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TAX CONVENTIONS WITH BRAZIL, CANADA, AND 
TRINID AD AND TOBAGO

TH U R SD A Y , OC TO BE R 5,  19 67

United States Senate,
Committee on Foreign Relations,

Washington, D.G.
The committee met, pursuant to notice, a t 10:05 a.m., in room 4221, 

New Senate Office Building, Senator J . W. F ulbrigh t (chairman) pre­
siding.

Prese nt: Senators Fulbright , Sparkman, Morse, Gore, and Pell.
The Chairman. The committee will come to order.
The committee is meeting this morning  to receive testimony on the 

income tax  conventions with Brazil, Trin idad  and Tobago and the 
supplementary income tax convention with Canada.

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

Mr. Surrey,  will you please proceed, sir?

STATEMENT OF HON. STANLEY S. SURREY, ASSISTANT SECRETARY
OF THE  T REA SUR Y; ACCOMPANIED BY JACK B. KUBISCH. BRAZIL
COUNTRY DIRECTOR, DEPARTMENT OF STATE

Mr. Surrey. Yes, Mr. Chairman. I have with me Mr. Kubisch from 
the State Department, who is in charge of Brazil ian affairs for the 
State Department.

I have a general statement, Mr. Chairman, on three matters before 
you, and in addition a technical statement with respect to the Bra­
zilian treaty. If  it is all right with you, rathe r than read the general 
statement, I would like to talk  about these matte rs and file the state­
ment for the record.

The Chairman. File  both statements for the record and then sum­
marize them for the committee, if you will. Tha t will be fine.

(The prepared statement of Mr. Surrey  follows. The technical 
memorandum referred to appears  in the appendix.)
Statem ent by II on. Stanley S. Surrey, A ssista nt  Secretary of the Treasury

Mr. Cha irm an , Mem be rs of  th e Com mitt ee , I am  plea se d to  appear be fo re  you r 
Com mitt ee  th is  m or ni ng  to  di sc us s th re e  ta x  tr ea ti es— w ith  Bra zi l, w ith Can ad a,  
an d w ith T ri n id ad  an d To ba go —t h a t a re  pe nd in g be fo re  th e  Co mm ittee . I hope  
th a t your  Com mitt ee  will  be ab le  to ta ke pr om pt  ac tion on th es e co nv en tio ns  be ­
ca us e th e  prob lems th ey  seek  to  m ee t are  urg en tly  in ne ed  of  th is  ac tio n.

The  pr op os ed  co nv en tio ns  w ith C an ad a and w ith T ri n id ad  and To bago  a re  
lim ited  in scope. I shou ld  l ik e to  di sc us s them  fi rs t an d th en  tu rn  to th e co nv en tio n 
w ith  B ra zi l, which  invo lves  th e who le ra ng e of  in te rn ati onal ta x  re la ti onsh ip s 
ge ne ra lly co ve red by our  inc om e ta x  co nv en tio ns  w ith  o th er  co un tr ie s.
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2 TAX CONVENTIONS

CANADA

The proposed convention with Canada would modify the  exist ing Canad ian treaty  by denying the reduced rat e of  U.S. withholding tax th at  exi sts under tha t tre aty  to certain Canadian corporations which are  nothing more than  conduits for investment in the United  States by persons who a re not resid ents  of Canada and who would not otherwise  he enti tled  to the benefits of the tax  trea ty. They are  persons whom the tax  treaty  with  Canada was not intended to benefit.The existing tax treaty  between Canada and the United States provides that  investment income flowing from the United States to Canadian residents and cor­pora tions  shall  he subjec t to U.S. withholding tax a t the r ate  of 15 percent  instead of our statutory rate of 30 percent. The treaty  defines a Canadian corporation to include corporations  that  have received the ir charter under the laws of Canada. Canadian corporations  are  normally  subjec t to Canadian tax  on the ir income a t the rate of 50 percent. However, there  is a group of Canadian corporations which are  tax-free in Canada because they are  not considered to be resident in Canada, but which neverthe less fall within the definition of a Canadian corporation for purposes of the t reaty. These a re  corporations which derive  a ll the ir income from sources  outside Canada and are managed  and controlled  outside Canada. As a resul t, individuals resident in, say, Latin America or Asia, that  is in countries  with which we do not  have tax  tr eat ies , have been able to use such Canadian cor­porations as a vehicle for the purpose of making the ir investm ents in the  United States , with the resul t tha t they derive the ir investm ent income from the United States subject only to the 15 percent U.S. withholding  tax, ra the r than the sta tu­tory  30 percent withholding tax , and pay no additional tax  to Canada, or even, perhaps , to the ir own country .
The existence of this loophole was called to the att ent ion  of the Canadian Government several year s ago, and legisla tion was enacted in Canada which eliminated the tax-exempt sta tus  accorded such nonreside nt companies. However, the legislation applied only to newly created Canadian corporations. Pre-ex isting Canadian corporations  continued to reta in the ir tax-exempt sta tus  in Canada. At about the same time th at  the Canadian Government  adopted its legislation, the income tax trea ty between the United States and the Netherlands, as i t applied to the Netherlands  Antilles, was modified to e limina te a  similar  loophole fo r foreign investors arising out of the interact ion of that  tax tre aty  and the Antilles tax laws. This elimina tion of the tax  advantages that  accrued to Antilles investm ent companies placed a premium on Canadian tax-exempt corporations. Since the use of new Canadian corporations could not be created for this purpose, trafficking developed in dorm ant Cana dian corporations crea ted prior to the change in Canad ian law.
Neither we nor Canada see any reason to perpetu ate the exist ing sta te of affairs . The proposed amendment to the exis ting U.S.-Canadian tax tre aty  would therefore eliminate the opportuni ty tha t exis ts for  this avoidance of U.S. tax by residents of countries with  which we do not have tax  conventions. This  cor­rective action is accomplished by denying the reduced rat e of withholding tax on investm ent income und er the treaty  to a corporation whose exemption from tax  in Canada is based on the ground that  it is regarded  as not being resident in Canada.
There  are unlikely to be any adverse consequences to eith er the United States or Canada from this  correc tive change. We have explored the question whether the change might adversely affect the volume of foreign inves tment  in the United States and have concluded that  it would not. Alte rnat ive portfolio investment oppor tunitie s for residents  of count ries with which we do not have treatie s are limited. On the othe r hand if we fail to modify the convention in the manner proposed, we are  likely to see a prol ifera tion of Canadian companies used for tax avoidance. There are  a t present U.S. inves tment companies which find them­selves at  a disadvan tage  in competing for  business  w ith othe r firms tha t opera te through Canad ian companies of the type I have described, and in orde r to achieve tax  equality  they have  been seeking out dorman t Canadian companies through which to conduct the ir investment operat ions. The fac t that  a modifica­tion of our  t rea ty with Canada is pending ha s r estr aine d some of these companies  from init iating such opera tions. Fai lure  to make th e change will remove this res tra int .

TR IN ID AD  AND  TOBAGO

The proposed convention with Trin idad  and Tobago (for  simplic ity I shall refer to that  country as “Trinidad ”) is an inter im agreemen t which deals only
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with the  ra te  of withhold ing tax  on dividends. Until  Janu ary 1, 1966 a tax con­
vention of the tra dit ion al scope was in effe ct It  w as a legacy from the time when 
Tr inidad  was a depe ndent te rr ito ry  of the  United Kingdom and when the  tax 
tre aty between the  United Sta tes  and  the  United Kingdom applied to it. When 
Trinid ad achieved independence th at  tre aty cont inued in effect as between two 
sovereign countries . However, in accordance with procedures  in the treaty , the 
Trinidad Government gave notice  of its desi re to term ina te the  tre aty and  this  
took effect Janu ary 1, 1966. At the same time Trinidad requested nego tiatio n of 
a new t rea ty which it hoped would be more app rop ria te to the economic re lations  
between the United Sta tes  an d Trinidad.  N egot iations for such a t reaty have been 
under way but have not been concluded.

Termination  of the  old income tax  convention means  that  the full  weight of 
the  Trinidad tax  law applies to income generat ed in th at  coun try withou t any 
of the mod erating effects  of a tre aty as respects income flowing across in te r­
nat ional boundaries.  The  unres tra ine d applica tion  of T rin idad law would impose 
a heavy burden on American firms opera ting  ther e, much hea vier tha n th at  in 
effect w hen the  tre aty applied . As a n inte rim  measure, the  T rin idad Government 
has  agreed  to modify its  with hold ing tax with respect to dividend income while  
discuss ions continue on a tax tre aty of general  app licat ion.

Accordingly, the  convention before you provides that  dividends paid  by a 
corporation of one c oun try to residen ts in the  other country  shal l be subjec t to a 
withholding tax  ra te  of 25 p erce nt ra th er  tha n the  sta tu tory  rat e of 30 pe rcent  
which appl ies in both countries . However, when the  dividends are  paid  to a 
par ent  corporation, the  withholding tax  is reduced to 5 pe rcen t For  thi s pur­
pose, a  corporat ion is rega rded  as a paren t of the  dividend-paying corpo ration if 
it owns 10 percent or more of the  o uts tandin g voting stock of the la tte r corpora­
tion. Tr inidad  law’ also imposes the  equ ivalent of the  withholding tax  on profits 
earned by a foreign corporat ion th at  ope rate s a bran ch in Trinid ad and does not 
reinvest those profi ts there. The proposed tre aty recognizes the  sim ilarity  of the 
tw’O situ ations and therefo re limits the branch  tax  on dis trib uted earnings to 
the  same 5 pe rcen t th at  would apply to divid ends  dis trib uted by a  T rin idad sub­
sidiary. Both the 5 perce nt ra te  of tax  and  the  definit ion of a parent- subsidiary 
rela tionship  are  to be found in oth er tre at ies to w'hich the United  Sta tes  is a 
par ty. However, applicat ion of the  lower ra te  to branch  profits  is somew’ha t 
unique. Generally those countries with which  wre now’ have  income tax  tre ati es 
do not impose a tax  on branch profi ts tra ns ferre d to the  home office ju st  a s the 
United States does not impose such a tax.  Accordingly, u sua lly we have not found 
it necessary to have  tre aty  provisions deal ing with such a special tax.

We recommend th at  you approve the  convention with Tr inidad  to give effect 
to the  reduced rate . The Trinidad Government i s al so desirous of effectuating  th is 
inte rim arrangemen t. It  is like ly th at  we sha ll subm it to you next year a full- 
scale convention with Trinidad.

BRAZIL

Turning now to the proposed tre aty with  Braz il, this agreement for  which we 
are  asking your approval  will be the 22nd U.S. income tax  convention? It  is, on 
the  one hand,  an  extension of o ur already  w idespread tre aty network, and on the 
oth er hand our first  tax  tre aty with a ma jor  Lat in American country. It  inco r­
porates  provis ions which in our  view’ can con stit ute  the fram ework  for tre ati es  
with  the o ther La tin American countries.

Before going into the details  of the proposed tre aty with  Brazil, I should like 
to develop some overall obse rvat ions  concerning  the purpose and objectives of th e 
tax  tre aty  program.

GENERAL PH IL OSO PH Y OF TAX TREAT IES ’

Our income tax  tre ati es  with  the  ind ust ria lized countries da te back to 1935 
w’hen the first tre aty  between the  United Sta tes  a nd France  w as ratified, cla rify­
ing the French and U.S. tax ing  jur isd ict ion  in cases  where a res ident of one 
count ry derived income from the  other. With the  increased  pace of internatio nal  
economic activity  since the  end of World War II , many new tre at ies were con­
cluded and  old ones revised to reflect changes in tax  legislation and  under lying  
changes in economic conditions . Other indust rial ized countries of the  w orld have 
responded in the same way and now partic ipa te with  each oth er in an extensive

1 I n  ad dit io n, nine  tr ea ti es are  now in eff ec t w ith fo rm er  co lonies  of  th e  U ni te d King do m 
an d Be lgi um  which  we re  cove red by th e tr ea ti e s  w it h  th e  U nit ed  Kingd om  an d Be lgium.
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web of  tr ea ti es.  T he  U ni ted St at es , fo r ex am ple,  has en te re d in to  t ax  tr ea ti es w ith  v ir tu al ly  e ve ry  in dust ri al iz ed  co un try. 1
Th ese tr ea ti es se t fo rt h  ru le s whe re by  th e co ntr acti ng  st a te s ag re e on thos e si tu at io ns in wh ich  th e co un try th a t is th e  so ur ce  of  incom e sh al l ha ve  th e pri or ri gh t to  ta x  an d th os e si tu at io ns in which  it  sh al l re fr a in  from  im po sing  a ta x.  Th e co nt ra ct in g st a te s then  ag re e on how th e co un try of  wh ich  th e ta xpayer is a re si de nt  (o r al so  a  ci tize n in the U.S . ca se ) sh al l giv e reco gn iti on  to th e ta x  lev ied  in th e so ur ce  co un try,  so as  to av oid or min im ize th e doub le ta xati on  th a t wo uld  ot he rw ise re su lt  from  th e fa ct th a t bo th  co unt ri es  may  levy a ta x  on th e same inco me. In  ad dit io n, and co ro lla ry  to  th es e ob ject ives , th e tr ea ti es seek  to  per ­fo rm  fo ur o th er se rv ic es : (1 ) to  ad ju s t th e ra te s  o f w ith ho ld in g ta x  in th e so ur ce  co un try with  th e obj ec t of  av oiding  to  th e ex te n t po ss ible a he av ie r ag gre gat e ta x  bu rd en  on inco me wh ich  a ta xpayer de rive s from  fo re ign sour ce s th an  wo uld  re su lt  if  the inco me origi na te d in  h is  own coun tr y ; (2 ) to  el im in at e w he re ve r appro pri at e th e  re quir em en t to tile  ta x  re tu rn s,  an d th er ef or e to  be co nver sa nt w ith  th e ta x  law s,  in  more th an  one co un try ; (3 ) to  pr ev en t di sc rim in at ory  ta x  tr ea tm en t on th e ba si s of  na ti onali ty ; an d (4 ) to prov id e m ac hi ne ry  fo r co n­su lt at io ns be tw ee n th e ta x  official s of  th e tw o go ve rn m en ts  to seek  e qu itab le  so lu ­tion s to ta x  p ro bl em s th a t ma y ari se  in im plem en tin g th e tr eaty .R et urn in g to  th e  fi rs t po in t I m en tio ne d— th a t th e tr ea ty  part ners  ac kn ow led ge  th e  pri o r ri g h t of  ea ch  st a te  to  ta x  in cert a in  ca se s an d ab an do n it s ri ght in ot he rs — I sh ou ld  like  to  il lu s tr a te  how  im port an t a p a rt  of  a  tr ea ty  it  may  be. S ta tu to ry  de fini tion s of  w he re  incom e ori g in at es  fr eq ue nt ly  var y an d un le ss  r ul es  of  p ri o ri ty  to  ta x  or  ru le s of  so ur ce  of inc om e a re  es ta bl ishe d,  th e re su lt  ma y be un in te nd ed  do ub le  ta xati on  of th e same inc om e. Su ppose a tr av el  ag en t in  a fo r­eig n co un try X se ll s se at s on a U.S. a ir li ne  fo r tr ansp ort a ti on  be tw ee n po in ts  which  lie  ou ts id e th a t co un try.  Cou nt ry  X may  co ns id er  th e ai rl in e  to de rive  in- conn* t her e be ca us e th e tick et  w as  p ur ch as ed  the re . O ther  c ountr ie s may  c on side r th e a ir li ne  t o hav e de rive d th e in come  w ith in  th e ir  t e rr it o ri es be ca us e a  f lig ht  se g­ment , o ri gi na te d or  t e rm in ate d  the re . T ota l ta xab le  in come  m ay  t hus be  m ore th an  the  profit earn ed  by  th e  a ir line . Or sup po se  a n arc h it ec t in  th e Uni ted S ta te s dr aw s ui> pi an s lo r a bu dd in g to  be co nst ru ct ed  in anoth er  co un try . Do es th e income pa id  him  fo r thos e se rv ice s ari se  in th e Uni ted S ta te s whe re  he  pe rfor m ed  the se rv ices  or  in th e fo re ign co un try whe re  th e pl an s are  pu t to use?  The  tw o co un ­tr ie s may  ha ve  di ff er en t ru le s so th a t bo th  co un tr ie s wo uld ta x th e sa m e income w itho ut  m ak in g an y al lo wan ce  fo r the fa c t th a t th e o th er co un try has lev ied  a ta x.

A tr e a ty  se ek s to  es ta bl is h ord er on su ch  issu es  as  th es e by arr iv in g  th ro ug h ne go tiat io n a t a  se t o f ru le s th a t is m utu al ly  ac ce pt ab le . Thi s no rm al ly  inv olv es co nc essio ns  by  bo th  sid es  co nc erning  th e ir  st a tu to ry  ju ri sd ic tion.  In  som e ca ses th es e ru le s es ta bl is h un ifor m  cri te ri a  fo r det er m in in g th e  so ur ce  of a giv en  item of  inc om e. T hu s as  to  th e tw o ex am pl es  ali ove re fe rr ed  to,  our tr ea ti es ge ne ra lly  pr ov id e th a t on ly th e co un tr y of  re g is tr a ti on  may  ta x  re ve nu e fro m ai rl in e tr ansp ort a ti on , an d th a t th e so ur ce  of  pe rs on al  se rv ice  inc om e is  w he re  th e se rv ­ice s a re  re nd er ed . In  o th er ca ses, th e  so ur ce  ru le s may  no t be d is tu rb ed  bu t th e co un try of  so ur ce  may  ab an do n it s ta x  on inc om e from  a giv en  ac tiv ity  even thou gh  it  ha s th e po wer  to  ta x  under  it s law . A com mon tr ea ty  prov is ion ha ving  th is  ef fect is  th e so-ca lled per m anent es ta bli sh m en t ar ti cl e.  T his  pr ov id es  th a t a co untr y  w ill  no t ta x  th e in dust ri a l or co mmercial pr of its  of a re si den t of the o th er countr y  un le ss  th a t re si den t has a  per m an en t plac e of  bu sine ss  w ith in  it s bo rd er s,  even thou gh  bo th  co unt ri es  a re  ag reed  th a t th e  so ur ce  of a t le ast  som e of  th e  pr of its  is  in  th e co un tr y which  give s up  it s ri g h t to  ta x . Th e ob ject ive of su ch  a prov is ion,  am on g oth er s,  is  to  rem ov e a ta x  ob stac le  to  ea rly st ag es  of a fi rm ’s part ic ip ati on  in  in te rn a ti ona l tr ad e.
W he re  th e tr ea ty  as si gn s to  a co untr y  pri o ri ty  to ta x  be ca us e it  is th e so ur ce  co un try,  th e  co un try w he re  th e ta xpaye r re side s th en  ag re es  in th e tr ea ty  e it her to giv e it s re si de nts  a cre d it  aga in s t th e ir  ta x  li ab il it y  fo r ta xes  pai d on income which  th e  cou nt ry  of  s ou rc e ta xe s,  or  t o ex em pt  su ch  incom e from  ta x.  A co un try may  ag re e by tr ea ty  to  ad opt  a c re d it  si m il ar  to  th a t which  th e U.S. prov ides  by st a tu to ry  law , eve n th ou gh  th a t countr y’s own law  ma y pr ov id e les s ge ne rous  re lief .
W ith re sp ec t to w it hhol din g ta x  ra te s on in ve stm en t inc om e pai d to no nr es i­de nt s,  we ha ve  so ug ht  an d ag re ed  to  re du ct io ns  in  ra te s in  o rd er  to come  to  an
1 Exc lu di ng  th e U.S.S .R., Sp ain an d P o r tu g a l; di sc us sion s w ith th e  l a tt e r  tw o ar e al re ad y wel l ad va nc ed .
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ag gre ga te  o f ta xes on fo re ig n inco me th a t is  as  clo se  as  possible , consi st en t w ith 
o th er fa ct or s,  a s  th e  ta x  on a si m il ar  am oun t of do mes tic  income. Thu s,  fo r U.S. 
firms  ha vi ng  su bsi d ia ri es  or br an ch es  in  Bra zi l, th e  B ra zi li an  25 per ce nt w ith­
ho ld ing ta x  on th e ir  di vi de nd s o r br an ch  pr of its  ra is es  th e ir  to ta l B ra zil ia n  ta x  
on d is tr ib ute d  pr of its  to  mor e th an  50 pe rc en t, re su lt in g  in  un us ed  fo re ig n ta x  
cre d it  in  th e U ni te d S ta te s on  th a t incom e. O ur  s ta tu to ry  w ith ho ld in g ra te  of  
30 pe rc en t ha s th e sa m e ef fect  o n divi de nd s ob ta in ed  by fo re ig n re si den ts  o f th os e 
co un tr ie s w ith  si m il ar in ves tm en ts  in th e U ni ted Sta te s.  O th er  prob lems re gard ­
ing  w ith ho ld in g ra te s a ri se  from  th e fa c t th a t w ithhold in g ta xes  are  ap pl ie d on 
th e  gr os s am ou nt  of  inc om e w ithout ta kin g in to  ac co un t costs , pe rs onal  de du c­
tion s an d th e lik e.  B ra zi l, fo r ex am ple,  in m os t ca se s im poses  it s 25 per ce nt w ith­
ho ld ing ta x  on th e  gros s am ount of inc om e re m it te d to  a no nr es iden t. F or U.S. 
in di vi du al s an d co rp ora tions der iv in g inco me from  B ra zi l in  si tu ati ons in wh ich  
th er e a re  ex pe ns es  inv olve d in ea rn in g th a t inc om e, th is  wi ll re pre se nt a high  
ef fecti ve  ra te  of  ta x  if  th e  net  am ou nt  ta xab le  in th e Uni ted S ta te s be ca us e of  
thos e ex pe ns es  is low in re la ti on  to  the gros s pa ym en t fr om  Brazi l. The  B ra zi li an  
ta x  wi ll in su ch  ca se s be too hi gh  to be fu lly off se t by th e fo re ign ta x  cre d it  in 
th e  U ni te d Sta te s.  F or ex am pl e,  su pp os e a U.S.  ci tize n de rive s re n t of $100  from  
leas in g pro per ty  ow ned in  B ra zi l an d has  co sts of  $50 as so ciated  w ith th a t 
income. Th e B ra zil ia n  25 per ce nt  ta x  on th e  gr os s am ou nt  mea ns  a ta x  of  50 
per ce nt o n th e net incom e, whi ch  i s alm os t c ert a in  t o be hig her  t han  th e re ci p ie nt’s 
ef fecti ve  ra te  of U.S.  ta x. The  pu rp os e of th e tr e a ty  pr ov is ions  in th is  a re a  of 
w ith hol di ng ta xes is to  re du ce  th e freq ue nc y an d size  of  ex cess ta x  bu rd en s of 
th is  ty pe  th ro ug h ne go tiat ed  ad ju st m ents  in w ithho ld in g ra te s.

The  tr ea ty  ob ject iv e of  re du ci ng  the ne ed  to fil e m ult ip le  ta x  re tu rn s ma y 
so un d less  im port an t th an  th e  a tt em p t to  av oid th e sa m e inc om e be ing  ta xed  by 
tw o co un tr ie s neit her of  which  ac ce pt s th e o th er as  th e co un try of source , bu t 
it  ma y be no less  trou bl es om e in man y in stan ce s.  A U.S . bu sine ss  ex ec ut iv e on 
te m po ra ry  as si gnm en t to  a fo re ig n su bs id ia ry  ca n cre d it  again st  h is  U.S.  incom e 
ta x  th e ta x  pa id  to  th e fo re ig n co untry on inc om e ea rn ed  fo r th e  se rv ices  he  per­
fo rm ed  th er e.  li e  do es  not  ne ed  a tr ea ty  to perm it  th is . B ut if  he  is ta xab le  in 
th e  fo re ig n co un try he  comm on ly has  to file a re tu rn  th ere  dec la ring  hi s ta xab le  
inc om e ac co rd in g to  th e ru le s em ployed  th er e.  I f  he  is  co nc erne d w ith  oper at io ns 
in a  region  en co mpa ss ing se ve ra l co un tr ie s,  th e  ob lig at io n to  be fa m il ia r w ith  
var yin g ta x  sy stem s and to  su bm it re tu rn s to  ea ch  is  trou bles om e an d co stl y in  
te rm s of  t im e an d en ergy  which  co uld be more eff iciently  em ploy ed  in oth er  ta sk s.  
A si m il ar si tu ati on  co uld co nf ro nt  an y nu mbe r of  per so ns wh ose ac ti v it ie s in ­
vo lve  in te rn ati onal tr av el . T ax  tr ea ti es mee t th is  dif fic ul ty by ex em pt ing fro m 
ta x  in  one st a te  th e per so na l se rv ice incom e of  w or ki ng  v is it ors  wh o a re  sel f- 
em ploy ed  or  em ploy ed  by a re si den t of  th e oth er  st a te , w ithi n spe cif ied  li m it s of 
tim e and  r em un er at io n.

T he  no nd iscr im in at io n pr ov is ions  of  t ax  tr ea ti es en su re  t h a t a U.S. co rp or at io n 
oper at in g  in  a fo re ig n co un try th ro ugh  a br an ch  o r th ro ugh a fo re sign  su bs id ia ry  
w ill  no t ha ve  th os e bu sine ss  a ct iv it ie s ta xed  m ore he av ily  th an  a re  t he bu sine sses  
or co rp ora tions  of th e  fo re ig n co un try,  an d th a t an  in div id ual  U.S. ci tiz en  re si ­
den t in  a fo re ign co unt ry  wi ll not be ta xed  more seve re ly  th an  a nat io nal  of  th a t 
co un tr y in  c om pa ra bl e c ircu m stan ce s.

The  adm in is tr a ti ve  pr ov is ions  of  ta x  tr ea ti es im plem en t th e ir  ap pl ic at io n by 
pr ov id in g fo r co nsu ltat io n on  such  m att ers  as  pro per  in te rc orp ora te  pr ic ing,  ex ­
ch an ge s of  in fo rm at io n and  pr oc ed ur es  fo r hea ri ng  ta xpaye rs ’ gr ieva nc es .

The  ne ed  fo r so lu tion s to  th es e ty pe s of  in te rn ati onal ta x  prob lems is  un qu es ­
tion ab le . T ax es  ca n be an  ef fecti ve  ba rr ie r re st ri ct in g  th e  in te rn ati onal mob ili ty  
of cap it al , la bor  an d sk il ls , a mob ili ty  which  ec on om ica lly  is high ly  de si ra bl e.  
W e ha ve  to  proc ee d to  ac hi ev e su ch  so lu tion s by m ea ns  of  b il a te ra l ag re em en ts  
which  co nf or m as clo se ly  as  po ss ib le to  th e st andard s co ns id er ed  to  re pre se nt 
th e  m os t ra ti onal in te rn ati onal tr ea tm en t of  e ach ty pe  o f in co m e-ge ne ra tin g tr a n s­
ac tio n.

OECD MODEL TREATY AND DEVELOPING COU NTR IES

C ur re nt ly , th e po in t of  dep art u re  fo r tr ea ti es be tw ee n in dust ri a li ze d  co un ­
tr ie s is  th e  “D ra ft  Dou ble T axati on  Con ve nt ion,” pre par ed  by th e  O rg an iz at io n 
fo r Ec on om ic Coo pe ra tio n an d Dev elo pm en t, to  wh ich  cert a in  im pr ov em en ts  ha ve  
bee n in trod uc ed  by th e U ni ted S ta te s an d o th er  co un tr ie s sin ce  it s  ad op tio n.  As 
be tw ee n an  in dust ri a li ze d  co untr y an d a de ve loping  co un try,  ho wev er , th e  OE CD  
mo de l tr ea ty  ne ed s more su bst an ti a l a lt er at io ns.  Th e econom ic re la tions hi p be ­
tw ee n tw o such  co untr ie s is  ap t to  be sign ifi ca nt ly  di ff er en t from  th a t pre va il in g 
be tw ee n tw o in dust ri al iz ed  co un tr ie s,  and th e  t ra d it io na l answ er s a re  no t al w ay s
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sati sfac tory . The income flows between any two industr ialized  countries may not 
be exact ly in balance,  but  if the ir mu ltil ate ral  rela tion ship s are  taken into ac­
count the re is a reasonsa ble mut uali ty of income flows, so t ha t revenue and ba l­
ance of paym ents consideratio ns can tak e a secondary place to tra de  objectives,  
consistency, equity  and  sim ilar  elements th at  enter  into tax  tre aty  discussions . 
When an ind ust ria l coun try und erta kes  to ent er a tax  tre aty  with a less devel­
oped count ry with  much smalle r amounts  flowing into it. To thi s larg e imbal­
ance in income flows m ust be added the  fac t th at  a fundam enta l object ive of all 
less developed cou ntri es is the  att rac tio n of foreig n cap ital  and skills. Local re­
sources are  ina deq uate  to finance a ra te  of economic development comm ensurate 
with  th eir  needs.

Most of the sub stan tive  provisions of the  OECD model tax  tre aty  th at  have  
revenue  effects req uire  the giving up of tax  revenu e by the  coun try in which the  
income is earn ed or has  its source in favor of the  count ry in which the tax­
payer reside s in ord er to make the  necess ary accommodation to desirable in te r­
nationa l tax  rela tion ship s. Since the less developed country  is usua lly the 
coun try of source, the  revenue loss und er a sta nd ard  tax  tre aty is ap t to res t 
large ly on the  developing country ra th er  t han the  i ndus tria lize d count ry. To com­
pensa te f or this r evenue loss, developing c ountries  have pressed  f or concessions by 
indu strializ ed coun tries . These concessions tak e eith er of two fo rm s: one is to 
gr an t to the ir taxpay ers  who inves t in the  developing country tax  exemptio n on 
profits derive d the re and remit ted ho me ; the  other is to gra nt a so-called “ta x­
spa ring ” credit. Und er such a cred it, the  ind ustr ialized  co untry allows i ts inves tors 
in a developing country  a cred it aga ins t its ta x not only for the tax  actual ly paid 
to the  developing coun try but also for  the tax es th at  for  one reason  or ano the r 
have been waive d or reduced by the developing country. We have reviewed over 
40 tre aties wr itte n by other industrial ized coun tries  with developing countrie s 
and find that , with a few minor exceptions, each tre aty  conta ins provisions 
unde r which those indu stria lized coun tries  eith er exempt the ir residen ts on one 
or more types of income received from the  developing country or give the ir 
residen ts a tax- sparing  credit for  the  tax  foregone  by the developing count ry.

Our appr oach  to tax  tre aties with developing coun tries  has differed  in some 
respects from th at  of other indu strializ ed countries.  We have sough t—and 
in genera l I believe so ha ve the  other industr ialized  coun tries—first, to minimize 
the  adverse revenue effect of a tre aty  upon a developing coun try by limit ing 
our  demand for reduc tions in foreig n taxes to the  poin t wher e those tax es would 
equal our  ta x on the income brou ght into  the United States . In oth er words, 
we have not sought to increase our revenu e at  the expense of the  revenues of 
the developing  country. We have sought reduct ions where  the tax es of the de­
veloping country  would act as a de ter ren t to investme nt and trade.  Conversely, 
we have discou raged the developing country from seeking reduction s of U.S. 
tax  on inves tmen t income on the ground th at  the  tre aty  should not  encourage  
cap ital  flows to the United Stat es when capi tal is so urgently  needed at  home.

As to  capi tal flows to the developing country, however, we believe th at  neit her 
the  exempti on approach nor the  tax-sparin g appro ach is desira ble. If  we were 
to gra nt tax  exemption to firms making investments  in a developing country , 
tax pay ers  engaged in business solely in the United Sta tes  would reg ard  th at  as 
highly inequi table.  It would be inconsistent with  the  principle  of tax  neu tral ity  
as between domestic and foreign economic activity  which our fore ign tax  credit 
mechanism seeks to main tain.  Moreover, a tax- spa ring  cre dit would provide the 
lar ges t tax  benefits to inves tors in coun tries  which have the  highest nominal 
tax  rate s, and it  would promote the  rep atr iat ion  of profits  from developing 
coun tries  inste ad of encouraging rein vestmen t of profits  in those countries. In 
con trast to the methods purs ued by other ind ustr aliz ed countries , there fore,  we 
have included in this tre aty  with  Braz il a provis ion which would extend our 
domestic investm ent credit to investme nts made by American firms in the treaty  
country. I shall shortly develop the det ails  of this  provision as it  is incorpo rated 
in the Bra zilian trea ty. Here I should like to stress th at  the exten sion of the in­
vestm ent credit serves to make the  tre aty  reciprocal  in ch ara cte r and at  the 
same t ime is cons istent with  ou r own law.

Under our tax  law we give our tax pay ers  a cred it aga ins t thei r tax  equal to 7 
percent of the amount spen t on mach inery  and equipm ent for use in the  United 
State s. Wha t we propose to do by this tre aty  is to extend  thi s cre dit to sim ilar  
investments when made in Braz il. Our exis ting  tax  law has  estab lished  a tax  
benefit for  investment in the  Unite d States in machinery and equipment. By the 
same token, we have made inve stme nt in developing countries less att rac tive
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th an  a t home . An ex tens io n of  th is  in ves tm en t cre d it  by  tr ea ty  w ill  re es ta bli sh  
th e ta x  neu tr a li ty  th a t fo rm er ly  pr ev ai le d as  be tw ee n do mes tic  in ves tm en t an d 
in ve st m en t in th e tr ea ty  co un try.  A de ve loping  co un try ca n vie w th is  as  a devic e 
to  fa c il it a te  cap it a l mov em en ts  to  it s bo rd er s,  as  inde ed  i t  is  co m pa re d with  
th e pre se n t si tu at io n . We may  loo k up on  it  as  th e el im in at io n of  a di sinc en tive  
to  in ve st m en t in  the  t re a ty  c ou nt ry .

PR INCIPA L FEA TUR ES OF BRAZIL TREATY

I sh ou ld  lik e to tu rn  now to  th e  su bst an tive pr ov is ions  of  th e  inco me ta x  
co nv en tion  be tw ee n B ra zi l and th e  U ni ted S ta te s which  is now  be fo re  you fo r 
co ns id er at io n.
In dustr ia l an d co mmer cial  pr of its

U nd er  th e co nv en tio n B ra zi l ag re es  no t to  ta x  th e in dustr ia l an d co mmercial 
pr of its  of  a fir m in  th e U ni te d S ta te s (a nd  vic e ve rs a)  un le ss  th e fir m de rive s 
pr of its  th ro ugh a per m an en t est ab li sh m en t w ithin  B ra zi l.  The  va lu e of  th is  
pr ov is io n to  U.S . ente rp ri se s is appare n t whe n we  co ns id er  some  of  th e fe a­
tu re s of  th e  B ra zi li an  law . On e pr ov is ion mak es  a U.S . firm  th a t se lls  
goods to  B ra zi l su bj ec t to  ta x  th e re  even  if  th e  firm  has  no plac e of  bu sine ss  in 
Bra zi l. Th e firm ne ed  mer ely rece ive ord er s from  B ra zi l th ro ug h an  ag en t th er e,  
ev en  th ou gh  th e  ag en t is  enti re ly  in de pe nd en t, has no au th o ri ty  to co nc lude  
an y con tr ac ts  on beh al f of  th e  U.S . firm , an d m ai nta in s no sto ck  of  goo ds in 
B ra zi l from  whi ch  to  tii ll or de rs . Moreover, if  th e  U.S. firm is th us su bje ct  to 
ta x  i n Bra zi l, it  a lso becom es ta xab le  on al l sa le s mad e by it  to  re si den ts  of  Brazi l, 
in cl ud in g th os e m ad e w ithout an y part ic ip ati on  by th e B ra zi li an  ag en t. In  th e 
la tt e r ca se , th e Am er ic an  firm is co ns id er ed  to  ha ve  de rive d a pr of it eq ua l to  20 
pe rc en t of  th e  gr oss  sa le s pr ice of  th e  goods sol d. B ra zi li an  ta x  ap pl ie s even 
th ou gh  under  U.S . law  th e Amer ican  firm may  be co ns id ered  not to  ha ve  de rive d 
an y inco me a t al l from  B ra zil ia n  so ur ce s. If  ti tl e  to th e goods pu rc ha se d by 
th e B ra zil ia n  buye r pa ss es  in  th e U ni te d Sta te s,  th e incom e from  th e sa le  of  
th os e goods is co ns id er ed  to ha ve  it s so ur ce  in  th e Uni teu Sta te s,  an d an y ta x  
pai d by th e Am er ic an  firm  to  B ra zi l wo uld no t be eli gibl e fo r cre d it  ag a in s t U.S. 
ta x.  The se  di ffer en ce s in ta x  ru le s h in der U.S . tr ad e  w ith  B ra zi l not on ly  by 
ca us in g do ub le ta x a ti o n  bu t al so  by im po sing  a co mp lia nc e bu rd en  of  fili ng  ta x  
re tu rn s an d unders ta ndin g  th e in tr ic ac ie s of  a fo re ig n ta x  sy ste m. Su ch  burd en s 
may  ef fect ively ham per U.S.  ex po rt s es pe ci al ly  on th e p a rt  of  sm al le r Am er ic an  
bu sine ss  fir ms an d ca us e fina nc ia l los s to  th os e uns op hi st ic at ed  in ta x  m att ers .

U nd er  th e tr ea ty  no  ta x  wo uld  ap pl y in B ra zi l un less  th e U.S.  firm  has  a per ­
m an en t pl ac e of  bu sine ss  th er e th ro ug h which  it  co nd uc ts it s ac tivi ti es . (A rt ic le  
8 ).  Con se qu en tly  Amer ican  fir ms will  be ab le  to so lici t bu sine ss  in B ra zi l th ro ugh 
an  ag en t, an d m ay  ev en  se nd  th e ir  ow n tr av eli ng  sa le sm en  to  B ra zi l an d not be 
co nc erne d about th e im pa ct  of  th e B ra zi li an  ta x  law  on th e ir  sa le s. The  tr e a ty  
fa c il it a te s o th er ac ti v it ie s in  B ra zi l by pr ov id in g th a t,  even if  a U.S . firm  has  a 
pe rm an en t pl ac e of  bu sine ss  th er e,  if  th a t plac e of  bu sine ss  is on ly us ed  fo r p u r­
ch as ing,  th e st or ag e of  goo ds, or  adver ti si ng  an d re se ar ch , th e  firm wou ld  no t be 
re gar de d as  ha vi ng  a  per m an en t es ta bli sh m en t an d wou ld not be ta xab le  by 
Bra zi l. Of  co ur se  th es e pr ov is ions  are  reci pr oc al , so th a t B ra zi li an  fir ms may  
also  see k to de ve lop m ark ets  in  th e U ni te d S ta te s w ithout becomi ng  invo lved  in 
U.S. ta x  la w  so long  as th e ir  ac tivi ti es  do not  co nst itu te  th e m ai nte nan ce  of  a 
pe rm an en t e st ab li sh m en t in th e U ni ted St at es .

Und er  B ra zil ia n  law , an  Amer ican  firm  th a t se nd s it s em plo yees to  B ra zi l to  
in st al l,  sa y,  an  el ec tr ic  gener at or or  to ov er se e th e in st a ll a ti on  of  fa ct ory  m a­
ch in er y.  or to  do an  en gi ne er in g job  is  co ns id er ed  to  be enga ge d in bu sine ss  in 
B ra zi l an d is  su bje ct  to  B ra zi li an  ta x.  Und er  th e tr ea ty , howe ver, B ra zi li an  ta x  
wou ld be el im in at ed  in su ch  ca se s un less  th e  ac ti v it ie s inv olve d a re  ra th e r ex ­
tens ive.  The  tr ea ty  de fin es  a pe rm an en t es ta bli sh m en t to  ex clud e a co ns truc tion , 
assembly,  or  in st a ll a ti on  pro je ct  un less  th e pro je ct  ex is ts  fo r a t  l east  six mon ths. 

D iv id en d i nc om e an d bran ch  p ro fit s
B ra zi l im po ses a gen er al  ta x  on to ta l co rp ora te  pr of its  a t th e ra te  o f 30 per ce nt  

an d a 5 pe rc en t ta x  on d is tr ib u te d  co rp or at e prof its . I t al so  im poses  a 25 per ce nt  
ta x  on di vi de nd s pai d to a  fo re ign sh ar eh ol de r.  Con se qu en tly  th e to ta l B ra zi li an  
ta x  on th e pr of its  ea rn ed by  a B ra zi li an  su bsi d ia ry  an d d is tr ib u te d  to  it s p a re n t 
co mpa ny  in  th e U nite d S ta te s am oun ts  to 50.12 pe rc en t. T his  i s hi gher  t han  th e t ax  
th e Uni ted S ta te s wou ld  lev y on th e prof its  r ec eive d by th e  pa re n t co mpa ny . (T he  
U.S . ta x  on su ch  inco me is  even  less  th an  th e  norm al  48 per cen t fo r te ch nic al
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re as on s re la te d to th e metho d of  d et er m in in g ta xab le  inc om e wh en  divi de nd s are  
rece ived  fro m a fo re ig n su bsi dia ry  in a de ve loping  co untry.)  Con sequ en tly , pa rt  
of  th e B ra zi lian  ta x  re pre se nts  a bu rd en  on Amer ican  firms  th a t th ey  may  not 
be ab le  to  off set , th ro ugh ou r fo re ign ta x  cr ed it  pr ov is ion,  ag ai nst  th e ir  U.S. ta x . 
To  redu ce  B ra zi li an  ta x  to a level th a t wo uld  re flec t th e  U.S.  co rp ora te  ra te , 
B ra zi l ag re es  in th e tr ea ty  to lower  it s 25 pe rc en t w ith ho ld in g ta x  on di vi de nd s 
to  a ra te  of  20 pe rc en t. (A rt ic le  12.)  A B ra zil ia n  br an ch  of  a U.S.  firm  is ta xed  
in Bra zi l a t ab ou t th e  same ra te  as  a su bs id ia ry , an d in o rd er  to  m ai nta in  a ta x  
on br an ch  op er at io ns  co mpa ra bl e to th a t on a su bs id ia ry , B ra zi l has al so  ag re ed  
to lim it it s w ith ho ld in g ta x  on br an ch  prof its  tr an sf e rr ed  to th e U.S.  home  office 
to  20 perce nt .

Th e redu ce d B ra zil ia n  w ith ho ld in g ta x  on di vi de nd s (a nd bra nc hes ) will  
ap ply on ly wh en  pa id  to  a U.S. pare n t co mpa ny , as  defined fo r pu rp os es  of  ou r 
fo re ign ta x  cr ed it , be ca us e it  is on ly in th es e in st an ce s th a t th e pre se nt B ra zi li an  
ta x  ra te  prod uc es  an  un us ed  cr ed it . In  po rt fo lio in ve st m en t si tu at io ns,  as  w he re  
an  in di vi du al  ha s an  in te re st  i n a B ra zi li an  c om pa ny  or whe re  a U.S. co rp ora tion 
ow ns les s th an  10 pe rc en t of  th e B ra zi li an  firm,  th e pre se nt B ra zi li an  ta xes  wi ll 
no t us ua lly ge ner at e an y ex cess cr ed it s,  an d th e  tr e a ty  th ere fo re  does no t lower  
B ra zi li an  w ith ho ld in g ta x  r at es .

I t is of  in te re st  to no te  th a t th is  fe a tu re  of  th e  t re a ty  i s no t re cipr oc al . I t  doe s 
no t prov ide a re du ct io n in U.S. w ith ho ld in g ta x  r a te s on di vi de nd s flo wing  to B ra ­
zi lian  in ve stor s in  U.S.  co rp or at io ns . Thi s is  a tt ri bu ta b le , as  in dic at ed  ea rl ie r,  
to  a m ut ua l de si re  th a t th e tr ea ty  sh ou ld  no t d iv ert  in ve st m en t from  B ra zi l to 
th e Un ite d S ta te s.  I f  th e Uni ted S ta te s w er e to lo wer  it s w ith ho ld in g ta xes on 
divide nd s go ing to B ra zi li an  re side nt s,  it  m ig ht indu ce  B ra zil ia n  cap it a l to  flow 
in to  Amer ican  se cu ri ties , con tr ary  to  one  of th e ob ject ives  of th e co nv en tio n,  
wh ich  is to  pr om ot e ca pital  fo rm at io n an d eco nomic de ve lopm en t in  Bra zi l. 
In te re st  a nd  ro ya lt ie s

The  supp ly  to  fo re ign us er s of  ca pital , know -how , pat en ts , an d th e  lik e,  wh ich  
is  va lu ab le  to  ou r ex po rt  pr og ra m , is  no w hin de re d by th e  hi gh  ta xes lev ied  
by B ra zi l on in te re st  an d ro ya lt ie s.  A re si de nt  of  th e U ni te d S ta te s wh o de riv es  
in te re st  from  a B ra zi li an  de bt or  is su bje ct  to  a w ithh ol di ng  ta x  in B ra zil  of  25 
pe rc en t of  t he  g ross  a m ou nt  of in te re st . I f  the  in te re st  i s rece ived  by an  in di vi du al  
or  a firm  th a t is no t en gaged in th e bu sine ss  of  le nd in g mo ney, th e  gro ss  am ou nt  
of  in te re st  rece ived  pr es um ab ly  will  be ge ne ra lly eq ui va le nt  to  th e  n e t re tu rn , 
sin ce  ther e wo uld be li tt le  o r no co st  incu rr ed  in  m ak in g th e loan . Con sequ en tly , in 
su ch  ca se s th e U.S.  ta x  on th e in te re st  may  be as  high  as  or hig her  th an  the 
B ra zi li an  ta x . Sin ce  th e B ra zi lian  ta x  m ay  be cr ed ited  aga in s t th e  U.S. ta x , it  
do es  no t co nst it u te  an y ne t ad dit io nal  bu rd en  on th e U.S . lend er . The  tr ea ty  
th er ef ore  do es  no t dis tu rb  th e B ra zi li an  w ith ho ld in g ta x  on in te re st  in such 
cases.

How ev er , wh en  in te re st  is rece ived  from  B ra zi l by a U.S. ba nk  or  oth er  
fina nc ia l in st itu tion , the ne t ea rn in gs  may  be a  sign ifi ca nt ly  sm al le r am ou nt  th an  
th e gr os s in te re st  receiv ed. A fina nc ia l in st it u ti on  in cu rs  vari ous ex pe ns es  in 
do ing bu sin ess, such  as  th e in te re st  it  pa ys  to  obt ai n th e fu nds th a t ha ve  been  
loan ed  ou t. The se  c os ts m us t be ch ar ge d again st  th e gr os s in te re st  rec eiv ed. Since 
ex pe ns es  re pr es en t a su bs ta ntial  sh are  of  gr os s inc om e, a 25 pe rc en t B ra zi li an  
w ith ho ld in g ta x  on th e gros s in te re st  re pre se nts  a mu ch  hi gh er  pe rc en ta ge  of th e 
net  inc om e ac cr ui ng  to  a fin an cia l in st it u tion . In  al l ca se s w he re  ex pe nses  are  
mor e th an  48 pe rc en t of  th e gros s inc om e, th e pre se nt B ra zi li an  w ith ho ld in g ta x  
ra te  of  25 pe rc en t on gros s income ex ce ed s th e U.S . ta x  on th e net incom e an d 
gen er at es  an  un us ed  fo re ign ta x  cr ed it . To  min im ize th e ca se s whe re  un us ed  
cre d it s occur, Bra zi l has  ag reed  to re du ce  it s w ith ho ld in g ta x  on  in te re st  pa id  to 
fina nc ia l in st itu tions to 15 pe rcen t. (A rt ic le  13.) At  th a t ra te , un us ed  fo re ign ta x  
cre d it s wi ll no t be gen er at ed  un less  ex pe ns es  ex ceed  68.7 per ce nt of  g ross  income.  
In  some  c as es  e xp en se s ma y go as  high  as  80 p er ce nt  o r 90 pe rc en t, so th a t un us ed  
cre d it s wi ll co nt in ue  to  exist.

F or si m ilar  re as on s th e B ra zi li an  w ithh old in g ta x  ra te  on ro yal ti es  is al so  re ­
du ce d to  15 pe rcen t. (A rt ic le  14.) T hi s prov is ion is re ci pr oc al  sin ce  ro ya lt ie s are  
no t like ly  to inv olv e an  outflo w of  ca pit a l from  Brazil . I sh ou ld  no te  in pa ss in g 
th a t th e ta x  tr eatm ent of  r oy al ties  is co mpl icated  by th e fa c t th a t und er  B ra zi lian  
law  ro yal ty  pa ym en ts  are  fr eq uen tly  di sa llo wed  as  a de du ct io n to th e pa ye r. Thi s 
is  tr u e  wh en  they  are  pa id  by a B ra zi li an  su bsi di ar y to  a U.S . pare n t comp any. 
W he n ro yal ti es  a re  d isa llo wed  as  a  de du ct ion,  B ra zi l in eff ec t tr ea ts  th e ro ya lty as  
a divide nd . Hence , the re du ct ion in w ith ho ld in g ta x  on divi de nd s also  a ct s to br in g 
th e B ra zi li an  ta x  on ro ya lt ie s do wn  to a lev el w he re  i t is  le ss  lik ely to ex ceed  th e 
U.S . ta x.
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Ded uc tio n o f ex pe ns es
As  in  som e o th er les s de ve lope d co unt ri es  whe re  Amer ican  Arm s ha ve  su b­

si d ia ri es  and br an ch es , B ra zi l does not  al low as a de du ct io n fo r B ra zil ia n  ta x  
pu rp os es  cert a in  ex pe ns es  which  a re  in cu rr ed  ou ts id e Bra zi l. T his  di sa llow an ce  
is contr ar y  to  th e pr in ci pl es  g ov er ni ng  th e al lo ca tion  of ex pe ns es  w hich  ha ve  been 
deve lop ed  under  in te rn ati onal st an dard s.  F or ex am ple,  th e ov er he ad  co st s of th e 
home  office of  a U.S. co mpa ny  do ing bu sine ss  a bro ad  wo uld no rm al ly  be al lo ca te d  
am on g all  of th e co unt ri es  in  which  th e co mpa ny  has  br an ch  op er at io ns . In de ed , 
su ch  an  al lo ca tion  is  re qui re d under  U.S.  law  an d re gu la tion s,  an d th is  pri nci ple  
of  al lo ca tion  is  reco gn ized  in  th e  OE CD  mo de l tr ea ty . How ev er , under  it s in ­
te rn al law , B ra zi l m ay  not  al lo w  a de du ct io n to  be ta ke n by a U.S.  bra nch  in  
Bra zi l, in co m pu ting  it s B ra zi li an  ta x , fo r th e  am ount  al lo ca te d to th e  br an ch  
op er at ions . U nd er  th e co nv en tio n,  ho wev er , B ra zi l do es  a gr ee  to  al low de du ct io ns  
in  co m pu tin g ta xab le  inco me fo r ex pe ns es  which  a re  re as on ab ly  co nn ec ted w ith  
th e pr of its  ta xed  by B ra zi l,  w het her  in cu rr ed  w ithin  B ra zi l or  o uts id e it . (A rt ic le  
8 (3 ). )

A si m il ar  si tu a ti on  ex is ts  in co nn ec tio n w ith  th e det er m in at io n of  ta xab le  
incom e from  re al  pr op er ty . U nd er  B ra zi li an  law , an  Amer ican  wo uld  pa y ta x 
on th e gr os s re n ta ls  re ce ived  from  re al  pro per ty  loca te d in  B ra zil  w ithout 
an y al lo wan ce  fo r th e  ex pe ns es  invo lved  in  m ai nta in in g and op er at in g th e 
pr op er ty . How ev er , under  th e co nv en tio n B ra zi l is  ob lig ed  to  co mpu te  ta x  on 
a ne t ba si s a s  if  th e  pro per ty  ow ne r w er e en ga ge d in  bu sine ss  in  B ra zi l, so 
th a t th e  ex pe ns es  w ill  be de du ct ib le  (A rt ic le  15.)
Per so na l se rv ic e income

An Am er ic an  en gin ee r or o th er te ch ni ci an  who  goe s to B ra zi l fo r a bri ef  
pe riod  a s  a consu lt an t or  to per fo rm  o th er se rv ices  fo r a  B ra zil ia n  em ploy er  
is  su bj ec t to  ta x  under B ra zi li an  la w  on  th e inco me he  earn s w hi le  th er e,  
ir re sp ec tive  of  how m uc h he  earn s or  th e pe riod  of  tim e he  has sp en t th er e.  
Tax  is im po se d a t th e  ra te  of  25 pe rc en t of  t he  gr os s am ou nt rec eiv ed . Sim ilar ly , 
a B ra zi li an  te m pora ri ly  em ployed  in th e Uni ted S ta te s by  a  U.S.  co mpa ny  is 
su bj ec t to  U.S.  ta x  on  th e incom e ea rn ed  fo r thos e se rv ice s, ir re sp ec tive of  
th e  am oun t he  ea rn s o r th e pe riod  of  tim e he  sp en t he re.  U nd er  th e  tr ea ty , 
bo th  B ra zi l and  th e  U ni te d S ta te s ad op t th e  ap pr oa ch  of g ra n ti ng  an  exem p­
ti on  to  pe rs on s who  a re  p re se nt fo r les s th an  183 da ys  an d ea rn ed  le ss  th an  
$4,000. (A rt ic le  17.)

The  tr ea ty  al so  so lves  a  re la te d  prob lem co nc erne d w ith  jie rson al  se rv ice s. 
U nd er  B ra zi li an  law, an  Amer ican  te ch nic ia n or  la w yer  who per fo rm s se rv ices  
in  th e U ni ted S ta te s fo r a B ra zil ia n  cl ie nt becom es su bje ct  to  ta x  in  B ra zi l 
be ca us e he  rece iv es  pay m en t from  th e  B ra zil ia n  firm . Ye t th e  so ur ce  of  thos e 
ea rn in gs , ac co rd in g to  th e st andard s us ed  by mos t co un tr ie s,  wou ld  be he re  
in  th e  U ni ted S ta te s sinc e th e  in di vi du al  actu a lly  pe rfor m ed  th e  se rv ices  he re . 
The re fo re , as  I in di ca te d ea rl ie r,  th e ta x  im posed by Bra zi l in su ch  a ca se  
wou ld  no t be  cr ed ited  again st  U ni te d S ta te s ta x.  To  el im in at e th e prob lem of  
do ub le  ta x a ti o n  th a t th us a ri se s  in  th es e ca ses, th e tr ea ty  pr ov id es  th a t pe rs on al  
se rv ic e inc om e sh al l be  co ns id er ed  to  ha ve  it s so ur ce  in  th e  co un try w he re  
th e  se rv ices  a re  pe rfor m ed . The  re su lt  is  th a t B ra zi l w ill  no t ta x  in  th os e 
si tu a ti ons w he re  an  Am er ic an  law , ac co un tin g,  m an ag em en t or en gi ne er in g 
firm pe rf or in s se rv ic es  in  th e U ni ted S ta te s fo r B ra zil ia n  cl ient s.  (A rt ic le  5.) 
Sh ip pi ng  an d air cr aft

A t pr es en t A m er ic an  sh ip pi ng  and  air li ne  co mpa nies  a re  ex em pt  from  B ra zil ­
ia n inc om e ta x  on th e ba si s of reci pr oc ity , hu t th is  ca n be al te re d  by ac tion  
on e it her sid e. The  tr e a ty  co nf irm s th e ex is ting  si tu at io n  but st re ngth en s th e 
co m m itm en t by m ak in g th e  ex em pt io n a m att e r of in te rn ati onal ag re em en t. 
(A rt ic le  10.)
A dm inis tra  t ive  coopera  tio n

At  pr es en t, th e re  is  no ba si s fo r adm in is tr a ti ve co op er at ion be tw ee n th e ta x  
au th o ri ti es of  B ra zi l and  th e U nited  Sta te s,  and th er ef ore  th ere  ex is ts  no 
med ium fo r el im in at in g do ub le  ta x a ti o n  in  ce rt ai n  ca se s or re so lv ing ta x  co nt ro ­
ve rs ie s in vo lv ing th e tw o co untr ie s ev en  thou gh  th e am ou nt s may  be  su bst an ti al .

Su pp ose th ere  a re  t ra nsa cti ons be tw ee n a pare n t co mpa ny  in  t he  U ni ted Sta te s 
an d a su bsi di ar y in  B ra zi l or  b etwee n tw o si st er compa nies , one in  B ra zi l an d on e 
in  th e  U ni te d St at es , and th e  pri ce s a t which  th os e tr ansa cti ons ta ke pl ac e are  
co ns id er ed  by  eit her co un try o r bo th  to  be  o th er th an  on an  a rm ’s le ng th  ba sis. 
Th e co mpa ny  w hich  bu ys  a p ro duct  m ay  be  r eq ired  to  reco m pu te  it s ta xab le  prof -
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it on the basis of a lower price than that  used in recording the transact ion orig ­
inally, and on the basis  of which the company selling the product computed 
its taxab le profits. Unless there  is a downward adjustment in the  selle r’s taxable 
profits, both count ries will be tax ing all or a pa rt of the total  profits that  should 
be taxed only in one country. The tre aty  therefore provides for consu ltation be­
tween the  two countries  in order to arrive a t t he same prices f or tax computations 
or the same allocation of income or expenses in t ransac tion s between rela ted com­
panies. After  such consultat ion and agreement, the count ry which is obliged to 
gra nt a refund  is empowered to do so even though the sta tut e of limi tations  has 
expired. The importance  of this provision, especially  as to exporters,  cannot be 
overemphasized, because the sta tutes of limi tations  governing  refunds  and 
assessments are  f requently different from one country to the  other , and tax  jus ­
tice frequently cannot be achieved in cases of the kind I have mentioned . One 
country may ass ert  a deficiency af ter the  other count ry has  lost its power to 
make a refund. The trea ty would cure thi s situation . (Artic le 24.)
Extension of investment credit

These and othe r principles incorporated in the convention with Braz il are  not 
significantly different from those to be found in the  conventions  we have with 
other countries. Nevertheless, when considered  in rela tion  to i ts exist ing law, the 
treaty  rules ar e important changes in the Braz ilian  tax  treatm ent  of intern a­
tional transact ions . In return  for these changes the tre aty  extends to invest­
ment in Braz il the 7 percent tax  cred it granted unde r our law to inves tment in 
the United States.

A firm in the  United States which purchases machinery or equipment for  
domestic use is allowed a reduct ion in its tax  liab ility  equal to 7 percent of the 
amount spent  on such equipment. There were a number of considerat ions that  
justified the adoption of this inves tment credit for domestic purposes. At the 
same time, for a variety of reasons, we were not inte rest ed in granting an incen­
tive to inves tment  in European plan ts owned by American firms, and hence the 
cred it was confined to inves tment  within  the United States. However, as a resu lt 
of our preoccupation with our position rela tive to European countries,  we have 
tipixHl the scales aga inst  investment in developing countr ies. Wh at we look ui>on 
as an appropriate trea tment  for domestic inves tment  is regarded by develp- 
ing countries  as an obstacle to inves tment  with in the ir borders. It  is one coin 
but observed from different sides.

Extension of the inves tment  credit is a valuab le and, reali stically , the  only 
instrum ent for obtaining tax treati es with  count ries such as Brazil and other  
Latin  American countr ies, and through such treaties removing the  tax obstacles 
to inte rna tion al trad e and inves tment that  result  from differences in nationa l 
tax concepts and the fac t that  each country adminis ters  its taxes independenl.v 
of every other country. In a world where  internatio nal  t rad e and investm ent are  
of major importance and are  becoming increasingly  more so, these  obstacles 
should be eliminated wherever possible. Tax trea ties move in that  direction , and 
yet, ns I have indicated, the fac t that  tax  trea ties involve revenue losses for 
developing countries can cons titute, without  some balancing factor, a bar rie r to 
such treaties even though in the long run they are  of intere st to all concerned.

With this in mind, the treaty  with  Brazi l extends the inves tmen t c redit to in­
vestment made by American firms in Brazil. (Article 7.) In all essential  respects 
the  cred it granted under the treaty  would be the same as the cred it granted for 
domestic investment. Variations from our own law have been made to take ac­
count of the fact that  inves tment abroad  frequently is made through a foreign cor­
poration rath er than a foreign branch of a domestic corporation, and to assu re 
th at  the investment credit is associated  with a net increase in the cap ital  of the 
eligible enterprise  in Brazil.  Thus, the credi t would be granted  to an eligible 
American company whether its activitie s in Braz il are conducted in branch form 
or through  a Brazi lian subsidiary . Under our domestic  law, a firm may purchase 
machinery or equipment out of depreciation reserves, o ut of borrowed funds or out 
of new equity contributions, and irrespective of the source of funds it is allowed 
a cred it against its tax  liability  of 7 percent of the amount thus spent. However, 
under the trea ty approach  the  c red it would not  be granted to the U.S. company 
unless it has made a net addi tion to the funds  available to the ente rprise ope rat­
ing in Brazil. Moreover, the new cap ital  added to the  venture in Brazi l must be 
committed for a minimum period of five years.  If  t he cap ita l is withdrawn in a 
sho rter  period, provision exi sts fo r the rec aptu re of the  tax  credit .

As in the  United States , qualified machinery and equipment must have a mini­
mum useful life of e ight years for  the full  c redit to be obtained. With respect  to
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equipment having a usefu l life of between fou r and eigh t years, a pa rti al  cred it 
would be g ran ted  sim ilar to th at  allowed und er domestic law. To the extent  that  
the net new investme nt remaine d in the  enterprise  in Brazil, replacemen ts of 
qualified machinery and equipment would also be eligible  for the  investme nt 
credi t, j us t a s replacements in the  United  Sta tes quali fy for the investme nt cr edit.

The t reaty credit tre ats as net new investment amounts in excess of one-half the 
profits earned  each year  in Bra zil  w’hich are reinvested  in the  business . Reinves t­
ment of one-ha lf t he profits of an ent erp rise is considered a normal reinvestment 
prac tice  and would not be re garded  as  a ne t ad dition to  the capi tal  of th e company 
for purposes of the investment cred it. Thus , if 50 percent  or less  of the  profits are  
retained in Brazil, then no reinves tme nt is considered to have occurred . But if 00 
percent of the  profits  are  reinvested then  the  excess over half, th at  is 10 percen t, 
would be considered  to  be net  new investment and qualified equipment purchases, 
to the extent  of the 10 percent,  would give rise to an investment credit .

CONCLUSION

There can be no doub t that  tax tre ati es  have  a beneficial effect in f aci litating  
the movement of goods, services and  cap ita l between countries . The efforts of 
other nations  to develop a netw ork of tre ati es  indicate  the  impo rtance of these 
int ern ational agreements. The suppor t we have  received from the business com­
mun ities  engaged in inte rna tional tra de  and investme nt a t each sta ge in th e devel­
opment of our own now ex tensive network of t rea tie s also at tests  to the ir util ity.  
But  it  is time th at  we moved fu rth er  along in our efforts  to mit iga te the  effects of 
the anarc his tic  system where, despite the economic interdependence of nations, 
each country  appl ies its  tax  system as if it were alone in the world. This is an 
anachron ism that  should be elimina ted. A m ajor achievement in this process  will 
be the  esta blishment  of agreements  with  the  coun tries of Latin America. And to 
reach such agree ments we are  requ ired  to make  our contribution to accommoda­
tion to proper intern ational tax  relat ionship s, ju st  as those coun tries  a re required 
to make their  co ntribut ion to  such an accommodation. The B razi lian  tre aty  is the 
first  step in this direct ion. The tre aty is a balan ced agreement th at  can be con­
sidered to be of equa l worth to both par ties, which is th e essence o f in ternat ion al 
nego tiatio ns and arra ngemen ts.

The United States in many  ways has  indicated  th at  wherever possible it seeks 
to have private capital , ra ther  than public  aid, move to these Latin  American 
countr ies. The tre aty  before you is in an effort to remove tax  imped iments to the 
par ticipat ion  of American private enterp rise in Bra zil ian  economic development. 
I therefore urge your  approva l of this  tre aty with Braz il, so th at  the United  
Sta tes can thereby make its proper c ontr ibution  to intern ational tax  re lationships 
th at  will ass ist  in the furthera nce of p rivate  investment and trade with the Lat in 
American count ries.

Mr. Surrey. I will star t first with the two protocols, those with 
Canada and Trin idad and Tobago, because they are short and can be 
covered quickly.

TA X CO N VEN TIO N W 1T 1I  CA NA DA

The protocol with Canada is designed to eliminate a defect in the 
present Canadian-Uni ted States treaty. Under the present treaty  with  
Canada we reduce our rates of withho lding tax from 30 to 15 percent 
on investment income flowing to Canada. Canada does the same on in ­
come flowing to the United States. That reduction was designed to 
be a reciprocal benefit for Canadian and U nited  States  residents, and 
normally it would work out tha t way. Any investment income flowing 
to Canada would be taxed under the Canadian tax  system and the  
Canadian tax system is roughly  comparable to the U.S. tax  system, 
with one major exception. That exception is that if there  is a Canad ian 
corporation which receives its income from abroad, outside of Canada, 
and is owned by non-Canadians, then that corpora tion is not subject 
to Canadian tax. Consequently persons who desired to invest in the 
United States began to invest in the  United States th rough Canadian
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corpo rat ion s, and the reby obt ained the  benefi ts o f the  red uction in the U.S . 'w ithholding  ra te fro m 30 to  15 pe rcen t in ou r t re aty wi th Canad a.We cal led  t hi s to the  a tte nti on  o f Canad a. Ca nada  c han ged  the  rule  insofar  as new Ca nadia n corpo rat ion s were  concerned . Bu t it did  not change  the rul e ins ofar as ex ist ing  Ca nadia n corporati on s are  con ­cerned.
Th at  me an t th at  people sta rte d to buy  up ex ist ing  Ca na dian  cor ­po rat ion s, peop le from  outside  t he  Un ite d Sta tes , and use those as a mechanism to invest in th e Un ite d Sta tes .
Prior to the  recent amend ment to ou r trea ty  with the Dutch , a sim ila r sit ua tio n had  exis ted in the Ne therl ands  An till es where ho ld­ing  compan ies  were being forme d as a method of  inv est ing  ind ire ctly in the  Uni ted State s ra th er  th an  inv est ing  direct ly.  People from the  Mid dle  Ea st  or Lat in  America were  channe lin g th ei r investm ents th roug h the  Ne the rlands An til les  int o the Un ite d States  to get the benefit of  ou r Dutch tre aty,  w hich  was wr itten  not to benefit the whole world , bu t to benefit only Du tch  and  Ne the rlands An til les  residents, ju st  as ou r Ca nadia n trea ty  is not inte nded to benef it the  whole  wo rld,  but to  benef it on ly C an ad ian  residents.

CANADIA N CORPORATIONS OWNED BY NO N-C AN AD IANS

When we ca lled  t hi s pr ob lem  to the att en tio n of the  C anadian s they said the best way to  wor k it  out  wou ld be to amend the  Canad ian - Uni ted St at es  t reaty to say the benefi ts o f the  tre aty red uction do not go to  C an ad ian  cor porat ion s w hich are  not fu lly  taxed  in C ana da.  T his  wou ld exclude the  benefit of  th e  trea ty  to  tho se  Can ad ian  c orp ora tions which  a re owned by  non-Canadian s. That  wo uld, in effect, close a loop­hole  in  ou r trea ty  wi th Ca nada . Th is pro tocol with Ca nada  does ex­actly  th at . I t  will  eliminate th is  defect  in the  Canad ian  t reaty and con­seq uen tly  peop le who invest in th e Un ite d States  wil l, if  they come fro m trea ty  cou ntr ies , get the reduced ra te s;  if the y come from non­trea ty  cou ntr ies  will be sub jec t t o ou r 30 percen t rat e jus t as resu lted  fro m ou r cha nge in the Ne ther lan ds  An til les  tr ea ty  whi ch th is com ­mittee  app rov ed several  years  ago.
Thi s is a mat ter also of unfa ir  com pet ition because the re are  a numb er of America n ente rpris es  wh ich are  eng aged in at tr ac ting  fu nd s fro m abroa d and  the y do it  th roug h Am eric an corporati on s and  the y do no t like  to see th ei r comp eti tor s res or t to buying  up ex ist ing  Ca na dian  corpo rat ion s to tak e advanta ge  of  thi s defec t in the  tre aty.

TAX CONVENTIO N W IT H TRINIDAD-TOBAGO

Th e second m at te r before you,  the  second pro tocol, is th at  wi th Trin id ad  and Tobago. When Tr in id ad  and  Tobag o became inde ­pe nd en t they ca rri ed  wi th them  our trea ty  w ith  the Un ite d Kin gdo m. Consequen tly we ended up  with a trea ty  wi th Trini da d and Tobago. Tha t trea ty  f itted  the Un ite d Kin gdo m method  o f tax  and  the method ° f  tax  in Trini da d and Tobago then in effect. But with independence Trini da d has  cha nge d its  whole tax system and ou r trea ty  wi th them became outm oded. The y conseque ntly  renounced  th at  trea ty  seve ral ye ars ago, and  it ceased to  exist as of Ja nuar y 1966. They asked fo r ren egotiation . We  had a sim ila r problem  wi th the Uni ted Kingdom
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which also changed its tax system and we did renegotiate the United 
Kingdom tax treaty.

We have had discussions with Trin idad  and Tobago about a new 
treaty , and we are  progressing but there are stil l some problems to be 
resolved.

In  the meantime, Trin idad did not like to be put in the position 
of having a very heavy tax on foreign investment in Trinidad. They 
had adopted under th eir new system a 30-percent withholding tax on 
income earned in Trin idad  by foreign investment whereas up to then 
they in effect had no withhold ing tax. Tha t 30-percent withholding 
tax combined with thei r basic tax of 44 percent would be too heavy a 
tax on internat ional activity.

PA RENT-S UBSI DIA RY R ELA TIO N SH IP S

In this treaty they have reduced the tax from 30 to  5 percent with 
respect to paren t-subsidiary relat ionships (U.S. parents with Trinid ad 
subsidiaries) and U.S. companies that have branch operations in Trin i­
dad. This  is an interim arrangement, in effect, to accommodate their 
new tax system to an international  situation.

The Trin idad  Government would very much like this interim 
arrangement  to come into effect. Then we will proceed to work out 
the negotiation of those aspects of our  tax relationship with Trinidad 
which are less critical than this part icular matter of the tax rate on 
our branches or on our subsidiaries in Trinidad.

TA X TR EA TY  W IT H  BR AZ IL

Now, we come to the trea ty with Brazil. This is a full trea ty and 
not a protocol. I t is an important mat ter because i t will be our 28th 
tax treaty , if signed. But more important than that,  it would be our 
first treaty with a major Latin American country and our first treaty 
with any South American country.

The background is th is : Until a few years ago Latin American coun­
tries had no interna tional  t ax relationships with the rest of the world. 
They had thei r tax systems and they applied thei r domestic ta x sys­
tems without regard  to the normal rules of international  taxation.

In recent years they have become very interested in developing 
sounder economic relationships in the tax field and elsewhere with 
respect to investments from the industria lized world. All of the major 
countries of La tin America have commenced negotiations with Europe 
and with Jap an  to deal with thei r international tax relationships. 
They have also asked the United States whether it will join with the 
other countries in seeing whether a network of treaties can be estab­
lished between the industr ialized countries and the countries of L atin 
America. Brazil asked the United  States to  enter into negotiations at 
the same time t ha t it asked Europe  and Jap an to enter into negotia­
tions.

We, of course, from over 20 years ago have favored international 
tax treaties and we have now an international network of tax treaties  
with practical ly all of the industr ialized countries of the world and 
with practically  all of the European countries. The only two excep­
tions are Portugal and Spain  and we are negotiat ing treaties  with 
them. But we do not have treatie s with Latin America.

84- 89 0— 67------ 2
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TH E OECD MODEL CONVENTIO N

In our trea ties with the industrialized world we have followed the so-called OECD model convention, which is a model t hat  the OECD countries have worked out for the industrialized nations. For  example, the t reaty  with France  that  came to you just the other day is a com­plete revision of the French t reaty based on this  new OECD model.Most countries of the world have high tax systems. For example, the United States is a very high tax country when viewed from the eyes of the rest of the world because anybody who invests in the United States pays first the 48-percent corporate rate of tax  and then we with­hold 30 percent on any dividends going from the United  States. Con­sequently anybody who invests in  this  coun try and invests in ou r cor­porate enterprises in effect pays a tax of about 64 percent. Tha t is a very high tax for international transactions and, consequently, could tend to inhibit investment in th is country. The Europeans are in the same position, since they also have high taxes.
In  all our industrialized country treaties we have reduced that  30-percent tax. In our treaty with France you will find th at the 30- percent tax on dividends has been reduced in certain cases to 5 percent, and the French reciprocally reduced their  tax to 5 percent, which was lower than they had ever done before.

APPLICA TIO N OF INCO ME  TAX IN  BRAZIL

In all of these internat ional treaties  with industrialized countries, the country of the source of income is the country that says, we will accommodate our tax system to the rest of the world and bring  our rates down and our method of taxation down so we do not interfere with in ternational trade and investment. That has been the pattern of all the treaties you have approved with the industrialized countries.When we turn to the Latin  American scene we have the same prob­lem. The Latin American tax rates often are higher than our 48-percent rate, and they have a number of rules which tend to inhibi t or overtax our investors or our exporters or our people, our professional people who earn income from these countries. Consequently-----The Chairman. Are these personal or corporate taxes?Mr. Surrey. Both.
The Chairman. Whenever you say taxes, you are speaking of both.Mr. Surrey. Both.
For example, suppose an American lawyer or an American profes­sional man, an American architec t was hired to do a job in Brazil or other Lat in American countries, and was paid for tha t job and he never left the United States. I f he had been hired by any of the indust rialized countries of the world he would not worry about the foreign tax system. If  he did all his work here, lie would pay only the U.S. tax.But  i f he is hired by a Brazil ian company to design a build ing for them and never leaves the United States he may be subject to Brazilian tax today, which is not the basic international rule. So tha t he has to concern himself with the Brazilian system although everything  he does takes place right here.
The Chairman. He is also subject to American tax ?Mr. Surrey. He is also subject to American tax.The Chairman. In other  words, he pays a double tax ?
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Mr. Surrey. We do give a foreign tax credit, but in this par ticu lar 
case our foreign tax credit would not apply since we would say the 
income was all earned in the United States and therefore there was 
no reason for the imposition of the Brazil ian tax and he would be 
subject to taxes by both countries.

Now, these kinds of th ings don’t make sense and these are the things 
tha t one irons out in treaty negotiations. This particular  matter is 
ironed out in the trea ty with  Brazil and Brazil withdraws its tax in this  
situation where the services are all performed outside of Brazil.

Tha t is an instance of a situation where the personal income tax 
sometimes applies in Brazil.

Other instances of where Brazil has made accommodations to in­
ternat ional tax  standards are these—in this  fashion I will just  sum­
marize a few of the matte rs in the Brazil ian treaty where, in effect, 
Brazil, like the rest o f the Latin American countries, will bring  the ir 
systems into harmony with the interna tional  tax rules applicable to 
internat ional transactions.

RECOGNITIO N OF OVERHEAD EXPENSES

In a number of Latin American countries, if our investors or our 
exporters have branches in these foreign countries, and incur expenses 
for these branches outside of the foreign country—in other words, 
there may be overhead expenses which are attributab le to the opera­
tions in Brazil—these overhead expenses are normally not deductible 
in the foreign country, although they have to be paid by the branch or 
the subsidiary corporation in the foreign country. Among most in­
dustrialized countries these overhead expenses are deductible. But they 
tend not to be deductible in Latin  American countries, so that there is 
an excessive rate of tax in those countries because they are taxing  more 
than  net income. They are not allowing for the expenses t ha t are in­
curred by the  branch in Brazil or by the subsidiary in Brazil for the 
services tha t happen to be performed outside thei r country. It  is an 
outgrowth of systems tha t were not molded for international dealings.

In this treaty Brazil does allow a deduction, just as the United Sta tes 
has always allowed a deduction in s imilar situations for expenses in­
curred by firms operating  in Brazil for activities outside the United 
States.

REDUCTION IN  BRAZILIAN W ITHH OL DI NG  TAX

Another major  change in th is treaty is in the  Braz ilian withholding 
tax. Brazil has a withholding tax of 25 percent. Tha t tax, when com­
bined with their  internal  corporate taxes, comes to more than  the 
U.S. rate of 48 percent, and in many cases, therefore, produces excess 
foreign tax cred its; in o ther words, produces a ra te of tax tha t is not 
entirely absorbed by the U.S. foreign tax credit.

We had pointed ou t to the L atin  American countries tha t “ we don’t 
expect you to reduce your withholding taxes to the extent we would 
ask industrialized countries to do,” because we recognize that the re are 
mutual  re lationsh ips between these industrialized countries tha t don’t 
exist in Latin American countres. But we also point out to them tha t 
rates higher than 48 percent can have an inhib iting effect upon in­
vestment. Consequently, we think it is in their  interest, i f they are in-
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teros ted in a ttr ac tin g pri va te investm ent , to  ha ve their  r ate s of tax no t ge ne ral ly  h ighe r tha n the effective IL S.  r ate .
In  thi s tre aty  Brazi l reduces its  25-percent wi thh old ing  tax  to 20 perc ent in the  case of  d ividends from Br az il to the  U ni ted State s and  m the  case of U.S . branc h profits  earn ed in Brazi l. So th at -----
Senator Gore. May I  ask a quest ion, Mr.  Ch air ma n ?
The  C hair man . Yes.

EFF ECT OF INVE ST MEN T TAX CREDIT

Senator  G ore. Th en,  as I  un de rst and your sta tem ent , by th is  t reaty Brazil rou ghly conform s her  taxes of  U.S .-ow ned  corpo rat ion s to an appro xim ation of the  U.S.  tax ?
Mr. Surrey. T o an app rox imation  of  th e U.S . 4 8-percent ra te ; th at  is correct.
Senator Gore. Wh ich  means t hat  a U.S . corpo rat ion  o wn ing  a busi­ness in Bra zil will, by reason of the for eig n tax credit , pay  no taxe s on its pro fits  earned  in Bra zil to the  U.S . Governme nt, and  then the 

oth er provision of the  tre aty—the  inv estment cre dit —wou ld let them take investment cre dit  ag ain st pro fits ear ned  in the  Un ite d Sta tes , thu s sub sidizin g investm ent in Br az il,  wh ich seems to me to  make thi s tre aty ano the r p ar t of  the fo reign ai d package.
Mr. Surrey. Well, I would like to comment on th at  when I come to the  investmen t credit aspect.
Senator  Gore. Well, first, before  you come to  investment cre dit -----Mr. Surrey. T his  t reaty would, in effect, pu t the  U.S . cor poratio n investing in Br az il in the  same sit ua tio n as a U.S . c orpo ra tio n invest ­ing  in the  Un ite d Sta tes , because a U.S . corporat ion  inv est ing  in the Un ite d St ates  pay s a 48-perc ent  tax,  less the inv estment cre dit , and a U.S. corpo rat ion  inv est ing  in Br az il will  pay a tax  of,  rou ghly,  48 percen t to somebody. Now the  phi losophy of  ou r forei gn  tax credit,  and  I  suppose the  fo reig n tax  c redi t i s the basic asp ect  upon which the United  State s has  based its  i nte rnati on al  tax  rel ationships , is that  we will yie ld to  th e cou ntry  of  source to have first  claim  on the  t axpayer if t ha t country  of  source has a reasona ble  tax  system.
Se na tor  G ore. Yes, I un de rst and that . Bu t the  o vera ll effect is tha t thi s mean s that, a U.S. corpo rat ion  doing busin ess in Brazil will pay no taxes  to  the U ni ted  S tates,  but  will  get  an inv estment credit  aga ins t oth er profits  earned  in the  Un ite d Sta tes , in fac t, fo r investment abroa d or in Br azi l ?
Mr.  S urrey. Yes, bu t I say , be in the same positi on as an inves tor in the  Un ite d S tates.
Se na tor Gore. Yes. I can un de rst an d how the  U .S. corporat ion s do­ing busin ess in Bra zil would be tick led  pin k with th is  treaty . I can un de rst and how B razil  w ould  want  it  because  it subs idizes U.S*. inves t­ment in Brazi l. Bu t I can’t underst and how the  U.S . Governm ent wou ld w ant  it, since it  is a one -way  street.
Mr . S urrey. No.
Let  me indicate  to  you,  Sena tor , how the  Br az ilians would answer  you.  Braz il in this t reaty is m aking -----
The C hairman. We  will  hav e to recess for abo ut 5.or G min tes to vote  an d we will come back.
(S ho rt  recess.)
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The Chairman. The committee will come to order.
Mr. Surrey, perhaps you could proceed to make the record. I  think

the others will be back soon. We unfor tunately can’t control these 
meetings of the Senate. They weren’t scheduled when we set th is meet­
ing, bid- we had the alternative of either proceeding or to postpone 
the meeting, so we will do the best we can.

Mr. Surrey. Yes. 1 will reserve the answer to Senator  Gore's ques­
tion until the Senator returns.

The Chairman. He will be back in a minute if you can go on to 
make a record.

Mr. Surrey. I will go to some of the other aspects.

EF FE CT  OF VALUE ADDED TAX

The Chairman. I  will ask one question before. I forget it:  You were 
mentioning the French—the fact tha t a very large part of the ir internal 
tax is raised from the value added tax—what effect does that have on 
these agreements as to income taxes ?

Mr. Surrey. As you point  out, these agreements are only as to 
income taxes.

The Chairman. Yes.
Mr. Surrey. The French rate of income tax on corporations, which 

is the paramount form of investment, is high. It  is a 50 percent rate 
of tax.

The Chairman. On the net return afte r the value added taxes have 
been paid ?

Mr. Surrey. Have been paid.
The Chairman. I see.
Mr. Surrey. So the French rate  of tax is a high corporate rate  of 

tax, 50 percent, and with the ir withholding tax which, as I recall, 
is 25 percent, in a general sense insofar as international transactions are 
concerned would present the same p icture  as the United States would 
present to a Frenchman. The ir value-added taxes are largely internal 
excise taxes in the nature  of general sales taxes, and affect basically 
only thei r national prices rath er than thei r interna tional  prices.

The Chairman. Except  when they forgive the value added tax 
on exports which is an indirect  subsidy for exports, isn’t it? Tha t 
is another matte r, but it does have that, effect.

Mr. Surrey. That  is a difficult matte r and I think  you will find all 
shades of opinion as to how tha t question should be answered.

The Chairman. Well, proceed. 1 just  wondered how that worked.
Mr. Surrey. I just  want to mention a few other aspects of the 

Brazilian treaty, and I mention them in pa rt because I  think  we will 
find similar problems with respect to o ther L atin  American countries. 
In other words, I think  we will find that the situation in Brazil 
will not differ appreciab ly from elsewhere.

TAXIN G EXPORTERS TO BRAZIL

Let's take, for example, a U.S. firm that desires to export to Brazil, 
and it sells its goods in Brazil through an agent in Brazil who is an 
independent agent—that  is, he is a Brazilian  who is just in the import­
ing business—Brazil, under  those circumstances, often will tax  the U.S. 
exporter, largely because his goods are being sold in Brazil. In a sense,
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one can understand that  position, but it is not the international rule 
that has developed. The international rule that has developed is that 
in order to facilitate  export trade and to facilitate the establishment 
of commercial contacts a country in which goods are sold will not 
tax the exporter  unless the exporter has what is called a permanent 
establishment in tha t country—which means, unless the exporter has, 
in effect, a business presence of his own in that country, an office, for  
example, in which he can be said to be conducting business there 
himself ra ther than selling into the country through  an independent 
agent. That would be the rule in the United States.

We and the  industrialized countries of the world have gone further  
and said in treaties the tax will not  be imposed if the presence of the exporter is no more th an a showroom to display goods or an office to 
do research in marketing in the country, or an office for advertising 
purposes or the like. That is not sufficient business presence to warrant 
imposing a tax on the exporter  who is jus t selling into the country.

In this treaty Brazil adapts  its tax system to the international rule 
and says it will not tax our exporters to Brazil unless they have this 
so-called permanent establishment, which is the rule, as 1 say, in all 
other treaty countries. We, in turn , adopt the same rule with respect 
to Brazilian exports into the United States.

I did mention the  reduction in dividends in Brazil from 25 to 20 
percent, but I want to point out tha t the United States does not re­
duce its 30 percent tax on any Brazilian investment in the United 
States, for two reasons: One, there isn’t much Brazilian investment in 
the United States and, two, ne ither Brazil nor the United States, I 
think, is interested in encouraging Brazilian  capital to come to this 
country, because Brazilian capital can best perform its services to 
Brazil by being invested in Brazil. So tha t contrary to the usual pa t­
tern of treaties we do not reduce our rates of tax on such investment 
in the United States.

TAX ON INTEREST ON LOANS FROM U.S. F INANCIAL INSTITUTIONS

Brazil in this t reaty  reduces its  withholding tax of 25 percent to 15 
percent in the case of interest on loans from financial institutions  in 
the United States to Brazil. The reason tha t tha t is done is that the 
Brazilian tax of 25 percent is a tax on the gross interest. It  is simply 
a tax  of 25 percent on the interest paid by the Brazilian  who borrows from the U.S. financial institutions.

We impose a tax on tha t interest at a rate of 48 percent and super­
ficially it would look as if our tax being 48, is higher than 25 and, 
therefore, our foreign tax credit would readily absorb the Brazilian 
tax and, therefore, why are we interested in seeking a reduction in Brazilian tax?

The answer is that  our tax of 48 percent on interest earned on a 
loan to Brazil is a tax on tha t interest reduced by any expenses in ­
curred in making th at loan, which would include the cost of borrowed 
money in the Uni ted States. For  many, and as f ar as we can tell, for 
nearly all of our financial institutions, the American tax of 48 percent 
on the net interest earned will be lower than the Brazilian tax of 25 
percent on the gross interest. So that  our banks tha t lend to Brazil 
incur a tax in Brazil which is not absorbed by the U.S. foreign tax
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credit. We have pointed tha t out to Brazil and indicated that their  
rate of tax on interest is higher than  our tax on the interes t and it 
would be to the ir advantage to reduce that rate of tax. They did reduce 
the ra te of tax  on interest going to financial ins titutions to 15 percent, 
which will make it roughly comparable as far  as we can tell to the 
normal American tax. In some cases it will still be a higher tax, but on 
the average it  will be about where we are. There is a similar reduction 
in the case of royalties paid by a Brazil ian company to a U.S. com­
pany, where the ir tax is on the gross royalty—25 percent on the gross 
royalty—and our t ax is 48 percent on the  ne t royalty afte r allocation 
of U.S. expenses. Therefore, here also the Brazil ian reduction brings 
thei r tax down to about the level of the U.S. tax.

Tha t is the general patt ern  we have followed in this trea ty in say­
ing to Brazil,  “we are not going to ask you fo r the sort of tax conces­
sions that  we would ask of an industria lized country because we recog­
nize tha t is inadvisable. You need your revenue sources, you have your 
revenue problems which are acute. We do point  out to you tha t in 
those cases where your tax is higher than  what we are able to credit 
against the U.S. tax you end up by imposing a burden on the taxpayer 
which is higher than  the burden he would have in the United States.'5 
Therefore, when he comes to consider should he enter into this  transac­
tion in Brazil at least he has that  m argina l factor to look at th at since 
he will be paying a higher tax  burden than  i f he confines his transac­
tions to the United States. And it is t ha t marginal factor, which in 
some cases may be adverse, th at the trea ty is designed to eliminate in 
the interest of sounder economic relationships with Latin America.

Tha t has been the patt ern  in the trea ty. In  other words, it has been 
an attempt to say to Brazil “we want  to point out to you those mar ­
ginal areas where your tax system can ac t as a disincentive to an eco­
nomic re lationship.  In  some cases, o f course, the disincentive xyill be 
overcome by other  factors. But if you are interested in wanting to 
know what are the disincentives we point them out to you.” T hat  is 
what was done in this trea ty and these a re the disincentives the treaty 
corrects.

U .S . FO RE IG N TA X CR ED IT

This gets me back to the question Senator Gore asked: l>et me first 
say Brazil looked very carefu lly at these changes in their  system, 
as Brazil properly  should, because it should not give up revenue need­
lessly, and the United States  should not ask a foreign country in a 
developing situa tion to give up revenue needlessly. So Brazil said “we 
are giving up this revenue because we can see that in these marginal  
situations our taxes can have a disincentive effect." But then they say 
“what about your tax system? What are you doing to accommodate 
your tax system to the encouragement of economic relationships with 
our country ?”

Now, we can point out one very basic thing and that  is we give a for ­
eign tax credit, in other words, we say to Brazil , “we will let your taxes 
count first, and we will collect only the balance.” We say that  to the 
whole world. We have said it ever since 1918. But we have said it uni­
lateral ly without regard to treaties.

It  may have been we should have said that  on a bi lateral basis, but 
we have not. American investment would not proceed at all without the
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foreign tax  c red it because t hen , a st he Ch air man  po int ed  ou t, two .taxes 
would be imposed a nd the  overa ll burden of  two  taxes would be so great 
th at  in ter na tio na l investme nt would pract ica lly  cease. So we do make 
thi s ma jor concession to e veiy  co un try  in the wor ld, jus t as o ther coun­
trie s m ake to us, because they also— the  in dustr ial ize d countr ies —work  
out for eig n tax  credits  or  sim ila r approach es.

But Brazi l s ays “ well, that  is good and  true , but  you do th at  uni la te r­
ally  a nd  it is no specia l reg ard  f or  us. You do th at  to an ind ust ria lized  
cou ntry. But  wha t will you do wi th respect to the  c hanges and  conces­
sions  we make? '’ They go on to say “many of the  Eu rope an  countries 
will by tre aty exempt i nve stm ent  in d eve lop ing  cou ntr ies .'’

We say “we will not make th at  sor t of  concession.  W e do no t th ink it 
is proper.  We thi nk  t ha t if there  is any res idual tax  the  U ni ted State s 
taxp ay er  sh ould  pay  it. We do no t want to give our investors  in these  
cou ntr ies  such a favore d posi tion over investm ent  at  hom e as to bias o ur  whole tax  system.”

ENCOU RAG EMENT  OF U. S.  CAP ITA L GOODS INVE ST MEN T

But we then  po int  out  th at  the  Un ite d State s does give  an induce ­
ment to investment in machinery and  equ ipm ent  in the  Un tie d States  
of 7 p ercent. Th at  was a step adopted  in 1962 in pa rt , I  th ink , to  co r­
rec t w hat  m ay h ave been a bias  in ou r tax  system a ga inst investment in 
capit al goods,  an d to encourage  t ha t investment in capit al goods. Tha t 
was done in 1962, as a st ru ctur al  pa rt of the  U .S. tax system.

Xow, it was confined to dom estic investments  because we were con ­
cerned at that  time  in 1962 about the indu str ial ize d cou ntr ies  of the world .

I f  you will recall  in 1962 the  U.S. Treasury , the  a dm in ist ra tio n,  was 
gr ea tly  concerned  about the whole ou tpou rin g of  the inv estments  to 
Eu rope , and did  not wa nt in any way  to use the Am erican  tax  syste m 
to enco urage an ou tpou rin g of  investment to Eu rope . It  thou gh t th at  
Eu rope an  economic con dit ion s were  such  th at  inv estment in Eu rope  
should  take cer tainly  no more th an  its  na tu ra l course witho ut any  
stim ulus from  the  Uni ted Sta tes . So the whole  focus in 1962 was to 
enco urage capit al goods inv estment in the Uni ted Sta tes , and  no t to 
enco urage th roug h a ta x system inv estme nt in Eu rop e. We did not 
cons ider  the deve lop ing  cou ntr ies  of the  wor ld.

The Braz ilians now say  to us “you, in effect, hav e a dis incent ive  
again st investments  in ou r co un try  because Am erican  firms inv est ing  
in machinery  and equ ipm ent  in the  Un ited States  get  a 7 per cen t 
credit.  I f  th at  American firm wants  to  open a bra nch in Brazil and  
invest  in machinery and equip me nt it does no t get  the 7 pe rce nt 
cre di t.” T hey  say “you t al k alxiut sou nder economic rel ationships  w ith  
us, you ta lk  abou t encoura gin g Am erican  capit al to come to Lat in  
America, but  when  you look at  you r system  you do have  a bias a ga ins t 
investme nt in La tin  A merica because  o f th e Investment cred it.”

Then the y say to us “i f you are  not  wi lling  to completely exempt 
investments  here,  you should eliminate th at  bia s in re tu rn  fo r the  
concessions  that we, B raz il, are ma kin g.”

It  seemed to us th at  th at  was an ap pr op riat e arg um ent. I f  the  
I nited  State s is to  en ter  into sou nde r economic rel ati onsh ips  wi th 
La tin  America and  we ask these countr ies  to  m ake accomm odations in 
thei r t ax  systems to  in ter na tio na l tra nsac tio ns , then the  U ni ted  State s
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must look at its approach and recognize that international agreements 
involve accommodations by both sides and must therefore make its 
accommodations so that we can enter into a network of treaties with 
these countries.

EX TEN SIO N  OF  IN V ESTM EN T TA X CR ED IT TO BR AZ IL

Now, in this trea ty we, therefore, extend the investment credit to 
Brazil.

We had previous discussions with this  committee on this subject, 
and the Chairm an of this committee said in a letter last year to me 
that,  in elfect, there  was a feeling tha t if the  investment credit is to be 
extended to developing countries it should ibe on the same terms as in 
the United S tates, and we agreed. Therefore,  in this  treaty, the invest­
ment credit is extended on the same terms as in (the United States.

The Chairman. And it will exist only when it is applicable in the 
United States?

Mr. Surrey. Yes, Mr. Chairman. There is a provision in the treaty 
tha t if it is terminated  in the United States, suspended in the United 
States, changed in the United  States, then it shall automatically 
change in this treaty.

TR EA TY  MAY BE TER M IN ATE D IN  THREE YEARS

There is also a provision in this treaty  tha t afte r—let me say th at 
the treaty is limited to three years in the sense tha t either country may 
terminate  the entire t rea ty in three years. Now, I should mention this 
when Senator Gore is here—when he said, well, the Brazilians  would 
fall all over themselves in saying this was a wonderful t reaty because 
we extended the credit—the Brazilians, as I  tried to point out, made 
changes in this trea ty which they naturally want to reexamine ami 
see what the course of conduct is and they therefore preferred that  the 
treaty last only three years.

I was just saying, Senator Gore, before you entered, tha t the provi­
sion inthis treaty th at it can be terminated in three years at the instance 
of either government, was not put  in at the instance of the United 
States. We normally, if we put  a clause in of tha t na ture at all, put the 
time at five years. It was put in at the instance of the Brazilian Govern­
ment because the Brazilian Government was quite concerned about the 
concessions they were making in this treaty  and they wanted an oppor­
tuni ty to examine those changes and think about those changes. We 
thought tha t was proper and when they asked for three years we 
agreed to three years.

Eith er government may terminate  this in three years.
Tn addition, as I was pointing out to the  C hainnan when we were 

talking about the extension of the investment credit, the extension 
is on the same terms as in the U nited States, at the suggestion of the 
Chairman. So tha t if  the c redit is suspended or terminated or changed 
in the United States it automatically is changed in the treaty. More­
over the United  States reserves the right even if the treaty  continues 
afte r three years to terminate the investment credit clause without 
terminating the entire treaty . So that we could have an independent 
look at that part icular clause. But the Brazilian Government, in turn,  
if the investment credit were suspended or terminated in the United
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Sta tes , reserves  the  rig ht  to suspen d or  ter minate  the concessions it 
makes  to the  Un ited Sta tes . Consequently  the  reduct ion  of  the  25 
perc ent  wi thh old ing  ta x to 20 perce nt on div idends, and  the  25 percent 
wi thh old ing  tax  on roy alt ies  and inter es t to 15 perce nt can  be term i­
na ted  by Br az il if  we ter mi na te the  investment credit .

PU TTIN G  IN V EST M E N T  ON  AN  EQ UA L BA SIS

In  ne go tia tin g the  tre aty,  I  cou ld see no objection to th at  because 
it is pe rfe ctl y understandable  fro m th ei r sta nd po int. Bu t I  mentio n 
th at  to ind ica te th at  they are  m ak ing changes an d concessions in th is 
tre aty and accommodations to the U.S . taxp ay er , and I would  say 
accommodations in an effort  to  pla ce  investm ent  in th ei r coun try  on 
the  same basi s as inve stment in the Un ite d State s so th at  t hey will not 
impose b ar rier s to o ur  capit al or  to ou r e xporters . In  t ur n,  we will not 
impose ba rri er s in the in ter es t of  economic rel ati on sh ips  wi th them , 
as par t of the  very broad in ter es t th a t the  Un ite d State s has  in its 
economic rel ati onships  wi th  th e Lat in  Am erican  cou ntr ies .

Now, let me say t hat  the  othe r co untrie s of the world  ha ve recogn ized 
th is same prob lem. Brazil has conclud ed a trea ty  wi th Ja pan ; Bra zil 
has  con clud ed a trea ty  wi th Sweden . In  these tre ati es , Ja pa n and  
Swed en make concessions to th ei r investors  in  B razil , an d I migh t say 
they make concess ions of  a kind  whi ch I  th in k are  no t rea lly  in the  
long run interest, and  which we wou ld not make  in ou r tax  system 
because we th ink it would be un fa ir  to ou r investors  in the  Un ite d 
Sta tes . We  have, the ref ore, sou ght to make ou r in ter na tio na l accom­
mo dat ions wi th Bra zil and  with the  rest of Lat in  America by say ing  
th at  we will remove ou r dis inc entive and  place investment in thei r 
cou ntr ies  on the same basis as investments  in  the Un ite d State s insofar  
as the investment cre dit  is con cerned.

FO CU S OF U .S . IN V ESTM EN T TA X CR ED IT

Se na tor Gore. Bu t, Mr. Su rre y,  when we were urged to pass  the  
inv estment tax  cre di t we were  urged to do so to enc ourage  people to 
invest  in  the  Uni ted State s in orde r to meet forei gn  com petition . 
Now, you list as a vir tue  of thi s bill th at  we tu rn  aro und and  give th is 
sub sidy to investment in Brazi l the same as we do here  in the United  
Sta tes . Inste ad  of that  being  a vir tue , I would say it would be a severe 
hand ica p to the tr ea ty .

Mr. Surrey. I mentioned th at  earlie r, bu t let  me resp ond  in th is 
wa y: In  1962 when the  inv estme nt cre di t was  a dopte d we were focus­
ing  on two  th ings. We  were focu sing , one, on wh eth er the  U.S. system 
as a whole had  an inhere nt imp ediment, bias  or wh at  you will,  a ga ins t 
investment in capi tal  goods and wh eth er there shou ldn ’t lie an  en ­
cou ragement  to inv estme nt in ca pi ta l goods , to  the mo der niz ation  of 
ma chine ry and  eq uipment. That  was one t hi ng  we were  focu sing on.

We were also foc using on—a nd  you  were  one of  the pr incipa l 
pro ponents  of th at  aspect—ou r ca pi ta l outflow to  West ern  Eu rope , 
an d we believed th at  we sho uld  no t hav e a ca pi ta l outflow to 
Western  Eu rope  mo tivate d by the tax situa tion. T hat ca pi ta l outflow 
to  We ste rn Eu ro pe  was mo tivated by tax concessions the  Un ite d 
St ates  made in one way or  a no the r to  i nvestme nt in We ste rn Eu rope , 
tax -ha ven  opera tions and  the like,  and also in pa rt  mo tivated bv the
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fact tha t European tax rates may have been somewhat lower than 
U.S. tax rates due to very liberal depreciation allowances and  credits. 
So, in 1962 we were focusing on tha t and, therefore, we said tha t we 
will attem pt to withdraw our tax concessions on investments in the 
industrial ized countries and we did, in la rge part , and I say in grea t 
par t through your efforts, Senator,  and we also brought our corpo­
rate system roughly in line with that  of Western Europe through the 
investment credit and depreciation reform. We did not specifically con­
sider the developing countries in this context.

Now, the United States, in all of its programs, has taken special 
notice of investment in the developing countries and especially La tin 
America. We have our guidelines for investment in Europe, but 
we do not apply those guidelines and those voluntary restrictions to 
investments in Latin  America. We have investment guarantees in 
Latin America and the like. These are national policies with respect 
to private investment and I suppose they involve saying that there 
is a broad interest  in the United States in economic relationships 
with these developing countries, and tha t broad interest at least ex­
tends to not having a disincentive to private capital in Lat in America.

INVESTMEN T TAX CREDIT IS FOREIGN AID

Senator  Gore. Well, I  unders tand that, Mr. Surrey. We have foreign 
aid in several different categories: One, which is direct foreign aid. 
Two, investment tax credit, investment guarantees. Third, an inte r­
national loan program. Then more recently we have had the soft loan 
windows of the Inter-American Development Bank and the Asian 
Development Bank, and now we have by way of trea ty foreign aid 
subsidizing investment in Brazil. If  this treaty is ratified, it is the 
position of the Administration to conclude such treaties with all Latin 
American countries. So what we are really considering here is an 
additional facet of foreign aid by way of treaties.

Mr. Surrey. Well, you say foreign aid. That has a connotation, I 
think tha t I would like to put a b it differently. It  is saying tha t the 
American tax system will not have a disincentive for priva te invest­
ment in L atin  America, so tha t in the marginal cases priva te invest­
ment can make its contribut ion to the economic relationships and the 
economic g rowth of these countries. And also, I would say, so tha t 
the United States  will remain on a pa rity  with the rest o f the ir world 
in its economic relationships with these countries.

REPATRIATION OF CAPITAL

Senator  Gore. I would like to analyze t ha t fo r just a moment. Your 
treaty provides that  Brazi l will approximate her taxes to tha t of the 
United  States, which means when we apply the foreign tax credit 
that U.S. investors in Brazil will pay no tax to the U.S. Government on 
the ir profits earned in Brazil. Then Brazil would retain her withhold­
ing rate at 20 percent to discourage any repa triation of capital.

Mr. Surrey. No.
Senator  Gore. To the United Sta tes?
Mr. Surrey. No, I don’t think so. The Brazilian tax rate—I am sorry, 

I d idn’t make it clear, Senator.
Senator Gore. Yes.
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Mr. Surrey. The Brazilian tax rate, approaching 48 percent, is a combination o f the domestic Brazi lian corporate rate and the with­holding rate.
Senator Gore. Withholding, thank you very much.
Mr. Surrey. So it is the combination of both tha t yield that  48 percent rate, so tha t on repat riation to the United States  there isn’t tha t discouragement of repatriation.

subsidy for investment in brazil
Senator Gore. Now, I would be prepared to consider more favorably the gran ting  of investment credit for investment in Brazil if it were confined to the taxes the taxpayer owed on the profits he earned in Brazil. But when you enter into a treaty  which provides in essence tha t taxpayers will pay no taxes to the U.S. Government on th eir profits earned in Brazil, and then on the other hand give them credit against taxes owed on profits earned in the United States for their  investment in Brazil, it adds up to a subsidy for investment in Brazil. If  tha t isn’t foreign aid—maybe you don’t like the term “foreign a id,” but it is aid to Brazil. It  is aid to the companies operating in Brazil , if you don’t like the words “foreign aid.”

FIN A N C IA L  EX TR AC TI ON S FR OM  COM PA NIE S

Mr. Surrey. Here is where I think  I  put  i t differently. I think there is in the way you present it, although I don't think  you intended to imply it, some implication tha t these companies somehow are getting benefits tha t others don’t get in the  United  States. Now, th at isn’t the case. These companies-----
Senator  Gore. You fleeth where no one pursueth.
Mr. Surrey. I beg your pardon.
In other words, when one looks at the financial extractions from them by the governments combined, the financial extractions from them do not, differ from the financial extractions tha t exist if they make their investments in the United States. They are paying  taxes to governments.
Now, the United States has said—and I think  this is the hear t of the matter—the United States has said “in our interna tional  relation­ships we recognize a financial extraction by a foreign countrv as a financial extraction from the taxpayer and we do not exact additional financial extractions from him beyond the American level of 48 percent.”
Now, many of our international  companies do not pay taxes to the United  States. Many of them pay far greater taxes to foreign coun­tries. In some instances our American companies will continue to pay taxes to Brazil greater than in the United States. But even where this is not so the taxpayer himself, the organization, has a financial extraction  from him that does not differ from the financial extraction any American taxpayer has.
Brazil is saying “we are interested in a ttrac ting  pr ivate  capi tal; we believe private capital will help to build up our country .’’ They say tha t to the Japanese, they say it to the Western Europeans and they say it to us: “We look at the combined tax systems of your country and our country, and we see that the financial extractions both of us
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are making are grea ter than the financial extractions tha t would be 
made singly. And, there fore, there is that impediment to investment.”

Now, they say “what can we do to eliminate that  impediment?” 
And they say “we will draw back our financial extractions, we will 
draw back the power of our tax system so that we are  not exacting a 
financial extraction grea ter than you would exact from your com­
panies.” And they say in turn  to us, “if you are really saying that you 
are interested in economic relationships between our countries  and if 
you are really interested in joining with us in building  up an economic 
structu re, which also is of benefit to the United States through ex­
panded markets and so on, then you should join with us in 
removing an excess financial extraction. Thus both of us combined 
can contribute to leaving a financial extraction that is not higher  than 
a company would have if it chose to stay in the  U nited States .’ 

Senator  Gore. I think  I would go along with you-----
Mr. Surrey. That  seems to us a fai r international  approach to a 

situation where it is in the interest  of the  United States.
Let me say parenthetically, Senator, if we had a situation in which 

a foreign country would not say tha t to the  United States, would not 
make its concessions, we would not extend the investment credi t. In 
other words, I do not say this is automatic, and I think that  should be 
clear. We would not in Latin  America extend the c redit to a foreign 
country which in tu rn  is not willing to reduce its financial extractions 
to the American level.

AP PLICAT ION OF MOST  FAVORED NA TIO N CLAUSE

The Chairman. The principle  of the most favored nation clause 
does not apply to taxes.

Mr. Surrey. It has never applied to tax treaties.
The Chairman. It never has.
Mr. Surrey. Which is a very important point.
The Chairman. I hadn 't though t of it. W hat are the limits of the 

most favored nation clause, or does it apply? I know to  some of the 
things it does, but what are some of the limitations, do you know ?

Mr. Surrey. I do not know personally, and I think it may depend 
upon each part icular situation . But I know it does not apply in the 
tax field and each country makes its  own fiscal accommodations, but 
it makes it with an-----

The C hairman. It  applies to ta riffs ; but is that all it applies to?
Mr. Kubisch. I believe so.
The Chairman. Only to tariffs?
Mr. Kubisch. I am not certain, but I believe so.
The Chairman. I hadn’t thought of it until you mentioned it, but 

it comes up in regard to tariffs, I know, quite often.
Mr. Surrey. Yes; tha t is right.
But if Brazil makes a concession to Sweden in a tax treaty , it does 

not have to make the same concession to us.
The Chairman. And we do not.
Mr. Surrey. We do not either.

REVENU E EF FECT  OF TREA TY

The Chairman. Wh at effect would this trea ty have upon the 
revenues of the U.S. Government ?
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Mr. Surrey. Th e revenue aspects  of th is tre aty are  qui te mi nor and 
I th ink th is is a po int  th at  I  s hou ld touch on. I  do not wa nt  to g ive th e 
imp ress ion  th at  we are  ta lk ing abo ut vast sums, because we are  not.

The Chairm an . Wh at  is the  amount?
Mr. Surrey. I t  is ou r bes t guess th at —for  example, la st  year  the  

revenue effec t would be neg ligible because  there  was a ne t outflow 
of  in ves tment  from  B raz il.

The Chairm an . Fr om  Br azil?
Mr. Surrey . 1965; th a t is r ight . A  net outflow.
The C hairm an . W ha t is th e es tim ate d reven ue cost------
Mr. Surrey. Of course,  that  depen ds on th e level of investm ents, b ut  

I  wou ld say  under $5 millio n fo r a cu rre nt  year,  as respec ts ou r best 
judg me nt  o f investment in Br az il.  Th at  is w hat  the  investment credit  
clause wou ld cost. I f  I  ha d to est imate  fo r all  of Lat in  Am erica, I 
would  say th at  the cost o f e xte nd ing  th e inv estment cred it wou ld come 
to und er  $15 million f or  all of L at in  Am erica.

The C hairman. You ar e sp eak ing  now j us t of inv estment cr edit ?
Mr. Surrey. That  is the  only cost  we incur .
Th e Chairman . T he re  are  no othe r ove rall  effects on ou r income?
Mr.  S urrey. Tha t is corre ct.
The C hairman . Tax  income ?
Mr.  S urrey. Bas ica lly,  th at  is correct.

AMERICAN INV EST MENT IN  BRAZIL

Th e Chairma n. W hil e we ar e on th at , wh at is the  pre sen t level of 
Am erican  investment in  Br az il ?

Mr. Surrey. In  1965 there was a ne t outflow of inv estment from  
Braz il because  of problems in  Br azil.

I  do no t have the  final sta tis tic s fo r 1966, b ut  I  th in k it  would be 
es tim ate d fo r 1966 at  arou nd  $85 mil lion . We  have  a bil lion do lla rs 
inv ested in Braz il.

Th e C hairman. Cum ula tive to tal  ?
Mr. Surrey. Cu mu lative.  In  the  y ears 1963, 1964, and 1965, the  ne t 

resu lt was negative. In  1966 it beg an to tu rn  up,  pa rt ly  because  of  
investment guara nte es,  par tly because of a lot  of othe r fac tor s asso­
cia ted  wi th Brazi l, such as currency stabil iza tion. And  it  was ju st  in 
1966 th at  the  B razil ian  G overn ment came to the  r eal iza tion th at  i nt er ­
na tio na l acco mmodat ions  would  be he lpfu l to it, and it  was in 1966 
th at  they  sent  t he ir  t ax  n egoti ato rs to Eu rope , Ja pa n,  and  the  U ni ted 
St ates  to ask wh at is the re in the  i nterna tio na l trea ty  world  t hat  will 
fa ci lit ate investment in th ei r cou ntry . Tha t sta rte d in 1966 w hich, I 
th ink,  repre sen ted  a  new a tt itud e on the  p art  of  t he Braz ilians tow ard 
forei gn  investments g enera lly  in t he ir  country.

Now,  sim ila rly  there are concess ions by the  Br az ilian  Governme nt 
in th is  t reaty,  reve nue  concessions  which  are  difficult to estimate. Our  
best est ima te is th a t the y would be somewhere  in the  neighb orhood  
of, I  think , $3 to $4 mi llio n. In  oth er words, I th in k the y do ma tch  
ou r concession, but it  is h ar d to say because an d some o f the concessions 
such  as th at  re ga rd ing the pe rm anent est ablishm ent are  ne ar ly  im­
poss ible to  measure . But  looking at  the  tre aty as a whole I  th ink 
it  is balanced, and I  do wa nt  to  em phasize  that  th e revenue cost to the 
Un ite d State s is very  m ino r. To  p ut  i t in some p ersp ect ive , the invest-
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ment credit in the U nited States runs at a level of $2l/> billion. Now, 
we are talking here of an extension of that  credit which, I  think  for 
Brazil, at least looking ahead, would be under $5 million and looking 
at all of Latin America, I do not see rising above $15 million, and I see 
in most cases matched by appropria te revenue concessions on the par t 
of the other governments involved in the interest, as I said, of leaving 
companies in the same position as they would be in this country. 

SU BS ID Y FOR U .S . IN V E ST M E N T  IN  BR AZ IL

Senator Gore. But be it  $5 million or $50 million it operates as a 
subsidy from the U.S. Treasury for investment in Brazil.

Mr. Surrey. It  operates to extend the benefits of the investment 
credit to U.S. investment in Brazil .

Senator Gore. You are saying in technical terms what I have said 
in practical terms.

Mr. Surrey. If  you want to say tha t the subsidy that we now 
give-----

Senator Gore. You can say it a third  way if you want to.
Mr. Surrey. If  you want to say that  a subsidy we give to investment 

in the United  States  for good and sufficient reasons, th is same benefit 
would be extended to the U.S. company investing in Brazil.

Senator Gore. Do you have a list of the companies that would share 
this $5 million ?

Mr. Surrey. No, I don't, because tha t would depend on which com­
panies are going ahead and making investments.

Let me indicate, Senator, tha t the investment credit is the same for 
the Uni ted States  with one exception and th at is tha t the company has 
to be making a net new investment in Brazil.

Senator Gore. I understand  that.
Mr. Surrey. Consequently, a company that withdraws its profits 

from Brazil under  certain conditions does not get the investment 
credit. I do not have a list because I jus t don' t know which of the 
companies will be investing in Brazil.

Senator  Gore. Thank you, Mr. Chairman.

A N Y  OPP OSI TIO N TO  BR AZI LIA N TR EA TY ?

The Chairman. Mr. Surrey, do you know of any objection from 
any source to the Brazi lian treaty ?

Mr. Surrey. I do not know of any objections to the Brazilian t reaty  
in this  sense. I think all of the business organizations tha t I have 
talked  to and discussed this with, believe that the Brazil ian treaty 
should be approved. Now, I think there are some who would have 
said “why didn’t you get more concessions from Brazil." 1 think 
there are stil l aspects of the Brazilian system that we should consider 
and we have had discussions with Brazil and I believe that there will 
be improvements in time in the Brazilian system. I also think there 
are some companies tha t have some very technical questions with 
the very minute details of the investment credit , which are inevitable 
as you go along and which they have asked us to keep in mind when 
we negotiate with other countries.

The Chairman. Tha t doesn’t mean they are opposed?



28 TAX CONVENTIONS

Mr. Surrey. I do not know of any business organization or any business tha t is opposed to the Brazil ian treaty. And on the other hand, 1 th ink they recognize tha t the Latin  American countries are now, for  the first time, being concerned really with private investment in the ir areas, and they feel that the United States will have to main­tain  its position in Latin  America and tha t one way of mainta ining its position is to have the internationa l tax accommodation which the other countr ies of Europe are achieving.
The Chairman. Can you say the same thing  about the conventions with Trinid ad and Tobago and Canada?
Mr. Surrey. Yes, I know of no objections to tha t or to Canada.

APPLICAT ION OF INVE ST MEN T TAX CREDIT TO EXTRACTIVE IND USTRIES

The Chairman. I understand investment tax credit does not apply to extractive industries; is that so ?
Mr. Surrey. The investments credi t does not apply to the extractive part  of extractive industries; tha t is correct. No American company extracts  oil in Brazil as I understand it. There is some mining in Brazil.
The Chairman. Some iron ore?
Mr. Surrey. Beg your pardon?
The Chairman. Some iron ore, some minerals?
Mr. Surrey. Yes, iron ore and bauxite.
Senator Gore. I don’t know why companies would object because in testimony on this subject last year, Mr. William L. Hearn  of United States Steel testified that the 7 percent investment credit for investment abroad was a gif t, I don’t know why they would object to San ta Claus.
Mr. Surrey. T suppose he would say that the investment credit in the U nited  States would be a gift and United  States Steel may have its atti tude on the investment credit in the United States. It has helped to modernize United States  Steel, however, which I think is helpful to the United States.
The Chairman. Senator Pell ?
Senator Pell. Thank you, Mr. Chairman.

SUPPOR T FOR 19G2  INVE ST MEN T TAX CREDIT

I would ju st like to  reinforce Senator  Gore's recollection as to the reason we agreed to the 7 percent investment credit in 1962. I know in my par t of the country we urged support of it  because of the question of foreign competition to upgrade our own industrial plants  immediately. Th at was the main  selling point  to my people, as I recall, at that  time.
Secondly, I must say I have always agreed with the statement tha t consistency is the  m ark of the small mind but yours seems very large when I was going through your statements in 1958 opposing any special privileges or provisions to foreign countries, I think in connection with tax treaties.
I think  also since you mentioned the letter from our Chairman, Senator Fulb right, it would be advisable, i f it is agreeable with the Chairman, to have the entire correspondence included in the record at this point.
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Senator Morse (presidin g). The entire correspondence will be 
included in the record at this point.

(The correspondence refer red to above follows:)
T re as ur y D epa rtm en t, 

W as hi ng to n,  D.C., J u ly  26 ,1966-
Hon. J.  W. F ul br ight ,
Cha irman , For ei gn  R ela tions Com m it tee,
U.S. Se na te , W as hi ng to n,  D.C.

Dear Mr. Cha ir man  : The  pe nd in g ta x  co nv en tio n be tw ee n th e U ni te d S ta te s 
an d T hail and  in cl ud es  a pr ov is io n g ra n ti ng  U ni te d S ta te s ta xpayers  a 7 per ce nt 
cr ed it  fo r new in ve st m en t in  T hai la nd. In  cert a in  re sp ec ts  th is  c re d it  mec ha ni sm  
di ffer s from  th a t of  th e  7 per ce nt cre d it  al lo wed  under  th e In te rn a l Rev en ue  
Cod e fo r do mes tic  in ve st m en t.  I  unders ta nd  th e qu es tion  has  be en  ra is ed  in  
yo ur  Com m itt ee  w heth er th es e di ff er en ce s m ig ht  be  el im in at ed  so th a t th e 
tr ea ty  cre d it  wou ld  pr od uc e be ne fit s no g re a te r th an  thos e av ai la ble  und er  
th e do m es tic cr ed it .

Th e usu al  m an ner  fo r ef fe ct in g su ch  a mod ifi ca tio n wo uld be  to  in cl ud e a 
re se rv at io n  in  th e  re so lu tion  co ns en ting  to  th e  ra ti fi ca tion  of  th e  tr eaty . The  
att ac hed  d ra f t of  su ch  a re se rv at io n,  to  which  th e  T re asu ry  wo uld not ob jec t, 
wo uld fu lly ac co m pl ish th is  ob jec tiv e.

Th e re vi se d tr e a ty  cre d it  in co rp ora te s al l of  th e  op er at iv e pr ov is io ns  of  th e 
do mes tic  cr ed it . The  do m es tic  cre d it  ap pl ie s on ly  to  pur ch as es  of  m ac hi ne ry  
an d eq ui pm en t fo r us e pre dom in an tly  in  th e  U ni te d Sta te s.  In  e ffect,  th e st a rt in g  
po in t of th e  re vi se d tr e a ty  cr ed it  is  to  ex te nd th e  do mes tic  cre d it  to  pu rc has es  
of m ac hi ne ry  an d  eq ui pm en t fo r us e in  T ha ilan d. Thu s,  th e  tr ea ty  cr ed it , like  
th e do mes tic  cr ed it , wou ld  be  av ail ab le  on ly  w it h  re sp ec t to  th e ac qu is it io n 
of  de pr ec ia bl e ta ngib le  pe rs ona l p ro p e r ty ; th e  li m it a ti ons of  th e do m es tic  cre d it  
re la ti ng  to  us ed  pro per ty , th e  us ef ul  li fe  of  th e pr oper ty , an d th e  am ou nt  of  
ta x  li ab il it y  ag a in s t w hi ch  th e  cre d it  may  be ta ken  are  al so  in co rp or at ed  
in th e tr ea ty  cr ed it . In  ad di tion, th e  pr ov is io ns  of th e  do mes tic  cr ed it  re la ti ng  
to  a re cap tu re  of  th e  c re d it  up on  a p re m atu re  di sp os it io n of th e  pro per ty  are  
mad e ap pl ic ab le  under th e  tr e a ty  cr ed it . So me  of  th e  min or  te ch ni ca l pr ov is ions  
of  th e  do mes tic  cre d it  a re  no t sp el led  ou t in  th e tr ea ty , bu t a re  im plici t an d 
w ill  be  co ve red in  det ai l in  th e  re gula tions which  th e  T re asu ry  is  aut hor iz ed  
to  pr es cr ib e under para g ra p h  (5 ) of  th e a tt ached  A rt ic le  5.

I m ig ht  al so  po in t out  th a t para g ra ph  (4 ) co nt em pl at es  th a t if  mod ifi ca tio ns  
a re  mad e in  th e  do m es tic cre d it  or if  th a t c re d it  is  su sp en de d o r te rm in at ed , 
th es e ch an ge s w ill  au to m ati call y  appl y to  th e tr e a ty  cr ed it .

The  ba la nc e of  A rt ic le  5 re la te s to  ad d it io nal lim itat io ns,  includ ed  in  th e 
pre se nt a rt ic le  of  th e pe ndin g tr ea ty , w hi ch  a re  ne ce ss ar y to  in su re  th a t th e 
ob ject ive of  th e  tr ea ty  cre d it  w ill  be ac co mplish ed . I wo uld lik e to  em ph as ize 
th a t th es e pr ov is io ns  m er el y li m it  w ha t wou ld oth er w is e be  av ai la ble  und er  
th e do mes tic  cr ed it , and in  no  w ay  exte nd th e be ne fit s of th e  do mes tic  cr ed it.

The  addit io nal  li m it a ti ons a re  ba si ca lly  th re ef ol d.  The  fi rs t lim it s th e cr ed it  
to  th os e si tu ati ons w her e ne w ca pit al  is in  fa c t in je ct ed  in to  T hai la nd.  Th us , 
unl ik e th e ca se  of  th e  do m es tic cr ed it , an  ex is ting  T hai  bu sine ss  w ill  not be 
enti tl ed  to  a cre d it  m er el y by  purc has in g ne w m ac hi ne ry  an d eq ui pm en t;  
in st ea d,  th e cap it a l us ed  fo r su ch  purc has e in it ia ll y  wi ll ha ve  to  be new 
cap it a l ra th e r th an  fu nds pre se n tly  on  han d or  fu nds  bo rrow ed  in  T hai la nd.  
Second , th e  cre d it  is  av ail ab le  on ly  w ith re sp ec t to  m ac hin er y and  eq ui pm en t 
us ed  in  a qu ali fie d “t ra d e  or bu si ne ss .” The  li s t of  qu ali fie d tr ades or  bu sine sses  
in  para g ra ph  (3 ) (c ) of  th e  re vi sion  fo llo ws th e one in th e pe nd ing tr eaty , 
w ith  th e ex ce pt ion th a t ce rt a in  pu bl ic  u ti li ti e s ha ve  been  el im in at ed . The  th ir d  
lim it a ti on  is th a t th e  cre d it  al lowed  fo r an y ta xab le  yea r may  no t exceed th e 
am ou nt of U ni te d S ta te s pro pert y  purc has ed  fo r us e in th e Tha i bu sin ess.

I f  you sh ou ld  ha ve  an y que st io ns  ab ou t th e  a tt ac hed  d ra ft . I wo uld  be  ha pp y 
to  di sc us s th em  w ith  you. T he  d ra f t has al so  be en  di sc us se d in det ai l w ith Dr . 
W oo dw or th , Chief  of  Staf f, Jo in t Co mmitt ee  on In te rn a l Re ve nu e T ax at io n,  
wh o is pr ep ar ed  to  di sc us s it  w it h  you if  you shou ld  so de si re .

I wo uld  appre ci at e th e  opport unity  to  di sc us s th is  le tt er,  an d o th er  m att ers  
re la ti ng  to  th e T hail and  tr ea ty , w ith  you r Co mm ittee .

Si nc erely yo ur s,
Stanley  S. Surrey,

A ss is ta n t Se cr et ar y.
84 890— 67------3
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[In sert to be included at the  end of the resolut ion of ratif icat ion of the Thai treaty .]
Subject to the  reserv ation , which is hereby  made a pa rt and condit ion of the resolut ion of ratif ication, that  A rticle  V be amended  to read as fol low s:

Article 5
(1) (a)  An eligible investor in an eligible corporation shall be allowed as a credit again st the U.S. income taxes otherwise payable,  an amount equal to 7 percent of h is allocable share of th e applicable percentage  of the eligible  property  placed in service by the eligible corporation dur ing the  corporation’s taxable year. The credit  shall  be allowed in the  taxable year of the inve stor  in  which or with  which such taxable year of the corporation ends. The amount of the  credit, however, shal l no t exceed the  lesser of—

(i) 7 pe rcent of the eligible investo r’s net  new investment for  his taxable  year  (as  defined in pa ragraph (3) ( f ))  ; or
(ii ) the  amount of U.S. prop erty  acquired by the  eligible corporation, 

during its  taxable  yea r in which it  placed the eligible prop erty  in service or dur ing  the preceding taxable  year, and att rib ute d to the eligible investor.
(b) Notwith standing  subp arag raph (a ),  the cred it allowed for  any taxable yea r sh all not  exceed—

(i)  so much of the liab ility  for U.S. income tax  for  the  taxable yea r as does not  exceed $25,000, plus
(ii)  25 percent of so much of such liab ility  a s exceeds $25,000.

For  purposes  of thi s subpara graph, such liab ility  shall  be computed af te r all allowable credits  o ther  than the  c red it allowed by section 38 of the U.S. Inte rna l Revenue Code (rel atin g to a credit  fo r domestic investm ent) . If  the  amount of the credit  allowed unde r subparagraph  (a) exceeds the  limi tation provided in this  subparagraph,  the unused credit sha ll be ca rried f orw ard  f or a period not in excess of five years.
(2) (a)  If, before the close of  the usefu l l ife of any eligible property  which was taken into  account in computing the  credi t in pa rag rap h (1) —

(i)  the  eligible corporation disposes e f such eligible p rope rty ;
(i i) such property ceases to be elig ible pro perty ;
(ii i) the  eligible corpo ration or the  eligible investor ceases  to be el igible; or
(iv) the  eligible investor disposes of his inves tmen t in the  eligible corpora­tion,

then  t he  U.S. income ta x of the eligible  inves tor shall  be increased (or the  cred it car ryover  shall be decreased)  by an amount equal to the aggregate decrease in cred its allowed for all pri or yea rs which would have resu lted solely from sub­stituting,  in the  computation of the  cre dit  for such years , fo r such useful life the  perio d beginning with  the  time  such property was  placed in service by the eligible corporation  and ending with the date of the event specified in this subpara graph.
(b) If  an eligible investor withdraws any property  from an eligible corp ora­tion, the  U.S. income taxes othe rwise payable by such eligible inve stor  shall  be increased (or the credit  c arry ove r shall  be decreased) by an amount equal to the aggrega te decrease in cred its allowed for  the p rior three year s which would have resulte d solely from subs titu ting , in the com putation of the limitatio n of the cr edi t for  such years, the recomputed amount of new investm ent made by such eligible investor  in the eligible corporat ion in such years.  For  purposes of thi s sub par a­graph, a withdrawal from the eligible  corporation by a person rela ted  to the eligible investor, or a  w ithdra wa l by the  eligible investor  or a  r ela ted  person from ano ther corporation conducting in Tha iland a trade or business  s imi lar or rela ted to a trade or business conducted by the eligible corporation may, und er regula­tion s prescribed  by the  Secretary of the Treasury of the  United Sta tes or his de le­gate , be considered to be a withdrawal by the  eligible investor  f rom the eligible corpo ration.
(3) For purposes  of th is Arti cle:
(a ) The term “eligible investo r” means a resident  of the  United Sta tes or a U.S. corporation which owns, or und er regu lations presc ribed by the Secreta ry of the Treasury of the  United States or his delegate, is a member  of  a group of U.S. residents or corp orat ions  which owns, at  l eas t 25 pe rcen t of the  tot al com­bined voting power of the stock of an  eligible corporation.
(b) The term “eligible corp oration” means a U.S. corp oration  or a Tha i cor­pora tion  if, for  its taxable year, it derives  at  least 80 perc ent of its  gross in-
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come, if any, from, and  at  least SO percent of its asse ts (inc luding asse ts locate d 
outside Th ail an d) are  used or held for use in co nnect ion with , one o r more of th e 
qualified tra des or  businesses described in s ubpar agr aph  (c ) .

(c ) The term  “qualified  tra de  or  bus iness ” means any tra de  or business active ly 
conducted with in T haila nd  and consis ting of—

(i ) the  m anu fac ture, produ ction or c onstruction  of prope rty (n ot  inc luding 
the extr acti on,  refining, or sim ilar  processing of any miner al, ore, oil or gas) 
or the processing of agr icu ltu ral  or horticultu ral  produ cts or commoditie s 
(inc luding but  not limi ted to livestock,  poul try, fur- bear ing anim als or any 
kind of fish ) ;

(i i)  the  ma rke t of agric ult ura l or ho rticu ltu ral  produ cts or commodi ties 
(inc luding but  not limi ted to livestock,  poul try, fur-bearing  animal s or any 
kind of fish ) ;

(i ii ) the tra ns po rta tio n with in Tha ilan d of passe ngers an d/or  fre igh t;
( iv ) the  catc hing o r ta kin g of any k ind of fish ;
(v ) the  sale  of tangible personal  prop erty  to the  general public throu gh 

one or more re tai l e sta bli shme nts ; o r
(v i)  the performance  of services utili zed wit hin  Thai land , if the  services 

are ind ust ria l, financial, technical, scientific, engin eering  or arc hit ectur al in 
na tur e or are rend ered  as an incident  of a tra de  or business of the  kind de­
scribed in (i )  thro ugh  (v ),  and any  paym ents  in cons ideration  of such serv­
ices are  reasonab le in amo unt and are not conting ent either in whole or in 
pa rt on the  sales, product ivity , or profits  of the person  for  whom thes e serv­
ices are  performed.

(d ) The term “e ligible p rop erty” means pro per ty w hich i s—
(i ) “new section 38 pro per ty” or “used  section 38 pro per ty” with in the 

meaning of section  48 of the United Sta tes  In ter na l Revenue Code of 1954 
(b ut  determined wi tho ut reg ard  to subsection ( a ) ( 2 )  of such sect ion)  ;

(i i)  used exclusively  in the activ e con duct of a  qualified tra de  or  b usi nes s; 
and

(i ii ) acqu ired  by the  eligible  corp orat ion in a tax abl e year to which this 
Arti cle applies.

(e ) The term “applicable perc entage” means the perce ntage t ake n into accoun t 
und er section 4 6 (c ) (2 ) of the United  States In ter na l Revenue  Code of 1954.

(f ) The term “ne t new inv estm ent” f or any tax able year means the  sum of—
(i ) the amo unt  for  such taxable year and  the  nine preceding taxable  

yea rs (b ut  excluding any  taxable year to which th is  Artic le is inapp lic­
able)  of—

(A ) any  prop erty  tra ns ferre d to an  el igible corporat ion by a n eligible 
investor as a con trib utio n to cap ital  or in excha nge for  stock or indeb­
tedness of the  eligib le corpo ration, but  only to the  exten t th at  such 
prop erty  does not  represe nt, direc tly or indir ectly , fund s borrowed with­
in T ha ila nd ; and

(B ) the  eligible inv estor’s allocable sha re of credita ble reinv ested  
earn ings  of the eligible corpora tion  ;

(i i)  with  resp ect to any eligible prop erty  (o r the portion the reo f) for 
which the  eligible inve stor  receive d a cre dit und er parag rap h (1 ) (a ) which 
was not rec apt ured u nde r p ara gra ph  (2 ) (b ) —

(A ) if such pro per ty was used by the  eligible corp orat ion fo r five 
yea rs or more, th e amoun t of the  reser ve for  depre cia tio n;

(B ) if such proper ty was disposed of, the cost of such prop erty  less 
the amount ref err ed  to in c lause (A ),

less th e amount of cre dit s allow ed to the  eligible inve stor  duri ng the  nine yea rs 
preced ing the  taxable  year (de termined  with out  reg ard  to par agr aph s ( l ) ( b )  
or ( 2 ) )  divideded by 7 perce nt. In  the  event of a wit hdr awal of prop erty  by the 
eligible inves tor, the  amoun t of such  wi thd raw al shal l reduc e the investment, 
to the  ext ent  there of, mad e in the  yea r of withdrawal, the  three years preceding 
the wit hdr awal, and the year subs equent to the  with draw al.

(g ) The  term  “credita ble  rein vested earn ings” means an amo unt equa l to 
one-half of the  earnin gs and prof its of the  eligible corporat ion for its  tax able 
year , reduce d by the amo unt of any  dividends it  dis trib ute d dur ing  such year.

( h ) The term  “w ith dra wa l” mea ns—
(i )  a dis trib ution made by an eligible corp orat ion to the  eligible inves tor 

which eith er—
(A ) is not out  of ear nin gs and  profits;
(B ) is in excess of 50 perc ent of the  ear nin gs and  profi ts for  the  

year of dis trib utio n; or
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(C ) Is in ca nc el la tion  o r rede mpt ion of th e sto ck  of  th e eli gib le 
co rp ora ti on ; an d

(i i)  th e  pa ym en t by an  eli gibl e co rj io ra tio n of  an  inde bt ed ne ss  to  the el ig i­
ble  in ve stor .

(i ) Th e te rm  “U.S. pro per ty ” m ea ns  an y tang ib le  pr op er ty  whic h ha s been  
m an ufa ct ur ed , co ns truc te d,  pro du ce d,  grow n,  ex tr acte d  or  cr eate d  in th e Un ite d 
S ta te s an d th ere aft er co nt in uo us ly  use d, if  a t all , only in th e Uni ted St at es .

(4 ) T hi s Arti cle sh al l no t be  ef fecti ve  w ith  re sp ec t to an y ta xab le  yea r fo r 
whic h secti on  38 of  th e U ni ted S ta te s In te rn al Re venue Code of  1954 (o r an y 
su bs eq ue nt ly  en ac ted co m pa ra bl e sect ion of  sa id  Code)  is no t in effect.  I f  the 
cre d it  prov ided  by sa id  se ct ion 38 (o r co mpa ra bl e sect ion)  is modif ied , am ende d, 
su sp en de d or  te rm in at ed , th e  co m pa ra bl e prov isi on s of th is  Arti cle sh al l auto ­
m at ic al ly  be modified, am en de d,  sus jHjn dwl  or  te rm in at ed  upon  te rm s an d co n­
di tion s co ns is tent  w ith thos e ap pl ic ab le  to sa id  cr ed it  prov ided  by secti on  38 
(o r c om pa ra bl e s ec ti on).

(5 ) Th e Sec re ta ry  of  th e T re asu ry  of  th e Uni ted Sta te s or hi s de lega te  sh al l 
pr es cr ib e suc h re gu la tion s as  may  la* ne ce ss ary to ef fe ctua te  the prov is ions  of 
th is  Arti cle , to  in te gra te  it  with  th e p ro vi sion s of  t he  Uni ted  S ta te s In te rn al Re v­
en ue  Code , an d to  fu rt h e r de fin e an d de te rm in e the te rm s,  co nd itions, an d 
am ou nt s re fe rr ed  to  he re in .

August  9,1966 .
Hon. Stanley S. Surrey,
Assistan t Secretary of the Treasury,
Washington, D.C.

Dear Mr. Secretary  : Thi s wi ll acknow led ge  yo ur  le tt e r of  Ju ly  26, 1966, en ­
clo sin g a pro posed  re se rv at io n to  th e ta x  tr eaty  w ith  Tha ilan d wh ich  is pe nd ing 
be fore  th e Co mmittee  on  F or eign  Relat ions .

As a m at te r of  pr oc ed ur e fo r th e ha nd ling  of  tr ea ti es , it  seems  to  me th a t re ­
d ra ft s  as  ex tens ive as  th a t which  you  propose shou ld  no t be co ns idered  in the 
fo rm at  of re se rv at io ns  t o th e tr eaty . W hile I wo uld  no t in an y wa y w an t to  imply  
th a t th e Se na te  sh ou ld  no t re m ain fr ee  to giv e it s ad vice  an d co nsen t to tr ea ti es 
w ith such  am en dm en ts , re se rv at io ns , or und er st an di ng s as th e Se na te  finds ap ­
pr op riat e,  I am mos t re lu cta n t to pro ceed in  th is  m an ne r in th is  insta nc e.

I t see ms  to me  th a t the pr op er  pr oc ed ur e wo uld  be fo r th e Adm in is trat io n,  in 
th e  ligh t of  its  di sc us sion s an d he ar in gs  w ith  the Com mittee  on Fo re ign Re ­
la tion s,  to  w ithdr aw  th e Tha i co nv en tio n,  re ne go tiat e th e inve stmen t cr ed it  
prov isi on , an d re -sub mit th e tr ea ty  to th e Se na te.  To fol low  the co urse  wh ich  you 
su gg es t me ans , in effect , th a t th e Se na te  is be ing  asked to  ap prov e a tr ea ty  with  
a re se rv at io n d ra ft ed  by th e  A dm in is trat io n with  on ly in fo rm al  as su ra nc es  
th a t the proj ios'ed  la ng ua ge  wo uld  be ac ce pt ab le  to th e o th er  sid e. Thi s in je ct s 
th e Sen at e too  fa r in to  the ne go tiat in g pro cess  an d is, I th in k,  so mew ha t in ­
co ns is te nt  with  th e rol e as sign ed  to  th e Se na te  in prov id ing an  In de pe nd en t 
ju dg m en t upon tr eati es ne go tiat ed  by th e Ex ecut ive.

I shou ld  add. as  I am  su re  you wi ll un de rs ta nd , even an  ex tens ive re -d ra ft in g 
of  th e conven tio n ma y no t mee t al l ob jec tio ns , an d. ind eed, de fin ite ly  wo uld  
no t me et the ba sic ob ject ion wh ich  som e Memb ers  of  th e Fo re ig n Rel at io ns  Com­
m itt ee  have  voiced  ag ai nst  ex te nd in g th e benefits of  th e inve stmen t ta x  cr ed it  
fo r inve stmen ts mad e ou ts id e th e Uni ted St ates . As you know , th e vo te  in the 
Subcommittee was  un an im ou s in fa vo r of  a re se rv at io n wh ich  wo uld  ha ve  com ­
ple tely el im in ated  A rti cle 5.

Sin cere ly yo ur s,
J. W. F ulrright, C hair m an.

INVE ST MEN T TAX CREDIT PROVISION IN  TH AI TREATY

Senator Pell. What this letter  really does is to say very firmly 
tha t the Senate Foreign Relations Committee rejected the Thailand 
treaty with the 7 percent investment credit in it, and suggested that 
you renegotiate it. This was August 9, 1966. Well, in view of th at fact, 
1 am wondering why you went ahead and negotiated this  treaty with 
Brazil?

Mr. Surrey. Senator, let me answer the questions in reverse order.
Senator Pell. Right.
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Mr. Surrey. The le tter from Chairman Fulb righ t, I think, does not 
indicate that.

The question had come up in connection with the Thailand treaty , 
and we think it was a fai r observation, tha t the investment credit in 
the Thailand t reaty was not on the same terms as the investment credit 
in the United States. 1 had suggested in a le tter to the Chairman that 
that was a prope r objection, and we indicated tha t tha t could be met 
by a reservation which would put it on the same terms. The Chairman 
said he thought that was a complex way and it was not an appropriate 
way and tha t aspect should be renegotiated, first to see if Thailand 
would agree and then present it in those terms to the committee. The 
previous action on the trea ty was by a subcommittee of this com­
mittee, not the full committee.

Now, consequently, we did exactly what the le tter said. We explored 
whether the extension of investment credit could be written on terms 
similar to its appl ication in the United States  and whether that would 
be acceptable to a foreign country, and that has been done, Senator, 
in this treaty.

Now, it is acceptable to a foreign country on the condition, of course, 
that  they are free to withdraw thei r concessions if the United States 
withdraws its concession. So, consequently, that  has been done, You 
will recall at the time of the Thai land trea ty the investment credit 
was suspended in the United States  just about the time that this 
matter was up for consideration in the Senate Foreign Relations 
Committee. In that  sense, the  whole matter became academic on tha t 
point and since Senator  Fulbrig ht had asked us to see if the clause 
could be negotia ted we recognized tha t was proper, a proper attitude 
and we set about seeing i f it could and we have found out it could.

DIF FE RENCES IN  IN V E ST M E N T  CR ED IT PR OV IS IO NS  IN  TW O TR EA TI ES

Senator  P eel. What is the difference between the investment credit 
provisions in the Thai land and the Brazilian treaties—the 7 percent 
investment credit provision as d rafted by you in the  Brazil trea ty as 
opposed to that in the Thailand treaty  ?

Mr. Surrey. There are these differences: In  the Thai land treaty if 
the 7 percent investment credit as last year was suspended in the 
United States, it would have continued in the Thailand trea ty for five 
years. At the end of five years the United States  had the right to re­
examine tha t. In the  Brazilian treaty if that  treaty had been in effect 
and the investment credit had been suspended as it was last year in 
the United States, it would have been automatica lly suspended in the 
Brazil ian treaty .

In addition,  the investment credit in Thai land was based upon a 
credit  fo r investment in Thailand,  but not ty ing down that investment 
to investment in machinery and equipment. In the Brazilian treaty 
the credit is only for machinery and equipment which would qualify 
in the United States. Also, all the oth er rules of the investment credit, 
the limitation,  for example, that there can be no more than  50 percent 
of U.S. tax offset are incorporated by reference in the Brazi lian 
treaty.  It is tailored,  if it is changed in the  United  States, it is auto­
matically changed in the  Brazi lian trea ty without negotiation. There 
is an automatic result.
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Senator Pell. Then what is being done, as I understand it, is 
tha t it is being brought more in line with the American tax credit 
treatment of American citizens.

Mr. Surrey. I think basically a t the suggestion of a number of mem­
bers of this committee.

Senator Pell. As you know, this  is just the reverse of my own view 
because I feel it should be a littl e bit  different, not 7 percent, but 8 or 
G and I, obviously, have differed with you.

Mr. Surrey. You have tha t viewpoint; it should be 6 or 8; but 
others have insisted tha t it  should be no more than 7 and exactly 7.

Senator P ell. I am not saying it should be 8, but I am saying if it 
is accepted at all it should be, from my viewpoint, no more different 
from the logic we used in accepting investment credit as we did at the 
beginning.

Mr. Surrey. Can I go back and answer two observations you made?
Senator P ell. Surely.

TAX-SPARING TYPE TREATIES

Mr. Surrey. One was th at of consistency, and without going into 
whether it is a virtue or defect let me at least explain what  may appear 
to you  to be an inconsistency.

The United States had negotiated one or two treaties in the 1950's, 
which were treaties of the so-called tax-sparing type, which meant, 
for example, if a foreign country reduced its  tax rate, let us say, to 
zero—let’s take a foreign country which has had a 48 percent tax ra te, 
and let's say reduced its rates to zero to att rac t foreign invest­
ment—a tax-sparing treaty  would mean in perhaps an extreme situa­
tion tha t the United States  in applying its foreign tax credit would 
say, “Well, you would have paid a foreign tax at 48 percent if it 
hadn't been reduced; therefore, we will consider you as having paid 
a rate  of 48 percent; therefore, when the United  States  comes and says 
we want a tax of you of 48 percent all you have to show is that you 
didn’t pay a 48 percent t ax abroad and, therefore, you get a credit, 
and, therefore, you pay nothing to the Un ited States.”

Now, I thought  in 1958—when I was asked to comment upon it 
by this committee in another capacity then—I thought tha t was ex­
tremely unwise because it would, as Senator Gore points out, have 
been a terrific windfall, and would have—looking at your Rhode Is­
land manufacturers—it would have said tha t a Rhode Island  investor 
who went to the foreign country would pay taxes to nobody in the 
world, but a fellow who stayed in Rhode Island would pay 48 percent, 
and I thought that was dead wrong. We still think it  is wrong, and the 
State Department agrees, and we have not negotiated treaties of that  
character, although I must say tha t there is a feeling in the Latin 
American countries and other countries tha t tax sparing  is an ap­
propriate  way. I think it is a misguided view and we are hoping to i n­
dicate that to them. Some European countries will negotiate tha t kind 
of treaty. We think it is wrong. This present treaty at  least says if you 
are an American company you don’t get windfalls  by going to  Latin 
America. The company is subject—as T said to Senator Gore—to a 
financial extraction, and it would be the financial extraction that  it 
would have in this country. So consequently, I th ink the difference be-
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tween those treati es in 1958 and the Brazi lian treaty is sharp  and 
crucial, and this administration  d id not follow through on any of the 
tax-sparing treaties.

PU RPO SE  OF 19  62  IN V E ST M E N T  TA X CR ED IT

Let me come hack to your first question of  the  investment tax credit 
in 1962. I t was to help our manufac turers , and it  was to help our com­
panies. It  was to help them in two ways, basical ly: One, a lot of invest­
ment was going to Europe, some of it, I think, under the pull of lower 
tax systems in Europe, perhaps not appreciab ly, but to some extent, 
and secondly we were getting import  competition, very severe import 
competition, from the indust rialized countries of the world who had 
more modern tax systems than the  United Sta tes had. T hat is what our 
targ et was. If  you look at Secretary  Dillon’s testimony before the 
committees, he compared the rates of tax  and the rates of depreciation 
and investment credit between the United States  and the indu stria l­
ized countries  o f the world. The tables tha t were given and the com­
parisons tha t were given were with the indust rialized  countries. We 
said t ha t our tax  structure, the weight of our tax s tructure will not be 
as heavy with the investment credit as i t was up to then and will be 
more in line with Europe, and I might  say our reduction in 1964 was 
along the same pattern.  I t brought our rates  comparatively in line. We 
did not, at any stage tha t I recall, discuss the developing countries.

When all t ha t was over, then  the question came up, and it came up 
in the context of some of the developing countries interested in trea ties 
and in the case like Brazil, what about those countries? They said: 
“I f you ask us for internationa l accommodations, will you remove a 
barrier  to investment in our country  ?

Now, if  France were to ask us to  extend the investment credit for 
investment to France, we would say tha t is ridiculous. Portugal is 
negotiating with the United States. We are not extending the  invest­
ment credit to Portugal.

DEFIN ITIO N OF A DEVELOPING NATION

Senator  Pell. Wha t is a developing nation ?
Mr. Surrey. I think the nations of Lat in America are developing 

nations. We have tried to m ainta in a consistency of approach  here tha t 
follows other measures of  the United States involving the same dis­
tinction. The  interest equalization tax does not apply to funds borrowed 
in the  United States by developing countries. We have been following 
tha t list so far. The volunta ry guideline program also does not  apply 
to developing countries.

Senator  Morse. Mr. Surrey, I  am sorry I have to interrup t. We will 
recess the hearing  for that period of  time necessary fo r members of the 
committee to go to the floor and vote. We will be back shortly.

(Short recess.)
Senator P ell (presidin g). The session will resume. As a means of 

saving time, we might continue with the line of questioning I  was pur­
suing un til either Senator Fulbr igh t or Senator Morse re turns to pre­
side more officially. But from the viewpoint of the record the session is 
resumed.
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TAX CREDIT ON BRA ZIL IAN  GOODS PRODUCED FOR EXPORT

Pursuing  this line of questioning that  Mr. Surrey and I were on earlier, at one point we had a discussion two years ago, I th ink it was in August of 1965, in which I asked whether or not it would he possible to administer the investment tax credit provision whereby those goods tha t were produced for export to the United States, in competition with our own goods, would be excluded. At tha t time Mr. Surrey was kind enough to say he thought  it could be handled. I think his phrase was, “I think we can, I would like to think about it .”
Now th at you have had a chance to think  about it, I wonder if you think it could be handled or not.
Mr. Surrey. “Handled,” meaning mechanically, technically handled ?
Senator P ell. Technically, yes.
Mr. Surrey. I think I would have to answer the question tha t I sup­pose it could. I t would involve trac ing of products, and the like, and might involve a good many complexities, but I would suppose it could. But I do not want tha t to be construed as indica ting I in any way would think  it, one, wise, or, two, necessary. I think overwhelm­ing American investment in Brazil in manufactured products is for  ei ther the Brazilian  market or a Latin  American market. Many of the  companies that I have talked with—and I  have been interested in tha t question myself—and when I have asked “What is your market when you are down there to invest,” and they say, “Well, Brazil is an enormous country, a country with such great potential, our market is Brazil, it is an indigenous market,” or  it is Latin  America. The trade statistics and the like will show an almost negligible inflow of manu­factured goods from Brazil into the United States and a fortiori from U.S. subsidiaries in Brazil.
So I  say, looking at it from that standpoint, and looking at it from the standpoint of our Latin  American countries, it  would be resented as saying, “Well, yes; you would like to help us but never, never at any possible expense to you.”

TREATY NEG OTIAT ION S W IT H PA KIST AN  QUESTIONED

Senator P ell. I s a treaty being contemplated with Pakistan?Mr. S urrey. No, we have no negotiations with Pakistan. We have a trea ty with Pakistan.
Senator P ell. But not with the 7 percent investment credit.Mr. Surrey. Right; and we have no negotiations with Pakistan.Senator  Pell. There is no discussion with the Pakistanis  that may be contemplated.
Mr. Surrey. We have no discussions with Pakistan .
Senator  P ell. I understood Pakistan was on the list of countries to be considered for  this type of treaty.
Mr. Surrey. No. We have had no discussions with Pakistan . As I say, our discussions now, we are focusing our discussions at the present moment with Latin American countries.

TREATIES CONTEM PLA TED W IT H OTH ER COU NTR IES

Senator Pell. What other countries a re you contemplating similar treaties with ?



TAX CONVENTIONS 37

Mr. Surrey. As I  say, fo r the moment we are focusing our  attention 
on the Latin American countries. We had announced publicly ne­
gotiations with Jamaica and negotiations with Trinidad in the  Car ib­
bean. We have also publicly announced negotiations with Argen tina 
and have held one set of discussions with them, one round, and th at has 
been adjourned for  fur the r discussions.

We would be hopeful of discussions with other major La tin Ameri­
can countries  where they are presently engaged in conversation with 
European countries.

Senator  Pell. Are you contemplating—
Mr. Surrey. Yes.
Senator  Pell. I am sorry, go ahead.
Mr. Surrey. We have had discussion but we have not advanced 

them appreciably yet with  South Korea.
Senator P ell. Are you contemplating a treaty with Israel ?
Mr. Surrey. We signed a treaty with Israel. It  had  the investment 

credit clause in i t which was of the type tha t was criticized. We have 
not renegotiated that.

Senator  Pell. It  is not in force?
Mr. Surrey. It is not in force. We have not  renegotiated it as vet. 

We have not as yet had discussions.
Senator P ell. In other words, the investment credit provision in tha t 

treaty  was of the kind in the Thailand treaty?
Mr. Surrey. Yes. It  was written into tha t treaty . And following 

Chairman Fulbr igh t’s letter,  we have not entered into discussions with 
them fur ther  on tha t matter.

agreements with the i percent investment credit

Senator  P ell. Are there any other countries tha t you have agree­
ments with as you have with Israel?

Mr. Surrey. Initialed  agreements.
Senator Pell. Is this an initia led agreement ?
Mr. Surrey. Oh, signed.
Senator Pell. Signed.
Mr. Surrey. We have an agreement wi th Thailand and Israel, and 

we have an agreement with the Phil ippines.
Senator  P ell. With th is 7 percent investment credit?
Mr. Surrey. No. The Phil ippine t reaty does not have the 7 percent 

investment credit.
Senator  P ell. W hat countries do you have signed agreements with 

tha t contain 7 percent investment credit?
Mr. Surrey. Seven percent ?

* Senator Pell. Signed agreements.
Mr. Surrey. Thai land and Israel, but of the kind the committee 

asked us to renegotiate—but we have not renegotiated—and now 
Brazil.

• The treaty with the Philippines  does not have the investment credit. 
The reason is we did not feel tha t the changes made by the  Philippine 
Government removed all of the impediments that would exist with 
respect to American investment in the Philippines, and in that situa­
tion both Governments felt tha t this aspect of the trea ty should be 
reserved for future discussions. That treaty is still pending before th is 
committee.
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PROBLEM OF AX INVE ST MEN T TAX CREDIT CLAUSE

Se na tor  P ell. I th ink th at  th e Ch ai rm an ’s le tte r is op en to in te rp re ­
ta tio n,  and  since the  text  is alr eady  in the reco rd it wou ld speak for 
itse lf. Bu t I  m ust myself  re ad  into the reco rd, if I may, th is las t par a­
gr ap h from the  l et ter where the  C ha irm an  says:

I should add, as I am sure you will understand , even an extensive red raft ing  of the convention may not meet all  objections,  and, indeed, definitely would not meet the  basic objection which some Members of the Foreign Rela tions  Committee have voiced against extending the benefits of the investment tax  credit for in­vestments made outside the United States. As you know, the  vote in the Sub­committee was unanimous in fav or of a reservatio n which  would have com­pletely eliminated Art icle V.
To  my mind, the  i nten t of  such le tte r is to wave a sign al, which we 

sou ght to  do as members of  the subcom mittee, not to go a hea d with any  
more negoti ations, inc lud ing  the  investment tax  c red it,  un til  t his  po int 
is resolved. I reali ze th is is a po in t of disagr eem ent  b etween us.

Mr. Surrey. Well , as I  say , I  do no t wan t to speak f or  the  Chairman.Se na tor  P ell. Right.
Mr . Surrey. I  did  n ot  r ead the le tte r th at  way. I  rea d the le tte r as 

indic ati ng  th at  the po int  could never be resolved wi tho ut ou r b rin ging  
to the  Se nate , to  th is comm ittee , a  tr ea ty  that  had an investm ent  credit 
clause o f the  type  t hat  we had said we think  sh ould have been ente red 
int o in a r ese rva tion  in the  T ha ila nd  tr ea ty.

We had sugg ested there were problem s wi th the  Th ai land  trea ty  
th at  ce nter  around the  ch ara cte r or the  inve stm ent  c red it clause, and I 
th in k there were genuine  prob lems, in othe r words, wh at would ha p­
pen  if  the  investment cr ed it clause were suspended  in the  Un ite d 
Sta tes . I  th ink  at  the  tim e the  Th ai lan d tre aty was neg oti ated th at  
the Treas ury  had always looked upo n the  investm ent  cre dit  as a pe r­
manen t pa rt  of t he tax  s tru ctur e in the  U ni ted  S tates.  Bu t at  t he  tim e 
the Thail and trea ty  came before  your  committee, there  were disc us­
sions  of  suspen ding the investment cre dit  in the Un ite d State s, and , 
the refore , it raised  for the firs t time th at  precise  issue which we had 
no t focused upon because we had a dif ferent  view of the  investm ent  cred it.

Well, th at  b eing so, we can see th e at tit ud e th at  the two should  be 
on the  same basi s so we suggested the  res erv ation  in the Th ai land  
tre aty.  The  Chairma n said it  is inap prop ria te  fo r us to conside r the 
rese rva tion  u nt il we know wheth er tne oth er cou ntr ies  would cons ider  
the  investm ent  cre dit  clause under those  circu mstances .

So the con sidera tion of  the  m at te r could  not be advance d unle ss we 
came back to th is committ ee with  a trea ty  whi ch had an  inv estment 
cre dit  clause wr itten  in the way th at  we h ad  ourse lves suggested and 
we could say to the commit tee th at  oth er gov ernments  will  acce pt it.

Now, I can say two th ings : Th is clause does com por t with th e sug­
gest ion we m ade. Other  gove rnm ents will acce pt it  but con dit ion ally.

In  o the r words, Br az il lias said  t ha t its concess ions are  linke d to  th e 
investme nt cred it,  and, consequently , if we were ever to ter mina te or  
suspend the  c red it, they  w ill ter mi na te or suspend  th ei r changes. Now, 
it is in that  p osture  th at  the m at ter is brou gh t back, and I rea lly  do n ot 
see, Se nator,  how it could  be b rou gh t b ack  i n any  o ther way.

I might s ay there  h ave  been sugg estio ns— the re have been con versa­
tion s as a resu lt of th is  let te r w ith  the  C ha irm an  o f the committee be­
fore  these ma tte rs were  brou gh t back to  th e committee.
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NEGOTIA TIO N OF TREATIES W IT H  TAX CREDIT PROVISION

Senator Pell. I  query how tidy  a procedure it is though when it 
lias been more than two years—when was the treaty with Tha iland ac­
tually signed ?

Mr. Surrey. 1965.
Senator Pell. I  wonder from your viewpoint as to the orderliness of 

continuing to negotiate agreements and sign them when you have clear 
indications of problems up here with ratification.

Mr. Surrey. But, as I  stated, Senator,  as we understood the letter, 
and in the course of fur the r discussions, our unders tanding was also 
tha t stated  by the Chairman,  the only way the  matter could be brought 
to the committee would be through a trea ty.

Senator P ell. Why not wait to find out-----
Mr. Surrey. We cannot do it un til there is a trea ty before you.
Senator P ell. I see. In your view, the guinea pig is the present 

trea ty we are considering now.
Mr. S urrey. Yes. The  Chairman said he did not want it in the form 

of a reservation. lie said this would inject the committee too far  in 
the negotia ting process and, therefore , we should negotiate with an­
other country. The only way I  can do tha t is to negotiate.

Sena tor Pell. So your thou ght is to bring the matter to a head. 
Let us consider the Brazil treaty, and then if it is approved move on 
from there. On the other hand, if we do not approve it, you will not 
be able to move on.

Mr. Surrey. Yes, yes; t ha t is correct. Also I  want to add one other 
thing, Senator. Tha t suggestion of  the  Chairman to see if other coun­
tries will agree to thi s kind of a clause coincided with an interest on the 
pa rt of Latin American countries, a s trong interest exhibited for the 
first time. In other words, a number of  Latin American countries ex­
hibited for the first time the fact tha t they were beginning to wel­
come pr ivate  investment and wanted to bring about the international 
accommodations necessary. It  all coincided at tha t time, so we 
thought—and there were discussions about th is with the Chairman— 
it would be appropria te to focus attention on the course of U.S. re la­
tionships with Latin America.

Senator  Pell. If  the Senate takes no action on this treaty with 
Brazil, would you sign agreements with any more countries?

Mr. Surrey. I would consult with the Chairman and with the com­
mittee.

Senator P ell. Prio r to signing.
Mr. Surrey. Yes.
I might say, Senator, tha t the discussions with  A rgent ina were not 

commenced until this committee was notified of tha t fact.
Senator P ell. I am fully aware of that . I  am j ust wondering if you 

were contemplating signing  other similar  agreements with various 
governments before the Senate decides what to do about the treaty 
with Brazil.

Mr. Surrey. No, I would discuss the mat ter with this committee. 
I have been attempting,  I thin k, today to underscore the very import ant 
aspect of this with respect to the relationship of the United  States to 
Latin America and to indicate how important it  is.

Now, this Brazilian trea ty was signed in March of th is year, so there 
has not been a lapse of time tha t followed.
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WI8D 0M OF SIGNING SIMILAR AGREEMENTS QUESTIONED

Se na tor  Pell. But  jus t spe aking  as one member of the comm ittee,  one Se na tor , I am ju st  wondering what is your  view. I)o you not think  it would  he a hit impro per to sign an agreem ent  with  anoth er nat ion  until thi s mat ter has  been resolved and  the tre aty with Brazi l rati fied or  rejec ted?
Mr. Surrey. No ; it would not necessar ily he impro per , and let me indicate, why. Negotia tions are  difficult ma tters.  You do not do it in one yea r and at  one meeting and ge t it over with. You have a numb er of  confe rences. Minis ters  change  in oth er countries, people  change, a tt i­tud es change. There  is a sense of rhy thm  in these  m att ers  and a sense 

of movem ent, and I am now speaking of the  inte res ts of the Un ite d State s with respec t to  La tin  America .
I f  you find a governm ent that sudden ly says, “W e are inte rested in opening rela tion s with the Un ited State s in the  tax  field,” 1 thi nk  it is im porta nt for  the  Un ite d State s to  ne got iate  with that  go vern men t and to move ahead and  to see what  can he done because times may change.Now, thi s committee always  reserves the  rig ht  to pass its jud gm ent  on these tre atie s.
Se na tor  P ell. Bu t it is em barra ssing  when a tre aty comes up signed. My ques tion tho ugh is not about neg otiatin g. I said  would you con­sid er it good and pro per to sign an agre ement with anoth er nat ion  of the  same sor t pr io r to eit he r the acceptance or rati fica tion  or rejec tion  of  th is tre aty ?
Mr. St •rrev. A s T say, we do not like to he p ut  in that  posi tion.  We would not want to he, hut  on the  oth er hand  T would say that it may well depend upon the  circumstances. Fo r exam ple, you may have an ­oth er cou ntry in a pos ition where it is sim ulta neo usly signin g a tre aty with  several Europ ean  cou ntr ies  and does not wan t to he pu t in the position  of not  sig nin g a trea ty  w ith the Un ited Sta tes . Let me sav for  the  moment with  the exception of Jama ica  ther e is no L atin American 

tre aty which could  he signed th is year . Does th at  more specif ically  answer you r ques tion ?
Senator  P ell. No. T would like the t ho ug ht  o f my more lea rne d col­league, Senato r Morse, who  is a la wyer an d more famili ar  with the  con ­sti tut ion al processes t ha n I. Th e question I was tryi ng  to pursu e here was whe ther it would lie p roper to sign an agre ement of the  sam e sort with anoth er cou ntry pr io r to the tim e that  thi s one had  been either ratif ied or rejec ted.
My view, s pea kin g as an individ ual  Senator,  is th at  it would not he proper . I hat e to say, prop er—Mr. Su rre y’s view is that  it  would he accep table  if you determ ine  it were in t he  nat ional inte res t.
Mr. Sirre y. Mig ht T sav thi s, Se na tor: we have  taken a dif ferent  view of the matt er , I think . We  th ink it would he more he lpful fo r thi s committee, and  we have always  felt so, to he able to see a fu ll ran ge  of treaties with  a n um ber  o f c ountr ies  so they would lie able to  see the  worldwide impact of  th is situa tion. In  oth er words, one reason why  we have  gone ahead with ou r negotia tions  is to get an awareness of the at tit ud e of  all thes e gov ernments , because it is very  difficult fo r 

the United  State s to en ter  into  a trea ty  wi th one cou ntry witho ut an awareness of  wha t all the  othe r cou ntr ies  are  going to  do. Th at is why we went ahead with Ar ge nti na , to see w het her  they felt  th at  th is  was an ap prop ria te  app roach.
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Senator P ell. This is get ting  into much more of a constitutional dis­
cussion, and 1 had bette r reread the Constitu tion, the Federa list 
Papers, and go over my history. But it does not seem to coincide with 
my view of the interpreta tion tha t the Senate is supposed to give 
guidance in this area. 1 think the executive branch ought to wait and 
Find out whether this kind of treaty is going to be ratified or  not. We 
have as much a responsibil ity in determining the national interest in 
this regard as does the executive branch.

But this is a question, obviously, of individual  interpretation, and 
it puts us in an embarrassing position as individuals if we have four 
or five treaties to consider. It is very ha rd to, say, turn them all down, 
because it would make it embarrassing for you in the executive branch. 
This was the thou ght 1 wanted to throw out. There are other men 
here who probably have other ideas.

Mr. Surrey. 1 hope our discussions are academic.
Senator Pell. I would very much hope so, and, speaking person­

ally, 1 would think it wrong or improper to sign a trea ty with another 
nation until this mat ter has been decided. But I am only one man, 
and as you know, it takes a two-thirds-----

Mr. Surrey. 1 do not know of any trea ty we are going to sign 
tomorrow, so I say in th at sense I  think it is also academic.

Senator Pell. Right . I just wanted to make tha t point. I would 
think so.

D E FIN IT IO N  OF A DE VE LO PING  N A T IO N ----PO RT UG AL , ISR AE L

Xow—return ing to the discussion we had at the time of the last vote 
regarding the definition of a developing nation as opposed to a devel­
oped nation—would Portugal be to your mind a developed nation? 
You were talking about Portugal , I think. To my mind it is no more 
developed than  Israel.

Mr. Surrey. We have not extended the investment credit to Portugal.
Senator P ell. But you have to Israel.
Mr. Surrey. We signed a t reaty with Israel. Israel is very difficult 

to classify. It  is a country close to  the borderline. Israel is a country 
passing out of the na ture of a developing country. It still has some aid 
assistance from the United States, and it is in that  transit ional area 
where it is passing from one type of country with respect to our at­
titudes to another. Israel is a developing country under the interest 
equalization tax. Portugal  is not. Consequently, with most of the 
classifications tha t we have, Israel has retained its charac ter in its 
process of transit ion as a developing country. How long tha t will con­
tinue is hard to say, but I would say i t is in that  process of transit ion, 
and when you are in that  process of transition, you are on the border­
line of these situations.

REEX A M IN A TIO N  OF IN V EST M E N T  CR ED IT  CL AU SE

Now, in all of these treaties we have put in a clause that  the invest­
ment credit can be reexamined independently of the entire treaty to 
a period of years.

Senator  P ell. In other words, in your view, if it passed tha t line-----
Mr. Surrey. That is right.
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Senator Pell. I t is conceivable tha t the investment credit would be withdrawn.
Mr. Surrey. Tha t is right.  Consequently, under the Israel treaty , 

the United States, afte r five years, can terminate the investment credit 
without having  to terminate the whole treaty .

Senator Pell. Would the whole treaty  then be acceptable to Israel?
Mr. Surrey. That would be a judgment Israel would have to make.
Senator Pell. It  is my understanding  from you tha t none of these 

treaties  would be acceptable without the sweetener of  the investment credit.
Mr. Surrey. No, not with the Latin American countries. The P hil ip­

pines did sign a t reaty  without the investment c redit clause but tha t 
is the exception and in our discussions with the Latin American coun­
tries I have not  found tha t so. Portu gal, I believe, will sign a t reaty 
without the  investment credit clause. Spain will, I  think. I do not want 
to venture a judgment on Israel because I  have not discussed it again 
with them and after five years, who knows ?

Senator P ell. I recognize, too, the political fact th at Israe l is a very 
special country  and exercises a very important  moral role in the 
world. But I  was thinking of it in economic terms.

Mr. Surrey. I  think  the question raised on developing countries is 
a difficult one, and I think  up to now fortuna tely, with maybe one 
exception, we have been dealing in cases where classifications are 
easily made.

CONST IT UTI ONAL IN T E N T  RE GA RD ING TA X TR EA TI ES

Senator Pell. I would be interested  in the thoughts of legal minds 
as to our discussion on the general question of the intent of  the Con­
stitution. It  could be interesting to ca rry i t over to fields other than  tax 
treaties, too.

Mr. Surrey. That is quite righ t. I do want to say tha t we are in 
favor of harmonious relationships between the executive branch and 
the legislative branch and this committee, and I might  say we have 
never taken  a step in the negotiat ion of tax treaties without consulta­
tion with the Chairman or the committee.

Senator  Pell. Consultation or notification ?
Mr. Surrey. Every step in the trea ty area is taken with con­

sulta tion with the  Chairman, and information to the committee staff.
Senator P ell. Poes consultation mean seeking agreement or does it 

mean notification ?
Mr. S urrey. I do not think  we have taken a step in th is area—I do 

not want to speak for the Chai rman—but I  do not think we have taken 
a step in the tax trea ty area that  has  been con trary to any advice we 
have received from the Chairman  of this committee.

Senator Pell. Thank you very much.
Mr. Surrey. Tha t is the course I have followed.
Senator Pell. All right . Our colloquy is wound up.
Senator Morse. Senator Pell , I want to say I was called out in an 

emergency, and I apologize for being late because I  got buttonholed
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in an emergency from downtown tha t I  had to take care of. The ques­
tion you put to me, Senator Pell—I do not duck them, but I  want you 
to know that I am going to supply an answer to your  question for  the 
record, afte r I  get to  the books, as to what  my opinion is, for whatever 
it may be worth.

Senator Pell. Thank you.
(The following was subsequently furnished for the rec ord:)

Article II, section 2, clause 2 of the Constitution provides tha t the President 
“shall have the power, by and with the advice and consent of the Senate, to make 
treaties , provided two- thirds of the  Senators present concur.” It does not contain 
any language which would have the effect of inhibiting the Execut ive with  regard  
to negotiating, signing, or submitting agreements to the Senate. On the contrary, 
traditionally  the Executive has  had a vi rtual monopoly in the negotiating process. 
I emphasize the word “negotiating.” Accordingly, the question as to whether it 
would be appropriate  for the Executive to sign an agreement similia r to one 
which is pending in the Senate prior to the time tha t body either approves or 
rejects the pending agreement is, in my judgment, discretiona ry with the 
Executive.

It  should be noted, however, tha t once a trea ty is submitted, the Senate may 
accept it or reject it, or amend it, or incorporate such reservations, under stand­
ings, and i nterp retat ions in the resolution of ra tification as it deems appropria te. 
Thus, even though the Senate may not participate in the negotiating  process, it is 
nevertheless in a position to stipulate the conditions under which it  will give its 
advice and consent to ra tification of an  agreement.

“Advice,” of course, is a word which has meaning only with respect to a 
prospective act, whereas the word “consent” seems more to relate to something 
tha t has  alre ady been done. One might expect, therefore, tha t the Executive would 
be guided in the negotiating process by its successes or failures  in obtaining 
Senate consent in similar cases. As a practi cal and legal matter, however, the 
word “advice” does not seem to require tha t the Executive limit its freedom to 
conduct negotiations.

M AKI NG  A PU BL IC  RECORD

Senator Morse. Now, Mr. Surrey, I  have three or four things  I want 
to take up with  you, but first may I  say to the other witnesses that  Dr. 
Marcy was not aware o f the  understanding I reached with the Chai r­
man of the committee before he had to leave.

I had made an arrangement with the Chairman tha t we would re­
convene at  2 :30 to hear the other witnesses, for I think  i t is very im­
por tant that  we make a public record.

I would like to have the  other witnesses plan to do what Mr. Surrey 
did in regard to his testimony: file the  statement but summarize it in 
oral testimony so t hat  they  can be available for examination.

,It happens to be my judgment—this is very important  in the 
handling of public hear ings on important issues—that you do not meet 
the legal requirements of a public hearing unless you can say tha t 
there has been a substantia l public hearing. The law does not indicate 
how many witnesses you need to hear, but you need to hear more tha n 
one, in my opinion, and, therefore, I am going to reconvene at 2:30 
after we finish our colloquy with Mr. Surrey, to hear Mr. Woodworth, 
Mr. Wells, Mr. Scott, Mr. Sherfy, and Mr. Danielian.

I think, Mr. Surrey, that  I  will end up in support of this  treaty but 
my job now is to sit in judgment, at least as a legislative juror , rathe r
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th an  as an advocate. So I  do not sit in advocacy. Bu t once t he he ar ing is over and the com mit tee reac hes  its  decis ion the n I become an ad ­vocate  when we ta ke  t he mat te r to the  floor.

SPEC IF IC  QUES TI ONS AB OU T TAX TR EA TY

In  ord er to save  time  I wou ld sug ges t that  you comment on the  tre aty brief ly, bu t then tile a sup pleme nta l sta tem ent . W ha t we are going to  have in th is reco rd in a very concise form  is a sta tem ent  from you  in answer to the  fol low ing  quest ion s: F ir st , wh at  are  the  ad va n­tages in thi s ta x tre aty to Brazil, one, tw o, thre e, fou r, and  so fo rth ?AA e have to be able to say to our colleagues in the  comm ittee  and on the  floor of the  Senate and to ou r constitu en ts why Br az il wa nts  thi s tax  tre aty.  She is not knowing ly ne go tia tin g a tax  trea ty  to her dis ­advantage.  W ha t are th e ad vanta ges to her?
Second, catego rica l sta tem ents en um erati ng  the  advanta ges of  the  trea ty  to the  Un ite d Sta tes .
Three, wh at  does the  Un ite d State s give  up by way  of th is tre aty,  what are the alleged dis adv ant age s, wh at  concessions have  we made, wh at  did  we agree  to th at made it desirable f or  Brazil  to  accept from the sta ndpo int  o f ou r concess ions?
Fo ur , w ha t did Brazil give up,  wh at were h er concessions?A ou alw ays  need th at  in a concise packag e form because tax payers un derst and th at  kin d of a summ ary.
1 would  like  to have t hat  pu t into  the record. W hen I  ge t throu gh  you may make  any  br ief comm ent you wan t, but maybe it wou ld simply be b ett er  fo r you to do it th at  way in t he  in ter es t of time.  J ust  g ive me a memorandum  th at  answers those  questions fo r the  r ecord.

PU RP OS E OF  IN V EST M E N T  TAX CR ED IT

Xow, T wan t to go back  to the po in t th at  Se na tor  Pe ll made befo re the  vote  recess. 1 th ink you will find th at  a good many of  us on the com mit tee support ed  the  domestic  inv estment cre dit , and as one of the few in the  Sen ate,  I opposed suspe nding  it du rin g th at  per iod  of time t ha t it was suspende d. I thou gh t it was a g reat  mistake.  1 did  not buy  the arg um ent th at  it was necessa ry fo r the reasons th at the  a dm in­ist ra tio n gave , and  I happen to  believe t ha t in times o f d an ge r o f infla­tion  you ough t to  he in creasing pro duction , not dec rea sing i t. I was not bro ugh t up in the  school of economics tha t taug ht  tha t you  h and le in ­flat ion  b y restr ic tin g pro duction . I am ta lk ing about the  produc ing  of  goods th at , in tu rn , create wealth . Bu t, as S enato r Pell has pointed out,  th at  was the  pr im ary reason why,  I am sure , most of  us voted fo r it in the firs t place,  which was to strength en produc tio n in ou r own coun try , to  encourage fac tor ies  in our own country  to produc e, to en ­cou rage e xpansion of  businesses in ou r own cou ntry.It  is qu ite d iffe rent  f rom  en coura gin g expansio n of  fac tor ies  in Brazil or any  o the r cou ntry .

CR IT IC IS M S OF U .S . TA XP AY ER S

So we as politi cia ns  ha ve a prob lem with tax payers.  Th ere  is, in my judgme nt,  in thi s country , conside rabl e fee ling among tax paye rs th at  there  is a flight of capi ta l out  of the  Un ited State s by way of  foreign
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investment in American businesses abroad, which take advantage  of 
advantages abroad, including cheap labor or supplies, and cheap raw 
materials. You often hear out in the political hustings in the open 
forum period that we are subjected to afte r our speeches that  we are 
supporting the exporta tion of jobs, tha t we ought to stop exporting 
jobs, and tha t we ought to be building up American industry  at home, 
not American industry abroad.

Now, I  think you have to get into this record some answers to those 
arguments t ha t a tax credit writeoff in Brazil does not build up any 
factory in the United States. It is, as Senator (lore said, a form of 
financial benefit to the American company abroad because they are able 
to reduce their taxes at home, and it is pretty hard to sell the taxpayer, 
particularly in the current  state of flux in this country—and if you 
think it  is not a sta te of flux you ought to come with me and try  to get 
some votes. You are talking to men on this committee who, af ter all, are 
responsible to the voters, and there  are a lot of questions about this tax 
writeoff that have to be answered. I think I will save time if I mention 
these other things and then you make whatever oral reply you want to 
the whole package and then file a supplemental statement.

TAX BE NE FITS  TO AM ERICA N INVESTOR S ABROAD

There is a considerable amount of criticism of our foreign assistance 
program—Senator Gore refers to it as a foreign aid program—but 
criticism that our encouraging of these American companies to invest 
abroad not only is a form of flight of cap ital but it works to the dis­
advantage  of our economic productive power here at home. They ought 
to be encouraged to expand thei r businesses here instead of abroad.

I know pa rt of the other side of this coin, but I am trying  to give 
you some idea of the critic isms we have to face, and it results in the ir 
not paying taxes here to the amount tha t they otherwise would pay. 
It  amounts to a tax subsidy.

It  was pointed out, however, th at the American taxpayer is paying  
an awful lot to sustain them abroad, because they are not sustained 
entirely on the basis of their own investment, but also the amount of 
money th at we pour into our whole Foreign Service, our  whole diplo­
matic protection, to maintain our prestige as a nation that protects 
American property and l ives abroad, and as a taxpayer expendit ure for 
a Navy and an Air Force. You know the argument that they are get­
ting abroad what the businessman on main street gets, all the firehouses 
and the police departments and the city halls, and by way of govern­
mental protection here at home they are getting a similar type of 
governmental protection abroad, that  therefore the Congress lias a 
duty to see to it that , if these American businesses are going to go 
abroad and they are not going abroad out  of charitable purposes, they 
are going abroad with a legit imate r igh tful  purpose  of making profits, 
and I yield to no one in my defense of tha t system.

I happen ito think that the most important part o f our foreign policy 
really, is our economic program abroad. But that , nevertheless, is the 
taxpayer's attitude, that there is a growing trend in this country for 
this Government to support tax escapism, and I can hear some cri ti­
cisms of this treaty unless we really buttress the record against the 
charge that  this is another attem pt on the part  of American business

S4-490—67 •4
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to  ge t some more fav or iti sm  fro m the sta nd po in t of tax benefi ts 
abroad .

I th in k I  have said enough  in  these broad general itie s to tel l you 
wh at I th ink needs  to be pu t in th is  r eco rd to mee t th is ki nd  of  cr it i­
cism. You  are  no t go ing  to ge t th is  kind  of cri tic ism  at th is  table 
because I  do no t see the witnesses who have been cal led  to presen t 
Mr. Jo hn Doe Ta xp ay er ’s general  cri tic ism  of our forei gn  assistance 
policy. 1 a m only speak ing  now fo r the  pur pose of he lp ing bu ild  the  
reco rd. I  am no t spe aking  as an advocate .

Mr. Surrey. Senator , I ap prec iate  th at , because I  th in k your re ­
ma rks are  very  he lpfu l in indica tin g the  kin d of rec ord  we have  to 
build  up.

We  will sub mit the  memorandum , you say. We wi ll also dea l with 
the  obs ervatio ns th at  you say  sho uld  be made in th is  reg ard . (See
P- 4 8 *) . . . .I  wi ll ju st  sav a few th ings  now and  th en  in passing  I  will ask 
Mr.  Ku bis ch of  the St ate Dep ar tm en t to  ind ica te the pos itio n of his 
De partm ent.

GENERAL  AVAIL ABILIT Y OF INVE ST MEN T CREDIT

We , too, in the  Tr ea su ry  Dep ar tm en t are  concerned wi th flig hts  of 
capi ta l, and I  th in k we hav e been conc erned very mu ch wi th respec t 
to  the ind ustriali zed countrie s of  the wo rld  to see th at the resources 
of  the Un ite d State s are  no t pushe d abroa d to the de tri men t of th is 
country . We also have been  concern ed in the  Tr ea su ry  De pa rtm en t 
with  ta x escapism. I th in k we have  been—I  th in k th e business c omm u­
ni ty  will find we have been—ra th er  zealous in protec tin g the  in te r­
ests  of the  Un ite d State s in  th at  reg ard, and I  th in k in th is trea ty  
we hav e been car efu l.

As  I  p oin ted  o ut to  S en ato r Gore , benefi ts are no t obt ained which  a 
taxp ay er  cou ld n ot obtain if  lie invested s im ila rly  i n t he  Uni ted  State s 
an d he would  not  be tax ed  dif fer entia lly  as comp are d to  the  resu lt if 
he had  invested  at  home. People who wou ld go to Braz il un de r th is  
trea ty  to get  the  inv estment cre dit  could equ ally  get  the  investment 
cred it i f they stayed  at  home.

So th at  b rin gs  you to  t he  q ues tion  of the  ove rall  advanta ges to  the  
Uni ted State s o f A me rican pr ivate investment in dev eloping coun trie s, 
because we a re t alking  here only  about developing c oun trie s. We would  
no t extend  th is  inv estme nt cre di t to any  indu str ia liz ed  coun try , as I 
stated  in th e colloquy with  Se nator  Pell .

ENC OURAG EMENT OF PRIV ATE ENTERPRIS E IN  T II E  AID PROGRAM

I  th in k pe rhap s a gen era l cri tic ism  of  th e fo re ign assi stance  pr o­
gram  m ade by ma ny is th at  i t is a cost ly pr og ram f or  th e Gov ernment 
and th at  it  wou ld be fa r less cost ly if  pr ivat e en terp ris e were  assis t­
ing the  p rogram  and were  invo lved  in it. Th ro ug h th is  trea ty  the in ­
ves tme nt cred it does encourage  pr iv at e en terp ris e to pla y a role in 
developing economies an d by eli mi na tin g a dis inc entive to go ab ro ad : 
the  trea ty  at  least says th at  pr ivat e en terp ris e can  look upon the  
dev eloping cou ntr ies  of  Lat in  Am erica as ap pr op riate places of  investm ent .
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Now, we believe, and the State Department believes, and I think  
those who have considered the  matter believe it  is in the best interests 
of the  United States  t hat  the Latin American countries develop, and 
this development will be aided materially both by improvements in 
the public sector in those countries and by improvements in the pr i­
vate sector, through all o f the capital, enterprise , innovation, stimula­
tion, and the like, tha t pr ivate  capital  brings to those countries, brings 
to any country. There are grea t returns for the United States  in the 
development of those countries.

EXPO RT MA RK ETS IN  DEVELOPING  COU NTRIES

These countries are imp ortant export markets fo r the United States. 
Our exports to these countries are fa r in excess of our investment 
in these countries. I  am sure tha t the business community will say to 
you tha t investment in Lat in America brings with it in its tra in ex­
ports to Latin America. New markets open up. The goods tha t are 
produced there are not specialized goods but goods for new markets. 
There is still room for American goods.

I thin k American labor has always favored the aid tha t the  United 
States can give to developing countries. I t looks upon capital  invested 
in developing countries fa r differently than  it looks upon capital  in­
vested in other parts of the world.

So tha t in assisting these countries we are also assisting the United 
States, which is proper. We have our interests to consider as well as 
the interests of these other countries.

EF FE CT  OF INVE ST MEN T CREDIT EX TE NS ION

The investment credit was, of  course, to strengthen production in 
our country, but largely to strengthen it as compared with the ter ­
rific competition we were having  from Europe.

Now, in offering the investment credit to Latin  America we are not 
in any way h urtin g our country. We are not in any way really dis­
couraging expansion in the United States. Wha t we are saying is 
tha t we look a t our system, and we see that to Lat in America our 
system appears to present a disincentive on the p art  of priva te capital 
going to their countries. We have no such intention. We do not desire 
to pu t a barrier  in the way of our capita l going to Latin America.

So, consequently, the  extension of this credit  will not harm us. It  
will remove what looks to Latin America to  be a barrie r to investment 
and which may in a marginal  case be a barrier . The capital  may not 
go to Latin  American because of tha t barr ier. It  may go to Europe. By 
removing this barrie r, we can achieve something tha t is in the in­
terest of both the United States  and the Lat in American countries. 
We will not in any way make our taxpayers any wealthier compared 
with if  they had invested at home. Bu t we will join with Latin Ameri­
can countries in seeing to it t ha t neither of us places a b arrier in the 
way of having private enterprise play its part in joining Government 
activity, in encouraging the development of the economies of  Latin 
America because both of us are in sound agreement t ha t the develop­
ment of the economies of Latin America will redound to their bene­
fit and to the benefit of the United States.

I think Mr. Kubisch would like to say a word.
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Senator Morse. Go right ahead. We will keep the record open long enough to receive your memorandum, and I would like to have it printed in the record immediately following the testimony he has just given.
(The information referred to follows:)

A dva nta ges  to t h e  U ni te d Sta te s an d  to B ra zil of  t h e  P en di ng  I ncom e T ax 
Con ve nt io n

(P re pare d  by th e T re asu ry  D ep ar tm en t)

MUT UAL  ADVANTAGES

1. I t is  im port an t to rec ogniz e a t th e outs et  th a t th is  conv en tio n is m ut ual ly  ad va nt ag eo us  in th a t th er e are  sign ifi ca nt  ad van ta ges  sh ar ed  by bo th co un tr ie s.  Th e co nv en tio n el im in at es  ta x  ob stac les to th e  flow of  goods, an d th e  mo ve men t of bu sin essm en , tech ni ci an s an d oth er s be tw ee n th e  tw o co un tr ie s.  T he re su lt s wi ll be be ne fic ial  to  bo th  B ra zi l an d th e U ni ted S ta te s,  sin ce  tr ad e  is to  th e ad van ta ge  of  1m,tl i the im po rt in g co un try and  th e  ex po rt in g co un try .2. Th e co nv en tio n also  el im in at es  ta x  ob st ac le s to th e flow of cap it a l be tw ee n th e Uni ted S ta te s an d Brazi l. I t wi ll th u s he lp  to  in cr ea se  th e re so ur ce s fo r eco nom ic de ve lopm en t av ai la ble  to  Bra zi l, but. a t th e same tim e, as  in di ca ted belo w, it  wi ll he lp  to pr es erve , if  no t en la rg e,  th e B ra zi li an  m ark et fo r U.S. ex po rts .
3. Bo th co unt ri es  wi ll benefit  from  a m utu al  re du ct io n in w ith ho ld in g ta xe s on ro ya lt ie s flowing  fro m one co un try to th e o th er in co nn ec tio n w ith  co py righ ts  an d pa te nt s.  In ve nt or s,  au th ors  an d a rt is ts  wi ll en joy an  in cr ea se d re tu rn  fro m th e ir  o ut pu t.
4. A no th er  m ut ua l ad va nta ge of th e tr ea ty  is th a t it es ta bl is he s a ba si s fo r co op er at io n am on g (b e ta x  au th ori ti es of  bo th  co un tr ie s so th a t ta x  qu es tio ns  th a t may  a ri se  in each  co untr y  co nc er ni ng  pr op er  al lo ca tion s of  inc om e an d ex ­pe nses  an d pr ic in g pr ac tice s,  etc ., may  1m* res olve d w ithout ad ve rs e ef fects  on the  ta xpayers  co nc erne d. I t als o es ta bl is he s a ch an ne l fo r th e ad ju st m ent of  w ha t may  be un ju st if ia ble  ad m in is tr a ti ve pr ac tice s.
5. Th e tr e a ty  co nt ai ns  m ut ua l as su ra nce s of no n- di sc rimin at io n so th a t na­tion al s of  one co un try re si den t in th e o th er an d co mpa nies  of  one co un try wi th br an ch es  or su bs id ia ri es  in th e o th er  will be tr eate d  in the sa m e wa y tl ia t na­tion al s and  co mpa nies  of  th e ho st  co un tr y are  tr ea te d.
G. In  co ns id er in g th e ad van ta ge s to each  co un try,  an d the concess ion s, it  mu st 1m> rem em be re d th a t th er e a re  v ari a ti ons in  th e scope an d quan ti ta ti ve  im po rta nc e of th e va ri ou s prov isi on s, ju s t as  in an y ta x  co nv en tio n. Th e pre se nt  st a tu s of ea ch  coun tr y ’s ta x  sy ste m in re la tion to th e in te rn at io nal ly  ac ce pt ed  st andard s in th is  a re a  wi ll al so  aff ec t th e n a tu re  of  th e co nc essio ns  ma de . Vie wed in th e en ti re ty , ho wev er,  th e ac co m mod at io ns  mad e by th e two co un tr ie s are  both ba lanc ed  an d m utu al ly  re in fo rc in g.

ADVANTAGES TO BRAZIL

1. The  pr in cipa l benefit  of  th e ta x  tr ea ty  fro m th e  po in t of  view of  Brazi l is tha t, it fa cil it a te s th e a tt ra c ti on  of  ad de d pri vat e in ve stm en t fro m th e Un ite d S ta te s.  Thi s is to l>e ex pe ct ed  from  th e ex te ns io n of  th e 7 pe rc en t in ve stm en t cre d it  to in ve stm en t in Bra zi l, opera ti ng  in co njun ct ion w ith  th e ch an ge s mad e by th e  conv en tio n in th e B ra zil ia n  ta x  sy ste m as  it  af fect s in ve st m en t fro m th e U ni te d Sta te s.  Th e ex is ting  g ra n t of  th e 7 per ce nt  cre d it  to  inve stmen t in th e U ni te d S ta te s bu t no t in  B ra zi l m ak es  B ra zi l a le ss  a tt ra c ti v e  plac e fo r in ves t­m en t th an  wo uld  ot he rw is e be th e  case . The  ex tens ion of  th e in ve stm en t cr ed it  may  be re ga rd ed  as  be ing co m pl em en ta ry  to th e va riou s as si st an ce  pr og ra m s of  th e  Fed er al  Gov ernm en t to B ra zi l.
2. A sec ond ad van ta ge to  B ra zi l is  th a t th e tr ea ty  fa cil it a te s it s ef fo rts  to  en la rg e it s m ar ke ts  in  th e U ni ted Sta te s.  B ra zi li an  en te rp ri se s wi ll be ab le  to  ex pl or e an d develop  m ark ets  in  th e U ni ted S ta te s w ithou t ru nn in g in to  complex- ta x  co mpl ian ce  prob lems. T he ir  ex por te rs  wi ll no t be su bje ct  to  U.S.  ta x  in  th e ab se nc e of th eir  es ta bl is hi ng a  st ab le  bu sine ss  oper at io n— a “p er m an en t est ab­li sh m en t’” in th e wor ds  of  th e  tr e a ty —in th e U ni ted S ta te s.3. The trea ty  wil l fa ci li ta te  th e acq uis itio n by Br az ili an  tec hnicians and  scho lar s of ski lls  an d trai ni ng  in the Un ited St ates  a t a low er cost  th an  at
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pr es en t. T hi s wou ld  re su lt  fr om  th e  ta x  ex em pt ion from  U.S . ta x  th a t wo uld 
be ac co rded  su ch  p er so ns  c om ing to  the U ni te d S ta te s fo r spec ified  pe riod s of  tim e 
an d de rivi ng  am oun ts  of  inco me w ith in  th e  specified  lim its . B ra zi li an  te ac her s 
wo uld also  be en co ur ag ed  to  come  to th e U ni ted S ta te s by  an  ex em pt io n gra n te d  
to  th em  f ro m U .S.  t ax .

4. C ont ri bu tion s to B ra zil ia n  no np ro fi t in st it u ti ons will  be en co ur ag ed  under  a 
prov is ion in th e  tr e a ty  th a t wou ld all ow  su ch  co nt ributions  as  a de du ct io n 
fr om  U.S.  inco me ta x  in th os e ca se s w he re  th e B ra zi li an  in st it u ti on  m ee ts  th e  
s ta tu to ry  qu al if ic at io ns  which  ap ply to a no np ro fit  in st it u tion  in th e  Uni ted 
Sta te s.  T hi s pr ov is io n is  si m il ar to one fo un d in th e inc om e ta x  co nv en tio n 
be tw ee n C an ad a and  th e U ni te d Sta te s.

AD VA NT AG ES  TO T H E  U N IT ED  ST ATE S

1. The  tr e a ty  w ill  he lp  to pre se rv e th e tr ad e  an d m ar ket  po si tio n of  U.S . fir ms 
in Bra zi l. In te nsi ve ef fo rt s ar e  now under way  am on g ot her  in dust ri al iz ed  co un ­
tr ie s to  en te r in to  ta x  tr ea ti es w ith B ra zil  (a nd o th er L at in  Amer ican  co un tr ie s)  
wh ich  wou ld give  to  th e ir  bu sine ss  fir ms th e  same ty pe s of advan ta ges  th a t 
wo uld ac cr ue  to  Am er ic an  fir ms under th is  co nv en tio n.  If  th ere  wer e to  be no 
tr ea ty  be tw ee n B ra zil  an d th e U ni te d S ta te s,  Amer ican  fir ms wo uld be a t a 
d is ad van ta ge as  re sp ec ts  tr ad e  an d in ve st m en t w ith B ra zi l co mpa re d w ith  th e ir  
coun te rp art s from  o th er  in dust ri a li zed  co un tr ie s,  w ith  ad ve rs e co nseq ue nc es  
to  th e U.S . po si tio n in  the B ra zi li an  m ar ket .

2. Man y of  th e ad van ta ges th a t wou ld  ac cr ue  to th e U ni ted S ta te s und er  th e 
inc om e ta x  co nv en tio n w ith B ra zi l are  si m il ar to thos e th a t wo uld ac cr ue  to 
B ra zi l an d fo r th e sa m e re as on s. Thu s,  th e  co nv en tio n sh ou ld  fa c il it a te  export s 
from  th e  U ni ted S ta te s.  P o te n ti a l export ers  to  B ra zi l wh o now fa il  to  ex pl or e 
an d de ve lop  tr ad e  oppor tu ni ti es  be ca us e of  th e cost,  in  te rm s of money , tim e,  
an d en ergy , of becomi ng  fa m il ia r w ith  B ra zi li an  ta x  laws an d pa ying  B ra zi li an  
ta xes  de sp ite th e  ab se nc e of  a bu sine ss  presen ce , ne ed  no long er  do so. Th ey  ne ed  
no t be co nc erne d about B ra zi li an  ta xes un ti l th ey  cre ate  a “p er m an en t est ab li sh ­
m en t’’ in Brazi l.

3. U ni te d S ta te s co m pa ni es  w ith su bsi d ia ri es  in B ra zi l wi ll be ab le  to  re ­
ce ive  divi de nd s from  th e ir  su bsi d ia ri es  su bje ct  to re du ce d B ra zi li an  w ith ho ld in g 
ta xes  su ch  th a t th e ag gre ga te  of  B ra zil ia n  co rp ora te  an d w ith ho ld in g ta xes 
on prof its  e ar ne d th ere  a nd d is tr ib u te d  to  th e U.S. pa re n t w ill  no t exce ed  th e U.S . 
co rp or at e ta x  ra te  of  48 pe rc en t. Con se qu en tly  ex ce ss  or  un us ab le  fo re ig n ta x  
cre dit s wi ll be re du ce d or el im in at ed . S im ilar ly , U.S . re ci pi en ts  of  ro yal ti es  fro m 
Bra zi l, an d U ni te d S ta te s fina nc ia l in st it u ti ons re ce iv ing in te re st  on lo an s to 
Bra zi l, will  ha ve  th e hi gh  w ith ho ld in g ta xes now  lev ied  by Bra zi l on th e in ­
te re st  an d ro yal ti es  (t hese  w ithh ol di ng  ta xes do no t ta ke in to  ac co un t th e co st s 
in cu rr ed  in pr od uc in g su ch  inco me)  lo wered  by  a re du ct io n in th e w ith ho ld in g 
ta x  ra te s to  a lev el which  is mor e nea rl y eq ui val en t to  th e U.S. ta x  on th e ne t 
inco me from  su ch  tr ansa cti ons.  Thi s al so  will  el im in at e un us ed  fo re ig n ta x  
cr ed its.  Si m ilar ly , ow ne rs  of  re a l pr ope rt y in B ra zi l w ill  be su bje ct  to B ra zi li an  
ta x  on th e  net inc om e fr om  su ch  pr ope rty,  th a t is a ft e r th e  de du ct io n of th e 
co sts of  oper at in g su ch  p ro per ty , in st ea d  o f on a g ross  b as is.

4. Cos ts in cu rr ed  by A m er ic an  fir ms oper at in g in B ra zi l, which  now m ay  be 
di sa llo wed  be ca us e in curr ed  ou ts id e B ra zi l, wo uld  be al lowed  under  th e tr ea ty  
as  a de du ct io n fo r B ra zil ia n  ta x  pu rp os es , th us contr ib uting  to w ar d a more 
eq ui ta bl e ta x  t re a tm en t of  th e  in co me o f s uc h firms .

5. Uni ted S ta te s en gine er s,  ar ch it ec ts , a tt o rn eys an d ot her s will  be ab le  to 
pe rfor m  se rv ices  fo r B ra zil ia ns bo th  in th e Uni ted S ta te s an d B ra zi l (in th e 
la tt e r fo r lim ite d pe riod s of  t im e an d w ith in  spe cif ied  earn in gs li m it a ti ons)  w ith­
ou t becomi ng  su bj ec t to th e B ra zi li an  ta x  law s. Tea ch er s fr om  th e U ni ted Sta te s 
w ill  be ab le  to  go to  B ra zi l fo r pe riod s up  to  tw o yea rs  an d be ex em pt  from  ta x  
th er e,  th us mak in g it  po ss ib le  fo r mor e te ac her s to ac ce pt  te ac hin g opp or tu ni ti es .

U .S . CONCES SI ONS

1. A nu m be r of  th e  co nc es sion s mad e by  th e Uni ted S ta te s a re  re ci pro ca l in 
ch ara c te r an d ha ve  been  re fe rr ed  to  above. Thes e a re  pre se nt in  our st a n d a rd  
ta x  co nv en tio ns . T hu s ea ch  coun tr y  g ra n ts  re du ct io ns  in it s w ith hold in g ta xes  
on  ro ya lty pa ym en ts , ex em pt io n fr om  ta x  on  bu sine ss  pr of its  de rive d in  th e 
ab senc e of  a jier m an en t es ta bli sh m en t,  an d ex em pt ion to v is it in g  bu sine ssmen , 
te ch ni ci an s an d te ac her s fo r lim ited  pe riod s of  tim e an d on lim ited  am ounts  of 
income.
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2. The United States would  make an additional concession in the form of 
extending the 7 percent inves tmen t credit , now given for domestic investm ent, 
for  new capi tal used to put  machinery and equipm ent in place in Brazil. This is 
not a unique concession to the  American firms involved, since the  inves tmen t 
cred it is presently  gra nte d to U.S. tax payers for their  domestic investments. 
However, it brings  the Bra zili an economy more fully  with in the orb it of po­
ten tial  are as of inves tmen t which American firms consid er when makin g inves t­
ment decisions. It  thus  affords  Brazil an improved  oppo rtuni ty for obtaining 
needed cap ita l resourc es. This  provision  con stitutes from the  Bra zilian point  
of view the principal concession m ade by the United States .

3. The United Sta tes  agrees  to tre at  con tribu tions to Braz ilian  cha rita ble  
inst itut ions meeting the  Int ern al Revenue Code requirements as if they were 
contribut ions to U.S. cha rita ble  insti tutions . This  would fac ilit ate  the  pa rtici­
pation by American nat ion als  and firms in the financing  of socially desi rable 
welfare activities in Braz il. This  provis ion is sim ilar to th at  now in the income 
tax  convention between  Cana da and the  United State s.

CONCESSIONS BY BRAZIL

1. Most of the item s which have been listed previously as being adva ntageous  
to the  United  Sta tes  may also be liste d as concessions by Brazil. The principa l 
ones are  the redu ctio ns in withhold ing taxes on dividends, intere st and roya l­
ties  flowing to th e Unite d States . However, thes e reduc tions also mean th at  
the  tax costs asso ciate d with the flow of capital , pat ent s and  know-how to 
Brazil are  reduced,  to the  benefit of the U.S. taxpay ers involved. They thu s 
represe nt the  removal by Braz il of a ba rri er  to such inflows from the  Unite d 
States.

2. Other concessions  by Brazil include the  giving up of tax  on income derived  
from  the  sale of goods in Brazi l by Americ an firms th at  have no perm anen t 
esta blish men t in Brazi l, the eliminatio n of tax on businessmen, technicia ns and 
teac hers for limi ted periods  of time  and on limite d amounts of earn ings , and 
the allowan ce of a deduction for  expenses in cer tain cases wher e they are not 
now allowed, such as costs incu rred  abroa d. These changes  repr esen t the adop­
tion by Brazi l of inte rna tion ally  accepted sta ndard  rules for  the  tax ati on  of 
foreign nat ion als and firms and of intern atio nal  business tran sac tion s.

3. Finally, Bra zil adopts  rule s concerning the  source of income gene rated  by 
vario us types of act ivi ty which are  gene rally  in accord wit h those th at  have 
been adopted  by oth er countr ies. It  thus gives up tax  in cer tain  cases on income 
which is considered  unde r prese nt Brazilia n law to be from Bra zilian sources 
hut  which und er the rules of most oth er countries would be considered  to be 
from sources outside of Brazil.

I nvest m ent in  B razi l an d  U nit ed  Sta te s E xports

Concern is often expressed th at  U.S. priv ate investment, in a foreig n count ry 
is neces sarily  accompanied by a decline  of product ion in the Unite d Stat es of 
goods which would have been expor ted to the country where  the investme nt is 
made. Whatev er may be the situation with respect  to in vestmen t in indu strializ ed 
countr ies, there is litt le basis for this concern with respec t to the  situatio n in 
Brazil or in Lat in America generall y. Also, thi s considera tion is in no way in­
volved with  respec t to the proposed extensio n of the inve stme nt cre dit in the 
tre aty  w ith Brazil.

The fac tors  which motiv ate privat e inves tment in less developed countries are  
many and varied. But one of the ma jor  fac tors  involved in such inves tment de­
cisions is the drive  of developing countries to inerea sp their  produ ctive  capacity 
and to expan d domestic consumption. To promote  the growth of domestic pro­
ductiv e facili ties, these coun tries  usu ally  adop t a protecti onist policy for new 
indu strie s, ju st as the United  Sta tes  has done in the past. American firms, the re­
fore, may be confronted with  a choice of either losing the ir export marke t in a 
given coun try or of e stab lish ing produc tion in th at  country. If  the y choose not to 
produce in the foreign country, the likelihood is th at  producers from ano ther  
cap ital  ex porti ng co untry will do so inste ad.

While  productio n within the foreign coun try may cause U.S. expo rts of the 
pa rti cu lar  produ ct concerned to decline, the imp orta nt poin t to keep in mind is 
th at  the creation of add ition al produ ctive  faciliti es in a developing  c ountry such 
as Braz il does not mean a reduc tion in the  to tal  volume of i ts imports . Developing
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countries suffer from a profound shortage of foreign exchange and by increasing 
the domestic production of goods they free foreign exchange for  the purchase of 
goods which they could not formerly buy. The volume of imports of the less de­
veloped countries is determined almost entirely by the amount of foreign ex­
change available to them to finance the purchase of the goods they need and  want. 
There is a tremendous unsatisfied need for goods throughout the less developed 
par t of the world, and the magnitude of capital flows to these countries in the 
foreseeable futu re is such tha t it could have no adverse effect on the volume of 
our exports to those countries. On the contrary, the h istory of our trade  relations  
with developing countries reveals tha t the higher the level of productive activity 
in a foreign country, the g reater  is the volume of t rade between i t and the United 
States.

That  being the case, it  is partic ularly  im portan t t hat  there be U.S. investments  
in Brazil, so tha t U.S. companies might share with those of other countries in 
the rising volume of business which accompanies economic development.

The presence of U.S. companies in Brazil exerts an important influence in gen­
erating exports from the United States. Although they supply locally produced 
goods, they establish a famil iarity with U.S. merchandise and merchandising 
techniques which helps to form consumer preference in Brazil for U.S. goods. 
The development by U.S. firms of local markets encourages the sales of additional 
products produced by U;S. p arent  companies and others. Moreover, in some cases 
it may not be feasible to export these additiona l products without the services 
of the local organization.

It  should also be noted tha t U.S. subsidiaries in these countries are important 
markets for U.S. goods. The la test available data  (for 1964) indicate that 75 per­
cent of net new investment in U.S. subsidiaries in Latin America was matched by 
purchases of capital  equipment from the United Sta tes by such affiliates, and total  
U.S. exports to such subsidiaries were 8 times the amount of such net new invest­
ment. The return flow of U.S. imports from such subsidiaries was insignificant 
in comparison with thei r purchases from the United States. United States exports 
to or through manufacturing  subsidiaries in Latin America in 1964 totaled $700 
million, constrasted with U.S. imports of only $80 million. Sales by such affiliates 
to thi rd countries represented less than 5 percent of thei r to tal sales, thus indicat­
ing tha t thei r productive facilitie s were used for consumption in the part icula r 
domestic market.

Senator Morse. You may proceed, Mr. Kubisch.
Mr. Kubisch. Thank you, Senator. I shall be brief. Some of the 

questions you have raised go to the heart of certain aspects of our fo r­
eign assistance programs, and the costs and benefits of these programs 
to the  people of the United States. I will not try now to go into those 
inasmuch as I know you have had witnesses here and representatives 
spoke on them from the Department of State  before. Confining my 
remarks to this particula r convention and representing the Department 
of State, I can say tha t we are in favor of the treaty  and hope very 
much that the Senate will approve it.

PRIVAT E INVE ST MEN T NEEDED IN  BRAZIL

We believe tha t the treaty is consistent with overall U.S. policy in 
the hemisphere, with respect to the Alliance for Progress and specifi­
cally with  respect to our policy with  Brazil.

There is no question about the need for private investment to make 
the Alliance fo r Progress successful. This  was foreseen in the Char ter 
of Pun ta del Este. At that time—back in 19G1—it was foreseen that 
U.S. public funds would constitute only about 10 percent of the overall 
cost of atta ining the objectives of the Alliance for Progress. Eighty 
percent of the funds were to come from the countries  themselves, and 
the final 10 percent had to come by means of foreign private invest­
ment and from interna tional bodies. So I think here, if we subscribe to
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the  goals of the  Al liance  for Progres s which is the corner stone of  our  policy in the hem isphere—a nd the  Braz ilian  Gov ernment has  ce r­tainly  been moving forw ard  in t he  last several yea rs in t ry in g to a ttai n those  goals—it  is very much in the  intere st of Brazi l and the  Un ite d State s th at  th is pr ivat e form  of  investment be ava ilab le to Brazi l. I t is beyond  the  publi c resources of  the Un ited Sta tes  to supp ly all of the  resources needed from  abroad  to at ta in  the  goals , and an ythi ng  that  tends to------

EX PO RT  OF U .S . PR IV AT E IN V EST M E N T  SY ST EM

Senator  Morse. I want to i nt er ru pt  j us t lo ng e nough to  endorse  what  you have said  about what the  basis of  the All iance fo r Prog res s pr o­gra m was from  the sta nd po in t of  p riv ate  investment,  fo r the  p rog ram  rea lly or igi na ted  in ou r Subcomm itee  on La tin  A merica n Af fai rs here in the Senate, of  which I hap pen  to hav e the  privilege  of ser vin g as cha irm an.  T he  the n Se na tor  from Massachusetts,  Jo hn  K enn edy , was a member of  my subcomm ittee , and  seconded the  motio n, and made a su pp or tin g speech, fo r my idea to hav e stud ies  done  by expe rts  in re ­search foun da tio ns  and  unive rsi ties in th is cou ntry. These  stud ies  brou gh t fo rth the  recommenda tion s th at  created the  Al liance  for  Progres s p rog ram . I le took those  recommen dations  to the W hi te  House wi th him and  made clear at  the  tim e th at  he was using  them as the basis fo r his  ini tia tio n of the  pro gra m.  An d basic to th at  pro gra m,  which bo th of us said so many  times, was the impor tance of our exp or t­ing  our  sys tem of economic  freedom  into  La tin  America.
I hat does not mean  gover nm ent  aid.  Th at  mean s pr ivat e aid  bv way of dev eloping in the  various c ountr ies  of  L at in  A me rican the  p ri ­vate  en ter pr ise  system , in co ntrast to a gov ernment syste m which is the  v ery  fou ndation of  the  p rog ram . I am so gl ad  t hat  you men tioned it, and I only  take  th is time to reinfo rce  what you hav e said  because we have  t o have  the  investments . It is a  qu estion of how we a re goi ng to have those investments  a nd at  the same tim e prote ct the  leg itim ate  int ere sts  of  the Am eric an tax pa ye r.

Mr. K ubis ch. Than k you, Se nator.
I agree  th at  it is not only the  resou rces them selves th at  flow when private, investm ents go from  the Un ite d State s to Br az il bu t in ad di ­tion a technology goes wi th them , personnel go w ith  the m,  and  a system and an app roa ch to the  d eve lopment of  a socie ty go wi th them  which is very much in t he  intere st of  th e U ni ted  S tat es,  a nd  I may  say in the intere st o f Brazi l as well.
In my view th is tre aty which  is proposed will  advance  those in te r­ests. It is in the  en lig hte ned sel f-inte res t of Br az il and the  Un ite d States  t hat  we do coopera te in ju st  th is  f ash ion  in encoura gin g Am er­ican inve stments  to  go to Braz il.  They will  h elp in the  deve lopm ent of th at  cou ntry and also he lp to develop the  kind  of  world  th at  both Brazilia ns  and Am eric ans  want to see.
Se na tor  Morse. T ha nk  you ve ry much.
We will stand  in recess un til  2 :30 when our first  witn ess will be M r. L. X. W ood worth , Ch ief  of Sta ff of  t he Jo in t Comm ittee on In te rn al  Revenue Taxation.
(Wher eup on, at  12:50 p.m., the  commit tee recessed, to reconvene  at 2 :30 p.m. the  same day .)
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AFTERNOON SESSION

Senator  Morse. The hearing will come to order.
Our first witness this afternoon will be Mr. L. X. Woodworth, Chief 

of Stall' o f the Jo in t Committee on Internal  Revenue Taxation.
We are delighted to have you. It  is like having an old friend hack 

with us. You may proceed in your own way, Mr. Woodworth. You 
are accompanied by whom ?

STATEMENT OF LAURENCE N. WOODWORTH, CHIEF OF STAFF,
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, ACCOM­
PANIED BY DENNIS BEDELL, ATTORNEY

Mr. Woodworth. This  is Mr. Dennis Bedell, an attorney on the joint 
committee stall' who has specialized in the foreign income area.

Senator Morse. We are delighted to have you, Mr. Bedell.
Mr. Woodworth. I appear , as I  am sure you know, because Senator 

Fulbright has asked me to present an analysis of the proposed t rea­
ties.

I would like, if I may, to submit the memoranda that I have for 
the record.

Senator Morse. The complete memoranda of the witness will be in­
serted in the record and he can summarize them in accordance with 
his own pleasure (see page 62).

SU PPLEM EN TA R Y  TA X CONVEN TI ON W IT H  CAN ADA

Mr. Woodworth. I would like, first of all, to refer to the supple­
mentary income tax convention with Canada. This is fundamentally 
just a provision to close a loophole.

Canada exempts from its tax Canadian corporations organized be­
fore April 1965 which are managed and controlled outside of Canada 
and owned by foreigners.

We, on the oth er hand, tax Canadian corporations at 15 percent un ­
der the  existing Canadian treaty on income th at they derive from the 
United States. The result of this is that non-United States and non- 
Canadian persons who own these types of corporations I have just de­
scribed can invest in the United States and pay only the 15 percent tax. 
It  is to close tha t loophole tha t this supplementary convention has 
been entered into.

This supplementary convention would simply provide that  the reg­
ular U.S. 30 percent withholding rate  applies in this type  of case.

I see no problems with this convention and I know of no one who 
has raised any problems with it.

TR IN ID AD AN D TOBAGO CO NVEN TI ON

The convention with Trin idad  and Tobago is a temporary one. We 
first had a  treaty with Trinidad and Tobago because it was a United 
Kingdom possession to which our treaty with the United Kingdom 
was extended. This status was continued a fter  it became independent 
but Trin idad  and Tobago terminated this as of Jan uar y 1, 1966. They 
are, as I understand it, think ing of entering into negotiations  for a
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permanent  tre aty . Th is conven tion  rep resent s merely a tem porary 
one un til  fu rthe r work is done  in th at connection. I t  pro vid es a 25- 
percen t tax  on div idends  in stead of  t he  30 percent  which would  ot he r­
wise apply , both in the case of  div ide nds pa id by Trini da d an d To ­
bago cor porat ion s to U.S . res ide nts  and corporat ion s, and vice versa .

In addit ion , the re is a 5-perce nt tax  in those cases where the divi ­
dend  is pa id by a 10 percent owned subsidia ry.

The  e ffect of th is convention  wou ld be very lim ited as well  as tem ­
porary. I  see no prob lem wi th it  and I have he ard  of  no problem in 
connection w ith  it.

BRAZIL TAX TREATY REPRE SEN TS MA JOR  DEPARTURE

There  rem ains the  Br az ilian  conven tion  which, of course, is a ful l- 
scale majo r convention. In  general , I should say th at  t hi s follo ws the  
usua l tax tre aty rules bu t conta ins  the  one fea ture  which rep resents 
a d ep ar tu re  from  the t ax  t rea tie s t hat  we have  entere d in to  in the past.  
By th at  I am, of course , re fe rr in g to the  f ac t t hat it  m akes  al lowance 
for th e investment c red it.

I  th ink it  is im po rta nt  to no te th at  the effect of  th is is th at  the  
Un ite d State s would  lie low ering its  own tax  on its  own citiz ens or  
residen ts or corpo rat ion s by mea ns of a t ax tre aty . O n occasion  th is has 
been done to reconc ile differences between tax  concepts  o f the  U nit ed  
State s and the  fore ign  c ountry—p rim ar ily  by  actions which incre ased  
the  allowab le foreign tax  cre dit . Th is tre aty de pa rts  from th is occa­
sional pra ctice  of the  pas t, however, in th at  un de r it  the U.S . tax  on 
U.S . perso ns is  redticed d ire ctl y by a llow ing  a cred it f or  foreig n inve st­
men ts which  would be elig ible  fo r the  domestic  inv estment cre dit  if 
made in  th is c oun try.

On the  o the r h and, I  think  it  is  well to reco gnize t ha t th is tre aty,  if 
app rov ed, would be the  first  broad-s cale  tax conven tion  we have con­
cluded  wi th a less deve loped  cou ntry. Th ere  hav e been a few, one or 
two,  very limited  examples of where the Un ite d State s has ente red 
into  tax  conv entions with a less deve loped  cou ntry, bu t the y were not 
full -scale  tax  conventions, such as th is one would be.

Th e usua l tax  conv ention th at  we have ent ere d into wi th a devel­
oped cou ntry has  been des igned to eliminate doub le tax ati on  on both 
sides. I t  h as been som eth ing  th at  was adv antage ous to both countr ies  
because each had investments  or  busin ess ac tiv ity  in the  oth er coun­
try and , the refore , it  was im po rta nt  to both cou ntr ies  to  str aig hten  
ou t the  a reas  of double tax ati on , pa rti cu la rly  d ifferences in  th e source 
of  income rules .

TREA TY W IT H A LESS DEVELOPED COUNTRY

Th is gen eral  proposi tion is no t tru e, however , in the case of a less 
deve loped country, because i ts volum e of business i n the  U ni ted  S tates 
usu ally is small,  and there fore the  usual  deve loped country  t ax  tre aty 
means nothing  bu t the  loss of revenue fro m the  sta nd po int of a less 
developed cou ntry. So, in the pas t, it  h as been difficul t fo r the  U ni ted  
State s to en ter  into  ta x tre at ies wi th less deve loped  coun tries .

I th ink thi s is one of  the pr inc ipa l reasons the  Treasury has made  
provisi on for the  allowance of the inv estment cre dit . Th is, in effect,
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provides something tha t the less developed country wants—in other 
words, it provides a quid pro quo for concessions made by the less 
developed country. Of course, accompanying tha t is the fact tha t the 
United  States has a general policy of  encouraging investments in less 
developed countries. I think the inclusion of the investment c redit in 
this t reaty results from a combination of those two factors.

As I see it, this is the major issue before the committee. This  aspect 
of the treaty  is a departure in some respects from what generally has 
been done in the past. On the other hand,  the Treasury reasons that  this 
is necessary if we are to conclude treat ies with these countries.

I thought that perhaps what  I  migh t do now is to  point out what 
appears to me to be some of the major factors  in the tax trea ty with 
Brazil which are favorable to Brazi l and some of the major  factors 
which are favorable  to the United States. If  I unders tand it, this  is 
what you were asking for this morning.

FACTORS FAVORABLE TO BRAZIL

From the standpoint of Brazil, certain ly the most favorable aspect 
is the allowance of  the foreign investment credit. This, of course, is 
designed to make investment by U.S. persons in Brazi l more attract ive 
and should in tha t regard help in the development of the country.

In  addition  certain  tax rate reductions are provided, which, in a 
sense, help both Brazil and the business interes ts in the United States. 
The rate reductions are made for the most p ar t by Brazil and not by 
the United  States, with the result  that  the investment climate in 
Brazil becomes more att ractive to U.S. concerns. There are rate  reduc­
tions in the areas of dividends, interest, and royalties.

EF FE CT  OF RED UCT ION  OF DIVIDEND TAX

The withholding tax on dividends at the present time  is 25 percent 
in Brazil. This would be reduced to 20 percent where the dividend is 
paid to a U.S. corporation which has an ownership in terest in  the pay­
ing Brazilian corpora tion of 10 percent or more.

Mr. Surrey this morning indicated the reason for this  "was tha t al­
though  a reduction from 25 to 20 percent may appea r modest, it means, 
when you add up the  various taxes which apply in Brazil, tha t a U.S. 
concern with a subsidiary there will probably pay no additional tax 
to the United States and, moreover, will not have an excess foreign 
tax credit which it  cannot use. In  other words, the Brazi lian tax will 
just about equal the U.S. rate of tax  and will be fu lly creditable under 
the foreign tax credit. Because of t ha t there will be no U.S. tax due.

This  is true  since Brazi l has a regular corporate tax ra te o f 30 per­
cent, plus a 5 percent tax on distr ibuted profits, plus the 20 percent 
withholding tax tha t I have just  referred to which—when you take 
into account the fact t ha t they are no t imposed on the  same base—add 
up to a tax of 46.8 percent, or  slightly less than our corpora te tax.

I understand tha t Brazil has imposed what appears to be an addi­
tional corporate tax, but it is not clear to  me tha t th is does not replace 
to some extent an existing tax, and in any event even if it does not, 
it only would bring the to tal Braz ilian tax rate  to very s lightly  above 
the U.S. rate.
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TAX TR EATM ENT OF IN TE RE ST

In the ease of interest, a much narrower policy is followed than in the case of dividends. Interest is exempt when it is paid to either Gov­ernment. It  is also subject to a 15 percent rate instead of a 25 percent rate when it is paid from a Brazilian source to a bank or other financial institution  in the United States. This, however, like the dividend provision, is not a reciprocal arrangement; this is unilateral . In other words, this is a reduction made only by Brazil and not by the United States.
Special rules apply in this case which would deny the reduction in tax on interest in the case of those having permanent establishments in Brazil, bu t in th is case deductions are allowed for expenses related to the interest in the computation of the Brazilian tax. This also improves the tax treatment from the standpoint of the U.S. persons involved.

TAX ON INCO ME  FROM REAL PROPERTY

In the case of income from real property the trea ty provides that this income may be taxed on a net basis. This treatment  is advantage­ous to Americans with investments in Brazil, and it also presents a more attract ive investment climate for Brazil, because of the fact that the expenses of earning the income may be deducted in computing the Brazilian tax. In many cases, Brazil would not otherwise allow this treatment.
The United States adopted this kind of rule, with respect to  U.S. income earned by foreigners, in the Foreign Investors Tax Act which you passed in 1966, and now under this treaty , Brazil will, in effect, be following th at same rule with respect to their  tax t reatment of income from real property located there.

TAX ON NO NM IN ER AL  ROYALTIES

The tax on royalties is also reduced under the treaty in the case of nonmineral royalties, other than royalties from film or related items, from 25 to 15 percent in the case of Brazil and from 30 to 15 percent in the case of the I nited States. Again this reduction will not apply if the person receiving the royalties has a permanent establishment in the other country. However, in such a case the income will be taxed on a net basis.
The royalty treatment tha t I have just described to you is a bilateral provision, and the reason for this, I suppose, is the probability that  favorable treatment for royalty income derived from the United States from the use of Brazilian technology here will not detract from invest­ments in Brazil.

ADVANTAGES TO TH E UN ITE D STATES

Now, I would like to look at the t reaty  from the standpoint of the advantages Americans receive. I f you are looking at it from the stand­point of the American businessman, he receives the lower rates that I have just  referred  to. You can also say from the standpoint of the U.S. Government that  the treaty is desirable to the extent it furthers our policy of encouraging investments in less developed countries.
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PE R M A N E N T  E STA B LIS H M EN T RU LE

In addition, however, to these part icula r points, I think I should 
indicate th at the permanent establishment rule, which is in this treaty, 
should be particular ly desirable to Americans operat ing in Brazil. In 
the past Brazil has used very broad rules in deciding how much busi­
ness activity in Brazil would cause a person to be subject to Brazilian 
tax. The result of this was that Americans were never quite sure when 
they were going to be taxed there.

In this treaty the more or less conventional permanent establish­
ment rules have been adopted which will lessen the likelihood of 
Americans being taxed in these unusual situations  where there is only 
a small amount of business activity carried on in Brazil.

This trea ty also contains the generally accepted rules for determining 
the source of income. Mr. Surrey mentioned this morning an example 
of where these source rules are advantageous in the case of personal 
services. You can add a number of other examples to this. By making 
the source rules more definite and more uniform, double taxation is 
prevented in a number of areas.

I think  it is importan t also to add that Brazil in the past has been 
inclined not to allow deductions against income earned from Brazilian  
sources for expenses incurred outside of Brazil, such as overhead ex­
penses, which are nevertheless in part attributable to the earning of 
income in Brazil. This has been specifically provided for in the treaty , 
so that these expenses will be deductible.

I think these points  that I have presented to you are the principal 
advantages of the trea ty, first from the standpoint of Brazil, and 
then from the standpoint of the United  States.

TA X ON  IN C O M E OF A BRAZI LI AN BRANCH

I might just mention another point or two of importance in the 
trea ty before I get to the investment credit, as such.

Industr ial and commercial profits attributable  to, and income ef­
fectively connected with, a Brazil ian branch are treated  as income 
derived from Brazilian sources under the treaty. This in one sense, 
is a somewhat different rule than we have followed previously. This 
rule means that  Brazil may tax this income, which is the same result 
tha t would occur under our other treaties. The rule, however, also 
means tha t the United  States  will trea t this income as being from 
Brazilian sources for purposes of  the foreign tax credit—this feature 
has not been present in p rior  treaties. This will help the Americans in­
volved, both where they use the per country limitation on the foreign 
tax credit as well as where the overall limitation is used. In  other 
words, if income attributable to the Brazil ian business would other­
wise he considered as derived from sources in the United States, to 
take an extreme example, under this rule it would be treated as derived 
from Brazilian sources, and the B razilian  taxes on it would he credit­
able under the foreign tax credit against  the U.S. tax on the income.

There are also two other rules that I think should be pointed out. 
One of these relates to the case of where a U.S. business has a perma­
nent establishment in Brazil, but also derives profits from d irect sales 
bv it within Brazil of products which are either the same or similar 
to those the permanent  establishment sells in Brazil. In  this type of
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a situa tio n Braz il reserves  t he  ri ght to tax  the  incom e of  the  paren t 
org aniza tion from  these dir ec t sales.

DEDUCTION FOR CHARITAB LE CON TRIBUTIO NS

The las t poin t t hat  I  w anted to men tion  de als with the  deduc tion  f or  
chari tab le con trib utio ns. Un de r the trea ty  ch ar ita ble contr ibu tions 
will  be deductible fo r U.S . tax purposes when  pa id to a Br az ilian  
chari ty.  Th is has  no t been the gen era l rule in the pa st,  alt ho ug h it 
would have been tru e unde r the  Th ai  trea ty  which was  proposed 2 
years  ago, and  it is t ru e unde r the  Ca nadia n trea ty  alr ead y in effect.

1 should also po int  out  that  the B razil ian  ch ar ity  will have  to qua lify 
unde r the  U.S . laws as  a ch ar ity  which is exempt un de r section 501 (c) 
(3) of the  In ternal Revenue Code fo r th is tre atmen t to lie ava ilab le.

In  actual practice, t hi s ded uct ion  may n ot  mean as much as it  m igh t 
seem, however, because  it is  possible un de r the  law gen era lly fo r in ­
div idu als  to obtain a chari tab le contr ibu tions  deduction where the y 
give the  fun ds to a U.S . ch ar ita ble organiz ation  which, in tu rn , ca r­
ries  on cha rita ble  act ivi ty abroad . So in th at  sense th is provision of 
th e tre aty pro bab ly does no t const itu te a subs tan tia l change.

INV ESTM EN T CREDIT PROVISION COMPARED TO TH AT  IN  TH AI  TREATY

Now, I  would like to tu rn  to the  investment cre dit . Th is pro vis ion , 
of  course, is not  r ecip rocal. In  o ther  wo rds, in thi s case the  investment  
cre di t is a redu ctio n made  by  the  Uni ted  State s w ith  respect to inv est ­
ments  in Brazi l by U.S . tax pa ye rs and not by Br az il with respect to 
Br az ilian  investm ents  in the  Un ite d Sta tes . I t  follo ws the  same gen­
era l form  th at  was followed in the  Th ai  tre aty last year except  that  
it  is much na rro we r in  its  appli cat ion . I  th ink the na rro we r ap pl ica­
tio n in large  par t arose  fro m the discussion before  the  Fo reign  Rela,- 
tions  subcomm ittee  las t ye ar  in which I  pa rti cip ate d.

Th ere  is what I call a tw o phase lim ita tio n on the investm ent  c red it 
in t his  case whereas  in th e T ha i t reaty there  was a one phase  lim ita tion.

Th e Th ai t re aty es sen tial ly pr ovided tha t a mount s invested  by A me r­
ican s in Un ited State s or  T ha i corporat ion s were  elig ible  fo r the in ­
ves tme nt cre dit  if  80 perce nt of  the  income and the assets  were  de­
rived from or  connected wi th a b usine ss in Th ai lan d.  In  addit ion , the  
Th ai tre aty pro vided the cre di t was allowed fo r earnings of thes e cor ­
porat ion s—called elig ible  c orp ora tions—to the  ex ten t th at  more than  
ha lf  of  th ei r ea rnings were reinvested.  I n  o the r w ords , the  T ha i tre aty 
did  not act ua lly  req uir e the investment of  the funds in equ ipm ent , 
pl an t or faci lities. Ac tua lly  u nd er  th e Th ai  tre aty,  as was pointed out  
last year before  th e subcomm ittee  t hat cons idered it, fund s could hav e 
been held  in cash  by th e elig ible  c orp ora tion or  could have been used 
in any  oth er way  so lo ng as the corpo rat ion s in which the  in ves tment  
was made met the two con ditions  t hat I  have ju st  descr ibed.

The Br az ilian  trea ty  con tain s esse ntia lly th e same res tric tions  t hat  
the Th ai trea ty  did  bu t, in addit ion , has  w’hat  I  have called th e sec­
ond  phase lim ita tio n. T hat  is, the fun ds  inves ted in the  Braz ilian  ope ra­
tion must also be invested by the elig ible  corpo rat ion  in asset s in the 
same way as wou ld be t ru e if  i t were a domestic  corporat ion  involved 
which was seeking th e domes tic inv estment cre dit .

I t  i s ra th er  involved. Le t me see if  I  can resta te  i t thi s way.
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TAX CREDIT PRO VISION  FOR DOMESTIC INVE ST MEN T

Senator  Morse. Let me ask you righ t there, to help you in further  
explanation. It  has been my understand ing up until this point tha t 
the investment credit that will be enjoyed by American corporations 
operat ing in Brazil will be for  an investment exactly the same as 
though the investment were made, plowed back into the  corporation in 
the United States, is tha t rig ht or wrong ?

Mr. W oodworth. T hat is almost right . In  addition  to having  met 
essentially the  same conditions as would be t rue for a domestic cor­
poration , the new funds—with certain  exceptions—also have to be 
placed into this  eligible corporat ion, the one opera ting in Brazil. These 
can’t be just existing funds a lready  in the business opera ting in Brazil, 
except to the extent I am going to indicate in just  a moment.

There are three sources from which the funds tha t are used to in­
vest in the plan t and equipment  can come. They can come from new 
capital  placed in the eligible corporation  by the American persons 
owning it. They can come from the reinvested earnings of the eligible 
corporat ion—that is, the second hal f of the earnings. No credit is 
received for the first ha lf of the earnings  if they are reinvested. It  
is only to the extent more than 50 percent is reinvested that  the  earn­
ings are taken into account. To the extent of the two sources of funds 
I have just described the treaty  is comparable to the Thai  treaty. But 
the Braz ilian trea ty also allow’S deprecia tion reserves to be invested 
in property eligible fo r the investment credit.

So there are those three  sources from which the funds can come, 
which, in turn , then have to be invested in qualified property , which 
is primarily  equipment, although it includes a limited number of 
types of buildings as well.

extent of application of investment credit provision

Senator Morse. Let me tar ry  a bit longer on this, because I need 
the information. I t has been my unders tanding that the investment 
credit provision enjoyed by American companies is l imited to invest­
ment in  equipment, in machinery, in productive, creative instruments 
of the plant and not in these types of property investments tha t you 
have just  outl ined which go beyond equipment. Am I right or wrong 
in the application of it to U.S. companies?

Mr. Woodworth. It  does go somewhat beyond equipment. Although 
the U.S. investment credi t is basically limited to investments in 
equipment.

Senator Morse. That is what I want  to know.
Mr. Woodworth. It  includes storage  facilities.
Senator  Morse. Storage facilities?
Mr. Woodworth. Yes, tha t is correct, and facilities  built  and de­

veloped for  a par ticu lar use or p art icu lar  products. A grain elevator, 
for example, is eligible for the investment credit, and so is railroad 
track. This  is also true of blast  furnaces and a limited number of o ther 
facilities  which you cannot really  call equipment.

Senator Morse. B ut they are all  tang ible assets-----
Mr. Woodworth. Yes.
Senator Morse. That are necessary to increase the produc tivity  of 

the plant, as the machinery or equipment operates within the plant,  
tha t is true, is it not ?
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Mr. Woodworth. That is true.
Senator Morse. Under the so-called American system. 
Mr. AV OODWORTH. Yes.

REST RICTIVE  NAT URE  OF CREDIT PROVISION IN  BRAZIL TREA TY

Senator Morse. Xow, in Brazil, would you include in the  Brazilian 
treaty other types of investment, and also explain them in a little 
greate r detail other than equipment or tangible plan t facilities that  
are necessary to operate the plant to increase this production? The 
major idea I always thought we were seeking to accomplish with the 
investment credit provision was to encourage American businessmen to 
enlarge their  plants and increase their  production. I would he the 
first t o  admit tha t the kind of capital investment that I understand 
you are talkin g about, vis-a-vis the Brazilian treaty, has tha t effect, 
but it is not included in the American investment credit provision.

Mr. Woodworth. The problem is tha t there is a twofold limitation. 
The funds for the investment have to come from the capital sources 
that T referred to, but then, in addition, the funds have to be invested 
in the type of p lant and equipment you have just referred to.

In other words, in this regard , the investment cred it in th is treaty 
is more restric tive than the domestic credit, because not only must the 
investment be made in equipment which under U.S. domestic law is 
eligible for the credit, but, in addition, the funds used to purchase 
tha t equipment must be new capital invested in the Brazilian operation, 
depreciation reserves, or the second half  of reinvested earnings.

Senator  Morse. Isn't the committee going to find itself in a position 
that if we recommend this tr eaty , that following its ratification, there 
will be a large number of American business concerns operating just in 
our country that  will then come forth with a request for additional 
legislation saying they are not, they are being discr iminated against, 
they are  not being given the same tax  credit advantage t hat  American concerns operating in Brazil will begetting?

Mr. Woodworth. No. I don't believe that would be true, because, 
with one exception, the limitations with respect to investment in 
Brazil are at least as severe or restrictive as those for investment in the United  States.

The one exception is that in the case of investments in the United 
States, used property that has been purchased can only be taken into 
account in any year to  the extent of $50,000. This limitation  has been 
omitted in the Brazilian  t reaty. So it is possible for used equipment to 
be eligible for the credit without this  limitation. I think the reason this 
was done is because there is a relatively large market  for used Amer­ican equipment in South America.

ADVANTAGES TO PURC HA SIN G USED EQ UI PM EN T

Senator  Morse. There is not a large import duty on used equipment . 
Mr. Woodworth. I am not acquainted with the import duty but I 

know there is a substantial market fo r used American equipment there.
Senator Morse. I am not talkin g in terms of  specifics, but I  under­

stand that  there are various reasons for used equipment, First, it is
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cheap er and very usable, and, second, the re is an advanta geous im­
po rt  duty.

Mr.  W oodworth. I see yo ur  point. I am sure  it is tru e th at  used 
equ ipm ent  is im po rte d in volume because of the  du ty  on new equip ­
ment.

RE ST RIC TI ONS ON  TY PE S OF IN V ESTM EN TS TO BE MA DE

I sho uld  also po in t ou t th at under the  trea ty  there is a fu rthe r 
res tric tion in th at  th e inv estme nt h as to be in one o f eigh t genera l types 
of  busine ss which are lis ted  in the tre aty.  For  the most  pa rt , these are 
the  same as th e ty pe s of business in which  investments could  be made in 
the  case o f t he Th ai  t reaty.  B ut  th ere  are  some v ari ati ons an d 1 tho ug ht  
you migh t be int ere ste d in knowing  w ha t those v ari ati on s are.

Th is trea ty  wou ld include  investm ents in the  ref ining and smelt ing  
businesses. I t  would also i nclude  inves tme nts  in the  business of  ru nn ing 
a ho tel. N ei ther  of these  would ha ve qualif ied u nd er  the T ha i tr ea ty . The  
ru nn ing of  the  hote l would have qua lified unde r the  proposed Israel i 
conven tion , bu t not  the  Th ai land  conv ention.

In  ad dit ion , the re is, wh at I would call , a  c atchal l catego ry 9, wh ich 
in one way  is exp ans ive  and in one way is res tric tive. Th is ca tch all  
catego ry pro vid es th at , when the com pet ent  au tho rit ies  agree, ad di ­
tional catego ries of business may  be add ed,  o r types of business  w hich 
are  listed in the  othe r eig ht  c ategor ies , can be wi thd raw n. So the re is 
th is flex ibil ity by which the  Br az ilian  and Un ite d Sta tes  au tho rit ies  
can  agree to eit he r expand  or  co nt ract the  typ es of business which  
would be eligib le fo r th is t rea tmen t.

E L IG IB IL IT Y  OF GR OU PS OF RE SI DEN TS  O W N IN G  STOC KS

One  fu rthe r po in t I believe I sho uld  not e her e is the  fac t th at  the 
elig ible  inv estor,  th at is, the  one ma kin g the investments  in the Bra ­
zil ian  business, can inc lud e not  only  an  individu al  U.S . res ide nt or a 
U.S . co rpo rat ion  which ow ns a t l east 25 pe rce nt of the  eligib le c orpo ra­
tion, bu t can also include grou ps  o f individu al  res ide nts  or indiv idu al 
co rpo rat ion s ownin g 25 p erc ent o r m ore  of the  e ligible  c orp ora tion.

Th is would no t hav e been tru e un de r the  Th ai  tre aty . I th ink thi s 
pro vis ion  pre sen ts some lim ited problems because it  appea l’s th at  it 
makes it poss ible fo r a very large  grou p of ind ivi duals  to rece ive the  
benef it of the inv estme nt cre di t even tho ug h th ei r ind ividual ho ld­
ings m ay be less t ha n one percen t. I th ink it wou ld have  been be tte r if 
th is  g roup  rule ha d been res tri cte d to those who have hold ing s of  five 
perce nt or  more , so as to preclude po rtf ol io  inv estors  fro m becoming 
eligib le for  the inv est me nt cred it.

I did wa nt to call  th at  po in t to yo ur  att en tio n. Tha t com pletes my 
rem ark s.

Se na tor Morse. I t  is a very excellent sta tem ent. I  spe ak only fo r 
myself , bu t I th in k you have pe rfo rm ed  a valuab le service. You  have 
cla rified thing s th at nee ded  to be clar ified .

Se na tor Sp arkm an .

EFF ECT ON  TR EA TY  OF  SU SPEN SIO N  OF U .S . DO MES TIC CR ED IT

Se na tor Spark man . J u st one or  tw o questions, Mr . Ch air ma n. Sup ­
pose o ur domestic  inves tment ta x cre di t laws ar e re peale d o r sus pend ed. 

84 -S 90 — 67----- 5
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Wha t effect would this have on the investment tax credit provisions 
in the treaty with Brazil ?

Mr. Woodworth. I should have mentioned that, Senator Sparkman. 
I neglected to do so.

The convention specifically provides tha t if our domestic credit is 
suspended, modified, or changed in any respect, the suspension, repeal, 
or modification applies to the credit in the Brazilian  treaty.  Brazil, 
however, does reserve the right , should tha t happen, to reconsider 
concessions that  she has made to the United  States in other parts of the treaty. But automatically, the investment c redit changes th at  we 
make in our laws here would apply to the t reaty  credit.

Senator Morse. As was pointed out this morning, Senator Spa rk­
man, as I recall, under the Thai treaty , i t would have gone on for five years.

Mr. Woodworth. Th at is correct. The credi t in that case would have 
continued for a minimum of five years even if this domestic credit  were repealed.

Senator Morse. This tre aty provides for an immediate suspension.
Mr. Woodworth. Th at is correct. In other words, were we to suspend 

the domestic credit, as was done last year, this would automatically result in a suspension of the treaty  credit.

IS  THIS  A GOOD TREATY FOR THE UN ITED  STATE S?

Senator Sparkman. Let me just  ask th is general question: Do you 
believe th is is a good trea ty for the U nited States; a good agreement for us to enter into ?

Mr. Woodworth. Fir st let me say that I am a congressional em­
ployee who works for members of the Senate and members of the House who have different points of view on thi s partic ular  issue.

Senator Sparkman. I know, but you are an expert, and we have to answer that question.
Mr. Woodworth. I would like to answer the  question this w ay: pro­viding the investment credit for  investments abroad is a departure from what the U nited States  has  generally done by tax treaty in the 

past. As I  said earlier, there  have been situations in the past  where by 
treaty the United States has reduced its taxes on its own citizens, 
residents, and corporations—however, it has not done so in the manner 
contemplated by this treaty . If  you conclude that it is appropria te to adopt the method of reducing U.S. taxes on U.S. persons embodied in 
this treaty, then I think the rest of the trea ty can lie justified. I did 
note one problem, however, with respect to portfolio  investments.

Senator Sparkman. Thank you.
Senator Morse. I t is a good answer. Thank you very much.
(The  memoranda previously referred to follow:)
S u pp lem entary  Conv en tion  B et w ee n  t h e  U nit ed  Sta te s an d Canada

(Memorandum prep ared  by the Staff of the Join t Committee  on Intern al Revenue 
Taxation)

The proposed supplementary  income tax  convention with  Canada changes  in one respect the  C anadian income tax  convention of 1942, as modified by the sup­plem enta ry conventions of 1950 and  1956. The purpose of the  proposed supple­mentary convention is a nar row  and limited one, namely, to eliminate  an un-
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in te nd ed  be ne fit  w hi ch  a ri se s from  th e  com bine d ef fect of  A rt ic le  X I of  th e ex is t­
ing co nv en tio n an d th e C an ad ia n inco me ta x  law .

A rt ic le  X I (1 ) of  th e  ex is ting  co nv en tion  pr ov id es , in  ge ne ra l, a re ci pr oc al  
re du ct io n to  15 per ce nt in  th e  ra te  of  inco me ta x  im posed by one co untry on in ­
com e (o th er th an  earn ed  inco me) de rive d fr om  so ur ce s w ithin  th a t co unt ry  by 
re si de nt s of, or  c or por at io ns or ga ni ze d under th e la w s of, th e  o th er co un try.  Thu s,  
in ve st m en t inc om e re ce iv ed  from  th e  U nited  S ta te s by a co rp or at io n org an ­
ize d in  Can ad a is  ta xed  a t th e  ra te  of  15 i>e rcent ra th e r th an  th e st a tu to ry  U.S. 
ra te  of  30 pe rc en t w hi ch  is  ge ne ra lly ap pl ic ab le  to  in ve st m en t inco me rece ived  
by fo re ig n co rp or at io ns  if  th e  inco me is  no t ef fecti ve ly  co nn ec ted w ith  th e co n­
du ct  of  a bu sine ss  in  th e  U ni te d S ta te s.

Und er  th e C an ad ia n ta x  law , a C an ad ia n  co rp ora tion is no t ta xed  on fo r­
eig n so ur ce  inco me if  th e  co rp ora tion  is  not co ns id er ed  to  be  a re si den t of  
Can ad a.  For co rp or at io ns or ga ni ze d in  C an ad a be fo re  Apr il 27, 1965, C an ad ia n 
law  prov ides , ge ne ra lly,  th a t th e  co rp ora tion w ill  not be co ns idered  a re si den t of  
Can ad a if  th e  co rp or at io n is, an d w as  m an ag ed  an d co nt ro lle d ou ts id e of 
Can ad a.  C or po ra tion s or ga ni ze d in C an ad a a f te r  A pri l 26, 1965, a re  co ns id er ed  
re si den ts  of  C an ad a no  m a tt e r w he re  th ey  a re  m an ag ed  an d co nt ro lle d.

In as m uc h as  th e 15 per cen t re du ce d ra te  of  ta x  under  A rt ic le  X I ( 1)  of  th e  
ex is ting co nv en tio n ap plies  t o co rp ora tions or ga ni ze d in  Can ad a,  it  is poss ibl e fo r 
a C an ad ia n corp or at io n to  pa y th e re du ce d ra te  of  ta x  to  th e Uni ted S ta te s an d 
no ta x  to  C an ad a on U.S . in ve st m en t inc om e, if  th e  co rp or at io n w as  or ga ni ze d 
be fo re  A pr il 27, 1965, an d is, an d was , m an ag ed  and  c on trol le d ou ts id e of  Can ad a.  
The  com bi na tio n of  A rt ic le  X I of  t he ex is ting  c on ve nt io n an d th e C an ad ia n de fin i­
tio n of  “r esi den t” has al lo w ed  re si den ts  of  a th ir d  co untry to  av oid U.S . ta xes  
on  in ve st m en t inc om e by  fu nnel in g th e  inco me th ro ugh  a C an ad ia n co rp or at io n 
which  w as  no t a re si den t of C an ad a fo r C an ad ia n ta x  puri>oses.

Inco me ta x  co nv en tion s a re  de sign ed  to  co nfe r ta x  be ne fit s on re si den ts  of  the 
contr ac ting  co un tr ie s,  not re si den ts  of  th ir d  co un tr ie s.  Th e prop osed  su pp lemen ­
ta ry  co nv en tio n el im in at es  th e us e of th e ta x  be ne fit  p ro vi de d by A rti cl e XI ( 1)  of 
th e  ex is ting co nv en tio n by  th ir d  co untry re si de nt s.  T his  is ac co mpl ish ed  by the 
ad di tion  of a para g ra ph  to  A rt ic le  X I which  prov id es , in effect , th a t th e redu ce d 
ra te  of  ta x  w ill  no t ap pl y if  th e re ci pie nt of  th e income is  not su bj ec t to  ta x  
in  C an ad a on th e inc om e, be ca us e th e re ci pie nt  is not co ns id ered  a re si den t of 
C an ad a fo r pu rp os es  of  it s inc om e ta x . Thu s,  th e re du ce d ra te  of  ta x  will  no 
long er  ap ply w he re  th e re ci p ie nt of  in ve st m en t inco me fro m th e U ni ted S ta te s is 
a C an ad ia n co rp or at io n which  w as  or ga ni ze d be fo re  A pr il 27, 1965 (a ll C an ad ia n 
co rp ora tion s or ga ni ze d a f te r  A pr il 26, 1965, are  co ns id er ed  re si de nts  of C anada),  
and w hich  is, an d w as , m an ag ed  a nd co nt ro lled  o ut side  o f C an ad a.

The  pr op os ed  su pple m en ta ry  co nv en tio n pr ov id es  th a t th e prov isi on  which  it  
adds to  A rt ic le  X I of  th e ex is ti ng  co nv en tio n wi ll ap pl y to am ou nt s pa id  on or  
a ft e r Ja n u a ry  1, 1967, or  th e  da te  on which  th e in st ru m ents  of  ra ti fi ca tion  are  
ex ch an ge d,  w hi ch ev er  is  la te r.  Sinc e Ja n u a ry  1, 1967, has pa ssed , as  a  p ra ct ic al  
m att e r th e ne w pr ov is ion w ill  ap pl y to  inco me pa id  on or  a ft e r th e  da te  on whi ch  
th e  i nst ru m ents  of  r a ti fi ca tion  a re  exc ha ng ed .

I nc om e T ax  Conven ti on  B etw een  t h e  U nit ed  Sta te s an d  T ri nid ad  an d T obago

(M em or an du m pre pare d  by th e  s ta ff  o f th e Jo in t Com mitt ee  on In te rn a l Rev en ue  
T axati on )

The  prop os ed  inco me ta x  co nv en tion  w ith T ri n id ad  an d To bago  is es se ntial ly  
an  in te ri m  co nv en tio n of  lim ited  scope.  I t co nta in s on ly  tw o su bst an tive ar ti cl es , 
one pr ov id in g a  re du ce d ra te  of  so ur ce  co untr y  w ithho ld in g ta x  on divi de nd s,  
an d th e o th er pr ov id in g a  for ei gn  ta x  c re di t.

F ro m  1959 to  1965, an  inco me ta x  co nv en tio n lad  we en th e  U ni ted S ta te s an d 
T ri n id ad  an d To ba go  w as  in  fo rc e.  The U ni ted Kingd om  inc om e ta x  co nv en tio n 
of  1945, as  modif ied , w as ex te nde d to  th e  te rr it o ry  of  T ri n id ad  and  To bago  as  of  
Ja n u a ry  1, 1959, by an  ex ch an ge  of  no te s under  th e  pr oce dure  pr ov id ed  in A rt i­
cle  X X II  of  th a t co nv en tio n.  In  1962, T ri n id ad  and To ba go  beca me an  in de pe n­
den t nat io n  and ag re ed  to  as su m e th is  tr ea ty  ob lig at io n.  Thu s, th e U.K. co nv en ­
ti on  a s  ex te nd ed  to  T ri n id ad  and  To ba go  co nt in ue d in  fo rc e as  if  th ere  w as  a 
se para te  inc om e ta x  co nv en tio n be tw ee n th e  U ni te d S ta te s an d T ri n id ad  an d 
To bago . In  1965, th e G ov er nm en t of  T ri n id ad  and To ba go  ga ve  no tic e to  th e
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U ni te d S ta te s of  i ts  in te ntion to  t e rm in ate  t he co nv en tio n an d,  a cc or di ng ly , un de r 
A rt ic le  XXIV’ of  th e  co nv en tio n,  it  ce as ed  to  ha ve  ef fect as of  Ja n u a ry  1, 1966.

DIVIDE NDS

Th e pri m ary  puri>ose of  th e  pr op os ed  co nv en tio n is  to  pr ov ide a re du ce d ra te  
of  ta x  on di vi de nd s pa id  by a co rp or at io n of  one co un try to  a co rp or at io n of  th e 
oth er  c ou ntr y w ith  a t le ast  a 10 pe rc en t ow ne rshi p in te re st  in  th e pay in g co rp ora ­
tio n. In  th e  ab senc e of a tr ea ty  prov is ion,  di vi de nd s pai d by a  T ri n id ad  an d To ­
bago  cori> ora tion to  a U.S. co rp or at io n wo uld be su bj ec t to  a 30 pe rc en t w ith­
ho ld in g ta x . The  same is ge ne ra lly tr u e  re ga rd in g divi de nd s pai d by a U.S.  co r­
po ra tion  to  a  T rin id ad  a nd Tobago c or po ra tion .

The  pr op os ed  co nv en tio n pr ov id es  th a t th e U.S . and T ri n id ad  an d To bago  
w ithh ol di ng  ta xes will  be redu ce d to  5 per ce nt  in th e ca se  o f di vi de nd s pa id  by a 
cori» orati on  of  one  co un try to  a co rp or at io n of  th e  o th er co untry which  has  a t 
le as t a 10 i>ercent ow ne rshi p in te re st  in th e pa ying  cor i>o rat ion  (p ro vi de d th a t 
no t m or e th an  25 pe rc en t of  th e pa yi ng  corp or at io n’s incom e is  from  divi de nd s 
an d in te re st , ot he r th an  di vi de nd s and in te re st  fro m su bsi dia ry  corp ora tions) . 
Th e re du ce d ra te  wi ll no t ap ply,  ho wev er , if  th e co rp or at io n re ce iv ing th e d iv i­
de nd  has a pe rm an en t es ta bli sh m en t in  th e so ur ce  co un try.  Thu s,  di vi de nd s pai d 
by a T ri n id ad  an d To bago  co rp ora tion to  a U.S. co rp or at io n which  has th e re ­
qu is it e ow ne rshi p in te re st  an d which  does no t ha ve  a per m an en t es ta bl is hm en t in  
T ri n id ad  an d To bago  wi ll be ta xed  a t a ra te  of  5 pe rc en t ra th e r th an  th e nor­
mal ly  ap pl ic ab le  30 p er ce nt  r at e.

The  prop os ed  conv en tio n al so  pr ov id es  th a t,  in  o th er ca ses, di vi de nd s de rive d 
by a  re si den t of  one co un try from  th e  o th er co un try wi ll be ta xed  by th e so ur ce  
co un try a t a ra te  of  25 per ce nt ra th e r  th an  th e  usu al  30 pe rc en t, prov ided  th e 
pe rs on  rece iv ing th e di vi de nd  do es  no t ha ve  a per m an en t es ta bli sh m en t in th e 
s o u r c e  c o u n t r y .

The  prop os ed  co nv en tio n fu r th e r pr ov id es  th a t divi de nd s paid  by a T ri n id ad  
an d To ba go  c or po ra tion  to  a pe rson  oth er th an  a cit izen , re si den t,  or co rp or at io n 
of  th e  U ni ted S ta te s w ill  be  ex em pt  from  U.S.  ta x.  U nd er  U.S . st a tu to ry  law , a 
po rt io n of  th es e divi de nd s ge ner al ly  wou ld  be su bj ec t to  a 30 per ce nt U.S. ta x  if  
50 per ce nt or  more of  th e  pay in g co rp or at io n’s inc om e fo r th e  p ast  3 yea rs  w as  
ef fect ively co nn ec ted w ith a U.S . bu sin ess. T hi s pr ov is ion of  th e  prop osed  co n­
ve nt io n al so  ex em pt s fr om  T ri ndad  and To bago  ta x  di vi de nd s pa id  by a U.S.  
co rp or at io n to  a pe rs on  o th er th an  a re si den t or  a co rp or at io n of  T ri ndad  an d 
To bago .

T he tr ea tm en t pr ov id ed  fo r di vi de nd s in  th e prop osed  co nv en tio n ac co rds ge n­
era ll y  w ith th e ap pr oa ch  em bo died  in mos t of  our  inc om e ta x  co nv en tio ns  an d 
al so  w ith  th e prov isi on  co nta in ed  in th e co nv en tio n w ith T ri ndad  an d To bago  
w hi ch  w as  tr em in at ed . U nd er  th a t  prov is ion,  po rt fo lio di vi de nd s were ta xed  a t 
a 15 pe rc en t ra te , and in te rc orp ora te  divi de nd s w er e ta xed  a t a 5 pe rc en t ra te . 
The  ow ne rshi p re qui re m en t in  th e  ca se  of in te rc orp ora te  divide nd s, howe ver, 
w as  95 pe rc en t, ra th e r th an  th e 10 pe rc en t spe cif ied  in th e prop os ed  co nv en tio n

T he  mo re  re ce nt  inc om e ta x  co nv en tio ns  to  which  th e  U ni te d S ta te s is  a 
p a rt y  em body th e ef fecti ve ly  co nn ec ted co ncep t ra th e r th an  th e  fo rc e of  a tt ra c ­
tion  pr incip le . Thu s, di vi de nd s a re  ta xed  a t th e redu ce d ra te  un le ss  th e re ci ni en t 
has a pe rm an en t es ta bli sh m en t in  th e so urce  co untry to  which  th e di vi de nd s 
a re  eff ec tiv ely  conn ec ted.  The  pr op os ed  co nv en tio n re ta in s th e  fo rc e of  a tt ra c ­
ti on  pr in cipl e an d,  th er ef or e,  th e no rm al  30 per ce nt  ra te  ra th e r th an  th e 
25 or 5 pe rc en t ra te  w ill  appl y if  th e re ci pi en t ha s a pe rm an en t es ta bl is hm en t 
in th e so urce  co un try,  even th ou gh  th e divi de nd s are  not eff ec tiv ely  co nn ec ted 
w ith  th e pe rm an en t es ta bl is hm en t.

T he  prop osed  co nv en tio n al so  co nt ai ns  a pr ov is ion re gard in g  th e  so-call ed  
“b ra nch  pr of its ” ta x  im posed by T ri n id ad  an d To bago . Und er  T rin id ad  an d 
Tob ag o law , prof its  ea rn ed  by  a T ri n id ad  an d To ba go  per m an en t es ta bli sh m en t 
of a fo re ig n co rp or at io n are  su bje ct  to  th e re gu la r 44 per ce nt  co rp or at e ta x . 
and  al so  to  a 30 pe rc en t “b ra nch  pr of its ” ta x, un less  th e  pr of its  are  re in ve st ed  
in  T rin id ad  an d To bago . Thu s,  th es e pr of its  a re  ta xed  in th e same m an ner  
a s  if  th ey  w er e ea rn ed  by  a su bsi d ia ry  co rp or at io n an d th en  th e aft e r- ta x  
pr of its  wer e pa id  as  a di vi de nd  to  th e pare n t co rp or at io n.  The  prop os ed  con­
ve nt io n pr ov ides , in  effect , th a t re m it ta nce s of  pr of its  ea rn ed  by a  T ri n id ad  
an d Tobago  pe rm an en t es ta bli sh m en t of  a U.S . co rp or at io n wi ll be  ta xed  in 
th e same m an ne r as  in te rc orp ora te  divide nd s. Thu s, th e  “b ra nc h pro fi ts ” ta x  
w il l be  redu ce d from  30 per cen t to  5 pe rc en t.
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FOREIGN TAX CREDIT

The proposed convention contains  a provision which  allows a tax  cre dit  for 
income taxes paid to the other country .

Under  the proposed convention, a citizen,  resident, or corporation of the 
United  Sta tes will be allowed to c red it again st its  U.S. tax  the amount of income 
tax  paid  to Trinid ad and Tobago. Moreover, a U.S. corporat ion which receives 
a dividend from a Tr inidad  and  Tobago corp oration  in which it has at  leas t 
a 10 percent ownership int ere st will be allowed a credit  for  the  Trinidad and 
Tobago tax  paid on the corporate  profits  out  of which the dividend is paid, 
if the  U.S. corporat ion includ es the  amount of Trinid ad and  Tobago tax  in 
its  gross income. The credit  allowed by the United Sta tes  under the  proi>osed 
convention is subject to the  so-called per  country  limi tation. Of course, if the 
overall limitat ion on the  foreign tax  credit which is provided by the  Int ern al 
Revenue Code produces a more favorable resu lt, a U.S. tax jaiy er may use that  
provis ion ra ther  tha n the  per  coun try limitat ion  contained in the proposed 
convention.

The foreign  tax  credit  allowed by the United  Sta tes under this provision of 
the  proposed convention conform s generally to the foreign  tax  credit allowed 
und er the Int ern al Revenue Code (sections 901-906). There is, however, one sig­
nificant difference regarding the  so-called “deemed paid” credit, i.e., the credit 
allowed  to cer tain  U.S. corp orat ions  for  Trinidad and Tobago taxes paid on the 
corp orate profits out  of which a dividend is paid. To receive this credit under the 
proposed convention, the recipien t U.S. corporation mus t include in its  income 
the amount of Trinid ad and  Tobago tax  for which a deemed paid credit is 
claimed. In other words, the dividend mus t be grossed  up. Under the Int ern al 
Revenue Code however, a dividend does not  have  to be grossed up in orde r for  
the  recipien t U.S. corporat ion to claim a deemed paid credit, if the dividend is 
paid by a  less developed country  corporation and most Trinidad and Tobago co r­
pora tions w ill be considered less developed count ry corporations . Inasmuch as the 
computation of the  deemed paid tax  cred it withou t gross-up under the Intern al 
Revenue Code will generally  p roduce a more favo rable result  than the grossed-up 
computation under the  proposed  convention, it will be to the  advantage of U.S. 
corp orat ions  in many cases to use the  Code rules  in computing the deemed paid  
credit. Of course, in these  cases U.S. corporations may continue to use the Code 
rule s rathe r th an those found in the proposed convention.

Under the proposed convention, Trinidad and Tobago will allow its  taxpay ers  
a credit  for income taxes paid  to the  United  States. Also, a Trinidad and Tobago 
corp orat ion which receives a  d ividend from a U.S. corporation  in which it has at  
least a 10 percent ownership  intere st will be allowed a credit  for the U.S. tax  
paid on the corporate profits  out of which the dividend is paid. In the absence of 
the  proposed convention, this c red it would be allowed u nder Trin idad and Tobago 
law only where  the recipien t corp orat ion had at  lea st a 25 percent ownership 
int ere st in the paying  corporation. The credit  allowed by Trinid ad and  Tobago 
under the proposed convention is subject to the per  country limitation .

The proposed convention also contains  the usual savings c lause  which provides 
th at  the  United  States may continue to tax  the income of its citizens,  residents, 
and corporations as if  the  tre aty  had no t come into effect.

EFF ECT IVE DATE

The proposed convention will be effective as of Janu ary 1, 1966, and will te r­
minate as of December 31, 1967, unles s it is extended pursu ant to the procedure 
provided  in the convention. Under this  procedure,  the United  Sta tes and Trinidad 
and Tobago can agree by an exchange of notes prior to December 31 of any year  
to exten d the convention for  the following year. There is no limit  on the number 
of extensions which may be agreed to.

This  procedure differ s from that  found in our other income tax conventions 
in tha t a convention u sua lly continues in force indefinite ly, but  can be ter minated  
as of the end of any yea r by either of the  coun tries giving notice to that  effect. 
In other words, positive action usua lly must be taken to terminate an income 
tax con ven tion ; otherw ise, the  convention continues in force. The proposed 
convention, on the other hand, will terminate unless posi tive action  is taken 
to keep it  in force for  the fo llowing year.

The difference between the  proposed convention and our other income tax  
conventions in thi s reg ard  is not  an imp ortant  substan tive  difference. Moreover, 
the  fac t the  proposed convention cont inues only on a yearly bas is serves to em-
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phasize i ts inte rim n atu re and th e ant icip atio n th at  i t will be rep laced by a  more 
comprehensive income tax  convention between the United  States and  Trin idad  
and  Tobago.

P roposed I ncome T ax Convent ion  B etwe en  th e  United States  and B razil

(Memorandum prep ared  by the staff of the  Jo int  Committee on Interna l Revenue 
Ta xa tio n)

The proposed income t ax  convention with  Brazil follows in most  respects the 
general pa tte rn  embodied in income tax conventions which the United  States 
has  with foreig n countries . At th e present time, the  United States lias income tax treaties with most developed coun tries but  w ith only one less developed country. 
The proposed  convention with  Brazi l differs in some imp ortant  respects from 
the general developed co untry tr ea ty  p att ern  primarily because the  considera tions  underlying  a tax  treaty  between developed and  less developed countries  are  
not the same as the co nside rations upon which a tax  trea ty  between two developed 
countries is based. The more important differences from the general pattern are  as fo llows :

The domestic investment credit  is extended unde r cer tain conditions to investments in Brazil.
Only the Brazilian withholding taxes on dividends and intere st paid to 

U.S. persons  are  reduced. There is no reduction  in the U.S. withholding  taxes on these types of income.
A special  source rule  is provided which tre at s the profits  att rib uta ble  

to a perm anen t establishment in one country as having their  source in tha t 
country. Generally, the  primary effect of thi s is to allow U.S. taxp aye rs a larger  tax credi t for  Bra zilian t axes.

A deta iled  explanation  of  the proposed convention on an articl e-by-article basis  is presented below.
Art icle 1. Taxes covered

The projtosed convention applies to all Brazilian income taxes covered by the  Fed era l Income Tax law applicable to indiv iduals and to legal persons, ex­
cept for the tax on activities of minor importance  and the  excess remittance 
tax.  In the case of the United States, the  proposed convention applies to 
the  Fed era l income tax  (inc luding the  surtax) with  the  exception of the  
improperly  accumulated earn ings  tax  imposed by section 531 of the In ter na l 
Revenue Code and the personal holding company tax  imposed under section 541 of the  Code.

The  proposed convention also conta ins the  provision generally found in 
income tax  treaties to which the  United  Sta tes is a party  to the  effect th at  
the  convention will also apply to substan tial ly similar  taxes which either  country  may subsequently impose.
Art icle  2. Definitions

The standa rd definitions found in most of our tre ati es  are  conta ined in 
the proposed convention, including the provision th at  undefined term s are  
to have the meaning  which they have  under the  applicable  tax laws of the country  applying the convention.
Art icle  3. General rules o f ta xat ion

The proposed convention con tain s basic  rules  regard ing  the  manner in 
which one count ry may tax residents or corporat ions  of the other country . 
These are  found in most of our  income tax conventions. Thus, one country  
may tax  residents or corporat ions of the  other coun try only on income from 
sources within  the  taxing coun try. In apply ing this  provision, the source rules 
provided by the proposed convention are  to be used. As noted in Article 5, 
the  source rules contained in the  proposed convention differ  in some re­
spect s from the source rule s provided by U.S. law. Each  contracting sta te 
is to impose its tax es in accordance with the  lim itat ions conta ined in the 
proposed convention, but  is free to tax  withou t regard  to the  proposed con­
vention any income to which it is not expressly applicable. The proposed 
convention is not to be inte rpre ted, however, to deny any tax  benefit ava il­
able presently or in the  fu ture  u nde r the tax  laws of the  two countries  or under 
any other agreement between the countries.

The usua l savings clause is included in the proposed  convention. This  clause  
provides tha t, with cer tain exceptions,  the  proposed convention is not  to affect
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the taxation by a country of its own citizens, residents, or corporations. The 
important exceptions include the foreign tax  credit, the nondiscrimination 
provision, the foreign investment credit, and the foreign charitable con­
tributions deduction.
Article 4. Relief  from double taxation

One of the primary purposes of an income tax convention is to avoid taxation 
by both countries of the same income. This purpose is usually served either by 
providing t hat the taxes paid to one country by a resident or corporation of the 
other country may be credited against the tax imposed by the resident’s country, 
or by exempting income taxed in one country from tax in the other country.

The proposed convention with Brazil, as do the tax treat ies the United States 
has previously entered into, adopts the tax credit approach and provides rules 
essentially similar to the foreign tax credit provisions of the Internal Revenue 
Code (sections 901-906). Thus, the proposed convention provides tha t a U.S. 
citizen, resident, or corporation may credit against U.S. tax the appropriate 
amount of taxes paid to Brazil. Moreover, a U.S. corporation with at least a 10 
percent ownership interest in a Brazilian corporation which pays a dividend 
may obtain a cred it for taxes paid to Brazil on the profits out of which the divi­
dend is paid. Although this so-called “deemed paid credit ” has been and is 
available under the Inte rna l Revenue Code, only a few income tax treaties to 
which the United States is a party specifically provide a deemed paid credit, 
such as the 1906 protocol with the United Kingdom and the proposed convention 
with Trin idad and Tobago.

The proposed convention with Brazil provides th at the source of income rules 
contained in the convention a re to be applied in determining the credit and also 
provides a per country limitation on the amount of the credit. Of course, under 
the general rule tha t the proposed convention is not to deny any existing tax 
benefit, i f the source of income rules or the overall limitation on the credit pro­
vided by the Intern al Revenue Code produce a larger  credit, a U.S. taxpayer may 
use the Code rules.

Under the proposed convention, Brazil  will allow its  residents and corporations 
a tax credi t for taxes paid to the United States in the manner and subject to 
the conditions of the credit allowed by the United States. In the absence of a 
trea ty provision such as this, Brazil does not allow foreign taxes to be credited 
against its tax. Therefore, this provision of the proposed convention provides 
a benefit to Brazilian residents, including U.S. citizens who are residents of 
Brazil.
Article 5. Source of income

One of the ways by which income tax treat ies can eliminate double taxation 
is to provide rules for determining the source of income. The source of income 
is important in view of the general rule in treat ies tha t one country may tax 
residents and corporations of the other country only on income from sources 
within the taxing  country, and also in view of the fact  tha t the limitation 
in the foreign tax credit provision is based on the source of income. The Internal 
Revenue Code contains detailed rules for determining whether income is derived 
from sources within or without the United States. Many foreign countries, how­
ever, either do not have source rules as detailed as ours  or have different source 
rules. Therefore, the inclusion of source rules in an income tax convention pro­
duces both greater clar ity and uniformity.

The proposed convention with Brazil follows the general approach of the more 
recent treaties to which the United States  is a party  and provides rules for deter­
mining the source of income that conform, in general, to the Internal  Revenue 
Code source rules. There is, however, a minor difference in the source rule rela t­
ing to nonmineral royalties, and a new rule regarding  the source of business 
profits is included in the proposed convention.

Under the Internal Revenue Code, th e source of a royalty paid for the use of 
property is the country where the property is used. Under Brazilian law, the 
source of a royalty is the country of residence of the person paying the royalty. 
The proposed convention combines these two rules so tha t a royalty paid by a 
resident or corporation of one country for the use of proper ty in t ha t country is 
considered to have its source in tha t country. In situations where the payor of 
the royalty is a resident or corporation of one country and the property is used 
in another country, the royalty source rule in the proposed convention will not 
apply. Instead, Brazil and the  United States will each apply their  own respective 
source rules.
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The proposed convention provides a unique rule  rega rding the  source of in­
du str ial  and commercial profits, including passiv e income which is considered 
ind ust rial  and commercial profits because  it is effectively connected with  a 
perm anen t estab lishm ent. Under the In tern al  Revenue  Code and most  othe r 
tre ati es to which the  United Sta tes  is a par ty, ind ust ria l and commercial 
profits of, and income effectively connecte d with, a perm anent establis hme nt or 
a business may genera lly be tax ed by the  country where the  per man ent esta b­
lishm ent or busine ss is located, rega rdle ss of the  source of income. Ins tea d of 
using his appro ach, the  proposed convention with Brazil tre at s ind ust ria l and 
commercial profits  of, and income effectively connected with , a perm anent 
establis hme nt as from sources  with in the  country in which the  perm anent 
esta blish men t is located. The differen ce in thi s rega rd between the  proposed 
Bra zilian convention on the  one hand,  and  other tre aties and the  Code on the 
other hand , is prim arily a conce ptual one. The practic al result s achieve d under 
the two appro aches  are  basically the  same with  one exception. Since income 
att rib uta ble  to, or effectively connected with , a Bra zilian per man ent esta b­
lishm ent is considered to be from sources with in Braz il—even though the  income 
has its  source  elsewhe re und er the  usu al source rules —a forei gn tax  cred it 
under the  per count ry limi tation will be avai lable  to a United Sta tes  taxpay er 
for Bra zilian taxes imposed on  thi s income. In the  absence of this special source 
rule, a cre dit would not be a vailable  f or thes e taxes unless  the  overa ll limitation  
were used, and also would not  be available to the  ext ent  the Bra zilian taxe s 
were imposed on income usua lly considered  to be United  States source  income. 
Article 6. No ndiscrimination

The proposed convention with  Bra zil follows the  general tre aty appro ach by 
provid ing th at  one count ry cannot discrim inat e by imposing more burdensome 
taxes on its  resid ents  who are  nat ion als  of the  other coun try, or perm anen t 
establish men ts of nat ionals or corp orat ions  of the  oth er coun try, tha n it  im­
poses on it s own comparable taxp ayers.

The extens ion of the  nondiscr imin ation  provis ion to corp orat ions of one 
coun try which are  owned by nat ion als  or corp orat ions  of the  oth er country th at  
is found in the recen t suppl ementary  convention  with  the  Nether land s and 
supp lementary  protocol with  the United Kingdom is also contained in the pro­
posed Br azil ian convention.

Artic le 7. Investme nt cred it
At the pres ent time the United Sta tes  has  in effect tax  conventions with  most 

of the  developed natio ns of the  world,  while the only less  developed country 
with  which the United States has  a tre aty is Pak ista n. The  United States also 
has  tre ati es  with  Greece and Fin lan d which are  sometim es classified as less 
developed countrie s. The effecting of a tax  tre aty  between  a developed country, 
such as the  United States, and a less developed country, such as Brazil, has  
alw ays  been confro nted with  the  problem of the  absence of equivalen t reciprocal 
benefits. Although, as a consequence of a tre aty , the  reven ue of each country is 
reduce d reflecting the benefits obta ined by the investors and  tra de rs of the other 
coun try, similarly, each country has  gains  for its own inve stors and trader s. 
However , there are  fewer inve stors and  tra de rs in less developed coun tries  
with activities in the  United States.  In addition , the revenu e losses involved 
in sta nd ard  tre aty  provisions ar e likely  to be a more signif icant percentage of 
the overall revenue s of a less developed coun try. Consequently, less developed 
cou ntri es have been relu cta nt to ent er into  tax  tre at ies wit h the  United  States 
unles s the standard  tre aty  provis ions are alte red  so as to gr an t them wh at they 
believe to be signif icant benefits.

In response to thi s problem, in the  past , our  tre aty nego tiatio ns with  less 
developed coun tries  led into the  concept of “tax  sparing .” However, this concept 
was  not  accepted with  the  res ult  th at  thr ee  tre ati es  which contained the  tax­
spa ring  concept (In dia , Israel , and United  Arab  Repu blic)  were withdraw n. 
Conventions were then entered into with Tha ilan d and Isr ae l which embodied a 
new incentive for  less developed countries to ent er into  tax  conventions with  the  
Uni ted States, the  investme nt cre dit  concept. The proposed convention with  
Bra zil also embodies the inves tment cre dit concept. It  differ s significantly, how­
ever, from the provis ions found in the  proposed Thai  and  Isra eli  tr ea ti es ; sub­
sta nt ia l changes have  been made in the  t reaty cre dit to brin g it more in line with 
the  domestic investm ent credit .

At the outset, it should be noted th at  the domestic inve stme nt credit was en­
acte d to stim ulat e inves tmen ts in capa city expansion and  modernizat ion in the



TAX CONVENTIONS 69

United States, to aid in the growth of U.S. productivity and output, and to 
increase the competitiveness of American exports in world markets. It  is ap­
parent tha t these purposes are not served by a credit for investments abroad. 
Instead the foreign investment credit  apparently is designed to provide th e same 
incentive for investment in a par ticu lar less developed country as in the United 
States. Presumably this has the two-fold purpose of encouraging U.S. invest­
ments in tha t country and also providing an inducement to tha t country to enter 
into tax trea ty wi th the  United States.

The investment credit provided under the proposed convention, while for 
the most par t the same as the domestic credit, nevertheless has some differ­
ences from the domestic credit. On the one hand, not only is the treat y credit 
allowed for investments in a foreign country but it also is available with 
respect to investments in used section 38 property while the domestic credit 
is available only with respect to $50,000 of used section 38 projierty in any 
one year. On the other hand, the domestic credit is available for any funds 
used to purchase qualifying section 38 property for use in any trad e or business. 
The foreign investment credit, however, is available only for investments 
in limited types of trade  or businesses and, to the extent earnings of 
an eligible corporation are used to purchase section 38 property, only the 
second half of its earnings may be taken into account.

(1 ) General pattern of the credit.—The proposed Brazilian convention 
allows U.S. taxp ayers which qualify as eligible investors an investment 
credit with respect to property placed in service by an eligible corporation. 
The allowance of this credit is u nilatera l. In general, the investment credit pro­
vision is patter ned after the domestic investment credit, with those modifica­
tions which are necessitated  by the fact  tha t the person investing in the 
eligible corporation receives the credit rath er than the eligible corporation 
which invests  in equipment and machinery. In essence, the credit  involves 
a two-phase procedure. The first phase concerns the acquisition and placing 
in service of qualified property by the eligible corporation. The second phase 
concerns the investment by an eligible investor in an eligible corporation. 
This procedure differs from the investment credit  provision in the proposed 
Thai convention in th at the Thai convention contained only phase two and 
did not requir e investment in qualified property.

(2 ) Persons allowed, the credit.—The investment credit is allowed to a 
person (an  eligible investor) who is a U.S. resident or corporation which 
owns—or is a member of a group of United States residents or corporations 
which owns—at least 25 percent of the voting power of an eligible corporation. 
In the proposed. Thai convention, there was no provision regarding a group 
qualifying as an eligible investor. In the case of a group holding 25 percent 
or more of an eligible corporation, there  is no floor on the size of the 
holdings of the members of the group.

(3 ) Eligible corporations.—An eligible corporation is a U.S. or Brazilian  
corporation which derives at least 80 percent of its gross income from a 
qualified trad e or business and at least 80 percent of whose assets are used, 
or held for use, in connection with a qualified trad e or business. A qualified 
trade  or business must be conducted within Brazil and may consist of the 
following :

(a ) The manu facture or production of personal property (not  including 
the extracti on of any mineral, ore, oil, or gas, or any processing which 
does not involve a substa ntial transf ormat ion thereof, but not excluding 
smelting or ref inin g).

(b ) The catching or taking  of fish.
(c ) The processing or marketing of agricultural or horticultu ral prod­

ucts or commodities.
(d ) The market ing of goods or merchandise to the  general public through 

one or more reta il establishments, unless the business consists primarily 
of the distrib ution  of goods or merchandise manufactured or produced 
outside Braz il by a related  person.

(e ) The operation of hotels and related facilities.
(f ) The transpor tation within Brazil of passengers or freight.
(g ) The performance of services incident to a qualified tr ade or business.
(h ) The performance within Brazil of services utilized either within 

Brazil or with in a less developed country if th e services are indust rial, finan­
cial, technical, scientific, engineering, or arch itectural in nature.

(i ) Any other  trad e or business agreed upon by the  competent authorities 
of both countries.
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Unlike the  proposed Tha i treaty , the  proposed Brazilian convention includes smelting or refining as a qualified tra de  or business. The ext rac tive industries, however, would not, as they did not in the  proposed Tha i treaty , constitute a qualified business. The provision for  the  designation of any other trade  or business as a qualified trade or business by agreement of the  competent autho ri­ties, and the  exception to the  general re ta il merchandise  business,  are  not found in the proposed Tha i trea ty. The rig hts  of the competent autho riti es are  also extended to include the right to remove any designated type of business—a provision n ot con tained  in th e Th ai convention.
(4) Determinat ion of the credit .—As indicated above, the  amount of the credit is determined by a two phase procedure, first at  the  eligible corporation level and then  at  the  eligible investor  level. In the first phase  referred to, the amount of the  credit  is 7 p ercent of the appropriate amount of qualified property placed in service  by the eligible corp orat ion for  use exclusively in Braz il in a qualified tra de  or business. Most of the  princ iples  governing the domestic invest­ment credit  a re applicable in dete rmining the amount of the credit  in this phase. Thus, the  various  requi rements rel ating to placing  property in service, useful life of the property,  and applicable percentages must  be applied. Moreover, the cred it will be allowed only for  investments by the eligible corporat ion in section 38 prop erty  (as  defined in the  Internal  Revenue Code) with  two exceptions : The exclus ion of prope rty used outs ide the United Sta tes will not  be applicable and the  dol lar  limi tations regarding “used section 38 proper ty,” which provide generally th at  only $50,000 of used section 38 prop erty  can qual ify for  the cred it in an y one year, also  will no t apply.

A fundam enta l difference between  the inves tment  credit provisions in the proposed Tha i tre aty  and the proposed  Brazilian convention in th at  the proposed Thai convention did not conta in the  phase one limitation . Under the proposed Thai treaty , the cred it was available for investments in qualified trades or busi­nesses, regardless of how the eligible  corporation employed its  retained earnin gs or the new inves tment funds it received. Thus, the credit  would have  been avai l­able under the  proposed Tha i tre aty with respec t to investments in land, inven­tories, secur ities,  and cash. As noted above, the  c red it provision in the Braz ilian  convention, by incorporating  the  In ternal  Revenue Code rules rega rding the credi t, res tricts  the ava ilabil ity  of the  credit to situ ations  which closely paralle l those in which a credit  may be ob tained und er the Code.
(5) Lim itat ions.—Under the  proposed convention, the credit  as determined in the firs t phase, at the  eligible  corporat ion level on the  bas is of the  Int ern al Revenue Code rules, is then  allo cate d ratably to the  eligible  investors. The cred it which an inves tor may actua lly  claim is subject to three limita tions. Fir st, the  credit  cannot exceed the  amount  of United States proper ty acquired by the eligible corporation dur ing  the curre nt or preceding yea r and att ribute d to the investor. Second, it  is limited  to 7 perc ent of the investo r’s net new in­vestm ent in the  eligible cori>oration. An eligible investor’s new inves tment con­sists  of—

(a) the  p roperty tra ns ferre d by the inves tor to the eligible corpo ration as a cap ita l cont ribut ion or in exchange for stock  or indebtedness of the  corporation,
(b) the investor’s allocable sha re of cred itab le reinvested earn ings  of the  corporation (one-half the  earnings and  profi ts for the  taxable  year minus the dividends d ist ributed durin g the yea r), and
(c) an amount to reflect the deprecia tion of prop erty  placed in service by the  eligible corporat ion for  which a credit  has  previously been allowed.Transfe rs of property  and creditable reinvested earn ings for  the current year  and the  nine preceding yea rs are  to be taken into account in determining net  new investm ent. This, in effect, allow s a carryover  of unused new investments.This new inves tment  is then  reduced by the amount of proper ty withdrawn by the  inves tor from the  corporat ion in the  cu rre nt  year , the  preceding year,  and the  th ree  subsequent years . Th is is the  net  new investment.An eligible inves tor’s credit  as  limi ted in the  manner discussed above is subject to the furth er  limitatio n con tained in the  In ter na l Revenue Code regar d­ing tax liabi lity. The provisions of the  Code relating to carryover  and ca rry ­back of  unused  credits also are  to apply.

Under the  proposed Tha i tre aty , the  credit was also limited  by the  investor’s tax  liabil ity ; however, the lim ita tion was 100 perc ent of tax  liability . The proposed  Brazilian convention lim its the  credit  in the  same manner as does the In ter na l Revenue Code. Thus, the  cr edi t will  not be allowed to exceed 100 percent
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of the  inve sto r’s ta x lia bi lit y up to $25,000 plu s 50 pe rcen t of the  inve sto r’s tax 
lia bil ity  in excess  of  $25,000. The propose d Th ai tr ea ty  did  no t contain  any  pro­
visio n f or  a c ar ryov er  and  car ryba ck  of unuse d c red its.

(G) Rollover .— Th e propose d Th ai trea ty  did  no t contain  th e so-called "r ol l­
over” asp ect of the cr ed it  wh ch is presen t under th e In te rn al  Reven ue Code an d 
also is fou nd in the pro pos ed Br az ili an  convention. Th e rol lover aspect of th e 
cre dit , wh ich  ha s been re fe rred  to above, in essence,  means  th at  a cred it is av ai l­
able for inv es tm en ts ma de  with  fun ds  from a deprec iat ion  res erv e as  di st in ct  
from new fun ds.  Th us,  un de r the  Code, a co rporati on  can invest  in qua lified 
propert y and receive an  inv estm ent cr ed it fo r the investme nt.  At the  end of th e 
usefu l lif e of  th e prop er ty,  th e deprec iat ion  rese rve for the  as se t wil l have  
accumu lated to sufficient size to acqu ire  a new asset , and  a second inv estment 
cred it wil l be av ai lable with  res pect to th a t ass et. The proposed Brazi lia n con­
ven tion inc orpo ra tes th e rollo ver aspect of the dom est ic cred it by provid ing , in 
effect , th at  th e deprec ia tio n rese rve fo r prop erty on which an  inv estment cred it 
was allo wed  w ill be t re at ed  as  a  new in vestm ent by the elig ible  in vesto rs and th is 
wil l support a fu rt her  cr ed it  if  th e othe r requ ire men ts ar e sati sfied.

(7)  Rec apture.— Th e pro pos ed Br az ili an  con ven tion  also conta ins  dual pro ­
vis ions re la tin g to the  reca pt ur e of cre dit s. Fi rs t, th e provisio ns of the In te rn al  
Revenue Code rega rd ing reca pt ur e of cred its  on early  d isp os itions o f p rope rty  for  
which a cr ed it wa s allowed wi ll apply. Fo r th is  purpose, a ces sat ion  of elig ibi lity  
of a corporati on  wi ll be conside red  an ea rly  dispos itio n of the pro per ty.  Thus,  if 
a prop erty fo r w hic h a cr ed it was allowed  i s d isposed of by a n elig ible corporat ion  
before  th e end  of  it s useful  life , the cred it will be recomputed on the  basis  of 
th e per iod  th e prop er ty  wa s ac tual ly  used and any excess cred it recaptu red .

Second,  ther e als o wil l be a reca ptur e of cred its  if  an  elig ible  inv estor dir ec tly  
or  ind ire ctly with dr aw s hi s inv estm en t from  an elig ible  corporat ion . In th e case 
of a wi thdraw al , an  inve sto r’s n et  new inv estme nt,  the  basis  of one of the lim ita ­
tio ns  on the  cre dit , wi ll be recomputed,  and if  th is  reduces th e am ount of the  
cr ed it  or igi na lly  allowable, the ap pr op ria te  am ount wi ll be recaptu red.  If  a 
U.S. inv estor  t ra ns fe rs  s tock or  indebted ness of an elig ible  corporat ion  to an othe r 
U.S. resid en t or co rporati on , th is  would norm ally be con sidered a with draw al  of 
inv estm en t and subjec t the cr ed it to possibl e recaptu re.  How ever, an agree me nt 
ma y be en ter ed  in to by the com pet ent au th or ity  of the  Un ited State s and the 
tr an sf er or and  tran sf er ee  inv es tor s whereb y th e tr an sf er  wil l no t be con sidere d 
a with dr aw al  if the tran sf er ee  inv estor  agree s th a t any la te r with dr aw al  by him  
will be trea ted as  a  with dr aw al  which  may  give ris e to a reca ptur e of th e in it ia l 
inv es tm en t cre dit . Th is wi ll allow  inv estments in elig ible  cor porat ion s to be 
tran sf er re d fro m one U.S. perso n to  anothe r with ou t th is  being trea ted as  a 
with dr aw al  if the pa rt ie s al l agree. At  the  sam e time, th is  preserve s the righ t 
to re ca pt ur e the  cr ed it upo n a sub seq uen t with draw al.

(8 ) Changes in the  dome sti c credit .— The proposed con ven tion  also pro vides 
th at  if  the dom estic inve stm en t cred it is modified, ame nded, suspended , or  te rm i­
na ted , th e tr ea ty  cr ed it is to be modified,  amended, susp end ed or  te rm inated  to 
the ex te nt  nece ssa ry to keep  th e tr ea ty  c redi t con sis ten t wi th the domestic  c red it. 
If  Br az il con siders  th a t a mod ificatio n or  am end me nt of th e domestic  c redit , and 
therefor e the for eig n inve stm en t cre dit , mater ia lly  an d adverse ly affects the 
cred it,  it  may tr ea t th e modif ica tion  or am end me nt as a suspension  of th e cred it 
which wil l allow it  to  t er m in ate the reduced ra te s pro vided in the  tr ea ty  for div i­
dends, in te rest,  and  roya lties.  Th ese  pro vis ion s refl ect  the  im po rta nce to Braz il 
of the inv estment cr ed it as  an inc ent ive  to en ter  into the  proposed con ven tion  
and to m ake ta x c oncess ions und er  it.
Ar tic le 8. Bu siness  pro fits

The  proposed con ven tion  contain s pro vis ion s rega rd ing th e ta xa tion  of bu si­
ness p rof its  wh ich general ly accord with  s im ila r p rov isio ns fou nd in othe r trea ties  
to which the United  St ates  is  a pa rty.  T hus, it  is  provided  th at  the  b usiness pro fits  
of a re sid en t or  co rporati on  of one  coun try  wil l no t be taxa ble by th e ot he r 
cou ntry un les s the re sid en t or co rporati on  ha s a pe rm an en t es tabl ish men t in 
th at othe r cou ntry. If  th e re sid en t or  co rporati on  does  ha ve  a pe rm an en t es tab­
lishm ent in the  othe r coun try , then  th a t country  may  ta x the in du st rial  and 
com mercial  profits  of the  re sid en t or  corporati on  which  ar e at tr ib ut ab le  to the  
pe rm an en t es tab lishm ent. T ha t co un try  may in ce rta in  cas es also ta x busin ess  
profits  of the resid en t or  co rporati on  havin g the pe rm an en t es tab lishm en t. It  
may t ax  th e b usines s prof its  of  th is  res iden t o r c orporat ion  w her e the y ar e der ive d
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by it from sources within  the count ry from sales of goods or merchandise (or othe r business transact ions) similar  to sales made by (or  the business of) the permanent establishment.  This  la tte r provision is not generally included in our tax  conventions, although a similar  provis ion is found in the 1905 protocol with the Federal Republic of Germany and in the 1905 supplementary convention with the Netherlands.
In computing the business profits of a residen t or corporation of one country which are  subject to tax  in the othe r coun try, the proposed convention follows the general treaty  approach of a llowing the deduction of all ex cu se s which are reasonably  connected with the business profits taxab le in th at  oth er country. Under Braz ilian  law, the deduction for  expenses  attr ibu tab le to profits of a Brazi lian i>ermanent estab lishm ent would frequently  be limited  to expenses incurred in Br. zil. However, the exchange of lette rs accomi>anying the pro­posed convention contains the und erst and ing that  the proposed convention will be interpre ted by both Brazi l and the United  States to allow the deduction of expenses wherever those expenses are incurred. This accords with  the result reached under most of our tr eati es.
The definition of industr ial and commercial  profits in the proposed Braz ilian  convention follows the approach of our  othe r recent treatie s and also of the In­ternal Revenue Code, as amended by the  Foreign  Inves tors Tax Act of 19G6, by including in indu strial and commercial profits  income which is effectively con- nected with  the permanent  establishme nt deriving the profits. The types of ef­fectively connected income so included in industrial  and commercial profits are limited  to dividends, interest, roya lties , and income from real  proper ty and natural resources.

Article 9. Definition o f permanent establishment
The permanent  establishmen t concept is one of the basic devices used in income tax treaties to avoid double taxatio n. Generally , a residen t or corporation  of one count ry will not be taxable  on his business profits by the  other country, unless the profits are att ributa ble  to a permanent establish ment of the resident or corporation  in that  country. In  other words, the permanen t estab lishm ent concept defines the  degree of economic penetrat ion a resident  or corporation  of one country may make in the  o ther  coun try without being subject to tax in that  count ry on the  business profi ts ar isin g in t ha t country .The proposed convention with  Bra zil  follows the general tre aty  pat tern by defining a “perm anent esta blishment” as a fixed place of business through which a trade or business is engaged in, such as an office, factory, mine, etc. Moreover, the proposed convention also follows the  approach embodied in our  othe r recen t treaties and in the OECD d ra ft convention by modifying this  general rule  to  pro­vide that  even though an office o r oth er fixed place of business exis ts it will not be considered a permanent establish ment if it is used for any one or more of the following acti vit ies :

(1) The processing by anoth er person, unde r arrangeme nts or con­ditions which are, or would be, made by independent persons, of goods or merchandise belonging to the residen t or corporat ion,(2) The purchase, under arra nge ments  or conditions which are, or would lie, made between independent i>ersons, of goods or merchandise.(3) The storage or delivery of goods belonging to the residen t or corpora­tion (thi s provision does not apply, however, to goods or merchandise held fo r sale in a store or other sales  outlet , or to goods or merchandise purchased and resold in the count ry by the resident  or corporation or by an independent agent on behalf of th e resident  or corporation),f 4) The collection of information  for  the r esident or  corporation ,(5) Advertising, the  conduct of scientific research, the display of mer­chandise, or the supplying of informat ion,
(6) Construc tion, assembly, or ins tallation projects if the site is used for such purpose for less th an  6 months.

The independent persons requ irement of the business activities described in paragraphs (1) and (2) is not generally  contained in our other trea ties , nor are the exceptions to the activity  described in paragraph  (3) . Nevertheless, the activities which may be engaged in w ithout giving rise to a perm anent esta blish­ment wi ll allow U.S. persons to engage in a number of act ivi ties  in Braz il with out  being subject to ta x ; in the absence of the proposed convention these activities might give rise to Braz ilian  taxation of various types of business profits, such as on sa les of goods in Braz il through an independent agent who secures orders
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for  t he goods. Also, un der Brazilian law a ll income resu lting from a construction 
proj ect is subj ect to Braz ilian  tax  if a fixed place of business is used for  the 
proje ct at  any time. The proposed convention sub stan tial ly eases the impact 
of this rule  by a llowing a site or f aci lity  to be used for  a constructio n or assembly 
proje ct of up to 6 months duration  with out  t he income from  the proj ect being sub­
jec t to Braz ilian  ta x.

As in other tre ati es and in the OECD d ra ft  convention, the  proposed Braz ilian  
convention provides th at  even though a resi den t or corpo ration of one country 
does not  have  a fixed place of business in the oth er country, never theless the  resi­
dent or corporation will be deemed to have  a perm anent esta blish men t in the 
other country, if it has an agen t in the  oth er country who regu larly exercises  
a general cont ract ing author ity (o the r tha n for the purchase  of merchandis e) or 
who mainta ins a stock of m erchandise from which he regularly makes deliveries . 
The proposed convention does not include the  rule, which is found in the  pro­
posed Tha i treaty , th at  an agent who regular ly secures orde rs will be deemed 
a p erma nent  establishm ent.

The norm al rule  th at  the use of an independ ent agen t actin g in the ordin ary 
course of his business will not be considered a perm anen t esta blish men t is in­
cluded in the  proposed convention. It  does not  contain , however, the  provision 
found in the  proposed Thai  tre aty  th at  an agent, even though of indepe ndent 
stat us,  wil l be considered a perm anen t establish men t if the agen t acts  exclusively, 
or almost exclusively, for the resident  or corpo ration.
Article 10. Ships  and air cra ft

The proposed convention adopt s the  approach embodied in most othe r tax  
tre aties to which the United Sta tes is a party  by providing th at  income which a 
residen t or corporation of one coun try deriv es from the opera tion in inte rna tion al 
traffic of ships  or air craf t registere d in th at  count ry will be completely exempt 
from tax  by the other  country. The  proposed Tha i tre aty  would have only 
gran ted a 50 percent exem ption in the  case of income from the  opera tion of ships. 
Artic le 11. Rela ted persons

Most income tax tre aties contain  a provision sim ilar  to section 4S2 of the 
Int ern al Revenue Code w hich allows the allocation of income in the  case  of tra ns ­
actio ns between rela ted persons, if an allocation is necess ary to reflect the 
conditions and arra nge men ts which  would have  been made betw’een unrelated  
persons. The proposed convention  includes a provision of thi s natu re.
Artic le 12. Dividends and branch profits

The proposed convention provides a reduct ion in the  Bra zilian withh olding  
tax  on dividends from 25 perc ent to 20 perce nt in the case of dividends paid 
by a Braz ilian  corporati on to a U.S. corporation , if the  U.S. corporation  has  
owned at  leas t 10 perc ent of the  stock of the Bra zilian corpo ration for  th at  
pa rt of the  Brazilian corp oration ’s taxable  yea r occurring  pri or to the paym ent 
of the  dividend and for the preceding yea r (pro vide d th at  not more tha n 
25 percent of the paying corporatio n’s income is from dividends and interest , 
other than dividends and int ere st from subs idiar y cor por ations ).

The trea tment  of divide nds conta ined in the  proposed convention is less liberal 
than  the trea tment  provide d by most income tax  tre ati es to which the United 
Sta tes is a par ty in two respec ts. Fir st, our  tre aties generally  contain  a reduc ­
tion in the  source  country withh oldin g tax ra te  on divide nds which applies  
to dividends received by any resi den t of t he  othe r country, not ju st  corp orat ions  
with  a specified ownership intere st in the  payin g corpo ration. Second, the 
source country tax  ra te  is gener ally reduced at  least to 15 percent, and to 5 
percent in many cases for  dividends paid, by subs idia ry corpora tions, ra ther  
tha n the 20 percent ra te  specified in the proposed Brazilian convention. The 
reduction in the Bra zilian withh oldin g tax  to 20 perc ent is sufficient, how’ever, 
to make the aggregate of Bra zil ian  taxes paid on dist ribu ted corporate  profits 
credi table aga inst the U.S. tax  on those profits  (3 0 perc ent corporate  tax plus 
a 5 percent dist ribu ted profits  tax  on the  remainin g 70 percent of profits  plus a 
20 percent withho lding tax  on the  remainin g GG.5 perc ent of profits equals a 
tot al tax  of 40.8 pe rc en t).

The proposed convention is more libe ral tha n most of our income tax  trea ties 
in one imp orta nt respect.  Generally , the reduced  ra te  of tax  on dividends in 
the  source count ry is not  avail able  if the recip ient of the dividend has a perm a­
nen t establ ishment in th at  coun try and, in the case of our more recent trea ties , 
if the dividend is effectively connected with  the  per man ent establis hment . This
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rule is no t con tain ed in the proposed conven tion . Th us,  th e red uced ra te  wil l
he avai lable reg ardle ss  of the fact  th a t th e rec ipi en t of the div ide nds ha s a
pe rm an en t es tab lis hm en t in Brazi l and whe ther  or  no t the div ide nds ar e
effe ctiv ely  connected  w ith  the  p erman en t e sta bli shm ent.

The reducti on  in a sou rce  coun try  ta x on div ide nds provided in th e prop osed  
con ven tion  is un ila te ra l on the part  of  Braz il. The U.S. wi thh old ing  ta x on 
div ide nds pa id by U.S. co rporati on s to Br az ili an s is no t red uced inasmu ch as 
th is  mig ht cause Br az ili an  inv es tm en ts to  be div ert ed  fro m Br az il to the 
Uni ted State s, and th is  is co nt ra ry  to one  of th e purpo ses  of the prop osed  
conv ent ion, namely,  th e enc ourag em ent of inv estm ents and economic develop­
ment in Bra zil.  There for e, th e Un ite d St ates  will continue to  impo se its  ta x 
on div ide nds der ived from the  Uni ted  St ates  by resid en ts and corporati ons of 
Braz il a t th e stat ut or y ra te s (30 pe rc en t in  the  case of  div ide nds not effec tively 
connected wi th a U.S. business  an d th e gen era lly  appli cab le ra te s in the case 
of d ividends w hich  a re  so  effectiv ely  connected ).

The proposed con ven tion  also pro vid es th a t th e so-ca lled “branch  pro fits ” ta x 
imposed by Brazi l wil l be red uce d from th e no rm al 25 pe rcen t to 20 percen t.
Gen era lly,  the ea rn ing s of a Brazi lia n branch  of a U.S. co rporati on  ar e sub jec t 
to the regu la r 30 percent co rporate tax , the 5 perce nt di st rib ut ed  profits  tax.  
an d also a 25 pe rcen t “bran ch  prof its ” ta x  on th e rema ini ng  prof its. In othe r ■
word s, the se branch  pro fits  ar e basic all y trea te d by Braz il in  the sam e ma nner 
as  in te rcor po ra te  div idends , and , therefor e,  th e red uc tion in th e Br az ilian  with ­
holdin g ta x ra te  on in te rcor po ra te  div ide nds is exten ded to th e “bran ch  profi ts” 
tax .

A uniqu e featur e of the propos ed con vention is th a t it  allo ws Braz il to ra is e •
the ta x ra te  on div idends  and bran ch  pro fits  pro vided by th e convention to the 
sam e ex tent  it  dec reases  its  gene ral co rporate tax ra te  below  28 percen t. (The  
gene ral  corpo rate ta x ra te  was 28 pe rcen t un til  November 21, 1966, when it was 
inc rea sed  to 30 pe rc en t).  The effe ct of th is  pro vis ion  is to allo w Brazi l to keep  
its  aggrega te tax ra te  on di st rib ut ed  pro fits  a t approx im ate ly th e level  for which 
the U.S. foreign tax  cr ed it w ill be av ail ab le.
Ar tic le IS. In tere st

A n umber of incom e ta x tr ea ties  to which th e Un ited St ates  is a pa rty  pro vide 
th a t in te re st der ived from sou rce s with in  one  coun try  by a resid en t or co rpora­
tion of the oth er country  will  ei th er  be e xemp t from , or su bjec t to a reduced ra te  
of, ta x in the  source cou ntry. Th e proposed Brazi lia n con ven tion conta ins  a more 
lim ite d prov ision . In te re st  received by the Govern men t, or  a wholly owned 
agency, of the United  State s or  Braz il is exe mpt from ta x by th e othe r cou ntry.

Th e prop osed  convention also co ntain s a un ila te ra l red uc tio n from 25 pe rcen t 
to 15 percent in the Br az ilian  ta x  wh ich  is appli cable  to in te re st  der ived from 
sources in Brazi l by a nonresi dent.  Th is reducti on  only  app lies , however , to 
in te re st  received by a U.S. bank or  o ther  financ ial in st itu tio n th at does no t have a 
pe rm an en t es tab lishm en t in Brazi l. Th is pro vis ion  does  no t adop t the  effective ly 
conn ected concept which is c on tai ned in ou r othe r rece nt  tr ea tie s.  In  othe r word s, 
th e reduced ra te  of Br az ili an  ta x on in te re st  does  no t app ly if  th e rec ipi en t of 
th e in te re st ha s a pe rm an en t es tabl ish men t in Braz il, rega rd less  of wh eth er  the  
in te re st  is effec tively  connec ted  with  the  pe rm an en t est ab lishm ent. The pro­
pose d conv ention does provide, however , th a t wh ere  th e red uced Braz ilian  tax 
ra te  on in te rest is no t avail ab le bec aus e th e ba nk  or othe r financ ial  in st itu tio n 
ha s a perm anent es tab lis hm en t in Bra zil , th e in te re st  receiv ed by th e bank  or 
financ ial inst itu tio n will be tr ea te d as  business  pro fits  at tr ib ut ab le  to the  pe r­
ma nent es tab lishm ent and taxe d accord ing ly. Th e effe ct of th is  provision is to 
allo w in terest rece ived  by U.S. bank s and fin anc ial  in st itu tio ns  to be taxe d in 
Br az il on a net  basis  (i.e., af te r deduction  of the  exp ens es at tr ib ut ab le  to pro­
duc ing  the  in te re st ).  In  si tuat ions  wh ere  in te re st  is no t effective ly connected 
with  the  pe rm anen t est ab lishm ent, it  wou ld no t oth erwi se  be considered as 
bus ine ss profi ts, and , the refore , could be taxe d by Br az il on a gro ss basis.

The p roposed conven tion  a lso  con tai ns  pr ov isions foun d in othe r rec en t tre at ie s 
an d in the  OECD dra ft  conven tion  rega rd ing the def init ion  of in te re st  an d the 
lim ita tio n of t he  appli cat ion  of the in te re st  ar tic le,  in sit ua tio ns  wh ere  th e payor 
and the rec ipi en t ar e re lat ed , to the am ount of  in te re st  which wou ld have  been 
agreed  upon by the  payor a nd  r ec ipi en t if  they we re n ot  re la ted.
Ar tic le II/. Ro yalties

Inco me ta x trea ties  to wh ich  the United  St ates  is a pa rty general ly provide 
an exem ption fro m tax in the sou rce  coun try  fo r no nm ine ral roya lti es  pa id  to



TAX CONVENTIONS 75

residents or corp orat ions  of the  other coutry, provided the rec ipient does not 
have a perm ane nt establi shment in the  source country .

The proposed Bra zili an convention provides for  a reduc tion of source coun try 
tax  to 15 perc ent in the  case of nonmineral  roya lty income if the  recipien t does 
not have a perm anent establish men t in the source country. The reduced ra te  of 
15 perc ent compares with the norma l Brazilian tax  ra te  on royalties paid to 
nonreside nts of 25 percent, and the generally applicable U.S. sta tut ory ra te  of 
30 percent .

This  provision of the  proposed convention does not  adopt the  effectively con­
nected concept conta ined in our other recent trea ties. Thus, the reduced ra te  of 
source country tax  will not apply if the recip ient has  a perm anent establishment 
in the source count ry, whether or not the int ere st is effectively connected with 
the perm anen t estab lishm ent. As in the  case of inte res t, the  proposed convention 
does provide, however, th at  in situations where the recipien t of a royalty  income 
has  a perm anent establishment in the  source country, the royalty income will 
be treated as ind ust ria l and commercia l profits att rib uta ble  to the  perm anent 
establish men t and taxed accordingly. T his will allow the recipient of the r oya lties 
to compute his source country  tax  on the basis of the  net royalties. Normal ly, a 
source coun try tax  is fully  cred itable by the  recipien t aga ins t his tax  liability  
in his country of residence . However, in cases where  the  recipien t of roya lty 
income incurs sub stantial expenses in producing the  roya lty income, t he applica­
tion of source coun try tax  rat es to the gross amount of the roya lty income could 
resu lt in a sub stantial tax  burden for the recipient, because  the source country  
tax  on the  gross amount would grea tly exceed the residence country  tax  on 
the  net amount which may be offset by a foreign  tax  credi t. Therefore, provid ing 
that , in the absence of a reduced source coun try tax  ra te  on royal ties, the  source 
country  ta x will be determined  on the basis  of the net  royalt ies will in some cases 
sub stan tial ly lessen the total  tax  burden imposed on the  royalties by the two 
countr ies.

The roya lty provision of the  proposed convention appl ies to so-called indus­
tr ia l and commercial royalties . It  does not, however, cover roya lties arising from 
the use of motion pic ture films or films or  tapes for  radio and television broa d­
casting, as do a number of o the r income tax  tre ati es  to which the  United Sta tes 
is a  par ty.

Under Brazilian law, royalties paid  by a Bra zil ian  corporat ion to a related 
foreign corporation are  tre ate d as dividends ra ther  tha n royalties. Also, royal­
ties  in excess of 5 p ercent of the paying corp oration ’s gross income are  tre ate d 
as dividends. The proposed convention does not  affect these provisions of Bra­
zilia n law, but does provide, in effect, that  royalties which are  charact erized 
as dividends will be taxed in accordance  with  the  dvidend provis ions of the  p ro­
posed convention. Also, as in the  case of the  int ere st provision , the roya lty pro­
vision of the  proposed convention does not  apply to tha t p ar t of a royal ty p aid  to a 
related person which is considered excessive.
Art icle 15. Income from, real prop erty

The proposed Bra zilian convention follows the  approach  of most income tax  
tre ati es  to which the United  Sta tes is a par ty and of the In ter na l Revenue Code, 
as amended by the Foreign Investo rs Tax  Act of 1966, by providing th at  a res i­
dent or corporat ion of one coun try may elect to be taxed on a net basis  in the 
other coun try on real property income, including gains from the sale or exchange 
of real  property, and on mineral  roya lties ari sin g from sources in that  other 
country. The effect of thi s provis ion is to produce a source country  tax  on this 
income which, in most cases, will be fully  cred itab le again st the  tax  on the in­
come in the  country of residence of the  recipient, which is usua lly computed 
on the  basis  of the  net amount of the income.

In the  absence of this  provision , Brazil would no t allow a U.S. person to be 
taxe d on a net basis  on Brazilian source income from rea l property,  unless the 
U.S. person was considered to be engaged  in business in Brazi l.
Art icle  16. Inv estment or holding companies

The proposed convention con tains a provis ion which denies the benefits of 
the dividends, inte rest , and  royalti es arti cle s to a corporation which is enti tled  
in its  country  of residence to specia l tax  benefits resu lting in a sub stan tial ly 
lower tax  on those types of income than  the tax generally imposed on corporate 
profits by th at  country, if more tha n 25 percent of the capi tal of the  corporation 
is owned by nonresidents  of that  country. A sim ilar provis ion is conta ined 
in the  Luxembourg convention.
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The purpose of this  provision is to  preven t resi den ts of thi rd countri es from 
using  a corporati on in one tre aty  count ry, which is pre fere ntia lly tax ed in 
th at  country, to obtain  the  tax  benefits in the  oth er tre aty  country* which the 
proj>osed convention provides for dividends, inte rest , and roya lties  derived 
from th at  oth er country . This  accords  with  the purpo se of an income tax  con­
vention  between two countries which is to lessen or elim inate  the amount of  
double tax atio n of income der ived from sources with in one c ountry by a resid ent 
of the  oth er country.

At the pre sen t time, neither Braz il nor the  United  Sta tes gra nts  to inve st­
ment  or holding companies the type of tax  benefits with  respe ct to dividends, 
inte rest , or roya lties which would make this provision of the proposed  con­
vention  applicable . Thus, the provision  will have effect only if Bra zil or the 
United  Sta tes should subsequently ena ct specia l tax  measures gra nting prefere n­
tia l tax  tre atm ent to dividends, int ere st and royaltie s received by an inve st­
ment or holdi ng company.

Artic le 17. Income fr om personal sources
Under  the  Int ern al Revenue Code, a nonresident alien  is not  taxed by the 

United  Sta tes  on income earn ed from services perfo rmed by him in the United 
Sta tes if—

(1 ) he is pres ent in the United  Sta tes for  less than  90 days  duri ng the 
tax able y ear;

(2 ) his aggre gate income from servi ces performed in the United  States 
does not  exceed $3,000; and

(3 ) he performs the  services as  an employee of a forei gn indiv idual,  
par tnership, or corporation which is not  engaged in business in the United 
State s, or for  a foreign bran ch mainta ined  by a U.S. citizen, resid ent, pa rt­
nersh ip, or company.

Tax conventions to which the  Unite d Stat es is a party  gene rally  extend  the 
period a nonr esident may be pres ent in the host country  (us ually  from 90 to 
183 days)  and, in effect, elim inate  eit he r the $3,000 income lim itat ion  or the 
foreign  employer requirem ent by not tax ing  nonresid ent in the hos t country if 
eith er requirem ent is satisfied.

The proposed Braz ilian  convention adop ts the general tre aty  approach  by ex­
tendin g the  90-day presence  requ irem ent to 183 days. The $3,000 requ irem ent is 
not eliminated, but ra the r is raise d to $4,000. Also, the foreig n employer  require ­
ment is reta ined in the case of employment income, but  is elim inat ed for income 
derived fro m the per formance of servic es in an independent capa city.

The proposed convention, however, imposes an additional specific do llar  lim ita­
tion on the  amou nt of i>ersonal service  income which public en ter tai ners (suc h 
as acto rs, athletes , e tc.)  may receive t ax  free in the source  cou ntry.  Compensation 
of these  persons in excess of $100  for each day the  person  is pre sen t in the 
source country is taxed. If  a Bra zili an public en ter tainer, however , satisfies  
the requ irem ents of U.S. sta tut ory  law for exemptio n of pers onal service income 
which includes the $3,000 per yea r limitatio n, he may ava il hims elf of the  
sta tut ory  exemption and, thus , avoid the  $100 per  day lim ita tion contained in 
the  proposed convention.

Artic le 18. Teachers
Most income tax tre ati es  to which the United  Sta tes  is a pa rty  provide some 

exemptio n from tax  in the souyce coun try to teac hers who ar e residen ts of the 
other count ry and who are  tem porarily pres ent in the  source count ry at  the 
invitat ion of the Government or an educ atio nal ins titu tion. The purpose of such 
a provision  is to fac ilit ate  the inte rchang e of teac hers  between countries .

The proposed Brazilian convention follows the appro ach of our more recent 
conventions which contain more liber al exemptio n provisions  than did ear lier 
conventions. Thus, it is provided th at  a res ident of one country  will be exempt 
from tax in the other country  on income from teac hing  and resea rch for 2 
yea rs if he is presen t in the oth er country for the purpo se of teach ing or engaging 
in research at  an accredited  ed ucation al ins titu tion . The exemption, however, does 
not apply to income fro m rese arch  which is und erta ken  prim aril y for the benefit 
of privat e persons, r at he r than in the public in tere st.

Artic le 19. Stud ents  and trai nee s
The income tax  conventions to which the Unite d States is a par ty general ly 

provide  th at  stud ents  who are  resi den ts of one country will be exempt from 
tax in the  other country on cer tain types of income if they are  pres ent in



TAX CONVENTIONS 77

tha t country for the purpose of attendin g school. This exemption is usually 

limited to gifts from abroad which a re used by the student for his maintenance 

or education. Other U.S. source income received by a foreign person attending 

school in the United States, such as income from part-time  jobs or scholarships 

from a U.S. exempt organization, would not be entitled to the exemption.

The proposed Brazi lian convention contains a provision similar to tha t 

embodied in the 1965 supplementary convention with the Netherlands which 

expands the exemption contained in most of our other tax conventions to en­

courage a grea ter exchange of students between the trea ty countries. The 

proposed convention provides tha t residents of one country who become students  

in the other country will be completely exempt from tax in the other country 

on gif ts from abroad used for maintenance and study, and on any grant, allow­

ance or award received from a governmental or charitable organization. Also, 

limited exemptions are  provided fo r personal service income derived from sources 

within the country in which the individual  is studying. In the case of students 

generally, $2,000 per year of personal service income (such as income from 

part-time jobs)  is exempt from tax in the country in which the individual is 

a student. The limitation is increased to $5,000 per year if the individual is 

studying for a profession or a professional specialty. These exemptions (the  

complete as well as the limited ones) may not be utilized for a period longer 

than 5 years.
In addition to the exemptions regarding students, the proposed convention 

follows the approach of our other treat ies and provides limited exemptions 

for personal service income of employees of a resident or corporation of one 

country who are  temporari ly present in the other country to acquire technical, 

professional or business experience ($5,000 per yea r) and for personal service 

income of participants in Government sponsored exchange training programs 

($10,000  per year) .

Article 20. Government salarie s
As is the case in other income tax treat ies to which the United States is 

a party, the proposed convention provides th at one country will not tax wages, 

salaries, pensions, or annuitie s paid by the other country to its nationals for 

governmental services.

Article 21. Rules applicable to personal income articles

The proposed convention provides tha t reimbursed trave l expenses are exempt 

from tax under the personal income articles without  regard  to the maximum 

amount of the exemptions. The proposed convention also provides tha t only 

the benefits of the most favorable personal income artic le may be claimed 

by a taxpayer for a year if more than  one of those artic les is applicable in tha t 

year.
Article 22. Deduction for charitable contributions

The Inter nal Revenue Code allows U.S. taxpayers to deduct as charitable con­

tributions among other tilings, contributions to organizations formed for re­

ligious, charitable, scientific, litera ry, or educational purposes if the recipient is 

organized in the United States. No charitable contributions deduction is avail­

able to a U.S. taxpayer, however, fo r contributions to charities organized abroad.

The existing income tax trea ty with Canada allows U.S. taxpayers to deduct 

contributions to Canadian charities.  This deduction is subject to two lim itati ons:

(1 ) The limitation  provided by the Internal  Revenue Code on the char i­

table contributions deduction (generally, 30 percent of taxable income in 

the case of individuals and 5 percent of taxable income in the case of cor­

porat ions) ; and
(2 ) The l imitation  provided by Canadian law on the deduction for char i­

table contributions (a  specified percentage of income) computed on the 

basis of the U.S. taxpay er’s Canadian source income.
The proposed Brazilian  convention contains a charitable  contributions de­

duction provision similar to tha t found in the Canadian trea ty except tha t it 

includes only the first limitation discussed above, tha t related to U.S. law. In 

other words, there is no limitation determined by applying th e percentage limi­

tations  under Brazilian law to the U.S. taxp ayer’s Brazilian source income.

Thus, the proposed convention allows a citizen, resident, or corporation of 

the United States to deduct contributions to Brazilian  charities (subject to the 

limitations under the Inte rnal Revenue Code otherwise applicable if the con­

tribut ions were to U.S. ch arit ies) if (1 ) the contributions are used entirely within

84 -890— 67-------6
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Brazil, and (2 ) the recipient Brazilia n organizat ion has  qualified as a chari table , etc., organization  under section 50 1( c)  (3 ) of the Int ern al Revenue Code.
Article 23. Pensions and annui ties

The proposed convention adopts the  appro ach embodied in most of our in­come tax trea ties  of exempting  privat e pensions and annuities paid to reside nts of one country  from tax in the  oth er country .
Articles 24-28.  Administra tive provisions

The proposed convention conta ins the various adm inis trat ive  provisions found in most income tax conventions to which the  United  Sta tes is a party . In general , the proposed convention provid es fo r—
(1 ) consul tation and nego tiatio n between the  coun tries  to resolve dif ­ference s a rising  in the inte rpr eta tion and application of the  proposed conven­tion and to resolve claims by tax pay ers  of taxatio n con trar y to the proposed conven tion ;
(2 ) the exchange between the coun tries  of legal information and of inform ation relat ing to ca rryi ng out the  provisions of the proposed convention or to preventing fra ud or fiscal evasion with  respect  to the taxe s covered by the  proposed convention ; an d
(3 ) the countries to ass ist each othe r in collecting taxes imposed by the  other to the exten t necess ary to ensure th at  the benefits provided by the proposed convention are  enjoyed only by persons enti tled  to those benefits.

Artic le 29. Diplomat ic and consula r officers 
As in the case in the OECD dr af t convention and in a number of our otherincome tax  trea ties , the proposed convention provides th at  its provisions are  not to prejud ice any tax  privileges which diplomatic or consular officers enjoy under rules of inte rnation al law or the  provisions of special agreements.  

Artic le 30. Effective dates
The proposed convention will become effective genera lly for taxa ble years beginning on or af ter  Jan uary 1 of the year  following the exchange of the inst rum ents  of ratific ation. There are, however, a numb’er of exceptions to this  genera l rule. The rule for determin ing the source of income derived from the sale of personal property produced in one count ry and sold in another  coun try will not become effective unt il Braz il and the United States have establ ished mutually acceptable rules for the  implementation  of this  source rule. The inves t­ment  cred it provision will apply to prope rty placed in service and net new in­vestme nts made on or aft er Ja nu ary 1, 1968. The tax benefits extended to divi­dends and branch profits, inte rest , and royalt ies will only apply to amounts paid on or af ter  Ja nuary  1,1969 .

Senator Morse. Our next witness is Mr. George C. Wells, vice presi­dent of the Union Carbide Corporation.
I want those in attendance to know tha t my colleague here is not presiding because of his own request. I asked him to preside, but ap­parently  Senator Sparkman plans to leave shortly , and has asked me to carry on. I am not usurping any jurisdiction.
You may proceed, Mr. Wells.STATEMENT OF GEORGE C. WELLS, VIC E PRES IDEN T, UNION CARB IDE CORPORATION, NEW YOR K, N.Y .
Mr. Wells. Mr. Chairman, Senator Sparkman, my name is George Wells. I am a vice president of Union Carbide Corporation for inte r­national affairs, and I would like to say I certainly  appreciate this opportuni ty of presenting our views on the Brazilian  tax t reaty.I have submitted our statement for the record, and I would like to summarize or make a comment or two thereon.
Senator Morse. Mr. Wells, your statement will be p rinted in full at this point in the record, and you may summarize it in your own way.Mr. Wells. Thank you, sir.
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(The prepared statement of Mr. Wells follows:)

Statement of George C. Wells on the P roposed Tax Convention With  Brazil

My name is George Wells. I am the  Vice P resident of Union Carbide Corpora­
tion for International Affairs .

Union Carbide Corpora tion lias intere sts  in a number of companies ope rating 
in Latin America, including Braz il. These operation s in Braz il encompass 28 
plants  which  make chemicals, plast ics, graphite  electrodes, batt erie s, and indus­
tr ia l gases  and appl iances, and  which also dis tribu te many prod ucts  manu­
facture d by Union Carb ide Corpora tion  in thi s country.

Our Corporation is gre atly intere sted in the  consumatio n of income tax  con­
ventions between  this country  and the  countries of Latin  America. We consider 
it both unfor tun ate  and anom alous th at  the re is not  today a single such tre aty 
with any of the co untries  of La tin  America, when the  United Sta tes does have t ax  
conventions with  many of the  cou ntr ies  of Europe and Asia, Canada, and 
Aus tral ia. These  income tax conventions , we believe, prevent tax ba rriers  to 
tra de  arising between  the  contract ing  cou ntri es and tend  to elim inate  problems 
which rel ate  to the  double  taxa tio n of income by both con trac ting  part ies.

In the  pa st less developed countries have  fel t that  they would receive litt le 
benefit from ta x conventions  since the  flow of income is  toward the  more 
developed countrie s. We, the refo re, are most happy with, the  development 
of a convention between Bra zil and the  United Sta tes  which  will benefit both 
count ries. Again, we believe th at  thi s convention if approved will encourage 
be tte r und erst and ing between our  two cou ntri es in the  areas of commerce and 
investment . Likewise, thi s tre aty with a La tin  Amer ican coun try should  rep re­
sent a most important initial step  in negotia ting  sim ilar treati es with all of 
La tin  America. Therefore, it  is our  earne st hope th at  thi s treaty , which  rep re­
sents the  res ult s of yea rs of car efu l and  constructive negotiat ions  by the 
Tre asu ry Depar tme nt of the  United  States, will be ratif ied by the Senate.

We unders tand th at  cer tain details  of th is tre aty have  been subject to some 
crit icism as might be expected . In our  opinion such detai ls are not of sufficient 
importance to j us tify postponement of approva l by your Committee of a package 
which must have involved many mu tua l concessions by both parties over a long 
period of time.

An imp ortant  point of th is tre aty from  the  Brazi lian viewpoint relate s to 
the  7% investment credit which  would be ava ilab le to U.S. companies to en­
courage investme nts in Brazil. This cre dit  corresponds in general to the  cred it 
in the  Int ern al Revenue Code which is con tributin g to the  increased ind ust ria l 
development of the  United  States.  We also believe th at  th is cred it will con­
tri bu te to the objectives of the Alliance for  Progress and  to improving relatio ns 
on a broad fro nt with  our  good neighbors in the  Americas. To the  exten t th at  
the  private secto r is encouraged and  enab led to con tribute more extensively  
to the  ind ust ria l development of cou ntri es like  Brazil, the less should  be the  
financial burden upon the  U.S. government.

The proposed tre aty con tains significant provis ions found in other bil ate ral  
treaties,  which will reduce and  in some cases preven t double tax ation  of income, 
and  will therefo re be of long term mutual advanta ge. Among these  are the 
provis ions for  dete rmin ing source  of pa rti cu lar kinds of income, for  at tribu tin g 
differen t kinds  o f income to the  tax  jur isd ict ion  of one or the other of the  con­
tra ct ing par ties , and  also for  reducing the  with hold ing tax  payable  on dividends 
and  roya lties . The inclusion  of the  concept of “permane nt establ ishment” for 
tax  purposes is also signif icant in th at  income from exp orts  to Bra zil would not 
be taxable the re in the absence of a permanen t Bra zili an establ ishment on 
the  p ar t of the exporter.

Int ern ati onal double tax ation  can  rep resent  a serio us imped iment to the  fre e­
flow of commerce and investments between n ations. The problem s connected  w ith 
it have  been recognized and  deal t wi th in the many tax  tre at ies which we now 
have. We believe it  is now the time  to tak e the  same step  wi th thi s impor tan t 
country  which is the la rge st an d mos t populous in La tin  America.

Mr. Wells. Union Carbide Corporat ion has interests in a number of 
companies operating in Latin America, including Brazil. These opera­
tions in Brazil involve 28 plants which make chemicals, plastics, 
graphite electrodes for the steel industry, dry batteries, and industrial
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gases and app liance, and  which also distr ibu te many products ma nu­
fac tured  by Union  Carbide  Co rporati on  in th is cou ntry.

RATIFICA TIO N OF BRAZ IL TREATY URGED

We conside r it  both un fo rtu na te  and even anomalous th at  the re is 
not  to day  a  single  tax  t reaty wi th any  o f t he  count ries  o f La tin  Am er­
ica, when  the  Un ite d State s does have tax  conven tions wi th many of 
the  cou ntr ies  of Eu rop e, Asia , Ca nada , and  Au str al ia . These income 
tax  convent ions , we believe, preven t tax ba rri er s to trad e ari sin g be­
tween  the  con tracti ng  co unt ries  and ten d to eliminate problem s which 
relate  to  the double tax ati on  of  income by both contract ing par ties .

Fur th er , we believe th at  thi s convention,  if  ap pro ved, will  encourage 
be tte r un de rst andin g between ou r two  cou ntr ies  in the area s of com­
merce and  investme nt. Th ere fore,  it is our ear nes t hope  th at  thi s 
tre aty which rep resents the res ul ts of  a rel ative ly lon g per iod  of 
carefu l and  con stru ctiv e nego tia tio n by the  Tr easu ry  De pa rtm en t of 
the  Unite d S tates w ill be ra tified.

INVE STME NT  CREDIT OF 7 PERCENT SUPPORTED

We understand th at  certa in de tai ls of the  trea ty  have been subject  
to some cri ticis m, which m igh t be expec ted. In  ou r op inio n, such d eta ils  
are  no t of sufficient importance to  ju st ify  p ostpon ement  of  ap pro val by 
your  comm ittee of a package which  mu st have involved many mu tua l 
concessions by  both  par tie s o ver  a  co nsid erab le per iod  of time. An im­
po rtan t po int  of th is tre aty from the  Br az ilian  viewpoin t relate s to 
the  7 percen t investment cr ed it which would be ava ilab le to U.S . 
companies t o encourage  inves tment s in B raz il.  T his c red it corresp onds 
in gen era l to the  cre di t in th e In te rn al  Revenue  Code  which is con­
tr ib ut in g to  the incre ased  in du st ria l develop men t of  the  U nit ed S tate s. 
We also  oelieve t his  cred it w ill contr ibu te likew ise to  the  objectives f or  
the  Alliance  for Progres s an d to im prov ing  re lat ion s on a broad fro nt  
wi th o ur good n eigh bor s in t he  Americas. T o th e ex ten t that  the pr iva te 
secto r is encouraged and enabled to contr ibu te more extensively to the  
indu str ial  developmen t o f c ountr ies  l ike Br az il,  t he  less shou ld be the  
financial  bu rden up on the U .S.  Governme nt.

PROVISIONS TO REDUCE DOUBLE TAXATIO N

The prop osed  tre aty conta ins  signif icant provisi ons  found in oth er 
bi lat era l treaties,  w hich  wi ll reduce  and in some cases pre ven t double 
tax at ion of income,  an d will  there fore  be of long-term  mu tua l 
adv antage . Among  these  are the provisi ons  fo r de terminin g source 
of pa rti cu lar k inds of  income, f or  a ttr ib ut in g dif ferent  kinds  of  income 
to the  tax  jur isd ict ion  of one or the  othe r of the  contr act ing  pa rti es  
and also for reducing the  wi thh old ing  tax  pay able on div idends  and  
royalties.

The inclusion of  the  concep t of pe rm anent establ ishment fo r tax  
purposes is also signif icant in th at  income from exp ort s to Br az il 
would not be tax able there in the  absence of a permanent Br az ilian  
esta blis hment  on the  par t of th e exporte r.

In ter na tio na l double taxa tio n can rep resent , we believe,  a serious 
impedim ent  to the fre e flow of commerce and investm ents between
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nations. The problems connected with it have been recognized and 
dealt with in the many tax treati es which we now have. We believe it  
is now the time to take the same step with this important country 
which is the largest  and most populous in Lat in America.

Senator Morse. Could I inte rrup t at tha t point for just a moment, 
Mr. Wells?

Mr. Wells. Yes, sir.
Senator Morse. I have spoken to a good many meetings of American 

businessmen in Lat in America, including the various chapters of our 
American Chambers of Commerce, and if I had to list the five most 
common complaints tha t are presented to me at those various meetings, 
the one that you are mentioning, I think,  would be very high on the 
list and tha t is th is whole mat ter of double taxation  and the inhibi ­
tion tha t it really serves for  the spread of American investments in 
Lat in America.

•  EXPORT  OF U .s . SYS TEM  OF ECONOMIC  FREE DOM TO LA TIN AMERICA

Now, with tha t comment, let me pu t my question to you th is way: 
Would you agree with me that  it is really much cheaper from the 

» standpoint of dollars and cents to make it  encouraging for American
priva te business to invest in Lat in America and do what you heard 
me say th is morning, export our system of economic freedom to Latin 
America, than  to spend American  taxpayer  dollars  by way of direct 
aid to governments in Latin America for them, in turn, to use the 
money for development of the ir economy in accordance with their  
rights ? Do you think tha t I am very fa r from w’rong ? It  has been 
an argument I  have used as chairman of the L atin  American subcom­
mittee now for some years, that  you will save more money from the 
standpoint of foreign assistance if you can channel it throu gh the 
exporta tion of our system of business into Lat in America in the 
private sector than you will i f you channel it throu gh direct foreign 
assistance programs, and government to government. Do you think  
I am wrong in that evaluation ?

Mr. W ells. Senator,  I could not put  i t any where nearly so aptly 
from our viewpoint.

W II Y  AME RICA N CORPORATIONS GO OVERSEAS

Could I, by way o f try ing  to respond to this question, take just  a 
moment to briefly analyze the reasons why and the process by which 
American corporat ions like my own go overseas in the first place, 
and how they do it?

• The reason I request the  opportunity to  do this is and I didn ’t come 
down here with any intention of saying this but there were a number 
of questions raised this morning which indicated to me a fear tha t 
incentives toward  foreign investment categorically tended to injure

• us domestically, eithe r in terms of reduced tax revenue or lower em­
ployment. In  other words, that the export of our system, as you put 
it, and of investments overseas, tends to export jobs and reduce the 
revenue of the Government.

Now, the first thin g th at an American company from the standpoin t 
of evolution does in  t rying to develop an overseas business is to sta rt
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to try to expo rt—g ene rall y one of  its  ma jor  produc t line s fo r which  
it  think s there  is a marke t in a ce rta in  given are a.

I t  ne ver  wishes to o r de libera tely “ta lks its el f” into making  a ma jor  
investment overseas, because , af te r all,  in most cou ntr ies  the risk is 
gr ea ter  and the  task of  r un ning  a man uf ac tu rin g est ablishm ent ove r­
seas is fa r m ore complicated  an d difficult and  som etimes less profi table, 
even, th an  it is in the  Un ite d State s. Th ere fore,  we alw ays  star t, and  
I th ink th is  is almost wi tho ut exception,  in at tempt ing to promote exp orts .

Now, fro m the  s tan dp oint  of evo lution,  l et ’s assume we are  success­
ful,  as many have been, and as th e expo rt business  g rows, we develop 
a majo r sha re of  a local mark et,  in ou r case, le t us say,  fo r a majo r chemical or a ma jor pl ast ic pro duct.

We enjo y th is business fo r a wh ile ; and  employment  goes up in the  
Un ite d State s in our  p lant s because of the increase  in ex po rt business . 
But the day  final ly ar riv es  w hen  the  marke t which we are  develop ing  
has  become l arg e enough to  economical ly ju st ify,  at  l eas t in  the min ds 
of com pet itors, a local m an uf ac tu rin g opera tion, and very often th is 
is not ju st  an Am eric an comp eti tor  or  a local group, but" a Jap anese or E urop ean co mpetit or.

EFFECT ON U.S.  EXPORTS

Now, at  th at  po int , we are  faced wi th only two  alt ern atives. We  
eit he r have to “beat them to the pu nc h” and get  a pla nt in firs t ou r­
selves, even tho ug h we had no idea of  doing  th is in the  fir st place , or  
we lose t he ma rke t which we h ave pu t a lot  o f effo rt and expense into 
bu ild ing up,  and  our exports  are  los t; we are  th ro ug h;  we are  ou t of the mark et. I t  is as simple as th at .

Most in ter na tio na l com pan ies feel th at  if  we fai l to invest  to pr o­tec t our marke t, we a re not go ing  t o gro w overseas. We  are  no t going  
to  bu ild  our  in ter na tio na l business , and  then  the re is no question bu t 
wha t our exp orts and hence domestic  jobs  are  g oing  to suffer.

But  if  we do invest, it  isn ’t necessa rily  the  case th at  exports  are  
go ing  to suffer. In  fac t, ve ry  oft en , the opp osi te tak es  place, because 
while the  export  of th is single  p rodu ct  to  be pro duced  loca lly wil l ob­
viou sly be reduced , we h ave  f ound  in o ur  exp erie nce  th a t what eventu­
all y happens is t hat  the loca l forei gn  operat ion , wi th  the  a dvan tag e of 
ha ving  the  American  sys tem of  m ana gem ent , p roduction , and  so fo rth , 
as you  pointed out , Se na tor , exported, fo rm ing the nucleus , the bas is 
fro m which the  m arke t fo r the  local pr od uc t can be deve loped—from  th is  we have  fou nd th at  ma ny col latera l products sim ila r to  the  local 
prod uc t being p rod uce d (b ut  n ot  i n sufficient volum e in the b eginn ing  
to  j us tif y local m an uf ac tu rin g and whi ch we h ave no t been ex po rting  
pre vio usly) come into the picture from the expo rt sta nd po in t fo r the  
fir st time . St rang ely enough , over the years  we h ave  fou nd  t hat  whi le 
the value of the pro duction  fro m the opera tio ns  in whi ch we are  in ­
terested outside  the Uni ted State s has  increased  sub san tia lly , our  
exports  have  also grow n sub sta nt ia lly  at  the  same time .

INCREASING PURC HASIN G POWER OF LAT IN COUNTRIES

Senator Morse. I  am glad  I  i nt er ru pt ed  you to  d igress , b ut  I  th ink 
th is reco rd ou gh t to conta in the vie wp oin t th at you  are  exp ressing



TAX CONVENTIONS 83

and wh at the Ch ai rm an  is seeking to elicit  fro m you. We ta lk  a good  
game he re, time and  tim e a gain, a bout the importance  of o ur  inc rea sing 
the  pu rch as ing pow er of  the  masses of the  populat ion  in these Lat in  
Am erican  c ountr ies , and th at  is  o ur  ob ject ive,  one of  o ur  object ives.

I t  is a  fine ob ject ive.  But  we are  n ot  go ing  to  in crea se t he ir  p ur ch as ­
ing  pow er unless you  increase th ei r m an uf ac tu rin g pow er, which 
increases the ir  job  o pp or tun ities , w hich, in tu rn , increases the ir  abil ity  
to sell and buy. So ju st  for  th e rec ord , I th ink it is so aprop os  of  what 
you say th at  I am go ing  to pu t int o the rec ord  certa in pro vis ion s of  
par t I I I  of th e F or eign  Assist anc e Act,  star ting  wi th section 6 01 .1 will 
ju st  rea d the first sentenc e an d pu t the res t of  th at  pa ra gr ap h in. I t  
re ad s:

FO REI GN AS SI ST ANCE  AC T PR OV ISIO NS

Encouragement of Free Enterprise and Private Participation.— (a) The 
Congress of the United States recognizes the vital role of free enterprise in achiev­
ing rising levels of production and standards of living essential to economic 
progrss and development.

Mr.  R ep or ter , I  w an t to p ut  th e res t o f p ar ag ra ph  (a) in the  r ecor d.
(The  pa ra gr ap h re fe rred  to fol lows :)

[F ro m  th e For ei gn A ss is ta nc e Act  of 196 1, as  am en de d]

PART II I
Chapter 1—General Provisions

Sec. G01. Encouragement of Free Enterprise and Private Participation.— 
(a) The Congress of the United States recognizes the vital role of free enter­
prise in achieving rising levels of production and standards of living essential 
to economic progress and development. Accordingly, it  is declared to be the 
policy of the United States to encourage the  efforts of other countries to increase 
the flow of interna tional trade, to foster private initiative and competition, to 
encourage the development and use of cooperatives, credit unions, and savings 
and loan associations, to discourage monopolistic practices, to improve the  tech­
nical efHeieney of thei r industry, agriculture, and commerce, and to strengthen 
free labor unions; and to encourage the contribution of United States enter­
prise toward economic strength of less developed friendly countries, through 
priva te trade and investment abroad, private  participation in programs carried 
out under this Act (including the use of private trade  channels to the maximum 
extent practicable in carrying out such programs) , and exchange of ideas and 
technical information on the matters covered by this subsection.

Se na tor Morse. Then I  tu rn  to  pa ra gr ap h (b)  of  section  601:
In order to encourage and faci litat e participation by private enterprise to 

the maximum extent practicable in achieving fully the purposes of this act, 
the President shall—(1) make arrangements to find, and draw the attention  
of private enterprise to, opportunities for investment and development in less 
developed friendly countries and ar ea s; * * ♦”

Our  idea  is to say  to  you peo ple  in business, “H ere  are some op po r­
tuni tie s clown there.  You  oug ht  to  go down an il m ake some investm ents 
to c ar ry  ou t th is fore ign  policy  of  your  cou ntr y.”

(2) establish an effective system for obtaining adequate  information with 
respect to the activities of, and opportunities for, nongovernmental participa­
tion in the development process, and for utilizing such information in the 
planning, direction, and execution of programs carried  out under this Act, 
and in the coordination of such programs with the ever-increasing development 
activities of nongovernmental United States institutions.

(3) accelerate a program of negotiating treaties for commerce and trade, 
including tax treaties, which shall  include provisions to encourage and facili tate



84 TAX CONVENTIONS

the flow of private  investment to, and its  equitable treatment  in, friendly countries and areas  particu larly in programs under th is Act.
I shall ask, Mr. Reporter,  th at the rest of section 601 of the act be 

incorporated in the record at this point.
(The legis lation referred  to follows:)

[From the Foreign Assistance Act of 1961, as amended]
(b) In order to encourage and facil itate participation by priva te enterprise to the maximum extent practicable in achieving any of the purposes of this Act, the President shall—

(1) make ar rangements  to find, and draw the attention of p rivate enter­
prise to, opportunities for investment and development in less developed friendly countries and a reas ;

(2) establish an effective system fo r obtaining adequate information with respect to the activities of, and opportunities for, nongovernmental par­ticipation in the development process, and for utilizing such information in the planning, direction, and execution of programs carried out under this Act, and in the coordination of such programs with the ever-increasing developmental activities of nongovernmental United States inst itut ions;
(3) accelerate a program of negotia ting treatie s for commerce and trade, including tax  treaties, which shall include provisions to encourage and fac ili­tate  the flow of private investment to, and its equitable treatment in, friendly countries and areas partic ipating  in programs under this Act;
(4) seek, consistent with the national interest, compliance by other countries or areas with all treat ies for commerce and trade and taxes, and take all reasonable measures under this Act or other authority to secure compliance therewith and to assist  United States citizens in obtaining jus t compensation for losses sustained by them or payments exacted from them as a result of measures taken or imposed by any country or area thereof in violation of any such treaty ;
(5) to the maximum extent practicable carry out programs of assis tance through private channels and to the extent practicable in conjunction with local private  or governmental participation, including loans under the authority  of section 201 to any individual, corporation, or other body of persons;

,(6) take appropriate steps to discourage nationalizat ion, expropriation, confiscation, seizure of ownership or control of private investment and discriminatory or other actions having the effect thereof, undertaken by countries receiving assistance under this Act, which divert available re­sources essential to create new wealth, employment, and productivity in those countries and otherwise impair the climate for new priva te investment essential to the stable economic growth and development of those countries;(7) utilize wherever practicable the services of United States private enterprise (including, but not limited to, the services of experts and con­sultants in technical fields such as engineering) ;
(8) utilize wherever practicable the services of United States  priva te enterpri se on a cost-plus incentive fee contract basis to provide the neces­sary skills to develop and operate a specific project or program of assistance in a less developed friendly country or area  in any case in which direct priva te investment is not readily encouraged, and provide where appro­pria te for the tran sfer of equity ownership in such project  or program to private investors at  the earl iest feasible time.

(c) (1) There is hereby established an International Priv ate Investment Advisory Council on Foreign Aid to be composed of such number of leading American business specialists as may be selected, from time to time, by the Administrator of the Agency for International Development for  the purpose of carrying out the provisions of this subsection. The members of the Council shall serve at the pleasure of the Administrator, who shall designate one member to serve as Chairman.
(2) It  shall be the duty of the Council, a t the request of the Administrator, to make recommendations to the Administra tor with respect to particu lar aspects of programs and activities under this Act where priva te enterpri se can play a contributing role and to act as liaison for the Administrator  to involve specific private enterprises in such programs and activities.
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(3 ) The members of the Advisory Council shall receive no compensation fo r 
thei r services but shall be ent itled to reimbursement in accordance with section 
5 of the Administrative Expenses Act of 1946 ( 5 U.S.C. 73b-2) for travel and 
other expenses incurred by them in the performance of their  functions under 
this  subsection.

(4 ) The expenses of the Advisory Council shal l be paid by the  Adminis trator 
from funds otherwise available under this Act.

(d ) It  is the sense of Congress tha t the Agency for International Develop­
ment should continue to encourage, to the maximum extent consistent with the 
national interest, the utilization of engineering and professional services of 
United States firms (including, but not limited to any corporation, company, 
partnership, or other associa tion) or by an affiliate of such United States firms 
in connection with capital projects financed by funds authorized under this Act.

Senator  Mouse. Now, there is your governmental policy set forth in 
the Foreign Assistance Act. Al l we are dealing wi th here in this hear ­
ing, i t seems to me, is a treaty  t ha t is designed to implement t ha t ob­
jective, and the question before us is whether or not it does i t right ly 
or wrongly, whether or not it  has bugs in it or has not. Tha t is the pur­
pose of the hearing.

But,  certainly, there is no question about the fact  that  as long as 
tha t act is on the books, that  is supposed to be one of the objectives of 
our foreign assistance program and tha t is why I thought  I ought to 
take these few minutes to take advantage  of you, sir, as a witness, 
to elicit from you what  I  happen to know are the objectives of your 
company and there isn’t any doubt about the fact, in my judgment, 
tha t the Alliance for Progress program has probably been strength- 
ended more by the investment of American business in Latin America 
than by anything we have done as a Government.

SEARS, ROEBUCK OPERATIONS IN  BRAZIL

I can remember very well when I spoke at Silo Paulo , Brazil, to the  
American Chamber of Commerce there, and the businessmen were 
quite excited about the results of a very bad poll tha t had come out in 
Brazi l expressing ant i American feeling tha t American business was 
just  skimming oft' the cream of profits. I  cannot walk into a meeting 
such as t ha t unless I have done a l ittle  homework, and Mr. Williams 
of Sears, Roebuck, as I recall, w as chairman and these businessmen 
were greatly concerned.

I said:
Well, I have a few suggestions to make to you, and I would like to know, Mr. 

Williams, how many in this Chamber of Commerce audience, to say nothing 
about Brazilians, know tha t you have never declared a dividend down here 
until  thre e years ago, and tha t was three  percent, and last  year two and a 
half. And you haven’t made up your mind yet whether you are going to declare 
one t his year, because you plowed back in your operations your earnings, and 
you not only have thereby increased the productivity of your Sears, Roebuck 
operations, but who in Brazil knows what else you did with your money, and 
the librar ies tha t are  the beneficiaries, the parks th at are the beneficiaries, the 
child-care programs th at are the beneficiaries?

I was loaded for bear, in other words, and he was quite surprised, and 
I s aid :

Here I am speaking almost a stone’s throw away from your retai l plant. 
How many in this room, to say nothing about Brazilians,  know tha t 85 per­
cent of the goods th at you sell in this grea t Sears. Roebuck retail  outlet are 
made right here in Brazil, which means you have created jobs? Not only that, 
but you have  created job train ing for a good many Brazilians.
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Now th at is w ha t I  m ean when  I ta lk  about expo rti ng  our  system of 
economic freedom. I f  any one  th inks  th at  we don’t collect gr ea t divi ­
dends in the  lon g run by increased purchases  in the  Un ite d State s, 
which, in tu rn , create  jobs  in the  Uni ted Sta tes , the n the y have not followed throug h.

LOOKING AT ENTIRE PROGRAM OF AMERICAN INVESTMENT ABROAD
One o f our  dan gers is to  see only  a lit tle  segme nt o f th is problem. We 

only  concen tra te on th at  segm ent an d we don’t see the re la tio ns hip of 
it to the whole , lo u  have to look at  the whole  economic prog ram of 
Am eric an investment abroa d to  see how it  ca rri es  ou t the objectives of the act t ha t I h ave  jus t re ferre d to .

Of  course, I don’t have to  tel l you  there has to be a policing.  Of  
course , we have those every once in a whi le who do us a gr ea t dea l of 
ha rm  a bro ad , because the y follo w bus ines s practices  and business  p ro ­
gra ms  t hat blacken ou r eye, bu t they  do it  here  at  home, too , and you 
have  to  do some policing here. I t  i s so im po rta nt  t hat  we o n th is com­
mittee  keep our  sights  pre tty  hig h as to  wha t th e real objec tives are, and  
th at  is why, wi th  apologies to you , and to Se na tor  Sp arkm an , I  have 
int erv ene d thi s much, because I thou gh t it was a pr et ty  good  op po r­tuni ty  to l ink  thi s ta x t re at y to  th is  act.

Now, if  th is tax trea ty  h as bugs in it, we wi ll tak e the m out , if  they  
are  p oin ted  out to us. But  th e Fo re ign Assis tance Ac t its elf  call s upon 
us to  negoti ate  tax tre ati es  an d whe n you say all  t hr ou gh  L at in  Am er­
ica we don’t have these tax  conven tions, bu t we h ave them in Eu rop e, 
sure , we are  dealing  there  wi th  deve loped cou ntr ies  an d here  with 
underdev eloped  c oun tries. But  I  h appen to th in k th at  one of  the  ways 
to he lp speed up the dev elopment  is to ge t some equ itab le, fa ir,  tax 
tre at ies th at  will give  business  the enc ourag ment th a t it  needs to in­
crease the  pro duction  of Lat in  Am eric a, to increase  the purch asing  
pow er, to increase  th e e xport s and the imports , a nd  t o do som eth ing  to  
hav e us meet on the economic fron t the  problem s of Lat in  America.

I f  y ou don’t meet  them  on th e economic  fro nt , you can’t meet them 
on the  politi ca l f ront . I wo uld n’t worr y about the p oli tical fro nt  in any 
coun try  if  you can firs t make the peop le econ omically free.  I am 
th ro ug h wi th my li ttl e speech, bu t you are  r esp ons ible  fo r it.

Go ahead .
EFFECT OF PRIVATE INVESTMENT ON FOREIGN AID

Mr. W ells. I f  I  mi gh t, Se na tor , I  wou ld ju st  like  to  s upp lem ent  a 
lit tle bi t one po int whi ch you  ap tly  made and  th at  is the  point  abo ut 
the re latio nship  and  effec t of investm ents f rom  the  p riv at e sector wi th 
respect to fo reign  aid  by th e Go vernment .

To  t he exten t th at  we are  able  to  do as you say;  th at  is, export the 
Am erican  manag ement  system alo ng  wi th  ou r ca pi ta l investment, 
whi ch is w ha t we t ry  to do, th is ten ds  to  u pg rade , we think , the  w hole 
economic pictu re  as fa r as bus ines s gen era lly  in th e host country  and 
the refore  e ventu ally the  s ta nd ar d of liv ing is concerned.

Th e troub le is th at  while gover nm ent  funds are  necessary , pa rt icu­
la rly fo r in fras truc tu re  ex pend itu res  and th at  k ind of  t hin g, un fo rtu­
na tel y dir ect aid  fro m the governm ent doesn’t ca rry  wi th it  the  ex­
po rta tio n of the  Am erican  ma nag ement  and produc tio n system. I t 
ten ds  to go to loca l intere sts  who, un fo rtu na te ly , don’t always  uti lize
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it as effectively as i t should be, and the United States tends to  lose in 
a degree to the extent that we have to do that.

Now, I believe th is Government is committed or if not committed, 
at least is expending several hundred million dollars a year in con­
nection with the Alliance fo r P rogress  and over a period  of years fig­
ures have been talked of in the order of magnitude of a total cost of 
$5 billion or more.

To the extent th at we can expand investments in the priva te sector, 
because most of the businesses in a country like Brazil have to be 
financed through priv ate capita l, and it  is difficult to do the job entirely 
from the government standpoint, to tha t extent we are, it seems to 
us, going to reduce the load on the government from the financial 
standpoint.

Senator Morse. I s there anything fu rther ?
Mr. Wells. Thank you.
Senator  Morse. Sena tor Sparkman.
Senator  Sparkman. No questions. I think  it  is a very fine statement.
Mr. Wells. Thank you very much.
Senator Morse. Thank you very much, Mr. Wells.
Our next witness will be Mr. Robert T. Scott, National Foreign 

Trade Council, Inc., New York.
Mr. Scott, we are delighted to have you. I have your statement in 

front of me. I  imagine you wish tha t I  incorporate i t in the record.

STATEMENT OF ROBERT T. SCOTT, NATIONAL FOREIGN TRADE 
COUNCIL, INC., NEW  YORK, N.Y.

Mr. Scott. Yes, I do, Senator.
Senator Morse. I will incorporate  it in the record at this point, 

and you may summarize it in your own way.
(The statement of Mr. Scott follows:)

Conven ti on  B et w ee n  t h e  G ov er nm en t of  t iie  U nit ed  Sta te s of  A m er ic a  an d 
t h e  Gove rnm en t of  t h e  U ni te d Sta te s of  Bra zil for  t h e  A vo idan ce  of 
D ou bl e T axa ti on  W it h  R es pe ct to T axes  on I nc om e

The National Foreign Trade Council believes that the United States  should 
move forward in the negotiation of income tax trea ties  with the developing 
nations of the world, which will improve the climate for the investment of 
private capital, implement the aims of the Alliance for Progress and be con­
sistent with the concept of the Latin American Common Market, recently given 
impetus by the Declaration of the American chiefs of state  signed at  Punta  
del Este on April 14th of this year. The proposed trea ty with the United States 
of Brazil is the first income tax treaty  with a country in South America and, 
therefore, the National Foreign Trade Council recommends tha t the Senate 
give its advice and consent to ratification.

Although the Council recommends ratification of the trea ty with the United 
States  of Brazil as  a significant extension of this country’s less developed country 
trea ty program, there  are certain concepts and provisions therein which should 
be changed in futu re trea ties  concluded with other Latin American countries 
and in any revision of the Brazil treaty, if maximum incentive is to be given 
U.S. private investment in South America. The part icula r provisions which 
give concern to the Council ar e :

l .  in v estm en t  cr ed it

If  the investment incentive is to take the form of an investment credit, Article 
7 of the trea ty represents a significant improvement over corresponding pro-
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visions in Articles 5 and 7 of the Thailan d and Israel treaties, respectively. Nonetheless, Art icle 7 could be improved upon In those instances where there is a significant departure from the principles of the domestic investment credit. Such departures could result in undue restrict ions which might tend to inhibit the amount of private  investment capital otherwise flowing into such countries as Brazil.
For example, while there are not similar restrictions in the domestic invest­ment credit, item (iv ) of paragraph (3 ) (c ) of Article 7 of the Brazil treat y excludes from the term “qualified trade  or business” the business of marketing goods or merchandise manufactured outside of the country by related  persons. Thus, while it is common for a Brazilian manu facturer who establ ishes a trade ­mark in Brazil to exploit such mark by the sale of related  products produced in other countries, item (iv ) would penalize this type of marketing activity by disallowance of the investment credit. Further, wholesaling activities are excluded from the concept of a qualifying trade  or business by items (ii i) and (iv ) of paragraph (3 ) (c ) of the trea ty. This would be true even though sub­stanti al processing and/o r manufacturing of the product were to occur in Brazil. Such restriction s are contrary to both existing business practice, and the basic philosophy of the concept of the Latin American Common Market.In addition, contrary to the provisions of the domestic investment credit, item (i ) of paragraph  3 (c ) of Article 7 of the trea ty excludes the extraction of hard minerals, oil and gas from the definition of a qualified trade  or business, therefore excluding any investment there in from the trea ty investment credit. We know of no sound economic reasons for such exclusion in the treaty.However, while the definition of a “qualified trade  or business” defined under Article 7 (3 ) (e ) is at present restrictive,  item (ix)  of Article 7 (3 ) (c ) does provide tha t the competent authorities  of both contracting states may agree to make appropriate revisions in this definition. This is a significant and de­sirable provision which we hope will be utilized at the earlies t possible oppor­tuni ty to remedy the above discriminations.
Along the  same lines, the domestic investment credit does not contain a defini­tion comparable to tha t of an “eligible corporation” set forth in Article 7 (3 ) (b ) of the Brazil treaty. In defining an “eligible corporation,” in terms of an 80 per­cent of assets and gross income test, Article 7 (3 ) (b ) places a premium on the circumstances of how a business is conducted in the treaty country. In many cases, this  test  could not be met without substantial reorganization  by corpora­tions presently operating in Brazil where business activity is also carried on in other South American countries and/or the U.S. A problem could exist here to the extent tha t under Brazil law such qualifying and non-qualifying activity cannot be severed tax free.
The Council hopes tha t any such problems could be expeditiously dealt with so as not to inhibit the flow of U.S. priva te investment to Brazil. We are en­couraged in this regard by the letter dated March 13, 1967 from the Brazilian Minister of Finance to the Acting Secretary of Treasury, Senate Executive J, 90th Cong., 1st Sess., 31, which indicates a desire to make futu re treaty improvements as both countries gain experience in the operation of the treaty  and also to reflect any relevant changes in the law of t he signatory countries.

2 . B U SIN E SS PROFITS

In arriv ing at taxable indus trial or commercial profits of a permanent establishment, Article 8 (3 ) of the trea ty provides for the deduction of all ex­penses (including executive and general administrativ e expenses) which would be deductible if the permanent establishment were an independent enterprise and which are  reasonably connected with such profits. The let ter dated March 13, 1967 from the Acting Secretary of the Treasury of th e Minister of the Treasury of Brazil, Senate Executive J, xupra, 29, 30, states  tha t such expenses incurred outside Brazil will also be deductible. The Council considers this a significant clarification of Brazilian  law. However, we would hope tha t Brazil could be persuaded tha t similar deductions should be allowed in computing Brazilian tax ­able income of a Brazilia n subsidiary of a U.S. corporation for charges from a U.S paren t or its U.S. affiliates. This is because many U.S. companies operating in Brazil do so by means of locally incorporated subsidiaries.
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3.  INVESTMENT INCOME

i. In General
The tr eaty will also improve the investment climate in Brazil to the extent of 

the reductions obtained in Brazilian withholding tax  on investment income.* 
Apparently, the underlying theory regarding trea ty withholding on investment 
income is that Brazil will attem pt to reduce its tax on such income to approximate 
a supposed U.S. r ate  of 48 percent which can then be absorbed by the  U.S. foreign 
tax credit. It  is th us intended to limit the benefits of such reductions to the U.S. 
taxpa yer and not the U.S. government. See, letter of submittal to the President 
from the Acting Secretary of State dated April 10, 1907, Senate Executive 
J, supra, 3.

We would, however, like to point out for the record tha t due to section 922 of 
the Code, this theory of reducing the foreign withholding rate  so tha t the com­
bined foreign income tax and withholding rates  do not exceed 48 percent may 
be misleading in the case of certain other South American countries. Under sec­
tion 922, a domestic corporation qualifying as a Western Hemisphere Trade 
Corporation is taxed at an effective U.S. rate of 34 percent. It  is realized tha t 
at  present, the combined rates  of Brazilian income and withholding taxes on 
profits earned by a U.S. corporation in Brazil exceed 48 percent. However, there 
is concern tha t the mere statem ent of this theory, without qualification, may

« induce other South American countries to increase their rates up to the sup­
posed U.S. level of 48 percent without consideration of the Western Hemisphere 
Trade Corporation provisions. It  should also be borne in mind t hat  the numerous 
expenses not deductible under the Brazilian tax law, such as salaries of direc­
tors and interest, royalties  and service fees paid to the paren t make the effec-

• tive ra te of Brazil tax  grea ter than the stat utory  rate .
Furt her,  the  application of Brazil’s excess remittanc e tax and numerous 

expenses not deductible under Brazilian  tax law may make it difficult to limit 
the rate  of Braz ilian tax on income flowing to the U.S. to the amount of tiie U.S. 
tax on such profits. We would therefore hope th at any futu re trea ty revision 
would include the excess remittance tax as one of the taxes covered by the treaty, 
it. Dividends

If ratified, Article 12 of the t reaty will effect a reduction in the combined rates  
of Brazilian income and withholding tax on dividends and branch profits flowing 
to the U.S. Nonetheless, as noted above, dividends flowing to the U.S. from Brazil 
will still be taxed at a rate  slightly in excess of 48 percent (not  considering the 
excess remittance t ax ).

iit. Inte rest  and Royalties
It  is hoped tha t through an early revision, the  trea ty would provide a general 

exemption from Brazilian tax on Brazilian  source int erest  and royalties flowing 
to a U.S. resident or corporation under Articles 13 and 14 of the treaty , respec­
tively. In  any event, the reduction in Brazil’s withholding r ates on interest should 
apply equally to all U.S. residents and corporations, without restrict ion as to 
industry  or s tatus  in Brazil.

We would also ant icipate th at such revision would provide for a more effective 
and complete negation of the force of attraction  principle with respect to U.S. 
investors in Brazil similar to tha t afforded Brazilian investors in the United 
States purs uant  to section 86 4( c) , added by the Foreign Investors Tax Act of 
1966, P.L. 89-809.

Notwithstanding the comments expressed above, the National Foreign Trade 
Council does not believe tha t the Senate should delay its advice and consent 
to the ratification  of this proposed income tax trea ty between the United

• States of America and the United Sta tes of Brazil.

•A rti cle  12 of the tr ea ty  pe rm its  wi thh old ing  on in tercorpo ra te  div idends  and  branch  
pro fits  a t the ra te  of 20 perce nt and in stat ed  circums tan ces  pe rm its  the ra te  to go even 
higher . Under  Ar tic le 13 of the trea ty , only in te re st  received by a governm ent or its  agency 
is exempt from Br az ili an  tax.  Otherwise,  a reduced 15 perce nt ra te  of wi thho ldi ng  on 
Br az ili an  sou rce  in te re st  will app ly, bu t only  to the  gro ss am ou nt  of in te re st  received by 
U.S. ban ks and  then  only  if  such ban k does no t have a pe rm anent es tabl ish men t in Brazil.  
In  effect, tho se U.S. ban ks op erat ing throug h a branch in Brazi l may no t take  advanta ge  
of th is  provis ion . Ro yalties under Ar tic le 14 are tax ed a t 15 pe rce nt of the gro ss roya lty  
unless the rec ip ien t has a pe rm an en t es tab lishm en t in the co un try  of source, in  the la tt er  
case  the regu lar ra te s app ly rega rdles s of wh eth er the roya lty  is in fa ct  effec tively con­
nec ted therew ith .



90 TAX CONVENTIONS

Mr. Scott. My name is Robert T. Scott. I am director of the tax 
legal division of the National Foreign  Trad e Council, and secretary 
of the tax committee.

At this point, I  would like to thank  you, Mr. Chairman, for extend­
ing an opportunity to the National Foreign Trade Council to appear 
before you.

rat ific ation  of brazil treaty urged

Our remarks today are addressed solely to the income tax trea ty with 
Brazil.

The National Foreign Trade  Council approves the negotiation of 
tax treaties  with developing nations which improve the investment 
climate, which implement the Alliance fo r Progress, and are consistent 
with the concept of the Latin  American common market.

Accordingly, we recommend tha t the Senate give its advice and 
consent to the ratifica tion of the Brazil treaty.

SUGGESTED IMPROVEMENTS FOR FUTURE TREATIES

Nonetheless, even though th is is the first treaty with a South Ameri­
can nation, there are certain concepts which we would hope could be 
eliminated from future  treaties  and which might  be improved upon 
at an early date with regard to the Brazil treaty. If  I  may, Mr. Chair­
man, I would like to summarize some of these points.

If  the investment incentive is to be in the form of an investment 
credit, then it should be patterned upon the Internal Revenue Code as 
is article 7 of the  Brazi l treaty.

However, we feel tha t article 7 might be improved upon to the extent 
of those departures from the Inte rnal  Revenue Code investment credit.

For example, under the concept of a qualified trade or business set 
forth in article 7(3) (c) marketing activities would not qualify for 
credit where the goods were produced by a related entity  without 
Brazil. Similarly, wholesaling activities are excluded under  th is con­
cept.

The extraction of minerals, oil, and gas, would also be excluded 
from the treaties but not the code credit. Nonetheless, we feel tha t 
item 9 of article 7(3) (c) which is th e open end provision, that Mr. 
Woodworth mentioned before, is a significant and very desirable 
provision and we hope tha t it may be used in the near  future to 
remedy these restrictions.

Similarly, the concept of an eligible corporation, as defined in 
terms of 80 percent of asset and 80 percent of gross income test, 
may be restrictive to the extent t ha t i t would preclude the investment 
credit from applying  to a corporation which has operations in other 
South American countries, and /or  the United States.

Again, the correspondence attached to Senate Executive J  indicates 
the desire on the pa rt of both governments to come to grips with 
these problems, and we hope that this, too, could be done shortly.

BUSINESS PROFITS

As to business profits, the trea ty provides for  the deduction of 
expenses, including administrative expenses which are reasonably 
connected with such profits. In  this regard, we think  it very significant 
tha t the correspondence attached  again to Senate Executive  J  states
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tha t such expenses encompass home office type expenses which are 
incurred abroad. This, we think,  is a significant clarification of exist­
ing Brazilian law. We would only hope th at in the  future this could 
be applied also to subsidiaries  of U.S. companies operating in Brazil. 

REDUCED RATES ON INVESTMENT INCOME

As to the reduced rates of withhold ing on investment income, we 
feel tha t such rates are a definite improvement in the investment 
climate in Brazil.

We would like, however, to point out for the record that the 
western hemisphere t rade corpora tion deduction provided under sec­
tion 922 of  the code may be affected to the extent that  other South 
American counrties a re induced by this  trea ty to raise thei r rates up to 
the U.S. rate of 48 percent.

We recognize of course, th at at present the Brazil rates are over 
48 percent. Nonetheless, we would like to make th is comment at this 
time.

INTEREST AND ROYALTIES

As to interest and royalties, we hope that in the fu ture  the Brazi lian 
author ities could appreciate the  fact tha t it would be to thei r advan­
tage to gra nt an  exemption for interest and royalties. But, nonetheless, 
we still hope that  the interest  provisions o f the present trea ty would 
be broadened to include all taxpayers . A t p resent article 13 is limited 
to the receipt of interest by U.S. banks, excluding those banks operating 
through a branch in Brazil.

Final ly, we would hope there would be in the future a more com­
plete negation of the force of attraction  principle.

Nonetheless, Mr. Chairman, I would like to say in  conclusion that, 
notwithstanding these comments, the National Foreign Trade Council 
hopes tha t the  Senate will not delay its advice and consent to ratifica­
tion of the Braz il treaty.

Senator  Morse. I am very glad to have this statement in the record. 
I need not te ll you th at both the Treasury and the State Department 
will undoubtedly take note of it, because they are listening.

Mr. Scott. Yes, sir.
Senator Morse. And they will read it, and I  am sure that  they will 

welcome your representa tions in connection with future treaty 
negotiations.

Senator  Sparkman.
Senator Sparkman. No questions. Thank you.
Senator  Morse. Thank you very much.
Mr. Scorr. Thank you very much.
Senator  Morse. The next witness will be Mr. Raphael Sherfy, special 

tax counsel for  the Manufacturing Chemists’ Association, Washington, 
D.C. We are delighted to have your statement, which is so short. Why 
don’t you just read it ?

STATEMENT OF RAPHAEL SHERFY ON BEHALF OF MANUFAC­
TURING CHEMISTS ASSOCIATION, INC., WASHINGTON, D.C.

Mr. Sherfy. I  have cut this statement a little bit, because of  time 
problems.

Senator  Morse. I will put the whole statement in the record.
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Mr. Sher fy. Put the  whole sta tem ent in, and  I am going  to read  portio ns of i t and summarize two pa ragr ap hs  of it.
Se na tor  Morse. All  righ t.
Mr. Siierfy. My name is Raphael Sh erf y, and I  am ap pe ar ing  tod ay on beha lf of  the  M an ufac turin g Che mis ts’ Ass ociatio n in my 

cap aci ty as special t ax counsel fo r the association.
The  Man ufac turin g Che mis ts’ Associa tion  is a nonprof it trad e as­sociation  wi th 184 U.S . mem ber corporat ion s, lar ge  and  sma ll, which accoun t fo r more than  90 per cent of  the  pro ductive capacity of  the  

chem ical ind ustry  in th is cou ntry. Man y of  the mem bers  of the  as­soc iation enga ge extensively in the in ter na tio na l opera tions  wi th act ivi ties in all pa rts  of the  wor ld. A substan tia l numb er of  ou r mem bers  engage in  business in Lat in  Amer ica,  i nc lud ing  B raz il. 

RATIFICA TIO N OF BRAZ IL TREA TY RECOM MENDED

Th e Man ufac tur ing  Che mis ts’ Associa tion  recommends  th at  the  
Senate give  its advice and consent to the  conven tion  between the  
Un ite d State s of  Am eric a and  B razil  f or  the  av oidance  of  double t ax a­tion wi th respect to taxe s on income. Th is conv ention was sign ed at  
Rio de Ja ne iro on Ma rch  13, 1967, and w7as tra ns mitt ed  to  the  Sen ate  on A pr il 21,1967.

We  believe it hig hly  des irab le th at  the  Br az ili an  income tax  con­
ven tion  be ac ted upo n fav ora bly  by  your committee and by the  Senate. 
Since less developed cou ntri es have believed th at  there is a lack  of  rec ipro cal  benef its fo r the m i n o ur  sta nd ard t rea ties, i t h as been exceed­ing ly difficul t to consummate an income tax  convention  with a La tin  Am eric an cou ntry. There for e, it  is ext remely encoura gin g th at  the  Braz ilians have  conc luded  a tre aty.  I t  is most  im po rtan t to keep in 
mind  t hat  the provisions  o f the  Br az ilian  tre aty may well become the  pa tte rn  fo r oth er La tin  Am erican  trea ties . Thus,  wre believe t hat  it  is essential  th at  th is tre aty lie app rov ed wi tho ut any  reserva tion .

The Manufac tur ing  Chemists ’ Asso ciat ion recommends  th at  your committ ee look wi th favo r upo n the  provisions  embodied in art icle 7 rel ati ng  to the  7 perce nt inv estment cre di t given fo r inv estment in 
Brazil. I t  is und ers too d th at  th is  investment cred it provision is an im po rta nt  con sidera tion insofar as the  Br az ili an  neg oti ato rs are concerned. As you  know, in contr as t wi th the Th ai land  convent ion, 
which had been considered by y our com mittee a t a  p rior  date, the c red it pro vided in th is conven tion  more  closely pa ra lle ls th at  given by our  own In tern al  Revenue Code.

We also would  like especia lly to commend the ado ption of  the  p rin­ciple  embod ied in pa ragr ap h 9 of art icle 5, which, in con junctio n 
wi th pa ragr ap h (1) of  art icle 4, will  be quite  he lpf ul  in elimi na tin g poten tia l doub le tax at ion th roug h the  allow ance  of the  foreign tax  
cre di t as the  r esu lt of  m ore sensib le source rules. Th is provis ion  more  
closely int egrat es the for eig n tax  cre dit  allowance with the source  rules followed by Brazil in taxing  profits  of  perm anent est ablish­men ts op erat ing  therein .

TWO SUGGESTIONS TO MA KE

Altho ugh we appro ve  the  Br az ili an  trea ty , as fa r as it goes, we 
would like  to call to  your  att en tio n the  two  fol low ing  suggestion s
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which  would improve  fu ture  tre ati es  w ith  Lat in  Am eric an countrie s; 
first,  th at  the “qual ified tra des or  busin ess” encompassed in the  in­
vestment c red it include ma rketi ng  of goods from related corpo rat ion s 
(ju st as the p revious witness suggested on beha lf of the  N atio nal  For­
eign  Trad e C oun cil) , an d, s econdly, th e deducta bil ity  of  U .S. -incurred 
exp end itures proper ly allocable to foreig n businesses should  be ex­
tended  to roy alty  receipts from fo reign  corp ora tions.

Senator M okse. The prev ious  witness had th at  specif ically  in his  
stateme nt, but  he did n ot r ead  it.

Mr. S herfy. Yes.
Senator  Morse. But  roy alt ies  are  spec ifica lly mentio ned  in his 

state ment.
Mr. Sherfy. They are  gener ally allowed  as prop er  ded uct ions in 

developed cou ntr ies ; roya ltie s ar e usua lly  con sidered ordin ary business 
deductions.

We recommend the  Treasury make a str on g effort to ge t th at  typ e 
provision in the  treaty .

Althou gh the Braz ilian  conven tion  does no t cover the  two  above 
suggestions, we wish to recommend str on gly th at  the  Senate give  its  
advice  and consent to the  Br az ilian  convention.

(Mr . She rfy ’s prepared  statement  fo llo ws:)
Statement of Raphael Sherfy, on Behalf of Manufacturing Chemists’

Association, I nc., Before the Committee on Foreign Relations, U.S. Senate,
Concerning the Income Tax Convention With  Brazil, October 5, 1967

Mr. Chairm an, my name is Raphae l Sherfy and I am appe aring  today on b ehalf 
of the Man ufacturing  Chemists’ Association, Inc. (MCA)  in my capac ity as 
Si>ecial Tax Counsel for the Association. I am a pa rtn er  in the law firm of 
Miller and Chevalier located in Washington, D.C. Pri or to entering privat e law 
practice in 1959, I was, for seven years, Associate Tax Legislative  Counsel in the  
Trea sury  Departmen t and during this period was a member of various United 
States delegations  in the negotiation of income tax trea ties .

The Man ufacturing  Chemists  Association is a nonprofi t tra de  associa tion with  
184 U nited States member corporations, large  and small, which accoun t for more 
than 90%  of the product ive capacity of the chemical indu stry  in this country. 
Many of the members of the Associat ion engage extensively in inte rnation al 
operations  with activitie s in all parts  of the world. A s ubs tan tia l number of our 
members engage in business in La tin America, in cludin g Braz il.

The Man ufacturing  Chemists Associatio n recommends th at  the  Senate  give i ts 
advice and consent to the Convention between the United  States and Braz il for 
the Avoidance of Double Tax atio n with respec t to Tax es on Income. This Con­
vention  was signed at  Rio de Jan eiro on March 13, 1967, and was tran smi tted  
to th e Senate on April  21,11X77.

Income tax  conventions establish a bilate ral  fram ewo rk which is very benefi­
cial to United States business car ried on in tax  tre aty  countr ies. The  income tax  
trea ties which have already  been consummated establish mut ual rules  unde r 
which each contracting sta te is obliged to operate, and also remove some of the 
exist ing tax  impedim ents in the  free flow of trade between the two count ries 
stemming from double taxa tion. Because of these  problems, the  Manufa ctur ing 
Chemists Association has  endorse d the tax  tre aty  program pursued by the 
United States.

We believe it highly  desirable th at  the  Bra zilian Income Tax Convention be 
acted upon fa vorably by y our Committee and by the Senate. Since less developed 
count ries have believed th at  there is a lack of reciprocal benefits for them in our 
standa rd trea ties,  it  has been exceedingly difficult to consummate  an income 
tax  convention with  a Lat in American country. Therefore, it is extrem ely 
encourag ing th at  the Brazilia ns have concluded a treaty . It  is most imp orta nt 
to keep in mind th at  the provisions of the Brazilian tre aty  may well become the 
pat tern for other Latin American trea ties.  Thus, we believe that  it  is essential  
th at  this  tre aty be approved witho ut any reservation .

84-890—67------7
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The Manufactu ring Chemists Association recommends that  your committee  look with favor upon the provisions embodied in Artic le 7 rela ting  to the 7% inves tment  cred it given for investm ent in Brazi l. I t is understood th at  this  investm ent credit provision is an imp orta nt consideration insofar as the Braz ilian  negotiators are concerned. As you know, in con trast with  the Thailand convention which has been considered  by your Committee  at  a prio r date,  the credit  provided in this Convention more closely paralle ls that  given by our own Int ern al Revenue Code.
We would like especially to commend the adoption of the princip le embodied in paragraph  9 of Article 5, which, in conjunction with par agraph  (1) of Article  4, will be quite helpful in eliminating potentia l double taxa tion . This provision more closely integ rates  the foreign tax  credit  allowance with  the source rules followed by Brazil in tax ing  profits of permanen t estab lishm ents operating  there in.
Although we approve the Braz ilian  Treaty,  as fa r as it  goes, we would like to call to your a tten tion  two suggestions which would improve future  tre ati es with Lat in American countr ies.
Tlie inves tment cred it should be extended to all wholesale and reta il marketing operations. Under the tre aty , the credit  is not allowed for any marke ting activitie s othe r than retai l activitie s w here the products sold are not produced by a rela ted person. There is no similar rest rict ion on the domestic inves tment c redi t and we are  unaware of any reason why such marketing opera tions  should be eliminated from coverage in a tax  treaty . Therefore, we recommend that  with respect to future  trea ties in Latin America the  7% credit  be accorded marketing activ ity.We also  believe that  it would be desirable for fut ure  Latin American trea ties to e limina te situa tions where one country does not allow a deduction for reason­able remittances to affilia ted companies in the other country.  For example, where reasonable royal ties and othe r expenses are  charged the  Braz ilian  subs idiary by the United States parent  company, they should be deductible  in determining the Braz ilian  tax.
Although the Braz ilian  Convention does not include the above two suggested provisions, every effort should be made by our Government to obtain them in future  negotiations.
I wish to thank the members of the Committee for the opportun ity of present ing the  views of the Manufac turing Chemists Association on this  important mat ter.
Senator  Morse. A very  he lpf ul sta tem ent , Mr.  Sh erf y.
Senator  Spark ma n.
Senator  Sparkman . No questions.
Sena tor  Morse. Th an k you very much.
Ou r las t w itness  will be D r. N. R . Danie lian, pre sid ent o f the  In te r­

nat ional Economic Policy Associat ion, who has  app eared befo re us 
on vario us occasions in t he past . W e welcome him aga in, and  we will be  
glad  to h ear you. I  w ill pu t yo ur ful l s tate ment in th e record. You  may 
summarize  i t acc ord ing  to  your desires.

STAT EMENT OF DR. N. R. DANIE LIA N, PRESIDE NT, IN TE RN A­
TIONAL ECONOMIC POLICY ASSOCIATION, WASHIN GTON, D.C.

Mr. Danie lian. I t  is a very shor t one, Mr. Chairman. May I rea d it ? I t  is only abo ut f ou r pages.
Senator  Morse. Go r ig ht  ahea d; you m ay read  it  all.
Mr. Danielian . Mr . Chairman, I  apprec iat e th is  op po rtu ni ty  to 

appe ar before yo ur  comm ittee  in sup po rt o f th e conven tion between the  
Un ited State s and Br az il fo r the  pre vention  of double taxa tio n wi th respect to taxes on income.

I am not a  ta x expert, and the ref ore  i t will be dif ficult fo r me  to  ad d 
to  w hat M r. Stan ley  S ur rey and  w ha t M r. Ra phael Sh erfy  and oth ers  
have s tated here  co nce rnin g the t echnica l aspects of the convention.
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EC ONOM IC  B E N E FIT S OF  TR EA TY

I would like to emphasize the economic benefits from the point  of 
view of Brazil as well as the United States.

As one who has followed developments in economic policy toward 
Lat in America f airly closely since 1959, I  can say tha t the re has been 
grea t improvement among our neighbors to the south in the unde r­
standing of economic forces tha t bring about lasting and continuing 
development. In  some official circles, of  course, there is still  persistent 
belief tha t economic development requires commitment of public re­
sources, particularly by the U.S. taxpayers, to governmental programs.

However, in the last few years, there has been growing under­
stand ing of the development process, and some very saluta ry actions 
have been taken by governments to improve the climate for private 
investment.

This  is implicit  in the growing number of countries tha t have 
signed investment guarantee agreements, as a result  o f which a very 
substan tial amount of pr ivate investments have  gone to  Latin Ameri­
can countries, and it  finds further expression, as a beginning, in this 
tax convention with Brazil.

I t is indeed refreshing to  find a bellwether  country like Brazil ex­
pressing sufficient in terest in U.S. investments to allow a reduction in 
income taxes on dividends, royalties, and other income to U.S. cor­
porations and individuals. Thi s is such a welcome change from the 
“Yankee go home” refra in one hears so often that  we should em­
brace our Brazil ian friends with approbation and affection. 

CO N TRIB U TIO N  OF U .S . IN V E ST M E N T

In  all my travels around the world, I have found it more and 
more apparent and convincing that  the most creative contribution  
to economic development is provided by U.S. direct investment. This 
is certainly true  in Lat in America. In  the four-year period, calendar 
years 1963-66, total  U.S. direct investment in m anufacturing in Latin  
American countries has increased by about  $1.3 billion. T his is notice­
able in every country where the trad itional brand names of American 
enterprise appear from Bogota to Caracas to Sao Paulo to Buenos 
Aires, and this contribut ion is in addit ion to the wealth producing 
capacities of these countries.

In roughly  the same period, our foreign aid has amounted to $4.8 
billion. I t is not so easy to ident ify the contributions of foreign aid 
to economic growth as that of private investments.

Brazil during tha t period did not fare  as well. Because of the 
economic climate created by the Goul art regime, direct investments in 
Brazil  did not show an improvement until  1965, but since the sign­
ing of the investment guarantee program pr ivate investments in Brazil  
have increased materia lly year by year.

I make this point because Brazil is a country which, in times of 
crisis, has been the most cooperative with the United States, with a 
wealth of resources which can be helped with private investments at 
little cost to the U.S. Government. Through increased guarantees, 
as the Congress in its wisdom has provided through the years, and 
now through the approval of this treaty, eliminating  onerous double 
taxat ion provisions and giving  encouragement to a specific effort by 
U.S. exporters and investors, we can help Brazil in its developmental 
effort.
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ADVANTAGES OF GIV ING IN CE NT IVES  TO PRIV ATE INVESTOR S
There may be some who think tha t the 7 percent tax credit may diminish revenues for the U.S. Treasury, but this cannot be proved because no one knows to what alternative uses the potential investor in Brazil would put his capital.Even if  there should be a loss to the U.S. Treasury of $7 out of $100 invested in Brazil, if it can take the place of $100 in some forms of foreign aid, you will have exchanged $7 for $100 of the taxpayers’ money, and in the bargain probably obtained a great deal more lasting, constructive economic development in the country.I do not, therefore, understand the position of those who year by year are willing  to vote for  foreign aid in superlative figures, but  who show less appreciation of the advantages of giving incentives to pr i­vate investors at much lower costs.In  view of the fact that  the 7 percent credit is restricted to that portion of investment which is produced and shipped from the United States and tha t the rest of the dollar investment has a short payout period, the balance of payments consideration are all in favor of the proposed treaty.

This treaty  carries out the policy expressed by the Congress in sec­tion 601 (b) of the Foreign Assistance Act of 1961, as amended, which recommended a program of treatie s to encourage and facilita te the flow of private investment to, and its equitable treatment in, fr iendly countries and areas par ticipating  in programs under this act.Mr. Chairman, our very friendly and constructive relations with the Government and people of Brazil deserve a quick and affirmative action by the Senate, so th at this treaty goes into force, as provided, on Janua ry 1,1968.
I wish to. add to this statement, Mr. Chairman, for the record, a lette r th at was addressed to the Chairman, Senator Fulb right, on May 12,1967, as a part of the record.
Senator Morse. Tha t will be received into the record at this point.(The let ter referred to follows:)

I ntern ati onal E conomic P olicy A sso cia tio n,Washington, D.C., May 12,1967.Hon. J. W. Fulbright,United States Senate,
Washington, D.G..

Dear Senator Fulbright: I am writing you in support of the Income Tax Convention with Brazil which was submitted recently to the Senate Foreign Relations Committee for approval. We urge you to report the trea ty favorably as it contains many provisions favorable to the United States.As other income tax conventions now in force between the United States and numerous other countries, this  one is aimed at eliminating, as far  as pos­sible, double taxation and establishing procedures for mutual assistance in the administration of income taxes. It goes further  than some other treat ies in an effort to meet the policy expressed by the  Congress in Section 601(b) of the Foreign Assistance Act of 1961 as amended, which recommended a program of trea ties  “to encourage and facil itate the flow of private  investment to, and its equitable treatment in, friendly countries and areas participating in programs under this Act.” Article 7 of th is trea ty is aimed at achieving th at objective. The Brazilian  government undertakes in the trea ty to reduce the tax on dividends by a Brazilian corporation to a U.S. corporation owning a t least  10 percent of the paying corporation as a fur the r step to encourage direct investment in Brazil. She also undertakes  to reduce the withholding tax  on industrial and artis tic royalties. In addition to encouraging direct U.S. investment in Brazil, these measures should have the effect of increasing the return on such investments to the benefit of the investor and, in turn, the U.S. Government.
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Our Associa tion is on record in supp ort of a cre dit for new investme nt in the 
less developed countries as the best means of stim ula ting  economic development 
in the pri va te sector.  To the ext ent  that  the  U.S. Governm ent can encourage 
gre ate r U.S. investme nt in the less developed coun tries , there will be a cor­
respon ding lessening of the need for direct  foreign assis tance . The  developing 
countrie s will benefit from the mana gement know-how and the tra ns fe r of 
technology which are alwa ys att en da nt  to U.S. dir ect inves tmen t abroad.  In the  
long run  the  United Sta tes  will benefit also from rep atr iat ed  income. We the re­
fore  supp ort the  inve stme nt tax  cre dit  provision conta ined in Artic le 7 of thi s 
trea ty.

It  should he noted th at  the  investme nt credit  may not exceed the  amo unt of 
U.S. prop erty  as defined in Section 1 and Section  3 (f ) of Arti cle 7, invested 
by the  res ident or corp orat ion in the eligible corporation. Qualified prop erty  is 
the same as th at  which would quali fy for  the  cre dit  granted unde r the Int ern al 
Revenue Code for  inve stm ent made in the  United Sta tes  and applies only to 
tangib le pro per ty produced in the  United States. Fu rth er,  the credit allowed 
by the Convention will be suspended or modified to the same ext ent  th at  the 
domestic c red it i s susp ended or  modified.

Fur thermo re, the  am orti zat ion  of the dol lar  costs of U.S. direct investments 
in less developed cou ntri es is quite  rapid. When rela ted  exports  to such affiliates 
are  added to divide nds and  royalties , most exp erts  thin k th at  with in three to 
five yea rs the  doll ar outflows in connection with  direct  inves tmen ts are com­
pletely  offset by income rep atr iat ion s and  exp ort receipts. Finally, once the 
init ial,  act ual  dol lar outflow has  been ret urn ed to the United States,  the  in­
vestmen t rem ains  and cont inues to add to U.S. ext ern al earn ings  through the 
rep atr iat ion  of dividends, royalties and fees and as a ca talyst  for incre ased  U.S. 
exports .

In the  las t ana lys is th is is the gre ate st stre ngt h in the  U.S. balanc e of pay­
ments. The 1964 perf orm ance of U.S. dire ct investme nt abroad , which is the 
las t year  for  which complete  data are  avai lable , clea rly dem onstrates this. 
Exp orts  to or thro ugh  foreign  affiliates of U.S. firms plus dividends, roya lties 
and fees from U.S. dir ect inves tment  abro ad amou nted to $10.8 billion in 
19(54. or about 30 percent of tot al U.S. earnin gs abroad. Such earn ings had  
stea dily  increased up to  1964.

The record shows th at  the  inves tment act ivi ties  of U.S. corp orat ions  abro ad 
have been a gre at ass et to both the recipi ent coun try—in transmission of skills, 
technology, productiv e employment and divers ificatio n of ind ustry—and  
to the  U.S. competitive  posit ion in world markets which contributes  to the 
plus  side of ou r balance  of payments.

In ligh t of thi s ana lys is we urge you to rep ort the  Braz il tre aty  favo rably 
and  w itho ut reservat ion.

Sincerely  yours,
George O. Gray, Consultant .

FO RE IG N AI D AN D PR IV ATE  IN V ESTM EN T IN  L A TIN  AM ER IC A

Mr. Danielian. I wish also to put in the record some tabulations  
on a comparison of foreign aid and priva te investments in Latin 
America generally, and in Brazil  in particular.

Senator Morse. The tabula tion will be received in the record at 
this point.

(The tables referred to are as follows:)
Economic  assistan ce to La tin  America by the United States,  fiscal years 1960 

to 19 67 (19 67 est ima ted )
[ In  m il lio ns  of U.S. do ll ar s]

AID ___________________________________________________________ 3,7 62
Ex-Im  __________________________________________________________ 1,6 93
Food for Peac e__________________________________________________1, 236
SPT F 1 ________________________________________________________  520
O th er 2 _________________________________________________________ 1,2 22

Tota l ____________________________________________________8,4 33
1 S oc ial  Pro gre ss  T ru st Fun d,  ad m in is tr a te d  fo r Uni ted S ta te s by ID B.
3 I ncl ud es  Pe ac e Co rps, contr ib utions to  In te r- A m er ic an  Highw ay , an d co ntr ib utions to

th e Fun d fo r Sp ec ial  O pe ra tion s,  ad m in is te re d  by  th e  IA B (.$2 50,000 ,000 pe r yea r : 196 5, 
1966, 19 67 ).
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Economio assistance to La tin  America by inte rnational agencies, fiscal years 
1960 to 1961 (1961 est imated)

[I n  m ill ions  of U.S . do ll ar s]
IBD 1 ______________________________________________________________1,5 38
IBRD  _____________________________________________________________1,893IDA _____________________________________________________________  108
UN TA 2 __________________________________________________________  104
UN SF __________________________________________________________  212UN ICEF * ________________________________________________________  47
IFC ______________________________________________________________ 95
E E C ______________________________________________________________  55

T o ta l______________________________________________________ 4,052
1 The se  f igures  ex clud e th e Socia l P ro gr es s T ru st Fun d.2 F or ca le nd ar  y ea r ended, in  fiscal ye ar s show n.
S ourc e: “C om m itm en t fo r Pro gr es s— D ec la ra tion  of  th e P re si den ts  of  Am er ic a, ” U.S. S ta te  D ep ar tm en t Publ ic at io n 8237  of  Ma y 1967.

Economic assistance to Brazil from the United Slates, fiscal years 1960 to 1966 
[I n  m ill io ns  of  U.S. do ll ar s]

A I D ____________________________________________________________  840 .8
Ex -Im  __________________________________________________________  218.1Food  fo r Pe ace___________________________________________________  559. 3
SP TF __________________________________________________________  62. 1
O th e r___________________________________________________________  13. 7

To tal 1, 694.0
Economic assistance to Brazil from inte rnational agencies, fiscal years  1960 to 

1966
[I n  m ill ions  of U.S. doll ar s]

I D B ----------------------------------------------------------------------------------------------- 255. 8
IB RD  ----------------------------------------------------------------------------------------------128.5UN TA 1 __________________________________________________________  2.2U N SF 2 ___________________________________________________________  11.7
U N IC E F __________________________________________________________  5. 1
IF C ----------------------------------------------------------------------------------------------- 11.2UNEF TA 3 ________________________________________________________  3.6

To tal  ------------------------------------------------------------------------------------4 18.1
1 U.N. Tec hn ic al  Ass ist an ce .
2 U.N.  Sp ec ia l Fu nd .
3 U.N. Expan de d Pro gr am  of Tec hn ical  A ss is tanc e.
Sourc e:  “ Sp ec ia l Rep or t by AI D fo r Hou se  Fo re ig n Affa irs  Com mitt ee  on  U.S . Ov erseas  Loa ns  an d G ra n ts  an d Ass is ta nc e fro m In te rn a ti o n a l Ag encie s,”  Mar . 17, 196 7.

U.S. economic assis tance  (grants and loans) to Latin  America
[I n  m ill ions  of  U.S . doll ar s]Fisca l y e a r : Amoun t

1963 -------------------------------------------------------------------------------------- 1, 000. 1
1964 -------------------------------------------------------------------------------------- 1,2 64 .4
1965 -------------------------------------------------------------------------------------- 1,1 96.3
1966 --------------------------------------------------------------------------------------  1, 387. 7

T o ta l ---------------------------------------------------------------------------------  4,848.5
U.S. economic assistance (grants and loans) to Brazil 

[I n  m il lio ns  of  U.S . do ll ar s]Fiscal year:  Amou nt
1963 ________________________________________________________  142.5
19G4 ________________________________________________________  381.8
1965 --------------------------------------------------------------------------------------  273.3
1966 --------------------------------------------------------------------------------------  383.6

T o ta l_____________________________________________________ 1,181. 2
S o u rc e : “ Sp ec ial  Rep or t by  AI D fo r Hou se  For ei gn  Af fa irs  Com mitt ee  on  U.S. Ov erseas  Loa ns  an d G ra n ts  an d A ss is ta nc e from  In te rn a ti o n a l Ag encie s,”  M arch  1967.
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U.S. direct inve stment at end year in La tin  America (as of each year)
[ In  m il li ons  o f U .S . d o ll a rs ]

1963 1SG.', 19 65 19 66

Man ufac turin g and othe r . 4. 474 4,692 5, 243 5, 778
Min ing and sm elt ing--------- . _ 1,09 3 1, 098 1.11 4 1, 117
Pe tro leu m ______________ _____  ________  3,095 3,142 3. 034 2, 959

T o ta l_____________ ____  ______  8,662 8, 932 9, 391 9, 854

U.S. direct  investm ent at end year in Brasil (as of each year)
[In millions of U.S. dollars]

1963
Man ufac tur ing  an d o th er.  — _ _ 1,042
Mining and sm elt ing  _ — _ —  - 30
Pe tro leu m _ ___  _  - 60

1961
909

34
51

1965
966

51
57

1966
1,119

58
69

To ta l 1.132 994 1,07 4 1,246
Sou rce : Survey of Curren t Business, September 1965 and September 

par tment  of Commerce.
1967, U.S. De-

PRIVATE INVESTMENTS, EXPORTS AND BALANCE OF PAYMENTS

Mr. Dan iel ian. Fi na lly,  in answer to the questions th at  you  pu t 
to Mr . Su rre y th is  morn ing , I  wou ld res pe ctf ull y cal l yo ur  at tent ion 
to th ree c hapte rs,  ch ap ter s 4, 5, a nd  6, in a book on the bala nce  of pa y­
ments  t hat ou r orga niza tio n spo nsored la st  y ear which  dir ec tly  re la te  
to th e factua l que stio ns th a t you  rai sed  wi th  M r. Su rre y,  pa rt icul ar ly  
to  th a t pha se of  the pro ble m re la tin g to  th e expo rt of jobs  an d the 
effec t of for eig n inv estme nts  on income to  the Un ite d State s and on 
the  dev elopment  of indu st ry  in othe r countrie s, as well as the effect 
upon  ou r ex po rt bus iness .

I th in k these facts show def init ely th at as a gene ral ity , about 30 
pe rcen t o f o ur  ex ports  o f man uf ac tu red prod uc ts are  pro bably  re la ted 
to  an d ca rri ed  ou t by affilia tes of U.S . inv estors  abroad .

In  one year,  1965, th is am ounte d to alm ost  $6.1 bi llion  whi ch was 
abou t a th ird  of  the to ta l m an uf ac tu ring  ex po rts  of  th is  cou ntry.

Ag ain, thes e facts in thes e ch ap ter s show th at  in com modity  trad e 
between So uth A me rica and th e Uni ted Sta tes , there  is a fa ir  e quali ty 
in amounts  in bo th direct ion s. I t  is ou r inv estme nt income th at  is in 
su rplus, and it  is th is  inv est me nt incom e which , in fac t, is re tu rn ed  
back to Lat in  Am eri ca  as fo rei gn  aid  in the neighborho od of  about 
$1 bill ion.

So I  th in k a prop er  und er stan ding  of  these ve ry im po rta nt  re la tio n­
ships betw een di rect  pr ivate investments  and expo rts  an d balanc e of 
paym ents income to the Uni ted State s is very esse ntia l fo r th is  cou n­
try in its  ef for t to ad op t a  se nsib le p olicy tow ard bo th inv estments  and  
trad e po licy .

Tha nk  you v ery  much.
Se na tor Morse. I am very glad  to  have yo ur  sta tem ents in the  

reco rd.
COMMITTEE CONSIDERATION OF TREATY

I  wou ld like to have counsel fo r the com mit tee tak e not e of your  
ref ere nce to  those three  ch ap ter s, so th at w hen we  disc uss the m at te r in 
execut ive session, we will have a dig est  of it  pre sen ted  to the co mmittee .

Now, i f counsel wil l give h eed to the ac tin g ch air ma n before  I  close
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these public hearings, it is my rul ing tha t we keep the record of these 
hearings open until 5 p.m. next Monday for receiving any additional 
material that  Mr. Surrey or other witnesses wish to supply for the 
record, to be closed at 5 p.m. next Monday, and sent to the Government 
Printing Office, and the whole transc ript will then be made available to 
the members of the committee ready for markup in the Foreign Re­
lations Committee.

I cannot make a statement today as to when that markup will take 
place, but the acting chairman does want to make very clear for the 
record tha t it will be my recommendation to Senator Fulbrig ht tha t 
we have this treaty considered within the next two weeks.

Thank you very much. The hearing is closed.
(Whereupon, at 4 :00 p.m., the hearing was closed.)

a
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T echn ical  Memorandum of Treasury Department Concerning United 
States—Brazil I ncome Tax Convention

ARTICLE 1. TAXE S COVERED

A rt ic le  1 de si gn at es  th e ta xes  of  th e  re sp ec tive  S ta te s which  are  th e  su bj ec t 
of  th e co nv en tio n.  Gen er al ly , th e pr ov is io ns  of  th e co nv en tio n co nc ern on ly th e 
U ni ted S ta te s F edera l incom e ta x, incl ud in g su rt ax , im posed  by su b ti tl e  A of 
th e  Iu te ra nal Re ve nu e Code (h u t no t in cl ud in g th e ac cu m ul at ed  earn in gs ta x  
or  th e pe rson al  ho ld in g co mp any ta x ) an d th e  B ra zil ia n  inc om e ta x  im posed 
by th e Fed er al  Inco me Tax  La w,  ex ce pt  th e  ta x  on ac tiv it ie s of min or  im po r-

* ta nce an d th e ex ce ss  rem it ta nce  ta x.
Th e co nv en tio n al so  ap pl ie s to  ta xes su bst an ti a ll y  si m ilar  to  th os e ta xes spe­

cifi ed wh ich  a re  su bs eq ue nt ly  im po sed in  ad dit io n  to,  or  in plac e of, th e  ex is ting  
inc om e ta xe s.  F or pu rp os es  of  th e  no nd is cr im in at io n pr ov is io ns  of A rt ic le  6, 
howe ver, th e co nv en tio n ap pl ie s to  ta xes of  ev ery ki nd  which  a re  im po sed by th e

* res i>ec tive  S ta te s,  a t th e nat io na l,  s ta te , or loca l level.

ARTICLE 2. GENERAL DE FINITION S

Thi s art ic le  se ts  ou t de fin ition s of  cert a in  of  th e ba sic te rm s Used in  th e co n­
ve nt io n an d prov id es  th a t an y unde fin ed  te rm  sh al l, un less  th e co nte xt oth er w is e 
re qu ires , ha ve  th e mea ning  which  it  ha s under  th e  laws of  th e S ta te  im po sin g 
th e  ta x.

ARTICLE 3.  GENERAL RULES OF TAXATION

Th e ge ne ra l ru le s of  ta xat io n  ap pl ic ab le  unde r th e co nv en tio n a re  as  fo ll ow s:
(a ) A re si den t or  co rp or at io n of one of  th e S ta te s w ill  be ta xab le  by the 

ot her  S ta te  on ly  on incom e de rive d fr om  so ur ce s w ithi n th a t o th er S ta te  an d 
on ly in ac co rd an ce  w ith  th e li m itat io ns se t fo rt h  in  th e co nv en tio n.  The  ru le s 
se t fo rt h  in  A rti cl e 5 wi ll be ap pl ie d to det er m in e so urce  of  incom e. The  eff ec t of 
th is  gen er al  ru le  re ad  to get her  w ith  A rt ic le  5 (9 ),  de al in g w ith  th e  so ur ce  of  
in dust ri a l an d co mmercial prof its , is to  pr ov id e th a t a re si den t of  on e S ta te  may 
he ta xed  by th e  ot he r S ta te  only on (1 ) in dust ri a l or  co mmercial  prof its  a tt ri b ­
ut ab le  to  a  pe rm an en t est ab li sh m en t loca te d in  th a t o th er S ta te , an d (2 ) 
o th er inco me from  so ur ce s w ithin  th a t o th er Sta te , su bj ec t to  th e  lim itat io ns 
of  th e  co nv en tio n.  Th e ju ri sd ic ti onal ru le s of  th e  proposed  co nv en tio n a re  su b­
st an ti a ll y  si m il ar  to  thos e se t fo rt h  in sect ion 872(a ) of th e  Cod e, re la ti ng  to 
nonr es id en t al ie n in di vi du al s,  an d sect ion 88 2(b ),  re la ti ng  t o fo re ig n co rp or at io ns  
en ga ge d in tr ade  or  bu sine ss  in th e U ni ted St at es , as  am en de d by th e Fo re ig n 
In ves to rs  T ax  A ct of  19(56.

(b ) Inco me fro m so ur ce s w ithin  a S ta te  to which  th e pr ov is io ns  of th e co n­
ve nt io n a re  no t ex pr es sly ap pl ic ab le  w ill  be ta xed  by such  S ta te  in ac co rd an ce  
w ith it s  own  law . Thu s, fo r ex am ple,  be ca us e pr izes  an d aw ard s a re  n ot  ex pr es sly 
co ve red by th e co nv en tio n, such  inco me will  be ta xed  by th e S ta te  fr om  which

« such  incom e is de rive d in ac co rd an ce  w ith  th e in te rn al law  of  su ch  St at e.
(c ) No pro visio n of  th e  co nv en tio n wi ll be co nst ru ed  so as  to  re s tr ic t in  

any m an ne r an y ex clus ion,  ex em pt ion,  de du ct io n,  cr ed it , o r o th er  al lowan ce  
pr es en tly  or  su bs eq ue nt ly  ac co rd ed  (1 ) by th e law s of on e of th e  S ta te s in  
det er m in in g th e ta x  im posed by th a t S ta te  or  (2 ) by an y oth er ag re em en t be-

* tw ee n th e tw o Sta te s.  T his  pr ov is ion re fle ct s th e  po licy of th e  U ni ted S ta te s 
under  a ll  con ve nt ions  to  w hich  i t is a  par ty .

(d ) W ith specifi ed ex ce pt ions , th e U ni ted S ta te s may  ta x  it s ci tiz en s,  re side nt s,  
and  co rp or at io ns  as  if  th e co nv en tio n ha d no t com e in to  effect . A clau se  of 
th is  na tu re  is foun d in mos t ex is ting Uni ted S ta te s inc om e ta x  conv en tio ns . 
T he  ex ce pt ions  to th e “s av in gs  cl au se ” prov isi on  are  m ad e to  pr es er ve  be ne fit s 
which  are  spec ifi ca lly  in te nd ed  to  ap ply to ci tize ns  or  B ra zi li an  nat io nal s
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residents in the United States, viz, relief from double taxatio n (Artic le 4 ),  the investment credit (Article 7) , and the deduction for charitabl e contributions (Article 22 ). The lienefits conferred on teachers (Article 18) , students and trainees (Article  19) , and governmental salaries (Article 20 ), are  also ex­cepted from the “saving clause” but only with respect to individuals  who are not citizens of, and do not have immigrants statu s in, the United States. Cor­responding rules apply to the right of Brazil to tax its citizens, residents, and corporations except tha t Brazil is not obligated to allow an investment credit or a deduction for charitable contributions.

ARTICLE 4. RELIE F FROM DOUBLE TAXATION

This artic le provides tha t each State will allow a foreign tax credit for the appropriate amount of taxes paid to the oth er State.
For purposes of the United States foreign tax credit, the source of in­come rules set out in Article 5 may be used in lieu of t he source rules provided in the Intern al Revenue Code. Moreover, even though Article 4 contains a per- 

country limitation, such provision will not affect the right of a United States tax­payer to elect the overall limitation under section 9 0 4 (a )( 2 ) of the Intern al 
Revenue Code. See Article 3 (2 ) of the convention and the accompanying ex­planation.

A Brazilian resident or corporation will be allowed a credit against  Brazilian income t ax for the appropriate amount of taxes paid to the United States. For this purpose, such amount will be limited to tha t portion of the Brazilian tax which n et income from sources within the United States bears to the total net income of such residents of corporation subject to Brazilian tax. Moreover, in the case of a Brazilian corporation receiving dividends from a 10 percent or more owned United States corporation, Brazil will also allow an indirect credit for United States taxes paid with respect to the profits out of which such dividends are paid. This provision corresponds generally to section 902 of the Inter nal Revenue Code. For Brazilia n credit purposes, the source rules set out in Article 5 will be applied to determine source of income.

ARTICLE 5. SOURCE OF INC OME

This article  sets forth the rules for determining source of income for purposes of Articles 3 (General rules of taxatio n) and Article 4 (Relief  from double tax atio n).
The following items of income are  to be considered from sources within a St at e:
(1 ) Dividends paid by a corporation of tha t State, or by any corporation which had a permanent establishment in tha t State and derived 85 percent or more of its gross income from sources within tha t State for the 3-year period preceding declaration of the dividends. Dividends paid by any other corporation are trea ted as income from sources outside t hat  State. This source rule conforms to United States statut ory law except that, under section 86 1( a)  ( 2)  ( B ) of the Inte rna l Revenue Code, if 50 percent or more of a foreign corporation’s gross income is effectively connected with a United States business conducted by such foreign corporation, a pro rata  share of such corporation’s dividends is treated as f rom sources within the United States. The trea ty rule permits taxation of all corporate dividends by a State if the corporation derives 85 percent or more of its income from such State, while the Code requires proration.
(2 ) Interest paid by tha t State, including any local government within such State, or by a resident or corporation of such State. Inte rest  paid by any other person will be treated as from sources outside th at State. However, interes t paid by a resident or corporation of any State with a permanent establishment in another State, directly out of the funds of such permane nt establishment on indebtedness incurred for the sole use of, or on banking deposits made with, such permanent  establishment will be treated as income from sources within the 

State where such permanent establishment is located. The rules set forth in the first two sentences of this paragra ph correspond generally to the Inter nal Revenue Code provision dealing with interest (other than intere st on deposits with i>ersons carrying on the banking business, except tha t under section 86 1( a)  (2 ) (C ) of the Internal  Revenue Code if 50 percent or more of a foreign corporation’s gross income is effectively connected with a United States business conducted by such foreign corporation, a pro rat a share  of such corporation’s inter est (not  all of such interest as provided by the trea ty rule ) is treated
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as from sources within the United State s. The perm anent establishment source 
rule  for int ere st set for th in the  thir d sentence  of this par agr aph  is not  contained 
in the In ternal  Revenue  Code provision.

(3) Royalties paid  by a res ident or corporation of one Sta te for  using or the  
rig ht to use, in the State, copyrights, art ist ic  or  scientific works, patents, designs, 
plans, secret processes or formulae or information concerning ind ust ria l com­
mercia l, or scientific  knowledge, experience, or skill or tradema rks  rela ted  to 
any of the foreg ing items. This rule is of more limited  appl ication tha n the  rule 
set for th in the  Interna l Revenue Code which relies  solely on the place where 
rights  are  used ignoring the residence of the payor. The Code ru le would control  
in those cases in which the two tes ts of the  tre aty  rule  were not satisfied.

(4) Income from rea l proper ty located in the State , including the gain from 
the  sale or exchange of rea l property , and  royalty  income from the opera tion 
of mines, quarri es, or other na tu ra l resources located with in the  State . This  rule  
conforms to the  rules set for th in section 861(a) (4) and (5) of the Int ern al 
Revenue Code. I nteres t income from mortgages or bonds secured by re al property  
is no t considered  income from real p roperty, b ut see (2) above.

(5) Income from  ren tals of persona l prop erty  located with in the State . This  
rule  conforms to the rule set for th in section 861(a) (4) of the Int ern al Revenue 
Code.

(6) Compensation for personal  services performed with in the  State;  income 
from providing personal services perfo rmed with in th at  S ta te ; and compensation 
for personal service s performed aboard  sh ip or ai rc ra ft operated by a res ident or 
corporat ion of th at  Sta te and  regi stered in th at  State, provided  the  services are  
performed by a member of the  reg ula r complement of the ship or air craf t. For  
source purposes, compensation for  personal  services includes  privat e pensions  
or a nnu itie s p aid in respect of such services. The  rule set for th in the  f irst clause  
of th is p ara gra ph conforms general ly to tha t s et for th in section 861(a) (3) of the 
Internal  Revenue Code. The other rules are not  specifically covered by the  Code 
rules and  serve to provide c ert ain ty in several common types of cases.

(7) Income f rom the  purchase and  sale of personal prop erty  if  such prop erty  
is sold within th at  Sta te. This  rule  conforms to the rule set for th in section 
861(a) (6) of the Interna l Revenue Code.

(8) Income from the  production of personal prop erty  to the exten t that  such 
prop erty  was  produced in th at  State.  Income from the sale of such prop erty  will 
be tr eated  as from sources with in the Sta te in which the  property  is sold. These 
rules conform generally  to the  rules set  for th in section 863(b) of the Int ern al 
Revenue Code and  the  regu lations  thereunder.  It  should be noted  tha t, under 
Article 29(3 ) (a ),  thi s provision of the  convention will have effect only af te r 
the  competent autho rit ies  have establish ed mutually acceptable rule s for its 
implementa tion, and und er Artic le 29(5) (a ),  such rules  may be termin ated by 
eith er Sta te a t any time. However, under Article 29(7) any term ination  may be 
prospective only.

(9) Industr ial  and commercial profits att ributa ble  to a perm anent esta blish­
ment situat ed in tha t Stat e. Such profits include dividends, inte res t, roya lties , and 
income from real  proper ty which is effectively connected with  such perm anent 
establ ishment. The factors  tak en into account in determ ining  whethe r such income 
is effectively connected will include whe ther  the income is derived from asse ts 
used, or held for  use, in the  conduct of a tra de  or business by the  perm anen t 
establishme nt and  w hether  the activities of the tra de  or  business are  a material 
fac tor  in the  rea liza tion of the  income. In apply ing these  factors,  due regard 
will be given to the  manne r in which the asset or income is accounted for on the 
books of the recipi ent of such income. There is no com parable source rule provision 
in the In ternal  Revenue  Code.

The source of any item of income to which the convention is not expressly  ap­
plicable  will be dete rmined by each of the  Sta tes in accordance with  its  own 
law.

It  should also be noted th at  the source rules do n ot extend the benefits of this  
tre aty to persons other tha n residents  or corp orat ions  of the two State s. Gen­
eral ly, the  rules  are applicable  only to residen ts or corp orat ions  of eith er State , 
and, therefore, a re not applicable in determ ining  the source of income of residen ts 
of othe r State s, although the income of such other residen ts is of a type referre d 
to in this  artic le.

ARTICLE 6. NONDISCRIMINATION

This art icle provides th at  the  United Sta tes and  Bra zil will not discrim inate 
in the ir tax  law again st their  residen ts who are citizens of the  other Sta te nor
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again st  p er m an en t es ta bl ishm en ts  w ithin  th e ir  j uri sd ic tion  o wn ed  by nat io nal s or  co rjm ra tio ns  of  th e oth er  St at e.  Thi s does no t pr ev en t e it her S ta te  f ro m  im po sin g w ha te ve r ta x  i t  de si re s on ci tize ns  of  th e o th er Sta te , re si den t w ith in  it s bo rder , so lon g as  such  re si de nt s a re  ta xed  in th e  sa m e m an ner  as ci tiz en s of  th e S ta te  imposin g th e ta x. Fur th er m ore , th is  A rt ic le  does no t re quir e a S ta te  which  gra n ts  pe rs on al  al lowan ce s or de du ct io ns  on ly to  it s re si den ts  to  g ra n t such  al lo wan ce s or  de du ct io ns  to non re si de nt s who  are  nati onals  of  th e o th er  Sta te .A co rp or at io n of  on e St at e,  th e sto ck  of which  is co mplete ly  or p a rt ly  ow ned  by ci tize ns  o r co ri» ora tio ns  of  th e oth er  S ta te , may  no t be su bj ec te d to  mo re  bu rden so me ta xes th an  a co rp or at io n ow ned wh ol ly  by  ci tize ns  or  co rp or at io ns  of  the fo rm er  S ta te .
The  p ro vi sion s of  t h is  a rt ic le  a pp ly  to s ta te  a nd  loc al as  we ll as  national  taxe s.

AR TICL E 7.  IN V E ST M E N T CREDIT

The  pu rp os e of  th is  art ic le  is to en co ur ag e in ve stm en t in  B ra zi l by  ex tend in g to such in ve st m en t a cr ed it  si m il ar  to  th a t al lowed  fo r in ve st m en t in  th e Uni ted S ta te s under  se ct ions  38 an d 46 th ro ug h 48 of th e  In te rn a l Rev en ue  Code . Th e co nc ep ts em ployed  in th is  A rt ic le  a re  patt e rn ed  as  clo se ly as  po ss ible a ft e r the co nc ep ts em ployed  in th e do mes tic  in ve st m en t cre d it  e xc ep t fo r ne ce ss ar y ch an ge s to  rerte<-t th e  f ac t th a t the in ve st m en t w ill  g en er al ly  be in sto ck  or deb t ob lig at ions  of  a co rp or at io n wh ich  wi ll pur ch as e m ac hi ne ry  an d eq ui pm en t ra th e r th an  di re ct ly  in su ch  mac hi ne ry  an d eq uipm en t. The  am oun t an d te rm s of  th e cr ed it  al lowed  by th is  art ic le  wi ll be go ve rned  by th e sa m e pr in ci pl es  as  a re  ap pl icab le  to th e c re d it  f or  in ve stm en t in th e U ni te d St ates .Th e U ni te d S ta te s ag re es  to  al low a cre d it  again st  U ni te d S ta te s inc om e ta x  fo r in ve stm en t in Bra zi l by an  el ig ib le  in ve st or (a s def ined be low) in an  in el i­gib le co rp or at io n (a s defined be low). T he cre d it  w ill  be al lowed  in  th e eli gible in ve st or ’s ta xab le  ye ar  in which  or w ith wh ich  th e eli gibl e co rp ora tion’s ta xab le  yea r en ds , an d will  be ba se d on 7 per ce nt of  an  ap pro pri a te  am ount of  qu ali fie d pr op er ty  (a s defin ed be low ) plac ed  in  se rv ice by th e eli gibl e co rp or at io n du ri ng su ch  corp or at io n’s ta xa bl e ye ar . Ref er en ce  is  mad e to  an  “a pp ro p ri a te ” am ou nt  be ca us e se ve ra l lim itat io ns disc us se d below  to get her  w ith  th e ow ne rs hi p in te re st  of  th e in ve st or  m us t be ta ke n in to  ac co un t in de te rm in in g th e pr oper  am ou nt  of  qu ali fie d pr op er ty . Mo reo ver, in ad dit io n  to  th e li m it at io ns di sc us se d below, as  i s th e ca se  u nde r the do mes tic  in ve st m en t cr ed it , a lim itat io n, det er m in ed  w ith  re fe re nc e to th e am ou nt  of  the ta x  li ab il it y  of  the eli gibl e in ves to r fo r th e ta xab le  yea r wi ll be imposed  on th e am ou nt  of  cr ed it  all ow ed  fo r su ch  ta xab le  ye ar . In  th e ev en t of  in su ffi cie nt  li ab il ity in th e  ta xab le  y ea r in which  th e eli gible in ve stor  becom es enti tl ed  to  cr ed it , a ca rr ybac k or  ca rr yov er  pa tt e rn ed  a ft e r th e  com ­pa ra bl e pr ov is ions  of  th e do mes tic  in ve stm en t cre d it  will  be prov ided . See  sect ion 46 o f t he  I n te rn a l Re ve nu e Code.
Qua lif ied  pr op er ty  is  “s ec tio n 38 pro pert y” which  is us ed  ex clus ively in Bra zi l in conn ec tio n w ith  a qu al ifi ed  tr ad e  or bu sin ess. “ Se cti on  38 pro per ty ” is de fin ed in secti on  48 of  th e U nite d S ta te s In te rn a l Re ve nu e Co de ex ce pt  th a t,  fo r pu rp os es  of  th is  ar ti cl e,  sect ion 4 8 (a ) (2 ) , re la ti ng  to  th e lim it a ti on  of  th e cr ed it  to  pr ope rt y used  in th e U ni ted Sta te s,  is  no ap pl icab le . Mo reo ver, fo r pu rp os es  of  th is  ar ticl e,  th e  lim itat io ns  ap pl ic ab le  to  “u sed se ct ion 38 pro per ty ” wi ll no t ap ply.  Gen eral ly , qu al ifi ed  pro per ty  in cl ud es  tang ib le  de pr e­ciab le  pr op er ty  wh ich  is e it her per so na l pro pe rty or  is us ed  as an  in te gra l p a rt  of in dust ri al , tr an sp ort at io n , co mm un icat ion,  or o th er si m il a r proc es ses, or as  a re se ar ch  or  stor ag e fa ci li ty  (b u t no t in cl ud in g a bu ildi ng  or it s st ru c tu ra l co m po ne nt s) . Th e am ou nt  of  th e pro per ty  plac ed  in  se rv ice fo r which  a cr ed it  will  be all ow ed  de pe nd s up on  th e us ef ul  lif e of su ch  pr op er ty . Thu s, th e per­ce nt ag e of  the ba sis of  th e pro per ty  fo r which  a cre d it  w ill  be  al lo wab le  is 100 pe rc en t, 66%  pe rcen t, or 33%  pe rc en t whe re  th e pro per ty  has  a  us eful  lif e of  8 yea rs  or  mo re,  6 ye ar s or  mor e but  less  th an  8 ye ar s,  or 4 years  or mo re  but les s th an  6 ye ar s,  resp ec tiv ely.  I f  pro per ty  is  sold be fo re  th e en d of  it s origi na l es tim at ed  us eful  lif e,  th e am ou nt  of  th e cr ed it  al lowed  when such  pr op er ty  was  plac ed  in se rv ice  w ill  be  reco m pu ted w ith re fe re nce  to  th e actu al pe rio d th e pr ope rt y was  use d an d an y ex ce ss  cre d it  w ill  be re ca ptu re d. The  re cap tu re  ru le s w ill  al so  be ap pl ied if  (a ) th e  eli gibl e co rp or at io n pl ac in g th e  pro pe rty in se rv ice ce ases  to be eli gible, (b ) th e el ig ib le  in ves to r ce as es  to  be  eli gib le,  or (c ) th e  quali fie d pr ope rt y ce as es  to  be  qu ali fie d, an d an y su ch  ce ss at ion will  be tr ea te d  in  th e same m an ne r as  if  th e co rp or at io n di sp os ed  of  th e pro pe rty be fo re  the end of th e  us ef ul  li fe  of th e pr op er ty .
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In  no e ve nt  w ill th e  cre d it  e xceed th e  le ss er  of —
(1 ) 7 pe rc en t of  th e el ig ib le  in ves to r’s net  ne w in ve st m en t (a s defin ed  be low) 

in  t he  e lig ib le  co rp o ra ti on ; o r
(2 ) th e am ou nt  of  U ni ted S ta te s pr ope rt y (a s de fin ed  be low) ac qui re d by 

th e  el ig ib le  co rp or at io n,  duri ng  su ch  cori> orati on ’s ta xab le  year in  whi ch  su ch  
co rp ora tion  pl ac ed  in se rv ic e th e pro)>erty fo r which  a cr ed it  is al lo wed , or  
duri ng  th e  pr ec ed in g ta xab le  ye ar , an d a tt ri b u te d  to th e  eli gibl e in ve stor .

As in di ca te d in an  ex ch an ge  of  le tt er s,  th e co nc ep t of  “n et  new in ves tm en t” 
re pre se n ts  a ru nn in g ac co un t co ve ring  a  pe riod  of  up  to  10 ye ar s.  Th e ac co un t 
is  de te rm in ed  as of  th e en d of  th e ta xab le  y ear in  which  or w ith  which  th e 
el ig ib le  co rp or at io n pl ac es  qu al if ie d pr op er ty  in  se rv ice , a s  fo ll ow s:

(a ) th e  su m fo r th e el ig ib le  co rp ora tion’s ta xab le  year an d it s 9 pr ec ed in g 
ta xab le  years  (b u t ex clud in g an y ta xab le  yea r to  which  th is  a rt ic le  is  in ap pli ­ca ble ) o f :

(1 ) an y pro per ty  tr an sfe rr ed  to th e el ig ib le  co rp ora tion by th e el ig ib le  
in ves to r as a co nt ri but io n to  cap it a l or  in ex ch an ge  fo r stoc k or in de bt ed ­
ne ss  o f t he eli gibl e c or po ra tion , bu t on ly to  t he ex te n t th a t such pro pe rty does 
no t re pre se nt di re ct ly  or in dir ec tly,  fu nd s bo rrow ed  w ith in  B ra z il ;

(2 ) th e  el ig ib le  in ves to r’s al lo ca bl e sh are  of  cr ed it ab le  re in ve sted  e a rn ­
in gs  (a s def ine d b elo w) of  th e  e lig ib le  co rp o ra ti on ;

• (3 ) th e  eli gible in ves to r’s al lo ca bl e sh are  of  th e  am ount of  th e re se rv e
fo r de pr ec ia tion  w ith  re sp ec t to  th e  co st  of an y qu al ifi ed  pro per ty  w ith 
re sp ec t to  wh ich  th e  el ig ib le  in ves to r pr ev io us ly  w as  enti tl ed  to  a c re d it ; 
b u t du ri ng  th e fi rs t 5 years  of  th e li fe  of  th e  pro pe rt y on ly  to  th e ex te n t 
th a t,  and  in  th e y ear in which , an  am ou nt  eq ua l to  th a t re se rv e is us ed

i  to  purc hase  qu al ifi ed  p ro pe rt y ;
(4 ) in  th e c as e of  a di sp os it io n by th e  e lig ib le  co rp or at io n of  a ny  qu ali fie d 

pro per ty  fo r which  th e  e ligi bl e in ve st or  w as  pr ev io us ly  en ti tl ed  to  a cr ed it , 
th e el ig ib le  in ve st or ’s al lo ca bl e sh ar e of th e undep re ci at ed  co st  of  such  pr op ­
ert y  a t th e  tim e of  d ispo si tio n ;

(b ) le ss  th e  am oun t of  th e  cre d it s al lowed  to  th e  el ig ib le  in ves to r w ith  re ­
sp ec t to  th e el ig ib le  co rp or at io n duri ng th e  9 year s pr ec ed in g th e ta xab le  
yea r (d ete rm in ed  w itho ut re gard  to  an y re ca p tu re s of th e cre d it ) divi de d by 
7 p er ce nt .

In  th e ev en t of a w ithdra w al,  de sc ribe d below, of  pro per ty  by th e eli gible in ­
ve stor , th e  am ount of  such  w ithdra w al sh al l redu ce  th e  new’ in ve stm en t, to  th e 
exte nt th er eo f,  m ad e in th e  year of w ithdra w al , th e  3 yea rs  pr ec ed in g w ith­
dra w al , and th e  year su bs eq ue nt  to th e  w ithdra w al . W ith re sp ec t to th e 3 yea rs  
pr ec ed in g th e w ithdra w al,  a re co m pu ta tion  of  th e  cre d it  all ow ed  in thos e yea rs  
w ill  be  re qu ir ed . T he ta xes o th er w is e pa ya bl e by an  eli gibl e in ve st or  in th e ye ar  
of  w ithdra w al sh all  be in cr ea se d by an  am ou nt  eq ua l to th e ag gre gat e de cr ea se  in 
cre dit s al lo wed  fo r th e pri o r 3 year s which  wou ld  ha ve  re su lte d solely from  sub­
tr ac ting , in  th e co m pu ta tion  of  th e li m it a ti on  of  th e cr ed it  fo r such  ye ar s,  the 
am ou nt o f th e  e lig ib le  in ves to r’s n e t ne w in ves tm en t in  th e  e lig ible  co rp or at io n in  
such  y ea rs .

C re ditab le  re in ve st ed  ea rn in gs is  de fin ed as an  am ou nt  eq ua l to  on e- ha lf  of  
th e ea rn in gs an d pr of its  of  th e eli gibl e co rp or at io ns fo r it s ta xab le  yea r,  redu ce d 
by th e am ou nt  of  an y div id en ds  d is tr ib u te d  by su ch  co rp or at io n duri ng  such  
ye ar .

A w ithdra w al is  de fin ed  as  (1 ) a d is tr ib u ti on  m ad e by an  eli gibl e co rp or at io n 
(o r by ano th er co rp ora ti on  co nd uc ting  in Bra zi l a tr ade  or  bu sine ss  si m il ar  or  
re la te d  to  th e  tr a d e  or bu sine ss  co nd uc te d by th e el ig ible  co rp ora tion)  to  th e 
el ig ible  in ve st or (o r to  a re la te d  pe rs on ) which  (a ) is no t a d is tr ib ution of ea rn - 

w ings  a nd  prof its , (b ) is  in ex ce ss  o f 50 per ce nt of ea rn in gs an d prof its  fo r th e yea r
of d is tr ib ution , or (c ) is in ca nc el la tion  o r rede m pt io n of th e  s toc k of  th e eli gible 
co rp or at io n ; (2 ) th e  p ay m en t by th e e lig ib le  c or po ra tion  of an  inde bt ed ne ss  to  th e 
eli gibl e in vest or;  and  (3 ) th e sa le  or o th er di sp os iti on  by th e el ig ible  in ves to r of  
sto ck  or in de bt ed ne ss  of  th e el ig ib le  co rp or at io n.  An ac co mpa ny ing ex ch an ge  of 

» le tt e rs  pr ov id es  th a t a tr a n sfe r of  s tock  or  in de bt ed ne ss  of an  eli gible co rp or at io n
to  a re si den t o r corp ora tion  of  th e  Uni ted S ta te s wi ll no t be co ns id er ed  a w ith­
dra w al of  pr op er ty  if  th e  tr an sf ero r,  tr ansf ere e, an d co mpe tent  au th ori ty  of  th e 
U nite d S ta te s m utu all y  ag re e to  defe r reco gn iti on  of th e w ithdra w al . Und er  su ch  
ci rc um stan ce s,  a  la te r w it hdra w al by th e tr ansf ere e wi ll be co ns id er ed  a w ith­
dra w al  by t he  t ra n sfe ro r.

Th e te rm  “elig ib le  in vest or” m ea ns  a re si den t of  th e Uni ted S ta te s or  a U ni te d 
S ta te s cor i>o rat ion  w hi ch  ow ns,  or is a mem be r of  a grou p of  U ni ted S ta te s resi-
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dents or corporations which owns, at least 25 percent of the total combined 
voting power of the stock of an eligible corporation. The term “eligible cor­
poration” means a United States corporation or a Brazilian corporation if, for 
its taxable year, such corporation derives at least 80 percent of its gross income, 
if any, from, and at least 80 percent of its assets (including  assets located out­
side Braz il) are used or held for use in connection with, one or more qualified 
trades  or businesses (as  defined below).

The term “qualified t rade  or business” means, unless otherwise agreed by the 
competent authorit ies of the States, any trade or business conducted within 
Brazil, and consisting o f:

(i ) the manufacture  or production of personal property (not  including 
the extraction of any mineral, ore, oil, or gas, or any processing which does 
not involve a substant ial transfo rmation thereof, but not excluding smelting 
or refining) or the processing of agricultural or hortic ultural products or 
commodities (including but not limited to livestock, poultry, fur-bearing 
animals, or any kind of fish) ;

( ii) the catching or taking  of any kind of fish ;
(ii i) the marketing of agricultural or hortic ultural products or com­

modities (including but not limited to livestock, poultry, fur-bearing animals, 
or any kind of fish) ;

(iv ) the marketing of goods and merchandise to the general public *
through one or more reta il establishments, unless the business consists pri­
marily of the distribut ion of goods or merchandise manufactured or pro­
duced outside Brazil by a person who is a related  person with respect
to the eligible corporation ;

(v ) the operation of hotels and related f acilit ies; *
(v i) the transportation  within Brazil of passengers and /or fr eig ht;
(vi i) the performance of services rendered as an incident of a trad e or 

business described in (i ) through (vi ) ; or
(vi ii) the performance within Brazil of services utilized either within 

Brazil or within a less developed country if the services are industria l, 
financial, technical, scientific, engineering, or archite ctural  in nature . The 
preceding sentence will not apply if the services are performed for any 
person who is a related  person with respect to the eligible corporation 
and if the payments made in consideration of such services are not reason­
able in amount or are contingent either in whole or in pa rt on the sales, pro­
ductivity, or profits of the person for whom these services are  performed ; and

(ix ) any other trad e or business agreed upon by the competent authorities 
of both contracting States.

The term “United States  property” means any tangible property which has 
been manufactured, constructed, produced, grown, extracted, or created in the 
United States and thereafte r continuously used, if at all only in the United 
States.

If the domestic investment credit is modified, amended, suspended, or termi­
nated, the comparable provisions of this artic le will be deemed modified, amended, 
suspended, or terminated so as to conform the  investment credit allowed by this 
article to the domestic investment credit. The United States will notify Brazil 
through diplomatic channels of any such change. If Brazil considers tha t any 
modification or amendment as a result of this par agraph materially  and adversely 
affects the credit allowed by this article, Brazil may, by giving notice to the 
United States through diplomatic channels, tre at such modification or amend­
ment as a suspension of the credit under Article 29 (6 ) (b ) and suspend the re­
duced rates for dividends, interest, and royalties (Artic les 12, 13, and 14 ). In 
such a case, Brazil and the United States will consult together. However, at any *
time prior to such consultation and until  such time as a supplementary agreement 
is reached, t he United States may, by notice given to Brazil through diplomatic 
channels, suspend the application of the investment credit.

The investment credit  will be subject to such regulations as a re prescribed by 
the Secretary of the Treasury of the United States or his delegate, afte r con- *
sultation with the competent authority of Brazil, to effectuate the provisions of 
this article and to furt her  define and determine the terms, conditions, and amounts 
referred to in this article.

ARTIC LE 8. BU SINE SS  PROFITS

This article corresponds generally to the artic le dealing with taxation of busi­
ness profits which is found in other tax  conventions to which the United States
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is a party. It provides tha t industria l or commercial profits of a resident or cor­
poration of one State  will be exempt from tax in th e ot her State  if such resident 
or corporation does no t have a permanent establishment in the lat ter  State. If 
such reside nt or corporation does have such a permanent establishment, the l atte r 
State may tax  all of the commercial or indu strial  profits which a re a ttrib utab le to 
such permanen t establishment. Profits which are derived from sources within 
such lat ter  State from sales of goods or merchandise of the same kind as those 
sold, or from other business transact ions of the same kind as those effected, 
through the permanent  establishment, are deemed attrib utabl e to the permanent 
establishment.

In determining the proper attrib ution  of indus trial or commercial profits, the 
permanent establishm ent is to be treated  as an independent entity  and considered 
as realizing the profits which would be realized if the permanent establishment 
dealt with the resident of which it is a permanent establishment on an arm’s 
length basis. All expenses, including executive and general admin istrative ex­
penses, wherever incurred will be allowed as deductions by the State in which 
the permanent establishment is located in computing the  tax  due to such State, if 
such expenses would be deductible if the permanent establishment were an in­
dependent enterprise and such expenses are reasonably connected with profits 
attri buta ble to the permanent establishment. An exchange of letter s accompany-

• ing the proposed convention sets forth the understanding that  in accordance with 
established Brazilia n juridic al principles, the foregoing language will be inter­
preted to include all such expenses, whether incurred in Brazil or abroad. Such 
expenses a re those ac tually incurred, directly connected with the a ctivities of the 
permanent  establishment, and necessary to the production of its taxable income.

• The understanding is reciprocal in form though the result  merely conforms to 
United States  intern al law.

The mere purchase of goods or merchandise in a State by the permanent 
establishment, or by the resident  of which it is a permanent establishment, for 
the account of such resident will not by itself cause attrib ution  of any profit 
to such permanent establishment. This rule conforms to existing United States 
statut ory law. (See section 8 6 2 (a )( 6 ) of the Internal  Revenue Code.)

The term “industrial or commercial profits” is defined as income derived 
from activit ies which constitute the active conduct of a trade or business, in­
cluding agricultural activities, the furnish ing of personal services, the rental  
of tangible personal property, and insuran ce activities. The term also includes 
investment income but only if the right  or property giving rise to the income is 
effectively connected with a permanent establishment. Income received by an 
individual as compensation for personal services either as an employee or in an 
independent capacity is not treated as indust rial or commercial profits.

AR TICL E 0 . D EFIN IT IO N  OF PER M A N EN T E STA B LIS H M E N T

This artic le defines the term “permanent establishment”. The existence of 
a permanent establishment is, un der the terms of the convention, a prerequisite 
for one State to tax the indus trial or commercial profits of a resident or cor­
poration of the other State. The concept is also significant in determining the 
applicability of other provisions of this convention, such as Articles 12, 13, and 
14 dealing with dividends, interest, and  royalties, respectively.

The definition of “permanent establishment” is a modernized version of the 
definition found in most conventions to which the United States is a party. 
The term “permanent establishm ent” means “a fixed place of business through 
which a resident or corporation of one of the Contracting States engages in 
trade  or business”. Illus tratio ns of the concept of a fixed place of business in­
clude an office; a store or other sales ou tle t; a workshop; a fac tor y; a ware­
house ; a mine, quarry, or other place of ex traction of natu ral resou rces; and a 
building, construction, or installation site. As a general rule, any fixed facility 
through which business is conducted will be treat ed as a permanent estab­
lishment unless it falls within one of the specific exceptions described below.

Under the specific exceptions, a permanent  establishment does not include 
sites or facilit ies used as fo llows:

(a ) for the processing by another person, whether related or unrelated , 
under arrangeme nts or conditions which are or would be made between 
independent persons, of goods or merchandise belonging to the resident or 
corporation ;
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(b ) for the purchase, under arrangements or conditions winch are  or 
would be made between independent persons, of goods or merchandise for 
the account of the resident or corporation ;

(c) for the storage and/or delivery of goods belonging to the resident 
or corporation, other than goods or merchandis e;

(i ) held for sale by such resident or corporation in a store or other 
sales ou tle t; or

(i i)  purchased and resold in that  Contracting State  by the resident 
or corporation, or by an independent agent or agents for or on behalf 
of the resident or co rporation;

(d ) for the collection of information for the resident or corporation;
(e ) for advertising, the conduct of scientific research, the display of 

goods or merchandise, or the supply of information if such ac tivities have a 
prepar atory and auxiliary  chara cter in the trade  or business of the resident 
or corp oratio n; or

(f ) for construction, assembly, or installat ion projects if the site or 
facilities are used for such purpose for less than 6 months.

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

A person will be considered to have a permane nt establishment if he engages 
in business through an agent who has and regularly exercises authori ty to con­
clude contracts in the name of such person unless the agent only exercises such 
authority to purchase goods or merchandise. In addition, a permanent establish­
ment will be considered to exist if an agent maintains a stock of goods or 
merchandise belonging to such person from which he regularly makes deliveries. 
However, these rules will not apply merely because a resident or corporation of 
one Contracting State uses the services in the other Contracting State of a bona 
fide broker, general commission agent, forwarding agent, custodian, or other 
agent of independent status  acting in the ordinary course of its business.

Whether a corporation of one State has a permanent establishment in the 
other State will be determined without regard to any control relationship between 
such corporation and a corporation organized or engaged in trad e or business in 
the other State. Therefore, United States subsidiary of a Brazilian corporation 
may be considered an independent agent of such corporation if it otherwise 
qualifies as an agent of independent status acting in the normal course of its 
business.

A person of one State will be deemed to have a permanent establishment in 
the other State  if such person provides the services of public enter taine rs (de­
scribed in Article 1 7 (4 ))  in the la tter  State.

If a resident or corporation of one State maintains a permanent  establish­
ment in the o ther State a t any time during the taxable year, the permanent es tab­
lishment will be considered to have existed for the entire taxable year.

The general effect of this article will be to eliminate some existing uncer­
taintie s respecting the application of Brazilian income ta x to business activities 
in t ha t country in the situat ions described above. This article will also operate 
to rest rict  Brazilian taxatio n of income from certain activities conducted by 
U.S. citizens, residents and corporations in Brazil.

ARTICLE 10 . SH IP PI N G  AND AIR  TRANSPORT

This article  provides tha t a resident of one State will be exempt from tax in 
the other State on income derived from the operation in interna tional traffic of 
ships or airc raf t registered in the former State. A s imilar provision is found in 
most conventions to which the United States is a party.

ARTICLE 11 . RELATED PER SON S

This provision corresponds in purpose and scope to section 482 of the  Intern al 
Revenue Code of 1954 and confirms the power of each government to reallocate 
income in cases in which a resident  of one S tate is related to a resident of the 
other State if such re lated persons impose conditions between themselves which 
are different from conditions which would be imposed between independent 
persons.

ARTICLE 12 . DIVIDENDS AND BRAN CH PRO FITS

This article provides tha t dividends paid by a company which is a resident 
of one Sta te to a resident or corporation of the other State may be taxed by both
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Sta tes . How ever, th e ra te  of wi thh old ing  ta x imposed  by Braz il on div ide nds  
paid by a Brazi lia n co rporati on  to a Un ite d St ates  cor porat ion  will no t exceed 
20 pe rcen t if  th e recipien t co rporati on  own s 10 pe rcen t or  more of the  ou t­
sta nd ing vo ting sh ares  of th e pay ing  corporati on  and , gen era lly , no t more than  
25 percen t of the payin g co rporati on ’s gro ss income con sis ts of div ide nds and 
int eres t. Th e ra te  of wi thh old ing ta x imposed by Braz il on profits  of a Br az ili an  
bra nch of a Un ited  St ates  corporati on  is also lim ited to  20 percen t. In the 
absence of a con ven tion , th e Br az ili an  wi thh old ing  ta x on div ide nds  and branch  
profits  re mitt ed  to  non resid en ts of B razil  is  25 per cen t.

The red uced ra te  pro vis ion  is lim ited to in te rcor po ra te  div ide nds  because its  
purpos e is to encourage di rect  inv estme nt in Bra zil . An oth er pro vision of the 
conven tion  des igned to enc our age  such  dir ec t inv estm ent is the  inv estm ent cred it 
provis ion  (A rti cle 7) . Th e red uced ra te  is nonreci pro cal  in form. Thu s, the United  
St ates  rema ins  fre e to impose its  30 pe rcen t wi thh old ing  ta x on div ide nds pai d 
by United  St ates  co rporati on s to Br az ili an  corpo rat ion s. Th is lack  of rec iprocity  
is in accorda nce with  th e desir es  of bo th Braz il and the United  St ates  to en­
cou rag e the fo rm ati on  of loca l Br az ili an  ca pi ta l sou rce s and no t to enc our age  
th e flow of sfuch cap ita l t o the  U nite d State s.

Th is ar ticl e also inc lud es a pro vis ion  un der which  Braz il may  inc rea se the  
ra te  of  w ith ho ldi ng  t ax  on div ide nds and branch  pro fits  to th e same  ex tent  as  any 
red uction below 28 pe rcen t in the ra te  of tax app licable general ly to bus iness

* profits  of co rporati on s in Brazi l.
Th e te rm  “divid en d” is defined in the case of the  Un ited State s, as  any item 

which  un de r th e law  of th e Un ited States  i s tr ea te d as  a di st rib ut ion ou t of ea rn ­
ings and profits,  and, in th e case of Br az il,  gen erally as  income from sh ares  in­
cludin g al l di st rib ut io ns  o f p rof its  ma de by any com pany or individu al en terp ris e

1 si tu ated  in Br az il.  The def init ion  employed by Br az il is adopted, in pa rt ,
fro m the OECD model con ven tion . Howev er, the  OECD dra ft  def init ion  does  not 
inc lude th e lan guage re la tin g to di st rib ut ions  by any company  or indiv idu al 
en ter pr ise . Un der Bra zi lia n law , such di st rib ut ions  of pa rtne rs hi ps  an d sing le 
prop rie torships  a re  tr ea te d as  dividends.

Div idends  pai d by a co rporati on  of one St at e to a per son  othe r than  a res ide nt 
or  cor porat ion  of the  othe r S ta te  ar e exe mp t fro m ta x  in such  othe r Sta te.  
How ever, the ex em ption does  no t apply in the  fo llow ing  case s: (1)  if the  r ec ipien t 
of a div ide nd pa id  by a Br az ili an  corporati on  is a cit izen of th e Un ited Sta tes , 
even though  a no nres ide nt of th e Un ited St at es ; (2) if  th e div ide nds  ar e trea ted 
as  income from sourc es with in  such  othe r St ate un de r Ar tic le 5( 1)  (b ) ; or 
(3)  if the  rec ipi en t of the  div ide nd has a pe rm an en t es tab lishm en t in such  othe r 
St at e an d div ide nds a re  e ffec tive ly connec ted wi th such pe rm an en t es tab lishm ent. 
Th e fir st except ion repr es en ts  a specif ic appl ica tio n of the tr ad it io na l “savings 
clau se” un de r wh ich  th e Uni ted  St ates  reserves  the righ t to ta x it s cit ize ns 
as  though  the  con ven tion  had no t come into effect.  See Ar tic le 3(3 ).  Wi th respect 
to th e United  St ate s, the second  and th ird exc ept ion s repr esen t rese rvati on s 
of  th e righ t to ta x div ide nds pa id by Br az ili an  co rporati on s when  ei ther  
th e payo r or  th e recip ien t of  the div ide nds is, to a sig nif ica nt ext ent , com­
me rci all y involved  in the  Un ite d State s.

I t is im po rta nt  to no te th a t the red uced 20 pe rcen t ra te  on div ide nds receive d 
by ce rta in  Un ited St ates  co rporat ions  from th ei r Br az ili an  su bs idiar ies  is 
av ai lable with ou t rega rd  to whe ther  such Un ited St ates  cor porat ion  ha s a 
pe rm an en t es tab lis hm en t in Br az il and with ou t rega rd  to  w he the r such div ide nds 
ar e e ffec tive ly connec ted  wi th suc h a  perman en t es tab lishm ent.

ARTICLE  13 . INT ER EST

w Un der th is ar tic le , in te re st  d erived fro m sou rces wi thi n one St ate by a resid en t
or corporati on  of th e othe r S ta te  may be tax ed  in both  Sta tes . However , in te re st  
derived by a Go vernment  of a State , or any agency  or in st ru men ta lit y who lly 
own ed by th at Government , wi ll be exe mpt from ta x in th e othe r Sta te.  More­
over, the ra te  of ta x on in te re st  derived from sou rces with in  Braz il by a bank

» or fin anc ial  inst itu tio n which  is  a resid en t or  corporati on  of the Un ited St ates
wil l no t exceed 15 i>ercent of the  am ount paid . How ever, if  su ch bank  or financ ial 
inst itu tio n has a pe rm an en t es tab lis hm en t in Braz il, the  15 pe rcen t red uced 
ra te  w ill not  a pply an d the in te re st  of  such a rec ipien t may be taxe d as  in du st ria l 
an d c ommer cial  p rof its a tt ri but ab le  to t he  pe rm an en t es tab lishm ent.

In  th e absence of a con ven tion, in te re st  derived from sou rces with in  Br az il 
by a no nres ide nt of Br az il wo uld  be sub jec t to wi tho ldi ng  ta x of 25 pe rcen t 
on the gro ss am ount paid. Th e Un ite d States  r em ain s fre e to impose it s wi thhold -
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ing tax at the statu tory rate of 30 percent on interest derived by residents or 
corporations of Brazil from sources within the United States except that  interes t 
derived by the Government of Brazil is exempt from tax. The lack of reciprocity 
arises out of the mutual desire of the United States  and Brazil to encourage and 
maintain investment in Brazil.

Interest is defined generally as income from any kind of debt-claim or any 
income treated as interest under the tax law of t he State of source. In cases in 
which excessive intere st is paid by reason of a special relationship between 
the payor and the recipient, the provisions of the interes t article do not apply to 
the excess pa rt of the payments. Excess inte rest payments may, in certain cases, 
be taxed as dividends under Article 12.

Interest paid by a corporation of one State  to a person other than a resident 
or corporation of the other State is exempt from tax in such other State. However, 
the exemption does not apply in the following cases: (1 ) if the recipient of in­
teres t paid by a Brazilian corporation is a citizen of the United States even 
though a nonresident of the United States; (2 ) if the interest is treated as 
income from sources within the other State under Article 5 (2 ) (b ) ; or (3 ) if the 
recipient of the interest  has a per manent establishment in the other State and the 
interest  is effectively connected with such permanent establishment. These rules 
parallel those found in the dividend artic le and reserve the right  of the United 
States to tax intere st paid by Brazilian corporations to United States citizens 
and interest derived under circumstances in which either the payor or the 
recipient of the intere st is, to a significant extent, commercially involved in the 
United States.

ARTICLE 14 . ROYA LTIES

This artic le provides tha t the tax imposed by one State on royalties  derived 
from sources within the other State by a resident or corporation of the other 
State will not exceed 15 percent of t he gross amount of such royalties. In cases 
in which the recipient of royalties has a permanent establishment in the other 
State, the reduced rate does not apply. Thus, the proposed convention retains 
the so-called “force of attract ion” pr inciple with respect to royalties.

In the absence of a convention, the Brazilian  withholding tax on royalties is 
25 percent and the United States withholding tax on royalties is 3 0 percent.

The term “royalties” is defined as including any royalties, rentals,  or other 
amounts paid for specified types of intangible property, including trademarks re­
lated to such property, and know-how.

The reduced rate  does not apply to natu ral resource royalties or to rentals 
for films and similar property. See Article 15 (Income from real proper ty) for 
rules governing the treatm ent of n atural resource royalties.

If excessive royalties are paid by reason of a special relationship between the 
payor and recipient, the provisions of the royalties article  do not apply to the 
excess par t of such payments. Excess royalty payments may, in certain cases, be 
taxed as dividends under Article 12.

ARTICLE 1 5. INC OM E FROM REAL PROPERTY

This artic le provides a net basis election with respect to income from real 
property. Thus, a resident of one State will be subject to tax in the other 
State on income from real property and n atura l resource royalties if the property 
or natu ral resource is located in such other State. However, such resident may 
elect for any taxable year to compute the tax on such income on a net income basis 
which takes account of expenses relatin g to the property. The income referred 
to in this article includes gain from the sale or exchange of real property. A 
similar  provision appears in many conventions to which the United States is a 
party  and in internal U.S. law (see  IRC, §§ 87 1(d)  and 8 8 2 (d )) .

ARTICLE 16 . INV ESTM EN T COMPANIES

This article denies the benefits of the dividends, interest and royalties articles  
to a corporation of one of the States deriving such income from sources w ithin 
the other State if (1 ) such corporation is entitled to special tax  benefits which 
result in the tax imposed on such income being substan tially less than the tax 
generally imposed on corporate profits in such State, and (2 ) 25 percent or more 
of the capital of the corporation is owned directly or indirectly  by persons who 
are not individual residents of such State or, if residents of Brazil, are citizens 
of the United States.
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The purpose of this article  is to deal with a potential abuse which could occur 

if one of the States  provided pre ferential rates  of tax for investment or holding 
companies. In such a case, residents of third  countries could organize a cor­
poration in the State extending the preferential  rates  for the purposes of 
making investments in the other State and, but for this article, also obtain 
reduced rates  or exemptions in the source Sta te. At present, neither the United 
States nor Brazil extends special benefits of the type referred to in this article  
to investment or holding companies.

ARTICLE 17 . INCO ME  FROM PER SON AL SERVICES

This article provides tha t an individual resident of one State is exempt 
from tax by the other State with respect to income from personal services per­
formed in such other  State  if such person is physically present there for not 
more than 183 days during the taxable year and such income does not exceed 
$4,000 or its equivalent in Brazilian cruzeiros.

In the case of employment income which exceeds $4,000 or its equivalent in 
Brazilian cruzeiros, in addition to the physical presence limita tion the individual 
must be an employee of a resident or corporation of a State other than the 
State of source (or an employee of a permanent establishment of a resident or 

* corporation of the State  of source located outside such State) and the amount
must not be deducted in computing the profits of a permanent establ ishment of the 
State of source. If, however, such individual’s employment income does not 
exceed $4,000 or its equivalent in Brazilian cruzeiros, such individual need 
only satisfy the physical presence limitation  in order to qualify for the 

i exemption.
Compensation for services performed as a member of the regular complement 

aboard ships or  aircra ft operated by a resident or corporation of one State and 
registered in such State is exempt from tax  in the other State. This exception 
does not limit a State’s right  to tax its own citizens or residents.

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

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

ARTICLE 18 . TEACHERS

This article provides a reciprocal exemption from tax for personal service in ­
come of visiting teachers. It  applies only if the teacher is invited by the Govern­
ment, a university or o ther accredited educational institution to teach or engage 
in research activities, or both, at  a university or other accredited educational 
institution. The exemption applies only to income received by the visiting teacher 
as compensation for such teaching or research activities. If the visit exceeds 
a period of 2 years, this exemption applies only to the income received by the 
visting teacher before the expiration of such 2-year period. The exemption does 
not apply to income from research undertaken not in the public interest but 
primari ly for priva te benefit.

•
ARTICLE 19. STU DEN TS AND TRAIN EES

This article  provides tha t a resident of one State visiting the other State 
for the purpose of studying at a university or other accredited educational 

# institution, securing training for qualification in a profession or professional
speciality, or studying or doing research as a recipient of a grant,  allowance, or  
award, is exempt from tax in the host Sta te on :

(1) Gifts from abroad for his maintenance or study;
(2) The grant, allowance, or award; and
(3) Income from personal services performed in the host State not in excess 

of $2,000 (or its equivalent in Brazilian cruzeiros) for any taxable year. This 
exemption is increased to $5,000 (or its equivalent in Brazilian  cruzeiros) if the 
student is train ing for qualification in a profession or professional specialty.
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These exemptions continue for such period of time as may be reasonably or 
customarily required to effectuate tlie purpose of his visit but in no event for more than 5 taxable years.

Furthermore, a resident of one State, employed by or under contract with a 
resident or corporation of tha t State, who visits the other State for a period 
not in excess of 1 year for the purpose of studying or acquiring technical, pro­
fessional, or business experience, is exempt from tax in such other State on 
income from personal services rendered there not In excess of $5,000 (or  its 
equivalent in Brazilian cruzei ros). In order to qualify for the exemption, the 
visiting individual must study at a university  or accredited educational instit u­
tion in the host State, or receive his experience from a person other than the 
resident or corporation by which he is employed or under contract (including a 
50-percent or more owned subsidiary of such corpor ation).

A resident  of one State who visits the other State for a period not in excess 
of 1 year as a p articip ant in a program sponsored by the  Government of the host 
State for the prima ry purpose of train ing, research, or study shall be exempt from 
tax in the host State on income not in excess of $10,000 (or  its equivalent in 
Brazilian cruzeiros ) received for  personal services performed in th e host  State in respect of such training, research, or study.

ARTICLE 20 . GOVERNMENTAL FUNC TIO NS

This arti cle exempts from tax in one State any wages, salaries, and s imilar com­pensation, and pensions, annuities, or similar  benefits paid by, or from public 
funds of t he other State, or a political subdivision thereof, to a national of th at 
other State  for services rendered to it or its political subdivisions in the dis­charge of governmental functions.

ARTICLE 21 . RULES APPLICABL E TO PERSONAL SERVICE ARTICLES

This artic le provides t hat  under Articles 17 through 20 reimbursed travel ex­penses will be exempt as income from personal services but will not be taken into 
account in determining whether the maximum income exemptions in Articles 17 and 10 have been exceeded. If an individual qualifies for the benefits of more 
than one of the provisions of Articles 17 through 20. he may choose the provision 
most favorable to him but he may not claim the benefits of more than one article  in any one taxable year.

ARTICLE 22. DEDUCTION S FOR CHA RITABL E CON TRIB UTIONS

This article  provides t hat  a United States citizen, resident, or corporation may 
deduct for United States tax purposes contributions made to charitable organiza­tions in Brazil if the following conditions are m et:

(1 ) The Brazilian organization has qualified as a nonprofit organization exempt from tax  under the income tax laws of Br azi l;
(2 ) The contributions are used entirely within Bra zil; and
(3 ) The Brazilian organization has qualified as a tax-exempt organization under section 501(c ) (3 ) of the Inter nal Revenue Code.
Tf these conditions are met. the contribution will be treate d as a charitab le contribution as defined in section 17 0(c ) and will be deductible subject to the limitation s contained in section 170 of the Inter nal Revenue Code.

ARTIC LE 23 . PE NS IONS  AND AN NUIT IE S

This article provides an exemption from tax in the State  of source for private  
pensions and private life annuit ies paid to individuals who are residents of the other State. A life annui ty is a sta ted sum paid periodically a t stated  times during life, or during a specified number of years, under an obligation to make the pay­
ments in return for adequate  and full consideration. A pension is a periodic payment made afte r retirem ent or death for. or by way of compensation for 
in.i'uries received in connection with, past employment, and does not include social security type payments.

ART ICLE 24 . CONS ULTA TION

This article provides th at t he competent author ities of the two States may—
(1 ) Settle by mutual agreement all questions of interpretation or application of the convention;
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(2 ) Resolve any mat ter concerning the relation of this convention to any con­

vention concluded by eithe r State with third  cou ntries;
(3 ) Consult regarding  the application of the source rules in Article 5 to 

partic ular items of income;
(4 ) Consult in regard  to reaching a fa ir and equitable apportionm ent of 

indust rial or commercial profits between a resident or corporation of one 
State and its permanent establishment in the other St ate; and

(5 ) Consult concerning the allocation of gross income and deductions between 
related enterpr ises as provided in Article 11, and to adopt appropriate procedures 
for effectuating such apportionment or allocation.

This artic le also provides tha t if the competent authorit ies reach agreement, 
taxes may be imposed and refund or credit may be allowed in accordance with 
such agreement. A similar provision has been included in recent supplementary 
protocols to the conventions with the Netherlands, Germany, and the United 
Kingdom.

ARTICLE 2 5. EXCHANGE OF INF ORMA TIO N

Article 25 provides for a system of administrative  cooperation between the 
competent authorities of the two States and specifies conditions under which 
information may be exchanged to faci litate  the administration  of the convention 
and to prevent fraud  or fiscal evasion of taxes to which the convention relates.  
This provision is substan tially similar to those found in existing tax conventions 
to which the United States  is a party.

ARTICLE  26.  AS SIS TA NC E IN  COLLECTION

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

ARTICLE 27. TAXPAYER CLAIM S

Under this provision, where a citizen, resident, or corporation of either  State 
shows proof tha t the action of the other State ’s tax autho rities has resulted, or 
will possibly result, in taxat ion in contravention of the provisions of the con­
vention, such person may present  his case to his Stat e’s competent authori ty, 
who may attempt  to come to an agreement with the competent authority of the 
other State with a view to the avoidance of double taxation.

ARTICLE 28. EXC HAN GE OF LEGAL INFORMA TION

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

This article also provides t ha t for the purpose of mutual assistance in develop­
ment and maintenance of sound fiscal policies and tax administration, the 
competent author ities may consult together and make mutually acceptable ar ­
rangements, including exchanges of personnel, technical memoranda, and studies.

ART ICLE 29 . OIPLOMATIC AND CONSULAR O FFICERS

This article preserves the existing fiscal privileges of diplomatic and consular 
officials under the general rules of international law or under the provisions of 
special agreements.

ARTIC LE 30.  EFFECT IVE DATES AND RATIFICA TIO N

This article provides tha t the convention will be ratified and the instruments 
of ratification exchanged at  Washington as soon as possible.

In general the convention will be effective for taxable years beginning on or 
afte r January 1 of the year following the date of exchange of instruments of 
ratification.
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Sp ec ial  e xc ep tio ns  to  the  g en er al  e ffe cti ve  d at e are  a s f o ll ow s:
(1 ) Th e so ur ce  ru le  go ve rn ing inc om e fr om  th e sa le  of  pe rs onal  pr op er ty  

prod uc ed  in one S ta te  an d sold in th e o th er S ta te  (A rt ic le  5 (8 ) )  w ill  ha ve  effect  
on ly  a ft e r th e  co mpe tent  au th ori ti es of  bo th  S ta te s ha ve  es ta bli sh ed  m ut ua lly 
ac ce pt ab le  ru le s f o r th e im pl em en ta tion  o f t he  ru le .

(2 ) Th e in ve stm en t cre d it  pr ov is ion (A rt ic le  7) will  ha ve  ef fect w ith re sp ec t 
to  pr op er ty  plac ed  in  se rv ice an d net  ne w in ve stm en ts  mad e on or  a ft e r Jan u a ry  
1,1968.

(3 ) The  divide nd s, in te re st , an d ro yal ti es  art ic le s (A rt ic le s 12, 13, an d 14) 
wi ll ha ve  eff ec t w ith re sp ec t to  am ou nt s pai d on or a ft e r Ja n u a ry  1, 1969.

Th e co nv en tio n wi ll co nt in ue  in eff ect inde fin ite ly  bu t may  be te rm in at ed  by 
eit her of  th e  S ta te s a t an y tim e a f te r  3 yea rs  from  th e  gen er al  ef fecti ve  dat e 
de sc rib ed  above if  a t le ast  6 m on th s’ p ri o r no tic e of te rm in at io n  is  giv en  th ro ug h 
di pl om at ic  ch an ne ls . In  such  ev en t, th e  co nv en tio n will  ce as e to be ef fecti ve  fo r 
ta xab le  yea rs  be ginn ing on or  a ft e r .Jan ua ry  1 of  th e ye ar  fo llo wing th e expir a­
tio n of  th e  6-mon th pe rio d.

In  ad di tion , upon  6 m on th s'  p ri or no tic e giv en  th ro ugh di pl om at ic  ch an ne ls , 
th e fo llo wing m ay  o ccu r:

(a ) Any  ru le s es ta bl is he d fo r th e im pl em en ta tion  of  the so ur ce  ru le  di sc us sed 
a t (1 ) ab ov e ma y be te rm in ate d  by e it her S ta te  a t an y ti m e ;

(b ) The  in ve stm en t cr ed it  prov is ion (A rt ic le  7) an d th e de du ct io n fo r chari ­
ta bl e co ntr ib ut io ns  (A rt ic le  22) m ay  be te rm in at ed  by th e U ni te d S ta te s a t an y 
tim e a ft e r 3 ye ar s from  th e  ge ne ra l ef fecti ve  dat e of  th e co nventi on ; an d

(c ) The  redu ct io n in ra te  fo r di vi de nd s an d br an ch  pr of its  (A rt ic le  12 (3 ) an d
(4 ) ) , th e  r ed uc tion  in  ra te  f or in te re st  der iv ed  by ba nk s or  o th er  f in an ci al  in st it u ­
tion s (A rt ic le s 13 (3 ) ) . an d th e re du ct io n in ra te  fo r ro yal ti es  (A rt ic le s 14 (1 )) 
may  be te rm in ate d  by B ra zi l a t an y tim e a ft e r 3 year s from  th e ge ner al  eff ect ive  dat e of  th e  co nv en tio n.

F u rt her,  by no tic e give n by B ra zi l to th e U ni te d S ta te s tbr o'u gh  dipl om at ic  
ch an ne ls , th e redu ce d ra te s di sc us se d in (c ) above , may  be  te rm in at ed  by 
Bra zi l a t an y tim e a ft e r th e  dat e on which  the in ve stm en t cre d it  is te rm in at ed  
purs uan t to  A rti cle 7 (4 ) or  su sp en de d by B ra zi l a t an y tim e a ft e r the da te , 
an d fo r th e  pe rio d, of  an y su sp en sion  of  th e in ve stm en t cre d it  prov ided  by 
A rt ic le  7 (4 ).

An y te rm in at io n or  su sp en sion  under  th e  pr ec ed in g two para g ra phs wi ll no t 
pr ej ud ic e bene fit s av ai la ble  w ith  re sp ec t to  tr an sa cti ons en te re d in to  pri or to su ch  t er m in at io n .

N ati onal A ss oci ation  of M anufa ctu rer s,
New York, N.Y., October 9, 1967.

l io n .  J .  W il lia m  F ulb rig ht ,
Chairman, Committee on Foreign Relations,
U.8. Senate, Washington, D.C.

Dear Mr. C h a ir m a n : Th e N at io na l Assoc ia tio n of M an ufa ct ure rs  is plea sed 
to  pr es en t its  views  to th e Com mitt ee  on Fo reign R el at io ns  co nc er ni ng  th e P ro ­
po sed Inc om e Ta x Con ve nt ion Betwee n th e Uni ted S ta te s an d Bra zi l.

The  NAM is a vo lu nt ar y or gan iz at io n of in dust ri a l an d bu sine ss  firm s, la rg e 
an d sm al l, w ith  mem be rs lo ca te d in ev ery st a te , an d ac co un ts  fo r th e m aj or 
p a rt  of  th e m anufa ct uri ng  ou tp ut in th e Uni ted St at es . Man y of  it s mem be rs  a re  
en ga ge d in ov er se as  oj ie ra tion s and  B ra zi l is one of th e more im port an t co un tr ie s in  w hich  they  h av e in te re st s.

It s Su bc om mittee  on In te rn a ti ona l T ax at io n  has  stud ie d th e Pr op os ed  Inco me 
Tax  Co nv en tio n w ith  B ra zi l and reco mmen ds  th a t th e Sen at e ra ti fy  it.

W e a re  sy m pa th et ic  w ith th e prob lems which  co nf ro nt  our ne go tiat ors  when 
de al in g w ith  re pre se nta tives  of  o th er co un tr ie s,  in th is  ca se  Bra zi l, under  th e 
a tt en d an t ci rc um stan ce s. 'The pri nci pal  pro ble m ha s to  do w ith  th e  dual it y  of  
ta x  ju ri sd ic tion , th e pr ed ic ta ble  flow of  ca pi ta l, an d th e pr ed ic ta ble  flow of in ­
come  wh ich  th a t ca pit al  pr od uc es . Th e Uni ted S ta te s is th e ca pit a l ex port in g 
co un try an d the de ve loping  co un try,  Bra zi l, w an ts  an d ne ed s th a t ca pi ta l. We  
be lie ve  t h a t Uni ted S ta te s in ve st m en ts  ove rs ea s sh ou ld  be  e nc ou rage d,  p art ic u la rl y  in de ve loping  cou nt ries .

We  fu rt h e r bel iev e th a t th e neg ot ia tion s which  ha ve  been co nc lud ed  w ith th e 
B ra zi li an  au th ori ti es a re  a mo ve in th e ri ght dir ec tion  an d will  fa c il it a te  th e ac hi ev em en t o f t h is  objec tiv e.
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The Convention concluded  with  Braz il may well become a model for futur e 
negot iations with  oth er developing count ries. Thi s is not to say th at  every claus e 
of the  Brazilian Convention should be repeated, in other s, for economic and 
highly technica l differences inevitably exis t in the rela tion ship s with  other 
countr ies. Accommodation can  and will be made f or these differences.

The imme diate  purpose in concluding thi s Convention was to encourage 
fut ure  investme nt in Brazi l. The produ ct of this inves tment  will be earnin gs in 
Brazil.  Braz il has  the  prim ary  jur isdiction to tax  thi s income because it is 
earn ed there .

It  was the  purpose of our neg otia tors  to limit,  insofa r as possible, the amo unt  
of Brazilian tax  on thi s income. The objective of the Brazilian neg otia tors  was 
to tax  thi s income at  high rate s, rat es  which are  no less tha n the U.S. tax  ra tes 
otherw ise appl icable to thi s income were it not for  U.S. foreign tax  credi ts.

This  is per hap s an inh erent flaw in the  foreign tax  cre dit  mechanism, and  
cer tain ly is an indi ctm ent of the  present U.S. policy again st so-called “ta x­
spa ring ”. Consequently, the  only thin g th at  our  negotia tors  have to bargain  wit h 
when deal ing with  the  Bra zili an tax  autho riti es and  those  of other developing 
countries is the  investme nt cre dit  mechanism inco rpor ated  in thi s Convention.

We feel, und er thes e circumstances,  th at  the investme nt cre dit princ iple is 
•  appropriate.

Undoubtedly, others hav e consi derab le fa ul t to find with specific techn ical 
det ails  of thi s tax  convention. We have reviewed them  in depth  and have  con­
cluded, on balance , th at  they are  not  sufficient to offset the  advan tages . In all 
likelihood, modifications and  changes will be made in nego tiatio ns in the fut ure  

f  as experiences unfold and  point to the des irab ility  of changes.
We consequ ently believe th at  the Proposed Income Tax  Convention Between 

the United Sta tes  and Bra zil is a good one and should  be ratified.
We would app reci ate it  if this let ter  could be included in the prin ted  record 

of your Committee’s hea ring s on this  Convention.
Sincerely  yours,

D onald H.  Glea son ,
Chairman, Subcommittee on Intern ational  Taxation,

Committee on Taxation.

U nited State s Cou nc il  of th e  I nt er na tio na l Cha mb er  of Comm erc e, I nc ., 
New  York , N.Y., October 9, 1967

MEMORANDUM ON THE CONVENTION BETWEEN TH E UN ITE D STATES OF AMERICA AND
TH E UNITED STATES OF BRAZIL FOR TH E AVOIDANCE OF DOUBLE TAXATION W IT H
RESPECT TO TAXATION ON INC OM E

The Unite d Sta tes  Council is the  American section of the  Int ern ation al Cham ­
ber of Commerce, a worldwide assoc iation  of businessmen committed to exp and ­
ing tra de  and produ ction inte rnation ally . The Council’s membe rship consists  of 
some 350 U.S. corp orat ions  heavi ly engaged in intern ationa l opera tions.

The Committee on Tax ation of the United Sta tes  Council has recen tly given 
car efu l considera tion to the  Convention between  the  United Sta tes  of America 
and  the United  Sta tes of Brazil for the  Avoidance of Double Tax atio n with  
Itespect  to Tax atio n on Income. As a res ult  of its study, and  while  recognizing 
th at  the re are  are as which could be improved upon, the  Committe e on Tax atio n 
recommends rati fica tion  of this Convention..

The United  States Council be lieves th at  U.S. privat e enterp rise  can and should 
play a large  pa rt in promo ting economic activity  in the developing count ries. We 
fu rth er  believe th at  the  inve stment credit provisions of the Unite d Sta tes- Bra zil 
Convention may prove to be a  usefu l and effective means  to encou rage priv ate in­
vestmen t in Brazil.

Our exam inati on of th e Co nvention has, however, raised a n umber o f in tere stin g 
quest ions which we would  like to bring to the  atte ntion of the  Committee. We 
recognize th at  in the  instance of the  United Stat es-B razi l Convention the 
Senat e is called upon to eit he r ra tif y or reje ct the Convention which has  already  
been a pproved by the two governm ents. While we would obviously like to see the 
Convention modified to take into  acco unt some of the  problems rais ed, we recog­
nize th at  this is a mat ter for  nego tiatio n between the  governments.  We would 
hope t ha t these  modifications  could be ne gotia ted. More imp orta ntly , however, we 
would hope th at  the subst ance  of our  comments would be tak en into accoun t in 
fu tu re  tr ea ty negotiatio ns w ith other less developed countries.
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The Investment Credit
The United States-Brazil Convention excludes from the basis of the credit 

investments for extractive industries, notably oil and mining. Not only is such an 
exclusion discriminatory  against  U.S. ent erprises  engaged in such activities, but 
more importantly, it will tend to defeat the purpose of the investment credit, 
which seeks to stimulate through private investment the economies of the less 
developed countries involved. The argument frequently advanced on behalf 
of such an  exclusion is t hat  since mineral resources can only be developed where 
they are located, no stimulus is needed to make them more attra ctive than 
competing investment opportunities elsewhere.

It  is however, unrealist ic to assume tha t the mere existence of mineral re­
sources will automatically att rac t foreign capital  for their  development. As in 
other businesses, there are ventures in mining and other extractive  indust ries on 
which possible retu rn on investment is marginal and speculative, and a t ax incen­
tive (or a tax disincentive as compared to other opportunities for investment) 
can be decisive in determining whether to take the capital risk.

It is not jus t a matte r of giving the U.S. investors an inducement to invest­
ment in mineral resources in a developing country, ra ther than  in her risky invest­
ments elsewhere or of o ther types. If the United States wishes to stimulate the 
economies of the developing countries, in many cases development of thei r mineral 
resources is a necessary first step. It  provides foreign capital  (from  the private 
sector) before other investment opportunities exist, and it is usually the first 
and fas test way to generate the wealth needed to promote the economic and social 
progress which these countries need and which we want to help.

We therefore urge tha t the Senate expressly recommend to the U.S. Treasury 
tha t in future tax conventions which include an investment credit provision, 
investments in extractive  industr ies be included in the term “qualified trade or 
business.” We are in favor of fur the r negotiations in due course with Brazil 
(and other developing countries with which Tax Conventions have been nego­
tiate d) to remove this exclusion. Because such investment will accelerate their 
economic growth, we feel certain  tha t the developing countries would welcome 
this modification.

As a general matter, we recognize tha t there is an appearance of comity in 
closely relating  the investment credit fo r foreign investments to the  provisions for 
the investment credits in the U.S. I nternal Revenue Code. But the  purposes and the 
objectives sought, are clearly different. Circumstances in the United States may 
suggest modifications, suspension or termination of the credit for U.S. invest­
ments, although circumstances in foreign countries may not change, or may even 
require, to furth er our national policy, tha t stimulation of U.S. investments 
should be increased. Thus we believe t hat  in ta x conventions the 7% rate of the 
domestic credit should not be considered sacrosanct, and tha t the various U.S. 
provisions for recapture and l imitations should not be included in ta x conventions.

As a matt er of fact, the U.S.-Brazil Convention includes investment credit 
limitations (in addition to those on the extractive indus tries)  not present in the 
domestic provisions; the reasons for these part icula r limitations are not ap­
paren t to us. Thus the cred it is not available for investments in most wholesaleing 
businesses and rented tangible personal property. Furtherm ore, a U.S. corpora­
tion operating a branch in Brazil cannot avail itsel f of the credit for branch 
investments. While business consideration usually dictates use of a Brazilian 
subsidiary, the investment credit section should not be so limited.
Allocation of Income and Set tlement of Disputes

We have been concerned for some time over the apparent failure of tax 
treat ies to which the U.S. is a party  to eliminate double taxation  in cases where 
the tax laws or administ rative policies of the two contracting countries differ on 
the treatm ent of a part icula r item of income. Thus, for example. Article 8 (3 ) of 
the Brazil treaty  provides th at if a U.S. taxpayer  has a permanent establishment 
in Brazil, tha t country will allow deductions fo r all direct expenses which would 
be deductible under its law if the permanent establishment were an independent 
enterprise. Leaving aside the fact  tha t the treat y gives no relief in cases 
where a U.S. corporation has a subsidiary in Brazil w’hich is not a permanent 
establishment, Brazilia n law allows only a limited category of expenses Io be 
deducted. This is to be contrasted  with a much broader category of expenses 
which, under Section 482 of our Internal  Revenue Code, U.S. corporations would 
be required to charge to their  Brazilian  affiliates. Similar conflicts are inherent
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in the determination of an arm ’s length charge required under Section 482 for 
the sale of goods, the rendition of services or the tran sfer of intangibles.

Article 21 of the treat y provides for consultation  between the Competent 
Authorities with a view toward the elimination of double taxation. However, 
because the provision merely st ates  t ha t the autho rities  may consult together “to 
endeavor to agree”, the interact ion of the U.S. Tr easury’s position on Section 482 
and provisions of Brazilian law, such as those referred to above, will result in the 
failure of the tre aty to avoid double taxa tion in many cases.

The Treasury has indicated tha t it will make allocations of income and deduc­
tions between related parties under Section 482 regardless of whether or not the 
foreign government is prepared to give recognition under its law to necessary 
corresponding adjustments. We seriously question this policy in cases, such as 
Brazil, where the United State s has entered into conventions designed to avoid 
double taxation. It  is important to keep in mind tha t conflicts concerning alloca­
tions of income or expenses are  basically disagreements between governments 
over the same tax  dollar.

We believe tha t it is not the taxpayer who should suffer in the event of un­
resolved disputes. I t recommends th at in case of such disputes the  Tre asury allow 
the U.S. taxpayer to offset against the U.S. tax liability resulting from the 
allocation, the amount of foreign taxes which have resulted from the refusal  of 
the foreign government to agree to the allocation. Moreover, we recommend t hat,  
at least  in fu ture treatie s, the consultation provisions be strengthened in a manner 
which will achieve the elimination of double taxatio n in the event of disputes. 

Tax Sparing
We unde rstand tha t the United States has not looked favorably on the concept 

of “tax  sparing” under which the United States would trea t as taxes paid for 
credit  purposes taxes provided by foreign country law but waived or reduced 
for a stated  temporary period. Nevertheless, certain developing countries favor 
use of this device to improve their  business climate for foreign investment and 
have welcomed its inclusion in trea ties  with European countries. We suggest the 
United States consider the use of tax sparing in negotiation of future tax 
conventions with developing countries.

Ralston Purina Co.,
St. Louis , Mo., October 13, 1967.

Hon.  J.  William Fulbright,
Chairman, Comm ittee on Foreign Relat ions,
U.S. Senate , W ashington, D.C.

Dear Senator Fulbright : We would like to urge the Foreign Relations Com­
mittee to take prompt action in recommending early ratificatio n of the proposed 
tax convention with Brazil. Of special importance to us, and to United States 
business in general, is the investment tax credit provision contained in artic le 7 
of the convention. This provision is designed to place private  investment in 
developing countries on a more even footing with private  investment in the 
United States.

The purpose of an investment tax  credit is to spur the economy through 
encouragement of investment in productive facilities. It has proven effective in 
stimulatin g domestic c apita l investment and its purpose in connection with the 
Brazil trea ty is the same. If United States capita l is to be assigned to Brazil 
to increase the la tte r’s productive capacities, tax inducements similar to those 

a offered for domestic investment are necessary. Otherwise, the required capital
will remain in the United States in order to take advantage of the tax benefits 
offered here.

The investment tax credi t prescribed in the trea ty is modeled afte r the 
domestic credit and is applicable under similar conditions. The amount of credit 

• allowable against  United States  taxes (to a United States resident or corpora­
tion owning at  least  25% of the voting power of an eligible corporation) is 
7% of the cost of qualified machinery and equipment placed in service by the 
eligible corporation during the  taxab le year.

In our opinion, the investment tax credit is the best financing device yet 
conceived to encourage investment  of United States capital in underdeveloped 
areas. Because of the extreme risk involved, the difficulty of financing, and the 
customary low rate of initi al retur n on investment, business must have some
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incentive to assign its capi tal to these are as ra ther  than  to the industr ialized 
nations. Artic le 7 of the convention provides such an incentive by extending 
domestic tax  adva ntages to private investment in Brazil.

Brazi l has recognized the significance of this  provision by agreeing  to limit  
application of its  tax  rates on income r etu rning to the United States to a level 
not exceeding the  United States tax  rat es imposed upon such income.

For  these  reasons we think the tax  convention with Braz il reflects sound 
inte rna tion al tax  policy in the encouragement of inves tment  in productive 
faci litie s of less developed countries,  and should be promptly submitted  to the  Senate  for ratific ation .

We would apprec iate  inclusion of this le tte r in the record of the  hearings. 
Respectfully  yours,

R. Hal Dean,
President.
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