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TAX PROTOCOLS WITH BELGIUM AND GERMANY

WEDNESDAY, OCTOBER 13, 1985

UNITED STATES SENATE,
SuscommITTEE ON Tax CoNVENTIONS
or THE ComM1TTEE ON FOREIGN RELATIONS,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:35 a.m., in room
4221, New Senate Office Building, Senator Albert Gore presiding.

SenxaToR Gore. The committee will come to order.

The Subcommittee on Tax Conventions of the Committee on Foreign
Relations is meeting today to receive testimony on the supplementary
income tax protocol with Belgium siﬁmed on May 21, 1965, and the
tax protocol with the Federal Republic of Germany signed on Sep-
tember 17, 1965.

Our first witness is Mr. Stanley S. Surrey, Assistant Secretary of
the Treasury.

Mr. Surrey, we are glad to have you. I believe you have a prepared
statement. Will you please proceed in your own way.

STATEMENT OF STANLEY S. SURREY, ASSISTANT SECRETARY OF
THE TREASURY; ACCOMPANIED BY NATHAN GORDON, DI-
RECTOR FOR INTERNATIONAL TAX AFFAIRS, OFFICE OF THE
SECRETARY, TREASURY DEPARTMENT

Mr. Surrey. Thank you, Mr. Chairman. I have aPre vared state-
th

ment, but T think in view of the technical aspects o
mi%ht be easier if I discussed the highlights of the treaty.

The existing Belgian convention came into effect in 1952. The
protocol is a modification of the existing Belgian convention occa-
sioned by a change in the internal law of Belgium. The protocol is
designed to bring the treaty provisions into conformity with situations
created by the new Belgian law. It is a relatively short protocol and
is restricted primarily to this principal effect.

The Belgian Government in the early 1960’ changed its method
of taxing corporations and individuals to such an extent that the exist-
ing {reaty became outmoded, and it was necessary therefore to enter
into negotiations. Negotiations were limited to dealing with this
particular point. We expect in the future to have further negotia-
tions with the Belgian Government to modernize other provisions of
the convention in the light of the recent OECD model convention, and
changes that have occurred since 1952,

The principal :15_:]1}e('t of the protocol as it affects U.S. shareholders

1s treaty, it

deals with withholding by Belgian corporations on U.S. corporations
having an interest in the Belgian corporation. The Belgian system

1




2 TAX PROTOCOLS WITH BELGIUM AND GERMANY

rovides for a 30-percent tax on corporate profits, and they also with-
wld a tax which is nominally at the rate of 15 percent on dividends
paid to domestic shareholders and foreign shareholders. But under
the technical way in which that withholding tax is applied, it actually
amounts to 18.2 percent of the amount of cash that a shareholder
receives as his dividend.

The U.S. rate of withholding on dividends going to Belgian share-
holders in U.S. corporations, under the existing treaty, is 15 percent.
The Belgian Government desired to maintain the withholding at a
rate of 18.2 percent, which is the rate which they have applied in their
recent treaties as well as their internal withholding rate.

The U.S. Government thought that the two withholding rates
should be reciprocal, and if we were going to limit our withholding to
15 percent, the Belgian Government should do likewise.

J{,;h?l‘ a good deal of discussion, which kept the negotiations run-
ning from about 1962 to 1964 over this and other points, the Belgian
Government agreed to the U.S. suggestion, and this protocol places
their withholding at an actual 15 percent rather than 18.2 percent
which would occur under their internal law. This reduced rate of
15 percent applies only to registered shares. As you know, there are
two systems 1n effect with respect to share issuance in many European
countries, a system of registered shares, in which the stock is registered
in the name of the owner, as is the system in the United States, and
a system of bearer shares, in which there is no identification of the
owner, but it is simply a matter of coupons.

In the case of Iie]gium, where there is a direct investment by an
American company, that is, an American parent and a Belgian sub-

sidiary, as far as we know, shares are always registered, so that in
the case of direct investment of this fashion, the treaty will apply
the 15-percent rate.

Also, any person who has a bearer share can very readily convert
that share to a registered share without any difficulty, so that any-
bodfr can take advantage of this 15-percent rate. The Belgians were

ol

unable to apply the lower rate to bearer shares because of complica-
tions in administration that they thought would occur. We there-
fore decided not to press to a conclusion at this time our feeling that
the rate also should be reduced to 15 percent for bearer shares. But
we will take that up again after the Belgians have considered whether
they can handle such a reduction administratively. However, as a
matter of actual fact, due to a variety of aspects of the Belgian law,
in most cases of bearer shares of the typical Belgian corporations in
which Americans invest, the actual effective rate of tax comes out quite
often even less than 15 percent. So we do not think that this is in any
way restrictive on American interests.

The balance of the protocol deals with the methods by which Bel-
gium will give relief to Belgians who have income from U.S. sources.
The existing convention had provisions to that effect, but they were
outmoded by the changes in Belgian law. Consequently what this
part of the treaty does is simply bring up to date the methods by
which Belgium will give relief to its citizens and residents who invest
in the United States.

As you know, we have the foreign tax credit for this purpose. Bel-
gium has a more complicated arrangement, which in some cases
involves a credit and in some cases involves an exemption.
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In addition, the Belgians under this protocol have given somewhat
additional relief to those of its residents who are U.S. citizens living in
Belgium and deriving income from the United States. In the case of
dividend and interest income, investment income, we tax our citizens
in full. If Belgium taxed them in full and gave them no relief, there
would be rather heavy double taxation. Consequently, in its treaties
with foreign countries, the United States seeks to have some recogni-
tion by the other government of the fact that we tax our citizens
wherever they are in full, and in this treaty Belgium does give some
partial recognition to that effect, and does give—

Senator (Gore. What do you mean “partial”?

Mr. Surrey. In the typical case Belgium will grant anybody living
in Belgium a credit of 15 percent of the dividends or interest. Now,
that is the amount that we normally withhold on a Belgian resident.
But in the case of an American, since we impose tax in full, the Bel-
gians go further and say that in any event an American will not be
taxed by Belgium at more than 15 percent on his American investment
income. So that they limit their tax to 15 percent of the American
investment income.

That is a more generous treatment of the U.S, citizen than it is of
their other residents getting income from the United States.

Aside from these matters, there is no other particular matter of sig-
nificance in the protocol. The protocol becomes effective, if ratified,
starting with 1963 when the new Belgian law became effective. So
that under the protocol, we would recognize the changes in Belgian law
starting with the year 1963, except that the rate of 18.2 must be reduced
to 15 percent for registered shares for those years as well as for the
future.

It may be that certain of our organizations which happen to hold
Belgian shares, do not receive in effect the U.S. foreign tax credit be-
cause they do not pay any taxes, such as American charities and Amer-
ican pension trusts. We do not know whether they do or do not hold
Belgian shares. They may feel that the Belgian law, in adopting the
withholding rate, could have been regarded as contrary to the existing
U.S. treaty. In this protocol we preserve the rights of these organiza-
tions to contest that withholding tax for prior years if they feel in-
clined to do so. We do not know whether there are any organizations
that are so interested or not. But if they are, their rights are fully
protected under this protocol.

I think that is the sum and substance of the Belgian protocol.

Senator Gore. I wish to place in the record at this point a more de-
tailed treatise of this protocol which you have prepared and submitted.

Mr. Surry. Yes; I would like, Mr. Chairman, to place both my writ-
tien statement which I prepared and then a longer technical memoran-
dum,

Senator Gore. All right, and the same will be true with respect to
the German protocol to which you can address your remarks now.

(The statement and the technical memorandum concerning the Bel-
gian protocol referred to above follow.)

STATEMENT ON THE Prorocor To THE UNITED STATES-BELGIUM INCOME TAX
CONVENTION BY STANLEY S. SURREY, ASSISTANT SECRETARY OF THE TREASURY

Mr, Chairman, I am appearing before you today to urge favorable action on
the supplementary protocol to the income tax convention now in effect between
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the United States and Belginm. The original convention was agreed fo in Octo-
ber 1948 and has been the subject of two protocols since that time, in 1952 and in
1957. The existing convention follows in broad outline the general pattern of
tax treaties which the United States has negotiated with the other industrialized
countries of the world. The provisions of this protocol are also consistent with
the general principles contained in these treaties.

The agreement contained in this protocol covers a limited range of matters,
and is principally directed toward issnes arising out of Belgium's 1962 revision
of its domestic tax system. This revision required the United States and Bel-
gium to renegotiate the existing income tax convention between the two coun-
tries, since that convention had been negotiated against the background of an
altogether different Belgian tax system. The two countries agreed to deal in
this protocol with the most pressing points which emerged from the Belgian
revision of its tax laws, It is the intention of both countries to renegotiate the
remaining portion of the convention when there is a further opportunity to do so.
In order to insure such further consideration, the protocol contains an expira-
tion date beyond which it can not be extended.

The principal matters dealt with in the protocol relate to (1) the Belgian
tixes which are the subject of the convention, (2) the taxation of dividends and
interest, and (3) the Belgian commitment to provide tax relief for its residents
and corporations deriving income from sources within the United States upon
which the United States also imposes tax, A detailed technical memorandum
describing the provisions of the protocol is attached.

DESCRIPTION OF BELGIAN TAX LAW

In order to better understand the provisions of the protocol, it is necessary to
deseribe briefly the basic provisions of the new Belgian tax law. Under Belgian
law, there are four classes of income tax: an individual income tax; a corporate
income tax; an income tax on legal entities (political subdivisions and non-
profit-making organizations) ; and an income tax on nonresidents. The income
tax on nonresidents applies both to individuals and corporations and applies gen-
erally only to income which nonresidents receive from sources within Belgium.

The collection of Belgian income taxes relating to investments and wages is

accomplished generally through a system of withholding or prepayments ap-
plicable to certain kinds of income. In the case of income from personal prop-
erty (including stocks and bonds), there is both a standard and an additional
personal property prepayment. In the case of income from real property, a
standard and an additional prepayment are also imposed. In the case of wages
and other remuneration, a standard professional prepayment is imposed.

The protocol specifically applies the convention to these various Belgian taxes,

TAXATION OF DIVIDENDS AND INTEREST

Belgian withholding on dividends

Under the present treaty, the United States may impose a tax on dividends
from U.8. sources received by a resident or corporation of Belgium not having
a permanent establishment within the United States at a rate not exceeding
15 percent. Under the existing treaty, Belgium is precluded from imposing a
tax similar to the withholding tax imposed by the United States in the case
of nonresident aliens and foreign corporations.

The protocol permits Belgium to impose a tax not in excess of 15 percent on
dividends derived from Belgian sources by a U.S. resident or corporation not
having a permanent establishment in Belgium. The protocol specifies that the
15-percent rate of tax shall apply only to dividends which are paid on registered
shares. Thus, in the case of registered shares, a reduction to 15 percent is
provided by the protocol from the regular Belgian withholding rate of 18.2
percent under its standard personal property prepayment.! It should be pointed
out that the 18.2-percent rate of tax still applies in the case of dividends which

1The 18.2-percent rate results from the fact that the standard personal property
prepayment i imposed at the rate of 15 percent of the amount of dividends actually dis-
tributed grossed up by an amount equal to the special dividends received credit granted
under Belgian law. To take account of this special credit, the standard Eersnnal property
prepayment applicable to dividends is calculated on eighty-five seventieths 6f the amount
actually distributed and the effective rate of tax i{s thus 18.2 percent of the dividend
actually distributed.




TAX PROTOCOLS WITH BELGIUM AND GERMANY 5}

are paid on bearar shares. Typically, shares held by a U.8S. parent corporation
in a Belgian subsidiary are in registered form.

During the negotiations leading to the protocol, the United States urged a
general Belgian withholding rate under the treaty of 15 percent. However, the
Belgian authorities indicated that they would encounter serous difficulties in
administering their tax system if a reduced rate of tax were applied to bearer
shares as well as registered shares, As 1 have indicated, this protocol will be
in effect for a limited period of time, and it is expected that by the expiration of
that period Belgium will have developed appropriate procedures to permit a
general maximum rate of tax on Belgian source dividends paid to U.8. persons
of 15 percent. Actually, even under present Belgian law, because of the exemp-
tions and credits which are contained therein, the effective rate of tax on divi-
dends paid on bearer shares is generally below 18.2 percent and frequently less
than 15 percent. Even in those cases where the effective rate of tax on bearer
shares may exceed 15 percent, the holder of those shares ean readily eonvert
them to registered shares and thereby obtain the benefits of the 15-percent rate.

Exemption from Belgian additional personal property prepayment

The protocol provides an exemption from the Belgian additional personal
property prepayment with respect to dividends and interest paid to a resident
or corporation of the United States not having a permanent establishment in
Belgium. In the absence of this provision, a U.8. resident or corporation would
be subject to a 15-percent tax on the amount received (after deduction of the
standard personal property prepayment) in addition to the amount withheld as
the standard prepayment. Thus, under this provision of the protocol, Belginm
will not impose this additional prepayment on dividends and interest paid to U.S.
residents and corporations from Belgian sources.

Dividends and interest paid by Belgian and United States corporations

Under the protocol, the United States agrees to exempt from tax dividends
and interest paid by a Belgian corporation to a person other than a citizen, resi-
dent, or corporation of the United States. A provision of this type is contained
in many of the tax treaties to which the United States is a party and operates
to eliminate application of those rules contained in the Internal Revenue Code
under which in certain circumstances dividends and interest paid by a foreign
corporation may be regarded as being from U.S. sources,

The protocol contains a reciproeal provision under which Belgium will not
tax dividends or interest paid by U.S. corporations to a person other than a
resident or corporation of Belgium unless collection is made in Belgium. The
reservation regarding collection in Belgium was included because of the prob-
lem of administering the Belgian tax laws in those cases where dividends or
interest are paid on bearer shares or bonds to a recipient in Belgium through
a collection agent (such as a bank) located there.

RELIEF FROM DOUBLE TAXATION

As is standard in tax treaties, the United States agrees to allow an appro-
priate credit against U.8. taxes for Belgian taxes paid by a U.S. resident or
corporation. The obligation of the United States under this provision of the
protocol is satisfied by the foreign tax eredit provisions contained in the Internal
Revenue Code.

The protocol also contains a series of provisions under which Belgium agrees
to grant relief from double taxation to its residents and corporations on U.S.
source income, In general, the protocol contains a broader commitment by
Belgium to avoid double taxation than is present in the existing convention.

In the case of Belgian corporations not having a permanent establishment in
the United States which receive dividends from U.S. sources, Belgium agrees
to grant to these corporations the same exemptions from Belgian corporate in-
come tax as would be granted if the paying corporation were a Belgian company.
The exemption amounts to either 85 percent or 95 percent of the amount of
the dividend after deducting the U.S. tax withheld, depending on the character
of the recipient’s business. In addition to these exemptions, Belgium also
agrees to permit a Belgian corporate recipient of U.S. dividends to elect under
certain conditions to have the dividends exempted from Belgian personal property
prepayment. This provision will operate to permit a Belgian cnrmmtirﬁl
receiving U.S. dividends to accumulate or reinvest a larger portion of these
dividends than would otherwise be permitted under Belgian law.

54-047 O—B5——2
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In the case of a Belgian resident receiving dividends and a Belgian resident
or corporation receiving interest from the United States, Belgium agrees in the
protocol to permit a deduction from its tax attributable to the dividends and
interest of at least 15 percent of the amount received, after deducting the U.S.
tax withheld. This provision, which is contained in present Belgian law, rep-
resents a commitment by Belgium to continue to allow this deduction.

If a Belgian resident or corporation has a permanent establishment in the
United States and dividends, interest, and royalties derived by such Belgian
resident or corporation are taxed by the United States because of the existence
of the permanent establishment, Belgium agrees in the protocol to exempt such
income from tax.

The protocol also deals with the problem of double taxation in the case of a
U.8. citizen residing in Belginm who is liable for income tax in both countries
on his worldwide income, The convention does not restrict the right of the
United States to tax its citizens, and consequently this individual is not entitled
to the reduced rates of U.8. tax provided in the treaty for residents of Belgium
on U.8. gource income. Congequently, both Belgium and the United States will
be taxing his U.S. source income at progressive rates. The protocol provides a
measure of relief from double taxation to such an individual by limiting the
Belgian income tax which may be imposed on U.S. source dividends, interest,
pensions, annuities, and royalties received by a U.8, citizen residing in Belginm
fo 15 percent of such income after reduction of that tax by the 15-percent
Belgian foreign tax credit on income from personal property.

EFFECTIVE DATES AND EXPIRATION

The effective dates provided in the protocol correspond generally to the
effective dates of the new Belgian tax law applicable to the items of income
involved. Where a new feature has been introduced into the convention the pro-
visions are applied prospectively.

A special transitional rule is provided primarily for the benefit of U.S. tax-
exempt organizations deriving dividend income from Belgium. Belgium is pro-
hibited under the existing convention from imposing tax “similar to” that with-
held at the source by the United States in the case of nonresident aliens and
foreign corporations. Under the protocol Belgium is permitted to impose such
a withholding tax effective as to payments on or after January 1, 1963. The
special transitional rule, effective until January 1, 1965, preserves for tax-
exempt organizations and other comparable taxpayers any rights which they
might have under the treaty prior to this protocol, since such taxpayers cannot
benefit from the foreign tax credit provided in the Internal Revenue Code.

The protocol is to remain in effect until January 1, 1968, except that it may
be extended by mutual consent of the parties until no later than December 31,
1970.

CONCLUSION

The protocol which is before you deals with a limited number of questions
primarily arising from the Belgian revision of its tax system. These changes
in the treaty are essential to coordinate the new Belgian system with the treaty
and thereby permit the treaty to operate as intended.

The protocol liberalizes the statutory taxation by Belgium of Belgian source
dividends paid to U.S. investors. The reduction in the rate of Belgian with-
holding tax in the case of registered shares from 18.2 percent to 15 percent and
the elimination of the additional personal property prepayment are significant
benefits to U.S. investors in Belgium and the United States. The agreement by
Belgium to provide relief from double taxation where U.8. source income is
involved is an important additional benefit to the U.S. citizens involved. For
these reasons, and because the protocol is an important step in keeping our exist-
ing treaties current, I urge you to recommend that the Senate advise and consent
to the ratification of this protocol.

TeEcHNICAL MEMORANDUM oF TREASURY DEPARTMENT CONCERNING PROPOSED
PRrOTOCOL AMENDING THE INCOME TAX CONVENTION BETWEEN THE UNITED STATES
AND BELGIUM

On May 21, 1965, a protocol was signed at Brussels modifying and supplement-
ing the existing convention between the United States and Belgium for the
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avoidance of double taxation and the prevention of fiscal evasion with respect
to taxes on income signed at Washington on September 9, 1952, and on
August 22, 1957.

The purpose of the proposed protocol is to amend the provisions of the exist-
ing convention to reflect the changes made in the Belgian tax laws by the act
of November 20, 1962. This change in internal law required (1) redesignation
of the Belgian taxes to which the convention applies; (2) revision of the pro-
visions of paragraph (2) of article VIII, concerning the Belgian tax on div-
idends paid by Belgian corporations to residents, corportions, or other entities
of the United States; (3) the addition of a new article VIII-B concerning
dividends and interest; and (4) revision of paragraph (3) of article XI1I, con-
cerning the Belgian commitment to provide tax relief for its residents or cor-
porations deriving income from sources within the United States upon which
U.8. income tax is levied.

The amendment to paragraph (2) of article VIIT of the convention permits
Belgium to tax dividends from Belgian sources received by U.8. residents,
corporations, or other entities, but preseribes a maximum limitation on the rate
of tax that may be imposed if such recipient has no permanent establishment in
Belgium.

New article VIII-B provides an exemption (1) from the Belgian additional
personal property prepayment for dividends and interest paid to a resident,
corporation, or other entity of the United States not having a permanent
establishment within Belginm; (2) from U.8. tax for dividends and interest
paid by a Belgian corporation to a person other than a citizen, resident, corpo-
ration, or other entity of the United States; and (3) from Belgian tax for
dividends and interest paid by a U.8. corporation to a person other than a
resident, corporation, or other entity of Belgium unless such income is collected
in Belgium,

The amendment to paragraph (3) of article XII is designed to afford sub-
stantial relief from double taxation in the case of Belgian residents or corpora-
tions deriving certain types of income from sources within the United States
upon which U.8. income tax is paid.

In addition to these substantive amendments certain technical amendments
were also made.

Article IT of the proposed protocol contains provisions for the ratification and
entry into force of the protocol. The effective dates of those provisions of the
protocol correspond generally to the effective date of similar provisions in the
new Belgian law. Other amendments will generally take effect on the first
day of January of the year following the year in which the instruments of
ratification are exchanged.

The proposed protocol when ratified, is to remain in effect until January 1,
1968, This termination date may be extended to, but not later than, January 1,
1971, by mutual agreement of the parties.

A detailed summary and explanation of the protocol follows:

ARTICLE I

Article T of the proposed protocol is made up of eight paragraphs which
contain the following modifications to the original convention :

Paragraph 1

Taxes covered.—Paragraph 1 of article I of the protocol redesignates the
Belgian taxes covered by the treaty. These include the four classes of income
taxes imposed under the Belgian law of November 20, 1962, the prepayments
and additional prepayments relating to those four classes of taxes, and any
proportional taxes supplementing those classes.

The law of November 20, 1962, provides for an individual income tax (I'impot
des personnes physiques); a corporate income tax (l'impot des societes) ; an
income tax on legal entities (I'impot des personnes morales) ; and an income
tax on nonresidents ('impot des nonresidents).

The individual income tax is imposed at graduated rates ranging from 0 to
55 percent on the worldwide income of individuals resident in Belgium.

The corporate income tax is imposed on corporations which have their statu-
tory seat (as designated in the corporate charter), their principal establish-
ment, or their central control and managment in Belgium, and which carry on
a business or other profitmaking activities, The tax is imposed on profits from
all sources, plus all gains realized on the sale or use of corporate assets. The
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rate of tax on corporate profits is generally 30 percent although the rate may
vary on income which is not distributed to the shareholders of the corporation.

The income tax on legal entities applies to the political subdivisions of Bel-
ginum and those legal entities which neither carry on a business nor perform
activities of a profitmaking nature, The tax is due on income from movable
and immovable property (generally corresponding to personal and real property,
respectively) and is collected through a system of prepayments.

The income tax on persons not resident in Belgium applies both to individ-
uals and corporations. This tax applies in general to income received from
sources within Belgium. In the case of nonresident individuals the tax is im-
posed at graduated rates ranging from 0 to 55 percent, as in the case of resident
individuals, and in the case of nonresident corporations, the tax is imposed at
a rate of 35 percent.

In most cases, the Belgian income-tax liability of a nonresident individual
or corporation is satisfied through a system of prepayments. Such prepayments
will not, however, satisfy the tax obligation of such person if he earries on a
business through a permanent establishment in Belgium. In such case, the
tax on nonresidents will be assessed and any prepayments previously paid may,
subject to statutory limitations, be allowed as a credit against such tax.

The Belgian law contains a form of withholding or prepayment system ap-
plicable to certain types of income. This system is made up of three standard
prepayments and two additional prepayments, as follows:

1. The standard personal property prepayment (precompte mobilier).

2. The additional persomal property prepayment (complement de pre-
compte mobilier).

3. The standard real property prepayment (precompte immobilier).

4. The additional real property prepayment (complement de precompte
immobilier).

5. The standard professional prepayment (precompte professionnel).

The standard personal property prepayment is withheld by the Belgian payor
(or Belgian fiduciary recipient) on certain income from movable property. In
the case of individuals and corporations not resident in Belgium this prepayment
(and the additional personal property prepayment) applies only to income from
movable property which is considered to be from Belgian sources. The standard
prepayment is withheld at a flat rate of 15 percent of the net amount of interest
and royalties distributed to the recipient. The standard prepayment on dividends
is withheld at the statutory rate of 18.2 percent.

The additienal personal property prepayment is generally imposed on income
from movable property if the recipient of such income does not authorize the
distributing agent to give certain information to the Belgian tax authorities.
Under Belgian law, this prepayment is imposed on nonresidents whether or not
such authority is given. The amount withheld is 15 percent of the net amount
of any interest or dividend distributed, after deduction of the standard personal
property prepayment.

The real property prepayment is levied on certain income from immovable
property situated in Belgium. This prepayment is generally based on “cadastral
income,” an estimated income based on the gross annual rental value of the
property. An amount equal to 25 percent of the gross annual rental value of
buildings and 10 percent of the gross annual rental value for land, is allowed
as an expense. The rate of the prepayment is not uniform in that it contains
elements of national, provincial, and municipal taxes, but generally is approxi-
mately 21 percent of the cadestral income. The standard real property prepay-
ment is computed on the basis of actual rental income where the property is used
by the lessee in a business,

The additional real property prepayment applies only to nonresident indi-
viduals and corporations, and then only if such persons are residents of a
country with which Belgium has an income-tax convention which reserves to
Belgium the exclusive right to tax such income. Because the United States
reserves the right in the present convention to tax its citizens, residents, and
corporations on income from real property, this additional real property prepay-
ment does not apply to residents or corporations of the United States.

The standard professional prepayment applies to wages and salaries, remu-
neration paid by a corporation to managers, directors, and persons with similar
functions, pensions, certain prizes and subsidies, and alimony paid to nonresident

individuals. The amount of the prepayment is based on a special graduated tax
schedule ranging from 0 to 50 percent.
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Paragraph 2

Territory covered.—Paragraph 2 of arficle I of the protocol provides a neces-
sary technical amendment to the previous definition of the term “United States”
by deleting the words “the territories of Alaska and of Hawail.”

Paragraph 3

Belgian tax on dividends—Paragraph 3 of article I of the protocol deletes para-
graph (2) of article VIII of the basic convention (relating to the taxation of divi-
dends by Belgium) and replaces it with a new provision. Existing article VIII(2)
provides that Belgium shall not impose on dividends derived from sources within
Belgium by a resident, corporation, or other entity of the United States not having
4 permanent establishment within Belgium any tax in the nature of a personal
complementary tax or surtax thereon, or any tax similar to that withheld in the
United States on dividends derived by nonresident aliens and foreign corporations.

New paragraph (2) provides that the rate of Belgian tax applicable to dividends
derived from sources within Belgium by a resident, corporation, or other entity of
the United States not having a permanent establishment in Belgium shall not ex-
ceed 15 percent of the amount distributed. However, this reduction in the rate of
tax will apply only to dividends paid on registered shares which have been held in
that form for a period of 12 months immediately prior to the date on which such
dividends become payable (or for such period as the Belgian corporation paying
the dividends has been in existence). Typically, shares held by a foreign parent
in a Belgian subsidiary are in registered form. The second sentence of new para-
graph (2) provides that, in all other cases, a 11.8. resident, corporation, or other
entity not having a permanent establishment within Belgium and deriving divi-
dends from sources within Belgium will not be subject to Belgian tax at a rate in
excess of 15 percent of the taxable amount of such dividends, determined in ac-
cordance with Belgian law in effect on May 21, 1965, the date of signature of the
proposed protocol.

The Belgian law as of that date provides that nonresident individual and foreign
corporate shareholders of Belgian corporations are subject to the Belgian income
tax on nonresidents covered under article I(1) (b) (iv) of the convention, as
amended by article 1(1) of this protocol, with respect to dividends they receive.
This tax is fully satisfied by the imposition of the Belgian standard personal prop-
erty prepayment and the additional personal property prepayment if the taxpayer
is not engaged in trade or business in Belgium through a permanent establishment,
does not have a dwelling at his disposal in Belgium, and is not otherwise subject
to the assessment of the basic Belgian tax. The Belgian personal property pre-
payment is imposed at the rate of 15 percent of the amount of the dividends actu-
ally distributed grossed up by an amount equal to the special dividends received
credit (credit d'impot) which is granted under article 35(6) of the law of Novem-
ber 20, 1962, to individual shareholders of Belgian corporations who are subject
to assessment of the individual income tax or of the income tax on nonresidents as
it applies to individuals. In order to take account of this special credit, the per-
sonal property prepayment applicable to dividends paid by Belgian corporations
is calculated on 834 of the amount aectually distributed and the effective rate of
this tax is thus 18.2 percent of the dividend actually distributed. Under the proto-
col, as indicated above, this 18,2 percent rate is reduced to 15 percent in the case
of registered shares, since the base of the tax is limited to the amount actually
digtributed. In the case of bearer shares, the base of the tax is the amount of
the dividend as ecalculated under Belgian law, which thus includes the addition
for gross up and hence provides the 18.2 percent effective rate.

The third sentence of new paragraph (2) of article VIII describes an addi-
tional form of income to be covered, for Belgian tax purposes, by the dividend
article. Under Belgian law, the term *“dividends” refers to distributions made
by a Belgian corporation with respect to its shares or distributions by a Belgian
joint stock company. It does not specifically refer to distributions made by
a Belgian company other than a corporation or a joint stock company with
respect to the capital invested in such company. These payments are, however,
subject to the personal property prepayment imposed under Belgian law at the
18.2-percent rate (15 percent of 834y of the amount received) in the same
manner as dividends paid by corporations and joint stock companies and, in
addition, are not allowed as a deduction in computing the taxable income of
the distributing company. The protocol treats these amounts, for Belgian tax
purposes, as dividends under the convention.

The arrangement provided in the protocol whereby Belgium may tax dividends
on registered shares at a maximum rate of 15 percent and dividends paid on
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bearer shares at a maximum rate of 18.2 percent results from the serious admin-
istrative difficulties which Belgium indicated it would encounter if a general
maximum rate of tax of 15 percent were provided in the protocol. As indicated
in the discussion of paragraph (5) of article II, this protocol shall remain in
effect for a limited period, and it is anticipated that by the expiration of that
period Belgium will have developed appropriate procedures to permit a gen-
eral maximum rate of tax on all dividends of 15 percent. Actually, under present
Belgian law, the effective rate of tax on dividends paid to nonresidents on
bearer shares by Belgian corporations is frequently less than 182 percent, or
even 15 percent. Moreover, if the effective rate of tax exceeds 15 percent, it is
a simple matter for bearer shares to be converted by the holder into registered
shares so that the benefits of the 15-percent rate can be ensured.

Paragraph 4

Paragraph 4 of article I of the protocol adds a new article VIIIB to the basie
convention. This article contains additional rules dealing with the taxation of
dividends and interest under the treaty.

Paragraph (1) of new article VIIIB provides an exemption from the Belgian
additional personal property prepayment in effect on May 21, 1965 (normally
withheld at the rate of 15 percent of the amount distributed after deduction of
the standard prepayment), with respect to dividends and interest paid to a
resident, corporation or other entity of the United States not having a permanent
establishment in Belginm. This exemption from additional prepayment applies
even where the standard prepayment on dividends paid on registered or bearer
shares was computed at less than 15 percent and thus is less than the maximum
tax collectible by Belgium under the provisions of new article VIII(Z2).

Paragraph (2) of new article VIIIB provides for exemption from U.S. tax
with respect to dividends and interest paid by a Belgian corporation to a person
other than a citizen, resident, corporation or other entity of the United States.

Paragraph (3) of new article VIIIB contains the Belgian counterpart of para-
graph (2), providing that Belginum will not tax dividends or interest paid by
U.8. corporations to a person other than a resident, corporation or other entity
of Belgium unless collection is made in Belgium. Belgium reserves the right
to tax such dividends or interest if collection is made in Belgium since Belginm
regards this tax as an important element in the administration of its tax laws
in those cases where dividends or interest are paid on bearer shares or bonds
to a recipient in Belginm through a Belgian collection agent.

Paragraph 5

Paragraph 5 of article I of this protocol adds the words “on such income"”
to the second sentence of article IX(1) of the convention after the word “tax"
and before the word “as.”

Article IX (1) of the convention permits Belgian investors to elect for any
taxable year to be taxed by the United States on their real property rental and
natural resource royulty income “as if such resident, corporation or entity were
engaged in trade or business within the United States through a permanent
establishment” and thus to be taxed on a net basis. This permits the electing
person to take those deductions normally allowed under U.S. law to nonresident
alien individuals and foreign corporations engaged in trade or business in the
United States with respect to such income.

The words added by paragraph 5 of the protocol make it clear that the net
basis election extends only to income from real property rentals and natural
resource royalties,

Paragraph 6

Paragraph 6 of article I of the protocol amends the provisions of paragraphs
(2) and (3) of article XII of the convention relating to the allowance of credits
and other relief by the country of the taxpayer's residence for tax imposed by
the treaty country where the income derived by the taxpayer has its source.

U.8. foreign tax credit,—New paragraph (2) of article XII modifies the orig-
inal provision of the convention granting credit against U.S. tax for Belgian
iaxes in order to eliminate the requirement that the credit be determined under
section 131 of the Internal Revenue Code of 1939 as in effect on the date of
entry into force of the basie Belgian convention. The proposed change guar-
antees the basic allowance by the United States of a tax credit while making
clear that flexibility is permitted as to the technical formulation of the credit
rules,
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The credit shall be based on the total amount of the Belgian taxes referred to
in new paragraph (1) (b) of article I of the treaty which are paid to Belgium.
Under the protocol, the amount of the eredit is that proportion of U.S. taxes
which net income from sources within Belgium bears to total net income.
""he obligation of the United States under this paragraph is satisfied by the rules
contained in sections 901 through 905 of the Internal Revenue Code of 1954,
and the regulatious thereunder. Moreover, to the extent that the rules provided
in sections 901-005 produce a more favorable result, the U.8. taxpayer may cal-
culate his credit under the code.

Belgian relief from double tawzation—New paragraph (3) of article XII con-
tains eight subparagraphs dealing with the relief Belgium is to grant its own
residents or corporations under the treaty to take account of U.S. taxes paid by
such persons on their U.8, source income. These provisions are based upon the
law of Belgium relating to the imposition of tax on Belgians receiving income
from sources outside Belgium. Under the terms of the proposed protocol, pres-
ent Belgian statutory law is liberalized with respect to (1) U.S. source dividends
received by a Belgian corporation, (2) U.S. source business and personal service
income, and (38) certain items of U.S, source income received by a citizen of
the United States who is a resident of Belgium.

Dividends derived by Belgian corporation or other entity—Subparagraph (a)
of new paragraph (3) of article XII has the effect of incorporating into the
convention the present statutory treatment of Belgian ccrporations or other
entities, It provides that dividends taxed by the United States under article
VIII (1) of the convention at the reduced 15-percent rate shall be exempt from
Belgian corporate income tax to the extent that such exemption would be granted
under Belgian law in force on May 21, 1965, if both corporations were Belgian
corporations subject to the Belgian corporate income tax. The amount of this
exemption is 85 percent (in the case of a financial corporation) or 95 percent
(in the case of an industrial corporation) of the amount of the dividend after
reduction for all expenses and taxes, including the U.S. withholding tax and
Belgian personal property prepayment.

Subparagraph (b) of new paragraph (3) of article XII provides a treaty
exception, in favor of U.S. source dividends, to the above rules dealing with
the imposition by Belgium of tax on dividends received by a Belgian corporation
or other entity subject to Belgian corporate income tax. This exception is in
addition to the exemption provided in subparagraph (a).

Under the provisions of subparagraph (b), a Belgian corporation or other
entity which receives dividends from a U.S. corporation on stock which has been
directly owned by that Belgian corporation or other entity for a period of 6
months immediately prior to the date upon which the dividends become payable
(or for such period of time as both the distributing and the recipient corpora-
tion have been in existence), may elect to have such dividends exempted from
the Belgian personal property prepayment ordinarily applicable to such divi-
dend. A Belgian corporation may elect this treatment by making a written re-
quest for such exemption when filing its annual tax return or before the expira-
tion of the period allowed for the filing of such return. Under this provision,
the Belgian corporation deriving a dividend from a U.8. corporation (after the
withholding of U.S. tax at the source at the 15-percent treaty rate) (1) will
not be required to pay the personal property prepayment due on receipt and (2)
will be permitted to ealculate its statutory corporate income tax exemption (as
provided in subparagraph (a)) on the full dividend received. This treatment
permits the qualified Belgian corporation or other entity receiving dividends
from U.S. corporations to accumulate or reinvest a larger portion of such
dividends than would be the case under Belgian law in the absence of this
treaty provision. However, dividends accorded this exemption shall not be
deducted for purposes of determining the personal property prepayment appli-
cable to dividends distributed by the recipient corporation or other entity to
its shareholders or members. i

Under this rule, a Belgian corporation receiving a dividend of $85 (after the
withholding of T.8, tax at the source at the 15-percent treaty rate) (1) will
not have to pay the $12.75 personal property prepayment due on receipt and
(2) may caleulate its statutory 85 or 95 percent corporate income tax exemption
on the full $85 dividend. In the case where the 85-percent exemption is applica-
ble, corporate income tax would be paid with respect to 15 percent of the full $85,
r $12.75, and would amount to $3.83 (30 percent of $12.75). Thus, of the $85
received, $81.17 ($85—%$3.83) will remain available for reinvestment or other
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use. If the recipient corporation distributes these dividends, it must then with-
I old the personal property prepayment at the 18.2 percent rate on the full amount
of the distribution, since, under subparagraph (b) of new paragraph (3) of
article X1I, the amount excluded from the corporate income tax is not excluded
from the imposition of the personal property prepayment. Therefore, assuming
i total distribution of the amount remaining available for redistribution, or
881.17, the personal property prepayment would be ealeulated on the full $81.17
and would amount to $14.77 (18.2 percent of $81.17). The shareholders of the
Belgian corporation would thus receive a dividend of $66.40 ($81.17T—%$14.77).

Dividends derived by individual residents of Belgium.—Subparagraph (¢) of
new paragraph (3) of article XII incorporates into the convention the statutory
treatment which Belgium presently grants to its residents with respect to for-
eign source dividends. It provides that where a resident of Belgium receives
dividends taxed by the United States under article VIII(1) of the convention
at the reduced 15-percent rate, Belgium shall deduct from its tax attributable
to that income an amount which shall not be less than 15 percent of the net
dividends received in Belgium after deduction of U.S. tax withheld at the gource
under article VII(1). This provision, in effect, allows a credit against Belgian
tax, which allowance is in addition to eredits which Belgium now affords with
respect to any Belgian prepayments withheld on receipt of the dividend income.

Interest derived by Belgian resident, corporation or other entity—Subpara-
graph (d) of new paragraph (3) of article XII provides relief with respect to
interest taxed by the United States under article VIIIA of the treaty and re-
ceived by a Belgian resident, corporation, or other entity. As is the case under
subparagraph (e¢) of this paragraph, the relief is presently embodied in the Bel-
gian tax system with respect to interest taxed abroad and derived either by
an individnal or corporate resident of Belgium. The relief is a credit in the
amount of not less than 15 percent of the interest received after deduction of
U1.8. tax. This credit is to be applied against the final individual or corporate
fucome tax liability in addition to the credit for any personal property prepay-
ment withheld upon receipt of the interest income.

U.8. citizens residing in Belgium.—Subparagraph (e) of new paragraph (3)
of article XII contains a special provision dealing with certain income derived
by a eitizen of the United States who is a resident of Belgium and thus liable to
income tax in both countries on worldwide income. This provision replaces ar-
ticle XII(3)(¢) of the original convention which reduced the former Belgian
rersonal complementary tax due by citizens or residents of the United States who
were also residents of Belgium to one-fourth of the amount otherwise owing with
respect to their U.8. source income which was taxed by the United States. The
new provision affords substantially similar relief to our citizens under the re-
vised Belgian tax laws. It provides that the Belgian individual income tax
proportionately attributable to dividends, interest, pensions, annuities, or roy-
alties received by a citizen of the United States residing in Belgium from sources
within the United States may not exceed 15 percent of that income, after allow-
ance of the lump-sum foreign tax credit,

Though residence in Belgium would ordinarily entitle individuals to an ex-
emption from, or reduction in rate of, U.S. tax on specified items of income under
the treaty, such benefits are not available to U.8. citizens. The new provision
provides a measure of relief in these circumstances by reducing the amount of
Belgian tax which can be imposed on the specified items of income.

The application of subparagraph (3) can be illustrated as follows :

A citizen of the United States residing in Belgium receives $3,000 in dividends
from a U.8. corporation and, in addition, $4,000 net personal service income
earned in the course of his employment in Belgium. The standard personal
property prepayment due on the $3,000 in dividends is $450 (15 percent of
%3,000), which will be creditable against the individual income tax. His income,
after allowance of appropriate deductions, amounts to $7,000 and his tax liability
to Belgium, computed without regard to credits, is $2,450 (35 percent of $7,000)
under the progressive rates provided in Belgian law. The proportion of that
liability which is attributable to the individual’s U.8. source dividends is $1,050
(three-sevenths of $2,450). This tax must then be reduced by the Belgian Inmp-
sum credit for foreign tax amounting to 15 percent of the dividends received,
or $450. Under subparagraph (e), the amount of tax attributable to the divi-
dends remaining after reduction of the Belgian foreign tax credit, or $600
($1,050—$450), eannot amount to more than 15 percent of the dividends received,
Thus, the citizen’s total tax wonld amount to §1,850, computed by adding the
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Belgian tax due under subparagraph (e) with respect to the dividends ($450)
to the tax due with respect to the taxpayer's Belgian source income ($1,400),
representing a net tax savings of §150. The $450 already paid as standard per-
sonal property prepayment would be credited against the $1,850,

Buginess income derived by Belgian resident, corporation, or other entity.—
Subparagraphs (f) and (g) of new paragraph (3) of article XII contain the
rules to be applied under the protocol by Belgium with respect to income which
is received by Belgian residents, corporations, or other entities and which is
taxed by the United States in accordance with the convention. The items of
income specified in subparagraphs (f) and (g) shall be exempt from Belgian
tax, but Belgium reserves the right to take this income into account for the pur-
pose of determining the rate of tax which is to be applied against the remaining
income,

The items of income exempted from Belgian tax under subparagraph (f) are:
(1) industrial and commercial profits subject to U.S. tax by reason of their
being attributable to the maintenance by the taxpayer of a permanent establish-
ment in the United States (article III (1) and article 1V of the convention) ;
(2) income from real property situated in the United States and U.S. natural
resource rentals or royalties (articles VI and IX (1) of the convention) ; (3) sal-
aries, pensions, and annuities paid by the United States, or by any political sub-
division thereof, to U.8. citizens residing in Belgium (article X (1) of the con-
vention) ; (4) compensation for labor or personal services performed in the
United States and taxed by the United States in accordance with article XI of
the convention; and (5) any other business or personal service income which
may be taxed by the United States in accordance with the treaty. The “other
business or personal service income” mentioned in subparagraph (f) has refer-
ence to professional income (revenus professionnels) as that concept is used in
Belgian tax law. Among items included in this category other than “industrial
and commercial profits” and “compensation for personal services,” as these terms
are used in the treaty, are gains from the sale or exchange of capital assets used
in a trade or business and remuneration paid to persons involved in the manage-
ment of Belgian corporations.

Subparagraph (g) provides that Belgium will grant exemption to its residents,
corporations, or other entities with respect to interest, dividends, and royalties
which are taxed by the United States by reason of the fact that the Belgian
taxpayer receiving that income has a permanent establishment in the United
States, but that Belgium will include the exempt income to determine the rate
of tax applicable to the taxable portion of the taxpayer's other income.

Net operating loss deduction.—Subparagraph (h) of new article XII(3) of
the treaty provides that the amount of income of any Belgian resident, corpora-
tion, or other entity which is exempted from Belgian tax, in accordance
with the provisions of subparagraphs (f) and (g) of new paragraph (3), shall
be reduced by the amount of any net operating loss deducted in the same year in
computing the U.S. tax. This reduction applies only to the extent that such loss
has been deducted from income which would be subject to Belgian tax in any
year.

Paragraph 7

Paragraph 7 of article I of the protocol amends the French text of paragraph
(1) of article XV of the original convention, relating to the exchange of informa-
tion between the competent authorities of the two treaty countries. Under this
article only such information as is “available under the respective taxation laws
of the contracting States” shall be exchanged. The proposed change makes
the French translation coineide with the substance of the English text.
Paragraph 8

Paragraph 8 of article T of the protocol deletes article XIT of the convention.
This article contained the anthorization for, and provided the procedures to be
followed in, extending the original convention, as amended, to any of the
colonies or overseas territories of either treaty country. This provision is obso-
lete inasmuch as Belgium no longer has any such colonies or territories. In
practice, the provision never applied to the United States.

ARTIOLE II

Paragraph 1 of article IT provides that the protocol shall be ratified and the
instruments of ratification exchanged as soon as possible.

54-647 O—65——3




14 TAX PROTOCOLS WITH BELGIUM AND GERMANY

Paragraphs 2, 3, and 4 of article IT contain the provisions setting out the effec-
tive dates of the several provisions of the protocol. Generally, the effective dates
correspond to the effective dates of the new Belgian tax laws applicable to the
same income.

Subparagraph (a) of paragraph 2 of article II provides that the protocol will
apply to income received by individuals during the calendar year 1963, taxable
years ending within 1963, and subsequent taxable years. Subparagraphs (b)
and (¢) provide the rules governing the effective dates of the provisions con-
tained in the protocol dealing with the U.8. corporate income tax and the Belgian
corporate income tax applicable to corporations, companies limited by shares,
and other entities subjected to that tax. The provisions also deal with the
effective date of the protocol as applied to the Belgian tax on legal entities and
the Belgian tax on nonresidents.

With respect to Belgian prepayments and additional prepayments, subpara-
graph (d) provides that the protocol shall apply to the prepayment imposed on
real property income of the year 1963 or subsequent years. The protocol shall
apply to the prepayments and additional prepayments imposed on other income
which is distributed or paid on or after January 1, 1963, by payors established in
Belgium or paid on or after that date by payors established in the United States
and collected by residents, corporations, or other entities of Belginm.

Thus, a Belgian corporation may elect the exemption from personal property
prepayment which is provided under new article XII(3)(b) of the treaty with
respect to dividends paid by a U.S. corporation on or after Janunary 1, 1963, and a
1.8. resident, corporation, or other entity will be entitled to the 15-percent rate of
Belgian tax provided under new article VIII(2) with respect to dividends paid
on registered shares on or after that date.

Subparagraph (e) provides that the effective date for the deletion of the exten-
sion provision of article XXII of the treaty is to be June 30, 1960, the date on
which Belgium granted independence to the last of its overseas territories or
colonies.

The provisions of the protocol which introduce new features into the basie con-
vention are applicable only prospectively. Thus, under paragraph 3 of article 11,
the provisions of paragraphs (2) and (3) of new article VIIIB of the treaty,
granting exemption from the tax of one country with respect to dividends and
interest distributed by corporations of the other country to persons not resident in
the first country, are made applicable with respect to income paid during taxable
years beginning on or after January 1, of the year following that in which the
instruments of ratification of the protocol are exchanged.

Paragraph 4 of article II of the protocol contains a special rule which was in-
cluded for the purpose of giving continued application to the provisions of old
article VIII(2), prohibiting the imposition by Belginm of any tax “similar to"”
that withheld at the source on dividends under U.8. law in the case of nonresident
aliens and foreign corporations. This rule in effect relates to any U.S. resident,
corporation, or other entity which, by reason of its taxable status in the United
States, cannot benefit from a credit against U.S, tax for Belgian taxes imposed
with respect to the dividends it receives, The rule provides that, in such a case,
article VIII(2), as amended by this protocol, shall apply only to dividends paid
on or after January 1, 1965. In determining whether a taxpayer in fact can bene-
fit from the credit, the amount of the credit is to be computed without regard to
income derived from, or taxes paid to, foreign countries other than Belgium as
provided in article XII(2) of the convention, regardless of the manner in which
the taxpayer actually caleulated his credit for United States tax purposes. If the
taxpayer receives no tax benefit under this computation, the provisions of this
paragraph shall apply.

The special rule contained in paragraph (4) of article II is intended to apply
mainly to U.S. tax-exempt organizations which, by reason of their exemption from
U.S. tax, cannot benefit from the foreign tax credit and must bear the full burden
of Belgian taxes imposed on the dividends received from Belgium, It preserves
any rights which such taxpayer might have under article VIII(2) of the treaty as
it existed before this protocol with respect to the relationship of the 1962 changes
in Belgian tax law to the provisions of existing article VIII(2) 1‘:rohihiri.:u: any
Belgian tax “similar to” that withheld at the source on dividends under U.S. tax
law.

Examples of the organizations to which the provision would apply are charita-
ble foundations and pension trusts but would not encompass a U.S. regulated
investment company which has invested most of its assets in foreign stocks or
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securities and which distributes at least 90 percent of its investment income
to its own shareholders, since in such eases the benefits of the foreign tax
credit described in section 901(b) (1) of the code are passed through to the
shareholders of the investment company if the company makes the election
provided under section 853 of the code.

The word “recipient” of the dividends, as it is used in this paragraph of
article II, means the U.S. taxpayer upon whom U.8. tax liability finally rests
with respect to dividends, such as a resident of the United States who is either
a partner in a U.8. partnership or a beneficiary of a U.S. trust which currently
distributes its income.

Paragraph 5 of article 11 of the protocol provides that the protocol shall
remain in effect with respect to income of calendar or taxable years beginning
before January 1, 1968, or with respect to payments made before that date where
withholding taxes are involved. The protocol may be continued in effect after
January 1, 1968, if an extension of time is agreed to by the two countries
through an exchange of diplomatic notes. However, the application of the
protocol may in no event be extended beyond December 31, 1970. If the protocol
is terminated, the provisions of the basic convention which have been deleted or
amended by the protocol will be reinstated in effect with respect to income of
taxable years beginning on or after January 1, 1971.

Mr. Surrey. Thank you.

Senator Gore. Before you go to the German protocol, let me ask
you one question. Is it unusual to negotiate a protocol with a time
limit which the Belgian protocol contains?

Mr. Surrey. I think it is somewhat unusual, and T do not know,
in retrospect, if we would have done it that way. The problem was
this. We were beginning, when efforts were made to bring these nego-
tiations to a conclusion in 1964, to explore with European governments
a modernization of existing treaties in the light of the OECD model,
and additional thoughts that we had had in some of the newer treaties
that had been ratified by the Senate. The Belgians were very anxious,
on the other hand, to come to an early decision on a revision of the
treaty with respect to the matters that I have addressed myself to,
because, I think, we were the last government with which they had
not yet come into agreement on accommodating their treaties to their
revisions, So they were anxious to deal only in that narrow segment.

In addition, neither we nor they had explored in full a number of
the implications of the OECD draft. We realized that would take
time. Consequently the U.S. delegation agreed with the Belgian re-
quest that the protocol be limited to the matters I have stated.

We were interested in having some assurance that the Belgian Gov-
ernnment would look at the remaining aspects of the treaty, and
consequently we put in this termination date as a sort of prod to both
their government and to ourselves in the Treasury to make sure that
we look at this matter again in the near future with respect to these
other clauses, and to bring the existing clauses of the treaty dealing
with other matters into conformity with newer versions. Tflat is the
reason for it. It may have been unnecessary, but at the time we
though it would be a useful prod to both governments.

PROTOCOL WITH GERMANY

. With respect to the protocol with Germany, this is a more exten-
sive protocol. It in part grows out again of a change in the German
law that has occurred since the basic German treaty was negotiated.
The German corporate tax system is different from ours. As you
know, we have now a straight 48-percent rate on corporate profits.
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The Germans have a two-rate system under which there is a 51-per-
cent rate on profits retained by the corporation and a 15-percent
rate on profits distributed by the corporation, a much lower rate
which favors distribution by corporations.

Under our existing treaty with Germany, in the case of parent sub-
sidiary investment, each country limits its witholding rate to 15 per-
cent. The German delegation, starting in 1960, urged that in view
of the fact they had a very low rate on distributed dividends, 15
percent on the profits involved as compared with our 48-percent rate,
they should have a higher withholding rate, and asked that the with-
holding rate on parent subsidiary situations be perhaps 25 percent,
which 1s their standard rate of withholding unless reduced by treaty.
The U.S. delegation, over a period of years, said that the rates in this
case should be reciprocal. If we limit ourselves to 15 percent, we
thought the Germans ought to do the same, despite their lower corpo-
rate rate. We said that was an internal matter, and one that should
not affect the withholding rate.

The Germans disputed that position, and in most of their other
treaties with other countries do have a withholding rate higher than
15 percent to reflect their lower corporate rate on distributed profits.

After a good deal of analysis, it turned out that one of the prin-
cipal problems the Germans saw with their lower rate of 15 percent
on distributed profits was that in some cases it paid American corpo-
rate parents to have the profits of their German subsidiaries com-
plete]ly distributed, to pay all relevant German taxes on the distribu-
tion, and even our tax on the dividend less the foreign tax credit, and
then immediately reinvest the profits in the German subsidiary.

This was in a sense a technical maneuver, perfectly proper, to ob-
tain the maximum advantage of the lower German rate, and there
was a tax saving under that method of operation as compared with
leaving the profit simply in the German subsidiary subject to the
b1-percent rate.

The Germans thought that this gave certain of the American sub-
sidiaries an unfair competitive advantage as against indigenous Ger-
man companies. We thought if this was the crux of their problem,
then we should deal only with that problem in the treaty and other-
wise keep the withholding rate at 15 percent. So this protocol deals
with that situation and says that in the case of a reinvestment of
dividends such as I have described, the German tax rate on withhold-
ing can be 25 percent. But in all other cases where there is no rein-
vestment, then the rate remains at 15 percent as does our rate.

So the protocol has a rather complex provision dealing with this
situation. This matter was carefully discussed with American in-
terests in Germany before this particular solution was negotiated
with the Germans. We think it is favorable to American interests,
and is at the same time an accommodation to what was a real German
problem in this situation and a competitive difficulty that the Ger-
mans felt was serious.

Senator Gore. Will the American interests be adversely affected
by this or can they adjust themselves to this new arrangement ?

Mr. Surrey. I think they can adjust themselves, Mr. Chairman,
to this new arrangement. It will mean that they will be paying the
German rate of 51 percent if they leave their profits in Germany,
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and I think that is the accommodation that they will make. We have
discussed this with them.

Now, the other changes in the protocol begin with the moderniza-
tion of certain clauses in our treaties to follow the OECD draft. For
example, this protocol contains a revision of the definition of perma-
nent establishment to follow the OECD draft. That OECD draft
has been contained, for example, in the treaty with Luxembourg,
which this committee approved last year. As you know, if an Ameri-
can company has a permanent establishment in Germany, then the
German Government can tax the American company on its business
done in Germany. If it does not have a permanent establishment,
then it is not taxable on its business done in Germany.

We tax German corporations doing business directly with the
United States only if they have a permanent establishment here.
Now the permanent establishment can be a variety of things, it can
be a warehouse, for example, or an office building and the like, and
one of the items ment-ione{f is a place of management. That was con-
tained in the Luxembourg draft, and since it was a new term, there
was some discussion at the time of the Luxembourg draft on how it
would be interpreted. We cleared that up with an exchange of letters
with the Luxembourg Government and we have in this case had an
understanding with the German Government that is similar to that
with Luxembourg.

I do not think that this place of management definition will cause
trouble the way we understand it will be interpreted by them and
the way we would interpret it ourselves. To have a place of man-
agement you have to really be managing the company.

Now, in addition, there is, I think, a more important. aspect of this
protocol, under the traditional American treaties if, for example, an
American corporation were to do business in Germany, it would be
subject to full corporate tax of 51 percent on its business done there,
if it had a permanent establishment. In addition, if the American
corporation has investment income from Germany, or royalty income
from Germany, if it also has a permanent establishment, it cannot have
the advantages of the reduced rates of the German tax under the treaty
on such things as royalties and interest or dividends.

For example, the existing treaty exempts royalties from tax by Ger-
many, but if an American corporation which is getting royalties has a
permanent establishment, which may be completely unconnected with
these royalties, the exemption does not apply, and similarly on our
part. If a German corporation doing business in the United States
through a permanent establishment also happens to have royalty in-
come, unassociated with that business, nevertheless the exemption does
not apply. This in technical international tax terms is described as
the force of attraction. The permanent establishment attracts all the
other income that comes from the country to it, and subjects it to the
full corporate tax.

The OECD treaty abandons that force of attraction, and it says in
essence that the permanent establishment should attract to it only
those other items of income that are effectively connected with it.
“Effectively connected with it” is the texminology used. But if they
are unrelated, these other items of income remain separate and ob-
tain whatever treaty advantages they would otherwise have obtained.
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In this German treaty protocol, we have embodied this newer ver-
sion of the OECD formula and abandoned the force of attraction in
favor of the effectively connected rule. We think it works for better
treatment of international transactions and is, I think, going to be
the pattern that most modern treaties will have. This is, I think, the
first protocol having this rule that has come before this committee.
There was a partial version of this in the United Kingdom treaty
which extended only to royalty income but not to other forms of in-
come, but this protocol for the first time extends this idea to all forms
of income.

The next matter that is of importance is the treatment of royalties.
Under the existing treaty, royalties, patent royalties, copyright royal-
ties and the like, are exempt from tax by the country of source, and
the country of incorporation or residence taxes in full, so that an
American corporation deriving patent royalties from a German li-
censee does not pay German tax but pays the full 48-percent U.S. tax
with no foreign tax credit because there is no foreign tax.

Uncertainties arose in Germany as to whether the term royalty in-
cluded payments for know-how, and varying interpretations were
given by the German authorities in particular cases. It was an un-
settled question in the German law. In this protocol, the Germans
have agreed, starting with 1963, to exempt know-how royalties, which
was the interpretation the United States had thought was proper.
They agreed to that starting in 1963, and in a letter—in an exchange
of letters which I will submit for the record (see p. 26) also indicate
that if there had been an express holding or ruling in any situation
previous to 1963 with respect to any taxpayer, they will in effect abide
by that ruling of exemption, even in the years prior to 1963.

I think this is highly favorable to American interests and settles
this matter which was of great concern to a number of American
companies.

The next matter—I think this is getting near the end—is that under
our internal law, we largely exempt capital gains of foreigners where
the gains arise in the United States. The German law was not that
way, and they did subject foreigners to a capital gains tax. Under
the peculiarities of German law, that capital gains tax could be im-
posed in some situations where the entire transaction occurred out-
side of Germany, but the tax would be imposed because the subject
matter of the transaction was stock in the %}erman corporation. So,
for example, if a U.S. company, owning a German subsidiary, sold
the stock of that subsidiary in the United States to another U.S.
company, Germany would levy a 51-percent tax on that transaction,
saying in effect that it arose out of a German activity.

Under this protocol, Germany gives up its tax in that case, and this
is a distinet, benefit to U.S. interests because the German tax would
otherwise apply in some situations where people would not expect it
to apply. It also benefits the U.S. Government because we do not have
to give a foreign tax credit any longer for this tax.

he other parts of the protocol deal with restatement of the German
rules by which double tax relief, relief against double taxation, is
given to German residents and Germany corporations investing in the
United States. They really pretty much bring the treaty into con-
formity with existing German internal law.
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And then one other clause which I think is of importance and is new
to our treaties. This deals with this kind of situation. When a U.S.
parent has a foreign subsidiary, a number of transactions take place.
(ioods are sold to that subsidiary. Services may be rendered to that
subsidiary. Our Government is interested in the charges that occur
in these transactions between a U.S. parent and a foreign subsidiary
to see that the U.S. parent receives a fair return for the goods it sells
or the services it renders, to make sure that its U.S. income, subject
to U.S. tax, is fairly reflected. We have the authority to make ad-
justments where there has been improper accounting.

Our adjustments would generally be in the form, in this situation,
of ascribing income to the U.S. parent. For example, the U.S. parent
may have undercharged its foreign subsidiary for goods. The U.S.
Internal Revenue Service may say that it should have charged more
for these goods. If it is successful in that contention, it means that
the German subsidiary in turn should have paid more and should have
a higher deduction under its German tax and is entitled in effect to a
refund from Germany.

These transactions are so difficult that sometimes they are not de-
cided and terminated for a considerable period of time. In many cases
the two countries may not agree until after the statute of limitations
may have run on the ability of, say, the German Government to make
a refund. This protocol says that if the two Governments come into
agreement as to what is the proper allocation of profits or other mat-
ters of this nature, such as source of income, then they have authority
to carry out that agreement despite limitations in the Code, such as the
statute of limitations on the carrying out of that agreement ; and the
same rule would apply to the United States if the situations were re-
versed and we reached agreement to make a refund. Then, in effect,
our statute of limitations is put to one side.

I think clauses of this nature, which we are endeavoring to incorpo-
rate in all of our treaties with the major countries, will greatly facili-
tate what is probably coming to be one of the most difficult problems
in international transactions, and that is a fair allocation of income
between one country and another, and the ability to carry out an
agreement, once it is reached. The clauses will permit us and foreign
governments and American taxpayers and foreign taxpayers to reach
rational results in these cases. So I regard this as an important step
forward in international transactions and in international rules.

Senator Gore. Germany has not taken any action on the treaty,
has she?

Mr. Surkey. No, Mr. Chairman. Their parliament has not come
into session until after the recent elections. We understand that their
parliament, their legislature will meet this year, and the German
authorities involved with these matters will make every effort to
have the treaty ratified this year. They regard that as an important
matter.

Senator Gore. A loss of revenue to the German Government and
thus a larger payment on the part of the U.S. interests will be in-
volved in the ratification this year or after this year, will it not?

Mr. Surrey. I think there may be cases in which the figures for a
particular company are large, but this has never been a point of dis-
cussion with the German authorities, and they have been anxious to
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have the treaty ratified. I have never had this point brought up.
Mr. Gordon who talked with the German authorities recently, con-
firms their desire to get this ratified this year. One of the biggest
items is their giving up their tax on know-how royalties, which is
much larger than anything else involved, and that is effective as of
January 1963. So it would not make any difference when it was
ratified.

Senator Gore. Have you had any assurances in writing of the Ger-
man intent to secure early ratification ?

Mr. Surrey. We do not have it in writing. Mr. Gordon discussed
this matter with the German authorities about a week ago in Paris,
and I think both governments agreed to informally take every step’
necessary. I am certain that if the treaty is ratified by us, that within
this year we and they will make every effort to assure its ratification in
Germany.

Senator Gore. Thank you, Mr. Secretary.

Mr. Surrey. Thank you.

(The statement and memorandum on the tax protocol with the Fed-
eral Republic of Germany referred to above follows:)

STATEMENT ON THE PROTOCOL AMENDING THE INCOME Tax CONVENTION BETWEEN
THE UNITED STATES AND THE FEDERAL REPUBLIC OF GERMANY BY STANLEY S.
SURREY, ASSISTANT SECRETARY OF THE TREASURY

Mr. Chairman and members of the committee, T am very glad to diseuss the
protocol signed September 17, 1965, to amend the income tax convention between
the United States and the Federal Republic of Germany, which was entered
into in 1954. The protocol is the result of discussions which have taken place
over a period of years to deal with a number of problems that emerged under
the convention as it now stands and to take account of changes made in the
German income tax system in the years since the convention came into effect.

I do not propose to discuss each provision of the protocol, since the President,
in transmitting the protocol to the Senate, also transmitted a memorandum
which summarizes each article in the protocol. Moreover, at the end of my
remarks I will submit for the record a comprehensive technical memorandum
which goes into considerable detail in connection with each article of the protocol.
I shall therefore confine my remarks to the principal provisions of the protocol.

I should like, first, to note that on the whole the protocol will have a greater
impact on the application of German tax laws than on U.8. tax laws. It will
bring German tax practices more into line with U.8. tax practices and thus
bring about a greater degree of reciprocity than has hitherto prevailed with re-
spect to certain types of transactions and income flows., In general, therefore, the
protocol produces tax changes which are beneficial to Americans having interests
in Germany.

Article 1 of the protocol restates the taxes covered by the convention. It de-
seribes more precisely than at present the German taxes falling within its secope
and adds certain German taxes which are not measured by income, the trade
tax, and the tax on capital. The consequence of this change is to enlarge the
tax benefits aceruing to U.S. residents and corporations holding German assets
by also granting them exemption from these nonincome taxes on those assets.

PERMANENT ESTARLISHMENT PROVISIONS

Article 2 of the protocol provides for a new definition of the term “permanent
establishment.” This is a key term in tax treaties since a taxpayer not having
4 permanent establishment in a country may not under our treaties be taxed
on industrial or commercial profits arising within the country. The definition
of the term, in effect, sets forth what types of activity constitute a permanent
establishment and hence establishes the limits within which an enterprise of
one country may conduct activities in the other country without being subject
to tax on industrial or commercial profits in that other country. The definition
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of a permanent establishment in this protocol is essentially the same as in our
tax conventions with Luxembourg and Sweden, which have been approved by
the Senate, and in our convention with Belgium which is also before your com-
mittee. I would like specifically to mention one aspect of this definition, the
phrase which refers to a “place of management.” A place of management, like
an office, store, or factory, can constitute a permanent establishment. Some
have feared that this phrase may be interpreted by Germany to hold a per-
manent establishment to exist if a business executive from an American corpo-
ration should make certain decisions in that country with respect to the
operations of his firm's subsidiary there, even though the decisions are made
in a place temporarily occupied by the executive as living quarters,

In this connection, I would like to submit & memorandum of understanding
which accompanies the protocol (see p. 25). The first item in that memorandum
provides that “a hotel room or similar place temporarily occupied by officials of
an enterprise exercising management funetions shall not be interpreted to consti-
tute a place of management.” This issue also was considered in connection with
the tax convention with Luxembourg, and we there entered into an exchange of
letters which provided that decisions taken by executives which are solely of a
technical or scientific nature will not be interpreted to constitute “management.”
We have agreed with the German tax authorities that a similar principle will
apply in the application of the term “management” used in this protocol. We
have not included this in the memorandum of understanding only because the
time necessary to reach terminological precision in both the English and German
languages would have delayed too long consummation of the protocol. I am
confident that in the application of the term “place of management,” the fears
that have been expressed will prove to be groundless. I should like to point out
that the language used in the protocol is taken from the OECD model conven-
tion. We are seeking to achieve as much uniformity among the industrialized
countries as possible in the terminology used in tax conventions. For this reason,
we and the German authorities preferred not to alter the permanent establish-
ment language but to arrive at a clearer understanding of what the langnage
means through the memorandum of understanding and our discussions.

Article III of the existing convention provides that an enterprise of one country
with a permanent establishment in the other may be taxed in that other country
on its industrial or commercial profits. The tax will be at the regular rates ap-
plicable to business income. It g0es on to say, moreover, that all other income
from that country, such as investment income or royalty income, which acerues
to the enterprise will be treated as income of the permanent establishment and
taxed at such regular rates together with the profits which are actually attribut-
able to the operations of the permanent establishment. Thus, if a German com-
pany having a marketing branch in the United States holds, say, U.S. government
bonds, the interest it receives is treated as the income of the permanent establish-
ment and taxable to it even though the convention provides for tax exemption of
interest paid to a German corporation which does not have a permanent establish-
ment here. The taxation of a foreign enterprise which has a permanent establish-
ment on all income from sources within the United States at regular rates has
come to be referred to as the “force of attraction”. It produces anomalous situa-
tions and tends to discourage investment in the United States by the foreigners
most likely to invest here,

The protocol amends the convention so as to abandon the “force of attraction”.
To accomplish this result, the protocol amends articles ITI, VI, VII, and VIII and
adds a new article IXA. Under these new provisions, a permanent establishment
of a firm in the other country will be taxable at regular rates only on the business
income attributable to the activities of the permanent establishment or the invest-
ment income “effectively connected” with the fictivities of the permanent estab-
lishment. Other income, such as investment income or royalties which are not
effectively connected to the firm'’s business activities in the country, will be treated
in accordance with the relevant provisions in the convention regarding those
types of income. Hence, if a German firm derives interest income which is not
effectively connected with the activities of its permanent establishment in the
United States, the interest would be tax exempt under the convention.

This is not the first tax convention to depart from the “force of attraction” ap-
proach. Our tax convention with the United Kingdom was amended some years
ago to extend the exemption which otherwise applied to royalty payments to cases
where the recipient of the royalties had a permanent establishment situated in
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the country from which the royalties were derived where such payments are not
directly associated with such permanent establishment. However, this protocol
is the first convention which fully eliminates the “force of attraction” principle.
I should like to add that the treaties written among the European countries, as
well as the OECD model convention, generally do not contain the “force of attrac-
tion" prineiple. Instead, they rely on the “effectively connected” doctrine.
The memorandum of understanding expounds on the meaning of the term “effec-

tively connected"” and is intended to minimize administrative problems that might
arise in its application,

TAX RATE ON DIVIDENDS AND PROFITS

In the existing income-tax convention, provision is made for a reduced rate of
withholding tax of 15 percent on dividends paid by a 10-percent-or-more-owned
subsidiary corporation in one country to a parent corporation in the other country.
As respects the United States, this is in lieu of our 30-percent statutory rate.
Under article 4 of the protocol, this reduced rate would apply to all noneffectively
connected dividends paid from one country to a recipient in the other, and thus
will extend to portfolio investments. This extension of the reduced rate of tax
applicable to dividends brings the German convention more nearly into line with
most of the other tax conventions to which the United States is a party. At the
same time, the protocol increases the withholding tax rate in certain sitnations to
deal with what Germany has considered to be an abuse resulting from the interac-
tion of the split rate German corporation tax and the reduced withholding tax
rate in the treaty.

The German corporate tax on distributed profits (15 percent) is much lower
than that on retained profits (51 percent). As a result, some American com-
panies with German subsidiaries have found it to their tax advantage to dis-
tribute all of the profits from such German subsidiaries as dividends to the U.S.
parent, subjecting those profits to the low German corporate tax rate on dis-
tributed profits and to the 15-percent German withholding tax (and also to the
U.8. tax, but with application of a credit for the German taxes), and then im-
mediately to reinvest the balance in the German subsidiary. The combination
of the low German corporate tax on distributed profits and the treaty withhold-
ing tax, even with any U.S. tax that had to be paid, often was lower than what
the German corporate tax alone would have been on the undistributed profits
involved had they been simply retained by the German subsidiary rather than
being distributed and reinvested. To eliminate the incentive to distribute and
reinvest in such cases, the protocol provides that Germany may continue to
impose its statutory withholding tax rate of 25 percent on dividends which are
distributed and then reinvested in Germany by the parent company. For this
purpose, an investment made in a German subsidiary by a U.8, parent company in
the year in which the latter recelves dividends from the subsidiary, or in either
the year immediately preceding or following the receipt of such dividends, is
considered to be a reinvestment of the dividends received. However, the amount
deemed reinvested in any year must exceed 714 percent of the dividends received
from the subsidiary in such year for this provision to apply.

In connection with the abandonment of the “force of attraction” principle
which T mentioned earlier, the protocol also provides in article 4 that if dividends
paid to a foreign enterprise are unrelated to the operations of its permanent
establishment in the country from which the dividends are paid. such dividends
will not be taxable at regular rates to such foreign enterprise. Instead they will
be taxed at the 15-percent withholding tax rate applicable to a foreign enterprise
which does not have a permanent establishment in the source country.

The same prineiple is established by article 5 of the protocol with resnect to
interest received by a person in one countrv from sources within the other,
and by article 6 with respect to royalties. Both tvpes of income are thus exempt
under the convention from tax in the source conntrv when not effectively con-
nected with a nermanent establishment sitnated therein.

Article 6 of the protocol revises the tax treatment of rovalties in one other
respect also. Prior to the protocol, rovalties were exemnt from tax in the
gonrce connfry when received bv a resident or corporation of the other country.
However, in some cases the German anthorities had been placine a stricter con-
strinction on the term “rovaltv” than was the ease in the TTnited States. For
example, they did not apply the exemption to payments for “know-how.” The
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protocol revises the definition of royalties so that not only are payments for the
use of or right to use patents, copyrights, and similar property rights covered
by the exemption, but also payments for the use of or right to use knowledge,
experience, and skill (“know-how”) are exempt. It has been agreed that this
expanded exemption will be applicable from January 1, 1963, and in some cases
the exemption will apply to earlier periods as well. In this connection, I would
like to submit for the record an exchange of letters between the Treasury and
the German Ministry of Finance relating to this question, which indicates the
cases in which the German exemption will apply prior to January 1, 1963.

Under existing U.8. law, capital gains realized by nonresident aliens and for-
eign companies are exempt from tax in the United States except in limited cases.
Under German law, however, capital gains of Americans are taxable under cir-
cumstances that are not so restricted. Since the treaty now contains no provi-
sion on capital gains, the reciprocity in the tax treatment of capital gains is
lacking. Article 8 of the protocol remedies this by establishing rules for the
exemption of capital gains. The principal advantage to the United States lies
in the changed tax treatment with respect to what the Germans refer to as “a
substantial participation”—where a taxpayer, an individual, or corporation,
owns 25 percent or more of the shares of a Germany company. If the owner of
such an interest in a German company disposes of any shares, the profits de-
rived from their sale are treated under Germany law as profits derived from
within Germany and are therefore subject to tax there. The German view is
that under these circnmstances the owner of the stock is in effect doing business
in Germany and therefore the gains derived from the sale of the stock repre-
sents the realization of profits within Germany. This situation has posed prob-
lems for American companies who sought to reorganize their holdings in a
German subsidiary or to dispose of their interest in a German corporation.
Such companies found themselves subject to tax in Germany under circum-
stances where no tax was levied in the United States, as in the case of a tax-
free reorganization. Or if the sale took place in the United States, the gain was
considered to have a source in the United States and therefore no credit was
allowed for the tax imposed by Germany. Under the protocol, such sitnations
will no longer arise since Germany will not tax any gain on the disposition of
shares in a Germany company. The memorandum of understanding attached
to the protocol makes explicit that the exemption applies to stock in a subsidiary
company (substantial participation) disposed of by a parent corporation. More-
over, as in the case of other income, the “force of attraction” principle will be
replaced by the “effectively connected” concept with respect to capital gains.

Under German law, payments received by a U.8. resident for services which
are performed in the United States but the results of which are utilized in
Germany are considered to be income earned in Germany and subject to tax
there. For example, if an engineer in the United States prepares drawings for
use in connection with a manufacturing process, which drawings are transmitted
to Germany and utilized there, Germany would tax the engineer on the income
he receives for his services in preparing the drawings. This German tax would
be imposed even though the engineer never left the United States, on the ground
that his income is derived from the utilization in Germany of the fruits of his
services. Under U.S. law, the income would have a source in the United States
because the services are performed here and no part of the Germany tax im-
posed on such income would be allowable as a credit against U.S. tax. Article 9
of the protocol amends the existing convention to eliminate German tax in such
situations and thus removes the double taxation that now exists.

This article of the protocol also tightens up somewhat the tax treatment of
personal service income, Prior to the protocol, the exemptions contained in
article X of the convention applied to services performed as an employee of,
or under contact with, either (1) a natural person resident in, or a company of,
the country of the taxpayer's residence—in which case there was no limitation
on the amount of compensation which was exempt from source country taxation,
or (2) any other employer—in which case the exemption from source country
taxation was limited to cases in which compensation received for such labor or
personal services did not exceed $3,000. Amended article X of the convention
requires that, as a prerequisite to exemption, compensation be received for
services performed as an employee of, or under contract with, only a natural
person resident in, or a corporation of, the country of the taxpayer's residence.
Moreover, the amended article requires that such compensation be borne directly
by such an individual resident or corporate employer, and not by a permanent
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establishment maintained by such employer in the country
change brings the convention into conformity with the OE
convention.

Article XV of the existing convention contains the basic provisions for elimi-
nating double taxation. Under its terms Germany does not impose a tax on
its residents or companies receiving income from sources within the United
States if under the convention such income is taxable in the United States.
This has resulted in certain tax advantages which Germany does not wish
to perpetuate for German taxpayers receiving some forms of income from sources
within the United States. Consequently, article 12 of the protocol revises the
tax treaty so that in the case of portfolio dividends and Government wages,
salaries, and pensions Germany will be permitted to impose tax on amounts
received from U.8. sources but will allow a eredit for U.S. tax imposed on such
income. Exemption will continue where dividends are paid by a U.8. corpora-
tion to a German parent corporation. For this purpose a parent company is
defined as one which owns 25 percent or more of the voting stock of the corpora-
tion paying the dividends. Article XV also provides that 1.8, citizens or
residents who also are residents of Germany for tax purposes (and, therefore,
are subject fo tax in both countries on their worldwide income) shall be al-
lowed a credit against German tax for U.S. taxes on any U.8. sources income
regardless of other provisions of the treaty.

Under U.8. tax law, nonprofit institutions abroad may qualify for exemp-
tion from U.8. tax on their income from 11.8. sources and may secure a ruling
from the Internal Revenue Service as to their nontaxable status. In other
words, a German nonprofit institution may acquire the same tax-exempt status
as a domestic nonprofit institution. However, German law does not accord
U.8. organizations the exemption from German tax which German institutions
enjoy. There are some American nonprofit institutions that have obtained
German securities by bequest or otherwise and are subject to tax in Germany
on the income from such securities. Article 13 of the protocol revises the exist-
ing convention by inserting a new article as a result of which American non-
profit institutions may qualify for exemption from tax in Germany on income
from sources there. It thus would achieve reciprocity in the tax treatment of
nonprofit institutions,

The existing eonvention contains provisions for exchanges of information be-
tween the tax aunthorities of the two countries to prevent fraud and to carry
out the various provisions of the convention. However, the existing language
has been construed to preclude the use by one country of tax information ob-
tained in the other in proceedings before a court or other administrative hody.
Article 14 of the protocol would amend the existing language of the convention
§0 as to permit the disclosure of such information in a court er other adminis-
trative proceeding involving the assessment and collection of taxes.

The objective of the tax conventions to eliminate double taxation has some-
times been frustrated by the fact that refunds could not he made in appropriate
cases. Assume for example that transactions have taken place between a
serman subsidiary and a U.S. parent corporation and that upon audit of the
return of the parent company the U.8. tax authorities find that the income
reported by the parent company had been understated. Perhaps the price
charged the subsidiary company for goods sold to it by the parent corporation
was too low. A deficiency might be assessed against the parent company and
U.8, tax imposed on an amount which had previously been reported as a profit
by the German subsidiary and had been subject to tax in Germany. Assume,
further, that the German tax authorities are in agreement with the U.S. tax
authorities that the price charged the German subsidiary is too low. Unless
the Germans can make a refund of the tax previously collected on the income
of the subsidiary, which is now to be treated instead as additional profits of
the American parent company, there will be double taxation. However, the
authority for Germany to make refunds might have expired becaunse the length
of time taken for the U.S. tax authorities to make the deficiency assessment
exceeded the time during which a refund could be made by the German au-
thorities. Article 15 of the protocol amends the existing convention so that
under these circumstances a refund could be made by the German authorities.
In other words, the protocol would extend the statute of limitations for the
purpose of making refunds in appropriate cases. The same provigion would apply
to the United States.

The dividend article of the protocol will affect dividends paid on or after
January 1, 1965; the royalty article will affect such payments made on or after
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January 1, 1963 ; and all other articles of the protocol will become effective for
taxable years beginning on or after the first day of January in the year in
which the exchange of instruments of ratification oceurs.

I have discussed what I believe to be the most important provisions of the pro-
posed protocol to the convention between Germany and the United States, and I
urge the committee to take prompt action in reporting it out with a recommenda-
tion for ratification. With your permission, I am submitting for the record a
memorandum of understanding with the German authorities on the permanent
establishment and other questions, an exchange of letters on the “know-how"
question, and the technical memorandum on the protocol.

MEMORANDUM oF UNDERSTANDING BETWEEN TaAx DELEGATIONS OF GERMANY AND
THE UNITED STATES CONCEENING THE PrOTOCOL SIGNED SEPTEMBER 17, 1963,
To Mopiry THE INCcOME TAax CONVENTION OF JUuLy 22, 1954

The representatives of the German Ministry of Finance and of the U.S.
Treasury Department hereby agree that the protocol modifying the Income
Tax Convention of July 22, 1954, between Germany and the United States of
America shall be applied in accordance with the following principles:

1. In the application of article IT of the convention a hotel room or similar
place temporarily occupied by officials of an enterprise exercising management
functions shall not be interpreted to constitute “a place of management.”

2. For purposes of determining whether a corporation that has received a
dividend has made a reinvestment in the corporation paying the dividend so
that paragraph (3) of article VI of the convention applies to the dividend
deemed to have been reinvested, paragraph (5) of that article shall be inter-
preted so that loans which do not constitute more than a temporary addition
to the capital of the corporation paying the dividend, as for example trade
credit extended in accordance with the general credit practices followed in
the trade or business concerned, shall not be deemed to constitute reinvestments.
The renewal or conversion into equity capital of loans outstanding as of Decem-
ber 31, 1964, other than those mentioned in the foregoing sentence, shall not
be deemed to constitute a reinvestment.

3. The term “effectively connected” as used in articles VI, VII and VIII of
the convention shall be so construed that items of income referred to in the
respective articles will be considered to be effectively connected with a perma-
nent establishment if such items of income acecrue to the recipient by virtue of
assets (@) held by the permanent establishment or (b) held by the recipient
specifically to promote the husiness activities of the permanent establishment,
or if the activities of the permanent establishment are a material factor in
realizing such items of income. As used in article IX A of the convention, the
term “effectively connected” shall be so construed that gain to which the ar-
ticle applies will be considered to be effectively connected with a permanent
establishment if the gain is derived from the alienation of property (a) held
by such permanent establishment or (b) held specifically to promote its busi-
ness activities.

4. Both delegations agree that the amendment effected by article 6 of the
protocol shall not influence the interpretation to be given to article VIIT of
the convention prior to the amendment.

5. The exemption of capital gains provided by article IX A of the conven-
tion is understood to apply to the sale, liquidation or other alienation of a
“wesentliche beteiligung” (substantial participation) in a company.

6. In the event that either the TU.8. income tax or Federal Republic tax, as
it applies to corporations, is substantially changed, or if experience in individual
cases indicates that the application of article VI leads to effects that are not
in accordance with the basic principles underlying that article, the competent
authorities of the contracting States shall consult together for the purpose of
ascertaning whether it is necessary to amend article VI.

Donpe at Bonn in duplicate, in the Engish and German languages, each text
having equal authenticity, this 18th day of October 1965.

For the U.8. Treasury Department.

ARTHUR BLASER.

For the Federal Ministry of Finance.

FALR.
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TREASURY DEPARTMENT,
ABBISTANT SECRETARY,
Washington, D.C., August 27, 1965.

DeArR Mr. FALk: To avoid possible difficulties in the future concerning the
tax treatment accorded by the tax authorities in the Federal Republic of Germany
to payments for know-how made prior to January 1, 1963, to U.S. recipients, 1
am writing my understanding of the agreement we reached in the course of
our discussions on the modification of the existing income tax convention.

Remuneration for know-how paid prior to January 1, 1963, from sources in
the Federal Republic to a resident or corporation or other entity of the United
States will be exempt from Federal Republic tax provided the competent German
tax assessment authorities by virtue of an andit report or for other reasons
have stated that such remuneration is exempt from tax. Such a statement will
be deemed to have been made if the competent authority in rendering its decision
did not expressly disagree with an audit report holding such remuneration to
be tax exempt. Such remuneration will be tax exempt provided the said state-
ment was not revoked prior to the payment of the remuneration.

If this accords with your understanding of the matter, I would appreciate it
if you were to send me, as promptly as possible, a letter confirming it.

Sincerely yours,
(Signed) STANLEY 8. SURREY.

Mr. Loowia FALK,
Ministerial Director,
Ministry of Finance,
Bonn, Germany.

MINISTERIALDIREKTOR DR. FALK, 1M,
BUNDESMINISTERIUM DER FINANZEN,
Boxw, September 23, 1965.
Prof. STANLEY 8. SURREY,
Assistant Secretary, Treasury Depariment,
Washington, D.C.

Dear Me. Surrey: Thank you for your letter of August 27, 1965. I have
pleasure in confirming as follows my understanding of the agreement we reached
in the course of our discussions on the protocol to amend the United States/
German income tax convention:

Remuneration for know-how paid prior to January 1, 1963, from sources in
the Federal Republic to a resident or corporation or other entity of the United
States will be exempt from Federal Republic tax provided the competent German
tax assessment authorities by virtue of an audit report or for other reasons have
stated that such remuneration is exempt from tax. Such a statement will be
deemed to have been made if the competent authority in rendering its decision
did not disagree with an audit report expressly holding such remuneration to be
tax exempt. Such remuneration will be tax exempt provided the said statement
wiis not revoked prior to the payment of the remuneration.

You will note that I changed the wording of the last sentence of the preceding
text by inserting “expressly” between “report” and “holding” in order to make
it quite clear to the German reader that the findings of the audit report must
expressly mention the tax exemption of the payments for know-how. In view
of what the term “holding” means in this context, that change does not alter
the substance of what is contained in our exchange of letters.

Sincerely yours,
FALK.

TECHNTICAL MEMORANDUM OF TREASURY DEPARTMENT CONCERNING PROPOSED
Prorocor. AMENDING THE INcOME TaAx CONVENTION BETWEEN THE UNITED
STATES AND THE FEDERAL REPUBLIC OF GERMANY

A protocol was signed at Bonn on September 17, 1965, modifving the existing
incom tax convention between the United States and the Federal Republic of
Germany. This protocol had its inception in the desire of the contracting par-
ties, in some cases occasioned by changes in their respective tax laws, to make
certain changes in the convention and to extend it both to certain other taxes
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and to some additional items of income. The extension in the coverage of this
convention to certain German taxes imposed upon capital necessitated an amend-
ment in the title of the original convention to include after the words “with re-
spect to taxes on income” the words “and fo certain other taxes.”

This protocol contains 18 articles and includes a memorandum of understand-
ing concerning the interpretation to be given to certain of its provisions. It
covers a broad range of subjects, including the taxation of business and personal
service income, dividends, interest, rents, royalties, and capital gains, as well as
a redefinition of the concept of “permanent establishment,” the granting of relief
from double taxation by the country of the taxpayer's residence, and the aban-
donment of the so-called force-of-attraction doctrine. In addition the protocol

.contains a new provision empowering the competent authorities of the two coun-
tries to make adjustments in tax liability, including refunds, and determinations
as to the source of particular items of income, in order to avoid double taxation
in appropriate cases. Such adjustments may be necessary, for example, when
disparate allocations of income are made in relation to trade transactions be-
tween a German and a related United States enterprise. A summary and ex-
planation of the protocol follows.

ARTICLE i
Taxes covered

Artiele 1 of the protocol amends existing article I of the convention, relating
to the taxes referred to in the treaty.

The amended article adds two German taxes to the list of those covered by
the treaty and eliminates a German tax (the Berlin emergency contribution, i.e.,
Notopfer) which the Federal Republic no longer imposes,

The additional German taxes covered by the amended convention are the
German trade tax (Gewerbestener) and the German capital tax (Vermoegen-
steuer). The Government of the Federal Republic relinquished its right to im-
pose its tax on capital with respect to certain U.S. taxpayers, under article 11
of the protocol, even though the United States does not impose comparable taxes
and could not make a reciprocal concession.

The German Government also relinquished its right to impose the trade
tax, which is computed on the basis of business profits, capital, and wages paid,
where no German income or corporation tax can be imposed under the treaty.
As a result, new paragraph (3) of article I of the convention makes clear that
the entire trade tax is covered under the treaty and not just the portion thereof
which is computed on the basis of profits or capital.

The United States, however, will continue to allow a foreign tax credit only
for the portion of the trade tax which is computed on the basis of business
profits,

ARTICLE 2
Permanent establishment

Article 2 of the protocol redefines the term “permanent establishment” in arti-
cle TI(1) (c) of the existing convention. This redefinition corresponds in all
material respects with article 5 of the model income tax convention prepared
by the OECD Fiscal Committee, with the following exceptions:

1. The phrase “a store or other sales outlet” has been added to the list of
those fixed places of business which, if maintained or used by the taxpayer in
carrying on his business in the taxing jurisdiction, will constitute a permanent
establishiment ;

2. The provisions of clause (cc) of new subparagraph (c¢) have been revised
fo provide that a taxpayer of one country can maintain facilities for one or more
of the activities euumerated therein without being considered as having a perma-
nent establishment in the other contracting state. Thus, the goods of a taxpayer
of one country can be stored in a fixed place of business of the taxpayer in the
other contracting state for delivery, display, or processing by an unrelated party,
and the taxpayer may engage in purchasing, advertising, research, and similar
activities through such a fixed place of business without being considered as
having a permanent establishment.

Paragraph 1 of the memorandum of understanding which supplements this
protocol provides a definition of the term “a place of management,” which ap-
pears in new article I1(1) (¢) (ff) of the existing convention, by excluding there-
from a hotel room or similar place temporarily oceupied by officials of an enter-
prise who are exercising management functions therein. Thus, the executives
of a U.8. corporation can visit the Federal Republic and make decisions in a
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hotel room or similar place which they temporarily occupy during such visit,
which decisions affect the management of that corporation’s business without
such room or similar place being classified as “a place of manzlge!nenl" (and,
therefore, a permanent establishment) for purposes of the convention. It was
also agreed that the term “management” should be interpreted to exclude deci-
sions which are solely of a technical or scientific nature.
ARTICLE 3

Industrial or commercial profits

Article 8 of the protocol limits existing article III of the convention, which
relates to industrial or commercial profits, by providing that such profits are
taxable by the source country only if an enterprise of the other contracting
state ig engaged in trade or business in the source country through a permanent
establishment and if such industrial or commercial profits are (1) attributable
to such permanent establishment, (2) derived from sales of goods or merchandise
of the same kind as those sold through such permanent establishment, or (3)
derived from other business transactions of the same kind as those effected
through such permanent establishment.

Example 1. A German company maintains a permanent establishment in the
United States through which it sells and services computer equipment. In
addition, it sells office furniture in the United States through an independent
agent. The profits derived from the sale of the office furniture are exempt
from U.8. tax under the convention, since the office furniture is not the same
kind of goods or merchandise as the computer equipment being sold through the
permanent establishment.

Paragraph (2) of new article III of the treaty contains the provision found in
the original convention requiring the alloeation of profits between the enter-
prise’s home office in one treaty country and permanent establishment in the
other country on an “arm’s length"” basis.

Paragraph (3) of new article III provides that there shall be allowed as de-
ductions all expenses, wherever incnrred, which are reasonably connected with
the industrial or commercial profits taxable to the permanent establishment.
This paragraph is similar to paragraph (4) of article III of the original con-
vention. The revised paragraph, however, states specifically that deductions
shall be allowed if reasonably connected with the permanent establishment's
profits without regard to the country in which those expenses are incurred.
Thus, where an enterprise of one country uses a patented formula in the manu-
facturing operations it is carrying on through a permanent establishment in
the other country, all or a portion of the royalty which the enterprise must pay
for the use of the patented formula may be deducted in computing the amount
of the industrial or commercial profits attributable to the permanent establish-
ment which is taxable in such other country.

Paragraph (4) of new article III of the treaty provides that no profits shall
be deemed to be derived by an enterprise merely by reason of the purchase of
goods or merchandise by a permanent establishment of the enterprise, or by
the enterprise itself, for the account of the enterprise. Hssentially the same
provision is contained in article ITI (2) of the original treaty.

Paragraph (5) of new article III of the treaty contains a definition of the
term “industrial or commercial profits,” for purposes of the convention. Such
term includes income derived by an enterprise in the active conduct of a trade
or business and generally excludes income, such as dividends, interest, royalties,
and capital gain which is specifically dealt with in other articles of the convention.

Prior to this protocol, it was not clear that income derived from the furnish-
ing of services of employees of a U.S. enterprise within Germany (or for utiliza-
tion in Germany) constituted “industrial or commereial profits” within the
meaning of article III of the convention, or personal services within the mean-
ing of article X of the convention. New paragraph (5) of article III of the con-
vention, added by the protocol, specifically provides that the term “industrial
or commercial profits” includes “income derived by an enterprise from the
furnishing of services of employees or other personnel.” The services referred
to include income from the furnishing, by a corporate or other enterprise, of
engineering, marketing research, consultant, advertising, advisory, legal, account-
ing, entertainment, or other services whether performed by its own employees
or by individnals who are not technically employees but who are under contract
with that enterprise to perform such services. Thus income derived from the
performance of such services within Germany by a U.S. enterprise which does
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not have a permanent establishment in Germany will not be subject to German
tax. However, the new paragraph has no application to compensation for serv-
ices which an individual taxpayer renders.

ARTICLE 4
Dividends

Article 4 of the protocol deletes existing article VI of the convention, relating
to the taxation of dividends, and replaces it with a new article VI,

Paragraphs (1) and (2) of new article VI provide in general that the tax
imposed by the country of source on dividends received by individuals and
corporations of the other treaty country shall not exceed 15 percent of the gross
amount of the dividends actually distributed. These provisions generally reduce
the tax otherwise imposed under the U.S. Internal Revenue Code (usually 30
percent) and under the German income tax law (usually 25 percent). Such
paragraphs also expand the coverage of article VI of the existing convention by
including for the first time within paragraphs (1) and (2) dividends paid to
individual shareholders and less than 10 percent corporate shareholders.

The Federal Republic imposes a lower rate of corporate tax (presently 15
percent) on distributed earnings than it imposes on undistributed earnings (pres-
ently 51 percent) ; and the trade tax which is collected by the municipalities on
(among other things) the business profits of a corporation is deductible in com-
puting the Federal Republic corporation tax on undistributed profits.

In the case of dividends paid by a German subsidiary to a German parent
corporation which owns directly at least 25 percent of the outstanding stock of
such subsidiary, the Federal Republic imposes a supplementary 36-percent tax
(Nachsteuer) on the amount of dividends received by the German parent corpo-
ration from its 25 percent or more owned subsidiary (to the extent such dividend
income is not distributed to the shareholders of the German parent corporation).
However, such supplementary tax (Nachsteuer) does not apply to dividends re-
ceived by a foreign corporation owning stock of the German distributing corpo-
ration. In such cases, dividends are subject to German withholding tax of 25
percent at source under German law. Article VI of the original treaty, however,
reduces this rate of the German withholding tax to 15 percent in the case of
U.8. corporations owning 10 percent or more of the voting stock of the distribut-
ing corporation. The application of these rules may be illustrated by the fol-
lowing examples :

Example 1. Assume that a German company X derives $1,000 of business
profits; that German company X is wholly owned by U.S. corporation Z; and
that neither X nor Z distributes any dividends. The German tax liability of X
and the amount available for reinvestment by X is determined as follows:

Pretax profits $1, 000
Trade tax at average of 12.3 percent
Corporation tax : On undistributed pmﬂts (51 percent of $877) - 447

Total tax on $1,000 of profits of German company :‘)_72
After-tax profits available 430

Example 2. Assume the same facts as in example 1, except that the only in-
come of Z is the $671 (the maximum dividend distributable by company X
from its £1,000 in income after satisfaction of German trade tax and corporation
tax liability applicable to such income) distribution from X. The German tax
liability of Z and the amount available for reinvestment in X is determined as
follows :

Dividend from X

Amount subject to withholding tax (art. VI of original treaty)
Withholding tax (15 percent of $671)

U'.8. tax at 48 percent rate on $671 distribution from German com-
panv (after application of gross-up) :
Dividend (reduced by 15 percent withholding) (671 minus $101) ____
U1.8. tax (48 percent of $1,000)
Foreign tax credit ($329 plus $101)

Net U.8. tax
After-tax profit ..
54»64T Q—65——3
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The above examples illustrate the incentive afforded a U.S. parent corporation
to maximize distributions from its German subsidiary and reinvest the amount
of such distributions in the subsidiary.

To eliminate this incentive, new article VI provides that the German tax im-
posed with respect to dividends paid on or after January 1, 1965, and received by
a U.8. corporation or other entity from a Germany company may exceed 15 percent
but shall not exceed 25 percent of that portion of any dividend which is deemed
reinvested, on or after that date, under paragraph (35) of the article if—

1. The U.S. recipient corporation or other entity owns directly at least 10
percent of the voting shares of the German company paying the dividend :

2. At the time the dividend is distributed the Federal Republic imposes a
corporatioin tax on the distributed profits of the German distributing com-
pany at a rate at least 20 percentage points lower than the corporation tax
imposed on its undistributed profits.

However, under paragraph (5) of amended article VI the increased withholding
tax applies only if such reinvestment exceeds 7.5 percent of the dividends received
by the U.S. corporation from the German eorporation in the calendar year in
which such reinvestment is made. Paragraph (5) also provides that with respect
to dividends paid in any year, there shall first be taken into account the amount
transferred in the preceding year to the extent that such amounts were deemed to
be reinvestments under the above rules and did not result in the imposition of
tax under paragraph (3) on any prior dividend.

The provisions of paragraphs (3) and (5) of new article VI of the treaty
can be illustrated by ihe following chart and explanation concerning (1) dividends
paid by a Germany company to a U.S. corporation directly owning at least 10 per-
cent of its voting shares and (2) reinvestments made by the U.S. corporation in
the German company over a period of years:

| Amoont
Dividend Reinvest. taxable at
ment 25-percent
rate

0
80
80
70

1 $100 is taxable at 25 percent in 1065 because (a) $100 dividend was paid in 1965, and (b) $100 of the reinvest-
ment made in 1986 is deemed made in 1065,

# No amount is taxable at 25 percent in 1086 because no dividend was paid in 1966,

3 $80 is taxable at 25 percent in 1967 because (a) $80 dividend was paid in 1967, and (b) $80 of the reinvest-
ment made in 1966 is deemed made in 1967,

' $30 is taxable at 25 percent in 1068 because (a) $20 was reinvested in 1068, (b) the $10 reinvestment made
in 1967 is deemed made in 1968, and (¢) a dividend in excess of $30 ($00) was paid In 1968,

¢ No amount is taxable at 25 percent in 1969 because the $5 reinvestment {s less than 7.5 pereent of the divi-
dend ($70) paid in 1969,

For purposes of determining whether paragraph (3) requires the imposition
of increased German withholding tax, paragraph 2 of the memorandum of under-
standing between the United States and the German tax delegations, which is
attached to this protocol, provides that paragraph (5) of amended article VI
of the convention shall be interpreted to exclude from within the meaning of the
term “reinvestment” loans which do not constitute more than a temporary addi-
tion to the capital of the German corporation paying the dividend: e.g. trade
credit extended in accordance with the general credit practices followed in the
trade or business concerned.

*aragraph 2 of the memorandum of understanding also provides that the
renewal or conversion into equity capital of loans outstanding as of December
31, 1964 (other than loans constituting only temporary additions to capital)
shall not be deemed to constitute a reinvestment. This rule is consistent with
the effective date provision of the protocol as applicable to the new dividend
article (art. 17(2) (a) of the protocol provides that new article VI shall apply
to dividends paid and to reinvestments made on or after January 1, 1965).

Paragraph (4) of new article VI provides that the rule permitting the imposi-
tion of the 25-percent withholding tax on dividends shall also apply for U.S.
tax purposes in the converse case. This rule will only have effect, however, if
the United States enacts a split rate corporate income tax similar to that now in
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force in Germany. Consequently, at the present time, paragraph (4) merely
provides theoretical, rather than practical, reciprocity under the protocol.

Paragraph (6) of new article VI provides a special rule which in effect gives
Germany the right to recapture amounts of tax which subsequently become due
by reason of the reinvestment rules contained in new article VI (3) and (5).
Under amended article VI of the convention, the Federal Republiec will tax only
at the reduced 15-percent rate on dividends described in paragraph (3) of new
article VI of the convention, but reserve their right to recapture treaty with-
holding tax benefits from a U.8. parent corporation if subsequent reinvestments
are made within the meaning of new article VI(5) of the convention. Para-
graph (6) also makes it clear that both the taxpayer U.S. corporation and the
German distributing company (the withholding agent) are jointly and severally
liable for such recapture.

Paragraph 7 of revised article VI of the convention reflects, in the case of
dividends, mutnal acceptance of limitation on the “foree of attraction” doetrine ;
i.e,, the doetrine which permits taxation of all source country income of a for-
eign enterprise at graduated rates if such enterprise is engaged in trade or busi-
ness in the source country through a permanent establishment situated therein.
1t provides that the reduction in withholding tax rates on dividends will apply
only to dividend income not “effectively connected” with a permanent establish-
ment in the country of source. The adoption of this new rule attributing to the
permanent establishment only those dividends which are effectively connected
with that establishment will make it unnecessary for a taxpayer of one country
to isolate his business activities in a subgidiary solely to prevent taxation (by
reason of the force of attraction rule) of his investment or other income from
gonreces within the other country.

Paragraph 3 of the memorandum of understanding, which supplements the
protocol, provides gnidelines for determining whether dividends, interest, royal-
ties, and capital gains are “effectively connected” with a permanent establish-
ment within the meaning of articles VI (dividends), VII (interest), VIII
(royalties), and IXA (ecapital gains) of the amended convention. Such classes
of_income will be considered under the guidelines to be effectively connected
with a permanent establishment maintained in the taxing jurisdiction—

(1) If they acerue to the recipient by virtne of assets which are either—
() Held by the permanent establishment ; or
(b) Held by the recipient specifically to promote the business activi-
ties of the permanent establishment ; or
(2) If the activities of the permanent establishment are a material factor
in realizing such items of income.

The rule contained in (1) (a) above will apply where, for example, stock cer-
tificates are (1) held by or (2) accounted for on the books of the permanent
establishment. The rule of (1)(b) above will apply where, for example, a
dividend is paid by a U.S, selling subsidiary to its parent German manufacturing
corporation, and where the German manufacturing corporation has a U.8.
permanent establishment which manufactures products sold exclusively by the
U.8. selling subsidiary of the German manufacturing corporation.

The rule contained in (2) above will apply, for example, where the activities
of the permanent establishment constitute management of securities producing
dividend income, i.e, where an office staffed by employees is maintained in the
source country by an investment company of the other contracting state for
the purpose of selecting and acquiring suitable U.S. investments, since the
activities of the permanent establishment would be a material factor in realizing
the dividend income.

* Paragraph (8) of new article VI contains a definition of the term “dividends”
fqr_ purposes of the imposition of German tax under the convention. The pro-
vision contains a list of the types of distributions by German corporations or
other commercial entities which are treated as dividend income for purposes
of G_ermml withholding tax at the source. The inclusion of this provision was
mnsule_red necessary in order to clarify certain interpretive difficulties which
had existed under the original convention with respect to the scope of the term
“ecorporation” (for purposes of determining whether distributions from such
entities mnstit‘um dividends). Paragraph (8) of the new dividend article
resolves such dlﬂ_i(rullie.s b‘r_ providing that private limited company distributions
and income derived by silent partners both constitute dividend income for
purposes of the treaty. In addition distributions with respect to shares in a
“kapitalanlagegesellschaft” (investment frust) and in a “kommanditgesell-
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schaft auf aktien” (partnership limited by shares) as well as income derived
from “kuxe” (mining shares) and *“genussscheine” (profit participation certifi-
cates) are considered to be “dividends” under paragraph (8) of new article VI.

Paragraph (8) affects only the imposition of German tax under the revised
convention and has no bearing upon the characterization of income involved for
U.8. tax purposes.

ARTICLE 5
Inmterest

Article 5 of the protocol amends existing article VII of the convention, which
provides for reciproeal exemption from source country taxation of interest on
bonds, notes, debentures, securities or any other form of indebtedness (includ-
ing debts secured by mortages or other encumbrances on real property). The
existing article was modified by (1) making the exemption applicable to interest
on debts secured by mortgages or other encumbrances on real property and (2)
providing for the abandonment of the force of attraction doctrine with respect
to interest income.

Paragraph (8) of the new article VII provides for the abandonment of the
force of attraction doctrine in the case of interest income. Under that para-
graph interest will be exempt from tax in the source country if the resident or
corporation of the other country (1) does not maintain a permanent establish-
ment in the source country or (2) receives interest income which is not effec-
tively connected with a permanent establishment which the recipient maintains
in the source country. In this connection, the rules contained in paragraph 3
of the memorandum of understanding attached to the protocol relating to the
definition of the term “effectively connected” are applicable,

Example 1. A German company makes a loan to a 1.S. corporation which
customarily buys goods from the company’s U.S. branch office. If the loan is
made for the purpose of permitting the U.S. customer to remain in business,
interest paid on the loan will be considered to be effectively connected with the
permanent establishment and will be subject to U.S. tax under section 882 of
the U.8. Internal Revenue Code,

Paragraph (4) of the new interest article contains a provision denying the
exemption for all, or a portion, of interest paid which exceeds the amount which
would be agreed upon on an arm’s-length basis.

ARTICLE @
Royalties

Article 6 of the protocol deletes existing article VIIT of the treaty and re-
places it with a revised provision dealing with the taxation of royalties. The
article of the original treaty was modified to (1) provide for the express inclu-
sion of “know-how"” payments, (2) include gains from the alienation of any prop-
erty or rights giving rise to royalties, and (8) abandon the foree of attraction
doctrine with respect to royalty income,

Subparagraph (a) of paragraph (3) of existing article VIII defines the term
“royalties” to mean any royalties, rentals, or other amounts paid as considera-
tion for the use of, or the right to use, copyrights, artistie or scientific works
(including motion picture films, or films or tapes for radio or television broad-
casting), patents, designs, plans, secret processes or formulas, trademarks, or
other like property or rights, or industrial, commercial, seientifie, or other like
equipment. The protocol expands this definition of royalties to include amounts
which are paid as consideration for knowledge, experience, or skill (know-how),

Under article 17(2) (b) of the protocol, the new royalty article will have effect
in respect of royalty payments made on or after January 1, 1963, However, the
exemption from German tax for “know-how" payments also will apply to such
payments made prior to January 1, 1963, in accordance with a separate letter
agreement exchanged by the tax authorities of the United States and Germany,
where the competent German tax anthorities by virtue of an aundit report or for
other reasons have stated that such remuneration is exempt from tax. Such a
statement will be deemed to have been made if the competent authority in render-
ing its decision did not disagree with an aundit report expressly holding such
remuneration to be tax exempt.

Paragraph 4 of the memorandum of understanding accompanying the protocol
contains the agreement of the United States and the Federal Republic that the
“know-how"” amendment effected by article 6 of the protocol (new article VIII
of the convention) shall not influence the interpretation to be given to article VIIT
of the convention prior to such amendment. Thus, where no express decision
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had been made holding “know-how"” payments made prior to January 1, 1963,
to be exempt, the German tax authorities may not make use of the fact that such
payments were later specifically included under this protocol as royalties for
purposes of concluding that such earlier payments were not covered by the
exemption provided for royalties In the existing convention.

Paragraph (3) of new article VIII provides that the term “royalties” shall
include gains derived from the alienation of any right or property giving rise
to those royalty payments described in paragraph (3)(a) of amended article
VIII of the convention. For U.S. tax purposes, this exemption shall apply both
to gains derived from the outright assignment of property or rights, and from
arrangements for the licensing of such property or rights which are deemed to
constitute transactions which produce capital gain income. Thus, where an indi-
vidual resident in the Federal Republic, who does not have a permanent estab-
lishment in the United States, transfers all of his substantial rights in a patent
he developed to a U.8, corporation in consideration for payments which are
contingent upon the use of such patent by the transferee corporation, the pay-
ments he receives shall be exempt under article VIII of the convention from the
30-percent U.S. tax otherwise imposed under section 871(a)(1) of the code,
despite the specific inclusion within that paragraph of amounts described in
section 1235 of the code which are considered to be gains from the sale or
exchange of capital assets.

Paragraph (4) of new article VIII provides for the abandonment of the force
of aftraction doetrine in the case of royalty income., Under that paragraph,
royalties and gaing derived from the alienation of any right or property giving
rise to such royalties, will be exempt from tax in the source country if the resi-
dent or corporation of the other country (1) does not maintain a permanent
establishment in the source country or (2) receives royalty income within the
meaning of amended article VIIT which is not effectively connected with a perma-
nent establishment which the recipient maintains in the source country. (See
paragraph 3 of the memorandum of understanding for guidelines in determining
whether income is effectively connected.)

Paragraph (5) of the revised royalty article corresponds substantially to
paragraph (4) of new article VII of this treaty, relating to interest income,
It provides that the exemption afforded under the article shall apply only to that
portion of any royalty payment which would have been paid pursuant fo an
arm’s-length agreement.

ARTICLE 7

Real property income and natural resource royalties

Article 7 of the protocol amends existing article IX of the convention relating
to real property income and royalties derived from natural resources. As is the
case under the existing convention, the new provision grants to each country
the right to tax income from real property, and royalties in respect of the opera-
tion of mines, quarries, or other natural resources, located in that country, but
provides that a resident or corporation of the other country may elect for any
taxable year to be taxed on that income in the source jurisdiction on a net basis
at the rates that would apply to a resident or company of the contracting state
in which the property is located—thus allowing deductions for expenses con-
nected with such income. The provision, as amended, no longer applies to any
item of interest income; interest income is dealt with under article 5 of the
protocol. In addition, the revised provision contains a clarifying amendment
making clear that the election applies only to the remtal or royalty income
referred to in the article.

ARTICLE 8
Capital gains

Article 8 of the protocol adds new article IXA to the convention, which relates
to the reciprocal exemption from tax by the country of source of capital gains
(other than &ains from the alienation of real property, which is governed by
amended article IX of the convention).

Paragreoph (1) of new article IXA provides, subject to paragraph (3) or (4)
thereof, that gain derived by a natural person resident in Germany or a German
company from the alienation of a capital asset (other than gain from the aliena-
tion of real property covered under new art, IX) shall be exempt from U.S, tax,
Paragraph (3) provides that the exemption shall not apply where the person
deriving the gain has a permanent establishment in the United States with which
the capital asset alienated is effectively connected.
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Paragraph (4) contains a unilateral provision designed to prevent individual
German residents who are present in the United States for an extended period
of time from benefiting from the exemption provided under paragraph (1) in
respect of short-term capital gains. Under paragraph (4) a natural person res-
ident in Germany shall not be exempt from U.S. tax by virtue of the treaty with
respect to the gain he derives if—

1. He is present in the United States for a period equal to or exceeding
an aggregate of 183 days during the taxable year, and
2. The asset alienated was held by such person for 6 months or less.
A similar provision is contained in the internal German tax law.

Thus an alien individual, resident in Germany who sells in the United States
an item of property which constitutes a capital asset in his hands which he has
held for more than 6 months shall be exempt from U.8. tax (where no permanent
establishment is maintained, or where a permanent establishment is maintained
and the capital gain is not effectively connected with such permanent establish-
ment) with respect to any gain derived from such sale regardless of the length
of his stay in the United States. Where, however, the asset was held by such
individual for 6 months or less prior to its sale, and the taxpayer meets the
183-day test, gain on the sale of such asset will be subject to U.S. income tax
whether or not the seller is physically present in the United States when the
assel is sold.

In the absence of new article IXA, income from the alienation of a substantial
participation in a German company by a resident, corporation, or other entity of
the United States would be subject to German tax, without regard to the extent
of the seller's business activities or presence in Germany. (Similar transactions
would not be subject to tax under the Internal Revenue Code.) Paragraph 5 of
the memorandum of understanding accompanying the present protocol provides
that the exemption of capital gains found in article IXA applies to the sale,
liguidation, or other alienation of a substantial participation in a company.

As previously indicated, paragraph (3) of article INA provides for the aban-
donment of the force of attraction rule with respect to the taxation of capital
gain income. In this regard, paragraph 3 of the memorandum of understanding
provides that the term “effectively conneeted” shall be so construed that the gain
to which article IXA applies will be considered to be effectively connected with
a permanent establishment if the gain is derived from the alienation of property
either (1) held by such permanent establishment or (2) held by the recipient
of the capital gain (home office) specifically to promote the permanent establish-
ment’s business activities. Unlike the definition of the term “effectively con-
nected” for purposes of the dividend, interest, and royalty articles of the conven-
tion, for purposes of new article IXA that term does not inclnde assets the income
from which was derived from activities in which the permanent establishment
was a material factor.

ARTICLE 8
Personal service compensation

Article 9 of the protocol deletes the personal service income article of the
original treaty (article X) and replaces it with a revised provision dealing with
the taxation of such income.

The United States does not tax nonresident alien individuals with respect to
compensation for personal services performed outside the United States ( whether
or not the product of such services is used in the United States ). However, only
German treaty regulations presently prevent German taxation of limited ( £3,000
or less) compensation paid to residents of the United States for services per-
formed outside of Germany where such services are considered under German
law as having been utilized in Germany. New article X remedies this situation.

Both paragraphs (1) and (3) of new article X of the convention provide for
the exemption from the tax of one country of compensation for labor or personal
services (including compensation derived from the practice of a liberal profes-
slon and the rendition of services as a director) performed outside that country
by an individual resident of the other country. Under this rule, which is in
accord with U.8. source rules, a lawyer resident in the United States who per-
forms legal services both in the United States and in the United Kingdom during
the taxable year for a German company will be exempt from German tax with
respect to the fee he receives in respect of such services, without regard to
whether or not such services are considered under German law to have been
utilized in Germany.
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aragraphs (2) and (4) of the amended article concern the taxation of in-
come for services performed in one country by an individual resident of the
other country and, as such, constitute a restatement of article X as originally in-
cluded in the treaty.

*aragraph (2) provides that compensation for labor or personal services (in-
cluding, as is the case under para. (1), liberal profession income and directors’
fees) performed in the United States by a natural person resident in the Federal
Republic shall be exempt from U.S, tax if the following three conditions are
satisfied :

1. He is present in the United States for a period or periods not exceeding a
total of 183 days during a taxable year;

2. Such labor or personal services are performed as an employee of, or under
contract with, a natural person resident in the Federal Republic or a German
company, and such eompensation is borne by such resident or company ; and

3. Such compensation is not borne by a permanent establishment which such
resident or company has in the United States,

Paragraph (4) provides corresponding relief from German tax where the serv-
ices are performed in Germany by a U.8. resident as an employee of, or under
contract with, a U.S resident, corporation, or other entity.

Certain changes have been made in article X by virtue of the present protocol.
Prior to the protocol, the exemptions contained in article X of the convention
applied to services performed as an employee of, or under contract with, either
(1) & natural person resident in, or a company of, the country of the taxpayer's
residence—in which case there was no limitation on the amount of compensation
which was exempt from source country taxation, or (2) any other employer—in
which ease the exemption from source country taxation was limited to eases in
which compensation received for such labor or personal services did not exceed
$3,000. Amended article X of the convention requires that, as a prerequisite to
exemption, compensation be received for services performed as an employee of,
or under contract with, only a natural person resident in, or a corporation of,
the country of the taxpayer's residence. Moreover, the amended article requires
that such compensation be borne directly by such an individual resident or
corporate employer, and not by a permanent establishment maintained by such
employer in the country of source.

ARTICLE 10

Government pension and salaries; private pensions and annuitics

Article 10 of the protocol deletes article XI of the original convention and
replaces it with a new provision relating both to governmental salaries and pen-
sions and private pensions and annuities. This revision was made for the pur-
pose of adding language to the original article which would exempt from U.S.
tax pensions, annuities, or other amounts paid by Germany or by a juridical per-
son organized under the publie laws of Germany as compensation for an injury
or damage sustained as a result of hostilities or political persecution.

Amounts paid by reason of political persecution under the National-Socialist
regime are considered to be in the nature of reimbursements for the deprivation
of civil or personal rights and do not constitute taxable income to the recipients
under U8, law (Rev. Rul. 56-518, C.B. 1956-2, 25).

Provisions such as this one are generally included within income-tax conven-
tions concluded by Germany and are phrased in reciproeal terms. However, in
the case of compensation for injuries sustained as a result of hostilities or
political persecution, such provisions apply only for purposes of limiting the im-
position of tax by Germany’s treaty partner,

ARTICLE 11
Taxes on capital

Article 11 of the protocol adds new article XIVA to the existing convention,
relating to the imposition of the taxes covered by amended article I of the con-
vention which constitute taxes on capital. This has reference (1) to the por-
tion of the German Gewerbesteuer (trade tax) which is computed on the basis
of capital and (2) to the German Vermoegensteuer (capital tax) covered under

new article 1(1) (b) of the treaty. It has no reference to any taxes imposed
by the United Stateg or by any political subdivision thereof, and, as such, con-
stitutes a provision affording relief from German tax only.
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Paragraph (1) of new article XIVA provides that capital represented by
real property or natural resources mentioned in new article IX of the treaty may
be taxed by the country where such property is situated.

Paragraph (2) of the new article provides that capital represented by assets,
other than real property or natural resources referred to in paragraph (1) above,
which are effectively connected with a permanent establishment of an enterprise
of one country may be taxed in the country where the permanent establishment
is situated, unless the provisions of paragraph (3) apply.

Paragraph (3) of the new article provides that ships and aireraft of an enter-
prise of one country and assets, other than real property referred to in paragraph
(1), pertaining to the operation of such ships and aireraft shall be exempt from
tax by the other country.

Paragraph (4) provides that other elements of capital of a resident, corpori-
tion, or other entity of one country shall be exempt from tax by the other
country.

As indicated, the new article provides unilateral relief from German capital
tax and from the portion of the trade tax applicable to eapital in the case of
a resident, corporation, or other entity of the United States. Such article
affects the imposition of those taxes by Germany in respect of residents of the
United States and U.8. corporations or other entities.

In the case of nonresidents and foreign corporations, the portion of the
German trade tax computed on the basis of capital is imposed under German
law only if such taxpayer maintains a permanent establishment in Germany
(world tax series, international program in taxation, Harvard Law School,
“Tazation in the Federal Republic of Germany,” sec. 15/10.2). However, in
the case of nonresidents and foreign corporations, under German law the Ger-
man capital tax is imposed with respect to items of domestic capital, without
regard to the maintenance of a permanent establishment in Germany.

It should be noted that the United States is not obliged to grant a foreign
tax credit with respect either to the German capital tax or to the trade tax ap-
plicable to capital.

ARTICLE 12

Relief from double taxration in country of residence

Article 12 of the protocol deletes paragraph (1) of existing article XV and
replaces it with a new provision relating to the relief to be granted by each
treaty country to its residents and corporations (and citizens in the case of
the United States) with respect to taxes paid to the other country. As under
the existing convention, the United States will continue to apply its. statutory
foreign tax credit system for purposes of affording such relief, while Germany
will apply principally an exemption method to achieve a similar result.

(a) Relief to U.8. citizens, residents, and corporations

Article XV (1) (a) contains an amended foreign tax credit article and also
embodies the traditional “saving clauses,” reserving to the United States, sub-
Ject to article XV (2), the right to tax its citizens, residents, or corporations
as if the treaty had not come into affect. The amendments made by the proto-
col to existing article XV(1) (a) are:

(1) The reference to section 131 of the Internal Revenue Code of 1939 (secs.
901 through 905 of the 1954 code), as in effect on the date of the entry into
force of the original convention has been deleted. Thus, it has been made clear
that modifications in the U.8. law concerning the foreign tax credit made after
the effective date of this protocol cannot be barred by the amended credit article,

(2) The prineiples of the per-country limitation in section 904(a) (1) of the
Internal Revenue Code have been incorporated into the convention. The inclu-
sion of the per-country limitation within the convention, however, will not
affect the right presently enjoyed by U.S. taxpayers to elect the overall limita-
tion provided under sections 904 (a) (2) and (b) of the code.

(b) Relief to German residents and companies

Subparagraph (b) of new paragraph (1) of article XV, as amended, provides
relief from double taxation to German residents and companies with respect
to income from U.8. sources (and also provides unilateral relief from Federal
Republic taxation for certain items of capital, the situs of which is in the
United States). Subdivision 1. of that subparagraph provides relief for Ger-
man companies and German residents who are not also U.S. citizens or resi-
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dents. Subdivision 2. provides relief for U.S. citizens or residents who are also
residents of Germany.

1. Relief to German companies and German residents who are neither citi-
zens nor residents of the United States.—Subdivision 1. (aa) provides for relief
by the exemption method and subdivision 1. (bb) provides for relief by the
credit method.

(an) Exemption method: Subdivision 1(aa) states that unless the provisions
of subdivision 1(bb) apply, there will be excluded from the basis upon which
German income, corporation, trade, or capital tax is imposed any item of income
from sources within the United States or any item of capital situated in the
United States which, under the provisions of the amended convention, is not
exempt from tax in the United States. In the case of dividend income, however,
such exclusion applies only to dividends subject to U.8. tax paid to a German
company limited by shares (kapitalgesellschaft) by a U.S. corporation in which
at least 25 percent of the voting shares are owned directly by such German com-
pany. Subdivision 1(aa) in addition provides that there shall be excluded from
the basis upon which German capital tax or the portion of the German trade tax
applicable to capital is imposed any holding, the dividends on which are excluded
or if paid would be excluded, from the basis upon which Federal Republic cor-
poration tax is imposed,

For purposes of the imposition of the German taxes on income (income tax,
corporation tax, and the frade tax on business profits) and of the German trade
tax computed on the basis of capital, the exclusions provided under subdivision
1(aa) apply to those items of income (other than intercorporate  dividends,
discussed below) which are considered under German law to be derived from
sources within the United States.

The rules of subdivision 1(aa) of the new article XV (1) (b) can be illustrated
by the following examples :

Example 1. A natural person resident in Germany derived income from ali-
mony paid by a resident of the United States. This income is not dealt with
in the treaty, will be subjected to 30-percent U.S. withholding tax and, accord-
ingly, will be excluded from the German income tax base. Although this income
could not have been excluded under the original treaty becaunse alimony pay-
ments were not “dealt with” in the existing convention, the rule was changed
through the elimination of the requirement that income need be “dealt with”
in the convention to be excludable thereunder.

Example 2. Compensation paid for services utilized in the United States but
performed in Germany is not to be excluded from the basis upon which German
income tax is to be imposed, since the income is exempt from U.S. tax under
new article X(1) of the treaty. The fact that it is also exempt by U.8. law
is immaterial,

The intercorporate dividend exclusion provided in subdivision 1(aa) applies
only where the following conditions are satisfied :

(i) The recipient must be a German company limited by shares (kapital-
gesellschaft). This includes a stock corporation (aktiengesellschaft), a partner-
ship limited by shares (kommanditgesellschaft auf aktien), a private limited
company (gesellschaft mit beschraenkter haftung), a colonial company (kolonial-
gesellschaft), and a mining company (bergrechtliche gewerkschaft).

(ii) The company distributing the dividend must be a U.S. corporation (other
than a corporation described in sec. 861 (a) (2) (A)).

(iii) The recipient company must own directly at least 25 percent of the
voting shares of the payor corporation.

(iv) The dividends may not be exempt, under the treaty, from U.S. tax.

If any of the above conditions are not met, dividend income received by a Ger-
man company will not be excluded from the basis upon which Federal Republic
corporation tax is imposed (but may be dealt with under the credit method pre-
scribed in subdivision 1(bb) of new art. XV (1) (b)). Thus. the German method
is to exempt dividend income of certain German parent corporations and grant a
credit against Federal Republic tax in the case of other dividend income from
sources within the United States.

The application of the above-described intercorporate dividend exclusion provi-
sion can be illustrated as follows :

Example 1. Corporation A, which is organized and managed in the United
States, is wholly owned throughout the taxable year by B company, a German
stock corporation. Corporation A pays a dividend of $1,000 with respect to all
classes of its stock, only 50 percent of the total value of which is represented by
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voting shares. U.B. tax is withheld at the source in the amount of $150 under new
article VI(1) of the treaty. The entire $1.000 is excludable from the basis upon
which German corporation tax is imposed on B company.

In the case of German taxes on capital referred to in the convention (the capital
tax and the portion of the trade tax applicable to capital), relief similar to that
provided in respect of income taxes is afforded under subdivision 1(aa) of new
article XV (1) (b) of the treaty. Thus, there is excluded from the basis on which
German capital taxes are imposed any holding, the dividends on which are ex-
cluded, or if paid would be excluded, under the treaty for Federal Republic tax
purposes. There will be excluded from the basis upon which German taxes on
capital are imposed (without regard to the rules of art. XIVA of the revised
treaty) if the German taxpayer is a company limited by shares owning directly
at least 25 percent of the voting shares of the U.S, corporation, the shares of
which constitute the holding in question. In such a ease, the holding can include
nonvoting shares if the holder owns at least 25 percent of the voting shares of the
corporation,

The relief from German tax afforded by the exemption method is somewhat re-
stricted, however, because Germany continues under revised article XV (1) (b)
1(aa) to reserve the right to take the excluded income into aceount in determining
the rate of tax to be applied to the German resident’s remaining income (exemp-
tion with progression).

(bb) Credit method. Subdivision 1(bb) of new article XV (1) (b) provides that
U.B. tax payable under U.8. law, and in accordance with the convention, on the
following items of income shall be allowed as a eredit against the German income
taxes which are payable with respect to such items of income :

(i) Dividends not dealt with in new article IV (1) ( b)liaa) ; and

(ii) Wages, salaries, pensions, and similar compensation paid by the United
States or by its States, territories, or political subdivisions, not being exempt from
Federal Republic tax under new article XI1(1)(a) of the treaty.

It is also provided that the allowable credit may not exceed the portion of Ger-
man tax which the above items of income bear to the total amount of all items of
income.

Accordingly under article XV (1) (b)1(bb) a eredit against German income or
corporation tax liabiilty will be granted for U.S. tax imposed with respect to div-
idends from sources within the United States which are not excluded under sub-
division (aa) from Federal Republic tax, and for wages, salaries, pensions, and
similar compensation paid by the United States or by its States, territories, or
political subdivisions to a German citizen, since the latter amounts are not exempt
from German tax under new article XI(1) (a).

2. Relief to individual residents of Germany who are U.8. citizens or resi-
dents.—Article XV (1) (b)2 of the treaty provides the rules to be applied by
Germany in granting relief from double taxation to those German individual
residents who are also citizens or residents of the United States and. as a result.
are subject to taxation in both countries on their worldwide income.

Subdivision 2 provides that where a natural person subject to unlimited tax
liability in Germany is also a citizen or resident of the United States for U.S.
tax purposes, subdivision 1(aa) shall apply to those items of income from sources
within the United States, and those items of capital situated within the United
States which, under the provisions of that subparagraph, are exempt from Ger-
man tax when received by a natural person who is not a U.S. citizen or resident.
It further provides that all other items of income and capital shall be included
in the basis upon which German tax is imposed as if the convention had not
come into effect, but that the U.S. tax on such other U.8. source income shall be
allowed as a credit against German income tax, subject to the provisions of
section 34¢ of the German income tax law (relating to the foreign tax credit
limitation) as amended.

These rules with respect to the taxation of U.S, citizens or residents apply to
any such individual who is a natural person subject to German tax on his world-
wide income. Such an individual is, for German tax purposes, to be taxed
in the same manner as an individual resident of Germany who is not a U.8.
citizen or resident; i.e., exempt under the convention from Federal Republic tax
on any item of income from U.8. sources which is not, under the provisions of
the convention, exempt from U.S. income tax.

The same exclusion rules apply with respect to items of capital otherwise
taxable to a citizen or resident of the United States who is a resident of Germany.

The application of these rules of exclusion may be illustrated by the follow-
ing examples :
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Example 1. A, a U.S, citizen resident in Germany, is employed by company M,
u German company, 100 percent of all classes of stock of which is owned by
corporation N, a U.S. corporation. A spends 30 days of the taxable year in the
United States working with officials of corporation N. The net amount of A's
salary which is attributable to the services rendered in the United States is
$1,000. A’s entire salary is paid, and is taken as a deduction in computing tax-
able income, by company M, which has no permanent establishment in the United
States. A is not exempt from German tax on the $£1,000 of personal service
income, since he would have been exempt from U.S. tax under new article X
of the treaty had he been a natural person resident in Germany, and not also a
citizen or resident of the United States. Therefore, A must include the $1,000 in
his taxable income and may fake a ecredit against his German income tax lia-
bility with respect to the portion of his U.S, tax which iz attributable to that
income.

Example 2. B, a resident of Germany, is also considered under U.S. tax law
to be a resident of the United States. He derives rentals from real property
situated in the United States. Such rental income is exempt from German in-
come tax in B's hands (but must be taken into account in determining the rate
of tax applicable to B's nonexcluded income), since the United States could
tax it to a nonresident alien individual resident in Germany and it constitutes
U.8, souree income under the German source rules.

The amount of the credit granted by the Federal Republic under the conven-
tion cannot exceed the German income tax payable with respect to the foreign
income, i.e, it is limited in the proportion of foreign net income to total net
income, a8 computed under German law. Thus such credit limitation is similar
to the per-country limitation deseribed in section 904(a)(1) of the Internal
Revenue Code.

ARTICLE 13
Charitable organizations

Article 13 of the protocol adds a new article XVA to the convention, relatiug
to the taxation by one of the contracting states of certain nonprofit organiza-
tions of the other contracting state. The new article provides that organiza-
tions of one country which are operated exclusively for religious, charitable,
scientific, edueational, or public purposes shall be exempt from tax in the other
country if and to the extent that—

1. Such organization is exempt from tax in its own country : and
2. Such organization would be exempt from the other country’s tax if it
were organized, and carried on all its activities, in that other country.

Paragraph (1) of article XVA provides for the application of the above rules
to German companies or organizations operated exclusively for the stated puar-
poses. Under present U.S. law, a German company or organization operated for
religious, charitable, scientific, or educational purposes within the meaning of
section 501 (e¢) (3) of the code is exempt from U.S. tax regardless of its place of
organization or the geographical scope of its activities,

Paragraph (2) of article XVA reciprocally provides that a 1.8, corporation
or organization operated for the stated purposes shall be exempt from German
tax if and to the extent (1) that it is exempt from U.S. tax and (2) that it wonld
be exempt from German tax if it were a German company or organization and
carried on all its activities in Germany. Under present German law, only Ger-
man compinies or organizations operated for the stated purposes are exempt from
German corporation tax law and U.S. corporations or organizations having neither
their seat nor their business management in Germany are not eligible for this
exemption.

Thus new article XVA of the convention in effect creates an exemption from
German tax in favor of U.8. charitable organizations while maintaining the
present exemption granted in the United States with respect to similar organiza-
tions which are ereated or organized in Germany,

ARTICLE 14
Ewxchange of information

Article 14 of the protocol provides for the deletion of paragraph (1) of article
X VI of the convention and for its replacement with a new paragraph, relating to
the exchange of tax information between the competent authorities of the treaty
countries. The new article modifies paragraph (1) of existing article XV1 of
the convention by making clear that taxation information to be exchanged be-
tween the competent authorities of the contracting states may be disclosed to a
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court or administrative body as well as to other persons concerned with assess-
ment and collection of taxes which are the subject of the convention. It also
adds language permitting such information to be disclosed to persons concerned
with “enforcement or prosecution” of such taxes.

ARTICLE 15
Taxpayer claims and consultation

Article 15 of the protocol deletes article XVII of the convention and replaces
it with a revised provision dealing with (1) the presentation and disposition
of taxpayer claims and (2) consultation between the competent authorities
of both countries with respect to questions of the interpretation or application
of the treaty. Revisions are, however, made only with respect to the portion of
the original article which relates to the consultation procedures.

Paragraph (1) of new article XVII, relating to taxpayer claims, is identical
with its counterpart in the original treaty.

The language of paragraph (2) has been modified to express more accurately
the intention of the parties to the original convention; i.e., that the competent
authorities shall “endeavor to settle the question as quickly as possible on mutnal
agreement.” A new sentence also has been added to paragraph (2) specifically
authorizing the competent authorities of the contracting states to communicate
with each other directly for the purpose of implementing the provisions of the
convention.

Paragraph (8) of new article XVII contains a new provision, It states that
notwithstanding their internal law the competent authorities of the two treaty
countries may consult together to endeavor to Agree—

1. To the same attribution of industrial or commercial profits to an
enterprise of one country and to its permanent establishment in the other
country ;

2. To the same allocation of profits between related enterprises as pro-
vided in article IV ; or
3. To the same determination of the source of particular items of income.

In addition the new provision states that, in the event that the competent
authorities reach such an agreement, then taxes shall be imposed on such re-
attributed and reallocated income by the country to which such profits are at-
tributed or allocated and refund of taxes shall be allowed by the country from
which such profits are attributed or allocated. If the competent authorities
reach agreement on the source of an item of income, appropriate refunds shall
be made reflecting such agreement. Thus, for example, one country might agree
that income was not sourced within it and refund any tax withheld on such
income or agree that income was sourced in the other country and so consider it
for purposes of determining the allowable credit for taxes paid to that other
country.

Prior to this protocol, no income tax convention to which the United States
is a party contained procedures permitting the appropriate accommodation of
tax liability resulting from allocations made by the competent anthorities of
one country and accepted as proper by the competent authorities of the other
country (and by the taxpayer himself), Moreover, impediments of domestic
law, such as the statute of limitations or the finality of previous assessments,
often prevented effective implementation of any agreement on allocations., Thus
prior to the above amendment to article XVII if the 1.S. tax authorities made
an allocation under article IV of the convention of $100 from German company
A to United States parent corporation B. even if the German tax authorities
agreed with the adjustment, the German tax authorities were unable to make an
adjustment to effect a corresponding reduction in the German tax liability of A
company (1) where the claim for refund of tax was filed after the expiration
of the period of time allowed for the filing of such claims or (2) where the Ger-
man tax authorities were barred by the statute of limitations from amending
the earlier tax assessment. Accordingly, the $100 of profit allocated by the U.S.
tax authorities would be taxed twice, once to A company and once to B corpo-
ration.

Paragraph (3) of new article XVII provides a remedy to the above problem
by specifying that, in the above case, the German tax authorities may imple-
ment their agreement with the reallocation of the $100 of income for the “barred”
taxable year from A company to B corporation by refunding to A company the
portion of the German corporation tax paid for that barred year with respect to
the reallocated income., However, such paragraph will not permit tax deficien-
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cies (within the meaning of sec. 6211 of the code) to be asserted against U.8.
citizens or residents in eases in which such deficiencies are barred by the statute
of limitations.

The provisions of paragraph (3) will apply to any case upon which the com-
petent authorities consult after the treaty goes into effect, regardless of the
taxable year to which such case relates,

Paragraph 6 of the memorandum of understanding accompanying the present
protocol similarly provides for consulation between the competent aunthorities of
both countries for the purpose of determining whether it is necessary to amend
new article VI of the convention, relating to the taxation of dividends, in the
event that either the United States or German income tax applicable to corpora-
tions is substantially changed, or if experience in individual cases indicates that
the effect of the application of new article VI is not in accordance with the pur-
poses underlying the promulgation of that article,

ARTICLE 16

Application to West Berlin

Article 16 of the protocol provides that the present protocol shall also apply to
Land Berlin (West Berlin) provided that the Government of the Federal Re-
public has not delivered a contrary declaration to the Government of the United
States within 3 months from the date of entry into force of the protocol. If no
declaration is delivered, the protocol becomes effective with respect to Land
Berlin in accordance with article XVII of the convention.

ARTICLE 17
Effective dates

Article 17 of the protocol provides for the ratification of the protocol and for
the exchange of instruments of ratification. In addition, the dates upon which
the various provisions of the protocol are to become effective are provided in this
article.

It is provided therein that the protocol shall come into force on the date of
exchange of instruments of ratification and that all the articles thereof, other
than articles 4 and 6, will be effective for taxable years beginning on or after
January 1 of the year in which such exchange of instruments of ratification takes
place. Article 4, containing the new dividend artifle of the convention (art.
VI), will have effect with respect to dividends paid on or after January 1, 1965,
and paragraph (3) of new article VI will apply to reinvestments made on or after
that date. Article 6, containing the new royalty article of the convention (art.
VIII), will have effect with respect to any payment made on or after Jan-
uary 1, 1963.

ARTICLE 18
Integration into orviginal treaty

Article 18 of the protocol provides, under paragraph (1) thereof, that the
protocol will form an integral part of the original convention of July 22, 1954,
and that it will continue in force as long as that convention remains effective.
Article XXT of the existing convention provides that either party to the treaty
may terminate it at any time after a period of 5 years beginning with the calendar
year 1054, the year in which ratification took place, by giving notice in the pre-
scribed manner. No additional 5-year period is prescribed with respect to the
duration of the convention, as amended by the present protocol. Accordingly,
the convention, as amended by the present protocol, may be terminated by either
country at any time and, in such event, will cease to be effective for taxable
years beginning on or after January 1 of any subsequent calendar vear, provided
that the prescribed prior notice of termination has been given by such country
on or before June 30 of the preceding calendar year.

Paragraph (2) of article 18 of the protocol provides that the competent authori-
ties of the United States and Germany are authorized to publish the text of the
convention, as modified by this protocol, after this protocol comes into force: i.e..
after the date of the exchange of instruments of ratification. This provision
has no effect upon publication by the United States of the text of this protocol,
or of the full text of the convention as amended by this protocol. Either text
may be made public by the U.S. Government at any time after the date of signa-
ture of the present protocol,

Senator Gore. Is there any witness who wishes to appear in Opposi-
tion to the treaty? Mr. Allen, do you wish to testify?
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STATEMENT OF GEORGE V. ALLEN, PRESIDENT OF THE TOBACCO
INSTITUTE, WASHINGTON, D.C.; ACCOMPANIED BY JOHN DONALD-
SON, ASSISTANT MANAGER OF THE CHAMBER OF COMMERCE'S
INTERNATIONAL DEPARTMENT

Mr. Avex. Thank you, Mr. Chairman. I have a prepared state-
ment which is very short and which I would like to read, and then, if
I may, to add a couple of points of my own that I think may be per-
tinent.

I am George V. Allen, president of the Tobacco Institute, Washing-
ton, D.C. My testimony before this subcommittee is on behalf of the
Chamber of Commerce of the United States, on whose International
Committee and Foreign Operations Review Subcommittee I serve. 1
also speak from personal experience as U.S. ambassador to four coun-
tries and Assistant Secretary of State. In addition I am chairman of
the League of Americans Residing Abroad. ILet me add that is a
new and a fairly recently organized group. With me is Mr. John
Donaldson, assistant manager of the chamber’s international depart-
ment,

The National Chamber supports the Income Tax Conventions with
the Federal Republic of Germany and Belgium, pending before the
Senate, and urges their ratification.

To begin with, we believe that it is in the national interest to con-
clude conventions for the avoidance of double taxation with all coun-
tries of the free world, both developed and less developed. We believe
this general proposition is supported 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.

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 pay-
ment of taxes, even in situations where actual double taxation of in-
come would not otherwise occur. Through the use of the concept of
permanent establishment, which is incorporated in all of our treaties,
the treaties uniformly exempt U.S. exporters from the reporting and
payment of foreign taxes in the normal course of an export transac-
tion. To this extent, our treaty network substantially assists and
fosters the U.S. policy regarding encouragement of exports. Through
the use of normal treaty provisions, the conventions with Germany
and Belgium will accomplish 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. I shall not direct my remarks to these standard
treaty provisions, since they have been approved by the Senate in
other conventions many times. There are, we note, a few changes
of a substantive nature in the pending revised treaty with Germany.

We understand the new Belgian treaty to be largely a technical
revision.
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We believe the U.S. business community will particularly welcome
the revised article VIII of the convention, which treats payments for
U.S. technical know-how as other tax-exempt royalty payments, much
as they are treated under our conventions with other countries and as
foreign investment in know-how is treated by the United States.

Another change in the German treaty moves to bring the definition
of “permanent establishment,” which determines applicability of the
host-country income tax, closer into line with the model definition
contained in a draft model tax convention developed by the Organiza-
tion for Economic Cooperation and Development (OECD).

A third substantive change in the German treaty increases from
the current 15-percent rate to the 25-percent reinvested earnings rate
the withholding tax on dividends.

Mr. Surrey just spoke to that point.

Not every U.S. investor in Germany will find himself benefited by
every provision of the new treaty, just as there can be—and are—
many honest objections to one or another of the provisions of any
double-tax treaty. On balance, however, we want to reiterate the
national chamber’s firm support for the principle of the avoidance
of double taxation through such bilateral treaties.

The current U.S. reexamination of existing income tax conven-
tions continues 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
rivate investment abroad. It has been shown again and again that
&7.5. direct private productive investment abroad stimulates U.S. ex-
ports, returns substantial dollar earnings, and this contributes to our
balance of international payments as well as to our competitive posi-
tion in world markets and to the healthy growth of international
trade.

It should be obvious that an American corporation investing in for-
eign countries with tax rates lower than our own does not benefit
from the lower tax rates, because 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 U.S. foreign in-
vestment. The Chamber of Commerce of the United States therefore
urges your subcommittee to support the pending tax conventions with
Germany and Belgium, and other such treaties with friendly countries
for the avoidance of double taxation.

Now it oceurs to me, Mr. Chairman, and I should emphasize that I
am speaking more personally than as a representative of the U.S.
chamber although T have no reason to believe that my views on this
subject would be objected to by members of the chamber. It just has
not been discussed. But T am particularly interested in the ratifica-
tion of these two treaties with two NATO countries, because it seems
to me that it is in the general trend toward improving our relations
with those NATO countries, and to the extent that language and ex-
perience is made more uniform in accordance with standard provi-
stons, and with ruling and experience on those, to that extent possibili-
ties for misunderstandings and disputes with our NATO countries is

limited, and it tends to improve the general trade situation with those
countries.
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I may add a further point. It seems to me that the development
of these types of treaties which regularize the establishment and in-
vestments of one country and another is just to that extent adding to
the general concept of a rule of law in the relations between nations,
because these treaties have the effect of laws which through negotia-
tion and experience in living with them tend to develop the concept
that relations between nations are settled by standard, legal, recog-
nized methods adopted by the two countries.

Senator Gore. Thank you very much.

Mr. AvLen. Thank you, sir.

Senator Gore.  Are there further witnesses?

(No response.)

Senator Gore. If not, I will insert certain material that has come
to me for the record.

(The material referred to follows:)

STATEMENT BY RICHARD N. CooPER, DEPUTY ASSISTANT SECRETARY OF STATE FOR
INTERNATIONAL MONETARY AFFAIRS, IN SUPPORT OF PROTOCOLS TO INCOME-TAX
CoNvENTIONS WITH BELGIUM AND THE FEDERAL REPUBLIC OF GERMANY

Mr. Chairman, I appreciate this opportunity to appear before your committee
to state the views of the Department of State regarding the income-tax protocols
with Belgium and with the Federal Republic of Germany (Executive G and
Executive I, 80th Cong., 1st sess.) that are now before the committee.

These protocols are simply amendments of our existing income-tax conven-
tions with these countries—amendments designed primarily to deal with new
problems that have arisen under those conventions—and are not intended to In-
troduce new major policies or prineiples in our tax treaties, although they do
contain, we believe, significantly improved provigions in a number of instances.

Officers of my Department, in testimony before the committee, have frequently
stated our conviction that well-conceived tax treaties are of great assistance
to the United States in its international economic relations and to the American
business community in carrying on business abroad. They minimize conflicts
between national tax policies, remove the possibility of discriminatory tax treat-
ment, and eliminate tax irritants affecting international business and interna-
tional relations. Our basic conventions with Belgium and Germany have been
very successful in accomplishing these objectives. If they are to remain an aid
to our economic relations with these countries, they must be kept up to date
and must undergo adaptations from time to time to assure that they apply
equitably to the situations existing in the territories of each party.

Germany and Belgium are two very important foreign markets for U.8. ex-
ports, and there are extensive American private investments in each country.
While it is not our purpose at present to encourage additional investment in
these countries, either through tax-treaty policy or otherwise, American in-
vestors there are entitled to the benefit of such protective measures and other
assistance as can reasonably be afforded. Moreover, some of our foreign invest-
ments generate large and continuning exports from the United States and, indeed,
a rapid growth in exports increasingly requires investment abroad in sales and
servicing facilities.

In 1964, U.S. exports to the Federal Republic exceeded $1,310 million and
imports from there amounted to $1,173 million, leaving a balance in favor of
the United States of $137 million. U.S. private investment in Germany totaled
$2,077 million at the end of 1964. Dividends, interest, and branch profits re-
patriated in that year amounted to $178 million, and it has been estimated that
an additional $67,500,000 came back to this country in the form of royalties.
U.8. exports to Germany are up 169 percent over a decade ago, investments are
up fivefold, and investment earnings are up sixfold.

In the case of Belgium, U.S, exports in 1964 amounted to $627 million,
and imports totaled $422 million, the balance in favor of the United States being
$205 million. Total U.S. private investment in Belgium at the end of 1964 was
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$452 million. As in the case of Germany, these represent very large increases
over the level a decade ago, in 1954, h

Although German and Belgian private investment in the United States by no
means approached the amount of U.8, private investment in those countries,
there are significant German and Belgian investments here, and both countries
are regarded as important potential sources of investment funds in the future
which may contribute to the solution of our balance-of-payments problem.

The statistics I have cited reflect the background of growing international
economie intercourse against which questions concerning our tax conventions
with Belgium and the Federal Republic of Germany, and the protocols for their
revision that are now before the committee, should be considered. They reflect
more numerous and more complicated relationships between firmg domiciled in
the United States and those domiciled abroad. Combined with persisting dif-
ferences in national tax law, these relationships create for national tax authori-
ties the difficult tasks of insuring equitable treatment to taxpayers and minimiz-
ing tax distortions to free market decisions concerning foreign trade and invest-
ments., Tax treaties represent the response to these difficult tasks, and they must,
of course, be continually revised to conform both with current tax law and with
contemporary business practice,

The new protocol with Belgium may be described as a minimal revision of
the 1948 convention with that counfry. By a law enacted in 1962, Belgium car-
ried out a thorough reformation of the income-tax system. Some of the rules
and principles set out in the 1948 convention are now unworkable or would
impede the operation of the new system. The main purpose of the protocol is
to make the necessary adaptation of our convention to the new income tax law.
I think that both parties recognize that the 1948 convention is in need of a more
extensive overhauling for purposes of modernization. The urgency of revision
to meet the immediate requirements of the new Belgian law, however, made it
undesirable to undertake the time-consuming task of a complete rewriting of
the convention at this time. In contemplation of such revision, however, pro-
vision is made that the new protocol shall remain in effect no longer than 1971.

The protocol negotiated with the Federal Republic of Germany goes much
further in the direction of modernization of the existing convention. The main
incentive for its negotiation arose from complaints by German businessmen con-
cerning the limitation in the convention on the taxation by Germany of inter-
corporate dividends flowing from American subsidiaries in Germany to their
parents in the United States. This limitation resulted in a substantial tax ad-
vantage for American enterprises as compared with German enterprises in like
circumstances. The protocol contains an adjustment in rates in certain eircum-
stances designed to settle this complaint.

In addition, the protocol provides for significant modifications of the pro-
visions of the basic convention that deal, among other things, with taxation of
transfers of technical information, with capital gains, and with the rules re-
garding income attributable to permanent establishments, We believe that a
number of these modifications will result in substantial benefits for U.N, enter-
prises subject to taxation in Germany, and some of them (for example, the more
liberal tax treatment of dividends and the new rules governing attribution of
income to permanent establishments) should make investment in the United
States more attractive to German enterprises,

The Department of State believes, Mr, Chairman, th
cluded with Belginm and the Federal Republic of Ge
practical agreements that are needed for the continuation and further develop-
ment of effective tax-treaty relationships with these two countries. We urge
the committee to give them favorable consideration.

Although these agreements, as I stated previously, are of o
nificance in our economiec foreign relations, their content is ¢
with detailed and technical matters of tax policy, which
competence of the Treasury Department,
the direction of Assistant Secretary
dccurately with regard to them.

Thank you, Mr. Chairman.

at the new protocols con-
rmany are reasonable and

onsiderable sig-
oncerned primarily
fall within the special
The protocols were negotiated under
Surrey, and he can inform Yyou fully and
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CLEVITE CORP.,
Cleveland, Ohio, October 11, 1965.
Hon, ALBERT GORE
Chairman, Subcommittee on Tarx Treaties,
Senate Committee on Foreign Relations,
Washington, D.C'.

DeEAR SENATOR GORe: On behalf of Clevite Corp., I am writing to urge that
the protocol revising the existing convention between United States and the
Federal Republic of Germany be ratified by the Senate prior to adjournment of
this session.

The interest of Clevite Corp, in ratification of the protocol prior to Decem-
ber 31, 1965, arises out of the fact that in January 1965, Clevite sold, to Inter-
national Telephone & Telegraph Corp., at a gain of about $4 million, the entire
equity capital of a German limited liability company known as Intermetall
G.m.b.h. which was operating a semiconductor manufacturing plant in Ger-
many and selling its products in Western Europe.

Under the present tax convention between Germany and the United States
and present law, Clevite's capital gain on this sale would be taxed by the Fed-
erial Republic of Germany at a rate of almost 50 percent even though Clevite has
no office or business establishment in Germany and is not itself conducting busi-
ness there. Moreover, while this capital gain is also taxable in the United
States at the rate of 25 percent, the $2 million German tax on the gain would
be allowed as a credit against the $1 million U.S. tax on it, and entirely elimi-
nate the U.S. tax. Thus, under the present convention, Clevite would pay tax of
about $2 million to Germany on the transaction and pay nothing into the
[1.8, Treasury. -

If—but only if—the protocol now pending before you is ratified and becomes
effective before the end of this year, entirely different tax consequences would
ensue. The protocol contains a new provision, not found in the present conven-
tion, which would exempt, from German tax, sales or exchanges of capital assets
by U.8. persons or corporations having no permanent establishment in Germany,
and such provision will be effective as of January 1 of the year in which instru-
ments of ratification are exchanged. Accordingly, if instruments of ratification
of the protocol are exchanged before December 31, 1965, this new provision
would apply to Clevite’s sale of the equity capital of Intermetall and it will
be exempt from German tax. Thus, if instruments of ratification are exchanged
before December 31, 1965, instead of paying about $2 million tax to Germany and
nothing to the United States Clevite would pay about $1 million to the U.S.
Treasury and nothing to Germany.

While Clevite has no knowledge of other 1965 sales or exchanges of German

*assets by U.S. taxpayers which would be similarly affected by ratification, it
seems reasonable to assume that other such sales have occurred or may ocenr
before the end of the year.

Because of its own apparent financial interest and also becanse of :

1. The favorable effect ratification in 1965 would have on U.8. tax revenues
(about $1 million additional for U.8. revenues from Clevite alone) : and
2. The favorable effect ratification in 1965 would have on the U.S. balance
of payments (about $2 million in Clevite's case alone),
Clevite Corp. respectfully urges that your committee promptly recommend that
the Senate ratify the protocol as expeditiously as possible,
Very truly yours,

WiLriaM G, LAFFER, President,

MANUFACTURING CHEMISTS' Assocration, INc.,

Washington, D.C., October 11, 1965,
Hon. WirLiam J, FULBRIGHT,

Chairman, Committee on Foreign Relations,
U.8. Benate, Washington, D.C.

Dear Mr. CHAIRMAN : The Manufacturing Chemists’ Association, Ine., wishes
to advise you and your committee that it recommends favorable action on the
tax protocol between the United States of America and the Federal Republic of
Germany, signed at Bonn on September 17, 1065.
your committee take this favorable action as quickly as possible so that the
Senate can give its advice and consent this year in order that the protocol will
come into force for the full calendar vear 1965,

The association urges that




TAX PROTOCOLS WITH BELGIUM AND GERMANY 47

The Manufactaring Chemists’ Association, Inc., is a nonprofit trade associa-
tion with 193 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.

As indicated in the report of the Secretary of State, this protocol brings up
to date the treaty provisions in light of changes made in the tax system of the
Federal Republic of Germany. In addition, various other beneficial changes
are made in the tax relationship between the two countries,

Some revisions contained in the protocol which effect substantial improvements
In the tax consequences flowing from the German convention are (1) the exten-
sion of the treaty to certain Federal Republic taxes which are not income taxes,
(2) the adoption of a basic principle throughout the entire protocol that the
reduced rates on investment income flowing from Germany will not be taken
away merely because the U.S. enterprise has an unrelated permanent establish-
ment in Germany, (3) the broadening of the exemption from tax in the case of
royalty payments to “know-how" payments, and (4) the exemption of capital
gains from tax in Germany.

From an overall point of view, the protocol sets forth a more satisfactory tax
relationship between the two countries,

It is requested that this letter be inserted in the record of the public hearing
on the protocol with the Federal Republic of Germany to be held on October 13.
1965, by your Subcommittee on Tax Conventions.

Very truly yours,
M. F. Crass, Jr.

NaTioNaL Forelex Trape Councrr, INc.,
New York, N.Y., October 11, 1965,
Re tax protocol with Federal Republic of Germany (8. Ex. I, 89th Cong., 1st
Sess, ),
Hon. ALBERT GORE,
Chairman, Subcommittee on Taa Conven tions,
Committee on Forei gn Relations,
U.8. Senate, Washington, D.C.

DEar Sik: The National Foreign Trade Council, which was founded in 1914,
is a national organization composed of 1.8, corporations engaged in all aspects
of foreign trade and business. Its purpose is to promote 1U.S. foreign trade and
business,

The income tax treaty program long has been regarded as a most important
method of promoting U.S. foreign trade and business. Testimony, on behalf of
the National Foreign Trade Council, has been presented to the Foreign Relations
Committee concerning each of the income tax treaties to which the United States
is a party. At each annual convention of the National Foreign Trade Council
since the initiation of the tax freaty program, there has been included in its
recommendations, a statement that the tax treaty program be extended and
improved,

The council recognizes the fact that the proposed protocol would be beneficial
in several ways including the following :

1. Capital gains would not be subject to German income tax, except In
certain circumstances,

2. The provision with regard to royalties has been clarified to make it
clear that payments for “know-how” will be exempt from German income
tax in the same manner as payments for patent and similar royalties.
{However, the council believes that this freatment was in the spirit of the
original treaty provision regarding royalties and that, therefore, it should
have been retroactive to January 1, 1954. This matter i discussed further
in the attached memorandum.)

3. A taxpayer who has a permanent establishment in Germany will not
lose the treaty benefits except on income effectively conneected with the perma-
nent establishment,

The NFTC suggests deletion or clarification of the term “a place of manage-
ment” in the treaty definition of “permanent establishment” because there is
considerable doubt as to just how this term would be interpreted, particularly
by the German tax authorities, The NFTC reasons for this suggestion and pro-
posals as fo the manner of clarification are explained in detail in the attached
memorandum,
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While the National Foreign Trade Council understands the reasons given for
the increased German withholding tax on reinvested dividends, it i8 concerned
that other countries may attempt to use this concession in order to obtain an
increase in withholding taxes under their treaties with the United States.
This matter is also discussed in the attached memorandum,

Despite its concern with reference to several provisions in the treaty which
are discussed above, the National Foreign Trade Council does not believe that
the Senate should delay its advice and consent to the ratification of the protocol
between the United States and the Federal Republic of Germany (S, Ex. I, 89th
Cong,, 1st sess. ).

It is requested that this letter and the attached memorandum be made part
of the record of the hearings of the Subcommittee on Tax Conventions, Committee
on Foreign Relations, scheduled to be held October 13, 1965, on the tax protocol
with the Federal Republic of Germany (8. Ex. I, 80th Cong., 1st sess.).

Very truly yours,

JoserH B. Brapy, Viee President,
Eneclosure.

DeTATLED CoMMENTS BY NATIONAL ForE1eN TrRADE CouNCIL CONCERNING
Tax Prorocor, WiTH FEDERAL REPUBLIC OF GERMANY

NFTCO COMMENT ON ARTICLE II CONCERNING THE TERM “‘A PLACE OF MANAGEMENT"

The proposed article II(1) (e¢) provides in part that a permanent establish-
ment shall include especially “a place of management.” The memorandum of
understanding between the two delegations provides that: “In the application
of article II of the convention, a hotel room or similar place temporarily
occupied by officials of an enterprise exercising management functions shall not
be interpreted to constitute ‘a place of management'.”

The basie problem envisioned by the NFTC with regard to the term “place
of management” is that there is considerable uncertainty as to just what it will
mean in practice.

Recommendation

It is urged that the Senate request that best efforts be made to have the term
“a place of management” in article I1(1) (¢) deleted from the protocol, and that,
in any event, it be clarified so that “a place of management” will refer only to
a place where the board of directors of the enterprise regularly meets or a place
from which the chief executive officers regularly direct the affairs of the enter-
prise. This clarification will negate any possible inference that the term “a
place of management” includes the performance in Germany of activities by a
U1.8. shareholder, or its employees or representatives, in relation to the share-
holder's investment in a German corporation.

Comment

The memorandum of understanding states that a hotel room occupied tem-
porarily by a company official shall not constitute “a place of management.”
The NFTC fears that this could be interpreted to mean that a bit more than
a hotel room, such as a room or rooms in the German subsidiary’s office build-
ing, frequently used for visitors from the U.S. parent or the loan of parent
company personnel or the presence of parent company executives, could consti-
tute a permanent establishment,

Conceivably, if the U.8. parent were to have “a place of management” in Ger-
many which constitutes a permanent establishment, the German tax authorities
might claim that the parent would be subject to withholding tax at a rate of
25 percent on part or all of the dividends it receives from the subsidiary. (The
German tax authorities might also try to tax the dividend income at 49 per-
cent.) This result could occur because of the proposed provision in paragraph 7
of article VI. That paragraph would deny the reduced withholding tax if the
recipient has dividend income which is “effectively connected with such perma-
nent establishment.” The memorandum of understanding associated with the
protocol provides in paragraph 3 that the term “effectively connected” shall be
interpreted to apply where the activities of the permanent establishment are
a material factor in realizing such items of income.

It should be made clear that the presence in Germany of executives of the
U.8. parent does not ordinarily constitute “a material factor” in the U.S. parent's
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realization of dividend income from its German subsidiary. Thus, the lower
withholding rate should apply in the typical case where the U.S, parent's board
of directors and chief executive officers are regularly located in the United
States.

However, under the protocol the German tax authorities could attempt to
deny exemption from income tax with regard to interest under article VII,
royalties under article VIIT and capital gains under article IX A : that is, where
the activities of the place of management could be related to the interest, rovalty
or capital gains as a material factor in realizing such income or gains,

NFTC COMMENT ON ARTICLE ITI CONCERNING ELIMINATION
OF FORCE OF ATTRACTION RULE

The last sentence of paragraph (2) of the proposed article 1II states that:
“other profits of the kind referred to in paragraph (1) shall be treated as if de-
rived through the permanent establishment.

Comment

It is submitted that this sentence can be read to mean that any industrial or
cominercial profits of a 1.8, enterprise may be treated as if derived through the
German permanent establishment, because paragraph (1) apparently refers in its
first sentence to all industrial and commercial profits (presumably from sources
within Germany, though even this is not ¢lear) of the U.S. enterprise.

Recommendation

NFTC suggests that there should be some appropriate form of clarification to
the effect that the “other profits” dealt with by paragraph (2) are only the addi-
tional profits referred toin the second sentence of paragraph (1), namely, are de-
rived from sources within Germany from sales of goods or merchandise of the
same kind as those sold, or from other business transactions of the same kind as
those effected, through the permanent establishment.

NFTC COMMENT ON ARTICLE VI CONCERNING DIVIDEND WITHHOLDING TAX

The new article VI to be inserted by the protocol wounld provide that the rate of
tax withheld on dividends will be 15 percent, with the exception that if a U.S.
company has an interest of 10. percent or more in the voting stock of a German
company which pays it a dividend Germany may impose a withholding tax as high
as 25 percent on the portion of the dividend deemed to be “reinvested” in the Ger-
man company. In the absence of treaty restrictions, German law at the present
time does impose a withholding tax of 25 percent. Under paragraph (5) of this
article any investment in the form of a direct or indireet transfer of money or
other property by the U.8S. company to the Germany company which exceeds 7.5
percent of the dividends received in the year by the former from the latter shall
be deemed to be a reinvestment of dividends and additional tax of 10 percent will
then be imposed on part or all of dividends received in the preceeding year, the
current year or the following year.

Comment
It is noted with regret that it has been considered necessary to acquiesce with

the provision that a 25-percent tax would apply to the amount of the dividend
deemed reinvested in Germany if such reinvestment exceeds 7.5 percent of the
dividend. However, it is understood that justification for agreement to this
high withholding tax on reinvested dividends arises from circumstances peculiar
in Germany. On this basis, the NFTC does not objeet to inclusion of this increase
in rate but desires to express its concern that this action may be considered to
have established a precedent for other countries which may wish to negotiate or
renegotiate a treaty with the United States.
In addition, the NFTC suggests that—

(@) The 7.5-percent “maximum” seems unreasonably low and could pe-
nalize even a moderate flow of investment into the German company ;

(b) The penalty on reinvestment, if there is one, should apply only where
control of the German company will be certain, i.e., where the voting stock
interest exceeds 50 percent rather being merely 10 percent or more;

(¢) The phrases “directly or indirectly” and “as any other form of
investment” in paragraph (35) will likely leave too much scope for vary-
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ing interpretations. For example, would a guarantee by the U.S. com-
pany of a third party’s loan to the German company or the transfer to
the German company of rights under a patent constitute “reinvestment of
dividends"? It would have been beneficial if the paragraph or the supple-
mentary memorandum of understanding had listed categories of trans-
actions such as these as examples—but not as an all-inclusive list—of trans-
actions which would not be deemed 40 be reinvestments :

(d) Paragraph (2) of the memorandum of understanding may be inter-
preted to mean that trade credit which is outstanding longer than is nor-
mally the case between arm’s-length pgrties or that differs from the usunal
form of credit in the trade in any other respect will be taken as reinvest-
ment of dividends even though the parties had no intention of creating a
permanent or long-term investment,

Recommendation

It would be desirable if appropriate steps were taken by the Treasury De-
partment to seek clarification of the items referred to in (¢) and (d) above.

NFTC COMMENT ON ARTICLE VIII CONCERNING ROYALTIES

The proposed revision of the language of article VIII makes it clear that
exemption from German tax extends to payments made after 1962 to a U.S. cor-
poration in respect of “knowledge, experience or -skill (know-how).” Clause
4 of the memorandum of understanding stipulates that the insertion of the
term “know-how"” and other changes in article VIII shall not affect inter-
pretation of the article as it applied to payments made before 1963. Under
the article as now worded, payments for the right to use (among other things)
scientific works, patents, designs, plans and secret processes and formulas are
exempt from German tax if the U.S. payee does not have a permanent estab-
lishment in the Federal Republic of Germany.

Comment

For a long period of time U.8. corporations receiving payments from German
companies in respect of scientific information and know-how have interpreted
the words in article VIII referred to above as exempting these payments from
German tax. Therefore, while article VIII is undoubtedly desirable, it would
have been preferable either to make the amendments to the wording of the
article retroactive to the beginning of the treaty (Jan. 1, 1954) or to state
clearly in the memorandum of understanding that so far as tax assessments
not yet closed are concerned the change in the wording of article VIII from
January 1, 1963, in no way alters or adds to the meaning or intent of the article
as it applied to payments on account of scientific information and know-how
made prior to that date. If the effective date for the change in wording has
any significance at all in regard to such payments, it seems unreasonable, with
the treaty in effect now for 11 years, to select so recent a date when taxpayers
have long been acting in the belief that the article exempted these payments.
Consequently, a much earlier effective date ought to have been selected for the
change of language, and in such event (unless, as suggested above, the date
was January 1, 1954) clause 4 of the memorandum of understanding wonld
remain unchanged,

NarroNAL ForereN Trape Councir, INc.,
New York, N.Y,, October 11, 1965.
Re Supplementary Income Tax Protocol With Belgium (8. Ex. G, 80th Cong.,
1st sess. ).
Hon. Avperr Gore, Chairman, Subcommittee on Tax Conventigns, Committee on
Foreign Relations, U.8, Senate, Washington, D.C.

DeAr Sir: The National Foreign Trade Council, which was founded in 1914,
is a national organization composed of 1.8. corporations engaged in all aspects of
foreign trade and business. Its purpose is to promote U.8. foreign trade and
business, :

The income tax treaty program long has been regarded as a most important
method of promoting U.8. foreign trade and business. Testimony on behalf of
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the National Foreign Trade Council has been presented to the Foreign Relations
Committee concerning each of the income tax treaties to which the United States
is a party. At each annual convention of the National Foreign Trade Council
since the initiation of the tax treaty program, there has been included in its
recommendations a statement that the tax treaty program be extended and im-
proved,

The National Foreign Trade Council recommends that the Senate give its
advice and consent to the ratification of the Supplementary Income Tax Protocol
with Belgium (8. Ex. G. 80th Cong., 1st sess.).

We note, however, that the following recommendations by the National Foreign
Trade Council which were submitted to the Treasury Department prior to
negotiation of the Supplementary Protocol With Belgium (please see NFTC Ref.
No. M-3503 entitled, “Proposals in Connection With Prospective Revision of the
Tax Treaty Between the United States and the Kingdom of Belgium,” February
1964, copy attached hereto) have not been included ;

(1) turnover tax on royalties;

2) reduced rate of 5 percent on certain dividends :

(3) treatment of credit d’'impot as tax on shareholder :

(4) elimination of precompte mobilier prior to amendment of treaty ;

(5) elimination of tax on interest :

(6) liberalization of exemption for personal service compensation; and

(7) definition for credit purposes of taxes imposed on company as opposed
to those imposed on shareholder.

We also note that there is no provision contained either in the convention or
in the protocol relating to the “force of attraction of the permanent establish-
ment” problem.

We also note that the proposed protoctol is merely a stopgap in that it will
last for a maximum of 6 years, by the end of which period it is expected that a
completely new treaty will be negotiated (see second paragraph of a letter dated
July 23, 1965, from the Secretary of State submitting the protocol of the President
(p. 2, 8, Ex. G, 89th Cong., 1st sess.) ).

While we recommend that the Senate give its advice and consent to ratification
of the protocol, we hope that in the negotiations for the permanent treaty the
foregoing matters will be taken care of.

We note that there is contained in article I (6), of the protocol amending
article XII (2) of the basic convention, a provision that a credit be allowed
by the United States for Belgian income taxes which is not to exceed that pro-
portion of U.S. taxes which net income from sources within Belgian bears to the
total net income of the U.S, taxpayer. We note further that the protocol in no
way amends article XX of the present convention, under which it is provided
that the convention will not be construed to restrict in any manner a credit al-
lowed under the laws of the United States. Some concern has been expressed,
however, that the amended article XII (2) wonld derogate from sections 901-905
of the Internal Revenue Code of 1954, as amended, particularly section 904 (a)
(2). While we do not believe that anything contained in the protocol will affect
the application of sections $01-905, we suggest that, in view of the concern which
has been expressed, the report of the Committee on Foreign Relations contain
a specific statement to the effect that nothing contained in the protocol will in
any way limit the application of sections 901-905. We understand that the
technical memorandum of the Treasury Department concerning the proposed
protocol covers this point.

In conclusion, we urge that the Committee on Foreign Relations recommend
that the Senate give its advice and consent to the ratification of the proposed
protocol and that the committee’s report contain specific reference to the fact
that the amendment of article XII (2) of the basic convention does not limit
the application of sections 901-905 of the Internal Revenue Code of 1954, as
amended,.

It is requested that this letter and the attached memorandum be made part
of the record of the hearings of the Subcommittee on Tax Conventions, Committee
on Foreign Relations, scheduled to be held October 13, 1965, on the supple-
mentary income tax protocol with Belgium (8, Ex. G, 80th Cong., 1st sess.).

Very truly yours,
JoserH B. Brapy, Viece President.
HEnelosure,
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The Treasury Department announced on November 7, 1963 that discussions
would be held in the near future between Belgium and the United States on
possible modifications in the existing Income Tax Convention. It was stated
that the principal purpose of the discussion will be to consider revisiéns that
may have been made necessary by recent amendments to the Eelgian tax system,
although other matters are also likely to be discussed.

The recent amendments to the Belgian tax system to which reference
was made apparently are those included in the Belgian Tax Act of November 20,
1962, which in the case of corporate tax is applicable as of the fiscal year 1963
and in the case of individual and partnership income as of the fiscal year 196k,
In practical terms, corporate income of 1962 and subsequent years will be taxed
according to the new tax law, whereas individual and partnership income will be
subject to the new system only as of January 1, 1963, A summary of these changes
is contained in a memorandum entitled, "The New Belgian System of Taxation",
made available to the National Foreign Trade Council through the courtesy of
the Belgian Industrial Information Service, (NFTIC Ref. No. M-2866).

Suggeations concerning changes which ought to be proposed by the
United States Government are listed below:
ls  Article I

Article I (1) (b) enumerates the Belgian income taxes which are covered
by the convention. It states:

"(1) The taxes which are the subject of the present Convention are:

"(b) In the case of Belgium: The income taxes, the mational crisis
tax, and the personal complementary tax, including all additions to these taxes."

Recommendation

(1) Presumably this list of taxes should now be replaced by the
following taxes:

(a) A tax on resident individuals and partnerships (impot des
personnes physiques) payable on total income from all
sources (calendar year 1963),
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(b) A tax on resident corporations and profit making
organizations (impot des mocietes) payable on total
income from all sources (calendar year 1962).

A tax on non-profit making organizations (impot des
personnes morales) (legal entity income tax) (calendar
year 1962).

A tax on non-resident individuals, companies and other
legal entities (impot des non-residents) payable on
income earnmed or received in Belgium (companies, etc.,
(calendar year 1962% ingividuals, (calendar year 1963)).

(It is understood that the liability to non-resident income tax on
patent, royalties, dividends and interest is discharged 5}! a non-resident
compuq? (provided not received by a Belgian permanent establishment) by
payment of the applicable withholding taxes.)

(2) Consideration also should be given to listing the tax prepayments
which include the following:

(a) The"precompte mobilier" (personal property income tax pre-
payment).
The "precompte de controle" (withholding of tax on dividends
paid to shareholders).

(b) ‘The "precompte immobilier" (based on presumed rental income.)

(¢) The “precompte professionnel" (withholding of tax on wages,
salaries, of companies' directors, ete.).

Attention is invited to the statement on Page 4 of the memorandum
entitled, "The New Belglan System of Taxation", (Appendix A) to the effect that:
"In the case of nonlesidents, the 'precompte de controle' is not withheld on
dividends distributed before January 1, 1965. This situation may become permanent
depending on the provisions of tax conventions with other natioms".

(3) It is understood that there is a turnmover tax ("Taxe sur les locations

mobilieres") levied on patent royalties paid by a resident company to a non-
resident company. The rate is 6 per cent.

Although this tax apparently is not an "income tax" it is urged that
consideration should be given to alleviating the effect of this tax insofar as
it affects royalties payable to United States persoms. It will be recalled that

an agreement concerning the application of turnover taxes to royalties has been
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concluded between the United States and France and set forth in a Proces-Verbal

signed in Paris, August 4, 1955. (See Executive J, 84w Congress, 2nd Session -
"Legislative History of United States Tax Conventions", prepared by the Staff of
the Joint Committee on Internal Revenue Taxation,. Volume 1, Page 1201 at Page 1206).

Article VIII

Article VIII (1), as supplemented and modified September 9, 1952 provides
for a reduction of United States tax on certain dividends derived from sources within
the United States corporation by a resident or corporation or other entity created
or organized in Belgium not having a permanent establishment within the United States.
Article VIII (2) as amended provides that: "Belgium shall not impose on dividends
derived from sources within Belgium by a resident or corporation or other entity
of the United States not having a permanent establishment within Belgium any tax
in the nature of a personal complementary tax or surtax thereon, or any tax
similar to that withheld at the source on dividends under United States law in

the case of nonresident aliens and foreign corporations".

Since the personal complementary tax has been eliminated, this

Article apparently will have to be revised,

Recommendation
(1) It is recommended that this Article be amended to reflect the provisions
of Article 10 (2) of the OECD Draft Double Taxation Convention on Income and
Capital which provides, in part:
t**"dividends may be taxed in the Contracting State of which the
company paying the dividends is a resident, and according to the law of
that State, but the tax so charged shall not exceed:
a) 5 percent of the gross amount of the dividends if the
recipient is a company (excluding partnership) which
holds directly at least 25 per cent of the capital
of the company paying the dividends;
b)  in all other cases, 15 per cent of the gross amount
of the dividends.

The competent authorities of the Contracting States shall by mutual

agreement settle the mode of application of this limitation.

This paragraph shall not affect the taxation of the company in respect
of the profits out of which the dividenda are paid",
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(2) An explicit statement should be included in the treaty concerning
those taxes whioch will be treated as withholding taxes. Specifically, the
treaty should provide that:

(a) The "precompte de controle" which is not being withheld on

dividends being distributed to non-residents before January 1, 1965 will not
be withheld in the future.
(b) The "precompte mobilier" should be treated as a tax on the

dividend (shareholder) and should be regarded as coming within the provisions
of Article 10 of the Draft Double Taxation Convention on Income and Capital.
Assuming that the "precompte mobilier" may be treated as a tax on the dividend
for purposes of Article 10 of the Draft Double Taxation Convention and the
revised Treaty between the United States and Belgium, attention is invited to
the fact the 15 per cent "precompte mobilier" is applied to an amount the
Belgians refer to as "gross dividend", This gross dividend includes not only
the amount of the dividend before the payment of the “precompte mobilier" but
also the "credit d'impot" or 15 per e®nt (%) of the 30 per cent company tax.
It is so inmcluded because the shareholder receives a credit based on the 15
per cent of the 30 per cent company tex. (See Pages 3, 4, and 5 of NFIC Ref.
No. M-2866, attached hereto as Appendix A).

A summary of the reasons indicating that the "precompte mobilier"
should be treated as a tax on the dividend is set forth in Appendix B attached
hereto.

(c) One half of the corporate taxes which are imposed at a
standard rate of 30 per cent in the case of distributed income (credit d'impot)

should be regarded as a tax on the shareholder.

(3) Any changes in the treaty in derogation of the existing provisions
should be prospective. In this connection it will be recalled that Article VIII
(2) provides that "Belgium shall not impose on dividends derived from sources
within Belgium *** any tax similar to that withheld at the source on dividends
under United States law in the case of non-resident aliens and foreign corpora-
tions." In this connection, it is urged specifically that in accordance with
the provisions of Article VIII (2), as amended, Belgium may not impose the
"precompte mobilier" on dividends payable to United States residents, corpora=

tions, or other entities not having a permanent establishment within Belgium
prior to the amendmen. of this Convention.
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Article VIII(A)

Article VIII (A) as amended by the Supplementary Convention of
September 9, 1952 provides that: "The rate of tax imposed by each of the
Contracting States upon interest *** derived from sources within such State
by a resident or corporation or other entity of the other State not having
a permanent establishment within the former State shall not exceed 15 per cent",

Recommendation

It is recommended that this provision should be changed to agree
with the provisions contained in most treaties between the United States and
other European countries to the effect that no tax should be withheld on interest
derived within Belgium or the United States respectively by a resident

corporation or other entity of the other State not having a permanent establish-
ment there,

Article XI

Article XI of the United States-Belgium Tax Convention contains
provisions concerning personal services compensation and other payments during
temporary presence in the United States and Belgium respectively.

This provision contains several limitations which are more
restrictive than those found in comparable provisions of other tax conventions
to which the United States is a Party, e.g., Article IX of the Treaty between
the United States and France which concerns the same subject is considerably
more liberal than Article XI of the Belgian Treaty.

Recommendation
It is recommended that this provision of the Treaty be liberalized.

Specifically, it is urged that the provisione of Article XI of the Treaty
between the United States and France be regarded as a model.

Article XII (2)

Article XII (2) of the Convention provides that: "In mccordance
with the provisions of section 131 of the United States Internal Revenue Code
as in effect on the day of the entry into force of the present Convention, the
United States agrees to allow ms a deduction from the income taxes imposed by
the United States the appropriate amount of taxes paid to Belgium, whether paid directly
by the taxpayer or by withholding".
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Recommendation

(1) It is assumed that this Article may be amended. If it is amended,
it is urged that the United States specify the taxes which will be allowed as
a credit and particularly specify which of the Belgian taxes will be regarded
as a tax on the shareholder and which of the taxes will be regarded as a tax on
the company. The fact that the tax is one on the shareholder rather than one
on the company can result in a practical difference insofar as the amount of
eredit which will be allowed the United States shareholder.

In this connection, there is attached as Appendix C calculations
indicating the amount of net tax payable in the case of a direct credit amd
the amount payable in the case of an indirect credit. It is noted that the
difference is substantial.

It is urged specifically that the United States grant a credit
for payment of the "precompte mobilier".

(2) Assuming that there is a question as to whether or not the
“precompte mobilier™ is a tax on the shareholder, attention is invited to
the provision in Article XIII (1) of the United Kingdom-United States Tax
Convention which provides that: '"the recipient of a dividend paid by a
corporation which is a resident of the United Kingdom shall be deemed to have
paid the United Kingdom income tax appropriate to such dividend if such
recipient elects to include in his gross income for the purposes of United
States tax.on the amount of such United Kingdom income tax".

It is urged that if there is a question as to whether or not the
"precompte mobilier" is a tax on the shareholder that a provision similar to
that contained inm Article XIII (1) of the U, 5. = United Kingdom Tax Convention
be included in the U, S.-Belgian Tax Convention.

(3) Article XII (3) contains provisions to allow certain deductions
in Belgian tax "In order to take into account the Federal income taxes collected
in the United States etc."

It is recommended that this treaty be amended to provide that Belgium
will allow taxpayers to credit in full against Belgian tax liability any United
States Federal income taxes paid on U. S. source income against Belgian tax
liability on such income,
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WeTC Ref, No. M-2B66 APPENDIX A

REPRODUCED BY NATIONAL FOREIGN TRADE CCOUNCIL, INC,

THE NEW BELGIAN SYSTEM OF TAXATION

In accordance with the Tax Act of November 20, 1962, a new system of taxation
was set up in Belgium. In the case of corporate income, this law is applicable as
of January 1, 1963, and in the case of individual and partnership income as of
January 1, 196k.

The new Belgian tax system is characterized by the following features:
1. A single tax on total income;

2. Four different categories of taxpayeras whose income is subject to a
corresponding single tax, namely:

a. Individuals residing in Belgium, subject to the "impdt des
personnes physiques" (individual income tax)

Corporations and other profit-making organizations, liable to
the "impdt des sociétés" (corporate income tax)

Non-profit making organizations, liable to the "impSt des
personnes morales" (legal entity income tax)

d. Non-residents, either individuals or companies, subject to
the "impSt des non-réaidents" (non-resident income tax);

A system of prepayments, called "précomptes", credited against the single
tax on total income and levied on four sources of income: rsal property,
personal property, remunerations (salaries, vages, fees, pensions, and
compensations), miscellaneous.

Taxes which were deductible as expenses from the income itself under
previous legislation will no longer enjoy this situation, but their rate
bas been adjusted accordingly. Taxation incidence on total individual
income must not exceed 50 per cent.

I. CORPORATE INCOME TAXATION
Taxable Base

The corporate incoms tox applies to the income of corporations and other profit-
making organizatiors established under Belgian law or with their main adminis-
trative or management offices in Belgium. However, partnerships may elect to
have their profits taxsd ae part of the individual income of the partners. In
this case the partnership is not liable to taxation.

Gross income includes all earnings resulting from the activities of the company
or of the partnership. Deductible items consist of business expenses
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such as rentals, interest on loans, wages, salaries, rensions, fees,
comrissions, compensations, capital loans, and amortization. Compensations
of corperations’ directors or auditcrs are deductible in so far as they
remunerate actual and permanent functions in the corporation.

In the casc of earnings composed of dividends or of another form of income
from invested capital, 85% of the net amount received by the company may be
deducted in the determination of the taxable base. This deduction may amount
to 95% Tor companies engaged in industrial activities which own shares the
investment value of which does not exceed 50% of the paid-in capital —
revalued if necessary — or of the paid-in capital plus taxed reserves and
capital gains written in the books. In the case of earnings in the form of
interest, royalties, and real estate income, tax prepayments are deducted
from the amount of the corporate income tax on the company's earnings.

Tax Rate r

The standard rate of the corporate income tax is 30%. In the case of retained
earnings in excess of B.Fr.5,000,000 ($100,000)} the tax rate is 35% on that
excess amount. The 5% tax pald above the standard ralte is, however, refunded
when these retained earnings are distributed.

Retained earnings, including reserves and non-deductible expenses, below
B.Fr.1,000,000 ($20,000) are subject to a 25% tax.

Example
A company established in Belgium has profits before taxes amounting
to $600,000. If the profits are retained, the corporate income tax
is computed as follows:

on profits up to B100,000: $100,000 x 30% = § 30,000

on profits over §100,000: $500,000 x 35% = ilZEIOCK)

Total $205,000
If the profits are distributed, the -.:orpr.:rate income tax amounts to:
$600,000 x 30% = $180,000
If tha prefits were distributed after being taxed as retained earnings,
an amount of 325,000 would be refunded.

Texation of Dividenia

When issued, dividends have already been subject to the corporate income tax.
In fact, d'vid:rds partalze of corporate income as well as of individual income.
Accordingly, the sharcholder is credited against his total tax liability with
half of the corporate income tax. This amount, usually equal to 15%, is
referred to as ""crédit d'impdt" (tax credit).

Upon distribution, the company withholds a 15% levy called "précompte mobilier"
(personal property income tax prepayment) on its distributed profits. part

* Parity: $1.00 = B.Fr.50
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of gross dividends, the "crédit d'impSt" must be included in the taxable
base for the determination of the "précompte mobilier", which is also

credited against the shareholders total tax liability. (No part of the
"précompte mobilier', however, may be refunded before fiscal year 1966,)

It should be noted that the same system of prepayment applies to compen-
sations of directors or auditors of corporations who do not carry on
actual and permanent activities in the company. It aleo applies to the
income of partners derived from invested capital.

Exampl e

If we consider a hypothetical net profit of 100, the corporate
income tax and prepayment will be computed as follows:

Net profit before tax 100

Corporate income tax (15 is credited
toward the shareholder's payment of
ite individual income tax) 30

70
"Précompte mobilier" (15% on 85) 12,75

Net dividend 57.25
Total tax incidence on distributed profits 42.75%

In the case of a company, as mentioned above, which has $600,000 in
net profits and distributes these earnings, the "précompte mobilier"
would be computed as follows:

Profits before taxes $600,000
Corporate income tax at 30% 180,000

$420,000
Gross dividends (including "crédit
d'imp8t" or 15% of profits before taxes)
$420,000 x gg = $510,000
"Précompte mobilier": $510,000 x 15% = §76,500

Net dividends: $420,000 - §76,500 = 834,500

In the cass of resident stockholders, the agent effecting the payment of
dividends, such as a bank or a stockbreker, must also withhold an amount equal
to 15 per cent of the net dividend paid out to the shareholder, in the event
the latter does not authorize the agent to communicate any information
relating to such payments to the Internal Revenue. This amount, called

"précompte de controle', is also credited against the single income tax to
which the individual shareholder is liable on his total income, Any amount
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withheld in excess of nis tax liability is refunded. (In the case of non-
residents, the "précompte de contrdle" is not withheld on dividends distri-
buted before January 1, 1965. This situation may become permanent depending
on the provisions of tax conventions with other nations.)

when dividends on which a "précompte mobilier" has already been withheld, are
distributed to another corporation, 85 per cent (or in some cases 95 per cent)
of the net amount may be deducted for tax purposes. In addition, when these
dividends are distributed again by this second corporation, the "précompte
mobilier" is due only on the amount exceeding BS per cent (or 95 per cent) of
these. Thus, the taxable base corresponds to 15 per cent (or 5 per cent) of
the dividends to which, however, is added the "crédit d'impSt”. Accordingly,
the "précompte mobilier" is computed in effect on_a base derived at by
multiplying the taxable part of the dividends by 78_.

Example
Assuming that the company has received a net dividend of 57.25
(see example on Page ), the taxable amount upon a second
distribution of this dividend is:

57.25 x 15% = 8.59
However, the taxable base is computed as follows:

85
8.59 x 75 ° 10,43

Accordingly, the '"précompte mobilier' will be:

10.43 x 15% = 1.56
If for instance, Company H owns 50 per cent of the stock of
Company A (see example on Page 3) and thus receives $171,750
as its share in dividends issued by Company A, i.e, 343,500 + 2,
the amount of dividends to be included in Company F's taxable
income will be:

§171,750 x 15% = §25,762

Upon distribution of these "second generation" dividends, the
"précompte mobilier” will be computed as follows:
Taxable base: $171,750 x 15% = §25,762
$ 25,762 x gg - $31,282
"Précompte mobilier": § 31,282 x 15% = § 4,692

D. Taxation of Interest, Royalties, and other Income from Personal Property

Interest, royalties, and other income from personal property (such as loans,

deposits and rentals) are included in corporate profits and are thus subject

to the corporate income tax. However, the 15% “précompte mobilier" levied on
such income is credited against the payment of the corporate income tax.
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Juxation of Capital Gains

AS a rule, capital gains are subject to the corporate income tax. However,
some capital gains are tax exempt when they fall intc one of tne following
categories:

Capital gains relating to land, buildings, equipment, or stock, owned
for more than five years and if they remain in the company, provided
they do not exceed the assets value adjusted on the basis of a legal
coefficient, from which depreciation on such assets has been deducted.
Capital gains exceeding this amount, however, ure taxed at a 15 per
cent rate.

Capital gains reinvested in fixed assets, equipment, or stock for the
purpose of creating a new company or for capital increase, as provided
for by a July 15, 1959, law. Four-fifths of these gains are exempted
under this law. However, total exemption is granted if the reinvestment
takes place in a development area,

Dissolution of a Company

In the event of u dissolution, the company pays a 30% tax on amounts distri-
buted in excess of the paid-in capital — revalued if necessary — that do
not exceed the amount of previously retained earnings and a 15% tax on amounts
in excess of the latter. (The capital of companies founded before 1950 is
revalued in accordance with a specific scale for accounting purposes.)

As ar example, let us consider the case of a company which distributes assets
amounting to §5,000,000, which has a revalued capital of $§2,000,000 and
retained earnings of $2,500,000. The taxable amount in excess of the capital
will be:

$5,000,000 - §2,000,000 = §3,000,000

Tax computation: 30% on $2,500,000 = §750,000
15% on § 500,000 = § 75,000

Total $825,000
In the event shares issued by the company are repurchased by itself, a 30%

special tax ie applicable on that part of the cost which exceeds that amount
of the pald-in capital represented by the purchased shares.

Foreign Earned Income

a. Income from a foreign branch

The rate of the corporate income tax is reduced to one-fourth.
Accordingly, it will amount to 7.5 per cent (or to 8.75 per cent
on that part of retained earnings exceeding B.Fr.5,000,000 or
$100,000).




TAX PROTOCOLS WITH BELGIUM AND GERMANY

Incoum: from real estate

tnc rate of the corporate income tax is reduced to one-fourth, It
will thus amount to 7.5 per cent or to 8.75 per cent.

Dividends

The "précompte mobilier™ of 15 per cent is withheld at the source
by the first intermediary established in Belgium or is paid by the
beneficiary if the dividend was collected abroad. These dividends
become part of taxable profits. However, 85 or 95 per cent of the
net amount of dividends received may be deducted, and as a congse-
quence, the corporate income tax affects only an amount equal to 15
per cent or 5 per cent of net dividends received from a foreign
source.

If a Belgian company in its turn distributes dividends from this
foreign earned income, the base for the computation of the income
tax prepayment ("précompte mobilier") is arrived at by deducting
from the amount of income for distribution 85 per cent or 95 per
cent of the amount in net dividends received from a foreign sourcs.

Example

A Belgian company has total profits of $1,000,000, including
3100,000 in dividends from foreign sources. A 15% "précompte
mobilier" is paid on these dividends and thus net received
dividends amount to 885,000,

If profits are retained, the corporate income tax is computed
as follows:
Amount exempted: $35,000 x B5% = $72,250
Taxable base: §1,000,000 - §72,250 = $927,750
Corporate income tax: §100,000 x 30% = § 30,000
$827,750 x 35% = $289,713
§319,713

If the profits are later distributed, the "précompte mobilier"
to be withheld on foreign earned dividends is determined as
follows:

Deduction of exempted amount:
$100,000 - $72,250 = $27,750
Taxable base which must include "crédit d'impSt":
$27,750 x % = $33,696
"Précompte mobilier": §33,606 x 15% = $5,054
Net dividends: $100,000 - $5,054 = $94,946
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Interest

The income. tax prepayment ("précompte mobilier') of 15 per cent

must be paid on net interest received from foreign sources. This
prepayment may be deducted [rom the corporate income tax to be paid
by the company. In the event interest has already been taxed abroad,
the company receiving this interest is entitled to claim a 15 per
cent tax credit.

For instunce, if a Belgian company receives $00,0C0 in interest from
a foreign source and a 10%¥ tax has already been withheld abroad on
gross interest equivalent to $100,000, the tux incidence in Belgium
is computed as follows:

Taxable base: $100,000 - $10,000 = $90,000
"Précompte mobilier': $90,000 x 15% = §13,500
Corporate income tax: $90,000 x 30% = $27,000
Deductions: a. "Précompte mobilier" §13, 500

b. Foreign tax at 15% §13,500
Remaining to be paid: O

Royalties

Royalties are subject to the corporate income tax. If royalties have
already been taxed abroad, the Belgian taxpayer may claim a 15 per
cent tax credit.

Real Property Taxation

In the case of a company established in Belgium, actual real property income

is subject to the single corporate income tax. However, a prepayment, called
"précompte immobilier" is levied on the value of the cadastral income. The
cadastral income, which was adjusted in 1362, is the assessed income which
the taxpayer derived from the real property he owns, as listed in the Land
Register.

The national "précompte immobilier" amounts to 3 per cent. However, provinces
and municipalities are authorized to levy an additional tax. As a consequence,
the total prepayment amounts to about 20 per cent of the cadastral income and
is credited against the corporate income tax up to 20 per cent. It is,
however, not refundable. It should be noted that real property income may be
excmpted from taxation for a five year period within the framework of the 1959
legislation for the encouragement of industrial investments.
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A. Taxable Basc
Every inhabitant of the Kingdom of Belgium is subject to the individual income
income an inhabitunt defined as "an individual who is & resi-

dent of Beigium or has there tic seat of his property's management."

The total net income [ all sources ani of all kinds forms the taxable pase.
Income of spouses are combined for tax purposes.

Categories of Income

There are four cat:gories of income, namely: income from real property;
income from peruonal property including capital; income from occupations;
and income from misrelisneous sources.

1. Income frcm Feai Property
The income {rom real property includes:

The "cadastral' income of real property located in Belgium.
This 15 n theoretical income based on the assessed value of
the real property. An abatement amounting to 2/3 of the
cadastral" income (within certain minima and maxima) is
generally granted if the owner himselfl occupies the property.
If the leased property is used by the tenant for business
purposes, the taxakle base includes that part of the net rent
in excess of twice the "cadastral" income.

The net amcunt of the rent or of the renting value of the

real property located ahroad. "ilet amount" is equivalent to
3/k of the gre rent (or the gross renting value) in the

case of built property aud to 9/10, in that of unbuilt property.

Income from Personal Property

This category of income derived from Belgian or foreign sources includes:

a. Dividends from stock;

Income of capital invested by partners (active or not) in
partnershins ("société de personnes"). This includes
interest from loars made to the company by the partners;

Income from govermnment securities with the exception of
securities exempted from taxation in accordance with par-
ticular legal provisions;

Iacome from bonds, debts, and loans;
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e. Income from mavings or bank deposits;

f. Income from the renting of personal property.

Income from Occupation and Business

This category of income includes:

a. Salaries, wages, pensions, compensations of directors and
auditors (“commissaires") of stock corporations;

Fees, retainers and other remunerations of independent
profit-making activities;

Profits derived from industrial, commercial, or agricultural
business, as sole proprietor of or as a partner in such a
business.

Exemptions from Taxation

Some types of income may be exempted from taxation such as:
certain allowances and pensions of a social nature; reimbursement
to employees of expenses incurrred by traveling from their home to
their place of work; certain capital gains; and certain reserves
for "doubtful debts".

Deductions from Gross Income

a. Expenses incurred during the taxable period for the purpose of
acquiring or preserving income derived from occupations may be
deducted.

Instead of deducting actual expenses, a standard deduction may
be taken as follows:

- In the case of employees and self{-employed individuals:

20% if the income does not exceed B.Fr.85,000 (31,700),
minimum deduction: B.Fr.7,500 (§150)

15% if the income falls between B.Fr.85,000 and B.Fy.300,000
(86,000), minimum deduction: B.Fr.17,000 (§340)

10% if the income exceeds B.Fr.300,000 ($6,000), minimum
deduction B.Fr.45,000 ($900) and maximum deduction
B.Fr.60,000 ($1,200)

A 5% deduction with a maximum of B.Fr.60,000 ($1,200) may

be deducted from their remunerations by companies' directors,
auditors, and partners (in the case the partnership is
subject to the corporate income tax), when these remunerations
are not paid to the partners as income from invested capital.
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| may also be deducted from gross income under
certain conditions and within certain limits. They include:

Premium payments on health and disability insurance,
contracted in addition to social security insurance;

Premium paymunts on life insurance;
Mor v Dayrencs under certain conditions;

Contributicnc to Belgion universities and to organizations
assistirg nevly develcping territories.

} nel income derived from occupations, a 5% deduction

ted on the total amount of this income may also be taken.
This deduction must not be less than B.Fr.5,000 (§100) or more
than B.Fr.10,000 {3200).

Joint Returns

In the casc of joint husband and wife returns, 40% of the wife's
income derived [rom her occupation or business may be deducted.
This deduction must not be less than B.Fr.17,500 ($350) or more
than B.Fr.2® 0 (3500).

Income from Miscellaneous Sources

This category of income includes the following:

a. Profits derived from occasional profit-making activities, with
the exception »f profits derived from normal management of
private property;

Awards, subsidies, and government annuities granted to
scientists, writers, or artists;

Support payments such as alinony;

Persona! vroperty ‘ncome included in the proceeds of the
subleasinug or lease transfer of a furnished building or
part of it;

e. P2Prizes nerteiring to certain types of bonds;

f. Proceedc frum the r-anting of the rignt to hunt, fish or trap.
Deductions from Total Net Income
From the total of the net ecmount of income derived from the categories listed
above, some expenses sre deductible under certain conditions. These deductible
expenses are:

a. Cost of insuring real and personal property;

b. Certain interest paid;
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€. Support payments.
Minimum Taxable Income
The individual income tax is not due when the total taxable income is under:
B.Fr.25,000* for taxpayers with no dependents
" 1] " " 1 "
" o "
W oy "
(1] k "
to which is added B.Fr,3%0,000 for
each dependent ufter the fourth.

Note: The taxpayer himselfl is not included in the number of dependents.

Tax Rate

1. Income under B.Fr.l160,000

The tax is graduated according to a scale and ranges from B.Fr.300
to B.Fr.28,300.

Income over B.Fr.160,000

B.Fr.28,300 for income amounting to B.Fr.160,000

27.5% for that part of income between B.Fr.160,000 and B.Fr.200,000
” ; " " " " " " m‘cm " " m‘(m

0 R Wl 300,000 400,000
37.5% " 400,000 500,000
o %

% 500,000 750,000
b2,5% " 750,000 1,000,000
4s % 1,000,000 3,000,000
0 % v " 3,000,000 5,000,000
55 % " above B.Fr.5,000,000

Note 1 In no case must the total tax exceed S0% of the taxable
income ;

Note 2 That part of the tax which corresponds to income derived
from occupations — other than salaries and wages — is
in principle increased by 15% of the tax if the tax is
not paid in advance, at the latest within 15 days after
the firast semester of the taxable year. It is increased
by 7¥#% only for tax payments made within 15 days after
the end of the taxable year. No increase applies to that

*Parity: $1.00 = B.Fr.50
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of tihe tux which correz onds to "crédit d'ispdt",
"précompte professionnel, or tie "précompte

mobilier", or to the estimated amount of tax withhelid
abroad (see further).

Deductions for Dependents

These deductions computed on the tax itself are:

5% for taxpayers with 1 dependent
10 " " dependents

1CO% for taxpayers with more than 8 dependents

No reduction is applicable to the amount of tax which
corresponds to that part of the taxable income exceeding
B.Fr.250,000 increased by B.Fr.25,000 for each dependent
after the fourth.

Members of the taxpayer's family are regarded as dependents

if they have not eurned a net income exceeding B.Fr.20,000
during the taxable year.

System of Tax Prepayments

Tax prepayments called "précomptes" are collected on the various sources

of income namely real property, personal property, remunerations (salaries,
wages, [ees, pensions, and compensations), and on income from miscellaneous
sources. These jrepayments are credited against the single tax on the total
individual income.

l. Tax Prepayment on Real Property Income ("Précompte Immobilier")

This prepayment is computed on the cadastral income of real estate
located in Belgium. Iis rate amounts to 3% as far as the part
levied by the national government is concerned. However, provinces
and municinalities collect an additional real estate tax which, as
a rule, brings the actual prepayment rate up to about 20%.

Tax Frepayment on Personal Property Income ("Précompte Mobilier")

Personal property income of Belgian or foreign origin is subject to
a tax prepayment of 15%, which is withheld by the income debtor or
by the first Belgian intermediary.
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In the cuve of dividends for instance, assuming corporate profits
for distribution of 100, a stockholder would in fact receive a
dividend of 70 since the corporate income tax standard rate is 30%,
However, half of this tax or 15 is regarded as a tax credit for the
stockholder, and the personal property prepayment, computed thus on
a gross dividend of 85, amounts to 85 x 15% = 12.75.

A supplementary personal property income taw prepayment ('précompte
de controle') amounting to 158 of the net dividend paid out to the
stockholder must in some cases be withheld and is also credited
against the single individual income tax and any possible excess
over the tax is refunded.

Tax Prepayment on Remunerations ("Précompte Professionnel")

A prepayment is withheld at the source by the debtor of the income
on remunerations such as salaries, wages, pensions, and compensations
of companies' directors or auditors. The amount of prepayment in the
case of wages and salaries is determined by official tables (see

Moniteur Belge, Dec. 5, 1962). Any possible payment in excess of the

ndividual income tax is refunded.

Foreign Earned Income

Income of foreign origin is taxable when received by a Belgian resident.
Several rules apply to such income. However, their application may be
modified by international conventions for the prevention of double taxa-
tion. Income exempted from taxation in accordance with the provisions
of a tax convention is, nevertheless, taken intec account to determine the
rate of the individual income tax.

1. Income from Real Property

In the case of income derived [rom real property located abroad,
that part of the tax corresponding to such an income is reduced
by half.

Income from Personal Property

A prepayment of 15% is levied on such income including dividends
and other income from invested capital, interest, and royalties
when income enters Belgium. This income is subject to the indi-
vidual income tax. However, in addition to the 15% "précompte
mobilier", another 15% deduction may be taken on income already
taxed abroad.

Income from Occupation

Such income is taxable in Belgium. However, the tax corresponding to
this income is reduced by half, when it has already been taxed abroad.
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III. LEGAL ENTITY INCOME TAXATION

The Belgian State, Belgian provinces and municipalities, and Belgian non-profit

organizations are subject to the legal entity income tax.

Taxable Base

It consists of the total income derived from capital, personal pr perty and
real property.

Tax
The legal entity income tax corresponds to the payments made as “précompte
immobilier' (real estate income tax prepayment), "précompte mobilier"

(personal property income tax prepayment), and to the “crédit d'impdt"
(income tax credit).

IV. NON-RESIDENTS INCOME TAXATION

Individuals who are not residents of Belgium, companies and partnerships which

do not have their head office nor their main establishment in Belgium, and foreign
states or their political subdivisions are subject to the non-resident income tax.

A.

Taxable Base

It consists of the total income produced or collected in Belgium. (It should
be pointed out that in the case of non-residents who possess a dwelling in
Belgium, the total amount of taxable income must not be less than twice the
“"cadastral" income of that dwelling.)

Tax

The taxation varies according to the following categories:

1. Profits of a branch of a foreign company are taxed at a single rate

of 35%.

The tax rate is the same as that of the individual income tax in the
case of an individual possessing a dwelling or deriving an income in
Belgium as an active partner, or as a director performing an actual

and permanent functionm in a Belgian corporation or ip a Belgian branch
of a non-resident company, or as a member of a partnership, if taxation
is based on the individual income of the partners.
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3« In the case of an individual whose income in Belgium is derived only
from real estate, capital and personal property, a profession, or
from various other sources, the tax corresponds to the "crédit
d'impdt" (tax credit), "précomptes" (prepayments), or possible
"compléments de précomptes" (supplementary prepayments).

In the case of individuals who only receive compensations as a
company's director or auditor, salaries or wages from Belgian sources,
the tax rate corresponds to that of the individual income tax.

Should these taxpayers derive also an income from Belgian sources

as under 3, the tax applicable to this income would correspond to

the prepayments or poasible supplementary prepayments.

Belgian Industrial Information Service
50 Rockefeller Flaza
New York 20, New York January 1963
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APPENDIX B

The Belgian "precompte mobilier" should be regarded as a tax on
dividends within the meaning of Article 10 of the Draft Double Taxation
Convention on Income and Capital and within the meaning of the revised
Article VIII of the Income Tax Convention between the United States and
Belgium,

Generally, the limitation or reduction in the rate of tax
applicable to dividends paid by a company which is a resident of a foreign
country to a United States person should not be judged by the standards
as to whether or not such tax is a tax on the shareholder within the meaning
of section 901, as opposed to section 902. Apparently Article VIII (2) of
the United States - Belgian Income Tax Convention is the only Treaty which
specifically states that Zﬁtlg!.ug? the other contracting State will not
impose "any tax similar to that withheld at the source on dividends under
United States law in the case of nonresident aliens and foreign corporations."
Certainly, it seems that there are taxes on dividends which although they
fall within the test of being similar to the United States tax on dividends
nevertheless they are a tax on dividends contemplated by Article 10 of the
Draft Convention and similar articles.

The "precompte mobilier" is imposed only when dividends are declared
and imposed at the time they are declared. It is not imposed on the profits
of the company which are later distributed as dividends.

The memorandum "The New Belgian System of Taxation", made available
to the National Foreign Trade Council through the courtesy of the Belgian

Industrial Information Service on Page 2 reviews the "precompte mobilier"

under the heading "Taxation of Dividends". In connectiom with the taxation
of individuals, it stated specifically'tax prepayments called precomptes"

are collected on various sources of income ***. These prepayments are
credited against the single tax om the total individual income. Under the
heading "Tax Prepayment on Personal Property Income ("Precompte Mobilier")

it is stated "personal property income of Belgian or foreign origin is subject
to a tax prepayment of 15¥%, which is withheld by the income debtor or by the
first Belgian intermediary” (Page 12, "The New Belgian System of Taxation)".
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The fact that the tax (ihe "precompte mobilier") is on the dividend
rather than on the company is indicated by the comments on Article 10 of the
braft Double Taxation Convention on Income and Capital, &Specifically, the table
set forth on Page 98 of the Draft Double Taxation Convention on Income and
Capital, Report of the 0,E.C.D. Fiscal Committee, 1963, indicates that the taxation
borne by shareholders, both resident and non-resident is 15 percent of E5,
€.8+y 15 percent of 100 less the company tax of 30 percent plus 15 percent of
the company tax, which isadded back because the shareholder receives a credit
based on it.

"The New Belgian System of Taxation" states that there is a single tax
on corporations and a single tax on shareholders. The rate of the single tax

on the company is generally 30 percent, The "precompte mobilier" is separate

and distinct from this tax and is not imposed on the pany. Thus, it may be
distinguished from the personal property tax (the taxe mobiliere under the old
law) which the Belgians asserted was imposed on corporate profits, (see "The
Belgian System of Taxation in its relation to Corporations", Ministere des Affaires
Etrangeres et du Commerce Exterieur, December, 1959, Table 1).

The Belgian shareholder is allowed to take a deduction from his taxable
income in the case of companies and a credit against his tax in the case of
individuals, Calculations seem to indicate that the deduction allowed to companies
achieves the same result as though the company were required to take into its
income the "gross dividend" and were allowed to credit against its tax the same type
of credits allowed to an individual, The deduction apparently is allowed in the
case of a company because company tax is generally fixed at 30 percent, apparently
it can not be allowed in the case of individuals because individual income is
subjected to taxation at varying rates of tax. The fact that a shareholder is
granted credit for taxes paid strengthens the statements made in several places
that the tax is on the dividend and as such should be subjected to a limitation
or reduction.

Probably one of the more difficult problems from a practical point of
view will be that the Belgians will contend that their corporate rate is
comparatively low and that if they granted a reduction in the rate applicable to
the "precompte mobilier" the income will not be subject to sufficient taxation.

As a matter of conjecture it would seem that if the Belgian company tax were at
& rate comparable to the U, 5. corporate tax and their "precompte mobilier" at a
rate comparable to our withholding tax on non-resident shareholders there might
be less hesitancy on the part of the Belgians than may be anticipated under
existing conditions. It may be pointed out to the Belgians, however, that the
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United States in conceding the non-applicability of its corporate rate to

certain income which might otherwise be subject to the corporate rate is "giving

up" a greater rate than Belgium is "giving up".
F E g - g up
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APPENDIX C

Article XII (2) should be amended to specifically indicaie which
relgian taxes will be allowed as a deduction and which as a credit and
whether or not the deductions or credits will be allowed as taxes on the

siareholder under section 901 (b), or on the company under section 902 IRC.

In this connection, it is urged that the treaty provide that the "Erecomgte

mobilier" be regarded as a tax on the shareholder rather than on the company.

Attached is a calculation which demonstrates that the net divicend
paynbie to a United States shareholder after deduction of Belgian and United
States raxes is less if the "precompte mobilier" is regarded for U.S. tax creait

purposes as a tax on the Belgian company rather than a tax on the U.5, shareholder.

As indicated in Appendix B, the Belgian tax system put into effect
in November, 19€2 intended to impose on the company a single tax at the rate of
30 percent. Further, in that memorandum it was emphasized that in official

degcriptions of the BDelgian law it has been stated that the "“precompte mobilier"
is imposed on the shareholder.

The desirability of clearly agreeing at the time the treaty is
concluded what deductions will be granted would tend to eliminate elements

of future conflict and misunderstanding which may arise at a later time.
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(Gross=-Up)

(Gross-Up)

OIRECT AN INDIRECT TAA CKEDIT -
PRECOMPTE MOBILIER

Following is an example comparing the treatment of 'precompte
mobililer' as a tax on the shareholder to which a "direct" credit
is allowed for purposes of U, 5. tax with the treatment of Lthe
*precompte mobilier' as a tax on the company for which an "“indirect"
eredit is allowed.

In the attached example, A is a U. S. corporation waich owns
100% of the stock of B, a Belgian corporation. U earns 3100 of
which it distributes one-half.

Taxable Income of B

Corporate Income Tax

Net Income After Tax

Gross Dividend Declared by B to A
Precompte Mobilier (15% x 85/70 x 35)
Net Dividend Received by A

Direct Credit for U. 5. Tax Purposes

Dividend Taxable to A in U.S. {3> = .7)
U. S. Tax (@ 50% rate)
Foreign Tax Credit
Direct 6.375
Indirect 15.000 (35/70 x 30)
21.37
Net U. S, Tax Payable

Indirect Credit for U. S. Tax Purposes

Dividend Taxable to A in U.S. (28.625 = 65.:;.2:~J
U, S. Tax (@ 50% rate)
Foreign Tax Credit

Indirect (44,99 - 28.625)
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Senator Gore. The committee will adjourn.
(Whereupon, at 10:20 a.m., the committee was adjourned. )
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