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TAX CONVENTIONS WITH THE PHILIPPINES AND
FRANCE

TUESDAY, APRIL 30, 1968

UNITED STATES SENATE,
Coyyrrree o8 ForeieN RELATIONS,
Washington, D.C.

The committee met, pursuant to notice, at 10:05 a.m. in room 4221,
New Senate Office Building, Senator J. W. Fulbright (chairman)
presiding. ;

Present.: Senators Fulbright, Sparkman, Pell, and Carlson.

The Cramaran. The committee will come to order.

The Committee on Foreign Relations is meeting this morning to
receive testimony on the Income Tax Convention with the Philippines
signed at Washington on October 5, 1964, and the Income Tax Con-
vention with France signed at Paris on July 28, 1967.

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

Mr. Surrey, I believe you have a prepared statement.

STATEMENT OF HON. STANLEY S. SURREY, ASSISTANT SECRETARY
OF THE TREASURY

Mr. Surrey. Yes, Mr. Chairman.

Lf it 1s agreeable to the committee, T could summarize the important
aspects of this statement and then submit the statement for the record.

The Ciamsan. Yes. That is quite agreeable. We will put the entire
statement in the record at the end of your testimony.

Mr. Surrey. Thank you, Mr. Chairman.

We have two conventions before us, one with the Philippines and
one with France, These conventions are different in nature, and I will
discuss them separately,

CONVENTION WITIH THE PHILIPPINES

First, the convention with the Philippines: The convention with
the Philippines has pretty much the so-called standard clauses in it
that appear in most of our international treaties. With respect to the
question of the jurisdiction of the country to tax in which income arises,
this treaty with the Philippines adopts the rules which most countries
have adopted in their international tax conventions, For example, in
the case of business by an American company done through branch
operations in the Philippines, not through a Philippine corporation,
those operations do not become taxable unless there is sufficient pres-
ence of the U.S. corporation through a permanent establishment in the
Philippines.
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In addition, the Philippines state that it will not discriminate under
their tax system against Americans who are engaged in receiving in-
come from the Philippines, or who own shares of stock in Philippine
corporations. .

The Philippines will give exemption from tax to Americans who are
temporary sojourners in the Philippines, such as businessmen who go
there for a short period of time, and teachers or students who go there
for specified periods of time. The Philippines will give up its tax in
such cases,

Reciprocally, the United States does so also,

Many of the rules in the treaty, so far as the United States is con-
cerned, largely confirm what would be our jurisdiction anyway.

The Philippine treaty does not contain clauses that T would char-
acterize as investment clauses, clauses which go to the question of what
should be the rates of tax in the source country. By the source coun-
try I mean the country where the income arises. This is the country
from which a company pays dividends, pays interest, pays royalties,
or pays fees to taxpayers in the other country.

WITHHOLDING RATES

In many of our treaties, certainly all of our treaties with the indus-
trialized countries, of Western Europe, and Japan and Australia, both
countries lower their withholding rates on investment income that
leaves the country.

The Philippines did not desire to reduce their withholding rates.
Their withholding rates run between 20 and 30 percent, and they felt

for the time being that it was not appropriate for them to make
changes.

This is the first treaty negotinted by the Philippines, and, conse-
quently, one can understand an attitude of moving cautiously and
seeing what the developments will be. The Philippines were desirous
of entering into a treaty with the United States, desirous of adopting
the standard rules which govern international transactions, but not
desirous at this time of lowering the rate imposed by their tax system
on dividends, interest or royalties leaving the Philippines and coming
to the United States.

Of course, most of this traffic is one way. Dividends, interest and
royalties move from the Philippines to the United States—they do
not move from the United States to the Philippines. We do not have
the same situation as between industrialized countries—with the traffic
going both ways—with the interests that are mutual. Consequently,
you will not find any of the investment clauses in this treaty. Equally,
on the part of the United States, there is no clause extending the
investment credit to the Philippines in this treaty. That was in large
part because of the absence of any desire for investment clauses on
the part of the Philippine Government. Consequently, both govern-
ments took a first step, which both governments feel is constructive.
to enter into a tax treaty containing the standard clanses and leave
it for the future course of events to determine whether the treaty
should be modified to enter into the sphere of investment income.

S0, both governments feel there is a constructive step here, and
both governments would like to see the convention ratified.
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As I understand, the Philippines are working toward ratification
this year, and we would urge approval of this convention upon this
committee,

Let me turn to the convention with France,

The Cramaraxn. I wonder if I could ask you a question or two about
this one before you leave it ?

Mzr. Surrey. Yes: that would be helpful.

DETERMINATION OF A PERMANENT PRESENCE

The Cramyan. What constitutes a presence? You said a permanent
presence. How do you determine whether a U.S. company has a
presence there?

Mr. Surrey. Largely the degree of presence turns on the application
of the so-called permanent establishment clause.

For example, to take extremes, if an American corporation is selling
goods into the Philippines, getting orders in the United States, filling
those orders in the United States and selling goods to the Philippines—
the fact that its goods are going to the Philippines is not sufficient
presence there to warrant a tax by the Philippine Government on the
profit of those sales. That would be the absence of presence.

On the other hand, suppose that the American corporation has ¢
branch office in the Philippines; they have inventory, employees, sales-
men actively engaged in this office in the Philippines, in securing orders
in the Philippines. That would be a large degree of presence, and
that would warrant the imposition of a tax by the Philippines on the
profits of that establishment.

The Cramraax. But only on that establishment ?

Mr. Surrey. Only on that establishment ; yes, sir.

The Cramaan. So if, say, General Motors had an establishment
there, the tax would not be on all of General Motors sales, just on what
arises from the sales in that country ?

Mr. Sunrey., What arises from the income that is attributable to
that permanent establishment. The activities of that permanent estab-
lishment largely would be the sales there.

The Cramaax. I think that would be difficult to determine, would
it not? It would depend on the internal bookkeeping of the companies
as to how they price at their branch office, would it not.?

Mr. Surrey. There are difficulties associated with that, and those
difficulties in international arrangements are handled by the so-called
arm’s length doctrine. In other words, the treaty provides that the
relationships between the two shall be judged for tax purposes on an
arm’s length basis,

The same problem could arise, for example, if the United States
corporation had a subsidiary in the Philippines, and the American
parent sold goods to the subsidiary which, in turn, sold in the Philip-
pines.

The Cramaran. Yes,

Mr. Surrey, That price will determine the degree of profit, as you
have pointed out, in the Philippines. We have an internal provision
in our law that gives our Commissioner of Internal Revenue authority
to look at that price and see that it is a fair price so that at least from
the standpoint of the United States the goods are not sold at too low a
price. We can adjust that price, if necessary.
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Equally the Philippines, in their internal law, would be concerned
with that, and the treaty, in effect, is an effort to harmonize what may
be the competing claims of the two governments by their agreeing
that the price should be an arm’s length price. And if there is a dispute
about that, the authorities of the two Governments should consult with
each other to see what would be a fair and arm’s length price and
therefore, giving the appropriate tax to each of the two jurisdictions

5

DEDUCTION FOR CONTRIBUTIONS TO NONPROFIT ORGANIZATIONS

Senator Carrsox. Mr. Surrey, I notice in article 18 of this conven-
tion that the treaty would permit U.S. residents to receive a deduction
for contributions to nonprofit organizations in the Philippines if those
contributions are used within the Philippines and if the organiza-
tion is one that has qualified under the Internal Revenue Code as a
tax-exempt organization.

This is a provision, as T understand it, which is not usually included
in these treaties. What is the reason ?

Mr. Surrey. It is not usually included, Senator Carlson, Tt has been
included, and one can understand that I suppose, in the Canadian
treaty.

It 1s designed both to facilitate the making of contributions where
they are ordinarily made in situations of this nature and to indicate
the general spirit of encouragement, I wonld say, on the part of the
United States for such contributions.

If American organizations which are disposed to carry on chari-
table activities in the Philippines desire to do so, they can work it out
under present law. In other words, if an American wants to support
church activities in the Philippines, he can work out the arrangements
by having a contribution first made to an American organization,
and then that American organization can spend the contribution in
the Philippines,

This clause permits the direct contribution by the United States per-
son desirous of giving assistance to the Philippine charitable organi-
zation to make it directly to the Philippine charitable organization
without, in all cases, going through this roundabout way. It would be
of assistance to Americans who live in the Philippines and feel they
have some obligations to support local activities of a charitable. edi-
cational or religious nature,

It has not been generally used in conventions before, but various
Government agencies have told us that it would be a helpful gesture
by the United States if this were done, but a gesture that really would
not involve the United States in loss of revenue because, as I said. the
mechanies can be arranged under present law.

This is to make the mechanics easier, and for that reason we have
included this clanse in our recent treaties, especially with the less-
developed countries. i

Senator Carrson. Mr. Surrey, T cert ainly do not object to that pro-
vision. I was just wondering why, in view of the fact we were doing
it for the Philippines and for Canada, it would not be to the advantage
of the promotion of good will that we include it in other treaties. That
is my only thought.
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Mr. Surrey. We do offer this clause now to other governments who
are interested in having the clause in the treaty. We would make it a
standard elause in that regard.

Senator Carrson. That 1s all.

EFFECT OF A MOST-FAVORED-NATION CLAUSE

The Cramyan, How does a most-favored-nation clanse affect this
treaty ? If you give it to the Philippines, would it be considered effec-
tive in all other treaties?

Mr. Surrey. The most-favored-nation doctrine does not apply in tax
treaties,

The Cratrman, I see.

Mr. Surrey. The concession made by the United States does not
necessarily have to be given to any other country. It depends on the
particular treaty arrangement itself.

Now, necessarily one tries for uniformity and consistency of pat-
terns: also one is concerned about the attitude of the other government.
But we are not bound to have our treaties written the same way.

CREATION OF TAX-EXEMPT FOUNDATIONS

The Camaan, Would this treaty enable American citizens to cre-
ate personal tax-exempt foundations in the Philippines the way they
do in this country? It has become sort of customary here that if you
make money you create a foundation so you do not have to pay taxes
on it: isn’t that correct?

Mr. Surrey. Well, without passing on whether it is customary, it is
correct that there are sums going into foundations in the United States.

The Cramaran, Some, How many tax-exempt foundations do we
have in the United States? Aren’t there several thousand ?

Mr. Surrey. I think more than that.

The Cratraran, 15,000, 20,000¢

Mr. Surrey. I would roughly put it at around 25,000. T would like
to be able to correct the figure if required, but I think it is around
25,000,

The Cuammax, Have you ever made a study of how much the Gov-
ernment has lost through the creation of tax-exempt foundations?

Mr. Surrey. There is material available and, as you are aware, the
Treasury Department has submitted to the tax committees of the Con-
gress recommendation in the foundation field to deal with what the
Treasury feels are the abuses in this area, and should be corrected. This
would permit the philanthropic activities and other appropriate ac-
tivities of the foundations to exist, but would correct what it feels
are serious, very serious, abuses in the foundation area.

Those recommendations have been made by the Treasury, and the
Treasury would welcome any assistance by the Congress.

I have two gentlemen before me who are on the Finance Committee,
and the Treasury would welcome any assistance by the Finance Com-
mittee in securing it, ; ;

The Cramyax. I think you have let it get out of hand. You have
built up such a constituency in their favor that I do not believe the
Congress would be able to do anything about it.

93-646—08—2
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Mr. Svrrey. No, I think you will find it the other way. I think you
would tend to find that the sound core of American foundations would
approve of the recommendations that we made from an operational
standpoint. y

There would not be from the real basic structure of the American
foundations any opposition—the recommendations are designed to di-
vorce the mingling of business and philanthropy, for example, and our
major, well-run foundations do not do that, '1'}11-‘\‘ are designed to see
that large sums are not accumulated in foundations rather than being
spent for the philanthropic purposes for which they are ereated, and
attempt to bring them back to, 1 think, the basic reasons why the .S,
Government does this, which is the encouragement of philanthropy.

But I certainly agree with you that there are serious abuses. I would
hope that we would have the ability in this Government and the Con-
gress to correct those abuses.

The Coamyan. I remember a very slicht change that was sug-
gested in the Finance Committee not long ago, but there was tremen-
dous pressure against doing anything about it.

Mr. Sureey. Yes; I remember that, too, Senator, and there was a
change made at that time, but the result of that discussion was the
request that we malke a study of this area,

The change had come up without essentially any background study
having been made, and the differences of opinion at that time led to a
change in the law, not a major revision, but some change in the law,
and a request. to the Treasury Department that we make a study and
submit it. That study is there, and we would certainly urge the tax
committees to take that studv and proceed with it, and I would ven-

ture the guess that substantial progress would be made.

The Cuamarax. It may not be proper at this time to go into that
matter other than to say that it does raise a question in my mlml .1|1rmt
our extending this practice by treaty until the question of foundations
in this country is under control.

GROWTH OF TAX-EXEMPT FOUNDATIONS

Jut T am interested in your estimate as to how much money is today
held in tax-exempt foundations?

Mr. Surrey. Yes,

The Cramarax, In dollars,

Mr. Surrey. I do not have the amount at my hn"(‘l[l]?‘-

The Cramman. It is very substantial. The Treasury report esti-
mated that in 1962 foundation assets were around £16 billion. Is that
correct ?

Mr. Surrey, Oh, ves: substantial, It has not been growing relative
to the growth of the economy: that is, if vou ask [ul question, have
foundations been able to secure unto themselves a greater proportion
of the economie wealth of the country than they h: ul 10 or 15 years ago,
the answer would be no,

The Cramr MAN. You said that vou do not allow them to grow. T
thought T saw in the paper the other day a statement that [Iu- Ford
Foundation has about three times as much canits 1] todav as it did when
it was founded. Tt is growing very subst antially, is it not %

Mr. Strrey. Yes, What 1 meant was if one ]rmL : at the total amount
of wealth that is in foundations in relation to the wealth of the coun-
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try, the country having grown in the meantime, the growth of founda-
tion assets is not greater than the growth of assets. For example, if you
take the r—}:‘ll'i-hultlnllh on the .\1-\\ York Stock EKxchange of founda-
tions 10 or 15 years ago, that proportion of the -luuvlmlllmm- the
foundations have of stock on the New York Stock Exc hange and other
exchanges would not differ relatively today.

Now, in absolute terms, there }1‘14 been an inerease, This is largely
due to two reasons, Senator, One, the appreciation in value of assets
that has ocenrred in the United hl ates; and, second, in some founda-
tions accumulating their income and not distributing it. 1t is that
latter part which we would certainly disagree with.

The Cuamrarax. But they are (lnm;:lh‘lt

Mr. Svrrey. Well, some—it varies. Mz any found: ations ht e a gen-
eral ])I"liilf'(' nI distributing their current mcome, not their increases
in capital but their current income, and our recommendations, for
example, if you are interested in the matter, would be that a founda-
tion should distribute its current income to charity. That is the whole
purpose. The purpose is to be a conduit for charity: and, second, if
it invests in stocks whose capital value appreciates and the company
never pays a dividend, the foundation nevertheless must distribute at
a rate that is roughly equivalent to what academie and other institu-
tions of a comparable nature earn on their investment, so that there
should be no acenmulation of these funds.

So, I think, we certainly would come down to the same place you
do, that there 1s no sense at all in the accumulation of funds in a
foundation which was organized to assist charity.

The Cramyan. Many of the purposes they serve are very ques-
tionable, whether it is charity or not.

Mr. Surrey. Yes, that is

The Cuamaanx. We have discussed ecases of that kind. T did not
mean to prolong my discussion but I did not realize that we had
beeun to extend the cone ept into foreign countries through treaties, 1
do not know whether this is a cood idea or not.

Mr. Svrrey. It is not an extension. It could be done todav. There
is nothing that would keep a person from establishing a foundation in
the Tnited States w hich would be of assistance to the ]’h!h] pines—a
foundation in the United States that controlled the direction of the
activities. There is nothing that prevents that today. This treaty does
not extend the American law in net effect.

CHARITABLE CONTRIBUTION PROVISION IN OTHER TREATIES

The Cramrarax, Is this same provision in the proposed treaty with
Israel ?

Mr. Surrey. No: it is not.

The Cuiamryax, Why not?

Mr. Surrey. Israel. the Israeli Government. is not interested in it.

The Cramyax. Why not ?

Mr. Svreey. I think. in large part, as T said, it is an operational
matter, \n\ American ean :‘HHiI'I]HIH' to an oro: anization, the interest
of which mu-un/n'nn includes or consists of charitable activities
abroad. If were not for that, for example, a great (ll’ll of onr
religions ac tl\ ity abroad could not be ‘«11|11n|1|1~ll So there is no diffi-
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culty in the funds going abroad. It is a matter of operational con-
venience from time to time.

In Canada, the way it arose 1 suppose is that large numbers of
Americans living in Canada, close to the border and associated with
charitable activities and philanthropic activities in Canada, felt in
the natural course that they should make their contributions to Ca-
nadian institutions, just as Canadians might make them to 1.8, activi-
ties because of close ties. And so, as a matter of convenience, people
were permitted to make contributions directly, subject to the limita-
tions of their home country, in our case the 30-percent limit. And in
the same way in the Philippines—with our ties to the Philippines, it
seemed a natural extension to let people—many Americans live in the
Philippines—to make these contributions, or to permit those having
lived in the Philippines for a long time, and then coming back to the
United States and having an interest in schools there, or churches or
the like, to continue that interest, The Philippine Government was
interested in this. The Israeli Government, I would suppose as a guess,
receiving large funds from the United States in this regard-

The Craamaaxn. They do now.

Mr. Sugrey, I think they do now.

The Cuamarax. How much, do you know ?

Mr. Surrey. I eannot give you the amount. I mean I do not have it
with me.

The Cramarax, Can you estimate ? It is substantial ?

Mr. Surrey. I cannot—I will try to get the facts and put them in, if
you would like.

(The information requested is not available because under section
6053 (a) of the Internal Revenue Code, religions organizations and
publicly supported charitable organizations, are not required to file
information returns containing such data.)

The Cuarraax. Is it as much as $100 million a year?

Mr. Surgey. I would doubt that.

The Cruamaran. If it applies in the Philippines or in Israel, then
the deduction is taken as against taxes paid to the Government here, is
it not?

Mr. Surrey. That is right. But I am indicating today if there is an
organization whose interest is in the Philippines for example, if I con-
tribute funds to an American religious organization to be used in the
Philippines, I get a deduction for that today.

The Cramatan. It is under that law that you get a deduction if you
contribute to one operating in Israel ?

Mr. Surrey. That is right. American organizations may qualify
whose purpose in organization relates to activities in Israel. I can con-
tribute to this American organization, and get a deduction today
without a treaty.

The Cramaran. So, in effect, the taxpayers are subsidizing the gifts,
are they not, to the extent of the tax deduction? Is that correct ?

Mr. Svrrey. Yes, sir: with the same general effect as our charitable
contribution clause under our income tax laws.

The Coamyan. Do the pending treaties with Brazil or Thailand
have a section similar to the one in the Philippine treaty ?

My. Svrrey. They do.

The Cramarax. They do?




Mr. Surrey. Yes. i

The Cramaan. Is it proposed to have them in all future treaties
with countries that want them?

Mvr. Surrey. 1 would think so, from our standpoint up to now.

You see, the organization has to be an organization that is charitable
by our standards and charitable by their standards. It has to be an
organization which meets the requirements of philanthropy under both
laws.

CONTROLLING CHARITABLE CONTRIBUTIONS

The Cuamaan. Mr. Surrey, I have read, and I remember your men-
tioning before the committee, that a lot of these foundations which
have qualified as charitable organizations have turned out not to be
charitable but really for the benefit of the man who founded it. He
uses it and continues to use it for his own purposes and for political
purposes——

Mr. Surrey. No,

The Crramaran. And for personal purposes.

Mr. Surrey. No; organizations of that kind would not qualify under
our law. In other words, some of the matters which I think have con-
cerned a number of people in this country that charitable organiza-
tions were going afield in their activities

The Criamaax. That is right,

Mr. Suvrrey. Propagandist activities, intervening in political
life

The Cramraran. That is right.

Mr. Surrey. Those we feel we have sufficient present anthority to
handle.

The Cuamman. You have had great difficulty in dealing with one or
two that I know of. It takes forever to do anything about it.

Mr. Surrey. Yes, it took a long time; let me put it that way.

The Cramraan. All right,

Mr. Surrey. I do not think it now takes such a long time.

The Cramyran. And you have 25,000 which is an almost impossible
number for you to handle,

Mr. Surgey. On that T would differ because T remember our discus-
sions on this point,

The Cramaax. Yes,

Mr. Sukgrey. And they were several years ago.

The Cramarax. That is right.

Mr, Surrey. At that time we were in the course of carefully inves-
tigating a number of organizations that were either suspected or ac-
cused or whatever word one wants to use, of activities not consistent
with philanthropy. There has been an investication of those. and I
think most of those have been removed from the list.

The CramaaN. You think so?

Mr. Surrey. Yes, I think so; and I would be willing to check on any
about which there might be a difference of opinion on in that regard.

That is not a matter, Senator, on which, in our report on foundations
we asked for any new authority. I do not think that is a basic problem
in this area.

The Cuamyan, T am only bringing this out to at least clari fy in my
own mind whether or not we should give very serious consideration
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to whether it is wise or not to expand this practice through treaty
into every country in the world. I think this could get to the point, if
encouraged, where there is nobody left to pay any taxes in this country
but a few hard working men on a salary who cannot form a founda-
tion. Everybody else finds a way to get around it.

Mr. Surrey. I do not think the treaty provision relates to the foun-
dation area. I think this relates to organizations of the kind you would
typically find aiding the schools, aiding the churches, and aiding the
charities of these countries.

The Cramaax. I won’t pursue it any longer.

PROVISION IN TREATIES WITH OTHER COUNTRIES

Is this the first treaty besides the one with Canada where this kind
of provision has been included? Have any others had this provision?

Mr. Surrey. Canada was the first, and tlu-n. I think, Thailand, the
Philippines, Brazil ; it is not in Israel and it is not in Franee.

I think you will tend to find this provision, Senator, more in treaties
with eountries in which we have established a tradition, partly grow-
ing out of religious activities, partly growing out of the efforts to
extend assistance in cultural fields: you would find it in treaties of
that nature. I think those would be the countries that would be
interested.

It also tends to be of some use—and you can see the elements of
fairness involved in this—if you get American citizens living in a
country and a natural disaster occurs in that country, let us say, an
t-.uthqual\v or a flood ; there is a natural feeling that there should be
assistance to that country, and I think a proper attitude of making a
contribution, just as one would feel in the [Tnited States under similar
cirenmstances. An American who was living abroad and feels that
natural inclination to assist under those terms, should have an ability
to say that that is a charitable contribution under our law.

It is things of this nature which one had in mind in extending these
clauses in these countries. It tends, as 1 say, to come up more in the
less developed areas. I have not found any industrialized country
which has interested itself, really, in this clause.

The Ciamaaxn, I won't pursue the matter. 1 did not realize it, but
actually, this is, in effect, a kind of private foreign aid. We substi-
tute an individual judgment about how to aid a country rather than
the judgment of our Government. Maybe that will be all that is left.

Mr. Sveney. It is an effort made to counter polarization in insti-
tutional activity.

TIME LIMITATION TOR SOJOURNERS

The Cuamarax. Did you say that the students and other sojourners,
there for a short time, \\IH |u:f be subject to tax in the Philippines?
What is the time limitation in that connection?

Mr. Surrey. It is hard to say that there is a general practice. My
nnnllmii:m is, in the l’hll];rpmv treaty they draw the line for so-
journers, at least for business visitors, at 90 days. That is a shorter
time than we would prefer. We would prefer something like 180
days, ‘
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So, as I say, these differ, In the case of students my recollection is

is 2 years.

The Cramyax, Two years.

Mr. Surrey. Two years.

The Cuamman, Businessmen, 90 days.

Mr, Surkey. Businessmen, 90 days; teachers, 2 years. In some cases
students can get up to 5 years.

The Cramaan. Specially ?

Mr. Surrey. Under special circumstances. The amounts involved
are not large that they can earn in a foreign country.

The Cramaan. I know.

Senator Sparkman, do you have any questions?

INVESTMENT TAX CREDIT PROVISION IN BRAZIL TREATY

Senator Searxaman. I want to digress a little and move to another
matter which may not be involved. Is investment tax eredit involved
in this treaty ¢

Mr. Surrey. It is not involved in this treaty, Senator Sparkman,
because of the general disinclination of the Philippine Government
to

Senator Searxman. I saw that. I think you said something about
that in your statement.

Mr. Surrry. Yes; and, therefore, the investment credit is not in-
volved in this treaty.

Senator SearkmaN. We do have another treaty pending before us,
the one with Brazil, in which the investment tax credit provision is
included and it is proving to be a problem in our consideration of that
treaty. Some of the members object to it in its present forn.

The objection has been raised, for instance, that we have control
over the investment tax credit in this country, and we exercised that
control in 1966 by suspending it and then putting it on again—in 1967,
[ think it was. But if we include that provision in a treaty, we lose
control of it so far as dealing with a particnlar country is concerned.
Is there merit in that contention ?

Mr. Surrey. No, Senator, there is not. There is merit, I think, in the
feeling that one should not lose control of it. But there is a provision
in the Brazilian treaty which expressly provides that, if there are
changes in the credit in the United States, those changes come into
force as respects the operation of the credit under the treaty itself
without any further negotiation with Brazil.

So that, for example, if there ever were an occasion to suspend the
credit in the United States, then that very act of suspension in the
United States would equally be a suspension in the Brazilian treaty.

Now, that may trigger off certain reactions on the Brazilian side,
and certain clauses in the Brazilian treaty involving concessions by
Brazil would be suspended if Brazil desires them to be suspended.
But insofar as keeping the two credits in tandem, the way the Brazilian
clause is written, they are kept in tandem. If it were terminated in the
United States, it would be terminated for Biazil, and that would not
require any further action, either legislation or negotiation, by the
United States,

Senator Sparrymax. Did you testify on the Brazil treaty?




Mr. Surrey. Yes, sir.

Senator Seargmax, Did you make that point clear?

Mr. Surgey. Well, I was going to say “Yes,” but I feel perhaps not,
at this point,

Senator SearkMaN. I do not remember it, but I do know that in the
discussion in the committee this question that I have just posed was
raised.

Mr, Surrry. Well, then, the answer is “No,” I did not make it clear.
As Isay, I thought I had. It is in the documents.

RESERVATION REGARDING TAX CREDIT PROVISION IN BRAZIL TREATY

Senator Searkman. In fact, there has been proposed a reservation
with reference to the investment tax credit. Have you seen that pro-
posed reservation?

Mr. Surrey. T was recently asked to consider the technical aspects
of a form of reservation language. I have seen that; yes.

Senator SeargmaN. Do you have any comment on the advisability
or not of our adding the reservation in the event we take up the treaty
for ratification ?

Mr. Surrey. I have the feeling, Senator Sparkman, it would be
very helpful for the United States to have a treaty with Brazil. I
think it would be in the interest of the relationships of our two coun-
tries, and in the interest of the United States in maintaining a com-
petitive position in Brazil, which competitive position is seriously
under attack, in a sense, by Western Europe and Japan.

In other words, the industrialized countries of the world have ree-
ognized the potential of Latin America for growth. They are engaged
in negotiating treaties to complement their commereial and other activ-
ities, and it would be very much to the interest of the United States
and to the interest of teachers and students and the like going to
Brazil to have these arrangements with Brazil. Therefore, any steps
that would be conducive to concluding a negotiation with Brazil
would be very helpful. Any arrangements that would facilitate the
concluding of the treaty with Brazil would be quite useful, even
though that treaty with Brazil might not have the full scope it would
have if it were ratified the way it was presented to you.

What T am saying is, if we could have a treaty with Brazil that
has a scope as close as one can come to what would be the full scope,
it would be very helpful. And if there are impediments to full imple-
mentation of that treaty, then the suggestion that T have seen, from
a technical standpoint, may offer a way of moving forward that
would permit both Governments to achieve a treaty,

Senator SpargmaN. If T understand clearly what you are saying,
if you were acting on it, you would take it just as it is presented, and
not feel that the reservation would be hurtful ¢ '

Mr. Surrey. I think it is a fair statement.

Senator Searkaan, Is that a fair statement ?

Mr. Surrey. Yes; I think the treaty we presented, sent to you, is
a good, sound treaty., It would be extremely useful for the United
States to have. p

If that cannot be achieved, for one reason or another, then the
reservation I have seen, I think, will permit us to secure a treaty
with Brazil that we would still approve and would be useful.
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Senator Searsamax. I would say to you, Mr. Surrey, I am not stat-
ing my own views because actually T am in favor of the treaty.

Mr. Surrey. Yes,

Senator SpArkMAN, As it is?

Mr. Surgey. Yes.

Senator Seargyax. But we have run into opposition in the com-
mittee. I was hopeful that the reservation might be helpful in get-
ting the treaty through. It was my plan to present the reservation
to the treaty when it comes up, becanse I believe it will be helpful.

Mr. Svreey. One has to look at these things not only from the
eyes of the United States, but from the eyes of the other country
to the treaty. I think the Brazilians would feel about the treaty we
presented the same way you feel—it would be the best treaty under
all circumstances.

Senator SParkMAN. Yes.

Mr, Svrrey. If one cannot achieve the best treaty, I think both coun-
tries should strive to achieve a treaty.

Senator Searkaan. Thank you very much.

Thank you, Mr. Chairman.

CONUURRENCE OF COMMITTEE REQUIRED

The Cramraax. In that connection, am I correct that the reservation
would simply mean that if the investment tax credit is extended here
in the United States, it is not antomatically extended to Brazil but
that it would take the approval of the committee ?

Mr. Svrrey, As I recall it, the clause that was indicated to me would
involve the committee within the traditions of other clauses in present
treaties that involve the concurrence, in effect, under our procedures,
of this committee.

The Ciatraax. That is what T mean.

Mr. Sverey. That is my understanding.

The Coammax, As it presently is the credit must be extended to
Brazil if it is extended to domestic companies; is that correct ?

Mr. Surrey. Yes: as it exists in domestic operations,

The Cuamarax. Are there any other questions on the treaty with the
Philippines?

Senator Sparkaan, No. I think it was a very good presentation on
the Philippines treaty.

Mr. Surrey. Shall I go ahead ?

TREATY WITIHH HONDURAS

The Cramaax. For the record, T am told Honduras is another coun-
try with which we have a treaty containing that charitable provision,
18 that correct ?

Mr. Svrrey. Well, I do not recall, and it may be correct. But in any
event, we cdo not have a treaty with Honduras. '

The Cuamaran. We do not ?

Mr. Surrey. Well, we did. But the treaty with Honduras has been
terminated. -

The Cnamarax. I see. Proceed, Mr. Surrey.,
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CONVENTION WITH FRANCE

Mr. Surrey. The second convention that you have before you is of a
different kind entirely. It is a convention with France.

It is a revision of an existing convention. Our first convention with
France was signed in 1939 and took effect in 1945. There have been
protocols since that time to reflect changes in the laws of both coun-
tries, but it was felt by both France and the United States that there
should be a complete revision of the French treaty, and that the
method of proceeding by protocol and patching it up had outlived its
usefulness. So, consequently, both countries engaged in a complete
reexamination of this treaty.

Both countries proceeded in the light of the so-called OECD model
tax convention which is, as the term implies, a model suggested by the
OECD for all its member countries, so that in the negotiations be-
tween them as much uniformity as possible can be achieved. The mem-
ber governments of the OECD are attempting to accommodate to that
model as far as possible.

This treaty with France is, therefore, built around the OECD
treaty, and would be the model that we would use insofar as the
standard clauses and the technical aspects and the like are concerned
in our negotiations with other European countries that desire their
treaties brought up to date.

In part, a large number of the clauses that appear in the French
treaty have previously been incorporated by amendment in the treat-
ies with the United Kingdom and Germany, so that many of these
clauses have already been passed upon by this committee in the pro-
tocols that were approved.

WITHHOLDING TAXES ON DIVIDENDS AND INTEREST

But now in the French treaty there has been a complete revision.
The treaty is quite an important one because there are a number of
changes with respect to the investment clauses of the treaties and,
as I indicated earlier, whatever might be the results with less devel-
oped countries, the developed countries are interested in bringing
down the weight of their withholding taxes so as to make for a freer
exchange of capital.

Now, for example. in this treaty with France, the withholding tax
on dividends going from a subsidiary corporation to a parent corpo-
ration was fixed before at 15 percent. We withheld 15 percent on a
dividend paid by a U.S. subsidiary to a French parent, and France
withheld 15 percent on dividends on a French subsidiary to the U.S.
parent,

This treaty reduces that to 5 percent, which will facilitate the
repatriation of earnings from France to the United States insofar as
our subsidiaries are concerned.

The rate of withholding tax on interest has been redunced in this
treaty from 15 to 10 percent, which again T think is more conducive
to investment activities——

The Cratracax. On interest, you said ?

Mr. Surrey, On interest ; yes,
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WITHHOLDING TAX ON ROYALTIES

On royalties, the change moved in the other direction. The rate
of withholding on royalties in the previous French treaty had been
at zero percent. But in this treaty it was raised to 5 percent on, I
would say, the initiative of the French Government.

The Cramaan. Why it that? What was the reason for that?

Mr. Surrey. Well, I think, on the whole, from their standpoint
they looked upon it in nearly every respect as a revenue matter. There
are very large industrial royalties that move from France to the United
States, and very little in the way of royalties, relatively very little,
moving from the United States to France.

The Cramyax, What are these royalties for?

Mr. Surrey. These would be royalties on patents.

The Cramrmax. 1 see.

Mr. Surrey. Patents or trade processes.

The Cramyax. Not natural resource royalties?

Mr. Surrey. No. These are so-called industrial royalties,

Senator Carrsox. Are motion pictures included ?

Mr. Surrey. No; not motion pictures. It was here the other Wiy
around. The French position in effect resulted in a zero rate of tax on
motion picture royalties, because they agreed that they would regard
motion picture royalties as so-called industrial or commercial profits,
There is another clause in the treaty that says that no industrial or
commercial profits ean be taxed by France uniess there is a permanent
establishment in France, and our motion picture companies do not
have permanent establishments in France. They have no “presence’” in
France within the meaning of the earlier discussion with the chair-
man. Consequently, under this provision of the treaty, such motion
picture 1-::_\'&,11 ies are not taxed by France. This is a clause the motion
picture people feel is quite an important precedent and would like to
see it in all our treaties. We would, too. It is not easy to get other gov-
ernments to agree, however, but it is appropriate, and in our view. ¢
helpful clause.

Cultural royalties are also exempt from withholding tax, copyright
royalties, and the like. It was on the industrial royalty side, in which
there has been a very large growth, that the French were concerned.

On our part we felt that the reduction in the rate of withholding tax
from 15 to 5 percent on dividends was in our interest. All treaties re-
sult from negotiation: we think the result here is favorable and. there-
fore, these clauses fell into shape that way.

BRANCH PROFITS TAX

I think there are a large number of matters that one could go into,
but they are set forth in the statement. There is one matter I micht
lllt'tlli(llt. France has a so-called [:I':ll:'.'h }li‘!lf]‘.-: tax. Let ns assume an
American eoncern has a branch business in France. Tt is a real busi-
ness. It is not operated as a subsidiary. It has an office. It has a staff.
It has employees. It has activities. This branch pays the recular
French corporate tax, which happens to be 50 percent. In addition, it
pays a second tax, a so-called branch profits tax, so that the branch

bears not only the regular corporate tax but it bears another tax on
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its profits, somewhat analogous to the tax that France would impose
on the dividends of a French subsidiary if the activity had been in
subsidiary form, although the tax is higher than the tax that would
be imposed on dividends,

We thought the branch profits tax of the French was too high, and
we did negotiate a considerable reduction in that tax.

In the converse situation, if a French corporation operated in the
['nited States in branch form, we would impose our regular 48-percent
tax. We have no basic additional tax on branch profits in the United
States. But instead, if a French corporation gets the predominant
amount of its earnings from a branch in the United States, when it
distributes those earnings as dividends to shareholders of the French
corporation, we will impose a tax on that act of distribution. It is the
way we, in effect, levy a branch profits tax.

We think it is appropriate for us to levy this tax, which is, in
a sense, and has acquired the terminology, although not technieally
accurate, a “second dividend tax.” We think that is appropriate to
have in countries which themselves have a branch profits tax and,
consequently, you will find in this treaty that second dividend elause
although you might not find it in other treaties with industrialized
countries where they do not have a branch profits tax.

But it is an arrangement to enable us to balance off the method
that the French have of taxing us—this is a method of taxing the
French doing business in the United States so that reciprocally we
come out the same.

If the French would give up their branch profits tax we would oive
up the second dividend tax but they do not do it and, therefore.
we think we should be reciprocal.

EXCHANGE OF INFORMATION ON TAX LAWS

One other matter I think I should mention, and this is a provision
that is new—article 30 of the treaty—is a provision that first obligates
us to exchange information on changes in our tax laws, o that each
of us can keep up to date on internal changes that may affect the
treaty.

Then, in addition, the treaty provides that if as a result of these
changes that have occurred and the like, it seems advisable to adjust
some provisions of this convention without affecting its general prin-
ciples, the necessary adjustments may be agreed upon between the
contracting states by notes to be exchanged through diplomatic chan-
nels or in any other manner in accordance with their respective con-
stitutional procedures.

This is to enable us, if there are minor changes in the French law.
or minor changes in our law, or minor changes in treaty policy or
interpretations, or difficulties in interpretation, to accommodate the
treaty to those problems through an exchange of notes, and the pattern
we would follow is the pattern that now exists with respect to the
extension of a treaty to the territories of the two countries,

Under the traditional clauses the treaties generally apply only to
the geographical or continental aspects of a country. But, by agree-
ment between the two countries, they may be extended to the terri-

tories of the countries, and this extension is by an exchange of notes.
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The extension, if it is made, need not extend the tre: aty in full but
could make modifications in the treaty that are appropriate to the
extension,

Under this practice before any extension we submit the exchange
of notes to this committee, and await any objections of the committee
to it. It is that procedure which is contemplated in this treaty and
would be followed under article 30.

[ think article 30 of the treaty would enable us to keep our treaties
up to date in a rational fashion with respect to minor and technical

problems that arise over time as tax laws ¢ hange and interpretations
change,

[ think that ends my presentation on this other than to say the
French have ratified this treaty, and so the coming into force of the
treaty now depends n}mn the U llltvd States,

(The full statement of Mr. Sur: ey and the technical explanations
submitted by the Treasury Department follow :)

STATEMENT OoN THE UNITED STATES INcoME TAx CONVENTIONS WITH THE
PHILIPPINES AND WITH FrANCE, APRiL 30, 1968

Mr. Chairman and members of the committee, T am pleased to appear hefore
you in support of two income tax conventions, one with the I hilippines and the
other with France. The convention with the lIu]:;-p:u-w wis signed in October
1964 and the convention with France was signed in July 1967, and 1 propose
to disenss the two conventions in the order in which they were signed.

CONVENTION WITH THE PHILIPPINES

In broad outline, the tax convention with the Philippines is a somewhat trun-
cated version of the pattern established in previous conventions. It contains the
permanent est: thlishment principle, under which an enterprise of one country
is not subject to tax in the other on industrial or commercial profits unless it
has a permanent establishment in that other country. And in the determination
of the business profits of a permanent establishment, provi=ion is made for the
allowance of a deduction for expenses, wherever ineurred, which are allocable to
the permanent establishment in deriving income subject to tax., The definition
of a permanent establishment in the tre: aty has been the subject of some mis-
understanding which I believe has been resolved to the satigfaction of interested
groups, and I shall return to this matter in a few moments.

Nondiserimination

Among the important provisions of the treaty is one which gnarantees against
nondiserimination. Under the convention a citizen of one country who is resident
in the other may not be subject to heavier tuxes in the conntry in which he re-
sides than citizens of that country who reside there. Similarly, a corporation

isized under the laws of one conntry but owned by residents of the other
must be treated for tax purposes in the same way that a corporation owned by
citizens of the taxing state would be treated. Finally, where a firm in one
country has a branch in the other country, it may not be subject to heavier tixes
than a similar business in the latter state.
Related Partics

Where transactions take place between related parties under conditions which
differ from those that would prevail between unrelated parties, the convention
provides that there may be a readjustment of income between the two entities
50 that the proper amount of income will be subject to tax in the respective
states. This provision is implemented by another provision in the treaty dealing
with consultations between the competent anthorvities of the two conntries which
anthorizes them to reach agreement on the same allocation of income and
expenses,

Investment Incomi

Typically, the conventions to which the United States is a party contain articles

dealing with investment income which provide in varyving degrees for a reduction




18

in withholding taxes on such investment income. Some treaties provide for re-
ciprocal exemption at the source of some forms of investment income, such as
dividends, interest and royalties. The convention with the Philippines is confined
in this respect to a provision dealing with interest received by the Government
of one of the contracting states, or a wholly owned instrumentality, from sources
within the other state. In such cases, the interest is exempt from tax at the
BOUrCe,

As a general proposition, the Philippine Government did not favor incorporat-
ing any provisions in the treaty which would reduce the revenue currently de-
rived by the Philippines from taxes on investment income flowing to U.8. resi-
dents, The general U.S. attitude with respect to investment income was that the
Philippines should consider reducing its taxes on investment income in those
cises where the amount of Philippine tax was in excess of the tax that would be
imposed in the United States on the same income. In other words, we sought ad-
Justments in Philippine tax so as to eliminate excess foreign tax credits to the
extent that they occurred. Such adjustments would, in our view, have improved
the tax climate in the Philippines for investment from the United States. Since
the Philippines did not feel able to make such adjustments in view of their budg-
etary problems, we on our side did not include other provisions in the convention
which, in our opinion, would have helped to promote U.S. investment in the
Philippines, T have reference here primarily to the investment credit with which
this Committee is familiar.

Tar-exempt Transfers

The Philippines did incorporate a provision which should facilitate investment
under which it grants tax exemption to the gain that might be said to acerue to
an American firm which transfers property to a Philippine corporation in ex-
change for stock. Following the transfer, the American firm, together with any
other persons making similar transfers, must own at least 80 percent of the voting
stock of the transferee corporation. A similar exemption is already provided for
under our internal law but a transaction of this type would be subject to tax in
the Philippines, The treaty eliminates this tax.

Income from Personal Services

The convention contains the customary articles dealing with personal service
income earned by persons who are resident in one country and go to the other for
limited periods of time. An individual who is a resident of one contracting state
and temporarily goes to the other to perform personal services will be exempt
from tax in the latter state if he is present there for less than 90 days and his
earnings do not exceed $3,000. This rule is subject to some other qualifications
and corresponds to a provision in our Internal Revenue Code. Teachers who are
residents of one country and go to the other at the invitation of a university or
other aceredited educational institution to teach or engage in research will be
exempt from income tax in the host country for a period up to two years.

The convention also containg provisions designed to promote the movement of
students and trainees between the two countries. Thus, a resident of one state
who goes to the other for the primary purpose of study or to secure training
necessary to qualify him in the practice of a profession or to do research as the
recipient of a grant will be exempt from tax in the host state with respect to
gifts from abroad, a grant, allowance, or award. as well as income from personal
services performed in the host country provided the amonnt of income thus earned
does not exceed $2,000 a year. In the case of a person who must secure specialized
training to qualify for the practice of a profession, such as a physician for ex-
ample, he may earn up to $5,000 a year.

Charitable Contritutions

The convention also provides that the United States will allow a deduction
to its citizens and residents for charitable contributions made to nonprofit insti-
tutions organized in the Philippines, provided those contributions are used within
the Philippines and provided that the organization qualifies as a tax-exe
organization under the United States Internal Revenue Code. The organization
must also be exempt from tax in the Philippines. The amounts which may be
deducted are limited in the same way as if the contribution were made to a
United States charitable institution.

Effective Date and Administrative Provisions

As in other conventions, the treaty with the Philippines will become effective
on January 1 of the year following exchange of instruments of ratification. The
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convention will remain in effect indefinitely but may be terminated afer five
years.

There are, finally, the usual admnistrative cooperation provisions such as those
dealing with exchanges of information and assistance in collection in cases
where persons erroneously obtained an exemption granted by the treaty.

I should like now to revert to the matter of the permanent establishment
which 1 mentioned earlier. On the oceasion of the hearing held on the income
tax convention with Thailand, a representative of the United States Steel Corpo-
ration, Mr. Hearne, appeared and expressed concern about some aspects of the
definition of a permanent establishment contained in the Thai treaty. The
language he found troublesome was identical to that contained in the Philippine
treaty. As a result of these comments, we met with Mr. Hearne to discuss his
interpretation of the treaty provisions. The outcome was a letter to Senator
Gore, Chairman of the Subcommittee which conducted the hearing, in which Mr.
Hearne indicated that in the light of our discussions and the principles intended
to be followed in our subsequent treaties, which I confirmed in a letter to him,
the objections which he had stated were eliminated. The discussions were in
terms of the Thai treaty, but in reality it was the provisions in the Philippine
treaty which were of interest to him. I should add that in our conversations
with Mr. Hearne, I indicated that the language which he considered to be trouble-
some wounld not be used as a precedent for other treaties, such as the treaty
with Brazil which was then under negotiation. In this regard, it should be noted
that the Brazilian income tax convention, which is pending before your Com-
mittee, does not contain the language which concerned Mr. Hearne.

I want to urge your Committee to take affirmative action on the pending
convention with the Philippines. I think it is a useful addition to the series of
income tax treaties that we have with many other countries in the world, and
is likely to contribute to better trade and investment relations between the
Philippines and the United States.

CONVENTION WITH FRANCE

The pending income tax convention with France is a completely revised ver-
sion of one of our earliest tax conventions which was signed in 1939 and took
effect on Janunary 1, 1945. That document was later modified three times to re-
flect changes in policy both in France and in the United States. The conven-
tion presently before you is essentially a new convention, embodying a compre-
hensive revision of many of the provisions included under the existing arrange-
ments and the introduction of some provisions not previously included, and re-
flects the fact that both parties to the agreement has introduced major tax
changes in the last decade. In France, a fiscal reform of 1959 substantially
altered the French income tax structure, particularly as it affects personal
income, and a 1965 law introduced a partial integration of the corporate and
personal income taxes so that part of the corporate tax is now treated in France
as a withholding tax on the income of the shareholders. Included in these re-
forms have been important changes in the taxes on the income derived from
France by nonresidents,

On our side the tax changes of 1962 and 1964 and the Foreign Investors Tax
Act of 1966 have to be taken into account in any treaty arrangements, In addi-
tion, the experience in developing an OECD draft model income tax convention
has provided new insights into the problems to be resolved in such conventions,
The pending convention with France is the first complete convention between
the United States and another OECD country since publication of the draft
model and reflects variations felt necessary by both parties to accommodate the
OECD provisions to the interaction of the two income tax systems.

Some of the changes introduced by the new treaty are more formal than sub-
stantive; for example, the names of taxes covered had to be changed, along
with the reference to Alaska and Hawaii as territories, and a new article has
been added providing for periodic exchanges of texts of statutes, regulations and
rilings on tax matters. Other modifications are intended to facilitate administra-
tion of the treaty. Since the accompanying techniecal memorandum touches on
each article of the convention, I will call your attention only to the more
significant changes to be found in the new convention; these affect the taxation
of investment income, business income and personal service income,




Imeestment Income
Dividends

As a result of a 1965 law, the French income tax structure has undergone
changes of wide dimensions, both internally and in their impact on international
Investment, The French corporate tax has been imposed at a 50 percent rate
for many years and until the 1965 change, had been applied in mueh the same
way as our corporate tax, In order to improve the domestie capital market and
generate interest in French securities, the French tax law was changed so that
one-half of the corporate tax is now regarded as having been paid on behalf of
the domestic shareholder in the company. This part of the corporate tax is
treated as if it were n withholding tax on the shareholder,

Consequently, resident shareholders in French companies inelude one-half the
corporiate tax in their gross income and receive a tax credit against their per-
sonal tax linbility equal to one-half of the tax paid by the corporation. If the
credit exeeeds the shareholder's tax liability he is entitled to a refund. This
tax credit is not available to nonresident shareholders nor is it granted to French
residents on dividends from foreign corporations, Under the new French system,
.S, shareholders are not any worse off, In absolute terms, than before its intro-
duction, but they are at a disadvantage relative to French shareholders, and it is
our expectation that in due course France will act to eliminate or mitigate this
relative disadvantage,

Meanwhile, France has agreed on the basig of reciprocity to lower to 5 percent
the withholding tax on dividends received by a U8, corporation from a French
corporation, of which it owns at least 10 percent of the shares, compared with
15 pereent in the present treaty and 25 percent under its statute. However, the
rate on portfolio dividends paid to nonresidents remains 15 percent as under
the existing treaty. The inflow of dividends to the United States from France
has been rising in recent years' and should be further stimulated by this reduc-
tion in French tax. The rate reduction will increase the inflow of dividends by
more than 11 percent even without any change in dividend policy, and the lower-
ing of the overall French tax liability on French source dividends will make
dividends remittances to the United States more attractive,

Intorest

The withholding tax rate on interest paid to nonresidents is limited by the
existing treaty to 15 percent, reciprocally; Under the new treaty it has been
reduced to 10 percent (except that interest on French bonds issued before
January 1, 1965 will be taxed at 12 percent ). The French statutory rate of with-
holding tax payable by nonresidents is 25 percent while the U8, statutory rate
is 30 percent,

Royaltics

The mutual withholding tax exemption of royalties flowing from one country
to another has been replaced in the new convention by a more limited provision.
Copyright royalties will continue to enjoy tax exemption at the source, buf a
o percent withholding tax will apply to other rovalties, This e npares with
statute rates of 24 percent of the net royalty in France, and 30 percent of
the gross royalty in the United States. The net royalty in Frauce is defined as
net of a presnmed expense deduction of 20 percent. Consequently, the effective
French tax rate is 19 percent of gross royalties. Although the rate reduction
on the Freneh side is smaller than on the U.S, side, the benefit of this provision
is enjoyed principally by U.S. residents as the flow of industrial royalties is
substantially one-sided. It was on this ground that the French were insistent
upon terminating the existing exemption for such royalties.

Real Property Rentals

Article 5 of the new convention assures to U.S. residents who derive income
from real property loeated in France that they will be subjeet to French tax on
the net amount of such income, computed as for residents of France, rather than
i tax on the gross amount. A «imilar gnarantee applies to French residents with
."v::l property in the United States. This treatment of non-residents’ real property
ncome corresponds to the current law of both countrie :, but the treaty provides

HESTH * that it will not be subject to statutory change during the life of the
treaty.

' United States receipts of direct Investment dividends from France rose sharply in
!'.rlf_-[-iu. For 1% 66 the gross figures are: $30 million, 8§28 milllon, $50 milllon, and 852
minion. \ %
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Branch Profits

[n addition to corporate tax, foreign corporations operating in France through
a branch in that country are subject to an additional tax designed to compensate
for the inability of the French to colleet a withholding tax on dividends paid by
the foreign corporation out of the profits earned in France. The statutory base
for this branch tax is the entire amonunt of branch profits net of the corporate tax,
and the statutory rate is 25 percent, Since the corporate tax rate is 50 percent,
this combined statatory tax on branch profits is 62,5 percent. Under the existing
1.8, treaty, the tax base is reduced to three-fourths of the branch profits after
French corporate tax, so that the combined rate is reduced to 59 percent. Under
the new treaty, the base for this tax on French branches of U.8. corporations is
reduneed to two-thirds of the after-tax profits of the branch and the rate is reduced
to 15 percent. A distribution of two-thirds of after-tax profits approximutes the
rate of distribution typical of subsidiaries and thus brings into line the tax bhase
for the two types of business organization. In addition, the treaty specifies that
the French tax on eapitalization nl profits (droit d'apport majoré) no longer
applies to branches of 1.8, corporations, Since the French impose a tax on branch
profits in anticipation of their distribution as dividends, it was inconsistent to
impose, as well, a tax based on profits that were not distributed and the French
therefore agreed to give up the latter tax on U.8. branches,

On our side, the U.S. tax on dividends paid by a foreign corporation has been
restricted, so that instead of applying whenever the corporation derives 50 per-
cent of its gross income through a permanent establishment in the United States,
it will apply to a French corporation’s dividends only when S0 percent of the
i‘irl‘ihivl‘itlit'il H Ero=ss income was =o derived.

Business Profits

I'rofits derived from France by a U.8. eompany are taxable in France only if
attributable to a permanent establishment which the company maintains in

ance, and conversely for a French company deriving profits from the United

5. Although this has always been a fundamental postulate of income tax con-
ven lnm\ it has been refined from time to time as experience has been gained. The
new convention with Franee continnes to apply this principle, but it has been
modified along the lines of the definition of a permanent establishment worked
out in the OECD. The result is that an Ameriean firm would be able to engage in
a wider range of activities in France withont being considered to have a perma-
nent estnblishment there and consequently without becoming subject to French
tax., The treaty also contains a special rule under which an American firm that
insures French risks would not be regarded as having acquired a taxable s
in France if the insurance is secured through a broker or general commission
agent. Reinsurance preminms would not be taxable in any event.

The definition of profits in the new treaty no longer includes all income re-
ceived by a corporation which has a permanent establishment in the country in
question. To the extent that dividends, interest, royalties, eapital gains and real
property rentals are not “effectively connected” with such a permanent establish-
ment, they are not atributed to it and gualify instead under the special provisions
applicable to those items of income. This new approach is consistent with the
1966 Revenue Act. An important innovation in this respect is that film rentals
are considered to be commercial or industrial profits, rather than royalties, so
that a firm in one country receiving film rentals from the other will be subject
fo tax in the source country only if it has a permanent establishment there and
the film rentals are “effectively connected” with the permanent establishment.
Persanal Service Imeome

The tax treatment of income from personal services is one of the important
improvements introduced by the new convention. The distinetion in the present
treaty between those engaged in the practice of a liberal profession and em-
ployees has been replaced by a more precise distinetion between self-employed
persons and employees, to the significant benefit of self- employed persons nnlelmir
in one country who have occasion to perform services during a temporary stay
the other country. For example, a 1.8, consultant who performs S('l‘\‘ii‘l’s in
France during a visit there of not more than six months during any taxable year
will now he free of French income tax liability on the income earned for those
services. A doctor who treats a patient while in France, perhaps to attend a
convention, or on vacation, or to study firsthand a new medical technigue, will
not become liable to French income tax. (In both these eases, liability would at-
tach, however, if the person maintained a fixed place of business (fixed base)

1564 6—06% i
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in France for at least six months during the tax year,) These and similar cases
may now involve liability to tax, with the discouraging effect which resulis from
requiring temporary visitors to be familinr with and comply with foreign tax
laws,

Another specific sitnation which has been improved by the new convention is
the exchange of teachers, students and trainees. Under the present convention
a problem of interpretation arose with respect to teachers, who were considered
by the United States to be members of a “liberal profession’ while France con-
sidered them not to be engaged in a “liberal profession” becanse they were em-
ployees. Under the first interpretation a French resident could come to the United
States to teach for two years without incurring liability for U.8. income tax;
under the second he would be taxable in the United States as a consequence of
staying here more than six months in a taxable year. Eventually, the 1.8, posi-
tion was chosen as the preferable interpretation. The new convention sets out
the treatment of teachers in a separate article, specifying exemption in the host
country for a two-year period for teachers invited by an aceredited institution of
that country. The treatment of students is more generous under the proposed con-
vention than under the present one because the new rule permits them to earn
up to $2,000 a year free of U.8. tax liability. A new provision dealing with ap-
prentices permits residents of either country to earn up to $5,000 a year serving
apprenticeships in the other. In each case the benefit is allowed for a stay for a
limited time period.

A new article provides that social security payments shall be taxable only by
the paying state,

Nondiserimination

Another improvement in the new convention extends the present nondis-
crimination rule to all taxes imposed at all levels, not just national income taxes.
This expanded provision is included in the OECD draft and in all recent 1.8,
conventions.,

Effective Date

The new convention will enter into force one month after the exchange of
instruments of ratification and will remain in force until either state gives six
months' notice of termination before the end of any calendar vear after 1969,

I would like, finally, to mention Article 80 which deals with exchanges of
official information, In our recent treaties we have undertaken an obligation to
exchange with our treaty partner one another’s tax laws. Various arrangements
already exist for exchanges of information on treaties. Such excha nges will help
us keep abreast of developments in the field of domestic as well as international
tax policy and to ascertain the extent to which changes in laws or treaties affect
the operation and ohjectives of our tax treaties. This is a construetive and valn-
able type of cooperation.

As a corollary to such exchanges of information, the pending treaty also pro-
vides that the two signatories may make appropriate adjustments in the con-
vention if, by reason of changes in the taxation laws in either country, such
modifications in the convention appear neces=ary and are consistent with the
general principles incorporated in the convention. The concept of taxation laws
is intended to be construed broadly and to include not only changes in statutes
or their interpretation but also changes in tax treaties.

I can illustrate how this provision might be applied by reference to some of
our recent treaties. In our conventions with Germany and the United Kingdom,
authority has been given to the competent authorities of the two signatories to
reach agreement on a uniform allocation of income between related enterprises
and to give effect to such an agreement by adjusting taxes and making refunds
where appropriate. Refunds may be made even if the statute of limitations other-
wise bars them. Many of our other treaties empower the competent authorities to
reach agreement on allocations of income but they do not authorize a tax refund
if this involves an extension of the statutory period for refunds. Consequently, a
full measure of equity may not always be achieved. However. if these other
treaties contained the language of Article 30, the implementation of the agree-
ment on uniform allocation could then be effectuated. The effectuation would he
carried out by an exchange of diplomatic correspondence as is now used in exten-
sion of tax treaties to dependent territories. In several treaties there is a provi-
sion permitting an extension of their scope to the overseas territories of the other
country with soch modifications in the conventions as may be necessary. Suech
extensions and modifications are undertaken only after submission of the pro-
posed exchange of correspondence to this Committee,




23

In concluding my remarks on the French treaty, | want to emphasize that while
the proposed convention is an entirely new document, its newness consists largely
in the modernization of various provisions to reflect changes in the tax stems of
the two parties and developments in the concepts governing international tax
relationships. The treaty has benefitted from the continuing discussion between
ourselves and other countries of the issues and problems dealt with in such an
agreement, It is not a new convention in the context of our policy in other con-
ventions, For the most part this convention with France embodies the views
developed over the years and implemented in the various agreements we have
entered with other industrial countries. Recently most of these agreements have
been partial, designed to amend rather than to replace an existing convention. In
the French case the major revisions in French income taxes necessitated a
thorough redrafting. As a consequence the new convention with France will serve
as the reference guide in future negotiations with European countries, Thus, a
new convention with Belginm is necessary due to important recent changes in
Belgian tax law. Negotiations are also continuing with Portugal and Spain, The
French convention by virtue of its completeness and recent date will be a useful
standard for these negotiations, from which variations appropriate to accommo-
date the treaties to differing national tax structures can be made,

TrcuNicaL ExpraxarioN oF Prorosep UniTep States-France INncome Tax
ConveENTION—APRIL 30, 1968

ARTICLE 1. TAXES COVERED

This article designates the taxes of the respective States which are the subject
of the proposed convention. With respect to France, the taxes included are the
Tax on Income of Physical Persons and the Complementary Tax. Also specifically
included are any withholding tax, prepayment (precompte) or advance payment
with respect to such taxes. The proportional tax and the progressive tax have
been repealed and are not included in the taxes covered by the convention. Also
covered with respect to France are the Corporation tax and the tax on Stock
Exchange transactions.

With respeet to the United States; the taxes included are the United States
Federal income tax, including surtax, imposed by Subtitle A of the Internal
Revenue Code. The United States excess profits tax and the documentary taxes
on sales or transfers of shares of stock or bonds, both of which are no longer im-
posed, are eliminated from taxes covered by the proposed convention. However,
the convention applies to any documentary taxes on sales of shares or certificates
of stock or bonds which are subsequently enacted.

The convention also applies to taxes substantially similar to those taxes spee-
ified which are subsequently imposed in addition to, or in place of, the existing
income taxes. For purposes of Article 24 (Nondiserimination) the convention
applies to taxes of every kind which are, or may be, impoged by the respective
States, at the national, state, or local level.

ARTICLE 2. GENERAL DEFINITIONS

This article sets out definitions of certain of the basie terms used in the pro-
posed convention and provides that any undefined term shall, unless the context
otherwise requires, have the meaning which it has under the laws of the Con-
tracting State (hereinafter a reference to a State is to a Contracting State unless
otherwise specified) imposing the tax. Geographical France is extended to include
the overseas departments, #iz. Guadaloupe, Guyane, Martinique, and Reunion.
These departments are treated by France as part of Metropolitan Franee and in
general their tax systems are the same as that of France.

ARTICLE 3. FISCAL DOMICILE

This article sets forth rules for determining fiseal domicile or residence for
purposes of the proposed convention. Fiscal domicile or residence is important
beeause in general only a resident of one of the States may qualify for the benefits
of the convention. This article is patterned generally after the fiscal domicile
article of the model convention prepared by the Fiseal Committee of the Orga-
nization for Economic Cooperation and Development (hereinafter referred to as
the OECD model econvention or the OECD draft).

A resident of one of the States is a corporation of that State (as defined in
Article 2) or any person (other than a corporation) who is a resident of that
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State for purposes of its tax. However, in the euse of the United States, SO0
acting as & partner or a fiduciary is o resident only to the extent that the ome
derived by such person in that capacity is 1 as income of a resident. Under
United States law, the residen fa par p or trust is not relevant for tax
purposes sinee a partnership or tr 15 ordinarily not taxed as such. Under the
|un|!-u-|=i convention, inecome received by a partnership or trust will not qualify
for the benefits of the convention unless such income is subjeet to tax in the
United States. Thus, in effect, the status of income which is subject to tax only
in the hands of the parin or beneficinries will be determined by the residence
of such partners or beneficiaries, The provisgion is nonreciprocal beeause of the
absence of similar problems under Frer n!l law which, for example, subjects all
income of a French partnership to French tax.

An individual who is a resident of both States under the general rules emploved
by such States for determining residence will be deemed a resident of the State
in which he has his permanent home, his center of vital interests, or his habitual
ubode. If the issue is not settled by these tests, the competent authoritics will
settle the matter by mutual agreement. The order in which the tests are applied
has been altered from that found in the OECD model convention and a test of
nationality has been omitted.

A resoution of the issue of residence under this artiele will control for all
purposes of the convention including the savings clause of Article 22(4).

ARTICLE 4. P TANENT ESTABLISHMENT

This article defines the term “permanent establishment.” The existence of a
permanent establishment is, under the terms of the proposed convention, a pre-
requisite for one State to tax the industrial or commereial profits of a resident of
the other State. The concepl is also significant in determining the applicability
of other provisions of the convention, such as Articles 9 (Dividends), 10 (In-
terest), 11 ( Hu_\':il‘i‘--] and 12 (Capital Gains).

The definition of “permanent establishment” is a modernized version of the
definition found in the existing convention. The new definition is taken from the
OECD model convention except as noted below. As modified the term “permanent
establishment” means “a fixed place of business through which a resident of one
of the Contracting States engages in industrial or commereial activity.” Hlustra-
tions of the concept of a fixed place of business include a seat of management, g
braneh, an office, a factory, a workshop, a warchouse, a place of extraction of
natural resources, or a building site or construction or assembly project which
exists for more than 12 months. As a general rule, any fixed facility through which
industrial or commercial activity is conducted will be treated as a permanent
establishment unless it falls within one of the specifie exceptions deseribed be low,
It should be noted that this convention uses the term “‘seat of mur.u,:rlm-nr i
where the OECD model convention and p agree N][‘.ll'- to which the United
States is a party used the term “place of management’’: both terms are transla-
tions of the French term “un s v de direetion’ and is believed the translation
found in this convention is the more aceurate. Prior agreements in which the term
"|r|u1- of mllnulm':l" appears will be interpreted therefore as if the words
“seat of management” had been used.

Under the specific exee ptions a permanent establishment does not inelude

(1) Use of facilitic torage, til‘- s Ly, or de! Il.\u\ of goods or merchandise
belonging to the 1|<.-nif'ui,

(2) Maintenance of a stock of goods belonging to the resident for the
purpose of storage, display, or delivery, or for processing by another person;
or

(3) The maintenance for a fixed place of business for the purpose of fur-
nishing certain serviees to the resident, These services include !nn:h,p-' of
goods nnd collection of information. Also included are advert sing, the supply
of information, the conduet of seientific research, or any similar activities
which have a preparatory or auxiliary character.

These exceptions are camulative and a site or f; ility used solely for one or more
of these purposes will not be considered a permanent establishment under the
convention.

Notwithstanding the other provisions of this article, a person will be mnmu'm:-rl

a permanent establishment if he e e8 in business through an
other than our independent agent deseribed below, who has and regul: irly ex :
authority to conelude contracts in the nnme of such person unless the agent only
exercises such authority to purchase goods or merehandise. In addition, a permanent
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establishment will be considered to exist if an agent maintains substantial equip-
ment or machinery for a period of 12 months or more. This latter rule is not
ineluded in the OECD model convention but parallels the rule that a building site
or construction project which exists for more than 12 months is a permanent
establishment.

The proposed convention also provides that a resident of one State will not be
deemed to have a permanent establishment in the other State if such resident is
engaged in a trade or business in such other State through an independent agent
suich as a broker or general commission agent, if such agent is acting in the ordinary
course of its business. The determination of whether a resident of one State has a
permanent establishment in the other State is to be made without regard to any
control relationship between such resident and a resident of the other State or a
person which engages in industrial or commereial activity in that other State
{whether through a permanent establishment or otherwise).

An insurance company will have a permanent establishment in one State if the
company receives premiums from or insures risks in that State. The rule does not
apply if the business is condueted through an independent agent of the type de-
geribed in the preceding paragraph. Thisisa change from the existing convention
which provides that an insurance eompany of one State is considered as having a
permanent establishment in the other State as soon as such company receives
premiums or insuranee risks in the other State. A prineipal eonsequence of the
change is that the receipt of reinsurance premiums in respect of risks located in a
State will not in and of itself give rise to a permanent establishment in that State.
Moreaver, even if an insuranee company which is a resident of one State has a
permanent establishment in the other State, reinsurance premiums will not be
taken into account in determining taxable profits in the latter State. See the ex-
change of letters accompanying the proposed convention. The OECD model
convention does not expressly deal with the receipt of insurance premiums,

ARTICLE 5. INCOME FROM REAL PROPERTY

This article sets forth a souree rule for income from real property and provides
an eleetion to be taxed on a net basis with respect to such income. Thus, a resident
of one State may be subjected to tax in the other State on income from real
property and natural resource royalties if the property or natural 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 basis. The income referred to
in this article ineludes gain from the sale or exehange of property generating such
natural resource rovalties but does not include interest on mortgages and similar
instruments; the latter type of income is covered by Article 10 (Interest).

1 he existing convention eontains a similar provision. However, questions have
been raised as to the seope of the net basis election, that is, whether such eleetion
:1;J|AI'|1'.-'- llJ]!)‘ to income deseribed in this artiele or to all inecome I'J'm.-] SOrees
within the United States. The proposed convention elarifies the matter by speci-
fically providing that the eleetion is limited to the income deseribed in this article.
This change is applicable for taxable ye: beginning after January 1, 1967, and
is made without i:lt‘r'jll.llit'-.' 10 ]I(I:-'iliu!].\ taken by tax ayers or the ln!m_“l] Revenue
=i ce as to the correet [||1i'l'|‘r‘t'1:!iin:a of Arti 7 of the existing econvention.

I'his article sets forth the same general rule as it found in the OECD model
convention except that the mo« lel eonvention does not include a net basis eleetion.

ARTICLE 6. BUBINESS PROFITS

This article conforms to the rule contained in the existing convention that
industrial or commercial profits of a resident of one State are taxable in the other
State only to the extent sueh profits are attributable to a permanent establishment
located in such other State.

In determining the proper attribution of industrial or commereinl profits, the
permanent establishment 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. Expenses wherever ineurred which are reasonably connected with
profits attributable to the permanent establishment, ineluding exeeutive and
general administrative expenses, will be allowed as deductions by the State in
which the permanent establishment is located in eomputing the tax due to such
State,

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
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the account of such resident will not eause attribution of profits to such permanent
establishment. This rule, which has the effect of exempting such income from tax
in such State, conforms to existing United States statutory law. (See section
862(a)(6) of the Internal Revenue Code.)

The term “industrial or commereial profits” is defined by setting forth several
examples of activities which constitute the active conduct of a trade or business
including agricultural activities, the furnishing of personal services, the rental of
tangible personal property and insurance activities and rents and royalties from
motion picture films. The term also includes investment income but only if the
right or property giving rise to the income is effectively connected to a permanent
establishment. Income received by an individual as compensation for personal
services either as an employee or in an independent ecapacity is not treated as
industrial or commercial profits.

An exchange of letters accompanying the proposed convention records the
understanding that the notes, minutes, and arrangements relating to income taxes
which were entered into between the French Government and the United States
Government in connection with prior tax conventions and protocols are con-
sidered abrogated, including in particular those of 1955 relating to United States
motion picture companies. The motion picture companies will be taxed in ac-
cordance with French tax law and the rules of the proposed convention. However,
it is understood that the abrogation of the arrangements will not entail any
important tax consequences,

his article is substantially similar to the business profits article of the OECD
model convention exeept that the model convention does not contain a definition
of industrial and commercial profits.

ARTICLE 7. SBHIPPING AND AIR TRANSPORT

This article provides that, notwithstanding the rules of Article 6 concerning
industrial or commercial profits, a resident of one State will be exempt from tax
in the other State on income derived from the operation in international traffic
of ships or aireraft registered in the former State. This article does not contain the
provision of the existing convention exempting shipping profits from the business
license tax (patent). However, it was agreed in an exchange of letters accompanying
the proposed convention that the license tax levied in France on behalf of local
governments would not apply to United States airlines and shipping companies if
French airlines and shipping companies were not subject to State (as distinet
from Federal) income taxes in the United States.

ARTICLE 8. RELATED PERSONS

This provision eorresponds in purpose and scope to section 482 of the Internal
Revenue Code of 1954 and confirms the power of each government to reallocate
income in cases in which a resident of one State is related to a resident of the
other State if such related persons impose conditions between themselves which
are different from conditions which would be imposed between independent
persons, A lar provision is ineluded in the existing convention and in the
OECD model convention.

ARTICLE 9. DIVIDENDS

The existing convention provides that dividends derived from sourees within
one State by a resident of the other State not having a permanent establishment
in the former State will be subject to tax in the fomer State at a rate not in excess
uf 1._- e reent.

The proposed eonvention continues the 15-percent rate with respect to dividends
on porifolio investments but ¥ a maximum rate of 5 percent with respe
to intercorporate dividends i 1e recipient owns 10 percent or more of the st
of the paying corporation and, generally not more than 25 p it of the gross
income of the paying corporation consists of dividends and inte !

The proposed convention abandons the ‘‘foree of attraction” concept by
providing that the redueced rates of tax on dividends are ! only if the recipient
has a permenent establishment in the State of source and the sh th respe
to which the dividends are paid : fectively connected with such perman

establishment. In such a case, the dividends may be taxed as industrial and eom-
mercial profits under Article 6 of the proposed convention.

The elimination of the foree of attraction principle will mq uniform the rate
of tax levied on dividend income by a resident of one State from sources within
the other State unless such income is effectively connected to a permanent estab-
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lishment in the State of source. Income which is so effectively connected may be
taxed at the normal rates applicable to such income in the State of source. The
policy reflected in the abandonment of the foree of attraction prineiple is em-
bodied in the Foreign Investors Tax Act of 1966 and also in the recent revisions
of the German, Duteh, and United Kingdom conventions.

The proposed convention also sets forth a source rule under which dividends
paid by a corporation of one State are treated as from sources within that State
and dividends paid by any other corporation are treated as from sources outside
that State. However, dividends paid by a corporation foreign to the United States
are treated as from United States sources if, during the previous 3 years, the
corporation had a permanent establishment in the United States and more
than 80 percent of such corporation’s income was taxable to such permanent
establishment. This source rule conforms to United States statutory law except
that, under section 861 (a)(2) (B) of the Code if more than 50 percent of a foreign
corporation’s income is effectively connected with United States business, a
pro rata share of such corporation’s dividends are treated as from sources within
the United States. Thus, the United States ability to tax is more limited under
the convention source rule than under the statutory source rule.

In the absence of a convention, France withholds tax at a rate of 25 percent
on dividends paid to nonresidents of France. In the United States, the corre-
sponding rate is 30 percent. Under a recent revision of French internal law (Law
No. 65-566, July 12, 1965), a dividend paid by a French corporation to a share-
holder resident in France entitles the shareholder to a tax eredit (avoir fiscal)
equal to 50 percent of the dividend. The tax credit system is based on the as-
sumption that the profits from which the dividend was paid have borne corpora-
tion tax at the normal rate of 50 percent. In the event that dividends are paid from
profits which have been taxed at less than the normal 50-percent rate, French
law requires that the corporation pay to the French treasury a prepayment of
tax (precompte) equal to the amount of the tax credit (avoir fiscal) available to
the shareholder as a result of his dividend receipt less the corporate tax paid.
However, a shareholder not resident in France (for example, a sharcholder resident
in the United States) is not entitled to the tax credit. In view of these facts, the
proposed convention provides that in cases in which the prepayment (precompte)
is levied with respect to dividends paid by a French corporation to a United
States resident, such resident will be entitled to a refund of the prepayment.
[t is understood that, after agreement with the United States on this matter,
France unilaterally extended this relief to residents of all countries with which
France has tax conventions; this is an interim arrangement pending amendment
[\f 1[1“5{' conventions.

The_dividend article of the proposed convention is patterned generally after
the OECD model convenfion except as follows: With respect to qualification
for the 5-pereent intercorporate dividend rate, a 10-percent ownership require-
ment is substituted for the 25-pereent ownership requirement of the OECD draft.
The 10-percent rule conforms to the United States coneept of direet investment
especially as expressed in seetion 902 of the Internal Revenue Code. The proposed
convention also limits to 25 percent the amount of passive income which may be
derived by a corporation paying dividends which qualify for the intercorporate
dividend rate. This provision, which is included in most conventions to which
the United tes is a party but which is not found in the OECD draft, reflects
the policy that the reduced rate should not be made available to dividends paid
by eertain holding companies. Dividends and interest from 50 pereent or more
owned subsidiaries are not considered passive income. The OECD draft contains
a definition of the term “dividends” which has been omitted
convention and the proposed convention inel

ch is not found in the OECD draft.

om the IJI'lJlI:J.\rw}
s o source rule, deseribed above,

ARKTICLE 10, INTEREST

The existing convention pro es that interes lerived from soureces within
one State by a resident of the other St not having a permanent establishment
in the former State will be -"i]‘_-'"'\"- to tax in the former State at a rate not in execess
of 15 percent.

The i]-"”i""""l convention redueces the maximum rate of tax to 10 percent on
interest on bonds, notes, debentures, or anv other form of indebtedness from
sourees within one State and paid to a resident of the other State. A speeial rule
permits the French to tax interest on bonds issued before January 1, 1985, at ¢

i ol
maximum rate of 12 pereent.
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As noted above in conneetion with the dividend artiele, the proposed convéntion
abandons the force of attraction principle. Thus, the reduced rates of tax applicable
to interest apply unless the recipient has a permanent establishment in the State
of source and the indebtedness giving rise to the interest is effectively eonnected
to such permanent establishment. In such a ecase, the interest may be taxed as
industrial and commereial profits under Article 6.

Iiterest is defined generally as income from any kind of debt-claim or any
income treated as interest under the tax law of the State of source. In eases in
which excessive interest is paid by reason of a speeial relationship between the
payor and the recipient, the provisions of the interest article do not apply to the
excess part of the payments. Excess intérest payments may be taxed as dividends
under Article 9.

Interest is from sources within a State when the payor is that State, a political
subdivision, a local authority, or a resident of that State. However, if the payor
has a permanent establishment in the State of source in connection with which
the interest is paid or incurred and the interest is deducted in computing the profits
of such permanent establishment, such interest will he deemed to be from sources
within that State. The United States Internal Revenue Code also provides
generally that the residence of the pavor determines the sourece of interest income.
There is, however, an exception to this rule in the caze of foreien corporations
doing business in the United States. However, this exception is not exprossly
related to the existence of a permanent establishment in the United States or the
deductibility of the interest expense but rather on whether 50 percent or more of
the foreign corporation-payor’s gross income was effectively connected with its
United States business for the 3-year period preceding the vear of payvment of the
interest.

The proposed convention also provides that interest received by one of the States
or any wholly owned instrumentality of that State (which is not subject to inconie
tax by such State) is exempt from tax by the other State.

In the absence of a convention, France withholds tiax at a rate of 25 percent
paid to a nonresident not having a permanent establishment in France. If a non-
resident has a permanent establishment in Franee, interest attributable to snech
permanent establishment is not subject to withholding but is subject to tax in
France at the rates normally applicable to industrial and commercial profits.
The 25-percent withholding rate is a result of a recent revision of French law
(Law No. 65-997 of November 29, 1965, effective January 1, 1966). Before adop-
tion of the new law, interest was taxed at different rates depending on the natire
of the debt (in some cases interest was exempt from tax if paid to creditors not
resident in France).

The interest article of the proposed convention is substantially identical to
that found in the OECD model convention except that the OECD draft does not
contain an exemption for interest received by the governments of the two States,

ARTICLE 11. ROYALTIES

The exist'ng convention provides that industrial and artistic royalties derived
from sourees within one State by a resident of the other Btate not having a
permanent establishment in the former State are exempt from tax in the former
State.

The proposed convention continues the exemption for artistie, lit rv, and
scientific royalties but permits tax to be levied at a maxim rate of 5 ];--!'1"-||t
on other royalties. As defined in this article, the term royalties includes knowhow
and also gains from the sale or exchange of the intangible property but only if
payment is contingent on productivity, use, or disposition of the I’T"‘i"'T'i\': If
the payments are not contingent, the capital gains artiele applies. :

The provisions of this article do not apply if the recipient of a rovalty has a
permanent establishment in the Stafe of souree and the right or property giving
rise to the royalty is effectively connected to such permanent establishment. In
such case, the royalty may be taxed as indu il and commerecial profits under
Article 6. Thus, the force of attraction prineiple is also abandoned with respect
10 f'u“.‘::l]in—.

Royvalties paid for the use, or right to use, property (as defined in this article)
in a State (whether or not a contracting State) are treated as from sources within
that State. This source rule corresponds to that found in section 861(a)(4) of the
Internal Revenue Code.

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
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excess part of such payments. Excess royalty payments may be taxed as dividends
under Article 9.

In the absence of a convention, Franee withholds tax at a rate of 24 percent on
all royalties paid to a nonresident not having a permanent establishment in France.
The withholding tax is imposed on the net royalty after the allowance of a dedue-
tion for expenses (generally, the allowanee is equal to 20 percent of the gross
royalty). If a nonresident has a permanent establishment in France, royalties
attributable to such permanent establishment are not subject to withholding but
are subject to tax in Franee at the rates normally applieable to industrial and com-
mercial profits.

Royalties paid direetly to the inventor are exempt from turnover tax in ac-
cordance with the terms of an agreement (proces-verbal) dated August 4, 1955.
Since this agreement does not relate to income taxes, it is not considered terminated
by the exchange of letters accompanying the proposed convention and discussed
under Article 6 above.

This article is substantially identical to the royalties article of the OECD
model convention except that the OECD draft contains an exemption for royalties
whereas the proposed convention exempts only literary, artistic, and scientifie
royalties and provides for a reduced rate of 5 percent for other royalties. Moreover,
the exemption provided for royalties by the OECD draft would extend to film
royalties whereas much the same result is reached under the proposed convention
by treating such royalties as industrial and commercial profits under the proposed
convention, See the explanation of Article 6. The ()1']('.]]) draft does not contain a
source rule for royalties.

ARTICLE 12, CAPITAL GAINS

The existing convention provides that gains derived in one State from the
sale or exchange of stock, seeurities, or commodities by a resident of the other
State not having a permanent establishment in the former State are exempt
from tax in the former State.

The proposed convention broadens the exemption by extending the pref-
erential treatment to gain from the sale or exchange of any capital asset. How-
ever, the exemption does not apply if (1) the gain arises out of the sale or exchange
of property described in Article 5 (Income from real property) or of shares in
a real property cooperative or a corporation the principal assets of which are
real property; (2) the reecipient has a permanent establishment to which the
property giving rise to the gain is effectively connected; (3) the recipient is
an individual who maintains a fixed base to which the property giving rise to
the gain is effectively connected; or (4) the recipient is an individual present in
the State from which the gain is derived for a period or periods in excess of 183
days during the taxable year. Gains which are effectively connected to a permanent
establishment may be taxed as industrial and commereial profits under Article 6.
Gains on real property are subject to the provisions of Article 5 which permits
taxation of such gains by the State in which the real property is situated,

The French do not tax capital gains of individuals on the easual sale of non-
business assets, including real property. However, in 1963, in order to discourage
speculation in French real estate, a regime was adopted under which gains by
individuals (including nonresidents) from the sale of real property held less than
5 years are subject to tax at a 50-percent rate. In view of its purpose, the French
are not disposed to grant relief from this tax in double taxation conventions.
Business enterprises are subject to tax on gain from the sale of business assets
held for over two vears (long-term gain) at a rate of 10%,. On distribution of such
gains as dividends an additional 407, tax is payable. Other gains (short-term
gains) are taxable at the regular 509, rate which may be paid over a five vear
period.

Although different in form, this article produces the same result as the rapital
gains article of the OECD model convention with the exception that the proposed
convention adds the fixed base and 183-day rules as a qualification for exemption
of capital gains,

ARTICLE 13. BRANCH PROFITS

The existing convention provides that the French may impose a branch profits
tax on permanent establishments maintained by United States corporations in
France. Under French law the measure of the tax is the total after-tax profits
actually derived by such establishments and the rate of tax is 25 percent. Thus,
the effective rate of the branch profits tax is 12.5 percent of total profits, Under
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the present convention the base is lowered to three-fourth of after-tax profits, so
that the effective rate is Y percent of total pre-tax profits.

Under the proposed convention, the base on which the French branch profits
tax is imposed is limited to two-thirds of the profits after corporate tax of the
permanent establishment and the rate is limited to 15 percent. Thus, the effective
rate under the proposed convention is 10 percent of after-tax profits or 5 percent
of total (pre-tax) profits.

Under the existing convention, a question had arisen as to whether profits
realized by a French permanent establishment of a United States corporation
and incorporated into its capital were subject to a capitalization tax (droit d’apport
magjore). 'll'hc proposed convention makes clear that capitalization tax does not
apply in such a case.

‘he proposed convention also provides that the United States may tax divi-
dends paid by a French corporation to a person who is not a citizen, resident, or
corporation of the United States only if the French corporation has a permanent
establishment in the United States, and more than 80 percent of its income is
taxable to such permanent establishment, for the previous 3 years. This provision,
for which there is no counterpart in the existing convention, preserves the right
of the United States to tax dividends paid by a French corporation most of the
business of which is connected with the United States. This provision relaxes the
rule found in the Internal Revenue Code under which a nonresident alien is sub-
ject to United States tax on dividends received from a foreign corporation only
if more than 50 percent of such corporation’s income is connected with its United
States business for the previous 3 years. See section 861 of the Internal Revenue
Code.

The United States also reserves the right to impose its personal holding company
tax except in cases in which a French corporation is wholly owned by one or more
individual residents of France. The United States may not impose its accumulated
earnings tax on a French corporation unless such corporation is engaged in trade
or business in the United States through a permanent establishment at some time
during the taxable year. The limitations on the right of the United States to tax
in these cases are not substantially greater than those found in the Internal
Revenue Code.

ARTICLE 14. INDEPENDENT PERSONAL SERVICES

The existing convention distinguishes between income from the performance of
personal services and income from the exercise of a liberal profession. The latter
is taxable in the State of source if the professional activity is exercised there from a
fixed center. On the other hand, personal service income is exempt from tax in
the State of source only if the individual deriving such income is present in that
State for not more than 183 days and the services are performed for a resident or
corporation of, or a permanent establishment situated in, the other State.

The proposed convention discards the concept of liberal profession but substi-
tutes a distinetion between independent and dependent personal serviees. The
latter are discussed under Article 15. Generally income from independent activities
may not be taxed in the State in which such activities are exercised. However,
such income will be subjeet to tax in the State of source if the recipient is present
in, or maintains a fixed base in, that State for more than 183 days during the
taxable year.

Independent activities means all activities carried on for his own account
independently by a person who recieves the proceeds or bears the losses arising
from such aectivities. Commereial, industrial, or agricultural activities are not
considered independent activities, and the income therefrom is taxed as industrial
or commereial profits under Article 6.

This article produces the same result as the independent activities article of the
OECD model convention except that a 183-day rule is added as a qualification for
exemption of personal service income in the State of source.

ARTICLE 15. DEPENDENT PERSONAL SERVICES

Generally, income from labor or personal services may be taxed in the State
in which such labor or personal services are performed. However, such income
will be exempt from tax in the State of source if the recipient (1) is present in
such State for not more than 183 days, (2) the remuneration is paid by an em-
ployer who is not a resident of such State, and (3) the remuneration is not borne
by a permanent establishment which the employer has in such State. Thus, the
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rule applicable to labor or personal service income is the same as that contained
in the existing convention except for two restrictions. First, for example, income
from serviees performed in France for a United States permanent establishment
of a French corporation will no longer be exempt from tax in France, and second,
the requirement that the burden of the compensation must not be borne by a
permanent establishment of the State of source has been added.

The proposed convention also adds a rule that income from personal services
performed aboard ships or aireraft registered in one State and operated by a
resident of that State will not be taxed in the other State so long as such serviees
are rendered by a member of the regular complement of the ship or aireraft.

This article of the proposed convention is substantially identical to the OECD
model convention except that, in case of services rendered aboard ships or air-
craft, the concept of registration and operation has been substituted for effective
management. See also Article 7 (Shipping and air transport).

ARTICLE 16. GOVERNMENTAL FUNCTIONS

The existing convention exempts compensation, ineluding pensions, paid by
one State or a political subdivision thereof to individuals residing in the other
State (other than citizens of such other State).

The proposed convention continues the exemption but adds a specification
that the compensation be paid in conneetion with the discharge of functions
of a governmental nature by a national of the State making payment. Compensa-
tion paid in connection with industrial or commercial aetivity carried on by a
State or its political subdivision is treated the same as compensation paid by a
private employer; the provisions of Articles 15 (Dependent personal services),
19 (Private pensions and annuities), and 20 (Social security payments) apply.

The proposed convention also adds a special rule dealing with compensation
paid in the discharge of governmental functions to an individual who is a national
of both States. The savings clause (Article 22(4)) applies to such individual but
such compensation will be treated as income from sources within the State making
such payvments. In general, this clause establishes the rule that the government
paying compensation to its nationals has the primary right to tax such compensa-
tion even if the reeipient is also a national of the other State. Moreover, by reason
of the above-deseribed source rule, a qualifying recipient will be allowed a foreign
tax credit against the tax imposed by the State of source.

This article of the proposed convention is identical to the OECD model eon-
vention except for the addition of the requirement that the recipient of exempt
compensation be a national of the State making payment and the addition of a
speeial rule dealing with dual nationality.

ARTICLE 17. TEACHERS

The existing convention does not eontain a separate article dealing with
teachers. The United States treated members of the academic profession as being
engaged in a liberal profession and exempt from tax in the United States unless
they maintained a fixed center in the United States. The French, however, took
the position that no employee could be considered a member of a liberal profession.
Sinee most teachers are employed by edueational institutions, this position had
the effect of denying the benefits of the convention to teachers. In order to assure
reciprocity, on March 23, 1964, the United States altered its interpretation of the
liberal profession article to conform to the French position and French teachers
visiting the United States beeame subject to tax (Revenue luling 64-92, C.B.
1964-1 (Part 1), 599). This result was unacceptable to the French who suggested
that, with respect to teachers, both countries adopt the interpretation formerly
held by the United States. See the exchange of letters accompanying the proposed
convention. On November 28, 1966, the Internal Revenue Service published a
ruling, effective as of March 23, 1964, that reinstated the former interpretation
with respect to teachers.

As noted above, the proposed convention diseards the concept of liberal pro-
fession. Visiting teachers are treated in a separate article which provides a reeipro-
eal exemption from tax for personal service income from teaching or research.
Such exception applies if the teacher is invited by the Government, a university,
or other aceredited edueational institution to teach or engage in research activities,
or both, at a university, or other accredited educational institution, However, the
exemption does not apply to income from research undertaken not in the publie
interest but primarily for the private benefit of a specific person or persons, If the




32

visit exceeds a period of 2 years, the exemption applies to the income received by
the visiting teacher before the expiration of such 2-year period.
The OECD model convention does not eontain a separate article dealing with
teachers.
ARTICLE 18. STUDENTS AND TRAINEES

Under the existing convention remittances received from within one State by
students of such State residing in the other State for the purpose of study are
exempt from tax by the latter State. The OECD model convention includes a
similar provision.

The proposed convention expands the exemption available to students by pro-
viding that a resident of one State visiting the other State for the purpose of study-
ing at a university or other accredited institution, securing training for qualification
in a profession, or studying or doing research as a recipient of a grant, allowance,
or award, is exempt from tax in the host State on:

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

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

(3) Income from personal services performed in the host State not in excess
of $2,000 (or its equivalent in franes) for any taxable vear.

These exemptions continue for such period of time as may be reasonably or
customarily required to effectuate the purpose of his vigit but in no event may an
individual have the benefit of this article and Article 17 (Teachers) for more than
a combined total of 5 taxable years.

Furthermore, a resident of one State, employed by or under contract with a
resident of that State, who visits the other State for the purpose of studying or
acquiring technieal, professional, or business experience in exempt from tax in
the host State on income not in excess of $5,000 (or its equivalent in franes) from
personal services rendered in such State. In order to qualify for the exemption,
the visiting individual must study at a university or aceredited edueational
institution in the host State, or receive his experience from a person other than
his employer or contractor or a 50-percent or more owned subsidiary of his em-
ployer or contractor.

ARTICLE 19. PRIVATE PENSIONS AND ANNUITIES

The existing convention provides that private pensions and annuities derived
from sources within one State by an individual resident of the other State are
exempt from tax by the former State.

The proposed convention continues the existing rule by providing that pensions
and other similar remuneration paid in consideration of past employment and
annuities received by a resident of a State will be taxable only in that State.
However, pensions arising out of the performance of governmental funetions are
taxable by the State making payment when paid to a national of that State.
The proposed convention also provides that alimony paid to a resident of a State
will be taxable only in that State.

The term “annuities’ is defined as a stated sum paid periodically, under an
obligation to make payments in return for consideration (other than services
rendered) and “pensions” is defined as periodic payments made after retirement
in consideration for, or as compensation for injuries received in connection with,
past employment.

The effect of this provision is the same as that of the OECD model convention,

ARTICLE 20. SOCIAL SECURITY PAYMENTS

This article provides that social security payments paid by one State to an
individual who is a resident of the other Contracting State will be taxed, if at all,
by the payor State. Neither the existing convention nor the OECD model con-
vention contains a comparable provision.

ARTICLE 21. RULES APPLICABLE TO PERSONAL INCOME ARTICLES

This article extends the benefits of the personal services income articles (Arti-
cles 14 through 18) to reimbursed travel expenses. However, such reimbursed
expenses will not be taken into account in computing the maximum amount of
exemptions specified in Article 18 (Students and trainees). If an individual quali-
fies for the benefits of more than one of the provisions of Articles 14 through 18,
he may choose the provision most favorable to him, but he may not elaim the
benefits of more than one article in any one taxable vear.
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ARTICLE 22, GENERAL RULES OF TAXATION

The general rules of taxation applicable under the proposed convention are
as follows:

Any income from sourees within a State to which the convention is not expressly
applicable will be taxable by that State in aceordance with its own law, For
example, beeause income from prizes or awards is not covered by the convention,
sueh income will be taxed in accordance with the internal law of the State from
which such income is derived. The existing convention does not contain an express
statement of this general rule. The OECD model convention differs with respect
to this provision and instead provides that income of a resident which is not
expressly mentioned will be taxable only in the State of residenee., Thus, the
OECD draft limits jurisdietion to tax such income to the State of residence of
the recipient whereas the proposed convention permits the State of source to
tax such income.

Another general rule of taxation is that a resident of one State may be taxed
by the other State only on (1) industrial or commercial profits attributable to a
permanent establishment located in that other State, and (2) other income sources
within that other State, subject to the limitations of the convention. The juris-
dictional rules of the proposed convention parallel those set forth in section 872(a)
of the Code, relating to nonresident alien individuals, and section 882 (b), relat-
ing to foreign corporations engaged in trade or business in the United States, as
amended by the Foreign Investors Tax Act of 1966. The OECD draft does not
contain a comparable provision.

Under the existing convention, as applied by the United States using the
prineiple of the foree of attraction, all income of a resident of France having a
permanent establishment in the United States was attributed to the permanent
establishment and subject to tax at ordinary rates. As a result of the changes in
United States statutory law made by the Foreign Investors Tax Act of 1966
investment income from sources within the United States ceased to be taxed at
ordinary rates but is subject to withholding tax at the statutory 30-percent rate or,
if applicable, the reduced rates of tax provided in the convention. The effect of the
proposed convention is to conform the treaty to the principles introduced into our
statutory law by that Aect.

The proposed convention also continues the general rule of taxation that the
convention does not affeet in any manner any exclusion, exemption, deduction,
eredit, or other allowanece now or hereafter accorded by the laws of a State in the
determination of tax imposed by that State, or by any other agrecment between
the States. Even though the OECD model convention does not contain o com-
parable provision, this rule reflects the well-established principle that the eonven-
tion will not have the effeet of increasing the tax burden on residents of the
signatory countries, This rule represents the position of the United States under all
conventions to which it is a party. It is understood that, under French law, when
an income tax convention recognizes the right of France to establish a tax which
is not levied pursuant to French laws, the provisions of the convention may take
precedence over French internal law. However, it is also understood that it is not
ihe intent of the French Government to levy taxes on residents of the United
States or France which would not have been levied in the absence of the proposed
convention. This understanding is set forth in an exchange of letters accompanying
the proposed convention.

The proposed convention also contains the tradit ional savings clause under
which the United States reserves the right to tax its citizens and residents as if
the convention had not come into effect. However, the savings clause does not
apply in several eases in which its application would contravene the policies reflected
in the convention. Thus, the savings clause does not affect the benefits relating to
social security payments, relief from double taxation, or nondiserimination.
Morcover, the savings clause will not deny the benefits of the convention to
teachers or students (or the benefits arising under Article 21 from the rules
:n;n]!liuuhlv to the personal service articles) unless such persons are citizens of the
United States or have immigrant status in the United States.

With respect to Articles 16 (Governmental functions) and 21 (Rules applicable
thereto), the proposed convention contains a rule, not found in any other con-
vention to which the United States is a party, that the savings clause will not
operate to deny the benefits of those articles to (1) an individual who is not a
citizen of the United States and does not have immigrant status in the United
States, or (2) an individual who has immigrant status in the United States but
has elected to elaim the benefits of Articles 16 and 21 and has agreed that the
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time during which those benefits are available to him will not be counted as a
period of residence or presence for purposes of naturalization under the immigra-
tion and nationality laws of the United States, The purpose of this provision is to
accommodate certain French eitizens who are employed by the French government
in the United States and who are present in the United States on immigrant visas.
The prineipal reason for denying the benefits of the governmental functions
article to persons having immigrant status is that it is deemed inappropriate for
persons to obtain benefits generally limited to foreign nationals while, at the same
time, acquiring the right to become naturalized citizens of the United States.
See section 247 (b) of the Immigration and Nationality Aet (8 U.S.C. 1257 (b)).
Under these circumstances, the waiver of the latter right eliminates the policy
objections to granting French eitizens the benefits of the governmental funetions
article,

The savings clause is nonreciprocal in form principally because the French
impose tax on the basis of residence rather than citizenship, However, the French
have reserved the right to tax the personal service income of public entertainers
which is derived from sources within the United States, even though such income
might otherwise be exempt from French tax under Article 14 or 15. The French
will, of course, allow a credit for the United States tax imposed on such income
under the provisions of Article 23,

Any transaction in stock, securities, or commodities which originates in one
State and is executed through a stock or commodities exchange in the other
State will be exempt (as under the existing convention) from any stamp or similar
tax in such other State. The effect of this provision is that transactions originating
in the United States will continue to be exempt from the French tax on stock
exchange transactions. As previously noted under Article 1 (Taxes covered), the
analogous tax imposed by the United States, the documentary stamp tax, has
been repealed.

ARTICLE 23. RELIEF FROM DOUBLE TAXATION

Under the existing convention, the United States provides relief from double
taxation by allowing a credit for French tax in accordance with rules set forth in
section 131 of the Internal Revenue Code of 1939,

The proposed convention employs the same method of avoiding double taxation

in providing that eredit will be allowed for French tax paid but not in excess of the
portion of United States tax which net income from French sources bears to total
net income. No specifie reference is made to the Internal Revenue Code. The
effect of this omission is to make clear that modifications in United States law
after the effective date of the convention which concern the foreign tax credit
will not be barred by the proposed eredit article if such modifications do not con-
travene the general principles of the convention. It will be noted that the proposed
credit article employs a per-country limitation. However, this will not affect, the
right of United States taxpayers to elect the overall limitation under section 904
of the Internal Revenue Code. See Article 22 (3) of the proposed convention and
the accompanying explanation.

In the case of France, double taxation will generally be avoided by an exemp-
tion method. That is, income which is taxable in the United States by reason of
the convention will be exempt from French tax. However, in cases in which in-
come is taxable in both States, France will allow a resident of France a tax eredit
corresponding to the amount of tax levied in the United States but not in excess
of the amount of French tax levied on the income. The method of avoiding
double taxation employed by the French is the exemption-with-progression
system. Thus, even though income is exempt from, or subject to a reduced rate
of, French tax, such income may be taken into account in determining the effec-
tive rate of tax applicable to the total income taxable under French law.

Under the existing convention, the French may apply section 164 of the General
Tax Code to United States citizens residing in France. Under that provision, such
persons are taxed on either an amount equal to 5 times the rental value of their
abode or abodes in France or on their actual income from French sourees, which-
ever is greater. The French have agreed to surrender this right under the proposed
convention and to forego the imposition of tax aceording to an “imputed’ income
based on the rental value of the abode or abodes. Although the provision is
reciprocal in form, the United States has never imposed such a tax,

ARTICLE 24. NONDISCRIMINATION

The existing convention provides that citizens or corporations of one State will
not be subjected to more burdensome taxes in the other State than are imposed
on the citizens or corporations of such other State.
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The proposed convention substitutes a modernized nondiserimination article
which bans diserimination by one State against the citizens of the other State
or permanent establishments of residents or corporations of the other State.
However, the nondiscrimination article will not prevent a State from according
special treatment to its own residents on the basis of civil status or family re-
sponsibilities, Nor will the provision prevent the French from imposing a branch
profits tax, subject to the limitations of Article 13, and the United States from
imposing a comparable tax burden on the income of permanent establishments
maintained by residents of France in the United States. At present, the United
States does not impose a comparable tax burden such as, for example, a branch
profits tax.

As noted under Artiele 1 (Taxes Covered) the ban on diserimination extends to
all taxes without regard to subject matter and whether imposed at the national,
State, or loeal level.

This article is substantially similar to the nondiserimination article of the
OECD model convention except that the OECD draft includes a provision con-
cerning stateless persons which has been omitted from the proposed convention.
Moreover, the OECD draft article does not specifieally deal with branch profits
taxes.

ARTICLE 25, MUTUAL AGREEMENT PROCEDURE

This article modernizes the mutual agreement procedures found in the existing
convention by adopting the provisions of the recent amendments to our treaties
with the Netherlands, the United Kingdom, and the Federal Republic of Germany.
It provides for the administrative review of taxpayer claims. Thus, when n resi-
dent of one State considers that action of the other State has resulted, or will
possibly result, in taxation contrary to the provisions of the convention, such
resident may present his case to the competent authority of the State of which he
is a resident. This remedy is in addition to any remedy provided by the national
laws of cither State.

This article also contemplates that the competent authorities of the two States
will endeavor to settle by mutual agreement any difficulties or doubts arising as to
the application of the convention. Some particular areas with respect to which the
competent aunthorities may consult are the attribution of industrial and commer-
cial profits to a permanent establishment, the alloeation of income between a
resident and a related person under Article 8, and the determination of source of
particular items of income,

In implementing the provisions of this article, the eompetent anthorities may
communicate with each other direetly and meet together for an exchange of oral
opinions if such s meeting seems desirable.

In eases in which the competent authorities reach agreement with respeet to a
particular matter, taxes will be imposed and refunds or eredits allowed, in accord-
ance with such agreement, This provision permits the issuance of a eredit or refund
notwithstanding procedural barriers otherwise existing under a State's law, such
as the statute of limitations. Traditionally, tax conventions have eontained mutual
agreement procedures of the type deseribed above but in some cases such provi-
sions have not removed barriers, such as the statute of limitations or the finality
of previous assessments, which might preclude the implementation of any such
agreement.

The new provision will apply only where agreement has been reached between
the competent authorities but such provision will apply in the case of any agree-
ment after the convention goes into effect even though the agreement may con-
cern taxable years prior thereto. Similar provisions were included in protocols to
the German, Duteh, and British conventions which have been approved by the
Senate and ratified.

ARTICLE 26. EXCHANGE OF INFORMATION

This article provides for a system of administrative cooperation between the
competent authorities of the two States and specifies conditions under which
information may be exchanged to facilitate the administration of the convention
and to prevent fraud and the avoidance of taxes to which the convention relates.

The mutual exchange of information called for by these provisions is presently
in effect in most of the conventions to which the United States is a party and is
substantially similar to the mutual agreement procedure contained in the existing
convention between the United States and France.
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ARTICLE 27. ASSISTANCE IN COLLECTION

This article provides for limited mutual assistance in the collection of taxes
and is substantially identical to the comparable provision of the existing con-
vention. The assistanee provided for will not be accorded with respect to citizens,
corporations, or other entities of the State from which assistance is requested.

Each State will assist the other in the collection of taxes to which the convention
relates and also interest, cost, and additions to such taxes and fines not being
of a penal character acecording to the laws of the State requested. Hence, revenue
elaims of a State which have been finally determined and the doecuments es-
tablishing such fact will be accepted for enforcement by the other State and
collected by that other State in accordance with the laws applicable to the en-
forcement and colleetion of its own taxes. In addition, the State to which appli-
cation is made will take such measures of conservancy (including measures with
respect to transfer of property of nonresident aliens) as are authorized by its
laws where the revenue claims presented to such State have not been finally
determined.

ARTICLE 2. DIPLOMATIC AND CONSULAR OFFICERS

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.

ARTICLE 2. TERRITORIAL EXTENSION

This article provides a method for extending the convention to overseas terri-
tories of the French Republie the taxes of which are substantially similar to the
taxes to which the convention applies. Provisions for the termination of any
such extensions are also specified.

Extension to overseas territories may be accomplished by the States through
an exchange of notes or in any manner in accordance with their constitutional
procedure. Such extension will take effect from the date and be subject to such
conditions contained therein,

The extension may be terminated with respect to any territory by one of the
States through written notice given to the other State at any time after the
expiration of a period of 1 year from the effective date of the extension. The
termination will take effect on or after the first of January following the date
of such notice. In addition, unless otherwise agreed by both States, the termina-
tion of the convention under Article 32 will also terminate the convention with
respect to any territory to which it was extended under this article.

ARTICLE 30, EXCHANGE OF OFFICIAL INFORMATION

This article specifically provides that the competent authority of each State
will advise the competent authority of the other State of any addition to or
amendment of tax laws which conecern the imposition of taxes which are the
subject of this convention. It is further provided that the competent authority
of each State will exchange the texts of all published material interpreting the
present convention under the laws of the respective States, whether in the form
of regulations, rulings, or judicial decisions.

In addition, it is provided that adjustment of some of the provisions of the
convention may be made without affecting its general principles by an exchange
of notes or in any other manner in accordance with the constitutional procedure
of the respective States. For example, if changes were made in the tax law of
one of the States which did not affect the general principles of the convention
but which nonetheless made appropriate an adjustment of the provisions of the
convention, such adjustment could be accomplished by an exchange of notes.

ARTICLE 31. ENTRY INTO FORCE

This article provides for the ratification of the proposed convention and for
the exchange of instruments of ratification. The convention will enter into force
one month after the date of exchange of such instruments. However, the pro-
visions of the convention will be effective:

In the case of France:

(1) As respeets withholding taxes, to any proceeds payable and transac-
tions completed on or after the date on which the convention enters into
foree;

(2) As respects other income taxes, to taxes which are levied for the assess-
ment year 1967; and
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(3) As respects the tax on stock exchange transactions, the date on which
the convention enters into foree.
In the case of United States:
(1) As respects the rate of withholding tax, to amounts received on or after
the date on which the convention enters into foree; and
(2) As respects other income taxes, to taxable years beginning on or after
January 1, 1967,
The entry into force of the proposed convention will terminate the Conventions of
July 25, 1939; October 18, 1946; and June 22, 1956, as well as the Protocol of
May 17, 1948. Moreover, as noted in an exchange of letters with respect to income
taxes accompanying the proposed convention, the entry into force of such con-
vention will also abrogate all notes, minutes, and arrangements relating to income
taxes entered into between the United States and France in connection with such
conventions or protocol. See, in particular, the explanation of Articles 6 (Business
Profits) and 11 (Royalties).

ARTICLE 32, TERMINATION

The convention will continue in effect indefinitely, but may be terminated by
either State at any time after the year 1969, A State secking to terminate the con-
vention must give notice at least 6 months before the end of the calendar year.

If the convention is terminated, such termination will be effective:

In the case of France: _

(1) As respects withholding taxes, on January 1 of the year following the
year in which notice is given; akd |

(2) As respeets other income taxes, for any year of assessment beginning
on or after January 1 of the year next following the year in which notice is
given; and ‘

(3) Asrespects the tax on stock exchange transactions, for any transactions
oceurring on or after January 1 of the year following the year in which notice
is given,

In the ease of the United States:

(1) As respects withholding taxes, on January 1 of the year following the
year in which notice is given;

(2) As respeets other income taxes, for any taxable year beginning on or
after January 1 of the year following the year in which notice is given; and

(3) As respects taxes referred to in paragraph (2) of Article 1, for any trans-
actions occurring on or after January 1 of the year following the year in which
notice is given.

TecunicaL ExprnanatioN or Prorosep UniTep Srares-Puainiprings INcoMme
Tax Convestion—ArprIiL 30, 1968

ARTICLE 1. TAXES COVERED

Article 1 designates the taxes of the respective States which are the subject of
the convention. Generally, the provisions of the convention concern only the
United States Federal income tax, ineluding surtax, imposed by Subtitle A of
the Internal Revenue Code (but not including the aceumulated profits tax or the
personal holding company tax) and the Philippine ineome tax imposed by Title 11
of the National Internal Revenue Code (but not including their accumulated
profits tax or their personal holding company tax). The convention also applies
to taxes substantially similar to those taxes specified which are subsequently
imposed in addition to, or in place of, the existing income taxes. For purposes of
the nondiserimination provisions of Article 6, however, the convention applies to
taxes of every kind which are, or may be, imposed by the respective States, whether
imposed at the national, state, or loeal level.

ARTICLE 2, GENERAL DEFINITIONS

This article sets out definitions of eertain of the basie terms used in the con-
vention and provides that any term not otherwise defined will, unless the context
requires otherwise, have the meaning which it has under the laws of the State
imposing the tax.
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ARTICLE 3. GENERAL RULES OF TAXATION

The general rules of taxation applicable under the convention are as follows:

(a) A resident or corporation of one of the States will be taxable by the other
State only on income derived from sources within that other State and only in
accordance with any limitations set forth in the convention. In determining the
source of income for this purpose, each State will apply the rules of source con-
tained in the laws of that State, except that rules on the source of income from
the performance and furnishing of personal services are set forth in Article 5.

(b) Income from sources within a State to which the provisions of the con-
vention are not expressly applicable will be taxed by such State in accordance
with its own law. Thus, for example, because prizes and awards are not expressly
covered by the convention, some income will be taxed by the State from which
such ineome is derived in accordance with the internal law of such State.

(¢) No provision of the convention will be construed so as to restrict in any
manner any exclusion, exemption, deduetion, credit, or other allowance presently
or subsequently accorded (1) by the laws of one of the States in determining the
tax imposed by that State or (2) by any other agreement between the two States
This provision reflects the policy of the United States under all conventions to
which it is a party.

(d) With specified exceptions, both States reserve the right to tax income of
their individual citizens or residents or domestic corporations as if the convention
had not come into effect. A “savings clause’” of this nature is a standard feature
of the income tax conventions to which the United States is a party and applies
in the case of an individual eitizen or resident or a corporation of the taxing
State even though such individual or corporation may also be considered a resi-
dent or corporation of the other State. The exceptions to this reservation of author-
ity preserve certain benefits allowed by each State which are specifically intended
to apply to persons who are individual citizens or residents or domestic corpora-
tions of that State. Thus, the “savings clause” does not apply to deny an individual
citizen or resident or a domestie corporation of a State the benefit of the tax credit
provisions of Article 4 or the nondiserimination provisions of Article 6. In the case
of the United States, the “savings clause” does not affect the right of an individual
citizen or resident or a domestic corporation to deduet charitable contributions
made to Philippine organizations pursuant to the terms of Article 18. In the case
of both States, the “‘savings clause” does not apply to deny the benefits of Article
14 (relating to visiting teachers), Article 15 (relating to visiting students or
trainees), Article 16 (relating to governmental payments), or Article 17 (relating
to rules of application concerning the previous Articles) to qualified individuals
unless such qualified individual is a citizen of, or has immigrant status in, the State
which is obligated to give the tax benefit.

ARTICLE 4. RELIEF FROM DOUBLE TAXATION

This article provides that each State will allow a tax eredit for the appropriate
amount of income taxes paid to the other State although the Philippines is required
to allow the eredit only to its residents and corporations. Both the United States
Internal Revenue Code and the Philippine National Internal Revenue Code
contain similar provisions allowing citizens, residents, and domestic corporations
(and, in the ease of the United States, nonresident alien individuals and foreign
corporations on income effectively connected with a trade or business in the
United States) a tax credit for foreign income taxes paid.

The amount of the eredit allowed by the United States is based upon the full
amount of income taxes paid to the Philippines and is computed under sections
901 through 906 of the Internal Revenue Code. In applying such sections of the
Code, the tax imposed by Title IT of the National Internal Revenue Code of the
Philippines, not including the tax on improperly accumulated earnings or the
personal holding company tax, will be considered to be an income tax.

Similarly, a resident or corporation of the Philippines will be allowed a credit
against the Philippine income tax imposed by Title II of the National Internal
Revenue Code (except the tax on improperly aceumulated earnings or the personal
holding company tax) for the appropriate amount of income taxes paid to the
United States. Such eredit is based on the full amount of the income fax paid by
such persons to the United States, and is to be computed under the provisions
of the National Internal Revenue Code. In applying those provisions, the United
States income tax, including surtax, imposed by subtitle A of the Internal Revenue
Code (other than the tax on improperly aceumulated earnings and the personal
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holding company tax) will be treated as an income tax and the similar credit
requirement of section 30(c)(3) of the Philippines National Internal Revenue
Code will be deemed satisfied with respect to taxes paid to the United States,

ARTICLE 5. SOURCE OF INCOME

This article provides that for purposes of Article 3 (relating to the general rules
of taxation) and Article 4 (relating to the allowance of a foreign tax credit) the
following rules of source apply to income from personal services. Income from the
performance of personal services (including private pensions and annuities paid in
respect of such services) or the furnishing of personal services will be treated as
income from sources within the State in which such services are performed. Income
earned by a member of the regular complement of a ship or aireraft from the per-
formance of personal services aboard a ship or aireraft operated by a resident or
corporation of the Philippines will be considered income from Philippine sources,
Income earned by such a person from the performance of personal services aboard
a ship or aircraft registered in the United States and operated by a resident or
corporation of the United States will be considered income from United States
sources,

tach State will apply its internal law in determining the source of other items of
income.

It should also be noted that the source rules do not extend the benefits of this
treaty to persons other than residents or corporations of the two States. Generally,
the rules are applicable only to residents or corporations of either State, and,
therefore, are not applicable in determining the source of personal services income
of residents of other States.

ARTICLE 6. NONDISCRIMINATION

This article provides that the United States and the Philippines will not dis-
eriminate in their taxes against their residents who are citizens of the other State
nor against permanent establishments within their jurisdiction owned by citizens
or corporations of the other State. This does not prevent either State from imposing
whatever tax it desires on citizens of the other State, resident within its border, so
long as the taxes imposed on such residents are no more burdensome than the taxes
imposed on resident citizens of the State imposing the tax. Furthermore, this article
does not require a State which grants personal allowances or deductions only to its
residents to grant such allowances or deductions to nonresidents who are citizens
of the other State.

A corporation of one State, the stock of which is completely or partly owned
by citizens or corporations of the other State, may not be subjected to more
burdensome taxes than a corporation owned wholly by citizens or corporations
of the former State.

The provisions of this article apply to state and loeal as well as national taxes.

ARTICLE 7. BUSINESS PROFITS

This article provides that a resident or corporation of one State will not be
subjeet to tax in the other State on industrial or eommercial profits derived from
sources within such other State unless such resident or corporation has a perma-
nent establishment, as defined in Article 8, in such other State. The term “in-
dustrial or commercial profits” is defined to mean income derived from the active
conduet of a trade or business, including profits from manufacturing, mercantile,
agricultural, fishing and mining activitics, and income from the furnishing of
personal services. Such term does not include income from the performance of
personal services by an individual, dividends, interest, royalties, income from the
rental of personal property, income from real property, insurance premiums, or
gains derived from the sale or exchange of capital assets.

Where a resident or corporation of one State is engaged in a trade or business
in the other State and maintains a permanent establishment in such other State,
such other State is to allow as deductions in computing the income subject to tax
all ordinary and necessary expenses, wherever incurred, which are allocable, to
the reasonable satisfaction of the competent authority of such other State, to
income from sources within that State. For purposes of this article no profits are
to be deemed to be derived from sources within a State merely by reason of the
purchase of goods or merchandise.

The general effect of this article is to réplace the engaged-in-trade-or-business
test with the permanent establishment test in both the United States and the
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Philippines in the process of determining whether industrial or commercial profits
(as defined in the convention) derived by nonresident alien individuals resident
in the other State and foreign corporations ereated or organized in the other State
are to be subject to tax.

ARTICLE 8. DEFINITION OF PERMANENT ESTABLISHMENT

This article defines the term “permanent establishment”. The existence of a
permanent establishment is, under the terms of the convention, a NeCEesSAry pre-
requisite to one State's authority to tax the industrial or commercial profits (as
defined in the convention) of a resident or corporation of the other State.

The term “permanent establishment” means “a fixed place of business through
which a resident or corporation of one of the Contracting States engages in trade
or business”. The convention illustrates the concept of a fixed place of business
with the following examples: a branch; an office; a store or other sales outlet R
workshop; a factory; a warehouse; a mine, quarry, or other place of extraction
of natural resources; or a building site, or construction or installation site, which
exists for more than 3 months. As a general rule, any fixed facility through which
business is condueted will be treated as a permanent establishment unless it falls
within one of the specific exceptions deseribed below,

The specific exception paragraph provides that a permanent establishment
does not include one or more of the following:

Subparagraph (a) provides that facilities used by a resident or corporation
of one State in the other State for the purpose of storing, displayving, or
delivering goods or merchandise belonging to such resident or corporation
will not constitute a permanent establishment. This permits a resident or
corporation of one State to own or lease storage facilities or facilities for the
display or delivery of its goods so long as the facilities are not used by the
resident or corporation for storing, displaying, or delivering goods of another
person.

Subparagraph (b) provides that the maintenance of a stock of goods or
merchandise does not constitute a permanent establishment so long as the
goods or merchandise belong to the resident or corporation of the other
State and are stocked for purposes of storage, display, delivery, or any com-
bination of those purposes. Thus, a resident or corporation of one State is
permitted to maintain in the other State a stock of goods, and also have
facilities for, storing, displaying, or delivering such goods without having
a permanent establishment in that other State.

Subparagraph (e) provides that the maintenance of a stock of goods or
merchandise in one State by a resident or corporation of the other State
will not be considered a permanent establishment of such person if the stock
of goods or merchandise is maintained for the purpose of being processed
by another person.

Subparagraph (d) provides that if a resident or corporation of one State
maintains a fixed place of business in the other State for the purpose of
purchasing goods or merchandise, and/or the collection of information, for
itself, the fixed place of business will not be considered a permanent estab-
lishment.

Subparagraph (e) provides that a resident or corporation of one State is
not to be considered to have a permanent establishment in the other State
if such person has a fixed place of business in such other State which is main-
tained for the purpose of advertising, for the supply of information, for
scientific research, or for similar activities which have a preparatory or
auxiliary character in the business of such person.

These exceptions are eumulative and, for example, a facility used solely for one,
several, or all of these purposes generally will not be considered a permanent,
establishment under the econvention.

A resident or corporation of one State is considered to have a permanent estab-
lishment in the other State if such resident or corporation engages in business in
the other State through an agent who either: (1) has authority to conclude con-
tracts in the name of his prineipal and regularly exercises that authority in the
other State, unless the exercise of the authority is limited to the purchase of goods
or merchandise; or (2) regularly seeures orders in the other State for the resident
or corporation; or (3) maintains in the other State a stock of goods or merchandise
belonging to his prineipal from which he regularly makes deliveries or fills orders,
However, these rules will not apply where a resident or corporation of one State
carries on its busindss in the other State through an agent who is a bona fide
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broker, general commission agent, forwarding agent, indentor, or other agent of
independent status aeting in the ordinary course of its business. For this purpose,
an agent who acts exclusively (or almost exelusively) for the resident or coprora-
tion or for that resident or corporation and any other person controlling, eon-
trolled by, or under common control with such resident or eorporation, will not
be considered to be an agent of independent status.

Whether a corporation of one State has a permaneént establishment in the
other State will be determined without regard to any control relationship between
it and any corporation organized or engaged in trade or business in the other
State. Therefore, a Philippine subsidiary of a United States corporation may be
considered an independent agent of the United States corporation and not its
permanent establishment if it otherwise qualifies s ‘an agent of independent
status acting in the ordinary course of its business,

A resident or ecorporation of one State iz deemed to have a pérmanent estah-
lishment in the other State if the resident or corporation provides the services
of public entertainers (referred to in Arficle 13(3)) in the latter State. Thus,
for example, a United States corporation or resident who employs, or otherwise
provides the services of, an entertainer and furnishes the services of that en-
tertainer in the Philippines will be considered to have a permanent establishment
in the Philippines.

If a resident or corporation of one State maintains a permanent establishment
in the other State at any time during the taxable year, the permanent estab-
lishment is considered to have existed for the entire taxable year.

ARTICLE 9. RELATED PERSONS

This provision corresponds in purpose and scope to section 482 of the Internal
Itevenue Code of 1954 and confirms the power of each government to reallocs
income in cases in which a resident of one State is related to a resident of the other
State if such related persons impose conditions between themselves which are
different from conditions which would be imposed between independent persons.

Article 19 provides for consultation between the competent authorities of the
two States for the purpose of effecting a uniform alloeation of income in accord-
anee with the purpose of this article,

ARTICLE 10. INTEREST

This article provides that interest received by the Government of one State,
including any agency or instrumentality wholly owned by such Government, is
to be exempt from tax in the other State. The convention does not otherwise
limit the tax which may be imposed by ecither State on interest derived from
sources within it.

ARTICLE 11. INCOME FROM REAL PROPERTY

This article provides that a resident or corporation of one State subject to tax
in the other State on income from the rental of buildings or from real property
which is improved with buildings, including gains derived from the sale or ex-
change of such property, or on royalties in respect of the operation of mines,
quarries, or other natural resources, may elect for any taxable year to compute
the tax on such income on a net bas A similar provision appears in many tax
conventions to which the United States is a party and, under the Foreign Investors
Tax Act of 1966, has been made part of United States internal law,

This article applies on a reciprocal basis and permits, for example, a resident
or corporation of the United States deriving income from the specified activities
in the Philippines to elect to be taxed on such income as though such resident
or corporation were engaged in business in the Philippines.

ARTICLE 12. GAINS UPON TRANSFERS TO CONTROLLED CORFPORATIONS

This article provides that a resident or corporation of one State will not recog-
nize anv taxable gain in the other State from & transaction involving the transfer
of i"'“]’l"”.\' to a corporation in exchange for steck in such corporation. In order
to gualify for this nonrecognition treatment, the resident or corporate isferor,
or r‘llll']: f, s ther with any other persons H'.:'Ikii;_j; gimilar transfers as part
of the same tra tion, must own immediately after sueh transaction stock in
the transferee corporation possessing at least 80 percent of the total combined
voting power of all classes of stock in such corporation and at least 80 percent
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of the total number of all other shares. In addition, where the transferee corpora-
tion is a Philippine corporation, the transferred property must be recorded on
the books of account of such corporation at a value not exceeding the value at
which such property was recorded on the books of account of the transferor. The
definition of the term “‘property’ for purposes of this article is to be made under
the laws of the respective States.

Article 12 is similar in purpose to section 351 of the U.S, Internal Revenue Code
which permits tax-free transfers to controlled corporations (including a controlled
foreign corporation if a prior ruling is obtained from the Internal Revenue Service.)

However, under Philippine tax law, if the transfers are considered to take place
in the Philippines, the gain is presently subject to Philippine tax. Thus, in the
absence of the Convention, while the incorporation of a Philippine branch of a
United States company could be accomplished tax free under United States tax
law, it is taxable in the Philippines. The combination of section 351 and Article
12 could eliminate both United States and Philippine tax in such cases,

ARTICLE 13. INCOME FROM PERSONAL SERVICES

This article provides that an individual resident of one State is e
by the other State with respect to income
such other State if—

(1) Such person is physically present in such other State for not more than 90
days, in the aggregate, during the taxable vear for which the exemption is elaimed ;

(2) Such income from personal services is not deductible in computing the
profits of a permanent establishment of a resident or corporation of the former
State subject to tax in the latter State:

(3) In the case of employment income, the services are rendered as an emplovee
of a resident or corporation of the former State: and

(4) The aggregate income received during the taxable vear does not exceed
$3,000 (or its equivalent in Philippine pesos).

For purposes of this provision the term*‘income from personal services” includes
employment income and income earned by an individual from the performance of
personal services in an independent capacity. Employment income, for purposes
of the test deseribed in (3) above, includes income from services preformed by
officers and directors of corporations. Income from personal serviees performed
by partners for third persons generally will be treated as income from the per-
formance of services in an independent eapacity but a salary or other fixed amount
paid by a partnershlp to an active partner, if similar payments are not made to
inactive partners, will be considered to be income from employment by the partner-
ship, and therefore subject to the test in (3) above,

In the case of visiting publie entertainers, such as musicians, actors, or pro-
fessional athletes, deriving personal services income from their activities in the
host State as such the host State may nevertheless tax such income if it exceods
$100 (or its equivalent in pesos) for each day the individual is present in the host
State (or the total amount of $3,000),

A special rule is also provided for income from personal services derived by
individuals who are employed on board ships or sircraft. In the ease of g ship or
aireraft operated by a Philippine resident or corporation, any individual employed
on such ship or aireraft as a member of the regular eomplement of such ship or
aircraft, is not subject to United States income tax on his income
ices rendered on such ship or aireraft unless he is a eitizen or resident of the
United States. In the ease of a ship or aireraft registered in the United States
and operated by a resident or corporation of the United States the income de-
rived from the performance of personal serviees thereon by anv individual who
is a member of the regular complement of such ship or aireraft will be exempt
from the Philippine income tax unless such individual is & eitizen or resident of
the Philippines. For example, a sailor working on a vessel operated by &
or corporation of the Philippines, who is a citizen and resident of S
exempt from United States tax
for his services as a sailor,

xempt from tax
from personal services performed in

from the serv-

1 resident
in, will be
with respeet to the compensation he receives

ARTICLE 14. TEACHERS

This artiele provides a reciprocal exemption from tax for !
income of visiting teachers. It applies only if the teacher is invits
ment, 4 university or other aceredited edueational institution
in research activities, or both, at a university or other acer

sonal service
d by the Govern-

dited edueational
institution. The exemption app mly to income received by the visiting teacher
as compensation for such teaching or research activities. If the visit exceeds a
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period of 2 years, this exemption applies only to the income received by the visit-
ing teacher before the expiration of such 2-year period.

ARTICLE 15. STUDENTS AND TRAINEES

This article provides that a resident of one State visiting the other State fof
the purpose of studying at a university or other aceredited educational institu
tion, securing training for qualification in a profession or professional specialty’
or studying or doing research as a recipient of a grant, allowance, or award (from
a governmental, religious, charitable, scientifie, literary, or educational orga-
nization) is exempt from tax in the host State on:

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

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

(3) Income from personal services performed in the host State not in excess of
$2,000 (or its equivalent in pesos) for any taxable year. This exemption is increased
to $5,000 (or its equivalent in pesos) if the student is training for qualification in
a medical profession or medical specialty, including any physician, medical
technologist, nurse, pharmacist or other persons under the Exchange Visitors
Program,

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

Furthermore, & resident of one State, employed by or under contract with a
resident or corporation of that State, who visits the other State for a period not in
excess of one year for the purpose of studying or acquiring technical, professional,
or business experience, is exempt from tax in such other State on income from per-
sonal services rendered there not in excess of $5,000 (or its equivalent in pesos).
In order to qualify for the exemption, the visiting individual must study at a
university or accredited educational institution in the host State, or receive his
experience from a person other than the resident or corporation by which he is
¢>!1:[Jl0_\'vci or under contract.

A resident of one State who visits the other State for a period not in excess of
one year as a participant in a program sponsored by the Government of the host
State for the primary purpose of training, research, or study shall be exempt from

tax in the host State on ineome not in excess of $10,000 (or its equivalent in pesos)
eceived for personal services performed in the host State in respect of such train-
ng, research, or study.

ARTICLE 18, GOVERNMENTAL BALARIES

This article exempts from tax in one State any wages, salaries, and similar
compensation, and pensions, annuities, or similar benefits if: (1) Such amounts
are paid by or directly out of public funds of, the other State or a political sub-
division thereof; (2) such amounts are paid to an individual who is a national of
such other State; (3) sueh amounts are paid for services rendered to such other
State or to any of its political subdivisions in the discharge of governmental fune-
tions; and (4) such individual is not a citizen of, or have immigrant status in, the
former State.

ARTICLE 17. RULES APPLICABLE TO PERSONAL BERVICE ARTICLES

This article provides that for purposes of determining the f
the exemption from tax relating to personal service income contained in Article 13
(inco from personal service), Article 14 (teachers), Article 15 (s id
trainees), and | de 16 (governmental salaries) reimbursed travel I
will be considered income from personal services but will not be tak
count in determining the maximum income exemptions in Article 13 and
an individual qualifies for the benefits of more than one of the pros s
Article 13, 14, or 15 he may choose the Inl‘n\i*ifm most favo le to him but

[ one taxable s

ARTICLE 18. DEDUCTION FOR CHARITABLE CONTRIBUTIONS

This article provides that a United States citizen, resident, or corp
luet for United States tax purposes contributions made to charit
ms in the Philippines if the following conditions are met:
(1) The Philippine organiz: v has qualified as a nonprofit
under seetion 27(e) of the National Internal Revenue C
Ilihl-:-'.
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(2) The contributions are used entirely within the Philippines; and
(3) The Philippine organization has qualified as a tax-exempt organization
under seetion 501 (¢)(3) of the Internal Revenue Code;
If these conditions are met, the contribution will be treated as a charitable
contribution as defined in seetion 170(¢) and will be deductible subjeet to the
limitations contained in section 170 of the Internal Revenue Code,

ARTICLE 19, CONSULTATION AND TAXPAYER CLAIMS

This article provides that the competent authorities of the two States are
authorized to: (1) Settle by mutual agreement all questions of interpretation or
application of the convention; (2) resolve any matters concerning tlie relation of
this convention to any convention concluded by either State with third coun-
tries: (3) consult on amendments to expand the present convention; (4) c¢onsult
with a view to reaching a fair and equitable apportionment of industrial or com-
mercial profits between a resident or corporation of one State and its permanent
establishment in the other State; and (5) consult on the matter of the proper
allocation of income between a resident or corporation and a related person as
provided in Article 9, including adoption of appropriate procedures for effectuating
any such apportionment or allocation agreed upon.

Vhen a citizen, resident, or corporation of one of the States considers that
the action of the other State has resulted, or will possibly result, in taxation
contrary to the provisions of the convention, such citizen, resident, or corpora-
tion may present his case to the competent authority of the State of which he is
a citizen, resident, or corporation. If the competent sathority considers the elaim
meritorious, it will attempt to come to an agreement with the competent auth-
ority of the other State with a view to avoidance of taxation contrary to the
terms of the convention.

ARTICLE 20, EXCHANGE OF INFORMATION
Article 20 provides for a system of administrative cooperation between the

competent authorities of the two States and specifies conditions under which
information may be exchanged to facilitate the administration of the convention.

Under this provision the competent authorities of the two States shall exchange
such information as is necessary for the carrying out of the convention and of
the domestic laws of the States concerning the taxes covered in the convention
insofar as the taxation thereunder ig in accordance with the convention. A similar
provision is included in most of the conventions to which the United States is
a party.

ARTICLE 21. ASSISTANCE IN COLLECTION

This article which corresponds to articles in our existing treaties, provides
that each State will assist the other in the collection of taxes imj d by such
other State to the extent necessary to insure that any exemption granted under
tlie convention by the other State will not be enjoyed by persons not entitled to
such benefits, However, ne o State is required to take measures at variance
with its administrative practice or which would be contrary to its sovereignty,
security, or public poliey. Nor is either State required to enforce the tax elaims
of the other or entertain suits on such elaims in its courts.

ARTICLE 22. EXCHANGE OF LEGAL INFORMATION

This article specifically provides that the competent authority of each State
will advise the competent authority of the other State of any addition to or amend-
ment of tax laws which concern the imposition of taxes which are the subjeet

conventic The text of any pertinent new statutes or amendments of
cisting statutes are to be exchanged at least once a year, It is further provided
that the competent anthority of each State will exehange the texts of all published
ial interpreting the present convention under the laws of the respective

wher in the forn gulations, rulings, or judicial decisions.

ARTICLE 23, EFFECTIVE DATES AND RATIFICATION

icle proy ides that the convention will be ratified and the instruments
ification exchanged at Manila ns soon as possible.
e convention will be effective for taxable years beginning on or Janua
vear immediately following the date of exchange of the instruments of
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ratification. After the convention comes into effest it will continue in effect
definitely. Either State may terminate the convention after the expiration of 5
vears from the date the convention first becomes offective but 6 months’ prior
notice of termination is required. If the convention is so terminated, it will cease
to he effective with respect to taxable vears beginning on or after the first dav
of January immediately followiig the expiration of the G-month notice period.

m-

The Ciiamrman. Senator Carlson, do you have any questions?

EXTENSION OF FRENCH TREATY

Senator Carrson. Just one thought on the last statement you made
about how you can extend these treaties to territories controlled or
owned by a nation such as France. This is done throngh diplomatic
channels, is that correct?

Mr. Svrrey. That is correct. That is an exchange of notes through
diplomatic channels.

Senator Caresox. I would assume that is all right.

Mr. Surrey. It has been going on for a great many years,

The Cratrarax. You mean it is applied to their possessions!

Mr, Surrey. Yes; possessions and the like. In other words, it may
become, as a particular possession may become industrialized or have
a great deal of activity. Those having activities in that possession
may desire that the treaty be extended to the possession of that treaty
country. We can then, by an exchange of notes between that country
and the United States make an appropriate extension. In the United
States that could occur from time to time also.

The Cramaran. Yes.

Senator Sparkman.

OBJECTIONS

Senator Sparkaan, Two very brief questions: Do you know of any
objections to any of these treat les?

Mr. Svrrey. T have had none presented to me, Senator. There were,
as my statement indicates, initially some problems that arose out of
the definition or the words of the permanent establishment clause with
the Philippines. This was 2 or 3 years ago, and I think in major part
it was a misunderstanding as to how we interpreted that clause, and
whether. in view of the difficulties of interpretation that did arise,
whether we would continue to use the language in future treaties.

We have not used the language in future treaties because of these
difficulties of interpretation, and it was correspondence on this point
between Senator Grore and those who had the problem, and T think I
could submit that correspondence for the record becanse I think it
would be helpful. (The correspondence referred to appears on
p. 62.) I think it clarifies the interpretation we had in mind, and 1
think it removes all problems with the Philippines.

With respect to France, I personally have heard no ohjections.
Quite the contrary, I think most organizations have written to us
urging as prompt a ratification as possible of the French treaty in
view of the reduction by France of its withholding rate from 15 to
5 percent,

That reduction is quite favorable to connect on with the repatriation
of earnings from French subsidiaries to the United States in the con-
text of our recent regulations with respect to direct investment abroad.




Those regulations put a stress upon increased repatriation. So in that
regard ratification of the treaty would be of assistance to American
corporations operating in France.

EFFECT OF TREATIES ON U.S. DOMESTIC TAXES

Senator Seargman. Do the provisions of either one of these conven-
ventions have any effect whatsoever on United States, State, or local
faxes?

Mr. Surrey. No, sir; they do not. They do not affect State or local
taxes,

Senator Searkarax. That is all, Mr. Chairman.

Mr. Surrey. Except for the nondiscrimination clause. The nondis-
crimination clause does apply—we do apply the nondiscrimination
clause, Insofar as the reduction of rates, state and local taxes are not
affected,

Senator SeargMax, That s all,

The Cramysax. Senator Pell,

Senator Perr. Thank you, Mr. Chairman.

Mr. Surrey, with regard to the French convention, I think it is ex-
cellent and 1 intend to support it. With regard to the Philippine one,
as I understand it, the investment tax eredit provision is not included.

Mr. Surrey. That is correct.

Senator Pere. Tintend to support that.

MSCLOSURE OF ASSETS—BRAZIL TREATY

I wounld like to revert for a moment to the Brazilian tax convention
and raise one question here which has not been raised before. I would
like your comment on it.

As you know, I have had reservations with regard to the investment
tax credit. The point I wanted to raise, 1||nn'r||. has come up in a
memorandum l}| at was sent to me by a New York banker. I would
like to read it into the record and then get your comment.

Latin Amerieans have always been afraid of tax treaties with the United States
which would disclose to their governmenis their assets in this country. In the
past, we have been able to assure them of banking secrecy as far as their gov-
ernments were concerned, However, this -u|11|1nr| now seems about to change.

Some time ago, I was told by a wealthy Brazilian eitizen, politically promi-
nent in that country, that a tax convention was being considered. 1 looked into it
and saw that the proposed Brazilian Tax Convention in its Article 25 provides
for an exchange of information between the contracting countries. I understand
the Letter of Submitial, in its reference to Article 235, simply states that this is a
customary exchange of information provision to prevent fraud or fiseal evasion.

Lately, I have received other gueries on this matter from citizens of other Latin
American countries who are afraid treaties with their countries will follow the
treaty with Brazil. All are unanimons in saying they will bave to move their
property to a country where there will be no risk of disclosure. The reason given,
which I can easily understand, is that a tax convention could quickly become an
effective political tool for oppression and confiscation of property.

I do not believe such a tax convention is in our best inter rest, since, as a rule,
only individuals who favor the U8, keep their property here. The reason these
individuals need secrecy for their property abroad is not to aveid the ne =ually
small taxes Latin countries assess their eitizens, but to make sure the w have a
source of income to fall back on either when they are forced to take political
positions against strong governments or dicts I.lf-T*-hIil‘- or as protection agninst
another Cuba. Such conventions have great merit, but they are definitely pre-
mature with Latin America. If the real concern of the Brazilian government is to
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prevent tax evasion, there are many measures it can take at home which will be
more effective. In short, 1 believe the present military government of Brazil
hopes to use this convention to threaten or silence some members of their op-
position and to foree support from influential individuals.

As suecessive governments In Latin America tend to oscillate like a pendulum
in their political ideologies, 1 think it wonld better serve this country’s interests
not to alienate individuals who, by being men of property, are our staunchest
friends,

Whether this convention will be approved or not is being closely watched by
many Latin Americans. If approved, the majority will have to move their property
elsewhere,

I recognize this memorandum overstates a certain viewpoint, but
it seems to me to be of particular merit at this time when we are wor-
ried about our balance of payments. I wondered if you had any com-
ments upon it,

EXCHANGE OF INFORMATION I8 TRADITIONAL

Mr. Surrey. Well, I think it certainly overstates the attitudes of a
foreign government. If that were the motivation of foreign govern-
ments they would be knocking on our doors for tax treaties. and I do
not find that. I find a very cauntious attitude with respect to entering
into tax treaties, and I think that general eautiousness is clearly con-
trary to the thrust of the whole letter. And of course the letter com-
pletely overlooks the real advantages of tax treaties to the countries
involved.

Now, the exchange of information is traditional in tax treaties, It
exists even with countries that, I suppose, have citizens who might
have the same concern, who would like to keep capital abroad.

[ think if you talk to the French, you would find it is one of the
problems that the French Government has always had. But we have
traditionally had an exchange of information with France, and no one
has ever complained about it.

We have an exchange of information elause with all treaty coun-
tries. The exchange of information is designed to facilitate the writi-
mate revenue activities of countries. In other words, we like to know
which of our American citizens have income abroad. Any government
would like to know that. It is proper and in the interests of avoiding
worldwide tax avoidance.

The exchange of information proceeds largely in a sense on an auto
matic basis, where the information is available.

In connection with the French treaty, we would automatically give
information to France on the payments leaving the United States to
French addressees, dividends, interest, royalties, and the like: we auto-
matically send them that information and they automatically send
that information to us, We do not supply such information on U.S.
citizens: just on money going to persons with a French address who
are not 1.8, eitizens.

Now, beyond that, if France wanted special information from us we
would want to know why they wanted special information. They
would have to give us the reason.

If the French or any government wonld say to us, “Will you please
give us the tax return of John Jones and tell us what is in his tax re-
turn,” we would say, “No,”

Senator Pev. T would hope so.
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Mr, Surrey. We would say, “Why are you interested in that tax
return "

Now, they may go on to say that John Jones has claimed that he has
paid a certain amount, or something of that nature, and, *What can
vou tell us about whether he has paid a certain amount.”

We are very careful. For most countries we get no more, I would say,
than two or three requests a year for that kind of information.

FOREIGN INVESTMENT IN THE UNITED STATES

(lould T just add a word on balance of payments? The United States
is not actively seeking investment from less developed countries in the
United States. We do not make it goal of national policy that Brazil-
ians invest in the United States, and you can well understand and
sympathize with our ]nmi{imy,

So that, consequently, even if, a treaty were to result in some
capital leaving from the I mtod States, that would be just one of the
by products of a regular policy, just as, when the Congress removed the
exemption from interest on bank deposits in the United States. The
Ways and Means Committee thought that there should be a rational
taxation of bank deposits and if that resulted in less deposits from
less developed countries, that was all right.

I think, in the nature of things, Senator, these provisions do not dis-
conrage any investments. You tend to find the investment gets chan-
neled to the United States, but it comes in a different way. It may come
throngh Switzerland rather than directly from a foreign country.

Senator Perr. But all things being equal, and agreeing with you
that we do not want to encourage Brazilians to invest in devel-
oped nations, if they are going to have their money outside of Brazil,
wo would just as soon it be in the United States as in Switzerland,
would we not ?

Mr. Surrey. Yes: but what T am saying is if it is in the United
States it may remain here by way of a third country.

For example, let me illustrate in another way, since you are inter-
ested in the point. We granted by treaty very favorable treatment to
income going to the Netherlands Antilles. The Netherlands Auntilles is
a tax haven country or was a tax haven country for the rest of the
world, and Latin Americans, people from other nations, who desired
to invest in the United States invested through the Netherlands An-
tilles because it was the cheapest way taxwise.

We had lowered our rates of tax to 15 percent for dividend income
going to a Netherlands Antilles address, There were Netherlands An-
tilles addresses but they were just nmm-m-l_t_sh(a- for investments in the
["nited States by Latin Americans and others through the Nether-
lands Antilles,

We thought that was improper and in a protocol with the Nether-
lands we said we will not provide onr lowered rates of tax, except to
people who are residents of the Netherlands or the Netherlands An-
tilles. There was a lot of talk that this would result in a great disin-
vestment in the United States and the like. The protocol was approved
and there was no disinvestment in the United States.
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BRAZILIAN FUNDS IN THE UNITED STATES

Senator Perr. T would like to eontinue more specifically on the point
I am raising with respect to article 25 of the Brazilian Tax Conven-
tion.

Do you have any estimate of the amount of Brazilian funds in the
United States, or 1f you cannot tell me now, will you supply that for
lll('. record ?

Mr. Sureey. I cannot estimate the amout of funds in the United
States if those Brazilian funds are held in Swiss banks,

Senator Pewr. I see, coming in through Switzerland ?

Mr. Surrey, My best estimate is that a large part may be so invested
and if so I eannot estimate that. All we would know is they are Swiss
addresses,

In other words, there are two questions. What do people want? Most
of all T think they would like to have their money in the United States.
You can earn a lot on investments in the United States, and you always
cannot earn it so well in the rest of the world. So, consequently, they
want their money in the United States for investment and safety, and
then they want secrecy, too. Both can be accomplished today.

We would not want to give them preferred rates of tax, and if they
openly have Brazilian addresses, we think that Brazil, as a country de-
siring to stabilize its revenue system, is entitled to information.

TAX CONVENTION WITH SWITZERLAND

Senator Prrr. We do not have any tax convention of this sort with
Switzerland and Liechtenstein ?

Mr. Surrey, We have with Switzerland, yes.

Senator Perr. With a provision for the exchange of information like
article 257

Mr. Svrrey. Yes. Now, the information might not be the most in-
formative. In other words, all we may know is that dividends have
been paid to such and such a Swiss bank.

Senator Perr. You mean a numbered Swiss account under inter-
national law, because under international law the convention would
prevail, and they would be obligated to furnish you this infermation ¢
Certainly not.

Mr. Surrey. Switzerland, if it pays income to an American addres-
see, we can get that information.

Senator Perr. What ?

Mr. Surrey. That is right. T will check that and make suve of it, but
that is my understanding.

Senator Prrn. Excuse me, would you repeat that so that I may
understand it?

Mr. Surrey. I think it would work this way : If a Swiss corporation
makes a direct payment to an American stockholder, we would gef
that information. If a payment of interest on a Swiss bond to an
American holder were made we would get that information. If there
were a payment of capital out of a Swiss bank account we would not
get that information. We would not get information on a payment of
income to a Swiss bank account.
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Senator Perr. Let me be, perhaps, more practical. If some securities
were held in the name of a numbered Swiss account, and they re-
ceived a dividend, would you receive that information?

Mr. Sureey. Not of a Swiss bank account, no, we could not.

Senator Pevr. That is the point I'm driving at. But under this kind
of a convention, if you had this kind of agreement with Switzerland.
vou would receive the information if you asked for it ?

Mr. Surrey. No. I do not think so, because the income payment has
been made to a Swiss numbered account. After that then it is a pay-
ment—in other words, let me put it this way : Let us suppose you have
an account with a U.S. bank, and you have asked that bank to act as
a custodian for you, and that U.S. bank has received dividends from
abroad.

Now, we get information that dividends have gone to the Chase
Manhattan Bank, if that is the account you use. The British would tell
us that, the Swiss would tell us that.

But what happens thereafter when that payment is made by Chase
to somebody else that is not a payment of income, that is just a pay-
ment out of the account.

EFFECT OF ARTICLE 25 OF BRAZIL TREATY

Senator Perr. Let me try to rephrase my question. If the Brazil
treaty is approved, what change in information procedures will come
into effect under article 25 from the viewpoint of the United States
vis-a-vis the Brazilian authorities?

Mr. Surrey. If payment is made by an American corporation to a

Brazilian address, and it is not to a U.S. eitizen, we would send that
information to Brazil the way we send it to any other country.

Senator Perr. But if the Ih(mlmu Government, under this treaty,
asked for information concerning (General So and So on what divi-
dends have gone into his account in a certain bank, wouldn't you,
under rhht:mt» be obligated to reply?

Mr. Surrey. No. We ]nulninl\ would not even know it. In other
words, let us assume that General So and So had a Swiss bank account.

Senator Pern. Noj; let’s say he has a regular account in, for instance,
the C"hase Manhattan Bank.

Mr. Surrey. Who is the addressee?

Senator Perr. The addressee is the Brazilian General.

Mr. Svrrey, If he has an account in his own name

Senator Prrr. In his own name in the Chase Manhattan Bank
that he stashed away in case the government changed abruptly. would
you have to report it ?

Mr. Surrey. Not if stashed away.

Senator Perr. No, but stashed away dividends coming in.

Mr. Surrey. If interest is paid.

Senator Prrr. Right : if interest or dividends are paid.

Mr. Svrrey. Yes; if interest or dividends are paid by the Chase
Banlk to a Brazilian address and it is not to a U.S. citizen.

Senator Pevr. I think this is like becoming a bit of an international
“Bie Brother,” 1s it not ?

Mr. Sureey. Well, let me give you the title of a tax convention.
All our conventions are approved by this committee. and the treaty
generally starts “A Convention between the United States of Amer-
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ica” and the foreign country “for the avoidance of double taxation
and the prevention of fiscal evasion.” This is one of the purposes of
all our conventions, whether or not all have the same title. The treaty
world works both ways. It says we shall, the two governments shall.
get together to relieve their citizens of double taxation and the two
governments shall get together to prevent fiscal evasion.

I think that is appropriate, so that I would say from the very
start of this whole thing these treaties have had this double-barreled
purpose, which has been recognized throughout.

Now, there are a great many benefits that flow from these treaties
to taxpayers who want to conduet their commercial relations, their
industrial relations, their business relations in other parts of the world.
and they get many benefits,

The counterpart is those who want to avoid the laws of their
countries do not get benefits,

Senator Perr. Thank you.

The Craman. Is there anything further on the French treaty
you wish to say ?

Mr. Surrey. I do not think so, Senator.

WITHHOLDING RATES UNDER FRENCH TREATY

The Cramman. I wanted to ask one question, although T do not
know that it is very significant. You said the treaty would reduce the
amount withheld by the French on a payment by a’ French subsidiary
of an American corporation. How does that compare to the withholding
of a payment by a French corporation to a private American stock-
holder? Supposing I own a share of stock in a French company, do
they withhold, and if so, how much ?

Mr. Surrey. Their normal withholding rate is 25 percent. Under
this treaty, and as under the past treaty, the rate is 15 percent.

The Cramaran. 15 percent. When a French subsidiary pays to an
American parent it is now reduced to 5 percent ?

Mr. Surrey. It is now reduced to 5. In all these treaties generally
you will find that in many cases the rate of tax between the parent
and subsidiary is lower than the so-called rate of tax on portfolio
investment.

The Cramaax. That is normal.

Mr. Surrey. Yes; that is normal.

There is still another tax to be paid when the American corporation
distributes to its shareholders.

RULES GOVERNING INSURANCE COMPANIES IN FRENCH TREATY

The Cramyan. There is one other question. There are special rules
for determining when an insurance company will be considered as
having a permanent establishment in a country. What are these rules
and who proposed their inclusion in the French treaty ?

Mr. Surrey. As I recall, the treaty with France deals with the diffi-
cult question of activities by American insurance companies reinsur-
ing French risks, and the treaty indicates that such American insur-
ance companies will not be subject to tax in France,

The Criamyan. Not be subject ?

Mr. Surrey. Not be subject.
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The Cramrarax. That is the purpose of it ?

Mr. Surrey. That is the purpose of it.

The Cramyan. And that was inspived by the American Govern-
ment ¢

Mr. Svrrey. It is a clause which we think is appropriate, and the
French, already having extended that clause in a treaty with another
country, we thought it appropriate to extend it to the U.S.. and the
French had no objections,

PROBLEMS WITH T.8. DOMESTIC TAXES

The Craamaan. T believe there have been problems with the French
regarding the taxing of French airlines or shipping companies by
individual states in the United States, is that correct? I think the
notes accompanying the treaty indicate that.

Mr. Svrrey. The French thought that there conceivably might be
problems in that regard.

The Crnamman. I thought there already had been. Haven't there
already been problems of that kind ?

Mr. Surrey. I am advised that as far as we know, we did not have
them, there may have been problems that arose at one time with some
other countries, but we do not recall those problems with the French.
The French delegation, maybe they had experienced some problems,
and they asked that the treaty extend directly to state and local taxes.

We had said that in most cases, most of our state and local govern-
ments really do not intend to extend their jurisdiction and, conse-
quently, the matter would be discussed if it ever did arise, and it was
unnecessary to put a direct limitation on the state and local govern-
ments within the treaty,

So that, consequently, T think, I suppose it would be fair to say, we
persuaded the French not to be overly concerned on that matter and
not to include a direct clause in the treaty.

The Cramyan. I see. So you are not worried about that ?

Mr. Sursey. Not so far yet. We do not have any particalar concern.

RATIFICATION OF TREATIES URGED

The Cramaan. Do you have anything else to say?

Mr. Surrey. No; except other than to urge that this treaty be rati-
fied as soon as possible, since having been ratified by the French Gov-
ernment, and since the treaty is in our interests, it would be helpful if
it could come into effect. In a rough sense we are losing a very small
amount of revenue, the longer it takes to ratify this treaty.

The Coamaran. Has the Philippine Treaty been ratified by the Phil-
ippines?

Mr. Surrey. No. I think they are in the same position as we are of
urging the ratification at this session of their legislature.

The Caamaax, 1 see,

Mr. Surrey. The President of the Philippines said he would do so.

The Cramaax, I see.

Thank you very much, Mr. Surrey.

The next witness is Mitchell B. Carroll of New York City.
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STATEMENT OF MITCHELL B. CARROLL, ATTORNEY AT LAW,
NEW YORK CITY

Mr. Carrorr. Mr. Chairman and Senator Sparkman, I am Mitchell
B. Carroll, an attorney in New York City. It has been very interesting
to me to hear Mr. Surrey speak about the treaty with France because
back in 1930 we had the negotiation of our first treaty with France,
and I happen to have been one of the negotiators. It is appropriate to
bring it up at the present time, not with regard to anything that
France is doing at the present time that is contrary to what has hap-
pened in the past, but because in this treaty with France there is a
clause that has apparently been used as a model in arriving at a ve-
ciprocal clause in the treaty with Brazil in which Senator Sparkman
is interested,

TAXING JURISDICTION

The reason I am bringing it up is becaunse, as we read the treaty with
Brazil, the United States 1s to share with the Brazilian Government
its jurisdietion in collecting taxes from dividends paid by American
corporations.

In other words, under the treaty with Brazil, if an American corpo-
ration has a permanent establishment in Brazil, and derives 85 percent
of its income from sources in Brazil, Brazil is given the right, so it
appears, to collect a tax on the dividends distributed in the United
States to American shareholders.

Now, the very purpose of our first treaty with France was to prevent
an incursion into our tax jurisdiction in the United States by France.
The French dividend tax that had been designed to reach foreign
corporations with branches in France had been extended to apply to
foreign corporations with subsidiaries in France. The French officials
applied it on such a large scale that the amounts became considerable,
so considerable, that pressure was brought upon the Treasury and the
State Department to sent representatives to France to solve the prob-
lem. I happened to have been one of those who was sent to France, and
we solved it by getting the French to agree to withdraw their fiscal
arm from the United States and apply their taxes only on a territorial
basis.

In the case of an American corporation with a subsidiary in France
they would apply the tax on dividends distributed by the French
company. and on any amount they could prove had been diverted
from the French subsidiary to the American parent. I do not know
of any case where that has been done,

In the case of an American corporation with a branch in France
there was, first, the profit tax, and then the dividend tax on presumed
dividends equal to three-fourths of the profits realized by the branch.

In this treaty of 1967 those same basie ideas are preserved ; that is to
say, France does not reach out to tax a parent company in the United
States either on dividends that it distributes or on profits or anything
of the kind. It limits its jurisdiction territorially.

TAXING AUTHORITY UNDER BRAZIL TREATY

Now, we do not understand, Mr. Chairman, why Brazil should be
authorized under the proposed treaty to impose a tax on dividends dis-
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tributed in the United States by American corporations to their Amer-
ican shareholders in this country. I think that in the interest of sound
international tax law that should be abandoned for two reasons, very
important reasons.

The Cuammax. Would you illustrate specifically how that works?
How does Brazil impose a tax on an American corporation distribut-
ing income to its American shareholders having no connection with or
being in Brazil ¢

Mr, Carrorr. Well, it is in the treaty. In the first place, article 5(h)
says, in substance, that dividends paid by a U.S. corporation shall be
treated as income from Brazil if the American corporation has a per-
manent establishment in Brazil and derives more than 85 percent of
its gross income from sources in Brazil,

The Cramoarax. I see,

Mr. Carrorr. Then you turn over to a later article——

The Cramyax. What is the difference between that and taxing the
permanent establishment in Brazil the same amount ?

Mr. Carrorr. Under the Brazilian law today, the tax administration
of that country first subjects a branch or a permanent establishment in
Brazil of an American company to a profits tax, and then to a divi-
dend tax on the part of the profits earned in Brazil that are credited to
a head office in the United States.

Now, the language of this treaty apparently says that dividends
distributed by the American company itself in the United States shall
be treated as income from sources in Brazil. Then you turn over to
another article, and it seems to indicate that Brazil will have a right
to collect taxes on that distribution in the United States. In other
words, under Brazilian law as it is today, the levy is purely territorial,
imposed by Brazil on dividends distributed in Brazil or profits of a
branch in Brazil of an American corporation.

But apparently under the treaty they would give the jurisdiction
to Brazil to impose the tax in the United States.

EXTRATERRITORIAL PROVISION IN FRENCH TREATY

The Cramyay. Mr. Carroll, were you primarily to testify against
the Brazilian treaty or were you interested in the Philippine treaty ?

Mr. Carrorr. No. 1 was going to speak about the French treaty,
but I got into the subject of the treaty with Brazil because of the way
i which the French treaty unilaterally recognizes the right of the
United States to collect a tax on dividends distributed in France by
French companies, and the power to tax is being applied reciproeally
in the treaty with Brazil.

As far as the treaty with France is concerned. except for this extra-
territorial provision which provides this dangerous precedent for the
treaty with Brazil, we think it should be ratified and approved.

The Cramarax. Do you have a reservation to propose !

Mr. Carrorr. Yes. The reservation would be to eliminate these
extraterritorial provisions to which I have alluded.

The Cnamyax. Have you a specific proposal to submit for the
record ?

Mr. Carrorr. Yes. Here is a document, if T may submit it for the
record.
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The Cuammax, That will be printed in the record.
(The prepared statement of Mr. Carroll follows:)

STATEMENT 0N THE IncoME Tax CoONVENTION WiTH Fraxce oF JuLy 28, 1967,
PRESENTED BY MiTcHELL B, CARROLL®

American corporations with French subsidiaries would welcome the prompt
ratification of the Income Tax Convention with France, signed July 28, 1967,
in order that they may benefit from the reduction from 15 percent to § percent
in the French tax withheld from dividends (Art. 9 (2) (b)) and also from other
provisions.

By way of exception, however, the attention of the Committee is drawn to
certain provisions which depart from the generally accepted principle of terri-
toriality of jurisdiction over income from sources in one country derived by
taxpayers resident in the other. This principle has been scrupulously observed
by the United States since it was embodied in the first treaty with France, signed
April 27, 1932, as well as in the twenty-one other general income tax conventions
to which the United States is a Party and the recently ratified limited treaty
with Trinidad and Tobago.

The provisions banning the extraterritorial application of the French tax on
dividends distributed by American corporations to U.S. shareholders, which were
adopted in 1932, were continued in the second convention signed July 25, 1931,
This convention, as amended, is still in force but it will be superseded by the
1967 convention if it is ratified.

The objectionable provisions in the 1967 convention are articles 9 (4) (b) and
13 (1) (a) which provide for the acceptance by France of the U.S. definition
of source to include dividends distributed by a French company to French resi-
dents and corporations, providing that the French company derives 80 percent
of its gross income through a permanent establishment in the United States
during a prescribed 3-year period. The scope of IRC 861 (a) (2) (B) is thus
narrowed but the inherent extraterritorial exercise of jurisdiction is the same.

This may seem to be unimportant because the extraterritorial tax is the U.S,
tax on dividends paid by a French corporation to residents of France, It is not
known whether the French government has been aware of this incursion into its
jurisdiction. The treaty narrows the scope of the liability that could have been
asserted under Section 861 (a) (2) (B) itself. However, the primary reason for
us to object is that this unilateral concession by France has been broadened into
bilateral concessions to allow one country to collect taxes in the territory of
the other in the treaty with Brazil of March 13, 1967. This means that Brazil is
thus anthorized by treaty, under certain conditions, to tax dividends distributed
by a United States corporation to U.S. shareholders.

The treaty with Brazil was the subject of a hearing before this Committee
on October 5, 1967, but has not yet been approved. It is reported that the Treasury
expects to use it as a model for treaties with Argentina and other less developed
countries. Recognition by treaty of the jurisdiction of foreign governments to
levy a dividend tax on profits before or after distribution by a U.8. parent com-
pany with a subsidiary or branch in the taxing state would tend to discourage
the promotion abroad of American exports or other types of business.

Hence, it is urged that the Senate delete by means of a reservation, these pro-
visions for extraterritorial taxation, namely, Articles 9 (4) (b) and 13 (1) (a)
of the pending treaty with France. For similar reasons it should delete Articles
5(1) (b) and 12 (6) of the treaty with Brazil.

EXTRATERRITORIAL PROVISIONS IN FRENCH TREATY

More specifieally, under the Internal Revenue Code, the Tinited States reaches
into the territorv of France to tax dividends distributed in France to resident
taxpayers, by a French corporation which derives 50 percent or more of its gross
income over a prescribed 3-yvear period from U8, sources (IRC See. 861(a)
(2)(B). This provision in the Code is narrowed somewhat by the French
treaty in Artiele 9(4) (b)) which deems dividends paid by a French company to
be from U.S. sowrces if sueh company had a permanent establishment in the
United States to which more than 80 percent of its gross income was taxable
during the prescribed 3-year period. Dividends “from 1.8, sources” (though dis-
tributed by a French corporation) which are paid to a resident of France are sub-
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ject to withholding of tax by the corporation which distributes them. This tax
is limited by the treaty to the rate of 15 percent in general, or of 5 percent if the
recipient is a French corporation owning at least 10 percent of the \‘n_iin_::_sl_m-l.;
of the paying corporation and if certain other requirements are met. The United
Stiates would levy this tax, in addition to the Federal corporation tax of up to
48 percent on the income of the foreign corporation taxabile at the permanent
establishment in the United States, It is doubtful that this liability to U.8, taxes
under the treaty would preciude the collection by France of its taxes on the dis-
tributed income of a French company.

The Hability of the recipient in France of dividends from a French company
is confirmed in Article 13(1) (a) which says that dividends paid by a French
corporation to a person other than a citizen, resident, or corporation of the United
States—which obviously envisages a citizen, resident or corporation of France—
shall be exempt from tax by the United States unless such French corporation
had a permanent establishment in the United States to which more than 80 per-
cent of its gross income was taxable for the preseribed 3-year period.

In other words, the U.8. collects tax extraterritorially on dividends distributed
by a French company because they are deemed to be from U.S. sources,

EXTRATEREITORIAL TAXATION UNDER THE TREATY WITH BRAZIL

Before the 1967 treaty with France was completed, negotiations were begun
with Brazil. The provisions authorizing the United States to tax dividends paid
in France by a French company served as a model for a reciprocal provision in
the treaty between Brazil and the United States, in Articles 5(1)(b) and 12(6).
Consequently, dividends distributed by an American corporation to 1.8, citizens
and corporations may be treated as income from sources in Brazil (Art. 3(1)(b) ).
Apparently they may be taxed by Brazil if the U.S. corporation has a permanent
establishment in Brazil and derives more than 85 percent of its gross income from
sources within that country during the prescribed 3-year period. (Arf. 12(6)).
Linbility also exists if the recipient of the dividend has a permanent establish-
ment in Brazil with which the dividends are effectively connected. (Art. 12(6)).
This concept was evidently added after the enactment of the Foreign Investors
Tax Act on November 13, 1966,

The withholding tax of 28 percent collected by Brazil is limited by the treaty
to 20 percent if certain conditions are met. (Art. 12(3)).

If this anthorization is granted in a formal treaty, and if this treaty is to serve
as a model for treaties with other less developed countries—it may be difficult.
if not impossible, fechnically to object against the levy by a foreign country of
its taxes in the United States on income distributed by a U.8. corporation lLe-
canse of deeming the income to be from sources in the taxing state,

Hence, it is urged that this Committee delete these provisions on extraterri-
torial taxation from the treaty with France and Brazil by means of a reservation
or otherwise and denounce the incorporation of such provisions in future con-
ventions.

EXTRATERRITORIAL TAXATION BANNED IN 17 U.S8. TREATIES

In response to the objections of Canada in 1942, the United States has ex-
pressly renounced the taxation of dividends distributed by Canadian companies
to residents of Canada.

It has likewise expressly renounced such taxation in 16 subsequent conven-
tions with the United Kingdom, Netherlands, New Zealand, Belgium, Ireland,
Norway, Greece, Switzerland, Finland, Australia, Germany, Italy, Austria, Pak-
istan, Luxembourg, and the latest with Trinidad and Tobago. The last mentioned
was ratified last December while the treaties with France and Brazil were before
the Committee. Such wide acceptance makes it a basic principle of international
tax law.

Furthermore, extraterritorial taxation by foreign governments of U.8. citizens
and corporations comes within the purview of Sec, 801 I.R.C.. which authorizes
the President, when he finds that such taxation exists, to retaliate by doubling
the rate of tax on income from U.8, sources flowing to the taxpayers of the offend-
ing conntry, subject to a maximum rate of 80 percent.

To recapitulate, in 1932, the United States prevailed upon France to refrain
from extending its fiscal arm into the United States and taxing dividends dis-
tributed by American corporations to its American shareholders. Instead,
France agreed to subject to dividend tax only profits distributed or proved to
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have been diverted by a French subsidiary to its American parent, and a propor-
tion of profits realized by a branch that was deemed to have been distributed to
the American corporation.

In 1942 the United States responded to the protest of Canada and formally
renounced in its treaty with that country the taxation of dividends and interest
paid by Canadian corporations to residents of Canada. This formal restriction
on its power to tax has been repeated in 16 out of the 22 tax treaties to which
the United States is a party.

In 1967, while requiring France to continue to levy its dividend tax terri-
torially, i.e. only on actual or deemed distributions in France, the United States
prevailed upon France to permit it to tax under certain conditions dividends
distributed by French companies to residents of France. Also in 1967, while re-
quiring Brazil to let it tax under eertain conditions dividends distributed in
Brazil, it agrees to let Brazil reach into the United States and tax dividends
distributed by American corporations to American shareholders even though it
taxes them itself,

As this treaty with Brazil is said to set the Treasury’s pattern for treaties with
less developed countries, does this Committee intend to share the jurisdiction of
the United States over taxes on U.8. citizens and corporations deriving dividends
from American corporations with an inereasing number of foreign tax adminis-
trations?

DISCRIMINATORY TAXATION

A United States corporation with a branch in France is subject there to tax on
its profits at the rate of 50 percent, and then to the dividend tax at the rate of 15
percent on 245 of what remains. On the contrary, the U.8. corporation would be
subject to withholding of only 5 percent from dividends distributed by a French
subsidiary, say to the extent of 24 of what remains after payment of the French
company tax of 509% (Art. 13(2) (a)).

This diserimination in rate against branches of U.8. corporations has not
been explained. The fact that it is diseriminatory is acknowledged in Article 24,
which first prohibits diserimination against U.S, residents in par. (1), and in
par. (2) against a permanent establishment in France of a U.8. resident. It then
says that this paragraph must not be construed to prevent France from taxing a
branch of a U.8. resident as provided in Art. 13(2) (a), nor to prevent the United
States from imposing a comparable burden on the income of a permanent estab-
lishment in the United States belonging to a resident of France.

In other words, France may continue to discriminate and the United States
may diseriminate in return! It is hard to believe that the United States would
condone the violation of a treaty clause against diserimination by authorizing
the United States to resort to comparable diserimination !

1t is recommended that the discrimination be removed by making the reduced
rate of 5 percent for dividends from a subsidiary applicable also to the net
income of a branch which is deemed to be distributed to the U.S. parent (Art.
13(2) (a)) and (5). The fact that this can be done is shown in the convention
with Trinidad and Tobago, signed December 22, 1966, which reduces the rate
of 30 percent to 5 percent for both.

In any case, it is urged that a way be found to make these desirable changes
s0 that the treaties will conform to the general principles embodied in the 21
income tax treaties concluded by the United States with other governments and
in those between other pairs of states. Presumably, this could be done by the
adoption of an appropriate reservation so as not to delay the approval of all
the desirable articles in the convention, such as that reducing the rate of tax
withheld from dividends paid by a French subsidiary to a U.S. parent corporation
to 5 percent (Art. 9(2) (b) ).

DISCRIMINATORY PROVISION IN FRENCH TREATY

The Caamray. Other than that you favor the French treaty?

Mr. Carrorr. Yes. I would just like to comment on one diserimina-
tory provision which is rather strange, and that is this: When we
negotiated the Treaty of 1932 with France we provided for equality
in treatment as between a branch of an American company there and
a French subsidiary. The branch was to be treated as an independent
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entity, and subjected to the same taxes as the subsidiary would be sub-
jected to, although the tax on dividends would be measured on an
arbitrary basis of a presumed distribution of three-fourths of the
profits.

In the present treaty the same pattern is evidently followed except
that the presumed distribution of the branch is to be two-thirds instead
of three-fourths. The discriminatory element is found in the rate to
be applied to the profits of the branch, which is to be 15 percent instead
of 5 percent, the rate applicable to dividends distributed to an Ameri-
can parent by a French subsidiary corporation.

Apparently this difference in rate has led to a very anomalous
provision in article 24 of the treaty which, in the first place, pro-
hibits diserimination, and then says that, nevertheless, despite the
clause against discrimination that France can apply a diseriminatory
rate against branches in France of American companies, and the
United States may, in turn, apply a comparable diseriminatory tax
against branches in the United States of French companies.

It seems to us that it is contrary to the history of treaty-making
to provide for such a strange exception to the concept of nondiserimi-
nation. While we would not want the treaty withe France to be held
up for that reason, we do feel that, nevertheless, such a distortion of
the econcept of discrimination should be avoided in future treaties.

The Cramarax. But you do not think it is serious enough to hold
up the treaty?

Mr. Carrorr. No. I would not hold the treaty up for that.

No, I think that the present treaty should certainly be ratified as
soon as possible becanse a lot of corporations are exceedingly anxious
to get the benefit of the reduced rate of 5 percent on upstream divi-
dends from France.

The Caamraran. Yes.

Mr. Carrorn. But T thought it important at this juncture to bring
out these other aspects because we have a treaty pending with Brazil,
and the treaty with Brazil was supposed to serve as a model for
treaties with other less developed countries. We felt it important that
the somewhat serious deviations from sound principles should not be
repeated in future negotiations,

The Cuamryan. Yes.

CONCEPT OF PERMANENT ESTABLISHMENT—PHILIPPINE TREATY

Do you have anything to say about the Philippine treaty ?

Mr. Carrorr. Yes, sir. Because of my general interest in sound
principles of taxation, I would like to call vour attention to many
things that were said in the hearing on the treaty with Thailand re-
garding the concept of permanent establishment that relate as well to
the treaty with the Philippines,

As you know, the United States has been participating first in the
work of the League of Nations and then in the OECD in the develop-
ment of sound prineiples of taxation. One of the most fundamental
and important principles is the common concept of what constitutes
a permanent establishment.

In other words, the two countries that are parties to treaties will
not go chasing after the profit of every business relationship between
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persons in their respective countries, but will try to reach the for-
eigner only when he has something permanent in the country that
provides a sound basis for taxation.

I regret very much to note in this treaty with the Philippines that
there are two provisions in there which we think are dangerous de-
partures from this draft convention of the OECD that Mr. Surrey has
alluded to with such respect. They are the provisions which would
permit the Philippines to pursue the American corporation which
is merely securing orders regularly through a commission agent in the
Philippines or who has an agent of independent status who happens
to act exclusively or almost exclusively for the American corporation.

We feel that such a relationship certainly is not enough substance in
a country to constitute a permanent establishment. Pursuing profit
from such activities would be contrary to the basic concept of a per-
manent establishment that is found in hundreds of treaties between
other countries as well as in treaties hitherto adopted by the United
States.

It would be very unwise to approve such a departure, and that was
thoroughly brought out in the hearings on the treaty with Thailand
that some kind of an understanding was reached and it wounld be well
to reiterate that understanding in connection with the Philippine
treaty that is now awaiting ratification.

DISTINCTION BETWEEN BRANCH AND COMMISSION AGENT

The Crramrmax. The distinetion there between a branch and com-
mission agent who acts exclusively or almost exclusively for an Ameri-

can corporation is rather difficult to delineate precisely, is it not ? How
wotld you propose to do it ?

Mr. Carrovr. Goodness only knows, sir. Doubtless Mr. Surrey could
explain that to you. But that is one of the reasons why we did not
feel that any such vague concept should be regarded as a permanent
establishment ; we feel that in order to have such an establishment you
should have some bricks and mortar, an office, a place of business where
books are kept, and not just almost an exclusive agent who might get
an occasional order which he passes on to the American firm.

I remember when that hearing took place before this committee in
regard to the treaty with Thailand, a representative of one of our big
corporations said if all the countries to which they had agents, who
merely solicited orders and passed them on to the company, started
trying to tax this large American corporation on the basis of the profit
presumed to be derived on that meager activity, why, they would just
have to quit doing business in those countries,

You will find all that in the record of the hearings of the Thailand
treaty.

But in the interest of development of sound international tax laws,
[ think the exceptions that were expressed at that time should be re-
iterated at this time in the treaty with the Philippines.

The Cramman. Any questions, Senator Sparkman ?

Senator Searxyman. Was there any modification or any reservation
made in that treaty?

Mr. Carrorr. The Thailand treaty was not ratified.

Senator Sparkaman. It was not ratified.
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Myr. Carrorr. No.

Senator Sparryax. Was there a suggestion that there be a form of
modification of the treaty or reservation or understanding to it ?

Mr. Carrorr. I do not know. Mr. Surrey can tell you. I understand
that the objections raised were influential because the definition on per-
manent establishment in the treaty with Brazil was more along the
lines of the OECD definition. This attempt to broaden the concept of
permanent establishment, which reaches almost anything, was aban-
doned.

The Cuamyax. When I asked Mr. Surrey a moment ago, T did not
pursue it perhaps as long as I should have—how a distinetion is made
between a branch and an agent,

Mr. Cargorr. Yes.

The Cramyan. What he did say led me to believe that by a per-
manent establishment he meant something with an inventory and a
showroom, and so forth. 1 did not think of pursuing where the divid-
ing line would be.

You say that a representative even without any place of business
would be covered under the treaty. Correct?

Mr. Carrorr. Well, it says here, an agent of independent status, if
he acts as an agent exclusively or almost exclusively for an American
concern. '

What it means is almost impossible to imagine, You cannot see it,
you cannot feel it. It is too elusive a concept.

OECD DEFINITION OF PERMANENT ESTABLISHMENT

This question of where tax liabilities shall begin is one of the oldest
and most studied points in international tax law. I can recall in the
early days they used to go after traveling salesmen, and I know one
country that even went after mail orders, tried to reach the profits of
a foreign concern that was selling in the country through advertising
in magazines and collecting orders in that way from persons in the
country.

Well, obviously, that was utterly impractical.

So in treaties, on the basis of reciprocity, countries have given up
trying to pursue these evanescent and elusive bases of taxation. They
mutually and reciprocally agree to tax the enterprise of the other
country only on something tangible like an office or shop or factory
or something that is there and permanent and can be seen, and provides
a basis for permanent operations and for keeping accounts so that
you can determine a basis of taxation. The OECD, which is composed
of the leading countries of the world, including the United States and
Canada, have developed a very sound definition of what constitutes
a permanent establishment. The Treasury has been, in general, follow-
ing that definition in recent treaties, and why they departed from it
in connection with Thailand and the Philippines I do not know.

But in the interest of a development of sound principles of inter-
national tax law, we respectfully urge that you return to the OECD
definition.

The Cramayrax. Thank you very much, Mr, Carroll.

Mr. Carrorr. Thank you, sir.
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The Coamman. I think we will ask the Treasury to comment on
your testimony and see if we can work out something.
(Comments submitted by the Treasury Department follow :)

MEMORANDUM SUBMITTED BY TREASURY DEPARTMENT IN REBPONSE TO REQUEST
BY CHAIRMAN FULBRIGHT CONCERNING THE DPERMANENT ABLISHMENT AND
BraxcH ProrFits PROVISIONS OF THE Prorosep TAx CONVENTIONS WITH FRANCE
AND THE PHILIPPINES

PERMANENT ESTABLISHMENT

As explained in the statement of Assistant Secretary Surrey, a question arose
concerning the appropriate interpretation of the permanent establishment article
of the tax convention with Thailand at the time that hearings were held on that
convention. Mr. Hearne, a representative of the U.8. Steel Corporation, raised
these questions, but in reality his interest was with respect to the Philippine
treaty rather than the Thailand treaty. While other parties did express some
concern, their concern was substantially identical to that of Mr. Hearne. A meet-
ing was subsequently held between Mr. Hearne and representatives of the Treas-
ury which resulted in a letter from Mr. Hearne to Senator Gore, Chairman of the
Subcommittee that conducted the hearing and also a letter from Assistant Secre-
tary Surrey to Mr. Hearne confirming Treasury's concurrence in the interpreta-
tion of the permanent establishment article as expressed in Mr, Hearne's letter.
A copy of this correspondence iz attached.

Mr. Hearne indicated at the meeting and in his letter that in light of the ex-
planations and the principles intended to be followed in subsequent treaties, the
objections which he had stated were eliminated.

The language which concerned Mr. Hearne is in paragraphs 4(b) and 5 of the
convention. Paragraph 4(b) provided that a company shall be deemed to have a
permanent establishment if it engages in trade or business in the other country
through an agent who regularly sccures orders in the latter state for a resident of
the other country. Paragraph 4 (b) has been eliminated from the proposed Brazil-
ian convention and subsequent draft conventions under discussion with other
countries,

Furthermore, neither the Brazilinn convention nor subsequent drafts contain
the language in paragraph 5 of the Philippine convention providing that an agent
shall not be considered independent (and if not independent, possibly a permn-
nent establishment) if it acts exclusively or almost exclusively for a related
party. Mr., Hearne's letter reflects his satisfaction with our interpretation of the
provisions relating to a subsidiary of a U.8. company in the context of the Philip-
pine convention. However, elimination of the above-mentioned language in subse-
quent treaties would alleviate any remaining basis for Mr, Hearne's concern as to
when a subsidiary of a U.S. company would be considered to be a permanent
establishment of its parent.

While we have and will continue to use the OECD model convention as a guide
in the negotiation of tax conventions, it was not prepared with a view toward its
use in connection with conventions between developed and developing countries,
The United Nations Economic and Social Council (ECOSOC) is presently study-
ing the problem of tax conventions between such countries. We are cooperating
with ECOSOC in this effort. In the meantime, we believe that many of the stand-
ard OECD provisions can be applied in substance to hoth developed and develop-
ing countries and our treaties to date have been negotiated on that basis.

BRANCH PROFITS

Many countries, including France and Brazil (but not the United States or
the Philippines), have a branch profits tax, that is, a tax on foreign corporations
engaged in business in the country, in addition to the regular corporate tax im-
posed on both foreign and domestic corporations. The usual purpose of this tax is
to equalize the tax treatment of foreigners who do business in a country through
a branch operation with those who do business through a domestic corporation
of the taxing country. In the case of a domestic corporation a withholding tax is
usually imposed on the payment of dividends to nonresident foreigners. In lieun
of imposing such a withholding tax on the dividends paid by a foreign corpora-
tion, a tax is imposed on the profits of the branch as they are earned, in antici-
pation of their distribution as dividends by the foreign corporation operating
the branch.
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The United States does not impose a branch profits tax. However, under the
Internal Revenue Code a tax is imposed by the United States on dividends paid by
foreign corporations engaged in trade or business in the United States that earn
50 pereent or more of their profits here, The tax is imposed at either the statutory
3075 rate or the appropriate treaty rate, but only on a prorata share of the divi-
dends paid.

Therefore, the tax imposed by the United States on dividends paid by foreign
corporations with substantial United States business is to some extent the equiv-
alent of the tax imposed by other countries, e.g., France, on the profits of such
foreign corporations as they are earned. The proposed convention with France
reduces the French branch profits tax to an effective rate of 10 percent on profits
after corporate tax. The present convention with France provides for a rate of
18.75 percent. While the rate under the proposed convention is higher than the
intercorporate dividend rate of 5 percent that applies under the treaty, it is lower
than the treaty portfolio rate of 15 percent,

The treaty with France provides for a limitation on the French branch profits
tax and also provides for the imposition of a United States tax on dividends paid
by French corporations substantially all of whose business is done in the United
States, Thus a form of reciproeity is achieved. This iz also true under the existing
treaty with France which permits the 1.8, to tax all dividends having a source in
the United States and France to levy a tax on branch profits. (The Brazilian treaty
provides this reciprocity in a different form by permitting both countries to im-
pose either a branch profits tax or a dividend tax. Brazil imposes a branch profits
tax and not a dividend tax, and under our domestic law we impose a dividend tax
but not a branch profits tax. If one country were to impose both forms of tax, it
wonld result in diseriminatory taxation which the treaty prohibits. Consequently
under the present Brazilian tax system, which includes a branch profits tax, impo-
sition of an additional tax in the form of a tax on dividends paid by a U.8, corpora-
tion would be in contravention of the convention.)

UN1TED STATES STEEL CORP.,
New York, N.Y., April 4, 1966.
Senator ALBERT GORE,
Chairman of the Subeommitice on Taxr Conventions,
Senate Commitiee on Foreign Relations,
Washington, D.C.

My DeAr Sexator: You may recall that I appeared before your Subcommittee
on August 25, 1965 and testified, particularly concerning the definition of “per-
manent establishment” in the proposed Income Tax Convention with Thailand.
At that time T stated that while we did not have any particular problem in
Thailand itself, T was testifying with respect to the principle which Mr. Surrey
had stated in his testimony was being established for extension to other unde-
veloped countries snch as the Philippines and India. Mr. Surrey has recently
written to me suggesting a discussion of the points raised in my testimony
seeking to resolve these issues preparatory to conducting negotiations with Brazil
where, in contrast to the situation in Thailand, we and many other United
States corporations do have substantial interests. In a discussion with Mr. Surrey
in his office on February 9th, Mr. Surrey said that his interpretation of three
of the bothersome features of Article 3 of the proposed Thailand Treaty is as
follows:

Paragraph (4) (b) provides that a resident or corporation of one of the Con-
tracting States shall be deemed to have a permanent establishment in another
State if such entity engages in trade or business in that State through an
agent * * * who “regularly secures orders in the latter State for that resident
or corporation.” Mr. Surrey interprets this to mean that it must be the intent
of the TUnited States corporation that the agent shall regularly and consistently
represent the United States entity and it must be the intent that he shall secure
orders on a permanent basis and not on a temporary or sporadic basis. We re-
main in disagreement as to whether Paragraph (4) (b) should be included even
thongh it does not now affect ns in Thailand. However, Mr. Surrey stated that
if Paragraph (4)(b) is included as a part of the Thailand Treaty it will not be
considered as any sort of a precedent for inclusion in any other tax treaty. Mr.
Surrey said be would have no objections to such a statement being included in the
report of yonr Committee on the Thailand Treaty and I respectfully request that
it be =0 spelled out in your report, if Paragraph (4) (b) is retained.
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Considering Paragraph (4) (b) in connection with Paragraph (5), it is Mr
Surrey’s interpretation that a subsidiary in a foreign country would not be con-
sidered an exclusive or almost exclusive agent for a United States corporation
for which it solicits orders if it had substantial other activities within the treaty
making country such as sales on its own behalf, or heat treatment of steel, for
example.

Furthermore, with respect to Paragraph (5), particularly the parenthetical
clause near the end thereof which indicates that an agent of independent status
who operates exclusively or almost exclusively for the United States corporation
wonld also be considered to create a permanent establishment for aflilinted cor-
porations, Mr. Surrey said that the scope of affiliation would not extend to any
affilinted company which was not directly selling into the treaty country through
the same agent. Put in another way, this attribution of “permanent establish-
ment” would not exist for any afiiliate who =old to a sudsidiary company which
latter company was selling in the foreign treaty country. Thus, in our instance
where United States Steel Corporation products are sold in foreign trade by a
subsidiary engaged in foreign trade, none of the profits of steel making or ancil-
lary processes would be subject to the jurizdiction of the foreign country or at-
tributable to the sales made therein unless the manufacturing companies were
also directly selling into the foreign country by means of the agent located in the
foreign country.

Finally, with respect to Paragraph (8) of Article 3 which says, in effect, that
if a resident or corporation of one of the Contracting States has a permanent
establishment in the other at any time during the taxable year, it shall be con-
gidered to have a permanent establishment there for the entire year—2>Mr. Surrey
interprets this to mean that we could not inadvertently have a permanent estab-
lishment through the activities of an independent agent who, without our knowl-
edge and intent, became our sole representative, nor could we have a permanent
establishment if one of our own employees might be in the country on other busi-
ness and incidentally engaged in some sales efforts.

With respect to the Brazilian Treaty, Mr. Surrey said it was the intention
of the Treasury to make every effort to secure a treaty with definitions of
“permanent establishment” similar to those in the treaty with Israel. The
definition of “permanent establishment” in the treaty with Israel are of the
type suggested by the O.E.C.D. which 1 indicated was our preference in my
testimony hefore your honorable Committee, However, if by unhappy cireum-
stances, it should be necessary to have some features of the proposed treaty with
Thailand respecting permanent establishment negotiated as part of the Brazil
Treaty, Mr. Surrey indicated that not only for Thailand but for Brazil, or wher-
ever used, the Treasury would incorporate the above interpretations in the
Regulations and would be willing to have them incorporated in your Committee's
Report.

Mr, Surrey has said that he will write me confirming his agreement to the
matters of principle and interpretation concerning the Thailand Treaty and
future treaties. Upon such agreement, we believe our objections to the Thailand
Treaty would be substantially eliminated.

Respectfully submitted.

W. L. HeArNE, Vice President-Taaes.

APRIL 8, 1966,
Mr. W. L. HEARNE,
Vice President, Taxes, United States Steel Corp.,
Netw York, N.Y.

Dear MR, HEARNE : This is to acknowledge receipt of a copy of your letter of
April 4, 1966 to Senator Gore concerning several provisions in Article 3 of the
pending income tax treaty between the United States and Thailand relating to
the definition of a permanent establishment.

I am in agreement with the views that your letter attributes to me and 1 am
glad to note that as a consequence this, in effect, eliminates your objections to
the tax treaty with Thailand.

Sincerely yours,
STANLEY 8. SURREY.
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The Cramraran. Mr. Robert T. Scott of the National Foreign Trade
Couneil, Ine. is the next witness,
Mr. Scott, I understand you have two statements.

STATEMENT OF ROBERT T. SCOTT, VICE PRESIDENT, NATIONAL
FOREIGN TRADE COUNCIL, INC.

Mr. Scorr. Yes; I do, Mr. Chairman,

The Cuamyan. Could you put them in the record and then sum-
marize them for us?

Mr. Scorr. Surely ; yes, sir,

For the record, my name is Robert T. Scott. T am vice president of
the National Foreign Trade Council, and we will present testimony
with respect to both the French and the Philippine treaties, and in
both instances we recommend that the Senate give its advice and con-
sent to the treaty as written,

The National Foreign Trade Council would like to urge this com-
mittee to give its advice and consent to the treaty with France.

ADVANTAGES IN FRENCH TREATY TO U.S. COMPANIES

In addition to the basic advantages contained in income tax treaties,
the French treaty provides at least four specific advantages for com-
panies operating in France :

1. One would be the adoption of the OECD permanent establish-
ment definition contained in article 4.

2. Would be the abandonment of the “force of attraction™ prineiple,
which is also standard in the OECD model convention.

3. The treaty provides for reduced rate of withholding on interest
from 15 to 10 percent. And, finally, the treaty provides for the estab-
lishment of a mutual agreement procedure whereby competent au-
thorities of both countries can attempt to reach an agreement on such
questions as the uniform location of income and the source of income.

Most significantly, the proposed United States-France treaty re-
duces the rate of withholding on intercorporate dividends from the
existing 15 percent under the existing treaty to 5 percent.

In addition to eliminating double taxation that might otherwise
result, the reduced 5 percent of withholding on intercorporate divi-
dends will appreciably augment the Administration’s action program
to reduce the U.S. balance of payments deficit. '

The Foreign Direct Investment Regulations, published by the Com-
merce Department on January 3 of this year, 33 Federal Register 49,
are an integral part of this program, and these regulations require
mandatory repatriation of current earnings of foreign subsidiaries of
U.S. companies in varying amounts, depending upon the country
wherein the subsidiary is located. :

Thus, if a U.S. company were to satisfy its mandatory repatriation
requirements under the Commerce Department regulations, such divi-
dends would be subject to a French withholding tax under the existing
treaty rate of 15 percent.

Including the French tax on which this dividend is paid, such divi-
dend would be subject to an overall rate of French tax at the rate of
57.5 percent as compared with an overall effective rate of 52.5 percent
after the ratification of the proposed treaty.
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Thus, it reduces the rate of withholding tax on |11tmuu-1m: ate divi-
dends i[nwm'r to U.S. parent corporations from 15 to 5 percent, and
will not only result in more dollars flowing into the U mtenl States but
will also reduce excess foreign tax credits for m: iy ULS. corporations.

Accordingly, the 2 National Foreign Trade Couneil ~n‘m1"h‘ urges
that the Senate give its adyice and consent to the ratification of the
French treaty.

We recommend that this action be taken as soon as possible inas-
much as article 31 (a) provides that the withholding provisions of the
French treaty will b wom(' effective on or after the date that the treaty
enters into force, and that is one month after the exchange of instru-
ments of ratification.

That eoncludes my comments on the French treaty, If there are no
questions I will go on to the Philippines treaty.

(‘The prepared statement of Mr, Scott follows:)

CONVENTION BETWEEN THE TUNITED STATES OF AMERICA AND THE FRENCH
RepusrLic WrrH RESPECT TO TAXES ON INCOME

The National Foreign Trade Council, comprised of a broad cross section of
U.S. companies engaged in all major fields of international trade and invest-
ment, has long endorsed the United States income tax treaty program and has
recognized its construetive force in the promotion and expansion of foreign trade.
The Council therefore favors early ratification of the proposed United States-
France income tax treaty signed July 28, 1967, which, if ratified, will supersede
the existing income tax convention of July "" 1939 and will replace those por-
tions of the double taxation convention of Oc tnh-.-l 18, 1946, the supplementary
protocol of May 17, 1948, and supplementary convention of June 22, 1956 relating
to taxes on income, capital and stock exchange transactions,

The pmpmml U.S.-France treaty reflects changes in both French income tax
law and in U.8. law as a result of the Foreign Investors Tax Act of 1966 as well
as refinements resulting from the 1.8. accommodation to the OECD Draft Double
Taxation Convention on Income and Capital and is consistent with more recent
U.8. income tax treaties with the developed countries.

GENERAL TREATY ADVANTAGES

In addition to the basic advantages contained in income tax treaties, such as
making more certain the limits beyond which tax liabilities eannot be asserted
by the two countries and the alleviation of double taxation, the proposed French
treaty contains several advantageous provisions for U.8. taxpayers doing busi-
ness in France, These advantages include :

1. Adoption of a permanent establishment definition similar to that contained
in the OECD Draft Double Taxation Convention. Article 4.

2. Abandonment of the “force of attraction” principle. Treaty exemptions from,
or reduced rates of, tax will be applicable to income derived from real property
and natural resources, and dividends, interest, royalties, and capital gains where
the recipient has a permanent establishment in 1119 other treaty country unless
the right or property giving rise to such income is effectively connected with
such permanent establishment. Article 6(5). In addition, industrial and com-
mercial profit earned by a resident of one treaty country will be taxable in the
other country only if attributable to a permanent establishment maintained by
such resident in the other country. Article 6(1).

3. Reduction of withholding rates on interest from 15 percent under the exist-
ing treaty to 10 percent, Article 10,

4. Establishment of a mutual agreement procedure whereby the competent
authorities of both countries would seek to reach agreement on various tax prob-
lems, These include the uniform allocation of income between related companies
as well as a uniform determination of the source of particular types of income.
These provisions authorize both countries to make appropriate refunds when
necessary. Article 25,




66
REDUCED DIVIDEND WITHHOLDING

Most significantly, the proposed U.S.-France treaty reduces the rate of with-
holding tax on intercorporate dtudemls- from 15 percent under the existing
treaty to 5 percent. In addition to eliminating double taxation that might other-
wise result, the reduced 5 percent rate of withholding on intercorporate dividends
will appreciably augment the Administration’s action program to reduce the 17,8,
balance of payments deficit. The Foreign Direct Investment Regulations, 33 Fed.
Reg. 49, (1968) are an integral part of this program, and require, inter ﬂli.l
mandatory repatriations of the current earnings of foreign subsidiaries of U.
corporations in varying amounts, depending upon the country wherein the :~ll|r-
sidiary is located.

If a U.8. corporation were to satisfy its mandatory repatriation requirements
under the Foreign Direct Investment Regulations by a dividend distribution
from its French subsidiary, such dividend would be subject to a French with-
holding tax, under the existing U.S.-French treaty, at a rate of 15 percent,
Including the French tax on profits from which paid, such dividend would be
subject to an overall effective rate of French tax of 57.5 percent, as compared
with an overall effective rate of 525 percent after ratification of the proposed
treaty. Thus, reducing the rate of withholding tax on intercorporate dividends
flowing to U.8. parent corporations from 15 percent to & percent will not only
result in more dollars flowing into the U.8., but will also reduce excess foreign
tax credits,

RATIFICATION RECOMMENDED

Accordingly, the National Foreign Trade Council strongly urges that the I'nirl-cl
States Senate give its advice and consent to ratifieation of the propozed U.
France income tax treaty. The Council recommends that this action be t:lkl'n
a8 soon as possible inasmuch as Article 31(a) (i) of the proposed treaty provides
that the provisions dealing with French withholding taxes shall be effective
on or after the date that the treaty enters into foree, that is, one month after
the exchange of the instruments of ratification.

The Cramyax, Please proceed to the Philippine treaty.
PERMANENT ESTABLISHMENT CLAUSE IN PHILIPPINE TREATY

Mr. Scorr. With regard to the Philippine Treaty, the Couneil again
urges that the Senate give its advice and consent to ratification. We
would like to point out the problems which My, Carroll, a previous
witness, has just alluded to, that is, the section of the permanent
establishment clause in article 8, which would provide that the secur-
ing of orders in the Philippines through an agent would constitute
a permanent establishment as well as that portion of article 8, para-
graph 5, which would hold that an otherwise independent agent who
solicits orders exclusively or almost exclusively for a U.S. company
would also constitute a permanent establishment.

The Cuamaran. Do you agree with Mr, Carroll on that?

Mr. Scorr. We do not. We agree with Mr. Carroll insofar as we
would raise it and state that this is objectionable,

We do not, however, suggest that this would be a suflicient objection
to withhold ratification of the treaty.

The Cramaaw, 1f it is wrong something ought to be done about
it. It sets a precedent, and the way these things operate, it may
be picked up in a dozen or more treaties to come. Why shouldn’t there
be a reservation or some change put on it ? This is a first treaty. There
is no great urgency about it.

Mr. Scorr. The only opposition is, as I have just stated,

However, I think it is important to note that the corresponding
article of the Brazil treaty. which is purported to serve as a prototype
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for less developed countries, does not contain this particular provision,
so it would seem——

The Cuamaran. Why do you think they put it in here? What is your
explanation ?

Mr. Scorr. I have no idea, sir.

The Cuamarax. Haven't you talked to anybody in Treasury about
it?

Mr. Scorr. No, we have not, sir. Some testimony, as you know, was
elicited under the Thailand treaty, but that was before my associa-
tion with the Council.

The Cramaan, I must say I thought Mr. Carroll made a very per-
suasive case that this is a vague concept,

Mzr. Scorr. There is no question about it being vague.

For example, presumably if you hire one independent agent and
he himself had a helper then, and he solicited orders, presumably that
would not run afoul of the permanent establishment concept in article
S5(5).

But if, for some reason, this chap, whom you never heard of in the
United States, severs his association with your agent, and then the
agent only worked for you, presumably then unbeknownst to the
United States, you would then have a permanent establishment. This
type of argument has been brought forth in the Thailand treaty hear-
ings and there is no question about it but it is elusive, and no one knows
what it means in practice,

We do not for a moment recommend it be put forward in other
treaties. But my only point is that the Treasury, from what Mr.
Surrey says, is aware of the problem and it is not a precedent.

The Chamraax, It might be very helpful if you would give us a
version of this definition of a permanent establishment which would
be satisfactory. I expect it is rather diflicult to draw, is it not?

Mr. Scorr. 1 do not think so.

The Cramaman. You do not ? Well, have you got one?

Mr. Scorr. I would merely suggest that we eliminate those pro-
visions of article 8(4) (b), 1 think it is, which provide that soliciting
orders would constitute a permanent establishment. Correspondingly,
[ would suggest that we could drop down to article 8(5) and eliminate
that portion of the Philippine treaty which states that even though
yvou used an independent agent, if he works exclusively for you, you
will be considered a permanent establishment. These provisions are not
contained in other treaties, and we could eliminate this problem merely
by reverting to a normal permanent establishment definition.

LETTER ON THAILAND TREATY

The Cuamaan. In view of this, I think the letter from Mr. W, L.
Hearne on this subject, which was received in connection with the
hearing on the Tha1 treaty, should be put in the record so it will be
available. It contains comments on the same subject.

Mr. Scorr. Yes, I believe there are other organizations or interested
citizens who have also submitted memoranda on the Thai treaty which
dealt with this particular point.

The Cuairaran. Yes.

( The letter referred to follows:)




UxiTED STATES STEEL CORP.,
New York, N.Y., August 29, 1965.
Re proposed treaty with Thailand.
Senator ALBERT GORE,
Senate Office Building,
Washington, D.C.

DEAR SENATOR GORE : You have stated that a public hearing is to be held on the
proposed treaty with Thailand on Wednesday, August 25. Government witnesses
on this treaty have appeared over the last few days,

Assistant Secretary of the Treasury Stanley 8. Surrey testified before your
subcommittee that the treaty with Thailand would “indicate the general pro-
cedure and standards being followed with respect to the negotiation of tax
treaties with less developed countries.”

We had been under the impression that the proposed treaty with the Philip-
pines was to he the first of this type of treaty to come before your subcommittee
and we sent you a protest dated Aungust 5 against certain features of the pro-
posed Philippine treaty dealing with “permanent establishments.” The same
objectionable features are contained in article 3 of the proposed treaty with
Thailand. We object particularly to article 3, paragraph (4)(b), (¢) and the
last sentence of paragraph (5). Our reasons are explained in copy of our letter
of August 5, attached, which as above indicated we sent to you with respect to
the Philippine treaty.?

While the particular treaty with Thailand does not bother us substantially, we
do object strenuously to the further proliferation of this principle with other
undeveloped countries as proposed by Mr. Surrey.

We respectfully request that our protest be made a part of the record of the
hearings,

Respectfully submitted.
W. L. HEARNE,
Vice President, Taxes.

UNITED STATES STEEL CORP.,
New York, N.Y., August 5, 1965,
Re proposed income tax treaty with Philippines.
Hon. J. W. FuLsricHT,
Chairman and the Honorable Members of the Senate Foreign Relations Commit-
tee, Senate Office Building, Washington, D.C,

Dear Sime: We wish to raise serious question as to the effect on American busi-
ness of parts of article 8 of the proposed income tax treaty with the Philippines
which has been negotiated by our Government and has come before your commit-
tee and the Senate for approval. The particular provisions that concern us are
article 8, paragraph (4) (b) and (e¢), the last sentence of paragraph (5), and
paragraph (8). These provisions say, in effect, that if a U.S. corporation has
an agent in the Philippines who “exclusively or almost exclusively” secures orders
in the Philippines for the 1.8, corporation, the U.8, corporation and all affiliated
corporations shall be deemed to have a permanent establishment in the Philip-
pines. They shall be deemed to have permanent establishment for the entire
year if there is such a permanent establishment at any time during the year. This
provision would allow the Philippines to tax any 1.8, corporation and its affiliates
if any one of them employed such an independent agent or had a selling sub-
sidiary in the Philippines.

Mr. Stanley Surrey, Assistant Secretary of the Treasury, in his speech of
September 21, 1964, before a meeting of the Tax Executives Institute in Montreal.
is quoted on page 24 of the Treasury release of this speech as saying respecting
“permanent establishments :»

Y% # % in a situation in which a less developed conntry feels that these issues
are important, where otherwise appropriate we have explored adding to the
definition of ‘permanent establishment’ such factors as an agent who regularly
secures orders in the less developed country, or maintains a stock of goods from
which he regularly makes deliveries. Also, the use of an agent of independent
status could constitute a permanent establishment if the agent acted almost

! Photocopy with enclosure sent to the Honorable J. W. Fulbright, chalrman, and the
honorable members of the Senate Forelgn Relations Committee,
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exclugively for the exporter and engaged in these activities. In addition, it may
not always be appropriate to eliminate the foree of attraction prineciple.”

The writer has been in correspondence with and has talked to Mr. Surrey
about this speech and about the Philippine treaty and if we interpret Mr. Surrey's
last letter correctly, he claims that the “treaty * * * with the Philippines does
not expand the taxing jurisdiction of either country * * *” This may be so
because many countries have what might be called a global taxation orbit and
they are limited in what they will tax only by what they can lay their hands
upon, but it seems to the writer that two things can be said about the answer
of the Treasury Department. In the first place, if it is not necessary to expand
the taxing jurisdiction of the Philippines, then why do we put it in the treaty,
and why does Mr. Surrey refer to it in his speech as “adding to the definition
of permanent establishment"?

Secondly, and more importantly, the fact is that so far as we can determine
none of the less developed countries at the present time exerts a power to tax an
independent agent acting for a U.S. corporation based upon the profits of the
U.S. corporation, nor do they seek to tax the U.8. corporation or its affiliates
on account of the activities of such an independent agent.

Thus, if the objectionable provisions in this treaty are enacted it gives com-
plete sanction to the Philippines to tax U.S. corporations in accordance with the
terms of the treaty. Mr. Surrey’s speech, above referred to, indicates that the
United States will cooperate with other countries in enforcing their tax laws.

For corporations with substantial assets the proposal of the treaty with respect
to permanent establishments is a most serious matter and would be a major
deterrent to any effort to make sales in countries that have such a treaty with
the United States.

It should be mentioned that the proposed definition of a “permanent establish-
ment” is contrary to that proposed by the OECD. In their draft treaty in para-
graphs 5 and 6 on page 44 of article 5 on permanent establishments the OECD
specifically rejects any idea that a subsidiary or an agent can give rise to the
claim that such subsidiary or agent is a permanent establishment of the parent
or seller,

The Congress has provided in Public Law 86-272 that States may not impose
an income tax upon a corporation which has employees or agents within a State
if the only activity of the corporation is to solicit orders in such State. This is
s0 even though the selling personnel live in the State. (Smith, Kline and French
Laboratories v. State Tax Commission, Oregon Supreme Court, June 16, 1965,
Commerce Clearing House Oregon Tax Service, pars. 201-591.) Nevertheless, the
Philippine Treaty provides that the Philippines may tax a 1.S. corporation and
all affilinted corporations if one of them has an “exclusive or almost exclusive”
agent who “regularly secures orders in the * * * State (the Philippines) for the
(U.8.) corporation.” (Par. (4)(b).) Thus, the Senate is by this treaty called
upon to approve for foreign countries the taxation which the Congress has for-
bidden to each of our own United States. It is submitted that the same reasons
which eaused the enactment of Public Law 86-272 are present with respect to
foreign nation taxation of U.S. business.

Several additional problems arise in connection with this new approach in the
Philippine Treaty. Incidentally, we understand this same problem is in the pro-
posed treaty with Thailand and is urgently desired by other countries. In the
manner of foreign trade it is necessary for selling agents to assert great efforts
to break into any new territory. For a long time the selling efforts do not return
sufficient income to adequately compensate a selling agent. Bither the selling
agent must be subsidized irrespective of commissions, or a subsidiary of the
parent must be established with sufficient funds to pay its salesmen over the
early lean years. It seems clear from the proposed treaty, and Mr. Surrey agrees,
that a subsidiary company would stand in the same light as an independent agent
under article 8 of the proposed treaty and thus if the subsidiary acted “exclu-
sively or almost exclusively” for the U.8. parent it would subject the 1.8, parent
and all affiliates to tax in the Philippines. Thus the provisions of article 8 of the
treaty would limit any effort to sell U.8. goods merely to such efforts as could be
put forth by an agent who had substantial other activities. We do not believe it
is in the best interests of selling U.S. goods to limit the scope of the sales activi-
ties abroad.

Secondly, we do not believe this principle ¢an be limited to selling agents or
subsidiaries but would quickly be demanded by underdeveloped countries for
application to all other subsidiaries such as raw material producers and any
manufacturing subsidiaries that use goods produced by the parent.
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Ouestion can be raised as to what exactly constitutes “an agent acting exclu-
sively or almost exclusively” for the U.S. corporation. For instance, if an inde-
pendent agent had two employees, one of whom spent all of his time selling for
the 7.8, corporation, presumably the agent would not be operating exelusively or
almost exclusively. But if one person alone was an independent agent and had no
employees, and he spent all of his time selling for the same U.8. corporation,
he would be deemed an exclusive agent under article 8, paragraph (4). Then it
can be imagined that a U.8. ecorporation thonght it had an agent that was not
devoting substantially all of its time to selling for that corporation, but because
business for that corporation increased or because the agent lost some other
accounts he might become the exclusive ageut for the U.S. corporation without
any knowledge of the U.8. corporation and thus unwittingly subject the U.S.
corporation to substantinl taxes,

Such a proposal would subjeet a corporation such as ours to tremendous and
perhaps overwhelming costs of administration in satisfying foreign government
as to its taxable income. How is taxable income to be determined? Certainly
it is to be determined under the laws of the underdeveloped country. These
conntries have different laws from those of the United States so that an entirely
different tax return must he prepared and filed. What income and what percent-
age of that income shall be deemed earned in the less developed countries? Shall
it be only on the produects which are sold? No such breakdown of profits is now
compiled or required under U.S. tax laws and can at best only be approximated.
Is the income from other produects and other husiness, and dividends and interest
to be lumped together and subjected to a pereentage allocation? What if such
other income has already been taxed after having been earned by branches or
affilinted corporations in other jurisdictions? If, for example, we sell pumps
through an agent in the Philippines, is our steel business or our ore mining busi-
ness to be also taxed there? How can these matters be audited reasonably ? Onur
.S, tax return is a large book of hundreds of pages. The laws of most foreien
countries require that all books and records be produced in the foreign jurisdic-
tion. Some underdeveloped countries, for example Venezuela, require the andit
and verification of all invoices before any deduction for cost of goods sold. or
expenses is allowed. Some foreign jurisdictions also impose severe penalties,
up to 200 percent, for any disallowances which the taxpayer has not presented
before audit.

The Treasury has cited the India Tax Treaty of 1959 as precedent for this con-
cept of permanent establishment. However, the Treasury assured the Senate the
treaty with India would not be used as a precedent. (Hearings of Senate Com-
mittee on Foreign Relations on India Tax Convention, S6th Cong. 2d sess., pp.
27-29, 4345, June 28, 1960, )

The administrative problem and costs involved would be sufficient to shut off
all our sales effort in the Philippines as soon as this treaty is approved and this
would apply to every other conntry where a similar provision is negotiated. We
suggest this would not be in the interest of the 1.8, balance of payments nor 1.8,
employment and we respectfully suggest that the treaty be revised to eliminate
paragraph (4), the last sentence of paragraph (5), and all of paragraph (8),
of article 8.

Respectfully submitted.

W. L. HEARNE,
Viee President, Tares.

DETERMINATION OF SOURCE OF INCOME

The Cramaax, Is there anything else ?

Mr. Scorr. No. I would just point out that these two provisions
which we are talking about raise this jurisdictional issue which has
been spoken of before, and raise the question of the source of the
income—the United States and the Philippines may have different
concents of the source of income in these particular sales.

So if I could just conelude then, we would suggest that this particeu-
lar problem be handled by way of a protocol to the Philippine treaty,
and if this protocol is not possible, if it cannot be obtained. we would
then snggest that a protocol be negotiated which would clarify the
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allocation of business profits. There should be some reliable assurance
that this allocation will be given effect in the determination of the
sonrce of income for the purposes of the F.8! foreign taxpayer.

In ‘eonclusion then I wonld simply say that the National Foreign
Trade Council urges that the Senate give its advice and consent to the
ratification of both the Philippines and France,

(The prepared statement of Mr. Scott follows:)

CONVENTION BETWEEN THE UNITED STATES OF AMERICA AND THE REPUBLIC OF THE
PHILIPPINES FOR THE AVOIDANCE OF DOUBLE TAXATION WIiTH RESPECT T0O TAXES
o8N INCOME

The National Foreign Trade Council, comprised of a broad cross section of 1.8
companies engaged in all major fields of international trade and investment, has
long endorsed the United States income tax treaty program and has recognized
its constructive foree in the promotion and expansion of foreign trade. The Coun-
c¢il therefore favors early ratification of the proposed United States-Philippines
income tax treaty.

However the National Foreign Trade Couneil does oppose those provizions of
Article 8 of the Philippines treaty which expand the definition of a permanent
establishment incorporated in other income tax treaties to which the United
States is a party.

Under Article S(4)(b) of the proposed Philippines treaty, a 1.5, resident or
corporation will be deemed to have a Philippines permanent establishment where
business is earried on through an agent who regularly secures orders therein for
such resident or corporation. Moreover, under Article 8(5) the securing of such
orders throngh an independent agent who acts exclusively or almost exclusively
for such 1.8, resident or corporation will also constitute a ’hilippines perma-
nent establishment.

Similar provisions are found in the proposed U.8. Thailand treaty, Senate
Executive E, 89th Cong., 1st Sess,, see also the proposed U.S.-India treaty, Senate
Executive H, 86th Cong., 2d Se which treaties have not received the advice
and econsent of the Senate. Other treaties to which the United States iz a party
merely provide that the use of an independent agent shall not be deemed to
constitute a permanent establishment. Nor do such treaties provide that the use
of an agent to secure orders in a treaty country will constitute a permanent
establishment in such country.

A United States resident or corporation having a permanent establishment in
the Philippines due to an agent described in Article 8 (4) (b) and (5) is subject
to tax on industrial or commercial profits from Philippines sources under Article
3(1) and Article 7(1). Since the treaty contains no specific source rules with
respect to industrial or commercial profits, Article 5(2) requires that the source
of such income be determined under local law.

American exporters, including those who manufacture the product exported,
may thus be exposed to a double taxation situation. Philippines authorities might
try to impose a tax computed upon the entirve profits aseribed to the transaction.
Under the same set of facts, the United States might determine that the trans-
action did not produce income from foreign sources, or that only a portion of
such income was from foreign sonrces,

Article 8 (4) and (5) therefore present the jurisdictional issue of subjecting
the U.8. exporter to I’hilippines tax and raise the question of whether a United
States taxpayer may obtain relief from double taxation under the foreign tax
credit provisions of the Internal Revenue Code. This constitutes a serious ob-
jection to Article 8 (4) and (5), produeing an element of uncertainty which conld
have a deterrent effect upon United States exports to the Philippines,

Accordingly, the Council urges that paragraph 4(b) and that portion of para-
graph (5) referred to above of Article 8 be deleted by protocol so that the defi-
nition of a permanent establishment contained in the Philippines treaty will con-
form with that contained in other treaties to which the United States is a party.
If such a protocol cannot be negotiated, nt a minimum, the situation should be
clarified by a protocol dealing explicitly with the allocation of business profits,
There should also be relinble assurance that the allocation will be given effect
in the determination of source for purposes of the foreign tax eredit to be allowed
the United States taxpayer. Moreover, the above mentioned provisions of Article 8
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should in no way be considered as precedent for the permanent establishment
article in future U.8. income tax treaties.*

Despite the foregoing provisipns.of Article 8, the National Foreign Trade Coun-
cil again urges that the Senate give its advice andvconséntto ratification of the
income tax treaty between the United States and the Republic 6f thé Phitifipines.

The Cuarraan, Thank you very much, Mr, Scott.

Mr, Scorr. Thank you very much.

The Cramyan, The committee is adjourned.

(Whereupon, at 12:05 p.m., the committee adjourned.)

*It Is important to note that corresponding paragraphs of the permanent establishment

definition set forth in Article 9 of the proposed U.S.-Brazil income tax treaty do not
contain such provisions,

."_H
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