, the capital of which is wholly
owned by one or more nationals or corporations of that former Con-
tracting State.

ArTICLE 24

CONSULTATION

(1) The competent authorities of the Contracting States may com-
municate with each other directly for the purpose of giving effect to the
provisions of the present Convention. Should any difficulty or doubt
arise as to the interpretation or application of the present convention,
or its relationship to conventions between one of the Contracting
States and any other State, the competent authorities shall endeavour
to settle the question as quickly as possible by mutual agreement.

(2) In particular, the competent authorities of the Contracting
States may consult together to endeavour to agree—

(a) to the same apportionment of industrial or commercial
profits between a resident or corporation of one of the Contracting
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States and its permanent establishment situated in the other
Contracting State; or
(b) to the same allocation of income between an enterprise
and its related enterprise, dealt with in Article §,
and to the appropriate procedures for effectuating such apportion-
ment or allocation,
ArTICLE 25

EXCHANGE OF INFORMATION

(1) The competent authority of one of the Contracting States shall
exchange such information with the competent authority of the other
Contracting State as is pertinent to carrying out the provisions of
the present convention or preventing fraud or fiscal evasion in relation
to the taxes which are the subject of the present Convention.

(2) The competent authority of the Contracting State to which a
request for information is made shall not exchange information
unless that information would be available under the taxation laws
and administrative procedures of that State if the tax of the other
State, to which the request for information relates, were the tax of
the former State and were being imposed by that State.

(3) Any information exchanged shall be treated as secret and shall
not be disclosed to any persons other than those (including a court
or administrative body) concerned with the assessment, collection or
enforcement of the taxes which are the subject of the present con-
vention.

(4) No information shall be exchanged which would disclose any
trade, business, industrial, or professional secret.

ArTicLE 26
ASSISTANCE IN COLLECTION

(1) Each of the Contracting States shall endeavour to collect
such taxes imposed by the other Contracting State as will ensure that
any exemption or reduced rate of tax granted under the present
Convention by the other State shall not be enjoyed by persons not
entitled to such benefits. The Contracting State making such col-
lections shall be responsible to the other Contracting State for the
sums thus collected,

(2) In no case shall the provisions of this Article be construed so
as to impose upon either OPLhe Contracting States the obligation to
carry out administrative measures at variance with the regulations
and practices of the Contracting State endeavouring to collect the
tax or which would be contrary to that State’s sovereignty, security
or public policy.

ArticLE 27

EXCHANGE OF LEGAL INFORMATION

(1) The competent authorities of the Contracting States shall
notify each other of any amendments of the tax laws referred to in
Article 1(1) and of the adoption of any taxes referred to in Article
1(2) by transmitting the texts of any amendments or new statutes
at least once a year.
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(2) The competent authorities of the Contracting States shall
exchange the texts of all published material interpreting the present
Convention under the laws of the respective States, whether in the
form of regulations, rulings or judicial decisions,

(3) The texts transmitted under this Article shall be in the language
of the transmitting State.

ARTICLE 28

TAXPAYER CLAIMS

A taxpayer shall be entitled to present his case to the Contracting
State of which he is a citizen or resident, or, if the taxpayer is a cor-
poration of one of the Contracting States, to that State, if he considers
that the action of the other Contracting State has resulted, or will
result for him in taxation contrary to the provisions of this Convention.
Should the taxpayer’s claim be considered to have merit by the
competent authority of the Contracting State to which the claim
is made, it shall endeavour to come to an agreement with the com-
petent authority of the other Contracting State with a view to the
avoidance of taxation contrary to the provisions of the Convention.

ARTICLE 29
SAVINGS CLAUSE

(1) Regardless of any other provision of the present Convention,
the United States may tax individuals who are citizens or residents of
the United States and United States corporations as if the present
Convention had not come into effect. However, this paragraph
shall not be construed to deny the benefits conferred by Articles 5, 6,
13, 14, 15, 16, 17, 18, 19, 22 and 23.

(2) Regardless of any other provision of the present Convention,
Thailand may tax individuals who are residents of Thailand and
Thai corporations as if the present Convention had not come into
effect. However, this paragraph shall not be construed to deny the
benefits conferred by Articles 6, 13, 14, 15, 16, 17, 19, 22 and 23.

ArTticLE 30
EFFECTIVE DATES AND RATIFICATION

(1) The present Convention shall be ratified and the instruments of
ratification exchanged at Washington as soon as possible.

(2) After the exchange of instruments of ratification, th2 present
Convention shall have effect—

(a) in the case of United States taxes, for taxable years
beginning on or after the first day of January of the year following
that in which such exchange takes place;

(b) in the case of Thai taxes, for the taxable years or accounting
veriods beginning on or after the first day of January of the year
}n]lnwing that in which such exchange takes place.

(3) Notwithstanding the provisions of paragraph (2) of this
Article—
(a) Article 5 shall have effect—
(1) with respect to the credit for new investments, for
taxable yvears beginning on or after the first day of January
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of the year in which the exchange of instruments of ratifica-
tion takes place; and

(i) with respect to the credit for reinvested earnings of an
eligible corporation, to such earnings for taxable years ending
after the first day of January of the year in which such
exchange takes place.

(b) Article 6 shall have effect with respect to stock or rights to
acquire stock received on or after the first day of January of the
year in which the exchange of instruments of ratification takes
place.

(4) The present Convention shall continue in effect indefinitely,
but it may be terminated by either of the Contracting States at any
time after five years from the date specified in paragraph (2) of this
Article, provided that at least six months’ prior notice of termination
has been given. In such event, the present Convention shall cease
to be effective—

(a) in the case of United States taxes, for taxable years begin-
ning on or after the first day of January next following the expira-
tion of the six-month period;

(b) in the case of Thai taxes, for taxable years or accounting
periods beginning on or after the first day of January next follow-
ing the expiration of the six-month period.

(5) Notwithstanding the provisions of paragraph (4) of this
Article—

(a) the benefits provided under Articles 5 or 18 may be termi-
nated by the United States at any time after five years from the
date specified in paragraph (2) of this Article.

(b) the benefits provided under Article 6 by either of the Con-
tracting States to residents and corporations of that Contracting
State may be terminated at any time after five years from the
date specified from the date in paragraph (2) of this Article. If
such benefits are terminated, the other Contracting State may
terminate benefits provided under Article 6 to residents and
corporations of the former Contracting State at any time after
termination by the former Contracting State.

(¢) any termination under this paragraph shall not prejudice
benefits available with respect to transactions entered into prior
to such termination.

IN wiTNESs wHEREOF the undersigned, having been duly authorized
thereto by their respective Governments, have signed "the present
Convention.

DoxE in duplicate at Bangkok on this first day of March, one
thousand nine hundred and sixty-five, in the English language.

For the Government of the United States of America:

Grapam Marmin

Ambassador.

For the Goyvernment of Thailand:

TravaT Knosman

Mnister of Foreign Affairs.
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