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TAX CONVENTIONS WITH BELGIUM, FINLAND, TRINI-
DAD AND TOBAGO, AND THE NETHERLANDS

TUESDAY, OCTOBER 6, 1970

UNITED STATES SENATE,
Coayrrree o8N Forereon ReraTions,
Washington, D.C.
The committee met, pursuant to notice, at 10:45 a.m., in room 4221,
New Senate Office Building, Senator Frank Church presiding.
Present : Senators Church, Case, Williams, and Javits.

OPENING STATEMENT

Senator Caurch. The committee is meeting this morning to receive
testimony on the income tax conventions between the United States
and Belgium, Finland, Trinidad and Tobago, and the estate tax con-
vention with the Netherlands.

Our first witness is Mr. Edwin S. Cohen, Assistant Secretary for
Tax Policy, Treasury Department. He will be followed by Mr. L. N.
Woodworth, Chief of Staff, Joint Committee on Internal Revenue
Taxation.

Mr. Cohen, I believe you have a prepared statement. If you would
like to summarize that statement, we would be glad to place the entire
text in the record.

STATEMENT OF HON. EDWIN S. COHEN, ASSISTANT SECRETARY
OF THE TREASURY FOR TAX POLICY ; ACCOMPANIED BY NATHAN
N. GORDON, DIRECTOR, OFFICE OF INTERNATIONAL TAX AF-
FAIRS, OFFICE OF TAX ANALYSIS, AND ROBERT COLE, SPECIAL
ASSISTANT FOR INTERNATIONAL TAX AFFAIRS

Mr. Conrn. Thank you, Senator Church.

It is a great pleasure for me to have this opportunity to testify before
the committee for the first time since I assumed the office, and I am
happy to review with you these four tax conventions which the Presi-
dent has transmitted to the Senate for its advice and consent.,

The four conventions were transmitted by the President, and we
haye submitted for the record also a brief exchange of letters with the
Prime Minister of Trinidad and Tobago. We have also submitted
today for the record four extensive technical explanations of these
conventions, and I would also submit a prepared statement which I
have about the four conventions.

(The information referred to appears on pp. 55, 56-118, and 23.)

If I may, rather than read the statement at this time, I will sum-
marize briefly some of the highlights of these conventions,
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TAX TREATIES AT PRESENT

We have at the present time some 20 income tax treaties with foreign
countries and about a dozen estate tax treaties, and we consider that
these are quite important for the purpose of preventing double taxa-
tion by two or more countries of income and estates, and by eliminat-
ing this double taxation we remove fiscal barriers to international
trade and investment.

We produce in the cases where we would otherwise have double
taxation a fair division of the total revenue between the two eoun-
tries concerned, and of considerable importance is the fact that when
we have these treaties we have provisions for exchange of informa-
tion between the tax authorities of the two countries in order to pre-
vent international fiseal evasion.

THE NETHERLANDS TREATY

The Netherlands Treaty, which is an estate tax treaty, is the first
such treaty that we have had with the Netherlands. It is somewhat
new in form as contrasted with our some dozen previous estate tax
treaties. It follows the model of the draft OECD treaty which was
produced by the OECD in 1966.

Mr. Nathan Gordon, who is on my right, is the Director of the Office
of International Tax Affairs of the Treasury’s Office of Tax Analysis,
is presently Chairman of the Fiseal Committee of the OECD ‘and
played a significant part in the drafting of their model convention.

Mr. Robert Cole, on my left, who is my special assistant for inter-

national tax affairs, has also participated extensively in the develop-
ment of the conventions that we have before you today.

This is our first treaty modeled after the OECD draft of 1966, and
we think it is a significant improvement from the standpoint of
simplifying the problems of the estates of persons who are citizens
or residents of one country and die in another country or die owning
property there.

GEOGRAPHICAL LIMIT DIFFERENCES AMONG TREATIES

Senator Javirs. Mr. Chairman, T must go to the floor. T have just
one question about the geographical limit differences among the
treaties and the chair will ask that question for me.

Thank you, Mr. Cohen.

Mr. Conex. I know the general nature of the point in which he was
interested, but I do not know the specific question. I think I can com-
ment generally on the subject in which he was interested.

Senator Crnivren. Would you do that please, Mr. Cohen?

I may have some specific followup questions to what Senator Javits
is asking.

Mr. Conex. Would you like me to do so now. Senator?

Senator CHUrcH. Yes, please.

Mr. Comex. I think that Senator Javits’ question related to the
provisions in two of the treaties dealing with the territorial limits of
the contracting States, and in particular in relation to the problem
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of jurisdiction over the Continental Shelf of the United States and
the country with which we have a convention.

I think one of his questions related to the point that we have a
special provision in r :Ilution to the jurisdiction over the Continental
Shelf for tax purposes in the treaties with Trinidad and Belgium,
both of which deal with income tax matters, but we do not have such
provisions in the treaty dealing with income taxes with Finland or
in the treaty dealing with estate taxes with the Netherlands.

Senator Cruren. Yes, that is the question.

Mr. Counex. With respect to Finland, the Government of Finland
in the negotiations was not prepared to deal with the problem and,
hence, no provision was included in the convention in the case of Fin-
land. Tt did not represent any policy decision to have this omitted in
this treaty, but simply reflected the fact that the Government of
Finland was not prepared to take a position with respect to it.

With respect to the estate tax treaty with the Netherlands, there is
little reason to deal with the problem in an estate tax treaty because
you will not find any person domiciled or resident on the Continental
Shelf simply by reason of geography and, secondly, you will have
little property that would be located on the Continental Shelf or
above it which would be affected by the terms of the convention.

Most of the property there, I think, would belong to corporations
and, therefore, the fact that it was located in the Continental Shelf
or beyond the Continental Shelf would be immaterial to the ques-
tion of taxation of the stocks or bonds of those companies.

There might theoretically be some problem with respect to unin-
corporated property located there, but we thought this would be a
minimal problem and, therefore, the issue did not have any relevancy.

In the Belgium proposed treaty and the proposed convention with
Trinidad and Tobago, these problems are dealt with and they are
dealt with in a manner that is consistent with the provision that was
added to the Internal Revenue Code in the Tax Reform Act of 1969
by an amendment introduced in the bill in the Senate.

I think these two conventions with Trinidad and Belgium in
relation to the Continental Shelf are consistent with our own in-
come tax I:l\" as ir now Htlllld."‘.

STATE DEPARTMENT RESPONSE TO QUESTIONS CONCERNING
TRINIDAD AND TOBAGO TREATY

[ understand the committee has asked the State Department for
answers to several questions in this connection, and a letter from the
State Department has been sent to the committee, which assures
the committee that nothing in these two conventions with Trinidad
and Belgium is at all inconsistent with our own position, which we
have advanced, in international treaty negotiations.

Sexator Cnorcn. It is appropriate that at this point the State
Department’s letter be included in the record.

(The information referred to follows:)




Ocroser 5, 1970,
Mr. Carr Magcy, | o
Chief of Staff, Committee on Foreign Relations, U.S. Senate, Washington, D.C.

Dear Carr: Thank you for your letter dated September 29, 1970, which en-
closed a list of questions concerning the proposed Tax Convention between the
United States and Trinidad and Tobago. Our responses to those questions fol-
low in the order in which they were asked.

1. For the purposes of the proposed tax convention, the definition of the
phrase “continental shelf” is expressed in terms of “international law.” Both
the United States and Trinidad and Tobago are parties to the 1958 Geneva Con-
vention on the Continental Shelf, and the term “continental shelf” is defined
in that Convention as the seabed and subsoil of the submarine areas adjacent
to the coast but outside the area of the territorial sea, to a depth of 200 meters
or, beyond that limit, to where the depth of the superadjacent waters admits
of the exploitation of the natural resources of that area.

As you are aware, there are differences of interpretation among nations as
to the precise application of the Geneva Convention definition, particularly dif-
ferences as to whether the definition may apply to the “continental slope” or
“continental rise.” We hope that these differences will be resolved by a seabed
treaty similar to the Draft United Nations Convention on the International
Seabed Area presented to the U.N. Seabeds Committee in Geneva on August 3,
1970.

When such a seabed treaty enters into force, the extent of any Party’s
jurisdiction over the seabed will be governed by the provisions of that treaty.
The United States will, after the entry into force of such a treaty, refuse to
recognize any claim of jurisdiction inconsistent with that treaty.

2, Because of the difficulty in applying the Geneva Convention definition re-
ferred to above, it would be practically impossible to indicate on a map the pre-
cise outer limit of the area deseribed by the definition.

3. The United States and Trinidad and Tobago agree that the applicable in-
ternational legal principles covering the exploration and exploitation of the
continental shelf are reflected at present in the 1958 Geneva Convention on the
Continental Shelf. There have been no discussions between the United States
and Trinidad and Tobago concerning the interpretation of those principles or
the location of the outer boundary of the continental shelf.,

4. No, Trinidad and Tobago's continental shelf legislation does not establish
a precise seaward boundary, That legiglation defines the continental shelf in
the same language as is contained in the 1958 Geneva Convention on the Con-
tinental Shelf. A copy of the legislation, dated December 22, 1969, is attached.

5. We have no information on the views of the Government of Trinidad
and Tobago with respect to changes of an outer boundary according to ad-
vances in technology. Copies of Trinidad and Tobago’s statements at the United
Nations on the seabed item are attached. Trinidad and Tobago did not at-
tend the May 1970 Montevideo Conference. Trinidad and Tobago did attend
the August 1970 Lima Conference, but abstained in the voting at that Confer-
ence. We have no information as to whether Trinidad and Tobago has formally
protested claims by other nations to territorial sea limits of 200 miles, but
we are asking our Embassy to obtain this information.

6. We have asked other governments for their views on the Draft Conven-
tion on the International Seabed Area presented by the United States. We have
given a copy of the draft to the Government of Trinidad and Tobago, but
have not yet received their comments. The statement made by H.E. Mr. Karl
Hudson-Phillip, Trinidad and Tobago’s Representative to the August 1970 meet-
ing of the Seabeds Committee in Geneva makes reference to the Draft Conven-
tion. A copy of that statement is attached.

Since the proposed tax convention between the United States and Trinidad
and Tobago was negotiated before either the May 23, 1970, Statement of U.S.
Oceans Policy issued by President Nixon or the Draft Convention, the con-
cepts contained in those two documents were not discussed during negotiation
of the proposed tax eonvention.

7. The proposed tax convention between the United States and Trinidad
and Tobago does not prejudice the Draft U.N. Convention on the International
Seabed Area. The proposed tax convention defines the continental shelf in
terms of “international law” which would, of course, include a seabed treaty
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like the Draft Convention on the International Seabed Area upon its entry
into force. A seabed convention, once it enters into force, will supersede any
other inconsistent international agreements of a Party.

It may be noted that the proposed tax convention defines differently the tax
jurisdiction over the seabed area off the coasts of the United States and Trini-
dad and Tobago. This is due to the fact that United States tax legislation,
i.e., section 638 of the Internal Revenue Code, requires with respect to for-
eign countries that they exercise taxing jurisdiction not only in accordance
with international law but also in accordance with their domestic tax legis-
lation. The United States interprets the proposed tax convention's reference
to “I'rinidad and Tobago legislation and international law” as conjunctive
in nature. The United States will recognize legislation on 'the subject only if
it is consistent with international law.

Article 2 of the U.S. proposed Draft Convention on the International Sea-
bed Area provides that a contracting party shall not recognize any elaim or
exercise of sovereignty or sovereign rights by any State over any part of the
International Seabed Area or its resources. Assuming that the final text of
a seabed convention would contain a similar provision, the United States would
be bound not to recognize any claim by any State to tax jurisdiction which is
inconsistent with the seabed convention.

As far as the interim policy is concerned, the Department of State believes
that a tax convention is not the appropriate means of dealing with a statement
of such policy. The interim policy ealled for by President Nixon in his May 23rd
Statement is being implemented as of that date.

Since the date of the President's Statement, no leases for exploration and ex-
ploitation of seabed mineral resources beyond the 200-meter isobath have been
issued, as there has been no demand for such leases. One permit for the explora-
tion of minerals, however, has been issued by the Department of the Interior
after May 23, 1970. That permit was a 30-day permit issued to Deepsea Ventures
Ine. for exploration of an area of the Blake Plateaun, and was issued subject
to the provisions of the international regime to be agreed upon.

I hope that the above information will be of assistance to the Committee, and
that you will not hesitate to write again if I can be of further assistance.

Sincerely yours,
Davip M. ABSHIRE,
Asgistant Secretary for Congressional Relations.
Attachments: As stated.

(The attachments referred to are on file with the Committee.)

Senator Caurcu. Do you have any further mmmunl‘, Mr. Cohen,
that you would like to make in regard to the treaties?

Mr. Conex. I was going to point out, Senator, a few highlights of
these four treaties,

NEW PROCEDURE UNDER NETHERLANDS TREATY

As I mentioned, with respect to the Netherlands, this treaty at-
tempts to simplify the procedures and avoid double taxation of estates
of persons who may be otherwise subject to estate taxes in hoth coun-
tries. This can occur, for example, where an American citizen is work-
ing in the Netherlands, and the Netherlands may regard him as a

resident of the Netherlands and subject to tax on his worldwide assets
at the time of his death, even though as an American citizen he is also
subject to U.S. estate tax on his worldwide assets.

The previous treaties that we have had with other countries have
dealt with this by trying to allocate the jurisdiction to tax specific
properties ac cording to the ty pes of property, and to allow a credit
in one country for the tax paid in the other. But this leaves the estate
with the necessity of complying with both estate tax laws, going
through two evaluation procedures and erediting one against the other.

The new procedure that we have worked out with the Netherlands
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Government will provide that if an American citizen is working in
the Netherlands he will not be deemed to be a resident of the Nether-
lands unless he has been physically in that country for at least 7
out of the 10 years preceding his death, so long as he had no intention
to remain in the Netherlands indefinitely, and we apply the same rule
to the Netherlands citizens who would be temporarily in the United
States. This will eliminate double taxation in that case because in
that event the Netherlands would agree not to tax the intangible prop-
erty, the tangible personal property and the securities and stocks that
the man might own. They would limit their jurisdiction to the taxing
of his real estate holdings in the Netherlands, if any, and to unin-
corporated business property loeated in the Netherlands, The same
rules would apply in the United States on a reciprocal basis.

To the extent that there would be a Netherlands tax, we would
allow credit for it, and in a contra ry case the Netherlands would allow
credit for the tax in the United States. But for the main. this pro-
vision would relieve Americans who are temporarily in the Nether-
lands of the necessity for paying a Netherlands tax and then crediting
it in the United States,

£30,000 Exearprion

Moreover, the Netherlands has agreed to allow a $30.000 exemption.
With respect to estates of $30,000 or less that would be subject to
tax in the Netherlands, there would be no tax. With only one minor
exception, this allowance would not be available for the larger estates.

Senator Crrurcu. That compares to an exemption under our estate
tax law of $60,000%

Mr. Conexn. Yes, but we allow $30,000 under our law with respect
to nonresident aliens who have property in the United States,

Senator Cauren. So the exemption corresponds?

Mr. Comen. In general, the exemption corresponds. It will corre-
spond as to relief from tax of estates of $30.000 or less.

ALLOWANCES AND LIMITATIONS

Moreover, we enacted the Foreign Investors Tax Act of 1966.
which provides a lower schedule of estate taxes with respect to non-
resident aliens which is equivalent to the marital deduction which we
allow under our law to U.S. citizens and residents for property pass-
ing to a widow. The Netherlands in this treaty agreed to make a
similar allowance for American citizens resident in the Netherlands
who leave property to a surviving spouse.

With respect to nonresidents, each country has agreed to limit tax
to real estate and unincorporated business property within the juris-
diction. This means that the Netherlands could not. when the treaty
comes into effect, impose a tax on U.S. residents who own stocks or
bonds of Netherlands companies, and we would relieve similarly from
tax the stocks and bonds of American companies that are owned by
residents of the Netherlands,

We would not, however, eliminate—

Senator Crurca, Does this not result in preferred treatment for
nonresidents as compared to our own citizens?
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Mr. Conrn. Well, it does so only with respect to persons who are
subject to the Netherlands estate tax, which 1s a very significant and
substantial tax. They are not relieved of tax liability. They pay the
tax in either one country or another.

Senator Caurch. But they are relieved of double taxing.

Mr. Conex. They are relieved of double taxation in that fashion.

Now, I think that this procedure for letting one government or the
other in general tax, rather than have both of them tax, is a substantial
simplification of the procedures and the work of both governments
with respect to these estates, We think that this simplification, to-
gether with provisions which follow the OECD model and which
bring into play some of the directions that we introduced in our law
in the Foreign Investors Tax Act of 1966, represents a significant step
forward, and we would hope to use this as a model for our subsequent
estate tax treaties,

NEW DEPARTURE IN NETHERLANDS TREATY

Senator CaurcH. This treaty, then, represents an entirvely new de-
parture in the approach taken to the estate tax question?

Mr. Conen. It represents a new departure in the types of solutions
to the problems. It deals with substantially the same questions.

Senator CrrurcH. Yes.

Mr. Conen. But we think in a simplified and improved fashien.

Senator CrurcH. Yes. But the technique that is used in dealing
with these questions is completely different from previous techniques
incorporated in previous treaties with other foreign governments; is
that correct?

Mr. Conen. Yes. And this is consistent with the recommendations
of the Organization for Economic Cooperation and Development,
which has for the last decade been working to improve the network
of income tax and estate tax treaties among the member countries of
the organization.

Senator Crurcn. Do you believe this treaty will serve as s model for
future treaties in this field?

Mr. Conex. I think so, Senator. We have at least one under nego-
tiation which, in general, follows this model.

DEPARTURES FROM PAST PRACTICE IN OTHER TREATIES

Senator Cnuron. Are there any other departures from past practice
incorporated in any of the other treaties that you are testifying on?

Mr. Conex. Well, there are some. Senator.

With respect to the treaty with Trinidad and Tobago, we orviginally
had a treaty with Trinidad and Tobago. Our treaty with the United
Kingdom was, in accordance with its provisions, permitted extension
to overseas possessions. It extended to Trinidad and Tobago while it
was & colony of the United Kingdom. Subsequently, I believe in 1962,
Trinidad and Tobago became independent, and by supplementary
protocols and temporary extensions, this treaty has been continued in
operation with some modifications through until this year. But it will
expire this year, and it is important, we believe, that this new treaty be
approved and come into effect before December 31, 1970.




8

The principal provision in this treaty that is somewhat different
from our previous treaties deals with transfers from persons in one
country to corporations organized in another country of patents, tech-
nical information, so-called know-how, and ancillary services. It is of
importance to the less-developed countries to have made available to
them without income tax impediments such know-how and patents and
technical information that are important in the development of their
businesses and their economy. There have been a number of problems
which the Internal Revenue Service has had to deal with which have
resulted in the possibility of an income tax to an American citizen or
corporation who, on the organization of a corporation abroad, trans-
fers so-called know-how and technical information and patents.

The present tax deferral provisions of the code apply only to trans-
fers of property, and there is some doubt as to the extent to which some
of these items such as know-how constitute property rather than serv-
ices. To clarify this matter in the case of the treaty with Trinidad and
Tobago, there is a general provision that provides for deferral of tax
on the transfer of these items in exchange for stock of a corporation
in the other country, with a provision that the stock received without
tax in exchange for these items will bear the same basis as the property
transferred to the other company, and a further provision that on the
sale or other disposition of H[w stock at a later time, income tax would

then be paid on the same amount of income on which tax would have
been due had this transfer been treated as a taxable exchange.

Senator Caurcn. Thank you.

Perhaps only Senator Williams on this committee fully understands
what you have just said. It is rather esoteric; he is the fiscal expert.

Mr. Conex. Yes, sir.
WHY HAVEN'T OTHER COUNTRIES RATIFIED TREATIES ?

Senator Cauren. I want to ask you about the Trinidad Treaty, as
well as the other three. It is my understanding that none of the coun-
tries to these conventions have ratified them as of now : is that correct ?

Mr. Conex. That is correct ; yes, sir.

Senator Cuuren. Can you explain why? Are they waiting for us
to ratify first? .

Mr. Comrx. The normal procedure, Senator, as T understand it, is
for the negotiations to oceur and when the negotiators are in agree-
ments, a draft of the treaty is initialed. Tt is then translated into the
several languages that may be involved. It is approved by the neces-
sary agencies in the Administration and then signed, but does not
come into effect until there is an exchange of ratifications, and I be-
lieve that is the case with respect to each of these treaties. While they
have been signed and the President has submitted them to the Senate
for its advice and consent, we await the advice and consent of the
Senate before exchanging instruments of ratification.

Senator Crurcn. Yes, I understand that. T was wondering why the
ratification process, which must take place on their side as well as ours,
has not gone forward on their side.

Mr. Conex. Mr. Gordon tells me that the agreement with the
Netherlands has been approved under their system and they are
awaiting action by us. I will ask Mr. Gordon to respond.
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Mr. Goroon. Frequently in these countries, once the agreement is
signed, it amounts to consent to ratification because, under the foreign
parliamentary system, ratification is a very simple process. Conse-
quently, there is generally a tendency to wait to see whether the United
States will be in position to ratify.

Senator Crurcrr. I see.

Mr. Conex. Mr, Cole would like to comment, particularly with re-
spect to Belgium.

Mr. Core. Two weeks ago I discussed the parliamentary situation
in Finland and Belgium with their representatives. Finland has to
submit the treaty to two committees of their one-house legislature.
They have submitted it to one committee which has approved it, and
I believe this week they are submitting it to the other committee.

With respect to Belgium, they have the papers virtually prepared to
submit to their Parliament, and it is just the press of other business
which has prevented their Parliament from considering it before this
time.

Both countries, Finland and Belgium, are in the process of going
forward with their legislative process.

URGENCY CONCERNING TREATIES WITH TRINIDAD AND BELGIUM

Mr. Conen. Senator, I would like to call attention to the fact, as
I mentioned earfier in the case of Trinidad and Belgium, there is con-
siderable importance in exchanging ratifications, 1f possible, before
the end of this year.

In the case of Trinidad, this is especially important.

I think in Belgium it would be possible to work it out retroactively,
but it would lead to complications in withholding after January 1.
There is not that urgency with respect to the estate tax convention
with the Netherlands, but it will go into operation, as I recall it, only
with respect to persons dying after the exchange of ratifications and
since there is no such treaty at the moment, it would be desirable to
bring it into operation as soon as we could.

GOVERNMENTS PREPARED TO EXCHANGE RATIFICATIONS

Senator Crurcn. Just so the record will be clear on this point, I
understood the answer to my previous questions to be that none of the
other parties to these conventions have yet deposited an instrument of
ratification ; is that correct?

Mr. Comnex. That is correct, sir.

The Senator asked whether they had deposited the instrument of
ratification.

Mr. Gorpon. There is really no way of depositing it. There is an
exchange.

Senator Crurca. Exchange.

Mr. Goroon. And you cannot have an exchange unless both parties
are prepared to do so.

Senator Crnurch. Is any government now prepared to——

Mr. Gorpoxn. Yes, the Netherlands Government.

Senator Caurcn. The Netherlands Government is prepared at this
time to exchange ratifications as soon as we are able to ?
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Mr. Gorbox, That is right, and the Trinidad and Tobago Govern-
ment would be prepared to do so too.

TAX INCENTIVE PROTOCOL WITH TRINIDADD AND TOBAGO

Senator Cuvren. The exchange of letters which you submitted to
the tnlii!hltnt- indicates that you e \l" ct to m-ﬂ‘uli ite a |r1mmt1] with
]Illltli ul and Tobago which would provide for a tax incentive for
U.S. investors in that country. Would you explain in detail what you
}1 ad in mind ¢

Mr. Conrx. Yes, Senator.

There has been a significant prior history with res pml‘ to treaties
with less :[v\t]:rl\:-ll countries or deve |npmﬂ countries, Many of them
have programs for offering tax incentives to nationals of other coun-
tries \\!m would start businesses or invest in the developing countries.
The 17, income tax law, as it exists in the Internal Revenue ( mlt‘
tmpmm a tax on the worldwide income, generally speaking, of U.S.
citizens and domestic corporations, but allows a credit for taxes paid
abroad under certain limitations.

As a result, if a developing country allows a reduction in tax as an
incentive to bring foreign business into the country, and the United
States imposes a tax on all of the income, the tax is payable by the
investor or the businessman in any event to the United States, if it
is not paid to the developing country.

These countries then asked us to make in the income tax treaty
which we would negotiate with them some provisions so we do not
automatically mllilf_\ the incentive which they are offering to attract
business.

There have been at least two forms of treaty provisions to deal with
this subject submitted to the Senate over the last dozen years, and
neither of them has been approved by this committee and none of those
treaties have been ratified.

One proposal advanced in a treaty and actually signed in a treaty
some 12 vears ago and in several ~nh~vqa!ont treaties w f‘HI](l have given
a credit for the tax which would have been payable in the lnu-llrn
country but for the fact that it relieved the company from the tax as
an incentive. Objection was raised to that provision in this commit-
tee. Only one such treaty was approved and in that case that provi-
sion was not ratified.

Subsequently, when we had an investment credit of 7 percent for
investments in plant and equipment in the Unifed States, but not for
mvestments in plant and equipment to be used abroad, or located
abroad, a treaty was submitted involving a developing country and in
which we agreed to allow an American corporation or an American
citizen an investment credit for investments in plant and (‘qmp:'-n'm 1]
that developing country. This was not approved by the committee, ‘nwl
I think would no longer be a gmwl‘nl\- consideration because we have now
repealed the investment credit on investments in the United States an
we, therefore, would not allow an investment credit in any event with
respect to investments abroad.

Now, in the treaty with Trinidad and Tobago, that Government
strongly urged us to insert in the treaty some provision that would
prevent a nullification, in effect, of the income tax incentives that they
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would offer. We said in the light of the history of this provision, and
changing considerations in the United States, that we would have to
defer the discussion of that provision. We decided to go ahead with the
treaty without any special provision in it relating to tax incentives, and
to take up that matter further,

I have discussed this with the chairman, Senator Fulbright, and said
to him that the Treasury Department has for some months been trying
to develop some alternative approaches for dealing ‘with this problem,
and that we would like to discuss these with vour committee to see if we
could lll'\'l’]f!l: a !:n]i‘"\' that we could :tihln]“\' n -is-:llll]i;_[ with this matter
in the future.

Senator Cruvrer, All right.

POSSIBILITY OF PROTOCOL WITHOUT COMMITTEE APPROVAL

[f this treaty were approved by the Senate, would it then be pos-
sible for you to attach subsequently a protocol to the treaty which
would not have to come back to this committee for approval?

Mr. Congx. No, sir; we have assured the committee in my statement
that any suech protocol would be submitted to the Senate and to this
committee before it would come into effect, and T sugeested to the
chairman that it would be desirable for us to review this as a matter of
policy before we enter into the further negotiations.

Senator Wirniaas, Will the Senator vield ?

Senator Cuvrcr. Yes, Senator Williams has a question.

POTENTIAL LOOPHOLES IN TAX INCENTIVE

Senator Wirerams. Do I gather that you are seriously negotiating a
treaty where companies can get credit for tax deferrals that are
granted to them in the other country on the same basis as though they
were paying those taxes?

Mr. Comex. Senator, we are seriously reviewing the matter at this
time, and not considering at this point the negotiation of treaties in
this regard before we have a review of this as a policy matter within
the Administration and also with the committee.

We think it would be better to try to deal with this as a policy mat-
ter and decide whether we want some version of that or no version of it.
and reach that decision before we have a negotiation with a foreign
country. )

Senator Wirriams. If T may pursue that point, this was brought
up once before to the committee and we rejected it on the basis that
country A could have a projected tax of 40 percent and then defer
that tax. If we allowed rLem to get the credit, what would there be
to prohibit this country A from raising their tax rate to 60 percent
and deferring 60 percent? In other words, why not defer all taxes,
and you could have a situation where companies would not care
how high their tax rates were. In fact, they could encourage foreign
countries to make them high and then defer them. They could just
manipulate this tax credit.

[ think before you explore that too far, you had better watch the
potential loopholes in it.
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My question would be this: If you would consider that for inter-
national taxation, would you consider the same rule applicable here
in this country among States, so that the State of Delaware could
impose a tax of 30 percent and then forgive the tax and get the credit
for that? Would vou consider a similar rule here in this country ?

I only ask that to point up the Pandora’s box that you are opening
when you move into that area.

INTEERMEDIATE GROUNDS FOR CONSIDERATION

Mr. Conex. I think we are aware of this, but there are some inter-
mediate grounds that might be worthy of consideration.

For example, Senator, the State of Delaware gave an incentive to
the location of a plant there by reducing its income tax or by the use
of industrial development bonds which are permitted on plants up to
a million dollars. This results in benefits to the industrial company.

The Federal Government does not immediately nullify that by a
tax on it. The man retains the benefits. His income is higher, and we
get a 48-percent. corporate tax on the higher income, but we do not
nullify it completely. T just suggest that as one point to be considered.

There is a middle ground possibly between a full tax sparing, as
it is called, and a complete nullification, which is the situation at the
moient.

Senator Wrrrrams. That is correct.

Mr. Conex. But we have no position with respect to it at the moment,
but we do feel that the matter has been left unresolved and uncertain
for so many years that it warrants a further review at this time and
no commitment as to what the Administration would propose, but
with our seeking the informal advice of the committee before we would
p:mm'ti

Senator Wirriays. Well, under this present set-up in our State,
we do have an income tax on corporations and if the State wishes
to exempt some company from the income tax it does not get a credit
for tax that has not been paid under existing law and it should not.

Mr. Conen. That is correct. There is no credit.

Senator WiLLiams. Sure there is not.

Mr. Comen. But we in one sense nullify that State tax t'\omptilm
because, when that taxpayer does not p ay a State tax, his taxable in-
come is greater on account of it, and then when we apply our tax to
his income we pick up a tax on that increased income. It is not a tax
eredit, but it is a deduction.

Senator Winnrays. That is correct.

Mr. Conex. So it has some effect, but not a complete effect.

Senator WirLiams. That is correct and that is what you are doing
internationally now?

Mr. Conexn. Yes, but only in a case where a taxpayer elects to deduct,
rather than credit, fmw,r_:n taxes. If the taxpayer elects to credit for-
eign taxes, he loses the entire benefit of the foreign incentive at the time
of distribution.

Senator Wintiams. And my point is that before you change that
Fo]ll 'y, you had better watch just how far you are opening a Pandora’s
HOX
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REJECTION OF PREVIOUS INVESTMENT TAX CREDIT PROPOSAL

You mentioned the investment tax eredit, the proposal that was
before this committee 3 or 4 years ago in a treaty. Looking back, do
you not agree that our committee was wise in rejecting those treaties
that wonld have written into treaty form the so-called investment tax
credit, particularly in view of the fact that we have now repealed it
in this country ? If it had been adopted in a treaty, it would have been
the law now so far as international tax is concerned.

Looking back, do you not think our rejection of that was wise ?

Mr. Comex. I think it certainly would have been an undesirable
result to have the investment credit applicable to investments in for-
eign countries and not to investments in the United States. I am not
sure whether the treaties that were then proposed would have extended
the investment credit abroad if the law were repealed in the United
States.

Senator Wirriams. As first presented to the committee, it would
have. As later presented to the committee—I think it was changed—it
would not have and would have followed the existing law.

Mr, Comex. Well, we would not. have considered this proposal as a
part, of our current review of the matter.

STATE DEPARTMENT ROLE IN NEGOTIATING TAX TREATIES

Senator Case. Mr. Chairman, may I ask the Senator from Delaware
to yield?

The document submitting these treaties to the committee states that
the Department of State and the Department of Treasury have co-
operated in the negotiations. I believe this is true in the case of each
treaty. Has the State Department taken an active role in negotiating
the treaties or has it just given pro forma agreement?

In other words, to what extent is this a matter of foreign policy in
the political sense as opposed to the economic sense !

Mr. Conex. Well, T was not in the Treasury at the time that some
of these early negotiations started. Some of them go back as far as
1966. I know in general that we cooperate with the State Department
both here and in the embassies abroad when we are abroad on the
negotiations, but the detailed responsibility for them is in the Treasury
])e*mrtnwnt. They are always reviewed with the State Department
and on particular questions that would come up, such as the question
earlier about the Continental Shelf, we coordinate with the State
Department.

Senator Case, before we enter into negotiations with a foreign coun-
try for a tax treaty, we do have discussions with the State Department
on broad policy issues and we have their approval to the opening of
the negotiations. i

As a matter of fact, at times the suggestion and recommendation
for the negotiations of a particular treaty will come to us informally
from the State Department, and when we are overseas in negotiations,
the economic counselor or some representative of the State Depart-
ment at our Embassy will fl'e.qumltfy sit in on the discussions.

I know this has oceurred in some recent discussions. But when we
get to the technical parts of the tax law, in which we have the problem
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of meshing the income tax law in our country with that in one of the
foreign countries, they generally defer to our judgment.
Senator Case. Thank you.

TAX IMPETUS TO UNITED STATES DIRECT INVESTMENT IN TRINIDAD
AND TOBAGO

Senator WitLiams, Further in line with the questions about giving
credit for these tax deferrals, an exchange of correspondence between
the Prime Minister of Trinidad and our own State Department has
been called to my attention. I quote one paragraph of this exchange:

My Government recognizes the value to Trinidad and Tobago of increased
United States investment in your country and the importance which your Gov-
ernment places on promoting such investment through the tax treaty mechanisu.
I want, therefore, to assure that my Government is prepared, at an early date,
to resume discussions with representatives of Trinidad and Tobago with a view
toward reaching agreement on a supplementary protocol that would provide
@ tax impetus to United States direct investment in Trinidad and Tobago.

What type do you have in mind and how far have you gone toward
entering into an agreement? How firm is it ?

Mr. Conex. We have an agreement only to discuss it. We have no
agreement with them as to any resolution of the problem and, as 1
said, Senator, I would very much prefer at this time to try to have
a resolution of the policy with respect to this rather than to move
ahead with a specific treaty and then bring it before this committee
for its approval.

I think that the matter has been discussed and debated so long
and conditions have changed so much since it was last disenssed that
we ought to have a review and reappraisal of the policy that the
United States should follow before we would resolve this,

So while we have a commitment to discuss it with the Government
of Trinidad, we have no commitment with respect to the resolution of
the issue.

Senator WiLriams, And you would confer with the committee before
you arrived at any major change or decision ?

Mr. Conexn. Yes, sir, I would do so.

CHANGES CONCERNING MOTION PICTURE INDUSTRY 8 TAX OBLIGATION
IN FINLAND

Senator Wirrrass, What is there in this tax convention with Fin-
land that would change the existing law relating to the motion pic-
ture indvstry and their tax obligation ? -

Mr. Conen. A problem with respect to each of these treaties is
whether motion picture rentals are deemed to be industrial or com-
mercial profits in which event they are taxed only if the American
motion picture company would have a permanent establishment in
Finland or the other treaty country.,

It is provided in the proposed treaty with Finland that the tern
“industrial or commercial profits” includes rents or royalties derive
from motion picture films, films or tapes of radio or television broad-
casting and, hence, under this provision, there will be no tax in Finland
as long as the American motion picture company has no permanent
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establishment in Finland. I would understand that, generally speak-
ing, they would not have.

The letter of transmittal from the State Department to the Presi-
dent, dated April 15, 1970, which is in the printed pamphlet, says that
motion picture royalities are not covered in the existing convention
and are, therefore, subject to tax in Finland under the statutory pro-
visions there,

Under the new convention, motion picture royalties are included
within the definition of industrial or commereial profits and conse-
quently will be subject to tax only if effectively connected with a
permanent establishment in Finland.

Senator WiLriass. How will this affect their tax as compared with
the existing law ? Give us a hypothetical case.

Mr. Corren. Well, I understand, Senator Williams, that if an Amer-
ican motion picture firm produces a film in the United States and
leases it for showing in Finland, and it does not have a sufficient
activity in Finland, at least an office and representatives, to be con-
sidered to have a permanent establishment in Finland, then after this
convention comes into effect there would be no Finnish income tax on
the royalties or rentals derived by the American company.

There would, however, be an American tax on the worldwide income.
So by relieving the American motion picture firm from Finnish tax in
that case. our revenues would be increased because we would not have
to allow a credit for a Finnish tax, which we would have to do under
existing cireumstances. At the present time the Finnish tax authorities
assume a net income of 7 percent of gross royalties which it subjects
to tax at the ordinary corporate or individual rates.

The nub of it is that in that type of a case where an American com-
pany has no permanent establishment in Finland, it would be paying
Finnish tax on the rents and royalties now, but they would not pay the
tax after the convention would come into effect.

Senator Wirriams. To the extent that they did not pay the Finnish
tax after the adoption of this convention, their American tax liability
would increase proportionately: is that correct?

Mr. Conex. Their net American tax would increase because they
will not be allowed a credit for a Finnish tax since the Finnish fax is
not being paid.

Senator Wrrrrams. Yes.

TAX DEFERRAL FOR TECHNICAL ASSISTANCE

I did not get the full import of something you mentioned earlier.
We will call them the rollover transactions, where you could trade for
and defer the tax, capital gains tax or income tax, until the subsequent
sale of the security or whatever may be involved in the transaction.
To what treaty were you referring at the time and how would that
work?

Mr. Conex. This is only with respect to the convention with Trini-
dad and Tobago. Article 7 of this treaty provides, as the title says:
“Tax deferral for technical assistance.”

Under our present Internal Revenue Code, in section 351, if an in-
dividual or corporation transfers property to a newly organized cor-
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poration solely in exchange for stock and securities, the taxpayer has
no gain or loss recognized on that transfer, and there is, in effect.
a deferral of the tax that would be due had the property transferred
been sold to a third party. That tax is not collected at that time, but
there is a carryover of the hasis of the investment in the property,
and the cost or other basis which the taxpayer making the transfer has
in the property before the transaction would carry over to the stock
that he gets in the transaction, and if he later sold the stock he would
pay the tax at that time, and not at the time of the transfer.

This involves two problems in this connection. (

One is, if there is a transfer to a foreign corporation, it is provided
in the law that the prior approval of the Commissioner of Internal
Revenue is required. The Commissioner gives his approval if he is
satisfied that the transfer is not for the principal purpose of avoiding
Federal income tax. If we did not have such a provision, there might
be a possibility of people avoiding American tax by transferring
property to foreign corporations and having the foreign corporation
then make the sale.

Senator WiLLiams. You are speaking of the existing law?

Mvr. Conen. That is the existing law.

A problem has arisen, however. Over the last 8 or 10 years, there
has been a difficult question, as to what is property, because that see-
tion 351 is applicable by its terms only to a transfer of property. And
you get difficult questions involving transfers of so-called know-how,
as to whether know-how is property or whether it really represents,
when one transfers know-how or maies know-how available, a transfer
of services for which compensation is derived. Tt has been dificult to
resolve these questions in advance.

At times it depends upon the law in the country to which the prop-
erty is transferred. It is particularly important that the possibility
of a tax-free transfer exist in the case of the developing countries that
are anxious to obtain the know-how, technical information and the
right to use patents. Yet it is in the developing countries where it is
most difficult to discover what the law provides.

Thus, we have provided in this treaty in article 7 for a broader
rule for the deferral of tax on transfers of patents, inventions, models,
designs, secret formulae or processes or similar property rights and in-
formation concerning industrial, commereial or scientific knowledge,
experience or skill. We have provided that those transfers to a Trini-
dad corporation in exchange for stock will not give rise to income
tax regardless of the present technicalities that might exist under our
section 351, but with a reservation that the stock received would con-
tinue to have the cost or basis which the taxpayer had for this knowl-
edge and know-how that he transferred, and upon a sale or other dis-
position of the stock he would pay the tax at that time.

The purpose of this is to get over some of the technical problems
that have proved difficult to resolve under our present section 351 while
adhering in general to the same principle as existed before.

Senator WiLLiams. Technical problems will arise becanse section 851
is not broad enough to cover it ; is that not correct ?

Mr. Conen. That is correct.

Senator WiLriams. So it is an expansion of existing law ?

Mr. Conen. Yes.




SECTION 3561 DEFINITION FOR TAX FREE TRANSFERS

Senator Wirriaams., So it is not really technical problems. Under
existing laws applicable here in this country, how do you treat those
same items? Are the same items that will be covered under thh tit'.lt\
allowed to be considered on a tax-free exchange under section 3517

Mr. Conrx. Well, it is difficult to say in some cases, Senator. The
distinetion is that under our present law in section 351 we would give
this deferral if the items transferred constituted “property.”

Senator Wintiams, I know. But I am asking you, do you define what
is property ! Do vou define these same items under existing law for
transfers in this country? Are they defined in the same manner in
which they would be defined under this treaty ?

[ think the answer is no; is it not.?

Mr. Conex. The answer is clearly no in the sense that this provision
would be broader and cover items which may not be property, although
most items would be considered property.

For example, a patent, I would think, is clearly property under our
concept. An invention is probably property. But whether a formula
or process or similar property right is property or not has been a very
grievous problem.

Senator Wirrtans. I know it has, but under the existing law, section
351 as it is applied domestically, do any one of those three items qualify
for a tax-free atnr'lk transfer?

Mr. Conexn. I do not want to evade your question, Senator, but I
must answer it that T do not know because it depends in large p rt, I
believe, upon the applicable State law. One of the problems in this area
is that when we are dealing domestically we have a pretty good idea
of the applicable State law. It may vary from State to State, but we
do have in general the common law applicable in the United States.
But when we go into the developing countries, a particularly difficult
problem is to know what the law is in that country with respect to
these items in determining whether it is property or not property.

Senator Wirrtams. I do not think that the section 351 definition can
be determined necessarily by the legislatures of various States.

For example, many patents are for some new product, a secret
process, on which the company may have spent $30, $40 or $50 million in
developing. Now it may be a failure; it may be a loss or it may be a
success, but 1t does have a tangible value. 1 (In not. think under section
351 that it is treated as a tax-free transfer in this country, and I am
wondering if you are not broadening the definition of section 351 under
this treaty in a manner in which it is not being applied in this country.

APPLICATION OF TREATY LANGUAGE TO SECTION 351

My next question is this: If the Senate approves the treaty as you
have it here for Trindad and with the definitions of section 351 trans-
fers broadened would you endorse the application of the same lan-
guage to section 351 here in this country ?

Would you endorse that? That is, that section 351 be broadened na-
tionally to cover all of the same items which are covered under the
treaty, and how much would be involved in revenue ?

Mr. ConeN. I think—I speak necessarily without knowledge of all
of the facts——
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Senator WirLiaxs. If you would rather furnish that for the record,
[ will not press it this morning because I would like to have the De-
partment’s position on this broad language which you are recommend-
mg. I would like to know .mpm\nu m"\ how much may be involved
and whether or not vou would embrace the same extension domesti-
cally. II you did, then how much would be involved in that?

Mr. Conex. Well, Senator, my diffieulty is going to be that we can
not l("l“'\ estimate the cost in the United States. In eeneral, I would

say that in substantial business transactions, the transaction will not
be done if this would produce taxable income upon the receipt of the
stock. It is not so muech a matter of whether we would get revenue
or not. 1 think the answer is that the transaction would not oceur if
the recelpt of the stock would produce income.

The second problem that we would have is to try to determine the
extent to which the resolution of these doubts would be different from
what it would be under existing law. I have no difficulty in saying
that the policy directions ultimately worked out here shonld lrv |in]1h—
cable domestically. But we are dealing here with a Trinidad situation
which involves a relatively limited {lul' ar amount in view of the small
size of the country. We have a provision in article 7 which provides
that “With respect to the United States tax, the provisions of this
article shall be subject to such regulations as are preseribed by the
Secretary of the Treasury or his delegate to effectuate the provisions
of this article and to further define :1‘1(] determine the terms, condi-
tions, and amounts referred to lel-iu This gives us very broad au-
thority to make sure that this provision is not used for any tax avoid-
ance oper rations.

But T would be most re sluctant to snggest this to the Senate Finance
Committee as a provision for domestic operation without considerable
additional ktlld\

Senator Wittiams. T gathered that you would, and T would have
been ‘«111|n|~vr] if you iLul taken a different position. But T still get
back to my basic question.

I want the [l{hlIlllll of the Department. I would like for you to
furnish it at this point in the record, if you would, later, as to your
endorsement or rejection of this same pnhn applicable to domestic
industries, and your reasons and the amount involved.

I realize you cannot put your finger on the amount of money now
because the tax consequences prohibit it,

Mr. Congx. Yes.

Senator Wittiams. But if you extend this tax-free exchange, it is
almost unlimited as to what could be done, and at least T \\01ﬂd like
to have your estims ite, if you care to make an estimate,

What disturbs me is the thought of extending a tax benefit |||m||!
which we are not “1111110' to give to domestic industries and if it is
the mere fact that it is a kmnll country and it may be small i in amount,
it does not make any difference. It is'the pr mmple of it. It is right or
it is wrong, and I would still like vou to furnish this zemnnnemlntmn
for the record because I personally have questions in my mind as to
the advisability of this step.

Senator Case. Would the senator yield ?

Please go ahead and comment.
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TRANSFERS UNDER SECTION 3531 AND ARTICLE 7 OF TRINIDAD TREATY

Mr. Conex. I would like to say that for a good many years I prac-
ticed law in the tax field and worked particularly in the area of cor-
porate transactions. I found that this problem does not really occur
in the domestic area because, except in a most unusual situation, there
18 no particular advantage in transferring know-how and technical
assistance from persons to domestic corporations in a section 351
transaction.

It theoretically is a problem that we have worried about often, but
aside from the possibility of thereby converting what would be ordi-
nary income into a capital gain, it has not been a very serious problem.
There are some problems in the technicalities of section 351 where it
arises, but it has not been a very difficult problem.

The problem has existed in the international area, and it has been
difficult for the Internal Revenue Service to deal with this problem in
advance rulings in each case. This article would give a broader au-
thority to the Treasury and the Internal Revenue Service by regu-
lations.

I would not like to see the broad authority with respect to domestic
transactions, but I think I can answer for the record that T would not
object in principle to extending in the domestic area the same pro-
visions that would be here, but I think I would like to work it out in
greater detail in the statute. I would not ask the Congress to delegate
this much authority to the Treasury in the domestic area.

Jut in the case of the types of problems that would come up in Trini-
dad, which would be limited in number, I see no reason not to ask for
that authority so that we can gain experience with the provision.

Senator WiLrians. I shall look forward to seeing your comments
in answer to my question. When you furnish it for the record, I would
like you to send a copy of it to my office.

Mr. Conrxn. I would be delighted, Senator.

I would like to think a little bit further on it. but I do believe that.
in general, T would support this as a general policy with respect to
the United States, but 1 would want to see it in more specific statutory
language, and with less delegation of authority to the Treasury.

Senator WirLiaums. 1 was not suggesting that it should or should
not be approved, but asking for the comments which have been sug-
gested in your answer.

(The information referred to follows:)

THE DEPARTMENT OF THE TREASURY,
Washington, 1.C., November j, 1970.
Hon. J. W. FuLsricur,
Chairman, Committee on Foreign Relations,
II.8. Senate, Washington, D.C.

DEAR Mi, CHAIRMAN: At the public hearing of the Committee on ODetober G,
1970, at which the proposed Tax Convention with Trinidad and Tobago was
considered, Senator Williams inquired with respect to Article 7. which is en-
titled “Tax Deferral for Technical Assistance”. He asked for information on
the revenue loss which might result from Article 7, whether the Treasury wonld
support the extension of a similar provision to demestic transactions and the
revenue loss which such an extension might entail.

Article T of the proposed convention is closely related to section 351 of the
U.8. Internal Revenue Code. Section 351 provides that no gain or loss shall be
recognized if property is transfererd to a corporation by one or more persons
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solely in exchange for stock or securities in such corporation and immediately
after the exchange such person or persons owns stock possessing at least 809,
of the voting power and at least 80% of the total number of shares. Section 351
further provides that stock or securities issued for services shall not be con-
sidered as issued in return for property, although this limitation does not apply
if the services are ancillary to a transfer of property.

Where property is transferred to a foreign corporation, section 367 of the In-
ternal Revenue Code provides, however, that section 351 ean apply only in those
cases where the Internal Revenue Service rules prior to the exchange that such
an exchange is not in pursuance of a plan having as one of its prineipal purposes
the avoidance of Federal income tax.

As I indicated at the hearing, in most cases the application of Article 7 of the
proposed treaty will produce the same result as sections 351 and 367 of the In-
ternal Revenue Code, However, there are a number of differences which can be
listed as follows :

(1) There is no requirement in the proposed convention that the Internal Reve-
nue Service give advance approval of the transaction as provided under sec-
tion 367.

(2) There is no requirement in the proposed convention that the recipient cor-
poration be at least 809 controlled by the transferor, or the transferor and other
transferors, as provided under section 351.

(3) While section 351 applies to the transfer of any type of “property,
7 applies to transfers of any :

(@) Patent, invention, model, design, secret formula or process, or similar
property right;

(b) Information concerning industrial, commercial, or scientific knowl-
edge, experience or gkill ; or

(¢) Technical, managerial, engineering, architectural, scientific, skilled,
industrial, commercial, or like services which are ancillary and subsidiary to
the transfer of the property rights referred to in (a) or the information re-
ferred to in (D).

At the outset, it should be noted that since taxpayers who are well advised
normally will not transfer patents, similar rights and information to a corpora-
tion in exchange for stock unless the exchange is tax free, we obtain no signifi-
cant revenue from the limitations resulting from the use of the “property” con-
cept and the other restrietions in section 351. Rather, the effect of these restric-
tions is to prevent transactions from taking place or to alter the form in which
transactions take place. The same is true in connection with transfers to Trinidad
and Tobago. Therefore, it is our view that if the treaty were approved with
Article 7, the provisions of this article which have the effect of broadening the
possibilities for a tax-free exchange would not result in any significant revenue
loss, but rather could result in transfers to Trinidad that would not otherwise
be made or which would have been made in a different form. Similarly, if the
Trinidad treaty rules were made generally applicable there would be no signifi-
cant revenue loss.

With respect to the advance ruling requirement, section 2(a) of Article 7 gives
the Secretary of the Treasury or his delegate the authority to promulgate regu-
lations under Article 7 to “further define and determine the terms, conditions. and
amounts referred to herein.” The Treasury Department therefore conld and
would provide that, at least so long as section 367 requires an advance ruling gen-
erally on transfers to foreign corporations, such a prerequisite wounld be ap-
plicable under Article 7 of the treaty with Trinidad and Tobago.

With respect to the 80% stock ownership requirement which is contained
in present section 351 but which would not be applicable under the proposed
treaty, we believe that it is appropriate for the treaty to permit a reduction
in this requirement. A treaty for avoidance of double taxation and the prevention
of tax avoidance must necessarily result in modification of some of the domestic
tax rules in each country in order that those rules may be appropriately meshed
in eonnection with international transactions between their citizens or COTrpo-
rations. Both countries would ordinarily have jurisdiction to tax and the appli-
cation of section 351 affects not only the transferor stockholder but also the
transferee corporation. Thus, when the transferor and the transferee are in two
different countries which are negotiating a treaty, it is appropriate to reach some
common rule that will govern the tax treatment flowing from the transaction
in both countries in order to avoid double taxation or prevent escape from taxes
in both countries.

Article
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Some foreign countries, particularly developing countries, wish to have a sub-
stantial loeal ownership of stoek in the corporation. We thought, therefore, in
connection with these negotiations with Trinidad and Tobago, that on a recipro-
cal basis we could permit reduction in the 809 confrol requirement, par-
ticularly since, by the regulations that would be authorized and by the require-
ment for a ruling by the Commissioner of Internal Revenue, this reduction in
the necessary percentage could not be used for tax avoidance purposes.

We would not be prepared, at least at the present moment, to recommend that
the 809 requirement in section 351 be reduced in entirely domestic trans-
actions. In the first place, there is no problem of meshing our own tax laws with
those of another country in international transactions or taking account of its
desires in a treaty negotiation. In the second place, in the domestic area there
would be no requirement for a ruling by the Commissioner, and hence no oppor-
tunity to review the tax avoidance potential that might be involved in the
transaction. In the third place, while there are reasons to review a number of
the present statutory provisions in Subchapter C, we would not be inclined to
recommend a change in section 851 without some corresponding changes in
other provisions in Subechapter C where no requirement for a Commissioner’s
ruling exists.

With respect to the differences in the scope of section 351 and Article 7 result-
ing from the use of the “property” concept in section 351 and the reference to
specific items in Article 7, it should be noted that, in a sense, Article T is clearly
narrower than seetion 351. For example, Article 7 applies only to the limited types
of property rights listed above and does not include, for example, the transfer of
machinery, equipment, stock and securities which are all covered by section 351.
On the other hand, Article 7 is broader than section 351 to the extent that some
of the items listed thereon may not qualify as “property” for purposes of section
851. Considerable difficulty has been experienced in determining the meaning of
the term “property” in relation to items such as “know-how” and other types of
intangible property. This is particularly true with respect to transfers to develop-
ing countries, where concepts of “property” ownership may not be well defined
in legislative or judicial law. We believe that, in view of the provision for regu-
lations under this article of the treaty and the requirement of a ruling by the
Commissioner, no opportunity for tax avoidance would exist by this expansion
of the term “property” in the context of transfers to Trinidad and Tobago
corporations. We would not propose to have the Iniernal Revenue Service approve
any transfer of an item under this Article 7 of the treaty to a Trinidad and
Tobago corporation in any case in which we would not be prepared to endorse a
statutory amendment of section 351 to permit an identical transaction between
United States domestic taxpayers. While we would not be prepared to abandon
the “property” requirement in section 351 for domestic purposes at this time
becanse there would be no prerequisite of a ruling, as experience is gained with
the type of provision which is set forth in Article 7, consideration will be given
to developing an amendment to section 351 along such lines.

We have concluded in these circumstances that this Article 7 of the treaty is
desirable, particularly because on a bilateral basis it dealt with a special problem
of a developing country, tax avoidance could be prevented by the provisions of
the regulations and the necessity for the transferor to obtain a ruling of approval
by the Commissioner of Internal Revenue, and by the fact that we would antici-
pate that the requests for rulings under this treaty provision would be few in
number.

If the Committee should view the difference in the scope of section 351 and
Article 7T as significant and should conclude that it does not at this time want
to approve this provision, the Treasury would be willing to accept approval of the
proposed convention with a reservation concerning Article 7. We have been in con-
tact with the Trinidad and Tobago authorities on this matter, and they would
not object to a reservation with respect to Article 7 if necessary to obtain approval
of the proposed treaty. We do believe, however, that it would be preferable to ap-
prove Article 7 and observe earefully the experience thereunder.

Finally, notwithstanding our willingness to accept a reservation with respeet
to Article T under the circumstances set forth above, the Treasury believes that
provisions similar to Article 7 of the proposed treaty are desirable in the case of
tax treaties between the United States and less developed countries. Therefore
if the Senate enters a reservation to Article 7, I would hope to have the oppor-
tunity at an early date to discuss this matter further with the Committee in the




context of an examination of U.S. treatment of less developed country tax
incentives.
Sincerely yours,
Eopwin 8. CoHgN,
Assistant Secretary.
Senator Wirnrams. Go ahead. Senator Case.
Senator Case. Do you have any further comment to make?

FULL TAX PAYMENT UPON SALE OF STOCEK SUGGESTED

Mr. Conrx. Well, Mr. Gordon suggested to me, and I thought I
made this comment but perhaps I did not, that in the international
area, particularly with respect to the developing countries, the de-
veloping countries are anxious to obtain the know-how and the tech-
nical assistance from the U.S. firms. But the U.S. firms, while
willing to render that assistance and malke the know-how available,
would not do =0 if there would he prohibitive taxation on the value
of a stock which has an uncertain value.

It has seemed to us that in that situation a fair resolution of it is to
say no tax will be collected at that time, but upon a sale of the stock
that the full tax would be paid then.

Senator Case. Thank you, Mr. Cohen and Senator Williams.

TRANSFER OF PATENT TO FOREIGN COMPANY

From an expert you are going to a complete neophyte now. What is
the transfer of a patent? A patent is an exclusive right in a certain
area; 1s 1t not? How does an American company transfer a patent

to a company in a foreign country #

Mr. Conex. Well, Senator, we are neophytes together in the patent
area certainly. I have had some experience in this. You could have a
property right in an invention and then patent it, but I suppose that
this would come up, not on transfer of a U.S. patent to a Trinidad
corporation, but frequently an invention is patented not only in the
United States but in foreign countries. An American might have
a U.S. patent and he could have a Trinidad patent or he could
have a patent in some other country, and he could transfer all his
right, title, and interest under the patent to a Trinidad corporation
in exchange for stock of the Trinidad corporation.

Senator Case. Do you mean he could transfer his U.S. patent ?

Mr. Comnex. He could transfer the U.S. patent, but I do not think
that that is what is involved here, because that would not seem to be
sensible from an income tax standpoint.

More likely the transfer of a patent involves the patent issued by
the foreign country. It may cover the same invention that is covered
in the United States by a T.S. patent. So T think what is involved
here, generally speaking, are patents of foreign countries.

Senator Case. Well, again, this is diffieult to understand.

You mean a U.S. company would transfer to a Trinidad corporation
patent rights in a process under the law of the United Kingdom?

Mr. Comex. But, suppose I, for example, patent a new widget, I
patent it in the United States, and I also get a patent in Trinidad.

Senator Case. But this does not say just Trinidad patents.

Mr. Conex. No.
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Senator Case, In fact, I donot think it means that ; does it ?

Mr. Conen. But it is not limited to that. But then this is an illus-
tration and you asked for an illustration.

Senator Case. Please continue. I did not mean to interrupt.

Mr. Conrx. Suppose, for example, that you have a patent in Trini-
dad to make, use and sell, and you want to manufacture in Trinidad.
I think the normal practice would be to transfer that Trinidad patent
to a Trinidad corporation upon the organization of the company and
that would entitle that corporation to manufacture and use and sell.

There is a limitation in Article 7. While it is not limited to a transfer
to a corporation of the country that gives the patent, it does make this
provision applicable only where there is a transfer for use in con-
nection with a trade or business actively conducted by such corporation
in Trinidad.

Senator Case. In other words, you could not trade in patents?

Mr. Conex. No,

Senator Case. A company could not acquire a patent and sell it?

Mr. Conex. It is only for use in a trade or business actively con-
ducted by this Trinidad corporation transferee in Trinidad.

Senator Case. But if a company wanted to set up its world operation
in Trinidad, it could do so through this mechanism. It mulld make
all the widgits in the world in Trinidad and sell them anywhere they
want to.

Mr. Conen. Yes.

(Mr. Cohen’s full statement follows:)

STATEMENT OF HoN. Epwin 8. COHEN, ASSISTANT SECRETARY OF THE TREASURY
ror Tax PoLicy

Mr, Chairman and Members of the Committee: this is my first appearance
before this Committee since taking office and I welcome the opportunity to discuss
with you an estate tax treaty which has been signed with the Government of
the Netherlands and three income tax treaties which have been signed with
the Governments of Trinidad and Tobago, Finland and Belgium.

I believe that income and estate tax treaties are a very important aspeect of
our tax program. Tax treaties are important in preventing unjustified double
taxation of income or estates and thus removing fiscal barriers to international
trade and investment. They are also important in providing for an equitable
division between countries of revenues from international transactions and for
the prevention of tax evasion and avoidance. We are devoting increasing atten-
tion to these problems and are seeking solutions through treaties, legislation and
administrative action.

The three income tax conventions pending before this Committee bring up to
date and would replace existing income tax conventions with Belgium, Finland
and Trinidad and Tobago. The fourth pending convention is an estate tax treaty
with the Netherlands which is new both in the sense that we do not now have
an estate tax treaty with the Netherlands and in the sense that it represents
a new approach to dealing with international estate tax problems.

ESTATE TAX TREATY WITH THE NETHERLANDS

The purposes of the proposed estate tax convention with the Netherlands are
the same as those of the twelve other estate tax conventions now in foree between
the United States and other countries;' namely, to minimize the burdens of
double taxation at death, to assure an equitable division of revenue between
the two Contracting States and to prevent fiseal evasion with respect to taxes
on estates and inheritances.

t Australia, Canada, Finland, France, Greece, Ireland, Italy, Japan, Norway, the Repub-
lic of South Africa, Switzerland, and the United Kingdom.
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In accomplishing these purposes, the convention departs from the pattern of
our existing estate tax conventions in order—

(a) to take into account problems which employees of international
businesses assigned to foreign countries have encountered under previous
conventions ;

(b) to follow the direction indicated by the U.S. Foreign Investors Tax
Act of 1966 (FITA) in assisting our balance of payments by minimizing
deterrents to foreign portfolio investment in the United States; and

(¢) to conform to the extent practicable with the provisions of the Draft
Double Taxation Convention on Estates and Inheritances published in 1966
by the Organization for Economic Cooperation and Development (OECD),

As background, it would be useful if I briefly outlined the United States and
Dutch tax systems to indicate the problems which the treaty attempts to solve.

The United States imposes an estate tax which is applied to the estates of
decedents who are citizens or residents of the United States and to the estates
of other decedents who left property located in the United States. In the case
of citizens and residents of the United States, the gross estate which is subject
to the estate tax includes worldwide assets. In our Internal Revenue Code double
taxation is avoided (assuming the estate of the decedent is not subject to taxa-
tion by another country on a worldwide basis) by our allowing a ecredit for for-
eign estate or inheritance taxes against that part of the U.8. estate tax which
is attributable to property located in a foreign country,

In the case of decedents who were neither U.8. citizens nor residents, only the
property with a U.S. situs is included in the gross estate and there is a $30,000
specific exemption which makes our estate tax applicable only to U.S. property
in excess of that amount.

An alien in the United States acquires residence for purposes of the estate
tax if he is physically present in the United States and has an intention to
remain indefinitely. This is really a “domicile” test, but the term “resident” is
used in our Internal Revenue Code. The term “domicile” is used in the proposed
convention and hereafter in this statement.

The Netherlands imposes a Succession Duty on all property in the estates of
domiciliaries, regardless of where the property is located. The Netherlands also
levies a transfer tax at death which is, in general, applicable to transfers by
non-residents of real property and unincorporated business assets located in the
Netherlands.

It should be noted that it is easier for an alien in the Netherlands to acquire
domicile * for purposes of its Succession Duty than for an alien in the United
States to acquire domicile for purposes of the estate tax. While the United States
requires both physical presence and an intention to remain here indefinitely,
Duteh domicile is equated only with the location of one's prineipal abode, A
rented house or apartment in which an individual lived in the Netherlands with
his wife and children wounld generally be considered to be his prineipal abode.

The Netherlands law only partially eliminates double taxation in cases where
a resident of the Netherlands had property in foreign countries subject to estate
or inheritance tax there, since with respect to some types of property, including
investments in marketable securities, the Netherlands normally allows the for-
eign tax only as a deduction in computing the net amount subject to Dutch tax
mtllor than allowing a credit for the foreign tax against the amount of Duteh
tax.

Thus, under Dutch law, a 1.8, citizen who dies in the Netherlands and who
rented or purchased a house or apartment is likely to be treated as a domiciliary
for Dutch estate tax purposes. All of his assets would therefore be subject to the
Duteh Sueccession Duty. Since he is a U.8. citizen all of his assets would also be
subject to the Federal Estate tax. The U.S. would give a credit (subject to the stat-
utory limitations) for the Dutch taxes on assets our law considers to be located
in the Netherlands, but this may be of limited benefit because under our law

2This is a translation of the Dutch word “woomplats” which apparently can be trans-
lated either as “domicile” or “residence”.

# The difference between a deduetion and eredit ean be illustrated by assuming that States
A and B hoth impose a 50 percent tax on the same assets with a value of $100.000, If
State B allows a credit for the tax of State A the net effect is that the tax of $50,000 is
paid to State A ; no tax is paid to State B, On the other hand, if State B allows a dedue-
tion for the tax, State B imposes a tax of £25.000 by applying its 50 percent rate to the
assets net of the tax imposed by State A. The result is a total tax liabillty of 75 percent
rather than of 50 percent as individually imposed by both States A and B.
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most of his assets may be regarded as being located in the U.S. or third coun-
tries. Moreover, the Netherlands would, for most types of property, only permit
a deduction for the U.8. tax. If, for example, such a decedent left an estate of
$250,000, consisting primarily of stocks and obligations issued by a U.S. corpora-
tions, and bequeathed all of it to his wife, the U.S. tax would be $10,900 and the
Dutch tax would be $23,930. The combined tax liability of $34,830 exceeds the tax
either country would impose by itself—$10,900 in the case of the United States
and $25,612 in the case of the Netherlands.

A similar situation arises where a Dutch citizen and resident invests in U.S.
securities the value of which exceeds $30,000 at his death. Again, the U.8. tax
would only be partially offset by the deduction allowed under Duteh law.

Our older treaties contained comprehensive situs rules and typically eliminated
double taxation by giving the primary right to tax a given type of property to the
country of situs. The country of citizenship or domicile had the residual right
to tax and then, if a tax was levied, a credit was given for the situs country's
tax on property situated within its borders. In certain cases, as where property
is situated in a third country, each treaty country gives a partial credit for the
tax imposed by the other.

/While existing treaties have more or less eliminated double taxation, they
have not eliminated the compliance problems of a decedent’s survivors, since
the basic estate tax laws of both countries have continued to apply. As a conse-
quence of the differing domicile laws a decedent may be considered to have been
domiciled in both signatory countries and the problems associated with filing
estate tax returns in two countries, such as complying with the valuation proce-
dures of both countries, continue unabated. This has been a source of difficulty
and concern to the families of businessmen who die abroad.

The proposed Dutch treaty deals with these problems of double taxation and
compliance in the following ways:

1. Elimination of dual domicile—Seven-out-of-ten-year rule—The treaty elimi-
nates all cases of dual domicile by providing a series of tests under which the
decedent is treated as being domiciled in only one of the treaty countries. The
most important of these tests, which unlike the others is not based on the OECD
model, is the seven-out-of-ten year domiciliary rule. This rule is one of the prin-
cipal innovations of this convention. Under this rule a decedent who is con-
sidered by each country as having been domiciled therein at death will generally
be deemed to have been domiciled only in the country of which he was a citizen
if he had been resident in the other country for less than seven years in the ten-
year period ending at his death and did not have the intent to remain there
indefinitely.

This provision is largely designed to deal with the problem of estates of employ-
ees of multinational corporations who are sent abroad for a limited tour of
duty. Under the proposed convention, an employee of a U.S. corporation or its
Dutch subsidiary stationed in the Netherlands for less than seven years, with-
out indicating an intent to remain in the Netherlands indefinitely, would not be
treated as a domiciliary of the Netherlands for purposes of its inheritance tax.
Duteh tax would not apply except to real estate or unincorporated business prop-
erty located in the Netherlands. Thus, there would be no Dutch tax unless the
value of such Dutch property exceeded the exemption provided elsewhere in the
treaty. On a reciproeal basis, the same rules would be applicable to a Dutch citi-
zen temporarily in the United States. The seven-year domiciliary rule applies to
persons in the other country for professional, educational, training, tourism, or
a similar purpose (or in his capacity as the spouse or a dependent member of the
family of a person who is in the other country for such a purpose).

2. COredit where both countries taw on a worldwide basis.—The provisions deter-
mining a single domicile will generally result in only one State taxing on a world-
wide basis. However, both will still tax on a worldwide basis when a U.S. citizen
either (a) stays in the Netherlands for more than seven years or (b) goes there
with the intention to remain indefinitely. In the first case the treaty provides that
the U.S. will give a credit for the Dutch tax regardless of the situs of the prop-
erty of the estate, except that in the case of real estate or unincorporated busi-
ness property in the U.8., the Netherlands would give a ecredit. In the second
case a credit formula limits the total tax to the greater of the two taxes and
provides for a division thereof between the two countries.

8. Limiting taxation of residents of the other country to local real estate and
unincorporated business assets—To deal with the case of the Dutch resident who
invests in U.S. securities, the U.S. agrees to forego its tax on the securities even
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if the value of the U.S. assets exceeds the $30,000 U.S. exemption. To accomplish
this the treaty provides that each State will only tax the local real estate and
unincorporated business property in the estate of domiciliaries of the other
State. The U.8. however still reserves the right to tax its citizens on a world-
wide basis even if they are Duteh domiciliaries,

In this connection, it should be noted that this treaty provision will involve
little revenue loss. The treaty seeks to assure that a Duteh tax will be paid on
U.8, securities by retaining the requirements for filing a return in the U.8. This
will enable the U.S. to obtain the information on U.8. securities held by Dutch
decedents so that such information might be forwarded to the Duteh.

4. Matching allowances granted by the Netherlands.—Because the special U.S.
tax rate schedule applicable to nonresident aliens that was enacted as part
of the FITA is essentially equivalent to our giving Dutch estates the marital
deduction, the Dutch have agreed to reciprocate. In Article 10 of the conven-
tion, they have agreed to give a 50 percent marital deduction with respect to
real property and unincorporated business property going to the spouse of a
decedent. This exemption provided under the convention by the Netherlands
will apply only as long as the favorable treatment provided for nonresident
aliens under FITA continues to apply,

The Duteh have also agreed to give, a “disappearing” $30,000 exemption to
the estates of decedents who were U.S. domiciliaries or citizens not domieciled
in the Netherlands at death. This corresponds to the $30.000 exemption the
United States granted to nonresident alien estates under FITA. The conven-
tion exemption will completely relieve from tax an estate of $30,0000 or less of a
decedent who was not a domiciliary of the Netherlands. It applies to a lesser
extent to estates of up to $34,090 and not at all to Iarger estates, and thus may
be said to “disappear” with respect to larger estates,

As in the case of our income tax conventions, the proposed Duteh estate tax
convention includes an article on the exchange of information. This provision is
primarily designed to assist in the prevention of tax evasion.

The convention would apply to estates of persons dying on or after the date
on which instruments of ratification are exchanged and will continue in force
unless terminated, subsequent to five years after ratification, by the United
States or the Netherlands,

I should like to note the pioneering nature of this convention. It is our first
estate tax convention along the lines of the OBCD model. It ties together two
countries with differing views regarding the primary basis for tax jurisdiction,
the United States emphasizing citizenship and domicile and the Netherlands
emphasizing residence. It deals with a serious problem of double taxation which
has been of great concern, especially to those Americans temporarily living in
the Netherlands, We feel that this approach will not only avoid double taxation
but make it easier for taxpayers to fulfill their obligations,

This convention will serve as a prototype for our future estate tax nego-
tiations,

We have submitted a technical explanation which discusses the proposed
convention article by article,

REVISED INCOME TAX CONVENTIONS WITH TRINIDAD AND TOBAGO,
FINLAND, AND BELGIUM

I now turn to the proposed income tax conventions with Trinidad and Tobago,
Finland, and Belgium. I wounld like to emphasize that all three conventions
closely follow our recent treaty with France which was approved by the Senate
in 1968, These conventions are also along the lines of the OECD income tax
model and recent treaties entered into by other countries.

Each of these conventions is a revision of an existing convention. For the most
part the changes made are the result of the rethinking of tax treaty concepts
and language which has taken place during the years since the original con-
ventions were signed. A major influence on this ref hinking process has been the
work of the Fiscal Committee on the OECD which published its Draft Double
Taxation Convention on Income and Capital in 1963 and which has held eon-
tinuing discussions since then on the varions provisions, Also an important influ-
ence is the policy development reflected in the Foreign Investors Tax Act of 1966.

An important example of the modernization of treaty concepts that these
conventions embody is the elimination of what has come to be called the “force of
attraction” rule which is incorporated in the existing treaties with Finland
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and Belgium. Under that rule, if a resident of one State engages in triade or
business through a fixed place of business (permanent establishment) in the
other State, all of his income from the other States is taxed as profit of the
permanent establishment. The limitations on the rate of tax which can be im-
posed on dividends, interest and royalties or the exemption for interest or royal-
ties and the exemption for capital gains would not be applicable.

Recent treaties, inclnding the three under consideration, provide instead that
only income which is “effectively connected” with a permanent establishment
will he taxed as business profits without regard to the limitations which the
treaty provides for the tax which may be imposed on certain types of income;
therefore, dividends, interest and royalty income not attributable to a perma-
nent establishment will be accorded any reduced rate provided for in the treaty
and the exemption for capital gains not so attributable could apply.

The basie functions of an income tax treaty are to aveid double taxation, to
provide for a fair division of tax revenues between the two States, and to pre-
vent fiscal evasion. To accomplish these purposes, a number of basie rules are set
forth in the proposed treaties with Trinidad and Tobago, Finland and Belgium.
The rules, which are described in greater defail in the technical explanations
that have been submitted for the record, are as follows :

1. Taxation of business profits.—In order to give business flexibility to under-
take foreign operations in a preliminary or limited fashion without being subject
to foreign income taxes, the treaties provide that a resident of one State (in-
cluding a corporation) is not subjeet to tax in the other State on industrial or
commercial profits unless it has a permanent establishment in that other State.
The definition of industrial and commercial profits in the proposed conventions
with Finland and Belgium and in our existing convention with France includes
motion picture rents and royalties and results in the taxation of motion picture
royalties by the State of source only if the income is attributable to a permanent
establishment in that State.

In general a permanent establishment is a fixed place of business. but follow-
ing the OECD model, certain types of fixed places of business (such as purchasing
offices) do not constitfute permanent establishments and certain activities earried
on without a fixed place of business (such as a loeal dependent agent who con-
cludes contracts) do constitute a permanent establishment.

2. Air and sea carriers—The treaties provide reciprocal exemption for inter-
national air and sea carriers.

3. Double tazxation arising from inconsistent treatment.—The treaties provide
a mechanism for avoiding double taxation resulting from different allocations of
income and deductions between head office and branch or between related com-
panies in the two countries. This is to be accomplished by consultation between
the “competent authorities” of the two States for the purpose of seeking to agree
on an allocation. If an agreement is reached, the treaties provide that taxes will
be imposed or adjusted to reflect the allocations agreed upon. In addition to
problems of allocation, the treaties provide for mutual agreement to resolve
differences in sonrce rules and to deal with diffieulties or doubts arising in the
applieation of the provisions of the convention.

4. Oredit or exemption to avoid double tawvation.—While the United States and
some other countries have provisions in their domestic law to avoid double taxa-
tion on income from foreign sources which is subject to foreign tax, it is tradi-
tional to agree in income tax conventions to allow a tax credit or exempt such
inecome. Thus, in each of these conventions the U.S. agrees to grant a foreign tax
eredit for the tax paid to the other country. This obligation is met by the provi-
sions of our domestic law. Trinidad and Tobago similarly agrees to grant a
eredit. Finland agrees to a eredit in eertain cases and an exemption in other
cases. Belgium agrees to a partial or full exemption in certain cases and a eredit
in nlh(:r cases. In the case of both Finland and Belginm, exempt income can be
::11:-_911 into account for purposes of determining the applicable rate of tax.

5. Tawmation of dividends, intercst and royalties and exremption of eapital
_ﬂ'r!l!l&:.——-T]Ef' treaties contain provisions establishing the maximum rates of tax
on 'ﬁll‘f‘{‘f investment and portfolio dividends, interest and royalties which may
be imposed by the State of source, These provisions are for the purpose of hoth
=i\"jld’ll!$!.ﬂr-nh]u taxation and dividing the revenue between the payor’s and
recipient’s connfry. The treaties (other than the one with Trinidad and Tobago)
prm'l_llp exemption for capital gains for a resident of the other country. r'I“ltw
conditions for the exemption differ somewhat in the Finnish and Belgian treaties,
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but will generally be met by the ordinary investor. In the case of Trinidad and
Tobago, both it and the United States have domestic rules which provide a large
measure of exemption for foreigners deriving capital gains and it was thought
unnecessary to have a treaty provision,

6. Eremption for individuals,—In order to give flexibility to employees and
independent persons (such as doctors and lawyers) of the type given to busi-
nesses, the treaty similarly provides in general that activities of a temporary
or limited nature by a resident of one State in the other State will not result
in the resident being subject to income tax in that other State. In the OECD model
artists and entertainers do not qualify for these benefits; they are taxable
wherever they perform services. Finland agreed not to treat such persons differ-
ently, but the Belgian and Trinidad treaties compromise by providing special
dollar limits (and in the Belgian ecase a shorter time period) for such persons
if they are not to become subject to tax in the State visited.

1. Retirement and alimony.—The treaties deal with the taxation of retirement
income and include provisions for the taxation of pensions, annuities and, except
in Trinidad, social security payments, Each also contains a provision on alimony,

8..8tudents and teachers.—In order to encourage cultural exchanges of stu-
dents, trainees and teachers, temporary exemption from host State taxes are
provided.

9. Nondiscrimination.—The treaties contain a nondiscrimination provision.

10. Measures against evasion—The treaties provide for exchanges of infor-
mation. While the provisions are standard, the U.S. has in recent months given
increased attention to the most effective use of these provisions to prevent tax
evasion and avoidance.

Before turning to separate discussion of each of these treaties, I should note
that the proposed conventions with Trinidad and Tobago and Belgium specifically
include continental shelf areas as part of the respective countries. While a
similar provision was proposed to Finland, and while the concept was agreeable
to Finland as well as to the United States, we could not agree on a provision
in the absence of certain Finnish policy decisions.

I will now review briefly the special features of each of the proposal income
tax conventions.

Treaty with Trinidad and Tobago

The proposed treaty with Trinidad and Tobago would replace an abbreviated,
interim treaty, which was signed in 1966 and expired on December 31, 1969.

The interim treaty was limited in scope and covered only the withholding
tax on dividends and the allowance of a foreign tax credit. The proposed treaty
is eomprehensive, covering the full range of commercial and financial transac-
tions between the United States and Trinidad and Tobago.

1. Tax Deferral for Technical Assistance

To facilitate the flow of technical assistance and know-how to Trinidad and
Tobago, we have included, as Article 7 of the proposed treaty, a provision for
the deferral of the tax in both countries where stock is received in exchange
for patents, technical assistance, know-how and ancillary services. When the
stock is disposed of, tax is imposed.

While a similar result can be achieved under section 367 and other pro-
visions of the U.S. Internal Revenue Code, the treaty provision is somewhat
broader and applies to taxes of both countries, Absent this provision, the taxes
which would be imposed would often act as a barrier to such technical as-
sistance since the transaction does not give rise to the liquid assets necessary
to pay the tax.

We consider this type of provision appropriate to treaties with developing
countries.

2. Taxation of Investment Income

Under the interim treaty, the withholding tax rate on dividends was limited,
on a reciproeal basis, to 25 percent, except that in the ease of direct investment
dividends where the recipient corporation owned 10 percent or more of the vot-
ing stock of the paying corporation, the rate was limited to 5 percent.

Under the proposed treaty Trinidad will reduce its rates of withholding tax
on dividends from the statutory level of 30 percent to 25 percent, except that
direct investment dividends will be taxed at 10 percent. There is to be no re-
duction in the U.8. statutory withholding rate of 30 percent.
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The proposed convention provides for the reciproeal exemption of interest
paid to the government of a Contracting State or its wholly owned instrumen-
talities. Interest derived from sources in Trinidad and Tobago by a resident of
the United States which is a bank or other financial institution not having a
permanent establishment in Trinidad and Tobago will be subject to Trinidad
withholding at a reduced rate of 15 percent, United States tax in the reciprocal
case will be levied at the full 30 percent rate.

Withholding rates on royalties. under the proposed treaty, are to be re-
duced from the statutory level of 30 percent in both countries to 15 percent.

While artistic royalties are generally exempt under this provision, at the in-
sistence of Trinidad and Tobago royalties are defined to exclude motion picture
royalties. Neither are such royalties included in the definition of industrial and
commercial profits as in the case of Finland and Belgium. As a result, payments
from motion pictures will continue to be taxed under the respective laws of the
two countries. In the case of Trinidad, tax will presumably continue to be im-
posed on the basis of a 1956 agreement with the motion picture distributors,
under which the distributors are taxed on the portion of their worldwide net
income allocable to Trinidad and Tobago.

3. Hffective Date

In Article 28, Trinidad and Tobago has agreed to put into effect the reduced
rate of tax on dividends as of January 1, 1970. This unilateral reduction of the
withholding rate will terminate on December 31, 1970, unless instruments of
ratification are exchanged by that date. Therefore, Senate action in time to
permit an exchange of instruments or ratification this year is most important. If
this is done there will be no hiatus in treaty coverage as it will have effect for
taxable years beginning on or after January 1, 1970.

'

4. Investment Incentive

The Government of Trinidad and Tobago was most eager, throughout the
negotiations, to have included in the proposed treaty a provision that would
preserve for U.8. investment in Trinidad and Tobago the effect of a tax incen-
tive program provided under their law. In a view shared by most developing
countries, they feel that such tax incentive can be an important factor in the
economic development of the developing country, and that its preservation in a
tax treaty is an appropriate quid pro quo for the revenue loss which a standard
type treaty imposes on the developing country. In order to expedite ratification
of the new treaty, Trinidad and Tobago nevertheless agreed to a treaty without
such an incentive, It was agreed, however, through an exchange of notes which
I have submitted to the Committee for publication in the record of these hear-
ings, that further discussions would be held between the two governments in
an effort to agree on some form of supplementary protocol that would provide a
tax impetus to U.8. direct investment in Trinidad and Tobago. Such a protocol
would, of course, be submitted to the Senate for its advice and consent,

Treaty with Finland

The convention with Finland was signed on March 6, 1970, and replaces our

earlier treaty signed in 1952.
1. Taxzes Covered

The existing treaty limits the coverage of Finnish taxes to the national income
tax. The proposed treaty expands this coverage to include the communal tax,
the sailors tax and the eapital tax.

As the United States does not have a separate net wealth tax, the new article
reciprocally exempting nonbusiness property, other than real property, of a
resident of one State from the eapital tax of the other State, represents a uni-
lateral conecession by Finland.

2. Investment Income

The proposed convention eases the requirements necessary to obtain the re-
duced treaty rates on direct investment dividends. The existing treaty provides
for a maximum rate of 5 percent of intercorporate dividends if the parent cor-
poration owns at least 95 percent of the stoek of the paving corporation. The
proposed convention maintains the 5 percent rate and lowers the stock owner-
ship requirements from 95 percent to 10 percent.

The proposed convention limits the rate of tax on other dividends to 15 per-
cent which is the Finnish statutory withholding rate.

52-019—71——3
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The exemption of interest in the country of source is earried over to the new
treaty from the present treaty.

The proposed convention carries over the provision in the existing treaty
exempting royalties in the State of source. However, it also extends the exemp-
tion by broadening the definition of royalties significantly beyond the copyright
royalties covered by the existing convention to include such royalties as patent,
secret-process and trademark royalties. '

3. Imcome of Finnigh Trainees

There is a new provision in Article 23, not included in any previons U.S. con-
vention, which provides that an individual who is a resident of one Contracting
State and is present as a teacher, student, or trainee in the other State and
qualifies for exemption nnder the teacher or student and trainee article of the
treaty shall be allowed by his State of residence to deduct foreign travel and
living expenses. Such expenses are deemed to be at least 30 percent of the
income exempted in the State visited.

Although the provision is written reeciprocally it has an impact only on
Finnish tax. There are joint U.S.-Finnish programs, privately administered, to
encourage young Finnish trainees to come to the United States for periods of six
months to a year to work in U.&. industry. Under Finnish law the income they
earn here continues to be subject to the steeply progressive Finnish income tax
but no deduetion is given for their travel and living expenses. Their expenses
are higher as participants in these programs than they would be if they remained
in Finland, but their Finnish tax is not reduced to reflect this. This resnlt has
discouraged Finns from participating in these programs and is corrected by the
treaty provisions.

Treaty with Belgium

The convention with Belginm was originally signed in 1948. It has been subse-
quently amended, most recently in 1965 in connection with major amendments
in Belgian law in a Protocol which expires as of December 31 of this year. The
Protocol was deliberately limited in duration to assure that the convention would
receive a prompt and thorough review which both sides recognized to be desirable.

1. Branch Profits: Statutory Discrimination Eliminated

Belgian tax law treats branches of foreign corporations less favorably than
Belgian corporations. Foreign branches are taxed at the highest statutory rate
which applies to undistributed profits of domestic corporations, presently 40.6
percent. Recognizing that this treatment is inconsistent with the treaty principle
of nondiserimination, Belgium has since 1968 been applying its lower rate (37.7
percent) for distributed profits to the profits of Belgian branches of U.8. corpora-
tions which can be assumed to have been distributed. In the new treaty this
practice is confirmed. Thus, if a U.8. corporation with a Belgian branch dis-
tributes one-half of its total profits, the Belgian branch will be assnmed to have
also distributed one-half of its profits on which it will pay the lower rate.

2, Taxation of Investment Income

The statutory Belgian withholding rate on dividends paid to nonresidents is
20 percent. The new United States-Belgian treaty retains the existing treaty
maximum of 15 percent by either State on dividends paid to residents of the
other State. Because the Belgian corporate tax is relatively low (37.7 percent
on distributed profits) Belgium is not willing to give up additional revenue by
reduecing its withholding rate on direet investment dividends below 15 percent. No
Belgian treaty authorizes a lower rate for direct investment of dividends.

The new convention maintains for the general case the 15 percent limit on
interest paid to a resident of the other State found in the existing convention,
but introduces exemption in selected cases. Under the new treaty, generally, there
will be no tax at source on inferest: (a) paid to governments and their instru-
mentalities, (b) arising from commercial credit, (c¢) paid between banks and
(d) paid on bank deposits.

With respect to royalties, it was agreed to retain exemption at source as pro-
vided for in the existing convention.

3. Effective Date

The convention will enter into force one month after the exchange of instru-
ments of ratification and will have effect with respect to income of ealendar or
taxable years beginning on or after January 1, 1971.
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In conclusion, Mr. Chairman, I would strongly urge, on behalf of the Admin-
istration, that the Senate, as promptly as possible, give its advice and consent
to the ratification of these four conventions.

Senator Case. We have a rolleall vote, gentlemen.
FURTHER HEARINGS

I would like to return if the Senator would like to. Mr. Woodworth
has not yet commented on these treaties and I think it would be help-
ful to have his views. Should we do it today or some other time?

Well, it seems that the consensus, among Senator Williams and the
staff, is that it would be best to ask you to come back another time, at a
time convenient to us. Perhaps we could have an informal discussion
with Mr. Cohen and Mr. Woodworth in executive session. and then a
decision could be made as to whether we would want to proceed further
in public hearings.

Mr. Conxn. Very good, Senator,

Senator Case. Thank you.

We are adjourned.

(Whereupon, at 12 noon, the committee adjourned, subject to the
call of the Chair.)







TAX CONVENTIONS WITH BELGIUM, FINLAND, TRINI-
DAD AND TOBAGO, AND THE NETHERLANDS

THURSDAY, NOVEMBER 19, 1970

UNrrep StaTES SENATE.
ComatirTee oN ForeieN ReLaTions.
Washington, D.C.

The committee met, pursuant to notice, at 10 :05 a.m., in room S-116,
the Capitol Building, Senator J. W. Fulbright (chairman) presiding.

Present: Senators Fulbright, Sparkman, Church, Symington, Me-
Gee, Aiken, and Javits,

Also present: Edwin S. Cohen, Assistant Secretary (tax policy),
Department of the Treasury.

The Caamryan. The committee will come to order.

* *® % # * * *

The Coamman. We will now hear Mr. Woodworth. who is the
chief of staff of the Joint Committee on Internal Revenue Taxation,
on several conventions.

With which do you wish to start, the Tax Convention with Belgium ?

STATEMENT OF LAURENCE N. WOODWORTH, CHIEF OF STAFF,
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

Mr. Woopworrs. I thought, if it would meet with your approval,
that generally I would discuss them jointly.

The Cramman. Do you have a prepared statement?

Mr. Woopworrn. I have a statement, but I thought that I would not
read all of it.

The Cramaan, All right. We will put it all in the record and you
give us the essence of it.

(The full statement, of Mr. Woodworth follows:)

STATEMENT oF LAURENCE N. WoobpworTa, CHIEF OF STAFF,
JOINT COMMITTEE ON INTERNAL REVENTUE TAXATION

As requested by the Foreign Relations Committee, the staff of the Joint
Committee on Internal Revenne Taxation has prepared an analysis of the four
tax treaties being considered by the committee which I will submit for the
record. This morning I would like to limit my comments to what I believe to
be the highlights of these treaties.

The three income tax treaties before the committee, with the exceptions
which I will point out in just a few moments, follow the general format of
tax treaties in the past,

The existing tax convention with Belgium was signed in 1948 and modified
by supplementary conventions in 1952 and 1957 and by a protocol in 1965. The
proposed convention replaces these conventions and protocol,

The present income tax convention with Finland was signed in 1952 and
would be replaced by the proposed convention.

(33)
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The existing tax convention with Trinidad and Tobago was signed in 1966 but
ceased to be effective at the end of 1969. It was a treaty of limited scope
and had been entered into pending development of a more comprehensive
income tax convention.

The treaties with Belgium and Finland are both in large part an effort toward
modernization and standardization of international tax treaties. They also
reflect the changes which have been made in the U.S. tax laws in recent years,
particularly by the Foreign Investors Tax Act of 1066. Probably the principal
change made in this respect is the adoption of the “effectively connected”
concept in place of the so-called “force of attraction” doctrine. Under the
effectively connected concept, a resident of one country who has an investment
in the other country will be entitled to the reduced rates of or exemptions from
tax provided by the treaty for investment income even though he has a perma-
nent establishment in the source country, so long as the income is not effectively
connected with the permanent establishment. This concept may be found in all
three of these treaties.

In the case of the Belgian and Trinidad and Tebago treaties, the terms United
States and Belginm or Trinidad and Tobago are defined as including their
continental shelves insofar as income arising from exploration and exploitation
of natural resources on the continental shelf is concerned. This is consistent
with a similar provision added to the tax laws by the Tax Reform Act of 1969.

The Trinidad and Tobago treaty differs from the usual conventions in two
significant respects, These arise from the fact that most of our treaties are with
developed countries, while Trinidad and Tobago falls inte the category of a
developing country. First, the Trinidad and Tobago treaty provides for the
deferral of both countries’ taxes which would otherwise be imposed on the
transfer of technical assistance (such as patents, designs, know-how, and related
services) by a U.8, corporation to a Trinidad and Tobago corporation in return
for stock of the latter. This is designed to induce the flow of know-how and
related services to Trinidad and Tobago.

There was a similar provision in the proposed treaties with Thailand and
Israel, treaties on which this committee has not acted. The treatment pro-
vided under this provision differs in three respeets from the treatment other-
wise applicable under present law. First, it provides for the tax-free trans-
fer of this technical assistance whether or not it is classified as property
under existing law. Second, under present law, property may not be con-
tributed on a tax-free basis under section 351 to a corporation except where
the transferor has at least 80 percent control of the transferee., Under this
treaty, transfers by U.S. corporations to Trinidad and Tobago corporations
would not have to meet this 80 percent test in order to be tax free. Third,
advance rulings under section 367 would not have to be obtained on trans-
fers from U.8. corporations to Trinidad and Tobago corporations in order
to assure the tax-free status of the transfer (although some sort of ruling or
notification procedure might be required under the treaty).

In the absence of this treaty provision, the transfer of technical assist-
ance which was not considered property would be taxable, regardless of the
transferor's percentage of ownership of the transferee, and would result in
ordinary income. If the technical assistance transferred were classified as
property and the transfer was taxable because the transferor had less than
B0 percent control of the transferee, the transaction generally would result
in the realization of a capital gain except where the property transferred was
a patent, invention, model, design, secret formula or process, or similar prop-
erty and the transferor had more than 50 percent control of the transferee.
In this case, the transaction would result in ordinary income. Sinece the treaty
provision in question is a tax deferral provision, it does not affect the char-
acter of income arising on a transfer of technical assistance, but rather defers
taxation of the income until the stock received in the transfer is disposed of.

The second prineipal difference in the Trinidad and Tobago treaty lies in the
fact that while Trinidad and Tobago makes a reduction in its withholding
taxes on dividends and interest which flow from that country to the United
States, the United States withholding taxes on this type of income are not
reduced. The intent of this is to encourage the outflow of capital to Trinidad
and Tobago but not from that country to the United States. The Trinidad and
Tobago withholding tax on intercorporate dividends (where the recipient has
a 10 percent ownership interest) is reduced from 25 percent to 10 percent and
the Trinidad and Tobago withholding tax on interest is reduced from 30 per-
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cent to 15 percent where the recipient is a financial institution not having a
permanent establishment in Trinidad and Tobago. ,

Still one more point of difference between these three income tax treaties and
prior treaties is that all three of the treaties provide that the countries in-
volved may, under a mutual agreement procedure, establish common meanings
for undefined terms used in the proposed conventions. This should enable the
countries involved to work out their differences arising from variations in
the way terms are nsed.

Let me turn now to the treatment of dividends, interest and royalties under
the three freaties. Under the Belgian treaty, the rate of source country tax on
dividends will continue as in the past to be limited to 15 percent. In addition,
dividends paid by a U.S. corporation to a U.S. citizen or resident are to be exempt
from Belgian tax even though received in Belgium. Presently they are subject to
a 20 percent tax.

In the treaty with Finland, the withholding tax on intercorporate dividends
has been limited to 5 percent in the past where there was a 95 percent owner-
ship interest. Under the proposed convention, this is to be applicable where there
is a 10 percent or larger interest (in the absence of a treaty. dividends would be
taxed by the United States at a 30 percent rate and by Finland at a 15 percent
rate). As I have already indicated, in the case of Trinidad and Tobago, the Trini-
dad and Tobago withholding tax on dividends is to be reduced from 25 percent to
10 percent where there is a 10 percent ownership interest. The same is also true
for the branch profits tax imposed by Trinidad and Tobago.

Let me turn now to interest. Under the Belgian treaty, the present generally
applicable 15 percent withholding rate on interest is continued, but an exemption
is to be available under the proposed convention where the interest is received by
the government of one of the countries, is interest on commercial eredit arising
from sales between residents of the two countries or is interest on bank deposits
or interbank loans.

In the ease of the Finnish treaty, the present exemption for interest is
continued,

Under the treaty with Trinidad and Tobago, the withholding tax on interest
is reduced from 30 percent to 15 percent where the recipient is a financial institu-
tion not having a permanent establishment in Trinidad and Tobago.

In the case of royalties, the Belgian treaty continues the present exemption
from source country withholding tax in the case of nonmineral royalties and in
addition provides that these royalties are to be considered as derived from
sources within the country of residence of the payor. The normal rule under our
tax laws is that this type of income has its source in the country in which the
property right is used.

The present exemption from source country tax for -artistie royalties under
the Finnish treaty is extended to cover industrial and commercial royalties.
In the absence of the convention these royalties would be taxed at 30 percent by
the United States and at the regular rates by Finland,

Under the treaty with Trinidad and Tobago, artistic rovalties will be exempt
from source country taxation and industrial and scientifie royalties will be sub-
Jject to a 15 percent rate of tax, In the absence of a treaty, these royalties would
be taxed by both the United States and Trinidad and Tobago at a 30 percent rate.

Let me turn now to the tax treatment of capital gains. In the Belgian treaty,
the reciprocal exemption already applying to income from shipping and air
transportation is extended to gains arising from the sale of the ships or aircraft.
In addition. an exemption from source country tax is also provided for capital
gains (other than on real property) which are not effectively connected with
A source countiry permanent establishment (or fixed base). Nonbusiness capital
gains of an individual are not taxed unless the individual is present in the source
country for 183 days or more during the year.

Substantially the same rules apply under the Finnish treaty.

Finally, T should probably also eall your attention to some of the rules relat-
ing to foreign tax credits under the proposed income tax treaties. First, in the
case of the Belgian treaty, the foreign tax credit limitation is not formulated in
terms of a specific type of limitation. Our other income tax freaties normally have
imposed a per country limitation on the foreign tax eredit. The limitation under
the convention will be whatever limitation is generally applicable under the In-
ternal Revenue Code. Also under the Belgian treaty, business profits and other
income which Belgium may tax under the convention are treated as from
sources within Belgium even though the United States tax laws may treat them




as from sources outside Belgium. This, of course, is significant in determining
the amount of foreign taxes eligible for the credit. A similar rule may also be
found in the treaties with Finland and Trinidad and Tobago.

The estate tax treaty with the Netherlands differs in significance from the
income tax treaties in that it establishes an entirely new pattern for estate tax
conventions. The United States has 12 estate tax treaties, the most recent of
whiech is the 1962 Canadian treaty.

The proposed convention has as its objective the same goal as the other estate
tax treaties—Ilessening double taxation at death and the prevention of tax
evasion.

This treaty, however, sets a new pattern in effecting these results. This is pri-
marily because it is felt that the past treaties have not successfully dealt with
the situations where employees of private businesses die while on a foreign as-
signment that is basically of a temporary nature.

Our existing estate tax conventions give primary jurisdiction to the country
where the property involved has a situs. This is accomplished by both the country
of domicile and the country of situs imposing an estate tax with respect to the
same property, but by the country of domicile allowing a tax credit for the tax
paid with respect to this property in the country of situs. The principal difficulty
with this approach has been that where an employee of a corporation is abroad
for a period of time both the country of citizenship and the country where he is
employed considers they are the country of domicile, and thus both would tax
his property on a worldwide basis, Tax eonventions the United States has entered
into in the past have dealt with this problem by a rule which in these cases
splits the tax between the two countries. However, under this approach, the
total tax could turn out to be more than the tax that would have been imposed
by the United States alone

The Duteh Treaty, which may very well be a precedent for other treaties, gen-
erally approaches this problem in an entirely different manner. First, it gives
primary jurisdiction to the country where the property is located, only in the
case of real property and business assets which are effectively connnected with
a permanent establishment.

Second, where both countries would tax on a worldwide basis, it distinguishes
between the country of citizenship and the country of domicile by providing
generally that where a citizen was in the other country for not more than 7 out
of the 10 years before death and did not have a clear intent to remain there
indefinitely, the country in which he was located will not impose an estate tax
in his case exeept to the extent of the real property and business property I have
already mentioned, and even that generally will be imposed at the lower rates
applicable to nonresident aliens and in the case of U.S. citizens in the Nether-
Innds, subject to a 50 percent marital deduetion and an exemption from tax of
small estates (£30.000 or less), In this case, only the country of citizenship wounld
impose tax on the worldwide estate of the individual involved and allow a
credit only for the taxes imposed on this real or business property.

Third, on the other 1d, where the individual involved is domiciled in the
other country for more than 7 years, then both the country of citizenship and
country of domiecile would impose their taxes on a worldwide basis. However, in
this case, the country of citizenship would relinquish its primary jurisdiction
by allowing a foreign tax credit for the tax imposed by the country of domicile,

It is contemplated that the basic pattern of taxation I have desecribed above
will cover the large majority of eases. The proposed treaty, however, also con-
taing a series of rules to deal with other situations, such as where a citizen of
one country is domiciled in the other country for less than 7 years, but intends
to remain there permanently.

Mr. Woopworrir, We also have prepared a detailed analysis of the
four pending treaties, as requested by the Foreign Relations Commit-
tee, which we have submitted for the record.

The Cramyax. Yes.

(The information referred to appears on pp. 119-177.)
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INCOME TAX TREATIES

Mr. WoopwortH. The three income tax treaties, with the exceptions
that I will point out to you, follow the usual format of past income tax
treaties.

The one with Belgium replaces the existing treaty which was signed
in 1948, and modified by supplementary conventions in 1952 and 1957,
and a protocol in 1965.

The existing treaty with Finland—the one that is being replaced—
was signed in 1952,

The existing treaty with Trinidad and Tobago applied during the
period 1966 through 1969, and expired at the end of that time, but it
was of very limited scope

The Belgian and Finnish treaties, for the most part, are simply
modernizations of the existing treaties. The principal change is that
they take into account the changes made in the T.S. tax laws by the
Foreign Investors Tax Aect of 1966.

The concept that was included in that legislation, which is of most
general application, is the so-called “effectively connected” doctrine
which replaced the so-called “force of attrac tion” doctrine. By this
we mean that investment income of a nonresident alien who is carry-
ing on a business in the United States won’t be subject to the regular
tax rates in the United States unless the income is effectively connected
to a permanent establishment here. The fact that they have a permanent
establishment here, if the income is not effectively connected, won't
bring that result about. In that case, it would still be treated as non-
business investment income of the nonresident alien which is eligible
for the treaty’s reduced rates of, or exemptions from, tax for invest-
ment income,

Now, let me go, if T may, to the significant differences in the three
treaties.

OBJECTIVE OF INCOME TAX TREATIES

The Cramaan. May I ask, asa general proposition, are these treaties
designed to encourage American investment abroad? Is that their
objective?

Mr. Woopworti, I think that has been a factor in the past. I think,
however, that these treaties also are designed simply to aid the two
countries, at least in part, in better working out the taxation of their
residents and businesses and to increasing equity so as to prevent
double taxation. But T wonld certainly have to agree with you, in the
past encouragement of investment has been a factor. I do not think
that in these three treaties this is a very important factor, however,
except in one respect which I will get to in just a moment.

The Cramaran. I know there was a time when the so-called dollar
gap existed, when it was our declared policy to encourage private in-
vestment abroad.

Mr. WoopworTH. Yes.

The Caamyax. I wondered if this persists. T am not sure that our
condition now would warrant it, whereas it might well have warranted
it in 1952 or 1953 or 1954, and it may have been a sensible poliey. T am
not at all sure it still is in view of our difficulties here. T was referring
tothat.




RECIPROCAL INVESTMENT IN UNITED STATES

Senator Arken. I would like to ask a question. Mr. Manfull told us
that last year something over a billion dollars of American investment
took place in Belgium, What was the Belgian investment in the United
States during the same period ¢

Mr. WoopwortH. 1 could not tell you, I am sorry. I could probably
get you that information. I would assume it was a very small fraction
of that amount.

Senator Aixenx. Very little probably, possibly the international
corporations.

Mr. Woobpworta. Yes, I would think that would be the main area.
I am sure this information is available, but I do not have it at hand.

Senator ArgeN. I believe Belgium is very anxious to become a
producer of enriched uranium for the world’s nuclear powerplants.
They would like all our processes given to them, not only to Belgium
alone, but to other countries in Western Europe.

I was wondering if there was any reciprocal investment from that
area. I am not thinking only of Belgium but of other countries, too.

Mr. Woobworts. I do not believe that any of these countries have
really significant investments in the United States.

Senator Atken. Yes.

Mr. Woobworrn. Belgium probably more than any of the others,
except, of course, the Netherlands—they have some significant invest-
ments here by international corporations.

Senator A1ken. There is hardly any country more prosperous than
Belgium at this point ; is there ?

Mr. Woopworrs. Iknow they ave doing very well.

Senator A1keN. They are doing all right.

The Caamaan. Ever since they rid themselves of the Congo, they
have done much better ; have they not ? '

Mr. Woopworrs. I imagine they have retained their investments
but not——

The Cramman. They donot pay the bills.

Mr. Woopworra. That is right, and that makes the difference.

PURPOSES OF INCOME TAX TREATIES

Trying to be responsive to your question, Senator Fulbright, it
seems to me that one of the purposes of the treaties, and this could
encourage investment abroad, is to lessen the overall tax burdens on
dividend, interest, and royalty payments from investments located in
these countries.

I do not believe, however, that that serves only the purpose of
encouraging investments there. It also serves the purpose of encour-
aging the payment of dividends, interest, and royalties back to the
United States because it lessens the double taxation of that income,
so that I have a little trouble in saying which is the principal purpose.
I think that the emphasis of the tax treaties in recent years [ms been
on this latter aspect.
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RECOGNITION OF CONTINENTAL SHELF

Insofar as the significant points in these three treaties are concerned,
one of the differences is that the Belgium treaty and the Trinidad
and the Tobago treaty recognize the Continental Shelf as being a
part of the United States, on the one hand, and part of Belgium or
Trinidad and Tobago, on the other hand, for the purpose nigtaxing
income from natural resource exploration on the Continental Shelf.

A similar provision was in the Tax Reform Act of 1969, so in that
sense these treaties conform to the action that Congress took.

The Cramaran. Out to what depth ?

Mr. Woopworrs. I do not—TI think it is what they call the—

The Cramaan. Does it go beyond a certain depth ?

Mr. Woobpworra. Mr. Bedell points out to me that under the treaty
it is the seabed and subsoil of the adjacent submarine areas beyond the
territorial sea, over which Belgium exercises sovereign rights in ac-
cordance with international law. That is the language actually used
in the treaty.

The Cramyax, There is not any international law that is very clear
about that; is there? I thought maybe they were attempting to define
what the shelf is. The shelf itself is still a rather indefinite concept.

Mr. Woopworrn. That is true and to whatever extent it is indefinite
it remains indefinite under the treaties.

The CratryMaN. It remains indefinite. I see.

Mr. Woopworta. Insofar as the treaty is concerned.

The Cramyax, T thought it was unusual to undertake to do this in
a tax treaty.

Mr. Woopworra. That is why I mentioned it. This is the first time,
to the best of my knowledge, that this has been done in a treaty.

The Caamyan. All right.

Mr. Woopworrr. I think it is based on the fact that the United
States took similar action in the Tax Reform Act of 1969, and it does
more or less simply correspond with that.

Senator A1xeN. In the case of Trinidad and Tobago we leave it to
them to determine unilaterally the extent of the Continental Shelf;
don’t we?

Mr. Woopworrn. The treaty langnage in that respect is that it has
to be consistent with Trinidad and Tobago legislation and interna-
tional law, so that it is not entirely left to the question of local determi-
nation.

Senator Atken. What international law? How does it fit in with
Venezuela’s shelf? T suppose Venezuela has a shelf that far north. You
can look from Trinidad and see Venezuela over the other side.

Mr. Woopworrn. I cannot pretend that T am an authority on what
constitutes a Continental Shelf. T have general ideas about it, but I
am sure they are not as extensive as your knowledge of it.

Senator A1xex. I am sure you did not write any of these conventions.

Mr. WoopworrH. You are right about that. But I think the general
policy here is not to try to define the Continental Shelf at all, but
simply to recognize the Continental Shelf for purposes of the taxation
of natural resources income with respect to the two countries.

In the past it was unclear as to whether income from offshore explo-
ration was income from sources inside the United States or not, and
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vice versa, and this provision simply attempts to lay that kind of an
1ssue to rest.

The Cuairmax. It is not a very radical departure.

Mr. WoopworrH. No, and it is not a very important aspect of the
treaties.

TAX DEFERRAL ON TRANSFERS OF TECHNICAL ASSISTANCE

The second principal difference is in the Trinidad and Tobago treaty,
and this is due to the fact that Trinidad and Tobago is still classified,
as you know, as a developing country rather than a developed country.
There is a feature in this treaty which provides tax deferral on trans-
fers of technical assistance. What this has reference to is when a
U.S. company has a corporation down there, often a subsidiary, and
it transfers patents, copyrights, secret processes, know-how. and
things like that. The question in this case 1s whether that transfer to
the corporation represents a taxable transaction or not.

The Cramaran, Transfer from the parent here ?

Mr. WoobpworTn. Yes, to the subsidiary.

The Cuamarax. How would it be taxable? Give us a simple illus-
tration.

Mr. Woopworri. All right.

[f you have a patent which yon are contributing to the corporation
in exchange for its stock, ordinarily that would be considered a tax-
able transaction. The result is that gain would be recognized to the
parent generally to the extent of the excess of the value of the patent
over the cost of the patent to the parent. I am referring only to the
patent rights that are being transferred.

I would like to go into this particular feature with you a bit, if T
could. There are some fairly detailed rules which presently apply.

First of all, under present law generally what would happen here
is if this were held not to be property—that could be true of technical
know-how, for example, which might not be considered property—
the transfer in exchange for stock, or even without the stock being
received if it were a hundred percent owned subsidiary, would result
in ordinary income being recognized with respect to that property.

Now, under this treaty that will not oceur. Tt would be a tax-free
transaction and no tax would be imposed until such time as the
stock was disposed of. That is one difference from the present law.

The Cramymax. Give a concrete example. Some of our oil companies
are big operators down there; are they not ?

If one of these companies has a subsidiary down there and transfers
to it all the know-how and the patents for a plant, would this be the
sort of case of which you are thinking ?

Mr. Woopworrs. Yes, it conld be if the subsidiary is a Trinidad and
Tobago corporation.

The Caamyan. And the effect again is to encourage them to transfer
their patents down there.

Mr. Woopworrs, That is correct.

The Caamyax. It is an encouragement to investment abroad.

Mr. Woobpworrs. This is part of the general concept the Adminis-
tration has asked for in the past insofar as encouraging investment in
developing countries is concerned.
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It is not a very big item, but, knowing the interest of the Foreign
Relations Committee in this area, I wanted to be sure that you were
aware of this particular provision,

The Cuamaan. We used to be very strong for it. I think some of us
have reservations about whether we can afford to continue to encour-
age investments abroad. This is a rather minor part of it, I would
think.

Mr. Woopworrn. Yes, it is a minor part, but it is a part.

FRECEDENT SET BY TAX DEFERRAL ON TRANSFER OF TECHNICAL ASSISTA NCE

The Cramrmax. It is a precedent, at least ; is it not ?

Mr. Woopworrsa. Yes, it is.

The CrAmMaN. Is it the first time you know of that this concept
has been included in a treaty ?

Mr. Woopworrs. Similar provisions were included in the Israeli
treaty, and also in the Thai treaty, neither of which you have ap-
proved, but which were presented to you.

The Cramman. This then is setting a precedent so that we will be
in a position of having to approve the others later on.

Mr. Woopworrs. Of course, those two treaties went further. T as-
sume that you had reservations on them primarily because of the in-
vestment credit features,

The Cramyan. That is not involved in any of these.

Mr. Woopworra. That is not involved in any of these. It is just a
question of this transfer of technical assistance.

I have explained the one difference, that where the technical assist-

ance was not property, it would ordinarily result in ordinary income
instead of being tax free.

TRANSFER TO CONTROLLED CORPORATION

Also under section 351 of the tax law, which deals with contributions
to controlled corporations, the transfer would, even if it involved
property, be tax free only if the transferor had 80-percent control of
the transferee, the subsidiary.

The Cuamyan. Eighty percent ?

Mr. Woopworrs. That is correct.

The Cramyman. In many cases local people have as much as 51 or
49 percent. In Mexico, I think, they now require Mexicans to own at
least 51 percent.

Mr. Woopworti. I think that is the reason why the Administration
would like to move that requirement down—this interest in local con-
trol. What is involved here is the taxable treatment—generally capital
gains treatment—which would otherwise oceur where they had less
than 80-percent control. Under this provision it would be tax free so
there is that——

The Cuamyran. This makes it tax-free where it is less than 80 per-
cent !

Mr. Woopworrs. That is correct. It is already tax free if it is prop-
erty and if there is at least 80-percent control.
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SENATOR WILLIAMS' VIEW OF TREATIES

The Cramyax. Incidentally, have you talked to Senator Williams
about these treaties?

Mr. WoopworTtH. I have to some degree; yes.

The Caamrymax. Does he approve them

Mr. WoobpwortH. He does not approve of this feature, to the best of
my knowledge. In fact, I am sure he does not approve of this feature.

The Crarrman. You did not negotiate it.

Mr. Woopworrs. I did not negotiate it.

The Cuamaan. Who negotiated it

Mr. WoopwortH. The Treasury and the State Departments.

The CHAmRMAN. Go ahead,

SECTION 367 RULING

Mr. Woobpworrit. The third difference from present law is that you
do not have to get what is called a section 367 ruling; that is, an ad-
vance ruling before you make the transfer. This probably is not as im-
portant as the other two differences, although it does ease up in that
respect. So there are those three differences between the present treat-
ment of transfers of technical assistance and the treatment provided
under this treaty.

The Cuamyan. Have you made any caleulations about the impact
of this principle applied across the board to all foreign investments?

Mr. WoobwortH. I have not.

The Cramyax. In other words, it is very small in Trinidad and
Tobago.

Mr. WoopwortH. Yes.

The Cramyan. But if this applied to Belgium, France, England,
Canada, and everywhere else, would you have any idea of the mag-
nitude of the amount?

Mr. Woopworts. I can only give you a general impression in that
regard.

The Cramaan. Give me a general impression.

Mr. Woopworrs, I would think if 1t were limited to developing
countries it probably would not be very large. But if it were applied
across the board to developed countries as well, it could amount to sev-
eral hundred million dollars. That is the order of magnitude I think
is probably involved here.

DANGER OF ESTABLISHING PRECEDENT

The Cuamyman. The danger of these matters is that you establish
a precedent and then they come along a little later and say, “You did
it for X, why can’t you do it for Y #”

This is what happens so often, and it creates a condition that makes
you somewhat apprehensive about doing it.

Mr. WoopwortH. It seems to me, if the committee wished, that it
could study the general matter to see what type of tax benefits you do
o1 you do not believe should be made available in the case of treaties
with_developing countries. If you did so, you could reserve on this
provision without prejudice to its future consideration once you had
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established a policy in that regard. That is one way you could handle
this if you wished.

Senator Arxex. Mr. Chairman, this is a little out of the field of the
members of this committee. These are very important matters that
they are asking us to pass on and we ought to get the best advice that
we can get.

The Cuamman. Mr. Woodworth is the best man I know of in the
tax field.

Senator Argex. I know he is.

CHAGUARAMAS BASE

Who owns Chaguaramas Base now ? Isit Trinidad ?

Mr. WoopworTH. I do not know.

The Cramaran. That is the naval base in Trinidad that we built.

Senator Atgex. It was our naval base. We gave it away and I won-
dered what Trinidad did with it. Who has that now ?

The Cuamymax. You see, we acquired this, I believe, at the time of
the destroyer deal in World War I1.

Mr. WoobworrH. Yes.

The Cramman. And we built some buildings out there, and I think
we turned it back to Trinidad.

Senator Argen. We gave them back a 1ot of land,

The Cuamyan. Is there anyone from the State Department who
knows about it?

Senator Atxex. We gave them back the base and nothing appeared
about it and, I believe, there was a tracking station put in nearby, et
cetera, et cetera. But 1 was wondering what Trinidad did with that.
Who eventunally got it ?

The Cramman. I think the Government still owns it.

Senator ATgeN. I donot know.

The CaamyaN. Their Government, not ours.

Senator AtkeN. Maybe they do.

The Caammax. I think we gave it back to them.

RESERVATION ON ARTICLE 7

Mr. Woopworrs. T might say insofar as this idea of a reservation is
concerned, you have a letter, of which I was given a copy, which in-
dicates that the Treasury Department would accept a reservation on
this point if that were necessary. Obviously, they would prefer not to,
but they have indicated

The Cramyax. I know they say that they do not like it, but they
would be willing to accept a reservation on article 7. ‘

Senator AtkeN. Which one is that ?

The Cramyax. That is on this question we were discussing about
the transfer of know-how and patents without, in effect, recognizing
them for tax purposes. Here is the language.

What is your own view ? Do you have any advice to give about this
or do you feel that is not your responsibility ¢

Mr. Woopworrs. I will volunteer my view if you would like,
Senator.

The Cramraran. We heard Mr. Cohen.
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Mr. Cohen, did you not testify on this?

Mr. Courx. I did, Mr. Chairman, but I think you were not present
that day.

The Crarmarax. I think Senator Sparkman was.

Mr. Conex. Yes, I believe so. I talked to you about it previously
in your office,

The Cuamaran. That is right.

Go ahead, Mr. Woodworth ; volunteer your individual view.

Mr. Woopworri. I think it would be appropriate for you to take
a reservation on this provision pending an opportunity for the For-
eign Relations Committee, or any subgroup that may be set up, to
consider with Treasury what you think the appropriate policy is with
respect to less developed countries.

1 think what is needed is a full discussion of what is the real purpose
of tax treaties with less developed countries, why you need them, and
an explanation of these considerations from the Treasury. It has con-
tinued, as you know, through several administrations, to be of the
belief that tax benefits are necessary in these treaties.

I think, in part, this is based on a feeling that we cannot get tax
treaties with the less-developed countries unless there is a tax benefit
provision in them.

Now, whether that is a good idea or not seems to me to depend in
part. on the extent to which you do or you do not want to encourage
mvestment in those countries.

CHANGES CONCERNING PRIVATE U.8. INVESTMENT IN FOREIGN COUNTRIES

The Cramman. As I said already, and I will repeat it, there was a
time when I thought it was a good idea to have private American
investments in these countries, but there have been several different
reasons why I have changed my mind. One is that our balance of
payments is so bad and the other is the growing tendency of the for-
eign countries to expropriate our property, as is proceeding now in
Chile. It is almost inevitable in Chile and there is nothing feasible we
can do about it as a matter of policy.

We put in the Hickenlooper amendment and the Administration
does not enforce it. I am not eriticizing them. I do not think they
can enforce it very reasonably, but all of this has led to a new
approach.

The way we now intend to help them is through international finan-
cial institutions such as the International Bank and the Inter-Ameri-
can Bank.

So you achieve at least part of the purpose of helping them develop
industrially by doing it without getting involved in these very diffi-
cult and nasty situations in which they expropriate your property.
You break relations and the whole situation deteriorates. We are
faced with it now, because some of our industrial concerns are so
outraged about the expropriation of their property that they tend to
do all sorts of things that embarrass our relations. So there has been
a rethinking about what is the right way to go about these things.

In addition, the local people in smaller countries resent having big
American companies come 1n and dominate their economy. Even in
Canada, a very sophisticated country, when Diefenbaker was Prime
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Minister, he discouraged American investments and every now and
then a great protest breaks out against our domination of not only
their industrial economy but their communications, as well.

They also resent the great influence of our news media. This is not
wood for international relations, and eventually it is not good for busi-
ness becanse we lose our investments.

ANDEAN PACT

Senator Crurca. Mr. Chairman, apropos of that, have you seen
the news coverage of the agreement referred to as the Andean pact!?

The Ciamyan. No, it has not been called to my atiention.

Senator Cuurcn. It has just been called to mine. I think it rep-
resents a whole new departure and it has great ramifications for the
future. These countries that differ greatly in their governments have
apparently reached an agreement establishing standards to restrict
American investments, that is foreign investments, in the future
in their own countries, and to do it in ways that go far beyond any-
thing that has been contemplated before, and certainly far beyond
anything that the countries have agreed in concert.

This 1s an indication of the deep feelings that have been aroused
by the extent and the character of American investments in Latin
countries, and I agree with the suggestion that we have to reexamine
all of this in the future.

INCONSISTENCY OF SPECIAL PRIVILEGES AND TAX DEFERRALS

The Cuamuman. As I recall, a year or two ago there were discussions
about what took place in Chile under a previous Administration. I
think they took over half of Anaconda and Phelps-Dodge. They paid
for it, I believe, but they took over half of those investments and now
they expect to take all of them, I guess. If there is this movement, I
don’t understand why we go about giving special privileges and tax
deferrals to American investors.

This is what seems ‘a little inconsistent, if that is the way things
are moving.

Mr. Woopworts. I think the problem is that there are advantages to
the United States in having tax treaties wholly apart from the ques-
tion of investments. These involve tax equity on an international scale,
the lessening of double taxation on international business, aiding us
in the administration of our tax laws by being sure that we get full
reporting of income abroad, and purposes of that type which are
desirable wholly apart from the question of investment.

The CrATRMAN. 1 see.

EXPLORATION OF BENEFICIAL DEVICES OUTSIDE TAX SYSTEM
SUGGESTED

Mr. Woobpworta. The developing countries, however, apparently
are receiving tax concessions from other countries, and they are re-
luctant to enter into tax treaties with the United States without
receiving comparable benefits. It seems to me that possibly an explora-
tion of other devices outside of the tax system, perhaps loan guarantees

52-019—T1




46

or something of that t._v])e, to be tied in with tax treaties might be
desirable in considering this problem.

The Cramyan. We have that already in the ATD program, as you
know.

Mr. Woopworrs. Yes.

The Cramyran. Extensive guarantee programs.

Mr. Woopworrs. I am just suggesting a possible way of approach-
ing the problem—that is, considering whether an expansion of some-
thing in the nontax area might not be a better method of dealing with
the developing country tax treaty problem than a special tax deferral
or incentive provision,

The Crammax. So you recommend a reservation on the tax deferral
provision ?

Mr. WoopwortH. Yes.

TAX REDUCTIONS IN TRINIDAD AND TOBAGO TREATY

I think T should also mention that in the Trinidad and Tobago
Treaty, the withholding tax which they would impose on dividends
and interest is reduced, but the United States withholding tax on
these items is not reduced.

From their standpoint, it does encourage U.S. investments there,
but from our standpoint it also is desirable because it would encourage
the repatriation of earnings from that country.

Their tax rate on intercorporate dividends is reduced from 25 to 10
percent and the tax they impose on interest would be reduced from
30 to 15 percent if the recipient is a financial institution which does
not have a permanent establishment there.

I cannot see any problem with respect to this, although it is some-
what of a departure from the usual pattern.

SPECIFIC PROCEDURE FOR DEFINING UNDEFINED TERMS

The third principal point on which these three income tax treaties
differ from the normal format is that they attempt to establish a spe-
cific procedure for the defining of undefined terms in the treaty. I
think this is a wholly desirable procedure.

In the past, problems have arisen because the United States and
the foreign country sometimes defined a term of the treaty differently.
To deal with this, these three treaties establish a specific procedure for
the countries to get together and establish a common understanding
of the undefined terms.

With that, T would say that I have discussed all the significant dif-
ferences insofar as the income tax treaties are concerned.

NEW PATTERN SET BY NETHERLANDS TREATY

Turning now to the estate tax treaty with the Netherlands, this does
set a new pattern for estate tax treaties. We have at present some 12
estate tax treaties, the most recent of which is the 1962 treaty with
Canada. 3

I should note that there is no policy T know of in this estate tax
treaty of encouraging investment abroad. The objectives here are less-
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ening double taxation at death and preventing tax evasion, which I
think are well established objectives.

The principal problem which has arisen under the approach of our
existing treaties concerns employees of U.S. businesses abroad who
die when they are abroad. In this case both the United States and the
foreign country where he is employed often impose their estate taxes
with respect to the worldwide estate of the individual.

Let me explain how that works. In the past the primary tax juris-
diction was given to the country where the property is located. The
country of domicile imposes a tax on the worldwide estate of the indi-
vidual, but then allows a credit for the tax imposed——

The Cuamman. Is this the way it already is or the way the treaty
provides?

Mr. WoopwortH. This is the way it already is. The country of domi-
cile provides a credit for the tax imposed by the country where the
property is located.

The principal difficulty with this approach in the past occurred
where both the country of citizenship and the country of employment
contended they were the country of domicile.

The Cuamwman. In the case of an employee as opposed to an
investor ¢

Mr. Woopworra. That is right. This is primarily concerned with
employees of American companies who are located abroad and who
die while abroad.

In the past, our estate tax conventions have tried to deal with this
problem by splitting the tax in these cases, but that could result in
the total tax being greater than the tax the United States alone would
have imi)osed.

It really is that problem which the Dutch estate tax treaty tries to
deal with by setting up a new pattern of rules in this area. First, the
new Dutch treaty, insofar as a country’s jurisdiction to tax on the
basis that property is located there is concerned, would give primary
jurisdiction to the situs country only in the case of real property lo-
cated there and business assets effectively connected to a permanent
establishment located there.

The Cuamaman. Tangible assets?

Mr. WoopwortH. Yes, and intangibles, but only if they are asso-
ciated with a permanent establishment there. It does not extend to
assets which are not effectively connected with a business and perma-
nent establishment there.

Second, the Dutch treaty attempts to deal with this double domicile
question of citizenship country versus employment country by ap-
proaching it in this general way: Where an individual has not been
domiciled in the foreign country for 7 or more out of the 10 years
before death unless there is a clear indication that he intended to stay
there indefinitely, then the primary emphasis is given to the tax sys-
tem of the country of citizenship. By this I mean that the employ-
ment country would only tax the real property that was located there
and the business assets effectively connected with a permanent estab-
lishment there. And even in this case, the Netherlands would give a

50-percent marital deduction and would exempt estates of $30,000 or
less.
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This pattern is more or less consistent with the way we presently
treat nonresident aliens.

Third, the reverse of what I have just described would oceur where
the employee is abroad for more than 7 out of the 10 years before his
death. In that case, both the count ry of employment and the country
of citizenship would impose their tax on a worldwide basis, but the
country of citizenship would give a eredit for the taxes paid to the
country of employment,

It seems to me that this new pattern which has been worked out
will prevent double taxation in the majority of cases and is a rational,
reasonable way of dealing with the problems which have arisen in
the past.

EFFECT OF NETHERLANDS TREATY ON INVESTMENT OF U.S. DOMICILIARY

The Cramrman. How does it work in the case of an investment ?
Suppose a person is a resident and domiciled in the United States. He
owns a tremendous piece of real estate and he dies. What happens in
such a situation ?

Mr. Woopworrir. Well, there really is not——

The Cramaran. Does this treaty affect it ?

Mr. Woopworra. It does not lnmicull‘r change existing law in that
case,

The Cramyan. T see.

Mr. Woobworrn. No, because the country of situs, insofar as the
real property is concerned, may still tax it.

I should say the treaty does affect a country’s situs jurisdiction to
the extent that it cuts it back to real property plus business assets
which are effectively connected with a permanent establishment there.
If the U.S. domiciliary had other assets over there, the Netherlands
would not impose a tax in that case—only the United States would.
Or vice versa, if it was a Dutch domiciliary and the property was
located over here.

The Cramran. On balance, you think this is a good treaty ?

Mr. Woopworra. Yes. It is a new pattern, but it looks to me like it
is a desirable one.

The Cuamyan. It would orobably be used as a precedent for other
countries. Can you see any Lﬂ:mgr_-.rs: if the same principles would ap-
ply to a big country where we would have many more investments
than in the other?

Mr. Woopworrs. No, and T agree with you that it will probably
be used as a pattern. ;

The Cuamyan. Very likely.

Mr. Woopworrr. But I cannot see that there is any difficulty in
that respect. It seems to me like it is a rational way of proceeding to
deal with the problem of double taxation at death.

The Cramyax. If it seems that way to you, how do you think it
is going to seem to those of us who do not understand our own taxes?
We have to trust your judgment, so you have to be very careful.

Mr. Woopworrn. I will try.

The Cramyan. I am sure you will. Tt is a precedent that you would
not object to having applied to any country under any circumstances.
What often bothers ns a little is that they come in with something
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for a very small country and it is so insignificant. But then they come
in with a treaty with a big country.

Mr. Woopworrm. I am aware of that.

The Cramman. So you think it is plausible even if it may be ap-
plied to other countries?

Mr. Woopworrs. Yes.

RESERVATION ON TRINIDAD AND TOBAGO TREATY

The Cramyan. With respect to the Trinidad and Tobago Treaty,
however, you think we ought to have a reservation?

Mr. Woopworrs. You might want to say on the reservation on the
Trinidad and Tobago Treaty that you are not passing on it until
vou review the whole situation.

The Cuamaran. Save that for the report ?

Mr. Woopworrm. Yes.

The Caamyrax. As you know, our own tax laws are so complicated
that it is impossible for ordinary people to understand them, so it is
donbly difficult to understand them as they apply to international
situations.

Mr. Woopworri. That is right.

One of the problems we need to work on more is to try to get rid
of some of those complexities, but it seems very difficult to do.

CONCERN ABOUT OVERALL POLICY

The Crammaxn. I am very worried about this overall policy that
we have already mentioned.

This committee recently reported out a bill authorizing large con-
tributions to certain international financial institutions. I think the
overall amount is something like three and a half billion dollars. Gen-
erally, T believe the committee feels that this is a more effective and
less risky way to help developing countries than direct intervention
such as our old aid program or private investments in many places, be-
cause of this rising tendency for expropriation.

That obviously creates very bad relationships. We went through
that with Mexico, as you well know, where they expropriated the oil.
It took us about 25 or 30 years to get over that, but now our relations
are good. At the present time, there is great apprehension about what
is going to happen in Chile, and I am very much concerned that some
of our industrial people may do things they should not do to try to
save the situation, which would embarrass our country and disturb our
political relationships.

So there i1s a serious question of whether we ought to continue to
encourage American investment abroad. I do not want to discourage
it, if people want to take their chances, but to give special privileges
would be, it seems to me, a little improvident, especially to a subsidiary
and then have it taken over. That only deprives this country of what-
ever benefits it might have had in the field of taxation as well as losing
the corpus of the estate, so to speak. So I think it is a serions question.

I believe this Administration has stated publiely that they thought
we ought to move toward multilateral assistance programs, such as
those T mentioned, rather than bilateral programs. I do not know that
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they have expressed themselves directly on the encouragement of pri-
vate investment abroad other than saying “We are willing to subsidize
them by tax deferrals or tax preferences,” I am not too sure on that
point, but they have been very clear about using multilateral organi-
zations for assistance, and I agree with them.

I think if we are going to do anything, we ought to do it that way.
Of course, our own domestic situation is getting so bad we really can-
not afford to do any of this if we were to be very sensible about it.
It is sort of silly for us to be giving away large sums when we are
going to have a deficit of $15 billion in our own Government accounts,
At least it looks that way to me. Maybe that is old fashioned.

Mr. Woopworra, We have a very real deficit problem; there is no
question about it,

The Cramman. It is not only the deficit in our own domestic
accounts, but there is a big deficit in our balance of payments, and on
either account it does not look very provident or very prudent to be
going around as Lady Bountiful under these circumstances. These poli-
cies started when it was not that way.

Mr. Woopworrs. That is right.

The Cramryax. For many years we had a favorable balance of pay-
ments, up until 1957, I think ; did we not ?

Mr. Woopworrs. T think it was a little further back than that.

The Cramyan. Between World War IT and the fifties there was
a very substantial cumulative favorable balance of payments—some-
thing in the neighborhood of $100 billion—was there not ?

Mr. Woonworts. It was very large, and then my recollection is that
in the early fifties it shifted over.

The Cramyman. T thought it was the middle or late fifties, but maybe
that is wrong. Perhaps that was when the domestic deficit developed.
That is an important policy.

APPROPRIATENESS OF RESERVATION

Mr. Woonworrr. That is really why I suggested the reservation.
Until the committee works out what it wants to do in this area, it seems
to me that it would be appropriate to reserve on this point.

The CramrMAN. You are correct. That is what I think we ought
to do,

It is very difficult for the committee to work it out when we are in
this transitional period. I hope we do not continue with a deficit in
our balance of payments as we now are.

I do not know what is going to happen in the trade bill. T think
they are voting on it today in the Honse, My own feeling is that if it
passes the House and the Senate, we will probably start another repe-
tition of the Smoot-Hawley era and foreign countries will refuse to
import our soybeans. That is what worries me, at least, because Arkan-
sas produces soybeans, poultry, and cotton, and the next thing you
know our whole international trading area will deteriorate.

It is what happened in the past whenever that has taken place. So
we are in a very difficult period to know what is going to happen. I
think we ought to have a reservation and hold onr breath to see where
we go.
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George, have you any questions
Senator Aigen. No.

PROSPERITY OF COUNTRIES OTHER THAN UNITED STATES

I think you have raised a good subject here. The Common Market
seems to be something which upsets a good share of the world, like
New Zealand, Australia, Canada. What is going to happen there, I
do not know, but certainly most of the Common Market countries are
pretty prosperous now ; are they not?

Mr. WoopworTa, That is my understanding.

Senator Argen. And Japan.

The Caamaan. Most of these are. The United States is the only one
I know of that is suffering. We have been milked so hard for the last
15 years that there is not much left.

Senator Arkrx. We are getting down to being kind of thin.

The Crarraan. We sure are.

Thank you very much, Mr. Woodworth.

The committee will have an executive session to consider the nomi-
nation and conventions and other business.

Mr. Cohen, did you want to say a word ?

REQUEST FOR MEETING TO DISCUSS POLICY

Mr. Conex. Mr. Chairman, if T may, I would like to repeat my
request to you before the previous hearing, at which T testified, that
the Treasury Department and the State Department be given the
opportunity of meeting with your committee, either in public hearings

or in executive session, to discuss the policy which we should follow
in the negotiation of tax conventions.

We have some 30 tax conventions now, but for some 10 years we
have been unable to negotiate tax conventions with the developing
countries. We think it is very important in connection with the admin-
istration of the tax laws involving international transactions that we
have income tax treaties with other countries in order to avoid persons
being subjected to double taxation in both countries——

The Cramyaxn. That is not the real issue. What about this ques-
tion of encouraging investments abroad ? That is the issue.

Mr. Conen. Well, Mr. Chairman, the two are inextricably linked
and that is why I make my plea at this moment. We in the Treasury
Department want tax treaties in connection with the administration
of the tax laws, which is in our charge.

The Cramarax. Yes, I understand that.

Mr. Conen. We need provisions for elimination of double taxation
of the same income in two or more countries,

The CaamyMaN. Yes.

Mr. Conen. Second, we do not like income escaping tax in both
countries because the laws do not mesh. Third, we would like to have
a treaty because it entitles the Treasury Department and the Internal
Revenue Service to negotiate and deal directly with the tax authori-
ties of the other country without going through diplomatic channels,
and we get exchange of information for the purpose of preventing
tax evasion. ¥
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Now, we have been able to have this network of conventions with
the developed countries, the industrialized countries of the world, but
we have been unable for a dozen years to produce tax conventions
with the developing countries because each of them wants some pro-
vision dealing with the tax treatment of investments made by U.S.
investors in their countries.

Now, we would like to move this off of dead center if we could.
We have some suggestions that we would like to review with the
committee, and to get at least the informal reaction of the committee.
Until now every suggestion that has been advanced in a treaty that
has been negotiated has been turned down by the committee when the
treaty has been laid before you.

Now, if we could, we would like to review this policy with the com-
mittee before we attempt to negotiate a treaty.

The Caammax. Okay. We will dothat.

Mr. Coren. We would be very appreciative of an opportunity to do
that.

U.S. INTEREST IN ENCOURAGING INVESTMENT ABROAD QUESTIONED

The Crammax. We will do that, but, as you can see this morning,
the real crux of the matter is whether it is still in our interest to
encourage investment abroad as long as we are so improvident in our
domestic affairs and spending all our money so unwisely. This is just
one of the things that is disrupted by a distorted and disrupted econ-
omy. You can see the relationship.

Mr. Conen. I understand your concern and we share the concern.

The Cuammax. We will be glad to talk to you about it.

Mr. Comen. We would appreciate it.

The Caamyan, This is the question. The President has made state-
ments indicating that in the field of aid he wants to move in the diree-
tion of multilateral organizations. This is not necessarily against
private investment, but when U.S. investments are being expropri-
ated, that certainly dampens the enthusiasm of a lot of us to encourage
it. You know the problem. We will be glad to have vou here.

Mr. Conrx. I would appreciate very much if we could have that
opportunity early in the next Congress.

The Caamyan. I cannot guarantee we will agree with you that
we will want to continue encouraging investments abroad.

Mr. Comen. I would like to see 1f we cannot get the question re-
solved. It is not a question of whether yon encourage or do not
encourage. It is also a question of whether you can maintain a nen-
trality, and we have some suggestions along those lines that we think
might be acceptable.

The Caamaran. I would be very pleased to do that.

Mr. Comrn. We have no objection, as we said, to a reservation on
this one article of the convention. We do not think it is that important
and, as we said in our letter to you, we think that we could control
any opportunity——
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ACTION ON TREATIES AND DISCUSSION WITH COMMITTEE

The Cramyax. Do I understand that you would like us to act on
these treaties, with the reservation relating to the Trinidad and Tobago
convention, and then have this conversation or further meeting relating
to other treaties vou are negotiating? Isthat r icht ?

Mr. Conex. Yes, with respect to other treaties or a further negotia-
tion with Trinidad and Tobago,

Senator Arsex. I think that is a great idea, almost an innovation,
being willing to discuss with the committee before they act.

The CHAIRMAN. Sure.

Senator Atgex. I would like to submit a list of three or four other
agencies of Government to which we could try to sell the same idea.

The Cramman. 1f we could settle the matter, it would be very
good.

Mr. Conex. If we might, we would like to ask your advice before
we ask your consent.

(Laughter.)

Senator CaurcH. Revolutionary.

The Crammax. That is a radical idea, but we will accept it.

Mr. Conen. Thank you, Mr. Chairman.

The Cramrman. Thank you.

The committee is adjourned and we will go into executive s

(Whereupon, at 11:20 a.m., the committee proceeded to executive
session.)







APPENDIX

PorT OF SPAIN, TRINIDAD,
Januwary 9, 1970,
The Honourable J. FIFE SYMINGTON, JE.
Ambassador Extraordinary and Plenipotentiary, Embassy of the United States
of America, Port-of-Spain.

Sm: I have the honour to refer to your letter of the 9 January which reads
as follows :

“1 have the honor to refer to the income tax treaty between the Governments
of Trinidad and Tobago and the United States, which has been signed today.
This treaty makes no provision for special recognition, in the calculation of
United States tax on income derived from United States direct investment in
Trinidad and Tobago, of tax incentives offered by Trinidad and Tobago to
attract such investment. .

My Government recognizes the value to Trinidad and Tobago of increased
United States investment in your country and the importance which your
Government places on promoting such investment through the tax treaty mech-
anism. I want, therefore, to assure that my Government is prepared, at an early
date, to resume discussions with representatives of Trinidad and Tobago with
a view toward reaching agreement on a supplementary protocol that would
provide a tax impetus to United States direct investment in Trinidad and
Tobago.”

I have the honour to inform you that my Government accepts the above
mentioned assurances and looks forward to the early resumption of discussions
on this subject.

Accept, Sir, the renewed assurances of my highest consideration.

Eric WILLIAMS,
Prime Minister.

CERTIFICATION

TRINIDAD AND T0BAGO CITY OF PORT OF SPAIN EMBASSY OF THE UNITED STATES OF
AMERICA: B8

I, Robert J. MacQuaid, Consul of the United States of America at Port of
Spain, Trinidad, West Indies, duly commissioned and qualified do hereby certify
that the attached copy of Embassy Note No. 1 of January 9, 1970 to Dr. the
Right Honourable Erie Williams, Prime Minister of Trinidad and Tobago, signed
by J. Fife Symington, Jr., American Ambassador, is a true and faithful copy
of the original.

In Witness Whereof T have hereunto set my hand and affixed the seal of
the Embassy at Port of Spain, Trinidad, West Indies, this 9th day of January,
1970,

RoeerT J. MAcCQUAID,
Consul of the United States of America.

PorT oF Sparw, January 9, 1970.
No. 1
Dr. the Right Honourable Eric WILLIAMS,
Prime Minister,
Trinidad House.

Sir: T have the honor to refer to the income tax treaty between the Govern-
ments of Trinidad and Tobago and the United States, which has been signed
today. This treaty makes no provision for special recognition, in the calculation
of United States tax on income derived from United States direct investment
in Trinidad and Tobago, of tax incentives offered by Trinidad and Tobago to
attract such investment.
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My Government recognizes the value to Trinidad and Tobago of increased
United States investment in your country and the importance which your Gov-
ernment places on promoting such investment through the tax treaty mechanism,
I want, therefore, to assure you that my Government is prepared, at an early
date, to resume discussions with representatives of Trinidad and Tobago with
a view toward reaching reement on a supplementary protocol that wonld
provide a tax impetus to United States direet investment in Prinidad and T

Accept, Sir, the renewed assurances of my highest consideration.

J. Firr SymINGioN, Jk.

OCTORER 6, 1970,

TECHNICAL EXPLANATION oF U.S.-BEreium INCOME TAX CONVENTION, SIGNED
JULY 9, 1970

{ Department of the Treasury)
ARTICLE 1. PERSONAL SCOPE

This Article, which is not found in other United States tax treaties, is similar
to Article 1 of the Draft Double Taxation Convention on Income and Capital
developed by the Fiscal Committee of the Organization for Economic Coopera-
tion and Development and published in 1963 (hereinafter referred to as the
OECD Model Convention). The Article does not have substantive importance,
Its purpose is to generally delineate the persons who come within the scope of
the Convention. The Article is not complete in its delineation of persons covered
in that persons who are residents of one or both of the Contracting States are
sometimes not covered in the Convention and that other persons who
are not residents of either of the Contracting States are covered
by this Convention. For example, Article 19 (Governmental Functions)
applies to citizens of a third State who come to one of the Contracting States
expressly for the purpose of being employved by the other Contracting State.
While the title of Article 1 is “Personal Scope,” the Convention, of course, is
applicable to corporations and other entities as well as to Individnals.

ARTICLE 2. TAXES COVERED

This Article designates the taxes of the respective States whieh are the subject
of the proposed Convention. With respect to the United States. the taxes included
are the United Stoies Federal income taxes imposed by the Internal Revenue
Code. This includes, for example, the surtax and would also include such taxes
as the temporary surcharge which was in force from 1965 to 1970. However,
the Convention is not intended to apply to taxes which are in the nature of a
penalty such as the taxes imposed under section 531 (accumulated earnings tax)
and section 541 (personal holding company tax) of the Internal Revenue Code.

With respect to Belgium, the taxes included are (1) the individual income
tax; (2) the corporate income tax: (3) the income tax on legal entities: (4) the
income tax on nonresidents: (5) the prepayments and additional prepayments :
and (6) surcharges on any of the taxes referred to in (1) through (5), including
the communal supplement to the individual income tax.

The Belgian individual income tax is payable by resident individuals on in-
come from all sources but with reduced rates for foreign source income.

The Belgian corporate income tax is payable by resident Belgian companies
on income from all sources but with reduced rates for foreign source income,

The Belgian income tax on legal entities is a tax payable in lien of the
corporate income tax and is imposed upon the political subdivisions of Belgium
and those resident legal entities which are not engaged in business activity. This
tax is levied solely on income from maovable capital (generally dividend and
interest income) and real property.

The Belgian income tax on nonresidents is payable by nonresident individuals,
corporations, and other legal entities on income earned or reeeived in Belginm.

In addition to the above-enumerated tax S. prepayment of tax in the form
of withholding by the payor is required by Belgian law in the case of income from
movable capital (generally dividend and interest income) and income from real
property, There is also a standard professional prepayment (withholding) which
applies to wages and salaries, remuneration paid by a corporation to managers,
directors and persons with similar functions, and to pensions, certain prizes and
subsidies, and in the case of a nonresident recipient, alimony. These taxes are
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known as “les précomptes.” While Articles 2 also lists “additional prepayments”
(compléments de précomptes), that tax, which was an additional 15 percent
prepayment on income from movable capital, has not been in foree since January
1, 1967. It was included at the request of Belgium in the case such tax is re-
established, although even in the absence of an express reference, a new or
re-established tax would be covered by paragraph (2) of this Article. In the case
of income from real property, Belgian law provides for an additional advance
payment in the ease of taxpayers subject to the income tax on nonresidents
whose fiscal domicile is in a country with whom Belgium has concluded a double
taxation agreement giving Belgium exclusive right to tax real property situated
in her territory. Since, under the proposed Convention, Belgium does not have
an exclusive right to tax United States residents on income from real property,
there is no additional advance payment on such income paid to United States
residents,

Pursuant to paragraph (2) of this Article the proposed Convention would
also apply to taxes substantially similar to those enumerated which are imposed,
in addition to or in place of the existing income taxes, after the date of signature
of this Convention (July 9, 1970).

This Article also provides that the competent authorities of the Contracting
States are to notify each other of any amendments of the laws imposing the
enumerated taxes and of the adoption of any taxes which are subsequently
imposed by transmitting the text of any amendments or new statutes at least
once a year. Further, the competent authorities are to notify each other of the
publication by their respective States of any material concerning the applica-
tion of this Convention, whether in the form of regulations, rulings, or judicial
decisions, by transmitting the text of any such material at least once a year.

ARTICLE 3. GENERAL DEFINITIONS

This Article sets out definitions of certain of the basic terms used in the
proposed Convention. A number of important terms, however, are defined else-
where in the Convention.

Any term used in this Convention which is not defined therein shall, unless
the context otherwise requires, have the meaning which it has under the laws
of the State which is imposing the tax. However, in a case where a term has
a different meaning under the laws of Belgium and the United States or where
the meaning under the laws of one or both of the States is not clear, the compe-
tent authorities may agree on a uniform definition. See Article 25 (Mutual
Agreement Procedure). While treaties in the past did not specify the power of
the competent authorities to resolve such differences in definitions, this power
is mevertheless inherent in the aunthority set forth in the mutual agreement
article of these treaties to resolve “difficulties or doubts.”

This Article defines geographical Belgium and geographical United States to
include their respective continental shelves The addition of a definition of the
continental shelf is intended to clarify what the Contracting States consider to
be ineluded within their respective jurisdietions to tax. The nited States con-
tinental shelf is defined as the seabed and subseil of the adjacent submarine
areas beyond the territorial sea over which the United States exercises exclusive
rights in accordance with international law for the purpose of exploration and
exploitation of the natural resources of such area, bhut only to the extent that
the person, property, or activity to which this Convention is being applied is
connected with snch exploration or exploitation. For example, the income earned
by a ship and its employees engaged in taking seismograph soundings on the
United States continental shelf will be treated for tax purposes the same as the
income from a comparable activity on the land of one of the States of the United
States. A comparable definition is used in the case of Belginm. The definition
of the continental shelf in the case of the United States only includes the con-
tinental shelf surrounding the 50 States. Thus, for example, the continental
shelf surrounding Puerto Rico is not included. If the treaty were extended
beyond the 50 States and the District of Columbia (see Article 20—Extension
to Territories) the continental shelf of the extended areas could also be covered.
The defined continental shelf is only part of the United States or Belgium, as the
case may be, in limited situations. It is included only to the extent that a person
or property or activity to which the Convention is being applied is connected
with exploration or exploitation of the continental shelf. The phrase “connected
with” does not require physical attachment to the continental shelf to be within
the scope of the definition.
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The Article also defines “United States corporation” and “Belgian corpora-
tion.” Because of the difference in concept, an entity could under Belgian law
be considered to be a Belgian corporation and under United States law to be a
United States corporation. For purposes of the proposed Convention, such a cor-
poration would be treated as a corporation of neither State because of the pro-
visions in the definitions of a corporation of the United States, and a corpora-
tion of Belgium, that an entity may not be considered a corporation of the
United States, or Belgzium, if it is a corporation of the other State under do-
mestic law of that other State. While the benefits of the Convention would gen-
erally be nnavailable in such cases, it is relatively easy for taxpayers to avoid
dual residency.

ARTICLE 4. FISCAL DOMICILE

This Article sets forth rules for determining “fiscal domicile” or residence of
individuals, corporations and other persons for purposes of the proposed Con-
vention. Residence is important because, in general, only a resident of one of
the Contracting States may qualify for the benefits of the Convention. This
Article is patterned generally after the fiseal domicile article of the OECD
Model Convention.

The term “a resident of Belgium” means a corporation of Belgium as defined
in Article 3 (General Definitions) and any person (other than a corporation)
who is a resident of Belgium for purposes of its tax. The term “a resident of
the United States” means a United States corporation as defined in Article 3
(General Definitions) and any person (exeept a corporation or any other entity
treated as a corporation for United States tax purposes) resident in the United
States for purposes of its tax. The language in parentheses is intended to deal
with the problem of dual residency of a corporation. An entity which would be
considered a Belgian corporation under Belgian law and a United States cor-
poration under United States law would. under Article 3 (General Definitions)
of the Convention, be neither a Belgian corporation nor a United States cor-
poration. Therefore, it was necessary to make clear that such an entity is not
included within the term “any person” for purposes of the second part of the
definitions. In addition, the parenthetical language in the definition of a resident
of the United States is intended to make clear that a foreign corportaion, or
other entity treated as a foreign corporation for United States tax purposes
which is a resident of the United States for certain purposes of its income tax law
is not, under the Convention, a resident of the United States.

In the case of the United States, the definition provides that a partnership,
estate, or trust is treated as a resident only to the extent that the income derived
by such person is subject to United States tax as the income of a resident. This
language, although different from the Income Tax Convention between the United
States and France, signed July 28, 1967, is intended to achieve the same result.
Under United States law, a partnership is never, and an estate or trust is often
not, taxed as such. Under the proposed Convention, in the ease of the United
States, income received by a partnership, estate, or trust will not qualify for the
benefits of the Convention unless such income is subject to tax in the United
States. Thus, in effect, the status of income which is subject to tax only in the
hands of the partners or beneficiaries, will be determined by the residence of
such partners or beneficiaries. With respeet to income taxed in the hands of the
estate or trust, the residence of the estate or trust is determinative. This pro-
vision is nonreciprocal because of the absence of a similar problem under Bel-
gian law.

An individual who is a resident of both States under the rules of domestic law
employed by such States for determining residence will be deemed to be a resi-
dent of the State in which he has his permanent home, his center of vital inter-
ests (closest economic and personal relations), his habitual abode. or his citi-
zenship, in the order listed. If the issue is not settled by these fests, the com-
petent authorities will decide by mutual agreement the one State of which he
will be considered to be a resident. Thus for purposes of the Convention, includ-
ing the savings clause of Article 23(1), an individual ean be resident in Bel-
gium or the United States, but not both.

ARTICLE 5. PERMANENT 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 commercial profits of a resident
of the other State. The concept is also significant in determining the applicability
of other provisions of the Convention, such as Article 10 (Dividends), Article 11
(Interest), Article 12 (Royalties), and Article 13 (Capital Gains). The defini-
tion of “permanent establishment” is a modernized version of the definition found
in some of our older treaties including the 1948 Convention with Belgium. The
new definition is similar to the definition found in our French Convention.

The term “permanent establishment” means “a fixed place of business through
which a resident of one of the Contracting States engages in industrial or com-
mercial activity.” Ilustrations of the concept of a fixed place of business include
a seat of management, a branch, an office, a factory, a workshop, a warehonse,
a place of extraction of natural resources, or a building site or construction or
installation projeet which exists for more than 12 months. As a general rule, any
fixed facility through which an individual, corporation or other person conducts
industrial or commereial activity will be treated as its permanent establishment
unless it falls in one of the specific exceptions deseribed below. The proposed
Convention uses the term “a seat of management” which was the term used in
our Convention with France. The technical explanation of our French Conven-
tion explains the definition of the term “a seat of management” and its difference
In meaning from the term “a place of management” as follows:

It should be noted that this convention uses the term “seat of ma nagement"
where the OECD model convention and prior agreements to which the
United States is a party used the term “place of management” ; both terms
are translations of the French term “un siege de direction” and it is believed
the translation found in this convention is the more accurate. Prior agree-
ments in which the term “place of management” appears will be interpreted
therefore as if the words “seat of management” had been used.

That explanation is applicable to the proposed Belgian Convention.

This Article specifically provides that a permanent establishment does not
include a fixed place of business of a resident of one of the Contracting States
which is located in the other Contracting State if it is used only for one or more
of the following—(1) the use of facilities for the purpose of storage, display, or
delivery of goods or merchandise belonging to the resident; (2) the maintenance
of a stock of goods or merchandise belonging to the resident for the purpose of
storage, display, or delivery; (3) the maintenance of a stock of goods or mer-
chandise belonging to the resident for the purpose of processing by another per-
son; (4) the maintenance of a fixed place of business for the purpose of pur-
chasing goods or merchandise, or for collecting information, for the resident ;
(5) the maintenance of a fixed place of business for the purpose of advertising,
or the supplying of information, for scientifie research, or for similar activities
which have a preparatory or auxiliary character, for the resident: or (6) the
maintenance of a building site or construction or installation project which does
not exist for more than 12 months. The building site or construction or installa-
tion project exception is merely a clarification of the rule that such an activity
for more than 12 months is a permanent establishment and, accordingly, such an
activity for 12 months or less is not a permanent establishment. These exceptions
are cumulative and a site or facility used solely for more than one of these pur-
Poses will not be considered a permanent establishment under the proposed Con-
vention. The 12-month construction project rule is a physical test under which
the resident must be actively engaged in the project during that 12-month period.

This Article also provides that notwithstanding the provisions described in
the preceding paragraph if three conditions are met, a resident of one State
will have a permanent establishment in the other State. The conditions arve:

1. The resident has a fixed place of business in that other State (a) which con-
sists of facilities for the storage, display or delivery of goods or merchandise be-
longing to the resident; (b) which consists of a stock of goods or merchandise
belonging to the resident which is held for processing by another person: or (e¢)
which is nsed for the purpose of purchasing goods or merchandise for the
resident ;

2. The goods or merchandise described in paragraph 1 above are either subject
to substantial processing in that State (whether or not purchased there) or are
purchased in that other State (and are not thereafter subject to substantial proe-
essing in another State) ; and

3. All or part of such goods or merchandise is sold by the resident or his agent
for use, consumption, or disposition in that other State.
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Under this rale, the taxpayer will have a permanent establishment whether or
not he maintains a sales office in the other State.

Thus, for example, if an independent agent acting for a United States corpo-
ration arranges the sales of the corporation’s goods in Belgium, the United States
corporation will, nevertheless, be deemed to have a permanent establishment in
Belgium if those goods were purchased in Belgium through a fixed place of busi-
ness of the corporation (ordinarily a purchasing office wonld not constitute a
permanent establishment) and then resold therein without having been sub-
jected to processing outside Belginm prior to such resale.

Notwithstanding the other provisions of this Article, a per=on will be consid-
ered to have a permanent establishment if he engages in business through an
agent, other than an independent agent, who has and regularly exercises an-
thority to conclude contracts in the name of such person unless the agent only
exercises such authority to purchase goods or merchandise,

With respect to an independent agent, the proposed Convention also provides
that a resident of one State will not be deemed to have a permanent establish-
ment in the other State if such resident engages in industrial or commercial ac-
tivity in such other State through an independent agent, such as a broker or
general commission agent, if such agent is acting in the ordinary course of his
business. This rule does not apply with respect to a broker or agent acting on
behalf of an insurance company if such broker or agent has, and habitually exer-
cises, an authority to conclude contracts in the name of that company. It was
agreed, however, that an insurance company of one State writing reinsurance
contracts in the other State would not for that reason be treated as having a
permanent establishment, but since it was understood that foreign companies
writing reinsurance on Belgian risks do not authorize Belgian brokers or agents
to conclude reinsurance contracts in the name of the foreign reinsurance com-
pany, it was not necessary to specifically exelude reinsurance contracts from the
exception.

The determination of whether a resident of one State has a permanent estab-
lishment in the other State is to be made without regard to any control relation-
ship of such resident with respect to a resident of the other State or with respect
to a person which engages in industrial or commereial activity in that other
State (whether through a permanent establishment or otherwise).

Although this Article iz generally drafted with reference to a resident of one
of the States engaging in industrial or commercial activity in the other State,
for certain purposes the proposed Convention deals with a nonresident engaging
in industrial or commercial activity in one of the States or a resident of one
of the States engaging in industrial or commercial activity in a third State. For
these purposes, the principles set forth in Article 5 are to be applied in determin-
ing whether there is a permanent establishment.

ARTICLE 6. INCOME FROM REAL PROPERTY

This Artiele which is similar to an article in the existing treaty provides that
a resident of one State may be subject to tax in the other State on income from
real property and royalties in respect of natural resources if the property or
natural resource is located in sueh other State. This Article does not, as do the
existing treaty and the 1967 treaty between the United States and France, pro-
vidle for an election by the resident to compute his tax on such income on a net
hasis since under the internal laws of Belgium and, since 1967, the United States
this can be done. The income referred to in this Article includes gain from the
=itle or exchange of such property or such natural resource rights, but does not
include interest on mortgages and similar instruments. The latter type of income
is covered by Article 11 (Interest).

ARTICLE 7. BUSINESS PROFITS

This Article sets forth the typical treaty rule that industrial or commercial
profits of a resident of one State are taxable in the other State only if the resi-
dent has a permanent establishment in that other State. Where there is a perma-
nent establishment only the profits attributable to the permanent establishment
can be taxed by that other State. For purposes of Article 23 (Relief From Double
Taxation) which, among other things, provides that a foreign tax credit will be
allowed by the United States, such profits are considered to be from sources
within the State in which the permanent establishment is located.
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While under the existing Belgian Convention, as under the old French Con-
vention, industrial or commercial profits are not taxed in the absence of a
permanent establishment, once there is a permanent establishment the exist-
ing Convention, as did the old French Convention, provides that the pro-
visions reducing the tax rates on interest and dividends and exempting
royalties are not applicable. This rule is known as the “force of attrac-
tion" principle and is replaced in the proposed Convention, as in our new
treaty with France, with the effectively connected concept. Under the new ap-
proach, only those interest, dividends and royalties which are effectively con-
rected with the permanent establishment are taxable as part of the industrial
or commercial profits and do not benefit from the reduced rate or exemption.

In determining the proper attribution of industrial or commereial profits under
the proposed treaty, the permanent establishment is generally 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
i permanent establishment on an arm’s-length basis, Expenses, wherever in-
eurred, which are reasonably connected with profits attributable to the perma-
nent establishment, including executive and general administrative expenses,
will be allowed as deductions by the State in which the permanent establishment
i= located in computing the tax due to such State. However, it is not necessary to
allow a profit to the head office for ancillary services furnished to the permanent
establishment as long as the permanent establishment is allowed to deduet the
allocable costs incurred by the head office.

The mere purchase of goods or merchandise in a State by the permanent
establishment, or by the resident of which it is a permanent establishment,
for the account of such resident will not canse attribution of profits to such
permanent establishment.,

While some of our more recent conventions attempt a broad definition of
“industrial or commereial profits” by setting forth examples of activities which
will be considered as giving rise to such profits, this Convention is limited to
setting forth three rules of inclusion and exclusion. In spite of the difference
in approach, the term “industrial or commercial profits” has a meaning generally
similar to that in our other recent treaties. It includes income derived from
manufacturing, mercantile, agricultural, fishing, or mining activities, from
the operation of ships or aireraft, from the furnishing of personal services of
others, from the rental of tangible personal property, and from insurance
activities.

This Article specifically provides that the term “industrial or commereial
profits’ 'includes rents or royalties derived from motion picture films or filns
or tapes used for radio or television broadcasting or from copyrights thereof
and rents derived from the leasing of tangible personal property.

The Article further provides that the term does not include items of income
specifically dealt with in other articles of this Convention except as provided
in such articles. Thus, income derived from real property and natural resources
and dividends, interest, royalties (as defined in paragraph (2) of Article
12 (Royalties)), ecapital gains, and income deseribed in Article 22 (Income
Not Expressly Mentioned) constitute industrial or commereial profits only if
the right or property giving rise to such amounts is effectively connected with a
permanent establishment which the recipient, being a resident of one of the
States, has in the other State. Where such amounts do not constitute industrial
or commercial profits, they may be taxed separately or together with industrial
or commercial profits in accordance with the laws of the State whose tax
is being determined, but the limits on the rate of taxation to which such
amounts may be subject must be obgerved.

For example, if a Belgian bank without a permanent establishment in the
United States loaned money to a United States manufacturer in the United
States, the interest paid by the United States manufacturer to the Belgian bank
would be treated as interest and not as industrial or commercial profits and
would be governed by Article 11 (Interest) of the proposed Convention which
provides for either an exemption or a 15-percent withholding rate.

In the reverse situation where a United States bank with a branch in
Belginm derives interest from Belgium which is not effectively connected with
its Belgian branch, Belgium could tax the interest together with the income of
the permanent establishment as long as the rate of tax on the gross amount of
the interest did not exceed the 15-percent limitation.

52-019—71 ]
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Income from independent and dependent personal services are specifically
dealt with in Articles 14 (Independent Personal Serviees) and 15 (De-
pendent Personal Services) and, therefore, are not treated as business profits,
It is noted that in some of our other recent conventions, there i8 an express
provision excluding such services from the terms “industrial or commercial
profits.” While there is no such provision in the Belgian Convention, the
result is the same,

ARTICLE 8. SHIPPING AND AIR TRANSPORT

This Article provides that, notwithstanding the rules of Arficle 7 (Business
Profits) and Article 13 (Capital Gains), income which a resident of one of the
States derives from the operation in international traffie of ships registered
in that State and gains which a resident of one of the States derives from the
sale, exchange, or other disposition of ships operated in international traflic
by such residents and registered in that State shall be exempt from tax by
the other State.

A resident of one of the States will also be exempt from tax in the other State
on income derived from the operation in international traffic of aireraft registered
in either State or in a State with which the other State has an income tax con-
vention exempting such income. Gains which a resident of one of the States
derives from the sale, exchange, or other disposition of aireraft are accorded the
game treatment. An exchange of notes specifically exempting income from the
operation of aireraft from tax in the respective States is not considered as an
income tax convention exempting such income.

This Article also will apply to income derived from the leasing, to a person
engaged in the operation of ships or aircraft, of a ship or aireraft under a full
or bareboat charter, where the lessor is engaged in the operation of ships or air-
eraft if such lease is ancillary to the lessor’s other operations. For example, if an
airline of one of the Contracting States which has excess equipment in the winter
months leases several aircraft which are excess during that period to an airline
in the other Contracting State, the lessor is not subject to tax by that other Con-
tracting State.

The exemption provided by this Article is also applicable to profits derived from
any activities incidental to the operation of ships or aireraft in internatonal traf-
fic, Thus, for example, commissions derived by a Belgian international aircarrier
from the sale of passenger tickets in the United States as agent for other persons
operating ships or aireraft, if incidental to its own international operations, will
be exempt from United States tax under Article 8, Further, a Belgian airline
company might have facilities at an international airport in the United States
which are used to service and maintain its own aireraft. In order to make maxi-
mum use of the facilities, the company might also service and maintain aireraft
of other companies, The profits derived from the furnishing of such services to
others would be exempt under Article 8 unless such activity ceased to be only an
incidental activity. However, income derived by a Belgian airline company from
the operation of a hotel in the United States would not be incidental to the
operation of aireraft and would not be exempt.

ARTICLE 0. ASSOCIATED ENTERPRISES

This Article complements section 482 of the Internal Revenne Code of 1954
and confirms the power of each government to allocate items of income, dedue-
tion, eredit, or allowance 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 wounld be imposed between
independent persons. This provision is similar to the provision contained in the
OECD Model Convention.

Provision is made in Article 25 (Mutual Agreement Procedure) for consultation
and agreement between the two States where an allocation by either State results
or would result in donble taxation.

ARTICLE 10. DIVIDENDS

The existing Convention provides that dividends derived from sources 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 former State at 2 rate not in ex-
cess of 15 percent. The proposed Convention continues the 15 percent rate on
dividends.
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As indicated above, the proposed Convention abandons the “force of attraction’
concept in the existing Convention by providing that the reduced rate of tax on
dividends is denied only if the shares with respect to which the dividends are
pald are effectively connected with a permanent establishment which the recipi-
ent has in the State of source. The elimination of the “force of attraction” prinei-
ple will make 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 establishment in the State of source, In those cases
where the shares with respect to which the dividends are paid are so effectively
connected, the dividends may be taxed as industrial and commercial profits under
Article T (Business Profits). Income which is so effectively connected may be
taxed at the normal rates applicable to such income in the State of source, This
does not prevent Belgium from imposing its movable property prepayment in
accordance with Belgian law, and this would be eredited agalnst the tax owed
by the permanent establishment.

The dividend Article of the proposed Convention is patterned generally after
the OECD Model Convention. However, the proposed Convention additionally
provides that the term “dividends” includes income from invested eapital re-
ceived by members of Belgian companies other than companies with share capital
where, under Belgian law, such income is taxable in the same way as dividends,
These are companies whose shareholders are restricted to individuals and are
generally similar to partnerships. Such companies are not entitled to an interest
deduction on a loan made by a shareholder to the company, Interest pavments
by such a company to a shareholder are treated similarly to dividends for
purposes of Belgian law and are treated as dividends under the proposed
treaty. The companies covered by this latter rule are Socictics de Personnes i
Responsabilité Limiteé, Sociétes en nom Collectif, Sociétés en Commandite Sim-
ple, and Sociétés Coopératives.

Under Belgian law dividends paid to an individual from sources ontside of

telgium which are received within Belgium are subject to a 20-percent precompte

mobiliere. The precompte is nsed by Belgium as a eollection device since most
securities are in bearer form and the residency of the owner is not readily deter-
minable. Belgium has agreed under this Article to waive collection of the pre-
compte on dividends paid by United States corporations to an individual who is
a resident or citizen of the United States and not a resident of Belgium. Such
individual when he goes to a Belgian bank to collect on a dividend will have to
substantiate his citizenship (where applicable) and resideney and it is antici-
pated that the Belgian Government will verify the fact that such person is the
proper recipient of the dividend by submitting their names to the Internal Reve-
nue Service,

In other cases, dividends paid by & corporation of one of the States to a person
other than a resident of the other State are exempt from tax by the other Sta
unless the dividends are effectively connected with a permanent establishment of
the recipient maintained in the other State or the dividends are paid by a United
States corporation and are received within Belgium by a person other than a
citizen or resident of the United States.

ARTICLE 11. INTEREST

The existing Convention provides that interest derived from sonrces 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 former State at a rate not in excess
of 15 percent,

The proposed Convention retains the 15 percent rate on interest replacing
the “force of attraction” principle by the effectively connected approach. In four
important cases, however, the proposed Convention provides for exemption in
the State of source. First, interest is exempt at source if it arises out of com-
mercial credit—inecluding credit which is represented by commercial paper—
resulting from deferred payments for goods or merchandise or services supplied
by a resident of one of the States to a resident of the other State. This exception
would apply to interest derived by a bank or other financial institution which
purchases paper which arose out of commercial credit which the seller of zoods
or services discounted at such bank or financial institution. It would also apply
to interest derived by a finance company which is a subsidiary of a selling
company and which is used by the parent to finance its sales, Second, interest
paid between banks is exempt except on loans represented by bearer instruments.
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Under this provision, interest on advances between banks would bhe exempt as
woul(l interest on a loan from a United States bank to a Belgian bank, assuming
that there was not a bearer instrument representing the indebtedness. Third,
an exception is provided for interest arising from deposits, not represented by
bearer instruments, made in banks or other financial institutions. Fourth, in-
terest beneficially derived by one of the States, or by an inst romentality of that
State, not subject to tax by that State on its income, would be exempt from tax
by the other State. Under this rule, interest income derived by the Export-Import
Bank of the United States on loans made to Belgian residents would be exempt
from tax in Belgium. This would still be the case if the Export-lmport Bank
sold interest-participation certificates on such a loan. On the other hand, this rule
would not apply if the Export-Import Bank discounted or sold the instrument
representing the loan. However, in such a case the exception for interest arising
out of commercial eredit may be applicable.

As noted above, the proposed Convention abandons the “force of attraction™
prineiple. Thus, the reduced rates of tax applicable to interest apply unless the
recipient has a permanent establishment in the State of source and the indebted-
ness viving rise to the interest is effectively connected with such permanent
estallishment. In such a case, the interest may be taxed as industrial or com-
mercial profits.

Interest 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 cases in
which excessive interest is paid by reason of a special relationship between
the payor and the recipient, the provisions of the interest Article do not apply
to the excess part of the payments. Excess interest payments may be taxed ac-
cording to the law of the State from which the interest is derived. In the case
of excess interest derived from the United States, the excess interest may be
taxed as dividend. Under Belgian law, the excess interest is disallowed as a
deduction, but, in the hands of the recipient, continues to retain its character
as interest. However, the recipient is not entitled to the benefits of this Article
with respect to such excess.

Thus, for example, in the ease of the United States the rules provided in see-
tion 482 of the Internal Revenue Code would be applicable if excess intferest
is paid between related persons. On the other hand, if a Belgian resident pays
excess interest to a United States related person, the Belgian tax authorities
would disallow such excess as a deduction to the Belgian resident, and would
continue to treat such excess as interest, and subject such excess to the 20-per-
cent rate of withholding, as provided under Belgian domestic law, since such
excess is not entitled to treaty benefits.

The term “interest” does not include amounts which are considered as di-
vidends as discussed above in connection with Article 10 (Dividends). In the
case of Belgium, the term “interest” includes prizes on lottery honds.

Interest is from sources within a State when the payor is that State, a political
subdivision, a loeal aunthority thereof or a resident of that State. However,
if the payor has a permanent establishment in one of the States and the indebted-
ness on which the interest is paid is effectively connected with such permanent
establishment and the interest is borne by such permanent establishment, such
interest shall be deemed to be sourced within the State in which the permanent
establishment is located. In addition, if a permanent establishment which a
resident of one of the Contracting States has in a third State borrows money
from a resident of the other Contracting State, for purposes of the treaty, the
interest paid by the permanent establishment will be treated as from sonrces
within the third State if the loan is effectively connected with, and interest is
borne by, such permanent establishment.

In other cases, interest paid by a resident of one of the States to a person
other than a resident of the other State is exempt from tax by the other State
unless the interest is effeetively connected with a permanent establishment of the
recipient maintained in the other State or the interest is paid by a United States
corporation and is received within Belgium by a person other than a eitizen or
resident of the United States.

As in the case of dividends, the interest Article also contains a special rule
dealing with interest from sources within the United States which is received
within Belgium by a resident of the United States or a citizen of the United
States who is not a resident of Belgium, In such a case Belginm has agreed to
waive its withholding tax.




§5)
RTICLE 12, ROYALTIES

The existing Convention provides that royalties derived from sources within
one of the States by a resident of the other State shall be exempt from tax by
the former State. The proposed Convention continues this exemption for
royalties,

The term “royalties” is defined to include (a) payments of any kind made
consideration for the use of, or the right to nse, copyr ts of literary, i
or scientific works (but not includ copyrights of motion picture fi I1n- or
or tapes used for radio or television broadcasting), patents, de 1
plans, secret processes or formulae, trademarks, or other li ||11»;:(1I\ ul rights,
ir knowledge, experience, or skill (know-how) and (b) gains derived from the
sale, exchange or other disposition of such rights or property, but only if payvment
is contingent on productivity, use, or disposition of the property. If the payments
are not so contingent, the capital gains Article applies.

The provisic of this Article do not apply if the recipient of a royalty ]
permanent establishment in the State of source and the lits or property giving
rise to the royalty is effectively connected to such permanent establishment. In
such a case, the royalty may be taxed as industrial or commercial profits under
Article T (Business Profits), Thus, the “force of attraction” principle is also
abandoned with respect to royalties.

The source rule on royvalties is different from the source rule found in most
of onr recent treaties and the rule in section 861(a) (4) of the Internal Revenue
Code. The proposed Convention provides that royalties shall be treated
come from soure within one of the States if paid by such State, a po
subdi ion, or a local anthority thereof, or by a resident of that State. How

' the person paying ih rovalty has 4 permanent establishment in one
with which the righ property giving rise to the royalty is effeci
g borne by such permanent es lishment, or
n paying the royalty is a resident of one of the Contracting States and
a4 permane 11[ i"'i-lll ishment in a third State with which the right or property
t is '-Iftrl.'l\l'l\ connected and such royalties are bhorne
1 i royvalties are deemed to be from soi
anent establishment is located. This
source rule found in Article 11 (Interest)
the gource rule for royalties under Belgian (

w. On the U stiales side, since royalties are exempt at source, the
rule on royalties is tively unimportant. However, on the Belgian side, .
of the treatment g n nnder Belgian ]w\ for excessive royalty ;rn::n nts, the
source of th s importance. Under the proposed Convention, o
sive royi: L'ft e it because the payor and the recipient are related, ti
visions of the r r Article apply only to 8o much of the royalty as would
been paid to a ated person. The excess payment may be taxed acco
to its own law t 1 which the royalty is derived. In the case of
ginm, Belginm ld deny a deduction for the excess royalty payvments, but
hands of » recipient, the payment would still be considered to be a
under Bel * law. However, the reecipient is not entitled
benefits of this article with respect to such excess.

If a nonresident has a permanent establishment in Belginm or the
States, royalties attributable to (effectively connected with) such per
stablishment are not subject to withholding but are subject to tax in Be
or the United States at the rates normally applicable to industrial or comin
profits.

ARTICLE 13. CAPITAL GAINS

The existing Convention provides no special rules for gains dﬂinul v
State from the sale or exchange of stock, securities, H?lnmurihlw or othe api-
tal assets by a resident of the other State, The proposed Convention provides
that such gains shall be exempt from tax by the State of source. However, the
exemption does not apply if (1) the gain derived by a resident of one State
arises out of the sale or exchange of property described in Article 6 (Income
from Real Property) which is situated within the other Siate, (2) the re 'ml--tn'
of the gain has & permanent establishment or maintain: fixed base g
other State and the property giving rise to the gain is effectively connected w |1];
«Llfh permanent (\{.l}il‘-lllhl]JL or such fixed I-m. or (3) the recipient of

gain being an individual resident of the first State is present in that
Hl-m- for a period or periods aggregating 188 days or more in the taxable year.
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Gains which are effectively connected with a permanent establishment miay be
taxed as industrial or commercial profits under Article 7 (Business Profits).
Gains on real property are subject to the provisions of Article 6 (Income from
Real Property) which permits taxation of such gains by the State in which
the real property is situated. The Belgians do not tax capital gains of individ-
uals arising from a casual sale of nonbusiness assets.

ARTICLE 14. INDEPENDENT PERSONAL SERVICES

The existing Convention provides that an individual resident of one State
shall be exempt from tax by the other State if he meets either of two condi-
tions: (a) he is present in that other State for not more than 183 days and his
compensation is for services performed as a worker or employee of, or under
contract with, a resident of the first State who bears the actual burden of the
remuneration; or (b) he is temporarily present within that other State for a
period or periods not exceeding 90 days during the calendar year and the com-
pensation received for such services does not exceed $3,000 in the aggregate.
The 90-day, $3,000 rule under the existing Convention does not apply to
remuneration of “administrateurs,” “commissaires,” or “liquidateurs” of, or of
other individuals exercising similar functions in, corporations created or
organized in Belgium, nor to remuneration of officers and directors of United
States corporations.

The proposed Convention generally deals with personal services in two ar-
ticles and creates a distinction based npon whether the services are independ-
ent or dependent personal servieces. The proposed Convention alse provides a
special rnle for independent individuals who are artists or athletes, and a sep-
arate Article dealing with directors’ fees, Thus, for example, a doctor or lawyer
typically renders independent personal services. Also an entertainer who under
common law concepts is an independent contractor is considered as rendering
independent personal services.

Generally, under Article 14 of the proposed Convention, income earned by an
individual resident of one State from independent personal services performed
in the other State may not be taxed in that other State. Howe rer, such income
will be subject to tax in the State of source (ie, where the services are per-
formed) if the 1'1-11-!:'!:! is present in that State for a period or ]Nll\ul-- ag-
gregating 183 days or more in the taxable year or if the individual maintaing a
fixed base in that other State for a period or periods aggr wreating 183 days or
more in the taxable year and the income is attributable to such fixed base.

Independent personal services means services performed by an individual for
his own aceount where he receives the proceeds or bears the losses arising from
such services, Commercial, industrial, or agrienltural activities are not con-
sidered independent personal F{.'l‘\'it.'('H and the income therefrom is taxed
industrial or commercial profits under Article 7 (Business Profits).

Thus, for example, if a physician, resident in one State, has an office avail-
able in the other State for a period aggregating 183 days or more during the
taxable year, the income he earns from the performance of services within the
other State will be subject to tax in that l-lln-r State regardless of whether he
is physieally present in that other State for 183 days or more during the taxable
year and regardless of whether others make use of his office in his absence,

An individual who derives income from independent personal services as a pub-
lie entertainer is nevertheless subject to tax in the other State if his ¥ in such
State exceeds 90 days during the taxable year or his income is in excess of $3.000
orits equivalent in Belgian francs during the taxable year.

ARTICLE 15. DEPENDENT PERSON AL SHERVICES

Generally, under the proposed Convention ircome from labor or personal serv-
ices as an employee may be taxed in the State in which such labor or personal
services are performed (except as provided in Article 20 (Teachers) and Article
21 (Students and Trainees) ). However, such income will be exempt from tax in
the State of source if (1) rln- recipient, being a resident of one of the Contracting
States, is present in the State of source for a period or periods aggreguting less
than 183 days during the taxable year; (2) the reeipient is an employee of a
resident of the State of his residence (or a permanent establishment located in
the State of his residence) ; and (3) the remuneration is not borne as such by
a permanent establishment which the employer has in the State of source, Thus,
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the rule applicable to dependent personal services is similar to that contained in
the existing Convention. However, income from personal services performed in
Belgium by a United States resident who is employed by a Belgian permanent
establishment maintained by a United States corporation would no longer be
exempt from tax in Belgium (nor would there be an exemption from United
States tax in the reverse situation). In addition, the proposed Convention would
eliminate the rule in the existing Convention generally exempting a resident of
one State from taxation by the other State of compensation received for services
performed in the other State where such resident is temporarily present in the
other State for a period aggregating 90 days or less during the taxable year and
the compensation received for such services is not in excess of $3.000. The pro-
posed Convention also adds a rule that income from personal services aboard
ships or aireraft registered in one State and operated by a resident of that State
in international traffic will not be taxed in the other State so long as the services
are rendered by a member of the regular complement of the ship or aircraft.

This Article of the proposed Convention is substantially similar to the OECD
Model Convention except that, under the proposed Convention, an individual tem-
porarily present in one State who is an employee of a permanent establishment
located in the other State and maintained by a corporation of the first-mentioned
State will be exempt from taxation by the first-mentioned State on wages earned
while temporarily present therein if the other requirements are met.

ARTICLE 16. DIRECTOR'S FEES

Under the existing Convention, compensation received by an individual who is
a resident of one State as a director of a corporation of the other State is taxable
by the other State. This result is obtained by the exclusion of such individuals
from the 90-day, $3,000 rule. The propoged Convention continues this treatment,
in part, in a specific Article dealing with the treatment of director's fees. The
Article provides that a director's fee derived by an individual who is a resident
of one of the States in his capacity as a member of the board of directors of
a corporation of the other State may be taxed by the other State. This rule is
limited to fees which an individual receives as a director as contrasted to fees
that he might receive as an officer or employee of a4 corporation, by providing that
i director’s fee does not include fixed or contingent payments derived by an
individual in his eapacity as an officer or employee of a corporation. Further, to
be a director's fee the payment must be of the type which cannot be taken as
a deduction by the corporation paying the fee but is treated as a distribution of
profits. These types of payments are typically made by Belgian corporations.

Director's fees taxable by Belgium under this Article are treated as Belgian
source income for purposes of the United States foreign tax credit limitation
regardless of where such services as a director are performed. This rule, which
differs from the normal United States source rule, is designed to avoid double
taxation,

ARTICLE 17. SOCIAL SECURITY PAYMENTS

This Article provides that social security payments paid by one State to an
individual who is a resident of the other State will be taxed, if at all, by the payor
State. Also included under this Article are other public pensions such as rail-
road retirement benefits. Neither the existing Convention nor the OECD Model
Convention contains a comparable provision.

ARTICLE 18. 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 in the State of sour The proposed Convention continues the
existing rule by providing that pensions and other similar remuneration paid in
consgideration of past employment and annuities received by a resident of a State
will be taxable only in the State of residence. However, pensions coming within
the scope of Article 19 (Governmental Funetions) will be taxable only by the
State making payment,

The proposed Convention also provides that alimony paid to a resident of
a State will be taxable only in the State of residence. A United States resident
making alimony payments to a Belgian resident may deduct such payvments
(unless section 71(d) or 682 of the United States Internal Revenue Code applies).




The term “annuities” is defined as a stated sum paid periodieally at stated
times during life, or during a specified number of years, under an obligation
to make the payments in return for adequate and full consideration (other than
for services rendered)., The term “pensions”™ is defined as periodic payments
made after retirement or death in consideération for services rendered, or by way
of compensation for injuries received in connection with past employment.

The effect of this proivsion is generally the same as that of the OECD Model
Convention,

ARTICLE 10. GOVERNMENTAL FUNCTIONS

The existing Convention exempts compensation ineluding pensions and an-
nuities paid by one of the States or a political subdivigion or territory thereof
to a eitizen of that State residing in the other State (whether or not also a
citizen of the other State) from taxation by that other State. The proposed
Convention continues the exemption but adds a speecifieation that the compensa-
tion must be paid in connection with the discharge of functions of a governmental
nature. Compensation paid in eonnection with indunstrial or commercial activity
is treated the same as compensation received from a private emple

i relating to dependent personal services, private pensi
ties, and social security payments would apply in such a case.

The proposed Convention extends the category of individuals who are eligible
for the exemption to citizens of a third State who come to a State expressly
for the purpose of being employed by the other State, a political subdivision,
or a local anthority thereof.,

ARTICLE 20. TEACHERS

The existing Convention provides that teachers who are citizens of one State
and who, pursuant to agreements between the States or teaching establishments
in the States, accept a teaching position at an edueational institution in the
other State shall be exempt from taxation in such other State on remuneration
received for such teaching, for a maximum period of two years.

T proposed Conventi uu continy an roadens the r exemption peri
for visiting teachers. This exem) applies to an individnal who is a resid
of one State at the time he is i » y the other State or by a recog
educational institution of the other State to tesch or do research in the o
State and temporarily comes to such other State in order to engage in
teaching or research. tion may be by the Government or a univers
other recognized educational i itution and research or teaching must
done at such university or other recognized edueational institution. For purposes
of the United States, the term “recc zed™ will be construed to mean accre )
However, the exemption does not apply to income from regearch under
not in the public interest but primarily for private benefit of a speeifie |
or persons, If the individual's visit exceeds a period of 2 vears from the
of arrival, the exemption applies to the income received by the individual bef
the expiration of such 2-year period.

ARTICLE 21, STUDENTS AND TRAINEES

Under the existing Convention remittances received from within one Sfate by
citizens of that State residing in the other State for the purpose of study are
exempt from tax by the other State. The OECD Model Convention includes a
similar provision,

The proposed Convention expands the exemption available to students by pro-
viding that an individual who is a resident of one State at the time he becomes
temporarily present in the other State for the purpose of studving at a univer-
sity or other recognized institution, of securing training for qualification in a
profession or of studying or doing research as a recipient of a grant, allowance,
or award from a :n\'“rmm-rn'li_ religions, charitable, scientifie, literary, or edu-
cational institution is exempt fom tax in the host State on:

(1) Gifts from abroad for his maintenance and study:

(2) The grant, allowance, or award:

(3) Income from persor services performed in the host State not in

excess of $2,000 (or its equivalent in Belgian 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 visit but in no event ma )
an individoal have the benefit of this Article and Article 20 (Teachers) for more
than a total of 5 taxable years from the date of arrival.
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In addition, a resident of one State employed by or under contract with a
resident of that State who, at the time he is a resident of that State, becomes
temporarily present in the other State for the purpose of sudying or acquiring
techinical, professional, or business experience from a person other than a resi-
dent of the first-mentioned State or a person related to such resident, is exempt
from tax in the host State on income not in excess of £5,000 (or its equivalent
in Belgian franes) from personal services rendered in the host State. The indi-
vidual is exempt for a period of 12 consecutive months which period commences
with the first month in which he begins working or receives compensation.

Also, an individual who is a resident of one State and who is temporarily
present in the host State as a participant in a government program of the host
State for the primary purpose of training, research, or study is entitled to an
exemption by the host State with respect to his income from personal services
relating to such training, research, or study performed in the host State in an
amount not in excess of $10,000 (or its equivalent in Belgian francs). To be
entitled to this exemption the program must be a program which does not exceed
1 year in duration. If this qualification is met, then the income from personal
services received with respect to such program is exempt.

If an individnal gualifies for the benefits of more than one of the provisions
of the personal services articles, he may choose the provision most favorable
to him, but he may not claim the benefits of more than one provision in any
taxable year as a means of avoiding the limitations provided.

ARTICLE 22. INCOME NOT EXPRESSLY MENTIONED

This Article of the proposed Convention contains a general rule that items of
income of a resident of one of the States which are not expressly mentioned in
the foregoing articles of the proposed Convention shall be taxable only in that
State except that, if such income is derived from sources within the other State,
that other State may also tax such income. This rule provides for the same result
as found in paragraph (1) of Article 22 (General Rules of Taxation) of our
French Convention which provides that any income from sources within a State
to which the Convention is not expressly applicable will be taxable by that
State in accordance with its own law. For example, because income from prizes
or awards is not generally covered by the Convention, such income will ordinarily
be taxed in accordance with the internal law of the State from which such
income is derived. However, this Article does not apply to industrial and com-
mereial profits attributable to a permanent establishment since such income is
expressly covered in Article 7 (Business Profits). The existing Convention does
not contain an express statement of this general rule, The OECD Model Con-
vention differs on this point and provides that income which is not expressly
mentioned will be taxable only in the State of residence. In any event it should
be noted that the proposed Convention specifically covers most types of income.

ARTICLE 23. RELIEF FROM DOUBLE TAXATION

Under the existing Convention the United States provides relief from double
taxation by allowing a credit for Belgian tax which eredit shall not exceed that
proportion of the United States tax which the net income from sources within
jelginm bears to the total net income of such eitizen or resident.

The proposed Convention employs the same method of avoiding double taxation.
It provides that subject to the provisions of United States law applicable for the
taxable years, a credit against United States tax will be allowed to a citizen or
resident of the United States for Belgian tax paid. The credit is based upon the
amount of tax paid to Belgium but may not exceed the amount of United States
tax attributable to such income. Except for the special source rules provided by
the Convention, this provision does not add to the rights which a United States
citizen or resident has to the foreign tax credit, but is for the purpose of giving
treaty recognition to such rights. Modifications in United States law after the
effective date of the Convention which concern the foreign tax credit will be
applicable with respect to Belgian source income if such modifications do not
contravene the general principle of the Convention.

The proposed Convention also contains the traditional 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 policies reflected
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in the Convention. Thus, the savings clause does not affect the provisions with
respect to the foreign tax credit, social security payments, nondiscrimination, or
mutual agreement procedure. Moreover, the savings clause will not deny the
benefits of the Convention to governmental employees or teachers or students
unless such individuals are citizens of the United States or have immigrant
status in the United States.

In the case of Belgium the Article provides a detailed procedure for the
avoidance of double taxation. Generally, the method used is the exemption
method but in some circumstances, it is the credit method. This system of
avoidance of double taxation is similar to that found in the existing Convention,
The provisions are based upon the law of Belginm relating to the imposition of
tax on Belgians receiving income from outside Belgium. However, under this
Article, present Belgian statutory law is liberalized with respect to (1) United
States source dividends received by a Belgian corporation, (2) United States
source business and personal services income, and (8) certain items of United
States source income received by a citizen of the United States who is a resi-
dent of Belginm. These provisions are contained in paragraph (3) of Article
23 of the proposed Convention. Subparagraph (a) of paragraph (3) corresponds
to subparagraph (f) of paragraph (3) of Article 12 of the existing Convention.
Under this provision, items of income which are not subject to the provisions
of subparagraphs (b) through (d) and which have been taxed by the United
States in accordance with the provisions of Articles 6 through 21, are exempt
by Belgium from tax. But, Belginm may take such items of income into account
for the purpose of determining the rate of tax which is {o be applied against
the remaining income. The items of income ineluded in this provision are (1)
industrial and commercial profits subject to United States tax by reason of
their being atiributable to the maintenance by the taxpayer of a permanent
establishment in the United States; (2) income from real property situated in
the United States; (3) salaries, pensions, and annuities paid by the United
States or by any political subdivision thereof to United States citizens or other
individuals who qualify for the governmental exemption and reside in Belgium :
(4) compensation for labor or personal services performed in the United States
and taxed by the United States in accordance with the dependent or independent
personal services Articles, and (5) any other business or personal service income
which may be taxed by the United States in accordance with the Convention.
Also included within the scope of subparagraph (a) are items of income that
are covered by subparagraph (g) of the existing Convention. These items are
interest, dividends, and royalties which are taxed by the United States by
reason of the fact that they are effectively connected with a permanent estab-
lishment in the United States maintained by a Belgian taxpayer.

Subparagraph (b) conformns generally to subparagraphs (¢) and (d) of the
existing Convention. Subparagraph (b) grants a credit based upon existing
Begian law subject to any subsequent modification thereof which, however, may
not affect the prineiples of existing law, for dividends received by an individual
and interest and royalties received by any resident of Belgium. The credit is
allowed against the tax imposed on the net amount of dividends from Corpo-
rations in the United States as well as of interest and royalties from sources in
the United States which have been taxed there. At the present time the credit
is an amount equal to 15 percent. This is fixed by Belgian law regardless of
the amount of tax paid.

Subparagraph (¢) is a new provision dealing with income not expressly men-
tioned which is taxable by the State of source under Article 22 (Income Not
Expressly Mentioned). Under this provision where a resident of Belgium receives
income which has been taxed by the United States under Article 22 ( Income
Not Expressly Mentioned) the amount of Belgian tax proportionately attribut-
able to such income shall not exceed the amount which would be imposed in
accordance with Belgian law if such income were taxed as earned income
derived from sources outside Belgium and subject to foreign tax. In the case of
corporations, the rate would be one-fourth the mormal rate. In the case of
individuals, the rate would be one-half the normal rate.

Subparagraph (d) corresponds to subparagraph (a) of the existing Conven-
tion. This provision has the effect of incorporating into the Convention the
present statutory treatment of corporations or other entities. It provides that
dividends taxed by the United States under paragraph (2) of Article 10
(Dividends) of the Convention at the reduced 15-percent rate shall be exempt




from Belgian corporate income tax to the extent that such exemption would be
granted under Belgian law if both corporations were Belgian corporations
subject to the Belgian corporate income tax, The Belgian law to be applied iz
the Belgian law applicable at the time the dividends were received by the Belgian
corporation. Under present Belgian law the amount of the exemption is 95
percent (90 percent in the case of portfolio holding companies) of the amount
of the dividend after reduction for all taxes including the United States with-
holding tax and the Belgian personal property prepayment (précompte mobilier).
This provision does not prohibit the withholding from these dividends of such
précompte as imposed by Belgian law. The present rate of tax is 10 percent of
the amount of the dividend actually received by the Belgian corporation.

Subparagraph (e) corresponds generally to subparagraph (b) of the existing
Convention and provides an exception in favor of United States source divi-
dends to the rules provided in subparagraph (d) dealing with the imposition by
Belginm of the tax on dividends (précompte mobilier) received by a Belgian cor-
poration or other entity subject to Belgian corporate tax, This exception is in
addition to the exemption provided in subparagraph (d). Under this provision
a4 Belgian corporation which receives dividends from a United States corporation
on stock which has been directly owned by that Belgian corporation during the
whole of the accounting period of the United States corporation which is sub-
jeet in the United States to tax on its profits may elect to have such dividends
exenited from the Belgian personal property prepayment (précompte mobilier)
ordinarily applicable to such dividends. A Belgian corporation may elect this
treatiment by making a written request for such exemption when filing its annnal
tax return or before the expiration of the period allowed for the filing of such re-
turn. Under thig provision the Belgian corporation deriving a dividend from a
United States corporation (after the withholding of United States tax at the
source at the 15-percent treaty rate) (1) will not be required to pay the personal
properiy prepayment otherwise due on receipt, and (2) will be permitted to cal-
culate its statutory corporate income tax exemption (as provided in subpara-
graph (d)) on the full dividend received. This permits the qualified Belgian
corporation receiving dividends from United States corporations to accumulate
or reinvest a larger portion of such dividends than would be the case under
Belgian law in the absence of this treaty provision. However, dividends accorded
this exemption can not be deducted for purposes of determining the personal
property prepayment applicable to dividends distributed by the recipient cor-
poration or other entity to its shareholders or members. This provision differs
from the existing provision in that, if Belgian legislation ever imposed a 10-
precent ownership requirement for eligibility of the 90 and 95 percent dividend
exemption for intercorporate dividends, then such similar 10-percent ownership
requirement wonld also apply in order for a Belgian corporation to obtain the
benefits of this provision.

Subparagraph (f) is generally compars: ihle to subparagraph (e) of the exist-
ing Convention. This provision contains special relief with respect to certain
income derived by a citizen of the United States who is a resident of Belginm
and thus liable to income tax in both States on a worldwide basis. The ex sting
provision provides that the Belgian ividual income tax proportionately at-
tributable to dividends, interest, pensions, annuities, or royalites received by a
citizen of the United States residing in Belginm from sources within the
United States may not exceed 15 percent of that income after allowance of the
lomp smmn foreign tax eredit. Though residence in Belginm would ordinarily
entitle individuals to an exemption from. or reduetion in the rate of, United States
tax on sgpecified items of income under the Convention, such benefits are not
available to United States citizens. The existing and provosed provisions pro-

vide a measure of relief in fhese cirenmstances by reducing the amount of Bel-
gian le which ean be imposed on the specified items of income. The proposed
provicion provides that the Belzian income tax proportionately attributable to
the dividends, interest, or royalties received by a citizen of the United States
residing in Belgium from sources within the United States may not exceed 20
percent of that income after allowance of the Inmp-sum foreign tax credit. The
existing provision was based on a personal property prepayment at the rate
of 15 percent, which is now 20 percent. In the case of other income concerned,
the amount of tax which wonld be imposed is the amount which would be im-
posed if such income were taxed as earned income derived from sources outside
Belginum and subject to a foreign tax. This provision only applies to income
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ich is not exempt from Belgian tax under subparagraph (a) or covered by
subparagraph (¢) which covers items of income not expressly mentioned.

Subparagraph (g) generally corresponds to subparagraph (h) of the exist-
ing Convention. Proposed subparagraph (g) provides that when, in accordance

an law, losses incurred by a resident of Belgium in a permanent
ishment situated in the United States have been effectively deducted

'om the profits of that resident for purposes of his taxation in Belgium, the
exemption provided in subparagraph (a) should not apply in Belgium to the
profits of other taxable periods attributable to the permanent establishment to
the extent that those profits have also been reduced for United States tax pur-
poses by reason of allowanece of such losses.

Paragraph (4) provides for relief from double taxation in aecordance with
the prineiples of paragraphs (2) and (3) in the a corporation which is
treated as a United States corporation for United States tax purposes and a
delgian corporation for Belgian bix purposes,

ARTICLE 24. NONDISCRIMINATION

Paragraph (3) of Article 20 of the existing Convention provides that ecitizens
or corporations or other juridieal persons of one State will not be subjected to
more hurdensome taxes in the other State than are imposed on the citizens or
corporations or other juridical persons of such other State. The proposed Con-
vention substitutes a modernized nondiserimination Article which bans diserim-
ination by one State against the citizens of the other State or permanent estab-
lishments of residents or corporations of the other State. Thus, for example, a
citizen of Belgium who is a resident of the United States d who meets the
requirements specified in section 911 of the Internal Revenue Code would, under
this Article of the proposed Convention, be eligible for the benefits of section 911
although he is not also a citizen of the United States,

This Article provides, however, that a State may accord special treatment to
its own residents on the basis of civil status or family responsibility.

This Article also deals with the fact that Belginn domestie law provides for a
lower rate on distributed earnings of a B n corporation (309 basic rate)

than on retained earnings of a Belgian ¢ ration (up to 359 basic rate)
and applies only the higher rate to the income of a Belgian permanent establish-
ment of a foreign corporation. This is recognized as diseriminatory and the
proposed Convention provides that in the case of a Belgian permanent establish-
went of a United States corporation the lower rate for retained earnings will
apply to that part of the earnings of the rermanent establishment deemed dis-
tributed. It is provided in this Convention that the permanent establishment is
deemed to distribute the same percentage of its earnings as the corporation of
which it is a part distributes of its earnings. The provision permits Belgium,
however, to impose its surcharge on the higher rate consistent with its domestic
law,

The ban on diserimination extends to all tnxes without regard to subject mat-
ter and whether imposed at the national, State or local level.

This Article is substantially similur to the nondiseri nination Article of the
OECD Model Convention except that the Model includes a provision concerning
Stateless persons which has been omitted from the proposed Convention.

ARTICLE 25. MUTUAL AGREEMENT PROCEDURE

This Article modernizes the mutual agreement procedures found in the exist-
ing Convention by adopting provisions similar to those in the recent amendments
to our Conventions with the Netherlands, the United Kingdom, and the Federal
Republic of Germany and in our recently revised Convention with France.
When a resident of one State considers that action of one or both States has
resulted, or will possibly result, in taxation contrary to the provigions of the
proposed Convention, such resident may present his case to the competent au-
thority of the State of which he is a resident within ars from the date the
resident is notified (or collection is made at the source) of the tax (or, where
the pioblem arises from inconsistent action of both States, within two years
from the date the resident is notified, or from collection at source, of the tax
which has been last asserted or collected). This remedy is in addition to any
remedy provided by the national laws of either State.
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This Article contemplates that the competent authorities of the two States
will endeavor to settle by mutual agreement such cases of taxation not in ac-
cordance with the Convention as weil as a ny other difficulties or doubts arising
as to the application of the Convention. Some particular aveas on which the
copetent authorities may consult and reach agreement are the amount of in-
dustrial and commercial profits to be attributed to a permanent establish-
ment, the allocation of income, deductions, credits, or allowances between a
resident and a related person, the determination of source of particular items,
and the meaning of any term used in the Convention,

In implementing the provigions of this Arti de, the competent aunthorities
will communicate with each other directly and meet together for an exci
of oral opinions when advisable.

In cases in which the competent authorities reach agrecment with respect
to o particular matter, taxes will be adjusted and refunds or credits allowed
in accordance with such agreement. This provision permits the issuance of
refi:nd or eredit notwithstanding procedural barriers otherwise existing
a State's law, such as the Statute of Limitations.

This provision will apply only where agreement or partinl agreement has

¢n reached between the competent authorities and will apply in the case of any

agreement after the Convention goes into effect even though the wient
¥ concern taxable years prior thereto.

Revenue Procedure 70-18 sets forth the procedure followed by the United
States in .mplementing its obligations under this type of Article.

tnge

ARTICLE 26, EXCHANGE OF INFORMA I'oN

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 faciliate the administration of the Conven-
tion and to prevent fraud and the avoidance of taxes to which the Convention
relates,

Information exchanged is treated as secret and mav nol

be disclosed to any
persons other than those (i

neluding a court or administragive body) concerned

with the assessment, collection, enforcement, or prosecution of taxes subject to

the Convention, but this does not prohibit disclosure in the course of a court
proceeding. In no case does this Article impose an obligation on either State
to disclose trade secrets or similar information or to carry out administ
measures or supply particulars where such action would be at variance with the
laws or administrative practice of that State, or contrary to public policy. In
general, the standard for the exchange of information is the standard nsed hy
the States in the enforcement of their own laws by administrative and judicial
authorities,

The mutnal exchange of information called for by these provisions is present-
Iy in effect in most of the conventions Lo which the United States is a party and
is substantially similar to the provision contained in the existing Convention.

ative

ARTICLE 27. ASSISTANCE IN COLLECTION

This Article, substantially similar to the assistance in collection Article in the
existing Convention, provides for mutual assistance in the collection of taxes
where required to avoid an abuse of the Convention. The provision is intended
merely to insure that the benefits of the Convention will only be available with
respect to persons entitled to such benefits; it does not in any way alter rights
under other provisions of the Convention,

The Article provides that each State will endeavor to collect for the other
State such amounts as may be necessary to insure that any exemption or reduced
rate of tax granted under the proposed Convention will not be availed of by
persons not entitled to those benefits. However, this Art icle will not require a
State, in order to collect taxes which are imposed by the other State, to under-
take any administrative measures that differ from its internal
practices nor will this Article re (quire
or judicial measures which are contr
publie policy.

regulations or
a State to undertake any adminis
ary to that State's sovereignty, security,

ARTICLE 28, MISCELLANEOUS

This Article contains provisions normally found in other parts of tax conven-
tions to which the United States is a party. Paragraph (1) is identical to Article
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28 of the French Convention. This paragraph preserves the existing fiscal privi-
leges of diplomatic and consular officials under the general rules of international
law or under the provisions of special agreements. Paragraph (2) is substan-
tially identical to paragraph (3) of Article 22 of the French Convention. This
continues the general rule of taxation found in most tax conventions that the
Convention does not affect in any manner any exclusion, exemption, deduction,
credit, or other allowance now or hereafter accorded by the laws of a State in
the determination of tax imposed by that State, or by any other agreement
between the States. Even though the OECD Model Convention does not contain
a comparable provision, this rule reflects the well-established prineiple that the
Convention will not have the effect 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 except that, to the extent a Conven-
tion specifically provides, it may be necessary to waive certain rights as a con-
dition of claiming more advantageous treaty benefits. Paragraph (3) provides
that the competent authorities of the two States may communicate with each
other directly for the purpose of carrying out the provisions of this Convention.

ARTICLE 29, EXTENSION TO TERRITORIES

This Article provides a method for extending the Convention, either in whole
or in part or with such modifications as may be found necessary for special ap-
plication in a particular case, to all or any areas for whose international rela-
tions the United States is responsible and which area imposes taxes substantially
similar in character to those which are the subject of the Convention. It is limited
to extension by the United States sinee Belgium no longer has any colonies or
territories.

Extension to an area may be accomplished through a written notification given
to Belginm through diplomatic channels, Belgium shall indicate its acceptance by
a written communieation through diplomatic channels. When the notification
and communication have been ratified in accordance with the constitutional
procedures of each State and instruments of ratification exchanged, the extension
will take effect from the date of, and be subject to such conditions as are specified
in, the notification. Without such acceptance and exchange of instruments of rati-
fication in respect of an area, none of the provisions of the Convention shall apply
to such areas.

Either of the States may terminate an extension with respect to any area by
6 months’ prior written notice of termination given to the other State at any
time after the date of entry into foree of the extension, The termination will take
effect for taxable years beginning on or after the first day of January next
following the expiration of the 6-month period. The termination of an extension
to a particular area will not affect the application of the Convention to the
United States, Belgium, or any other area to which the Convention has been
extended.

Termination of the Convention by either State in accordance with Article 31
(Termination) shall, unless otherwise expressly agreed by both States, ter-
minate the applieation of the Convention to any area to which the Convention
has been extended under this Article.

ARTICLE 30. ENTEY INTC FORCE

This Article provides for the ratification of the proposed Convention and for
the exchange of instruments of ratification. The Convention will enter into
foree one month after the date of exchange of such instruments. However, the
provisions shall first have effect with respect to income of calendar years or tax-
able years beginning (or in the case of taxes payable at source, payments made)
on or after January 1, 1971.

The entry into foree of the proposed Convention will terminate the Convention
of October 28, 1948, the Supplementary Conventions of September 9, 1952, and
August 22, 1957, as well as the Protocol of May 21, 1965.

ARTICLE 31. TERMINATION

_The Convention will continue in effect indefinitely, but may be terminated by
either State at any time affer the year 1975. A State seeking to terminate the
Convention must give notice at least 6 months before the end of the calendar
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Year through diplomatie channels. If the Convention is terminated, such ter-
mination will be effective with respect to income of calendar years or taxable
years beginning (or, in the case of taxes payable to source, payments made) on
or after January 1 next following the expiration of the G-month period. How-
ever, upon prior notice to be given through diplomatic channels, the provisions
of Article 17 (Social Security Payments) may be terminated by either State at
any item after this Convention enters into force.

OcroBer 6, 1970.

TECHNICAL EXPLANATION OF ProPosED UNITED STATES-FINLAND INCOME Tax
CONVENTION, SIGNED MARCH 6, 1970

( Department of the (Treasury)
ARTICLE 1. TAXES COVERED

This Article designates the taxes of the respective States which are the subject
of the proposed Convention. With respect to the United States, the taxes included
are the United States Federal income taxes imposed by the Internal Revenue
Code, This includes, for example, the surtax and wonld also inelude such taxes
as the temporary surcharge which was in force from 1968 to 1970, However, the
Convention is not intended to apply to taxes which are in the nature of a penalty
such as the taxes imposed under section 531 (accumulated earnings tax) and
section 541 (personal holding company tax) of the Internal Revenne Code.

With respect to Finland, the taxes included are the State (national) income
and capital tax, the Communal tax, and the Sailors’ tax. The national income tax
is levied at graduated rates on the worldwide income of resident individuals and
corporations. The capital tax is levied at graduated rates on the worldwide net
wealth of resident individuals and on nonresident individuals owning real
property located in Finland, shares of stock in a Finnish corporation or other
personal property exelusive of bonds, bank accounts, and foreien trad credits,
The Church tax, a loeal income tax levied at rates ranging from 1 to 2 percent
from members of the Evangelical Lutheran and Greek Ort hodox churches and
from resident corporations, is not included in the category of taxes covered: it
is among the taxes included in the nondiserimination article, howev The
Communal tax, also a local income tax levied against resident individuals and
corporations at rates which vary from 8.5 percent to 16 percent, is covered.
The Sailors' tax is deducted at the source from compensation of seamen employed
aboard Finnish ships. It is imposed in lien of the State income tax and the
Communal tax. The effect of including the Communal and Sailors' taxes in the
Treaty is to broaden the Finnish taxes against which Finland will give a credit
for United States taxes. It does not expand the credit allowed in the United
States since we already give a eredit under our statute for these taxes.

The present Finnish Convention includes within the category of Finnish taxes
covered only the national income tax.

The present Finnish Convention enumerates within the category of United
States taxes covered also the surtax and excess profits tax. The “surtax” was
eliminated as unnecessary and possibly confusing in view of the enactment
of the “surcharge”; the excess profits tax has been repealed. In addition, the
accumulated earnings and personal holding company tax were specifically ex-
cluded from the taxes covered in the proposed Convention in order to avoid
uncertainty as to status of these taxes.

Pursuant to paragraph (2) of this Article the proposed Convention would
also apply to taxes substantially similar to those enumerated which are im-
posed, in addition to or in place of the existing taxes, after the date of signa-
ture of this Convention (March 6, 1970).

For purposes of Article 7 (Nondiserimination ), the Convention applies to taxes
of every kind which are, or may be imposed by the respective States, at the na-
tional, State, or loecal level.
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ARTICLE 2, GENERAL DEFINITIONS

This Article sets out definitions of certain of the basic terms used in the pro-
posed Convention. A number of important terms, however, are defined elsewhere
in the Convention.

Any term used in this Convention which is not defined therein shall, unless
the context otherwise requires, have the meaning which it has under the laws of
the State which is imposing the tax. The proposed Convention also provide
procedure under which a common definition may be arrived at by the comp
authorities of Finland and the United States in order to prevent double taxation
or further any other purpose of this Convention, if the definition of such
term under the respective internal laws of the States differs. The common mean-
ing Is to be arrived at by means of the mutual agreement procedure which is
described in Article 28 (Mutual Agreement Procedure) of the proposed Con-
vention.

ARTICLE 3. FISCAL DOMICILE

This Article sets forth rules for determining “fiscal domicile” or residence of
individuals, corporations and other persons for purposes of the proposed Con-
vention, Residence is portant because, in general, only a resident of one of
the Contracting States may (ualify for the benefits of the Convention. This Ar-
ticle is patterned generally after the fiseal domicile article of the OECD Model
Convention.

The term “a resident of Finland” means a corporation of Finland as defineqd
in Article 2 (General Definitions) and any person (except a corporation or any
entity which under Finnish law is treated as a corporation) who is a resident of
Finland for purposes of its tax. The term “a resident of the United States”
means a United States corporation as defined in Article 2 (General Definitions)
and any other person (except a corporiation or any other entity treated under
United States law as a corporation) who is a resident in the United States
for purposes of its tax.

The parenthetical langnage in the definition of a resident of the United States
is intended fo make clear that a foreign corporation for United States tax pur-
poses, which is a resident of the United States for certain purposes of its income
tax law is not, under the Convention, a resident of the United States. A gimilar
rule was needed in the ease of Finland.

In the case of the United States and Finland, the definition provides that a
person acting as a partner or a fiduciary is a resident only to the extent that
the income derived by such person in that capacity is taxed as income of a
resident.

This language, although different from the Income Tax Convention between
the United States and Belgium, signed July 9, 1970, is intended to achieve the
same result. Under United States law, a partnership is never, and an estate or
trust is often not, taxed as such. Under the proposed Convention. in the case
of the United States, income received by a partnership, estate, or trust will not
qualify for the benefits of the Convention unless such income is subject to tax in
the United States, Thus, in effeet, the status of income which is subject to tax
only in the hands of the partners or beneficiaries, will be determined by the
residence of such partners or beneficiaries. With respect to income taxed in
the hands of the estate or trust, the residence of the estate or trust is deter-
minative. This provision is reciprocal because of the presence of a similar
problem under Finnish law,

An individual who is a resident of both States under the rules of domestic
law employed by such States for determining residence will be deemed to be @
resident of the State in which he has his permanent home, his center of vital
interests (closest economic and personal relations), or his habitual abode, in the
order listed. If the issue is not settled by these tests, the competent authorities
will decide by mutual agreement the one State of which he will be considered to be
a resident., Thus for purposes of the Convention, including the savings clanse
of Article 4(3), an individual can be resident in Finland or the United States but
not both.

ARTICLE 4. GENERAL RULES OF TAXATION

The present Convention sets forth in a separate article the general rules of
taxation applicable under the Convention. The general rules of taxation applicable
under the proposed Convention are as follows :
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A resident of one State may be taxed by the other State only on income from
sources within that other State (including industrial or commercial profits at-
tributable to a permanent establishment located in that other State), subject to
the limitations set forth in this Convention, The jurisdictional rules of the pro-
posed Convention parallel those set forth in section 872(a) of the United States
lul: wrnal Revenue Code, relating to nonresident alien individuals, and secti ion
882(h), relating to foreign corporations engaged in trade or business in the
United States, as amended by the Foreign Investors Tax Act of 1966,

The existing Finnish Convention eontains the “force of attraction” doctrine,
under which all Finnish source income of a resident of the United States having
a permanent establishment in Finland is attributed to the permanent establish-
ment and subject to tax at ordinary rates. In the converse case the existing treaty
provides that United States source income of a Finnish resident is subject to
United States tax at ordinary rates. However, under the changes in United States
statutory law made by the Foreign Investors Tax Act of 1966, only the investment
income in fact attributable to the permanent establishment is taxed at ordinary
rates. Other United States source income of a foreigner having a permanent
establishment in the United States may qualify for the reduced rates provided
by a tax convention.

The proposed Convention contains a similar but mere inclugive rule. Ouly
that business and investment income effectively connected with the permanent
establishment is taxed as part of the income of the permanent establishment and
loses the exemptions and reduced rate benefits otherwise provided by the treaties.

Both the proposed Convention and the existing Convention contain the gen-
eral rule of taxation (also found in our new French Convention) that the Con-
vention does not affect in any manner any exclusion, exemption, deduction,
eredit, or other allowance now or hereafter accorded by the laws of a State in
the determination of tax imposed by that State, or by any other agreement be-
tween the States. Even though the OECD Model Convention does not contain
a comparable provision, this rule reflects the well-established principle that the
Convention will not have the effect 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, except that to the extent a con-
vention specifically provides, it may be necessary to waive certain rights as a
condition to claiming more advantageous treaty benefits.

The proposed Convention also contains the traditional 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 cases in which its application would contravene policies reflected
in the Convention. Thus, the savings clause does not affect the provisions with
respect to the foreign tax eredit, social security payments or nondiscrimination.
Althongh the provisions dealing with the mutual agreement procedure are not spe-
cifically excepted from the savings clause, agreements made by the competent
authorities may nevertheless inure to the benefit of a citizen or resident of the
United States or a resident of Finland. Moreover, the savings clause will not
deny the benefits of the Convention to governmental employees or teachers or
students unless such individuals are citizens of the United States or have immi-
grant status in the United States. The savings clanse is nonreciproeal becaase
Finland imposes tax on the basis of residence rather than citizenship.

The benefits of paragraph (3) of Article 23 (Rules Applicable to Personal In-
come Articles) are not excepted from the savings clanse. As noted hereinafter,
that paragraph provides that a teacher, student, or apprentice of one of the
States, temporarily present in the other State and who is entitled to exemption
from tax in the other State under the Convention, shall be allowed by the
State of residence as deductions from taxable income travel and living expenses
(in the minimum amount of 30 percent) incurred while temporarily present in
the other State. The purpose of paragraph (3) of Article 23 (Rules Applicable to
Personal Income Articles) is to relieve some of the burden of Finnish taxes im-
posed on Finnish teachers, students, and apprentices who come to the United
States to study or work., Although this provision is reciprocal in form, it is not
applicable to United States citizens and residents. The taxability of scholar-
ship and fellowship grants and of compensation received by United States citizens
and residents who go to Finland to study or work is determined under sections
61, 117, and 911 of the Internal Revenue Code,

The last paragraph of this Article provides that any income from sources within
a State to which the Convention is not expressly applicable will be taxable by
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that State in accordance with its own law. For example, because income from
prizes or awards is not covered by the Convention, such 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 on this point and provides that income
which is not expressly mentioned will be taxable only in the State of residence.
It should be noted that the proposed Convention specifically covers most types
of income.
ARTICLE 5. RELIEF FROM DOUBLE TAXATION

Under the existing Convention, the United sStates provides relief from double
taxation by allowing a eredit for Finnish 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 credit will be allowed to a United States citizen or resident
for Finnish income tax paid but not in excess of the portion of United States
tax which net income from Finnish sources bears to total net income. Exeept for
the specinl source rules provided by the Convention, this provision does not add
to the rights that a United States eitizen or resident has to the foreign tax eredit,
including his right under current law to elect the overall limitation, but is for the
purpose of giving treaty recognition to such rights, Modifications in United States
law after the effective date of the Convention which concern the foreign tax
credit will be applicable with respect to Finnish source income if such modifiea-
tions do not contravene the general prineiples of the Convention,

In the case of Finland, generally double taxation will be avoided by a combi-
nation of three methods : exemption, tax credit, and exemption with progression.
With respect to United States source income (other than dividend income) or
capital which under the treaty is taxable in both States paragraph (2)(a)
provides that Finland will give a credit against Finnish income or capital tax
for the amount of the Finnish income or capital tax attributable to such United
States source income or capital. Although written in the form of a credit, the
effect of this provision is to exempt from tax in Finland income and eapital
which under the Convention is taxable in the United States; for example, real
property income and personal services income. With respect to United States
source dividends (other than intereorporate dividends) paragraph (2)(b)
provides that Finland will allow a eredit for the United States tax withheld on
such dividends but not in excess of that portion of Finnish tax which the United
States source dividends bear to total Finnish taxable income, Under Finnish law
intercorporate dividends are tax exempt. Paragraph (2)(e) of the proposed
Convention extends this exemption to dividends paid by a United States sub-
sidiary to a Finnish parent corporation as long as Finland retains the rule of
exemption for intercorporate dividends received by Finnish corporations. With
respect to income or eapital which under the treaty is exempt from Finnish tax,
Finland retains the right to take the amount of exempt income or eapital into
account when determining the graduated rate of Finnish fax to be imposed
on total taxable income and net wealth. This is the exemption with progression
method of providing relief from double taxation. Examples of income and capital
included in this eategory are industrial and commercial profits and capital at-
tributable to a United States permanent establishment, income and eapital at-
tributable to ships and aireraft registered in the United States, and Government
salaries and social security payments.

The operation of the Finnish combined exemption and eredit method may he
illustrated by the following example. A resident of Finland receives $6,500 income
from United States sources. This is his total income from all sources. The £6,500
consists of $5,000 salary, $500 rental income, and $1,000 dividends. He pays a
total United States tax of $350 of which $200 is attributable to salary and rental
income and $150 is withheld on the dividends. In the absence of a treaty he would

(85,500 x 8550)
pay a total Finnish tax of $550 of which $465.38 T TG is attributable
S6.5(0
to salary and rental income. Under paragraph (2) (a) of this Article the Finnish
resident is entitled to a eredit for the full amount of the $465.38 of Finnish tax
attributable to the salary and rental income which, in effect, exempts such in-
come from Finnish tax. Under paragraph (2) (h) the Finnish resident is also en-
titled to a dedunction from his Finnish tax on the £1.000 dividend received from
the United States in an amount equal to the United States tax paid on such
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dividends. However, under the limitation of the second sentence of paragraph (2)
{(b), the amount by which the United States tax attributable to such dividend
{$150) exceeds the Finnish tax attributable to such dividend ($84.62) cannot
be set off against Finnish tax attributable to the salary and rental income,

ARTICLE 6. SOURCE OF INCOME

The present Finnish Convention does not specify the rules for determining the
sonree of the different kinds of income covered by the Treaty. This Article sets
forth in a single provision all of the various rules which are to be applied to
determine the source of the different kinds of income covered by the treaty : divi-
dends, interest, royalties, income from real property, including gains derived
from the sale of such property, and compensation for personal services. These
rules affect the application of Article 4 (General Rules of Taxation) and Arti-
cle b (Relief from Double Taxation).

The source of any kind of income not covered by the treaty shall be deter-
mined under the loeal law of the two States. In the case of different source rules
applicable to an item of income the competent authorities of the two States
under the mutual agreement procedure may establish a common source for the
item of income.

The 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 cor-
poration are treated as from sources outside that State conforms to both United
States and Finnish statutory law. The source rule under which dividends paid by
a corporation of any State are treated as from sources within one of the States
if, during the previous 3 years, the corporation had a permanent establishment in
that State and more than 80 percent of such corporation’s income was attributable
to such permanent establishment conforms to some extent to United States statu-
tory law. Under section 861(a) (2) (B) of the Internal Revenue Code if more than
30 percent of a foreign corporation's income is effectively connected with a
United States business, a pro rata share of such corporation’s dividends are
treated as from sources within the United States. The difference will result in the
United States imposing tax in fewer cases under the Convention source rule than
under the statutory source rule.

The source rule under which interest paid by a resident of one of the States,
including a political subdivision of such Stafe is treated as from sources within
that State and interest paid by a resident or political subdivision of any other
State is treated as from sources outside that State conforms to both United
States and Finnish statutory law. The source rule under which interest paid by
a resident., individual, or corporation, of any State is treated as from sources
within one of the States if, during the previous 3 years, the resident has a per-
manent establishment in that State and more than 80 percent of such corporation’s
income was attributable to such permanent establishment represents a combina-
tion and modification of the two source rules of section 861(a) (1) (B) and (C)
of the Internal Revenue Code.

Royalties paid for the use, or right to use, property (as defined in Article 14
(Royalties) ) in a State are treated as from sources within that State. Income
from real property (including the sale of such property) located in a State is
treated as from sources within that State. These source rules correspond to that
found in section 861(a) (4) and (5) of the Internal Revenue Code.

Personal service income is treated as from sources within the State where the
services are performed. This source rule corresponds to the general rule of
section 861(a) (8) of the Internal Revenue Code.

Industrial and commercial profits attributable to a permanent establishment,
and dividends, interest, royalties, real property income, and capital gains de-
rived from rights or property effectively connected with a permanent establish-
ment are treated as from sources within the State where such permanent estab-
lishment is located. In general the factors which under the proposed Conven-
tion determine whether the property giving rise to the investment-type income
is effectively connected with a permanent establishment are the same as the
factors which under section 864(c) of the Internal Revenue Code determine
whether fixed or determinable annual or periodical income is effectively con-
nected with the conduct of a trade or business in the United States,
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ARTICLE 7. NONDISCRIMINATION

The existing Convention provides that citizens of one State will not be subjected
to more burdensome taxes in the other State than are imposed on the citizens of
such other State. The term “eitizen” is defined to include all legal persons, part-
nerships, and associations created or organized under the laws of the respective
States.

The proposed Convention substitutes a modernized nondiscrimination 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. Thus.
for example, a eitizen of Finland who is a resident of the United States and
who meets the requirements specified in seetion 911 of the Internal Revenue Code
would, under this Article of the proposed Convention, be eligible for the benefits
of section 911 although he is not also a citizen of the United Stites.

This Article provides, however, that a State may accord special treatment to its
own residents on the basis of civil status or family responsibility.

The ban on discrimination extends to a1l taxes without regard to subject mat-
ter and whether imposed at national, State, or local level.

This Article is substantially similar to the nondiscrimination Article of the
OECD Model Convention except that the model ineludes a provision concerning
Stateless persons which has been omitted from the proposed Convention.

ARTICLE 8, BUSINESS PROFITS

This Article sets forth the typical treaty rule that industrial or commercial
profits a resident of one State are taxable in the other State only if the resi-
dent has n permanent establishment in that other State. Where there is a per-
manent establishment only the profits attributable to the permanent establishment
can be taxed by that other State. For purposes of Article 5 (Relief From Double
Taxation) which, among other things, provides that a foreign tax credit will he
allowed by the United States, such profits are considered to be from sources
within the State in which the permanent establishment is located.

While nnder the existing Finnish Convention, as under the old French on-
vention, industrial or commercial profits are not taxed in the absence of a per-
manent establishment, once there is a permanent establishment the existing
Convention, as did the old French Convention, provides that the provisions re-
ducing the tax rates on interest and dividends and exempting royalties are not
applicable, This rule is known as the “foree of attraction” principle and is re-
placed in the proposed Convention, as in our new treaty with France, with the
effectively conuected concepf. Under the new approach, only interest, dividends
and royalties which are effectively connected with the permanent establishment
are taxable as part of the industrial or commercial profits and do not benefit
from the reduced rate or exemption.

In determining the proper attribution of industrial or commercial profits
under the proposed treaty, the permanent establishment is generally to he
treated as an independent entity and considered as realizing the profits whiclh
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 incurred, which are reasonably connected with profits attributable
to the permanent establishment, including executive and general administra-
tive expenses, will be allowed as deductions by the State in which the permanent
establishment is located in computing the tax due to such State. However, it
is not necessary to allow a profit to the head office for ancilla ry services furnished
to the permanent establishment as long as the permanent establishment is
allowed to deduet the allocable costs incurred by the head office.

The mere purchase of goods or merchandise in a State by the permanent
establishment, or by the resident of which it is a permanent establishment,
for the account of such resident will not cause attribution of profits to suech
permanent establishment.,

Paragraph (5) of this article defines the term “industrial or commercial
profits of a resident” as including, inter alia, income derived from agrieultural
activity, the furnishing of personal services of others, the rental of tangible
personal property, insurance activities and from rents or royalties derived
from motion picture films or films or tapes of radio or television broadeasting.

The inclusion of rents and royalties from motion pictures and related activities
represents a change from the existing Convention. The existing Convention
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allows Finland to tax Finnish source motion picture rents and royalties paid
to United States distributors whether or not the distributors operate through
4 permanent establishment in Finland. The inclusion of motion picture royalties
in industrial and commercial profits conforms to the rule in our new French
treaty. 1ts effect is to provide on a reciprocal basis that motion picture royalties
will be taxable by the source State only if they are attributable to a permanent
establishment located in such State.

The definition of “industrial and commercial profits” specifically includes
investment income if the right or property giving rise to the income is ef-
fectively connected with a permanent establishment, Income received by an
individual as compensation for personal services either as an employvee or in an
independent capacity is not treated as industrial or commereial profits.

This Article is substantially similar to the business profits article of the OECD
Model Convention except that the Model Convention does not contain a defini-
tion of indnstrial and commerecial profits.

ARTICLE . PERMANENT ESTABLIBHMENT

This Article defines the term “permanent establishment,” The existence of
permanent establishment is, under the terms of the proposed Convention,
prerequisite for one State to tax the industrial or commercial profits of a
resident of the other State, The concept is also significant in determining the
applicability of other provisions of the Convention, such as Article 12 (Divi-
dends), Article 13 (Interest), Article 14 (Royalties), and Article 16 (Capital
Gains). The definition of “permanent establishment” is a modernized version of
the definition found in some of our older treaties. The new definition is similar
to the definition found in our French Convention.

The term “permanent establishment” means “a fixed place of business
throungh which a resident of one of the Contracting States engages in indus-
trial or commercial activity.” Illustrations of the concept of a permanent es-
tablishment include a seat of management, a branch, an office, a factory, a
workshop, a warehouse, a place of extraction of natural resources, or a build-
ing site or construction or installation project which exists for more than 12
months. The 12-month construction project rule is a physical test under which
the resident must be actively engaged in the project during that 12-month
period. As a general rule, any fixed facility through which an individual,
corporation or other person conduets industrial or commercial activity will
bie treated as its permanent establishment unless it falls in one of the specific
exceptions described below. The proposed Convention uses the term “a seat of
management” which was the term used in our Convention with France. The
technical explanation of our French Convention explains the definition of the
term “a seat of management” and its difference in meaning from the term “a
place of management”as follows :

It should be noted that this convention nses the term “seat of management”
where the OECD maodel convention and prior agreements to which the United
States is a party used the term “place of management” : both terms are trans-
lations of the French term “un siege de direction™ and it believed the transla-
tion found in this convention is the more aceunrate. Prior agreements in
which the term *“place of management” appears will be interpreted therefore
as if the words “seat of management™ had been nsed.

.

That explanation is applicable to the proposed Finnish Convention.

This Arti specifically provides that a permanent establishment does not
include a fixed place of business of a resident of one of the Contracting States
which is located in the other Contracting State if it is used only for one or more
of the following— (1) the use of facilities for the purpose of storage, display, or
delivery of goods or merchandise belonging to the resident: (2) the maintenance
of a stock of goods or chandise belonging to the resident for the purpose of
storage, display, or delivery; (3) the maintenance of a stock of goods or mer-
chandise belonging to the resident for the purpose of processing by another per-
son; (4) the maintenance of a fixed place of business for the purpose of purchas-
ing goods or merchandise, or for collecting information, for the resident: or
(5) the maintenance of a fixed place of business for the purpose of advertising,
or the supplying of information, for scientific research, or for similar activities
which have a preparatory or auxiliary character, for the resident. These excep-
tions are eumulative and a site or facility used =olely for more than one of these
purposes will not be considered a permanent establishment under the proposed
Convention.
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Notwithstanding the other provisions of this Article, a person will be consid-
ered to have a permanent establishment if he engages in business through an
agent, other than an independent agent, who has and regularly exercises author-
ity to conclude contracis in the name of such person unless the agent exercises
such authority only to purchase goods or merchandise. The existing Convention
likewise provides that a purchasing agent is not a permanent establishment.

With respect to an independent agent, the proposed Convention also provides
that a resident of one State will not be deemed to have a permanent establish-
ment in the other State if such resident carries on business in such other State
through an independent agent, such as a broker or general commission agent, if
such agent is acting in the ordinary course of his business,

The determination of whether a resident of one State has a permanent estal-
lishment in the other State is to be made without regard to any control relation-
ship of such resident with respect to a resident of the other State or with respect
to a person who engages in industrial or commercial activity in that other State
(whether through a permanent establishment or otherwise)

ARTICLE 10. BHIPPING AND AIR TRANSPORT

This Article provides that, notwithstanding the rules of Article 8 (Business
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 airerafi
including capital gain derived from the sale of a ship or aireraft, registered in
the former State. This Article is substantially the same as Article V of the exist-
ing Convention.

This Article also will apply to income derived from the leasing, to a person
engaged in the operation of ships or aireraft, of a ship or aireraft under a full
or bareboat charter, where the lessor is engaged in the operation of ships or air-
craft if such lease is ancillary to the lessor’s other operations. For example, if an
airline of one of the Confracting States which has excess equipment in the winter
months leases several aireraft which are excess during that period to an airline
in the other Contracting State, the lessor is not subject to tax by that other
Contracting State.

The exemption provided by this Article is also applicable to profits derived
from any activities incidental to the operation of ships or aireraft in interna-
tional traffic. Thu ¢, for example, commissions derived by a Finnish international
air-carrier from the sale of passenger tickets in the United States as agent for
other persons operating ships or aircraft, if incidental to its own international
operations, will be exempt from United States tax under Article 8 Further, a
Finnish airline company might have facilities at an international airport in the
United States which are nsed to service and maintain its own aireraft. In order
to make maximum use of the facilities, the company might also service and ms
tain aireraft of other companies. The profits derived from the furnishir
services to others would be exempt under Article 8 unless such activity «
be only an incidental activity. However, income derived by a Finnish i
company from the operation of a hotel in the United States would not be i
cidental to the operation of aircraft and would not be exempt.

ARTICLE 11. RELATED PERSONS

This Article complements section 482 of the Internal Revenue Code of 1954
and confirms the power of each government to allocate items of income, deduc-
fions, eredits, or allowances in eases 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. This provision is similar to the provision contained in the
OECD Model Convention

Provision is made in Article 28 (Mutual Agreement Procedure) for consulta-
tion and agreement between the two States where an allocation by either State
results or wonld result in double taxation.

ARTICLE 12. DIVIDENDS
The existing Convention provides that dividends derived from sotrces within

one State by a rezident of the other State not having a permanent establishment
in the former State will be subject to tax in the former State at a rate not in
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excess of 15 percent. In the case of intercorporate dividends, however, if the
recipient owns 95 percent or more of the stock of the paying corporation and,
generally, if not more than 25 percent of the gross income of the paying corpora-
tion consists of dividends and interest the maximum rate of tax is 5 percent.
The proposed Convention continues the 15 percent rate with respect to dividends
on portfolio investments and the 5 percent rate with respect to direct investments
with the further requirement that in the case of Finnish source dividends, the
combined dividend tax and capital tax on the capital stock of the paying cor-
poration owned by the United States resident cannot exceed the specified maxi-
mum rates. The proposed Convention reduces the stock ownership requirement
for direct investment dividends from 95 percent to 10 percent.

The proposed Convention abandons the “foree of attraction” concept in the
existing Convention by providing that the reduced rate of tax on dividends is
denied only if the shares with respect to which the dividends are paid are effec-
tively connected with a permanent establishment which the recipient has in the
State of source. If so connected, the dividends are taxed as industrial or com-
mercial profits under Article 8 (Business Profits).

The elimination of the “force of attraction” principle will make 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
establishment in the State of source. In those citses where the shares with respect
to which the dividends are paid are effectively connected with a permanent es-
tablishment, the dividends may be faxed as industrial or commercial profits
under Article 8 (Business Profits). The poliey reflected in the abandonment of
the “force of attraction™ principle is also embodied in the recent revisions of the
German, Dutch, and United Kingdom Conventions, our new Convention with
France, and in the Foreign Investors Tax Act of 1966.

In the absence of a Convention, Finland would withhold at a rate of 15 percent
of dividends paid by a Finnish corporation to a United States resident. The
capital stock of a Finnish corporation owned by a United States resident would
also be subject to the annual Finnish capital tax at graduated rates which ranee
from .52 percent to 2.5 percent. In the absence of the Convention the United
States would withho t a rate of 30 perceut on dividends paid by a United
States corporation to a Finnish resident.

The dividend Article of the proposed Convention is patterned generally after
the OECD Model Convention except as follows : With respect to qua ation for
the 5-percent intercorporate dividend rate, a 10-percent ownership requl
is substituted for the ercent ownership requirement of the OECD dr
10-percent rule confor to the United States concept of direct investment es-
pecially as expressed in section 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 intercorpora
dividend rate. This provision, which is incinded in most Conventions to whi
the United States 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 certain holding companies. Dividends and interest received by the Finnish
corporiation paying dividends from 50 percent or more owned subsidis
not considered passive income.

ARTICLE 13.

The existing Convention provides that interest derived from sources within
one State by a resident of the other State not having a permanent establishment
in the former State will be exempt from tax in the former State.

The proposed Convention retains this rule on interest replacing the “force of
attraction” principle by the effectively connected approach.

Thus, the reduced rates of tax applicable to the interest apply unless the
recipient has a permanent establishment in the State of source and tl ehted-
ness giving rise to the interest is effectively conneeted with sneh permanent
establishment, In such ecase, the interest may be taxed as industrial or com-
mercial profits,

Interest 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 cases in
which excessive interest is paid beeause the payvor and the recipient are related.
the provisions of the interest Article apply only to so much of the interest
as wounld have been paid to an unrelated person. The excess pavment may be
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taxed according to the law of eéach contracting State subject to the other provi-
sions of the proposed Convention where applicable,

In the absence of a convention interest income derived from Finland by non-
residents is exempt from the national income tax and all local income taxes.
This includes interest on bonds, bank accounts, and accounts originating from
international trade. Likewise, such bonds and accounts are exempt from the
ecapital tax if owned by nonresidents.

In the absence of a convention the United States would generally withhold tax
at 30 percent from interest income derived by a nonresident from sources within
the United States unless such nonresident was engaged in trade or business in
the United States and such income was effectively connected to such trade or
business; in the latter case, interest income would not be subject to withholding
but would be subject to tax at ordinary rates.

ARTICLE 14. ROYALTIES

The existing Convention applies only to copyright royalties (not including
motion pieture royalties) and provides that they shall be exempt by the State
of source provided the recipient does not have a permanent establishment in
the source State. Patent and trademark royalties are not covered by the existing
Convention. The proposed Convention Article, which is substantially the same
us the OECD Model Convention, continues the rule of exemption at source. It
also extends the definition of royalties to include (in addition to copyrights,
artistic or seientific works) patents, designs or models, plans, secret processes or
formulae, trademarks, and industrial, commercial, or seientifie equipment, knowl-
ed experience, or skill (know-how) ; it also includes gains from the sale or
exchange of the property described in the Article provided the payment is
contingent on productivity, use, or disposition of the property. If the payments
are not so contingent, Article 16 (Capital Gains) applies. This all inclusive defini-
tion is based on the royalties Article in the new French Convention,

U the proposed Convention, if excessive royalties are paid because the

or and recipient are related, the provisions of the royalties Article apply only

meh of the royalty as would have been paid to an unrelated person, The

excess payment may be taxed by each State, according to its own law including
the provision of the proposed Convention where applicable.

In the absence of a convention, a nonresident of Finland receiving royalties,
inclnding film royalties, from Finlana is deemed by Finland to be engaged in
business in Finland and, consequently, is subject to income tax on net profit
from the royalties at the regular corporate or individual rates. For the pur-
poses of taxing film royalties, the net profit is presumed to be 7 percent of gross.

U r the proposed Convention film royalties are treated as industrial or com-
mere profits and exempt from tax in the State of source nnless the recipient
has a permanent establishment in that State to which the royalties are effectively
connected.

Royalties are not subject to withholding tax at source in Finland. However,
nonresident taxpayers receiving such income are preassessed on the basis of the
last year’s income (with adjustments in certain cases) at the current year's rate.
In the absence of a convention, the United States would withhold tax at a rate
of 30 percent from royalties paid to a nonresident unless such nonresident were
engaged in business in the United States and such royalties were effectively con-
nected to such business; in the latter case, such amonnts would not be subject
to withholding but would be subject to tax at ordinary rates in the United St

ARTICLE 15. INCOME FROM REAL PROPERTY

Thiz Article which is similar to an article in the existing treaty provides that
a resident of one State may be subject to tax in the other State on income from
real property and royalties in respect of ural resources if the property or
natural resource is located in such other State. This Article does not, as do the
existing treaty and the 1967 treaty between the United States and France, pro-
vide for an election by the resident to compute his tax on suech income on a net
basis since under the internal laws of Finland and, sinee 1967, the United States
this can be done. The income referred to in this Article includes gain from the
sale or exchange of such property or such natural resource rights, but does
not include interest on mortgages and similar instruments. The latter type of
income is covered by Article 13 (Interest).
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ARTICLE 16. CAPITAL GAINS

The existing Convention provides no special rules for gains derived in one
State from the sale or exchange of stock, securities, commodities or other capital
assets by a resident of the other State. The proposed Convention provides that
such gains shall be exempt from tax by the State of source. However, the exemp-
tion does not apply if (1) the gain derived by a resident of one State arises
out of the sale or exchange of property described in Article 15 (Income from
Real Property) which is situated within the other State; (2) the recipient of
the gain has a permanent establishment or maintains a fixed base in that other
State and the property giving rise to the gain is effectively connected with such
permanent establishment or such fixed base; or (3) the recipient of the gain
being an individual resident of the first State is present in that other State for
a period or periods aggregating 183 days or more in the taxable year. Gains
which are effectively connected with a permanent establishment may be taxed
as industrial or commercial profits under Article 8 (Business Profits). Gains on
real property are subject to the provisions of Article 15 (Income from Real
Property) which permits taxation of such gains by the State in which the real
property is situated.

ARTICLE 17. UAPITAL TAXES

The existing Convention does not contain an Article relative to capital taxes
since they are not one of the taxes covered by the Convention. The proposed
Convention provides, on a reciprocal basis, that a resident of one State shall be
exempt from capital tax by the other State on all nonbusiness property (exclud-
ing real property) and on property pertaining to the operation of ships and
aircraft.

Since the United States does not impose a separate capital (net wealth) tax,
this Article represents a unilateral concession by Finland. In the absence of a
convention individuals who are not residents of Finland are subject to the
national net wealth tax with respect to their net wealth sitonated in Finland
with the exception of bonds, bank accounts, and foreign trade credits. The rate
is graduated from 0.52 percent to 2.5 percent. The national net wealth tax was
repealed for all corporations effective January 1, 1968,

ARTICLE 18. INDEPENDENT PERSONAL SERVICES

The existing Convention does not distinguish between income from the per-
formance of personal services in an independent capacity or a dependent eaj
ity. It provides on a reciprocal basis that compensation for personal servic
shall be exempt from tax by the source State (where earned) if the resident is
temporarily present in that State for not more than 153 days and if the resident
either (1) is employed by a resident (including a corporation) of the other
State or (2) does not earn more than $10,000,

The proposed Convention generally deals with personal services in two articles
and creates a distinction based upon whether the services are independ or
dependent personal services. Generally, income from independent activities may
be taxed in the State in which such activities are exercised. Such income will
be exempt from tax in the State of source if the recipient is present there for
not more than 183 days during the taxable year.

Independent personal services means services performed by an individual for
his own account independently where he receives the proceeds or bears the losses
arising from such services, Thus, for example, a doctor or lawyer ics
renders independent personal services. Also, an individual who under (
law concepts is an independent contractor is considered as rendering Indepe
personal services.

This Article produces the same result as the independent activities Article of
the OECD Model Convention except that a 183-day rule is substituted for the
fixed base rule of the OECD Model as a qualification for exemption of personal
service income in the State of source.

ARTIOLE 19. D ENDENT PERSONAL SERVICES

Generally, under the proposed Convention income from labor or persom:
services as an employee may be taxed in the State in which sueh labor or person
services are performed. However, such income will be exempt from tax in t
State of source if (1) the recipient, being a resident of one of the Contracti
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States, is present in the State of source for a period or periods aggregating less
than 183 days during the taxable year; (2) the reeipient is not an employee of
it resident of the State of source: and (3) the remuneration is not borne as such
U¥ a permanent establishment which the employer has in the State of source,
The proposed Convention also adds a rule that income from personal services
aboard ships or aircraft registered in one State and operated by a resident of
that State will not be taxed in the other State so long as the services are
rendered by a member of the regular complement of the ship or aireraft.

This Article of the proposed Convention is substantially similar to the
OECD Model Convention,

ARTICLE 20. TEACHERS

The existing Convention covers teaching but not research and provides for a

ear exemption for income received from teaching,

The proposed Convention continues and broadens the 2-vear exemption period
for visiting teachers. This exemption applies to an individual who is a resident
of one State at the time he is invited by the other State or by an accredited
educational institution of the other State to teach or do research in the other
State and temporarily comes to such other State in order to engage in such
teaching or research, Invitation may be by the Government or a university or
other aceredited edueational institution of the other State and research or
feaching may be done at such educational institution. However, the exemption
does not apply to income from research undertaken not in the public interest
hut primarily for private benefit of a specific person or persons. If the individual's
vigit exceeds a period of 2 Years from the date of arrival, the exemption applies
to the income received by the individual before the expiration of such 2-year
period.

ARTICLE 21. 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
simfilar provision,

The proposed Convention expands the exemption available to students by

providing that an individual who is a resident of one State at the time he becomes
temporarily present in the other State for the purpose of studying at a univer-
sity or other aceredited institution, of secenring training for qualification in a
profession or of studying or doing research as recipient of a grant, allowance,
or award from a governmental, religious, charitable, scientific, literary, or edu-
cational institution is exempt from tax in the host State on:

(1) Gifts from abroad for his maintenance and st udy ;

(2) The grant, allowance, or award :

(3) Income from personal services performed in the host State not in excess
of $2,000 (or its equivalent in Finnish markkas) 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 visit bat in no event may an individual
have the benefit of this Article and Article 20 (Teachers) for more than a total
of 5 taxable years from the date of arrival.

In addition, a resident of one State employed by or under contract with a resi-
dent of that State who, at the time he is a resident of that State, becomes tempo-
rarily present in the other State for the purpose of stndying or aequiring technical,
professional, or business experience from a person other than a resident of the
former State or a corporation 50 percent or more of the voting stock of which is
owned by that resident of the former State is exempt from tax in the host State
on income not in excess of $5.000 (or its equivalent in Finnish markkas) from
personal services rendered in the host State. The individual iz exempt for a period
of 12 consecutive months which period commences with the first month in which
he begins working or receives compensation.,

Also, an individnal who is a resident of one State at the time he becomes tem-
porarily present in the other State and who is temporarily present in the host
State as a participant in a government program of the host State for the primary
purpose of training, research, or study is entitled to an exemption by the host
State with respect to his income from personal services relating to such train-
ing, research, or study performed in the host State in an amount not in excess of
$10,000 (or its equivalent in Finnish markkas). To he entitled to this exemption
the program must be a program which does not exceed 1 Year in duration. If
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this qualification is met then the income from personal services received with
respect to such program is exempt.

If an individual qualifies for the benefits of more than one of the provisions
of the personal services articles, he may choose the provision most favorable to
him but he may not claim the benefits of more than one provigion in any taxable
year as a means of avoiding the limitations provided.

ARTICLE 22, GOVERNMENTAL FUNCTIONS

The existing Convention provides that compensation, ineluding pensions, paid
by one State or a political subdivision thereof to its citizens residing in the other
State (other than citizens of such other State) shall be exempt from tax by the
State of residence, The proposed Conventlon continues the exemption but adds
a specification that the compensation must be paid in connection with the dis-
charge of funetions of a governmental nature. Compensation paid in connection
with industrial or commercial activity is treated the same as compensation re-
eceived from a private employer. The provisions relating to dependent personal
services, private pensions and annuities, and social security payments would
apply in such a case.

ARTICLE 23. RULES APPLICABLE TO PERSONAL INCOME ARTICLES

This Article extends the benefits of the personal services income Articles
{Articles 18 through 22) to reimbursed travel expenses. However, such reim-
bursed expenses will not be taken into account in computing the maxXimum
amount of exemptions specified in Article 21 (Students and Trainees). If an in-
dividual qualifies for the benefits of more than one of the provisions of Articles
15 through 22, he may choose the provision most favorable to him but the henefits
claimed must be reduced by any benefits previously allowed with respect to the

income,
3) of this Article is a new provision not previously included in
ned by the United States. It was inserted at the request of
{ igned to relieve Finnish exchang wients and teachers from
Finnish tax on income earned while temporarily present in the United States.
Although reciproeal in form, the provision is not reciprocal in substance since
the United States, under the savings clause, retains the right to tax its citizens
and residents as the Convention were not in effect.
« the new provision, an individual of one of the Contracting States tem-
: present in the other Contracting State as a teacher, student, or trainee
v allowed as (
income tax therein, all travel expenses
lodging, and expenses incident to travel) incurred while fraveling between the
two States and all ordinary and necessary living expenses (including meals and
lodeing) incurred while temporarily present in such other Contracting State.
It is presnmed, for the purposes of this rule, that the deductible expenses of the
individnal amount to at least 30 percent of the income from personal services

which he derives as a teacher, student, or trainee in the latter country and
which Is exempt from tax in that country under Artiele 20 (Teachers) or 21
(Students and Trainees), It is contemplated that the effect of this deduetion
will be snch that the Finnish tax borne by Finns on the income which they derive
while temporarily present in the United States as teachers, students, and
trainees will be roughly the same as the United States tax which they would
have inenrred but for the treaty.

ARTICLE 24. 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 source State.

T'he 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 the State of
residence. However, pensions coming within the scope of Article 22 (Govern-
mental Fanctions) will be taxable only by the State making payment.

The proposed Convention also provides that alimony paid to a resident of a
State will be taxable only in the State of residence.




The term “annuities” is defined a

a4 stated sum paid periodically at stated
thnes during life, or during a spe

«l number of years, under an obligation
make the payments in return for adequate and full consideration (other than
gervices rendered). The term “pensions” is defined as periodic payments made
after retirement in consideration for services rendered, or by wity of compen
sation for injuries received in connection with, past employment.

The effect of this provision is generally the same as that of the OECD Model
Convention.,

ARTICLE 25, SOCTAL SECURITY PAY MENTS

This Article provides that social
individual who is a resident of the
the payor State. Also included under this Arti
a8 railroad retirement benefits,
Model Convention ¢on

will be taxed, If at all,
re other publie pengionsg s
Neither the existing Convention nor the ( VEC]

tains a comparable provision,

ARTICLE 26, DIPLOMATIC AND CONSI LAR OFFICERS

This Article preserves the existing or subsequent fiseal privi plom
and consular officials nunder the general rules of internation: W or under the
provisions of special agreements,

ARTICLE 27. INVESTMENT OR HOLDING COMPANIES

This Article denies the benefits of the dividends, interest, and royalties Articles
to a corporation of one of the States deriving such income from sources within t
other State if (1) such corporation is entitled to special tax benefits which re
in the tax imposed on such income being substantially less than the tax gener
imposed on corporate profits in such State, and (2) 25 percent or more of t
capital of the corporation is owned directly or indirectly by one or more pers
who are not individual residents of such State or, in the
corporation, are citizens of the United States.

The purpose of this Article is to deal with
ocenr if one of the States provided preferenti
holding companies. In such a case

case of a Finnish
whieh econld

. residents of third count

ion in the State exteny ng the preferential rat
making investments in the otl
the first State and the red
able the third-country res

purpose
tate, The combi i tax
5 Oor exemptions ir e ofther State

lize unint benefits.
ARTICLE 28. MUTUAL AGREEMENT PROCEDURE

This Article modernizes the mutual agreement procedures found in the
Convention by adopting provisions similar to thoge in the recent m

our Conventions with the Netherlane the Tnit Kingdom
Republic of Germany, and in onr ri

a resident of one State considers that the action of one or both States
or will possibly result, in
Convention, such resident present his case to the competent authority of
the State of which he isa re 1t

xation contrary to the provisions of the proposed

This Article contemplates that the competent authorities of the two States
endeavor to settle by mutual agreement sneh eases of t

Lon not in acceordanes:
with the Convention as wi s any other difficulties or doubts arising as to the
applieation of the Convention. Some particular areas on which the con
authorities may consult and reach agreement are the amount of indust
commercial profits to be nanent establishment, the allocati

. hetween a resident and a re
f partienlar items,

In implementing the provisions of this Article, the competent anthe
communicate with each other directly and meet together for an ex
oral opiniong where advisable.

In cases in which the competent anthorities reach agsrpement with respect
to & particular matter, taxes will be adjusted and refunds or credits allowed
in accordance with such agreement. This provision permits the issuance of
refund or eredit notwithstanding procedural barriers otherwise existing under a
State’s law, such as the Statute of Limitations.

This provision will apply only where agreement or partial agreement &
been reached between the competent authorities and will apply in the case of any
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such agreement after the Convention goes into effect even though the agreement
Ay concern taxable years prior thereto.

Revenne Procedure 70-18 sets forth the procedure followed by the United
States in implementing its obligations under this type of article.

ARTICLE 20, 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 Conven-
tion and to prevent fraud and the avoidance of taxes to which the Convention
relates.

Information exchanged is treated as seeret and may not be disclosed to any
persons other than those (including a court or administrative body) concerned
with the assessment, collection, enforcement, or prosecution of taxes subject to
the Convention, but this does not prohibit disclosure in the course of a court
procesding. In no case does this Article impose an obligation on either State to
diseclose trade secrets or similar information or to ca rry out administrative mea-
sures or supply particulars where such action would be at variance with the
laws or administrative practice of that State, or contrary to publie policy. In
zeneral, the standard for the exchange of information is the standard used by
the States in the enforeement of their own laws by administrative and judicial
authorities,

The mutnal 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 provision contained in the existing Convention.

In addition, paragraphs (4) and (5) of this Article specifically provide that
the competent authority of each State will advise the competent anthority of the
other State of any addition to or amendment of tax laws which concern the
imposition of taxes which are the subject of the Convention. It is further pro-
vided 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 deci-
sions.

ARTICLE 30. ASSISTANCE IN COLLECTION

This Article, substantially similar to the assistance in collection Article in
the existing Convention, provides for mutual assistance in the collection of taxes
where required to aveid an abuse of the Convention. The provision is intended
merely to insure that the benefits of the Convention will only be available with
respect to persons entitled to such benefits: it does not in any way alter rights
under other provisions of the Convention.

The Article provides that each State will endeavor to collect for the other
State such amounts as may be necessary to insure that any exemption or reduced
rate of tax granted under the proposed Convention will not be availed of
persons not entitled to those benefits. However, this Article will not r
State, in order to collect taxes which are imposed by the other State, to undertalke
any administrative measures that differ from its internal regulations or prac-
tices nor will this Article require a State to undertake any administrative or

Judicial measures which are contrary to that State's sovereignty, security, or
public policy.

by
equire a

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 foree

two months after the date of exchange of such instruments. Howeve
visions of the proposed Convention shall be effective:

In the case of Finland to taxes which are levied for the taxable ¥Year begin-
ning on or after January 1, following the year in which the instruments of rati-
fieation are exchanged ;

In the case of the United States:

(1) as respects the rate of withholding tax, to amounts received on or
after the date on which the Convention enters into force: and

(2) as respects other income taxes, to taxable years beginning on or
after January 1, following the year in which the instruments of ratifica-
tion are exchanged.

The entry into force of the proposed Convention will terminate the Convention
of December 18, 1952,

r, the pro-
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ARTICLE 32. TERMINATION

The Convention will continue in effect indefinitely, but may be terminated
by either State at any time after the Year 1973. A State seeking to terminate
the Convention must give notice at least 6 months before the end of the calendar
year through diplomatic channels.

If the Convention is terminated, such termination will be effective -

In the case of Finland to taxes which are levied for taxable years beginning
on or after January 1 of the year in which notice is given ;

In the case 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 respects other income taxes, for any taxable year beginning on
or after January 1 of the year following the year in which notice is given.

However, upon prior notice to be given through diplomatie channels, the pro-
visions of Article 25 (Social Security Payments) may be terminated by either
State at any time after this Convention enters into force.

Ocrorer 6, 1970.

TECHNICAL EXPLANATION OF PROPOSED U.S.-TRINIDAD AND TOBAGO INCOME Tax
CONVENTION, SIGNED JANUARY 9, 1970

(Department of the Treasury)
ARTICLE 1. TAXES COVERED

This Article designates the taxes of the respective States which are the sub-
Ject of the proposed Convention. With respect to the United States, the taxes in-
cluded are the United States Federnl income taxes imposed by the Internal
Revenue Code. This inclndes, for example, the surtax and would also ineclude
such taxes as the temporary surcharge which was in force from 1968 to 1970,
However, the Convention is not intended to apply to taxes which are in the na-
ture of a penalty such as the taxes imposed under section 531 (accumulated
earnings tax) and section 541 (personal holding company tax) of the Internal
Revenue Code. These two taxes were expressly excluded to avoid uncertainfy
as to their status.

With respect to Trinidad and Tobago, the taxes included are the corporation
tax and the income tax.

Pursuant to paragraph (2) of this Article the proposed Convention would also
apply to taxes substantially similar to those enumerated which are imposed,
in addition to or in place of the existing income taxes, after the date of signature
of this Convention (January 9, 1970).

For purposes of Article 6 (Nondiserimination) the Convention applies to taxes
of every kind which are, or may be, imposed by the respective States, at the na-
tional, State, or loeal level.

ARTICLE 2. GENERAL DEFINITIONS

This Article sets out definitions of certain of the basic terms used in the pro-
nosed Convention and sets forth rules for determining fiseal domicile or residence
for purposes of the proposed Convention. A number of important terms, however,
are defined elsewhere in the Convention,

Any term used in this Convention which is not defined therein shall, unless the
context otherwise requires, have the meaning which it has nnder the laws of the
State which is imposing the tax. The proposed Convention also provides a pro-
cedure under which a common definition may be arrived at by the competent
authorities of the United States and Trinidad and Tobago, in order to prevent
double taxation or further any other purpose of this Convention, if the definition
of such term under the respective internal laws of the States differs or if
the term is not readily definable under the laws of one or both of the States. The
common meaning is to be arrived at by means of the mutual agreement procedure
which is described in Article 23 (Mutual Agreement Procedures) of the proposed
Convention. While treaties in the past did not specify the power of the competent
authorities to resolve such differences in definitions. this power is nevertheless
inherent in the authority set forth in the mutual agreement artieles of these
treaties to resolve “difficulties or doubts.”
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This Article defines geographical Trinidad and Tobago and geographical United
States to include their respective continental shelves. The addition of a definition
of the continental shelf is intended to clarify what the Contracting States con-
sider t0 be included within their respective jurisdictions to tax, The United States
continental shelf is defined as the seabed and subsoil of the adjacent submarine
areas beyond the territorial sea over which the United States exercises exclusive
rights in accordance with international law for the purpose of exploration and
exploitation of the natural resources of such area, but only to the extent that
the person, property, or activity to which this Convention is being applied is con-
nected with such exploration or exploitation. For example, the income earned by
i ship and its employees engaged in taking seismograph soundings on the United
States continental shelf will be treated for tax purposes the same as the income
from a comparable activity on the land of one of the States of the United States.
A comparable definition is used in the case of Trinidad and Tobago, The definition
of the continental shelf in the case of the United States only includes the con-
tinental shelf surrounding the 50 States. Thus, for example, the continental shelf
surrounding Puerto Rico is not included. If the Treaty were extended bevond the
o0 States and the District of Columbia (see Article 20—Extension of Convention)
the continental shelf of the extended areas could also be covered. While the ter-
ritorial sea is part of the United States and Trinidad and Tob for all purposes,
the defined continental shelf is only part of the United States or Trinidad and
Tobago, as the case may be, in limited situations. It is included only to the extent
that a person or property or activity to which the Convention is being applied is
connected with exploration or exploitation of the continental shelf. The phrase
“connected with" does not reguire physical attachment to the continental shelf to
be within the scope of the definition.

This Article also sets forth rules for determining residence for purposes of
the proposed Convention. Residence is important because, in general, only a
resident of the Contracting States may qualify for the benefits of the Convention.

A resident of one of the Contracting States is a corporation of that State
(as defined in this Article) or any person (other than a corporiation) who is a
resident of that State for purposes of its tax. Specifically in the ease of the
United States the term “a resident of the United States” means a United States
corporation and any person (except a corporation or any other entity treated
as a corporation for United States tax purposes) resident in the United States
for purposes of its tax. The parenthetical language in the definition of a resident
of the United States is intended to make clear that a foreign corporation, or
other entity treated as a foreign corporation for United States tax purposes,
which is a resident of the United States for certain purposes of its income tax
law is not, under the Convention, a resident of the United States. A similar
rule was needed in the ease of Trinidad and Tobago.

In the case of the United States, the definition provides that a partnership,
estate, or trust is treated as a resident only to the extent that the income derived
by such person is subject to United States tax as the income of a resident, This
language, although different from the Income Tax Convention between the
United States and France, signed July 28, 1967, is intended to achieve the same
result. Under United States law, a partnership is never, and an estate or trast
is often not, taxed as such, Under the proposed Convention, in the case of the
United States, income received by a partnership, estate, or trust will not qualify
for the benefits of the Convention unless such income is subject to tax in the
United States. Thus, in effect, the status of income which is subject to tax
only in the hands of the partners or beneficiaries will be determined by the
residence of such partners or beneficiaries. With respect to income taxed in the
hands of the estate or trust, the residence of the estate or trust is determinative.
This provision is reciprocal becanse of the presence of a similar problem under
Trinidad and Tobago law.

Unlike our other conventions, the proposed Convention with Trinidad and
Tobago does not provide a mechanism for determining a single residence for
individuals who are treated by each State as being respectively resident therein.
In addition, corporations could be treated by both States as being resident
therein under the definitions set forth in the treaty. Dual residency in the case
of ecorporations is a relatively easy situation for them to avoid.

This Article also provides that the terms “paid,” “distributed,” and “received”
when applied to income shall include amounts which are “credited,” This pro-
vision, which has noft appeared in previous income tax conventions to which
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¢ United States is a party, is intended to make clear that a dividend paid by
Trinidad and Tobago corporation includes an amount credited by such
trporation

ARTICLE 8. GENERAL KULES OF TAXATION

The general rules of taxation applicable under the proposed Convention are
'

A resident of one State may be taxed by the other State only on income from
sources within that other State (inciuding industrial or commercial profits

ribtitable to a permanent establishment located in that other State), subject
to the limitations set forth in this Convention. The jurisdictional rules of the
proposed Convention parallel those set forth in section 872(a) of the United
States Internal Revenue Code, relating to nonresident alien individuals, and
section 882(Dh), relating to foreign corporations engaged in trade or business

the United States, as amended by the Foreign Investors Tax Act of 1966

The proposed Convention contains the general rnle (also found in our new
French Convention) that the Convention does not effect in any manner any exclu-
<lon, exemption, deduction, eredit, or other allowanee now or hereafter accorded
by the laws of a State in the determination of a tax imposed by that State. or
by any other agreement between the States. Even though the ORCD Model Con-
vention does not contain a comparable provision, this rule reflects the well-es-
tablished prineiple that the Convention will not have the effect of increasing
the tax burden on residents of the siznatory countries. This rule represents
the position of the United States under all conventions to which it is a party
except that, to the extent a convention specifieally provides, it may be necessary
to waive certain rights as a condition to claiming more advantageous treaty
henefits.

The proposed Convention also contains the traditional savings elause 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 cases in which its application would eontravene policies re-
flected in the Convention. Thus, the savings clause does not affect the provisions
with respect to the foreign tax credit, nondiserimination, or tax deferral for
technical assistance. Although the provisions dealing with the mutual agreement
procedure are not specifieally excepted from the savings clause, agreements
made by the competent authorities may nevertheless inure to the benefit of a
citizen or resident of the United States or a resdient of Trinidad and Tobago.
Moreover, the savings elanse will not deny the henefits of the Convention to
zovernmental employees or teachers or students nnless such individuals are citi-
zens of the United States or have immigrant status in the United States. The
OECD Model Convention does not contain a savings elause because it is oriented
toward the residence prineiple of taxation.

This Article also provides that any income from sources within a State to
which the Convention is not expressly applicable will be taxable by that State
in accordance with its own law. For example, because income from prizes
awards is not covered by the Convention, such income will be taxed in ¢
ance with the internal law of the State from which such income is derived. The
ORCD Model Convention differs on this point and provides that income which is
not expressly mentioned will be taxable only in the State of residence. In any
event it should be noted that the proposed Convention specifically covers most
types of income.

Another general rule of taxation is that subject to the provisions of paragraph
(4) a State may tax a resident of that State whether or not that person is also
a resident of the other State.

ARTICLE 4. RELIEF FROM DOURLE TAXATION

Under the existing Convention, the United States provides relief from double
taxation by allowing a eredit for Trinidad and Tobago tax subject to the provi-
sions of the law of the United States,

The proposed Convention employs the same method of avoiding double taxa-
tion in providing that subject to the provisions of United States law in effect for
the taxable year (which do not affect the general principle of the Article) credit
will be allowed to a United States eitizen or resident for Trinidad and Tobago
tax paid but not in excess of the portion of United States tax which net income
from Trinidad and Tobago sources bears to total net income. Execept for the spe-
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cial source rules provided by the Convention, this provision does not add to the
rights that a United States citizen or resident has to the foreign tax ecredit, in-
cluding his right under current law to elect the overall limitation, but is for the
purpose of giving treaty recognition to such rights. Modifications in United States
law after the effective date of the Convention whieh concern the foreign tax
credit will be applicable with respect to Trinidad and Tobago source income if
such modifications do not contravene the general prineciples of the Convention.

With respect to the treatment of dividends which are received by a United
States corporation from a corporation resident in Trinidad and Tobago in
which such United States corporation owns at least 10 percent of the voting
power, the proposed Convention differs in one respect from the provisions which
would be applicable to such dividend under the Internal Revenue Code. The
proposed Convention provides that in the case of such a dividend such United
States corporation must include in gross income the amount of Trinidad and
Tobago tax which the Trinidad and Tobago corporation paid on the profits out
of which such dividend is paid and which the recipient corporation is “deemed”
to have paid. Thus, the dividend must be grossed up. Under the Internal Revenue
Code, however, a dividend does not have to be grossed up in order for the recip-
ient United States corporation to elaim a deemed paid credit, if the dividend
is paid by a less developed eountry corporation and most Trinidad and Tobago
corporations will be considered less developed country corporations. Inmasmuch
as the computation of the deemed paid tax ecredit without gross-up under the
Internal Revenue Code will often produce a more favorable result than the
gross-up computation under the proposed Convention, it may be to the advan-
tage of United States corporations in some cases to use the Code rules in com-
puting the deemed paid credit. Of course, in these cases United States corpora-
tions may continune to nse the Code rules rather than those found in the pro-
posed Convention. In a case where the taxpayer follows the Code rules on ET0ss-
np, it may nevertheless use the source rules set forth in Article 5 of the proposed
Convention.

The proposed Convention provides that Trinidad and Tobago will allow its
residents a credit for the amount of income taxes paid to the United States.
In the case of a Trinidad and Tobago corporation which receives a dividend
from a United States corporation in which such recipient corporation controls,
directly or indirectly, at least 10 percent of the voting power, such corpora-
tion will be allowed a credit against its Trinidad and Tobago tax for the amount
of the United States tax paid on the corporate profits out of which such dividend
is paid. This eredit is, of course, in addition to the eredit allowed for the taxes
paid to the United States by the Trinidad and Tobago corporation. Under the
internal law of Trinidad and Tobago the indirect credit would be allowed only
if the recipient corporation owned at least 25 percent of the voting stock in the
payor United States corporation. The foreign tax credit Trinidad and Tobago
will allow is subject to a per-country limitation.

ARTICLE 5. SOURCE OF INCOME

This Article sets forth in a single provision all of the various rules which
are to be applied to determine the source of the different kinds of income
covered by the treaty: dividends, interest, royalties, income from real property,
including gains derived from the sale of such property, and compensation for
personal services. These rules affect the application of Article 3 (General Rules
of Taxation) and Article 4 (Relief from Double Taxation).

The source of any kind of income not covered by the treaty shall be determined
under the internal law of the two States. In the case of different sonurce rnles
applicable to an item of income the competent authorities of the two States
under the mutual agreement procedure may establish a common source for the
item of income.

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 Trinidad and
Tobago corporation shall be treated as income from sources within the United
States if, for the 3-year period ending with the close of its taxable year preced-
ing the declaration of such dividend (or for such portion of that period as the
corporation has been in existence), such corporation (a) had a permanent
establishment in the United States, and (b) derived 50 percent or more of its
gross income from the industrial or commercial profits effectively connected with
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the industrial or commerecial activity engaged in through such permanent estab-
lishment. The provision was included to offset a provision in Trinidad and
Tobago law which imposed a withholding tax on remitted profits of a United
States permanent establishment in Trinidad and Tobago. However, the amount
of the dividend to be treated as from United States sources under this pro-
vision is not to exceed an amount which bears the same ratio to the entire divi-
dend as the gross income of the corporation for such period which is effectively
connected with the commercial or industrial activity engaged in through such
permanent establishment within the United States bears to its gross income
from all sources. A further limitation is that in no case shall the amount of such
dividend which is treated as income from sources within the United States
exceed the net amount of money or money's worth transferred from such per-
manent establishment during such period. This rule as applied to dividends
paid by a Trinidad and Tobago corporation conforms to United States statutory
law except that, under section S61(a)(2)(B) of the Internal Revenue Code,
there is no limitation regarding the net amount of money or money’s worth
transferred. This limitation which is similar to a provision in the laws of
Trinidad and Tobago is intended to insure that the United States will not treat
dividends paid by a Trinidad and Tobago corporation as income from United
States sources to the extent the profits of a permanent establishment which such
corporation maintaing in the United States are retained and reinvested.

Interest paid by that State, including any loeal government within such State,
or by a resident of such State is treated as from sources within that State.
Interest paid by any other person will be treated as from sources outside that
State. However, interest paid by a resident of any State with a permanent
establishment in any other State, directly or indirectly, ont of the funds of
such permanent establishment will be treated as income from sources within
the State where such permanent establishment is located. The rules set forth
above in the first two sentences correspond generally to the Internal Revenue
Code provision dealing with interest (other than interest on deposit with per-
sons carrying on the banking business). The exception to this general rule, set
forth above in the third sentence, is not contained in the Internal Revenue Code
but is substantially similar to the same rule in the United States-Belgian Income
Tax Convention signed July 9, 1970.

Royalties paid for the use of, or the right to use, property deseribed in para-
graph (4) of Article 14 (Royalties) in a State are treated as income from
sources within that State.

Income from real property and royalty income from the operation of mines,
quarries, or other natural resources are fto be treated as income from sources
within the State in which such property is located.

Income from the rental of tangible personal property is to be treated as in-
come from sources within the State in which such property is loeated when
rented. Notwithstanding some minor differences in terms compared with like
provisions in recent treaties, this language is intended to reflect the rule of the
Internal Revenue Code and recent treaties that the source of such rental income
is the State in which the property is located during the period of the lease.

Compensation received by an individual for his performance of personal serv-
ices and income received by a person from the furnishing of personal services of
another are fo be treated as income from sources within the State in which such
services are performed. If services are performed partly within and patly out-
side any State, income from the performance or furnishing of such services
shall be treated as income from sources partly within and partly outside that
State. Compensation for personal services, and private pensions and annunities
paid in respect of such serviees, performed aboard ships or aireraft operated
in international traffic by a resident of a State and, in the case of the United
States, registered in the United States, provided the services are performed by
a member of the regular complement of the ship or aireraft, are to be treated as
income from sources within that State.

Income from the purchase and sale of personal movable property is to be
treated as income from sources within the State in which such property is sold.
This rule conforms to the rule set forth in section 861(a) (6) of the Internal
Revenue Code,

Notwithstanding the rules contained in paragraphs (1) through (7). indus-
trial and commercial profits attributable to a permanent establishment which
the recipient, being a resident of one State has in the other State, including
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income dealt with in the articles pertaining to dividends, interest, royalties, and
income from real property if from rights or property which are effectively con-
nected with such permanent establishment, shall be treated solely as income from
sources within that other State. The factors taken into account in determining
whether such effective connection exists will include whether the income is
derived from property used, or held for use, in the conduct of the commercial or
industrial activities carried on through such permanent establishment or
whether the commercial or industrial activities carried on through such perma-
nent establishment were a material factor in the realization of the income, As
previously noted under Article 3 (General Rules of Taxation), this source rule
conforms to United States policy governing the taxation of business profits and
investment income as expressed in the Foreign Investors Tax Act of 1966, Such
poelicy is also reflected in the recent French Convention ag well as the protocols
to the German, Netherlands, and United Kingdom Conventions,

Several of the source rules set out in this Article differ to some degree from
those existing in the Internal Revenue Code. Since Article 3 (General Rules of
Taxation) provides that the Convention will not increase a person's United
States tax, a taxpayer is entitled to use the more beneficial of the Code or
Convention rules in ealculating his income for United States tax purposes, or
in the ecase of a citizen or resident of the United States, his foreign tax eredit.
The rule on interest in this Article permits Trinidad and Tobago, under the
proper circumstances, to impose a fax on any interest paid by a permanent
establishment in Trinidad and Tobago of a United States corporation. While
the rule appears to be fully reciprocal, the United States will not, because of
section 861(a) (1) (B) of the Code, impose on nonresident aliens and foreign
corporations a tax on interest paid by a resident of the United States nnless
such resident derives 20 percent or more of its gross income from United States
sources for the ar period ending with the close of the taxable year of such
resident preceding the payment of such interest.

It should also be noted that the source rules do not serve to extend the benefits
of this proposed Convention to persons other than residents of the two States.
Generally, the rules are only applicable for taxing residents of either State and,
therefore, are not applicable in determining source of income of residents of
other States, although the income of such other residents is of a type referred
to in this Article.

TICLE 6. NONDISCRIMINATION

The proposed Convention bans diserimination by one State against the na-

tionals of the other State or of a permanent establishment of n nals or cor-

ions of the other State. Thus, for example, a national of Trinidad and

» who is a resident of the United States and who otherwise meets the re-

onirements specified in section 911 of the Internal Revenue Code would under

this Article of the proposed Convention he eligible for the benefits of section 911
althongh such national is not a citizen of the United States.

This Article provides, however, that a State may accord special treatment to
its own residents on the basis of c¢ivil status or family responsibility. This Article
also provides that Trinidad and Tobago is not prohibited from imposing a branch
profits tax in accordance with paragraph (5) of Article 12 (Dividends) and the
United States from imposing a comparable tax burden on the income of a per-
manent establishment maintained by residents of Trinidad and Tobago in the
United States,

The ban on diserimination extends to all taxes without regard to subject mat-
ter snd whether imposed at the national, State, or local level.

This Article is substantially similar to the nondiscrimination Article of the
OECD Model Convention except that the Maodel includes a provision concerning
Stateless persons which has been omitted from the proposed Convention.

ARTICLE 7. TAX DEFERRAL FOR TECHNICAL ASSISTANCE

This Article provides for a reciprocal tax deferral which will be applicable
when patents, processes, know-how and similar items, and ancillary technical
services rendered in connection with the furnishing of such property or infor-
mation, are provided by a resident of one State to a corporation of the other
State in return for stock of the corporation of snch other State. Under paragraph
(3) of Article 28 (Effective Dates and Ratification) this Article shall only be
effective with respect to stock received on or after the date the proposed Con-
vention was signed (January 9, 1970).
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Under this provision, a resident of one of the States may elect not to include
in income, both for United States and Trinidad and Tobago tax purposes, any
amount otherwise includable by reason of the receipt of stock in return for the
enumerated items of property, information, or ancillary services. In order ta
qualify for the deferral, such resident must receive stock of a corporation of the
other State as consideration for providing to such corporation, for use in connec
tion with a trade or business actively conducted in that other State by such cor-
poration, any of the following properties, information, or services :

(1) Any patent, invention, model, design, secret formula or process, or similar
property right ;

(2) Information concerning industrial, commerical or scientific knowledge,
experience, or skill ; or

(3) Technical, managerinl, engineering, architectural, scientific, skilled, in-
dustrial, commercial, or like services which are ancillary and subsidiary to the
transfer of the property rights referred to in (1) or any information referred
toin (2).

Where snch an election is made, expenses allocable to amounts excluded from
income may not be deducted currently. Where the stock received is later dis-
posed of. the amount originally excluded will then be included in income in the
manner in which it wonld have been included upon receint of snch stock. Where
the stock is sold for Jess than the amount originally excluded, the amount actually
received on the sale is included in income as it initially wonld have heen in the
absence of this deferral provision. When the stock is disposed of, dednetions
previonsly disallowed because allocable to execlnded amounts will he allowed
and any gain upon such disposition will be determined as if the =ain had heen
inclnded in income, and the deductions allowed, upon original receipt of the stock.

This provision is made subject to regulations to be issued by both parties to
the treaty.

In the case of the United States the Secretary of the Treasury or his delegate
may preseribe such regulations as are necessary to effectunte the provisions of
this Article and to further define and determine the terms, condi
amonnts reforrnd to in this Article. In the ence of Tripided sapd Taha- '
Minister of Finance or his authorized representative mav preseril neh regnla-
tions as are necessary to effectuate the provisions of this Article and to further
define the terms, conditions, and amounts referred to in this Article. In par-
ticular, the Minister of Finance or his anthorized representative is specifically
authorized to preseribe by regulation standards for determini g whether services
referred to in paragraph (1) of this Article are ancillary and subsgidiary to the
property rights or information referred to in that paragraph.

In such regulations, the Minister of Finance conld provide that this provizion
will only apply to an equity interest in a Trinidad and Tobago carporation
i=sned to the United States shareholder in conformanee with th Trinidad and
Tobago law dealing with the allowable extent of foreign equity interests in
Trinidad and Tobago corporations,

Authorization is granted to each State to require, by regulations, that a portion
of the stock received in retnrn for the enumerated property, information. or
services be deposited with a designated bank or other denositors for the purpose
of assuring collection of any taxes payvable upon its disposition

Under this provision, a United States corporation can make a transfer of
property to a Trinidad and Tobago corporation in exchange for the stock of
that Trinidad and Tobago corporation, without regard to the provisions of =ection
351 of the Code, and elect not to include in income for United States tax pur-
poses any gain otherwise recognized (whether under sections 31 or 124D of
the Code) as a result of such transfer. In addition, that United States corpori-
tion can furnish “know-how™ to the Trinidad and Tobago corporation and obtain
the deferral for United States tax purposes withont initially having to consider
whether such “know-how" constitutes praperty for purposes of the application
of section 351 of the Code. It can also provide the enumerated services. to the
extent that they are rendered in connection with and subsidiary to the furnish-
ing of property rights or information which are covered under the Article
withont having the value of the portion of such stock which is attributable to
the services included in income, This elective deferral privilege, which avoids
cash problems involved in having to pay a eurrent tax on the receipt of =tock
where the recipient wishes to hold, rather than sell, such stock, wonld, of conrse,
also apply for purposes of the imposition of any Trinidad and Tobago tax other-
wise due by reason of the transaction. Thus, where the connected services are
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rendered in Trinidad and Tobago and stock in the Trinidad and Tobago corpora-
tion to which such services are provided is taken in consideration thereof, the
United States resident taking such stock is not subject te (1) Trinidad and
Tobaro tax, until later disposition of the stock, and (2) any United S

tax otherwise due by reason of the receipt of such stock,

ARTICLE 8. BUSINESS PROFITS

This Article sets forth the typical treaty rule that industrial or commercial
profits of a resident of one State are f: able in the other State only if the
resident has a permanent e tablishment in that other State. Wher v s a
permanent establishment only the indunstrial or commercial profits attributable
to the permanent establishment can be taxed by that other State.

This Article represents an acceptance by Trinidad and Tobago of the p

investment income should be taxed separately from industrial a
s where appropriate. Absent the provision, Trinidad
income directly or indirectly acerued in or derived from inidad
hether or not effectively conneeted with a permanent establish-

Under most of v UInited States Conventions negotiated prior to the new
French Treaty, industrial or commercial profits are not taxed in the absence
of a pe stablishment. However, once there is a permanent establishment
these con tions., and the old French Convention, provide that the provisions

t rates on interest and dividends and exempting royalties are
not appl e, This rule is known as the “foree of attraction™ j ple d is
replaced in the proposed Convention, as in our n treaty with France, with the
eltectively connected concept. Under the new approach, only that interest, divi-

ties which are effectively connected with the permanent estab-
lishment are 1 part of the industrial or commercial profits and only
gnch income does wefit from the reduced rate or exemption,

In determining the proper attribution of industr or commercial profits under
the proposed Treaty, the permanent establishment is generally to be treated as an
independent entity 1 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 incurred, which are
reasonably connected with profits attributable to the permanent establishment,
including executive and general administrative expenses, will be allowed as de-
ductions by the State in which the permanent establishment is located in com-
puting the tax due to such State. However, it is not necessary to allow a profit
to the head office for ancillary services furnished to the permanent establishment
as long as the pern it establishment is allowed to deduct the allocable eos
incurred by the head office.

The mere purchase of goods or merchandize in a State by the permanent estab-
lishment, or by the resident of which it is ¢ gmanent establishment, for the
account of such resident will not cause attribution of profits to such permanent
establishment.

The term “industrial or commerecial profits” means income derived from the
active conduet of a trade or business. For example, it includes profits from manu-
facturing. mercantile, agricultural, fishing, and transportati tivities. How-
ever, the term also includes investment income but only if the right or property
giving rise to the income is effectively connected to a rmanent establishment.

Income received by an individual as compensation for personal services (either
as an employee or in an i lependent eapacity) or insurance premiums, are not
included within the definition of industrial or commercial profits, Further, rentals
from motion picture films or films or tapes for radio or television broadeasting
are not included within the definition of the term industrial or commercial profits
under the proposed Convention.

This Article is substantially similar to the business profits article of the OECD
Model Convention except that the Model Convention does not contain a definition
of industrial or commercial profits.

ARTICLE 9. PERMANENT ESTAEBLISHMENT
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
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of the other State. The concept is also significant in determining the applicability
of other provisions of the Convention, such as Article 12 (Dividends), Article 13
(Interest), and Article 14 (Royalties). The definition of “permanent establish-
ment” is a modernized version of the definition found in some of our older treaties.
The new definition is similar to the definition found in our French Convention.

The term “permanent establishment” means “a fixed place of business through
which a resident of one of the Contracting States engages in industrial or com-
mercial activity.” Illustrations of the concept of a fixed place of husiness include
a seat of management, an office, a store or other sales outlet, a workshop, a fae-
tory, a warehouse, a place of extraction of natural resources, or a building, con-
struction, or installation project which is used for such purpose for 6 months or
more. As a general rule, any fixed faeility through which an individual, corpora-
tion or other person conduets industrial or commercial activity will be treated
as its permanent establishment unless it falls in one of the specific I\H'iﬂl"“‘-
described below. The proposed Convention uses the term “a seat of management’
which was the term used in our Convention with France. The technical explana-
tion of our French Convention explains the definition of the ferm “a seat of man-
agement” and its difference in meaning from the term “a place of management’
as follows :

It should be noted that this convention uses the term “seat of management”
where the OECD model convention and prior agreements to which the United
States is a party used the term “place of management” ; both terms are trans-
lations of the French term *“un siege de direction” and it is believed the
translation found in this convention is the more accurate. Prior agreements
in which the term “place of management” appears will be interpreted there-
fore as if the words “seat of management™ had been used.

That explanation is applicable to the proposed Trinidad and Tobago Convention.,

This Article specifically provides that a permanent establishment does not
include a fixed place of business of a resident of one of the Contracting States
which is located in the other Contracting State if it is used only for one or more
of the following:

(a) the processing by another person, whether related or unrelated. under
arrangements or conditions which are or would be made between independ-
ent persons, of goods or merchandise belonging to the resident ;

(b) the purchase, under arrangements or conditions which are or would
be made between independent persons, of goods or merchandise for the ac
count of the resident;

(e¢) the storage and/or delivery of goods belonging to the resident, (other
than goods or merchandise held for sale by such resident in a store or other
sales ontlet) ;

(d) the collection of information for the resident :

(e) advertiging, the conduet of scieniific research, the display of goods or
merchandise, or the supply of information, if such activities have a prepara-
tory and aunxiliary character in the trade or business of the resident; or

(f) construction, assembly, or installation projects if the site or facilities
are used for such purposes for less than 6 months.

These exceptions are eumulative and a site or facility used solely for more than
one of these purposes will not be considered a permanent establishment under
the proposed Convention. The construetion project rule is a physical test under
which the resident must be actively engaged in the project during the specified
period.

Notwithstanding the other provisions of this Article, a person will be con-
sidered to have a permanent establishment if he engages in business through
an agent, other than an independent agent, who has and regularly exercises au-
thority to conclude contracts in the name of such person unless the agent only
exercises such authority to purchase goods or merchandise. The proposed Conven-
tion further provides that a resident of one State will be considered to have a
permanent establishment in the other State if such resident engages in business
in such other State through a person, who maintains in that other State, a stock
of goods or merchandise belonging to such resident from which sueh person regn-
larly fills orders or makes deliveries. A resident of one State will also be con-
gidered fo have a permanent establishment in the other State if such resident
maintains equipment or machinery for rental or other purposes within that other
State for a period of 6 months or more.

With respect to an independent agent, the proposed Convention also provides
that a resident of one State will not be deemed to have a permanent establish-
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ment in the other State if such resident engages in industrial or commercial
activity in such other State through an independent agent, such as a broker or
general commission agent, if such agent is acting in the ordinary course of his
business.

The determination of whether a resident of one State has a permanent estab-
lishment in the other State is to be made without regard to any control relation-
ship of such resident with respect to a resident of the other State or with respect
to a person which engages in industrial or commercial activity in that other
State (whether through a permanent establishment or otherwise).

The Article provides that a resident of one of the States has a permanent
establishment in the other State if it sells in that other State goods or merchan-
dise that are either (1) subjected to substantial processing in that other State
(whether or not purchased in the other State) or (2) purchased in that other
State and such goods or merchandise are not subjected to substantial processing
outside the other State. Under this rule, which is similar to the rule contained
in the proposed Belgian Convention the taxpayer will have a permanent estab-
lishment whether or not he maintains a sales office in the other State. Thus,
where an independent agent acting for a United States corporation arranges for
the sale of goods in Trinidad and Tobago, the United States corporation will
nevertheless be deemed to have a permanent establishment in Trinidad and
Tobago where those goods were purchased in Trinidad and Tobago for that
corporiition by the agent (or by any other person) and then resold by the
corporation without having been subjected to processing outside Trinidad and
Tobago prior to such resale. With respect to a United States corporation selling
goods purchased outside Trinidad and Tobago (or produced outside Trinidad
and Tobago), their resale (or sale) in Trinidad and Tobago will of itself give
rise to a permanent establishment only if these goods are subjected to substantial
processing in Trinidad and Tobago.

If a resident of one State maintains a permanent establishment in the other
State at any time during the taxable year, the permanent establishment will be
considered to have existed for the entire taxable year.

ARTICLE 10. SHIPS AND AIRCRAFT

This Article provides that, notwithstanding the rules of Article 8 (Business
Profits), a resident of Trinidad and Tobago will be exempt from tax in the
United States on income derived from the operation in international traffic of
ships or aireraft, including capital gain derived from the sale of a ship or
aireraft used in such traffie, and that a resident of the United States will be
exempt from tax in Trinidad and Tobago on income derived from the operation
in international traffic of ships or aireraft, including capital gain derived from
the sale of a ship or aireraft used in such traffic, registered in the United States.
It should be noted that the registration requirement is only applicable in the
case of a resident of the United States.

This Article also will apply to income derived from the leasing, to a person
engaged in the operation of ships or aireraft, of a ship or aireraft under a full
or bareboat charter, where the lessor is engaged in the operation of ships or
aireraft if such lease is ancillary to the lessor’s other operations. For example,
if an airline of one of the Contracting States which has excess equipment in
the winter months leases several aircraft which are excess during that period
to an airline in the other Contracting State, the lessor is not subject to tax by
that other Contracting State.

ARTICLE 11. RELATED PERSONB

This Article complements section 482 of the Internal Revenue Code of 1954
and confirms the power of each government to allocate items of income, deduc-
tion, credit, or allowances in cases in which a resident of one State is related to
any other person if such related persons impose conditions between themselves
which are different from econditions which would be imposed between inde-
pendent persons, This provision is gimilar to the provizion contained in the
OECD Model Convention.

Provision is made in Article 23 (Mutual Agreement Procedures) for consul-
tation and agreement between the two States where an allocation by either State
results or would result in double taxation.
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ARTICLE 12, DIVIDEXDS

The proposed Convention provides for unilateral reduction on the part of
Trinidad and Tobago with respeet to dividends which are derived from sources
within Trinidad and Tobago by a resident of the United States. Thus. the United
States withholding tax which is imposed at a 30-percent rate on non-effectively
connected dividends paid by United States corporations to nonresidents of the
United States is not affected by the proposed Convention. In the absence of a
convention, Trinidad and Tobago imposes a 30-percent withholding tax on divi-
dends and branch profits remitted to nonresidents of Trinidad and Tobago. To
defermine the source of a dividend for the purposes of this Article, the rules con-
tained in paragraph (1) of Article 5 (Source of Income) are used.

Under the proposed Convention Trinidad and Tobago may impose a with-
holding tax of 25 percent on the gross amount actually distributed with respect
to portfolio investment dividends. The proposed Convention further provides that
Trinidad and Tobago may impose a maximum rate of 10 percent with respect to
intercorporate dividends if the recipient owns 10 percent or more of the stock of
the paying corporation and generally if not more than 25 percent of the gross
income of the paying corporation consists of dividends and interest. The rate
of withholding which is imposed by Trinidad and Tobago on profits of a branch
of a United States corporation located in Trinidad and Tobago is also limited to
10 percent.,

The proposed Convention abandons the “force of attraction” concept by pro-
viding that the reduced rate of tax on dividends is denied only if the shares with
respect to which the dividends are paid are effectively connected with a perma-
nent establishment which the recipient United States resident has in Trinidad
and Tobago. In such a case the dividends may be taxed as business profits in
accordance with Article 8 (Business Profits) of the proposed Convention,

The proposed Convention also provides specific definitions of the term “divi-
dends"” in the case of the United States and Trinidad and Tobago. These terms
allow each State to treat those payments which, under their internal law are
treated as dividends, to be so treated for pmrposes of the proposed Convention,
This rule is directly related to the position adopted in the proposed Convention
with respect to remittances of a branch of a United States corporation, located
in Trinidad and Tobago. o such corporation.

The proposed Convention also provides that dividends paid by a corporation
of one of the States to a person other than a resident of the other State (in the
ease of dividends paid by a Trinidad and Tobago corporation, other than to a
citizen of the United States) shall be exempt from tax by that other State unless
such dividends are treated as income from sources within that other State under
Article 5 (Source of Income), Thus, for example, if dividends are paid by a
Trinidad and Tobago corporation to an individual who is a resident of a third
country and who is not a citizen of the United States, and such dividends are
not effectively connected with a permanent establishment located in the United
States, the United States will not be able to subject this dividend to tax unless
the Trinidad and Tobago corporation had a permanent establishment in the
United States for a 3-year period and derived at least 50 percent of its gross
income from industrial and commerecial profits which are effectively connected
with such permanent establishment. In such a case, the only amount subject to
tax would be the pro rata portion of the permanent establishment's income
which is effectively connected with the United States trade or business, In no
case will the amount of the dividend which was treated as income from sources
within the United States exceed the net amount of money or money's worth
transferred from such permanent establishment during the 3-year period.

The proposed Convention also provides that where a corporation of one State
has a permanent establishment in the other State and derives profits or income
which are effectively connected with that permanent establishment, any remit-
tance of such profits or income by that permanent establishment may be taxed
as a distribution in accordance with the law of the other State at a rate which
will not exceed 10 percent. This 10-percent rate corresponds fto the redneed rate
which is applied to intercorporate dividends under paragraph (1) (b) of this
Article. This provision has been included to take info account the taxation of
such remittances under the tax laws of Trinidad and Tobago, This pravision
only applies to remitfances that are attributable to gains. profits, or income
which is effectively connected with the permanent establishment in Trinidad
and Tobago. Thus, if there is a permanent establishment in Trinidad and Tobago
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and no income is earned which is treated as effectively connected with that
permanent establishment, no portion of any remittance from that permanent
establishment to the United States home office would be subject to this 10-
percent tax.

It should be noted that this provision in no way affects the United States taxa-
tion of such remittances. Thus, since the United States would not treat such
remittances as a dividend, the 10-percent tax which is imposed would not be
treated as a tax imposed on the operations of the corporation in Trinidad and
Tobago through a permanent establishment,

It should also be noted that the proposed Convention does not contain an
Article dealing with capital gains, Both Trinidad and Tobago and the United
States have domestic rules which provide a large measure of exemption for
foreigners deriving capital gains. In the case of the United States, a nonresident
alien is exempt from tax on capital gains unless he is present in the United States
for a period or periods aggregating 183 days or more during the taxable year. In
the case of Trinidad and Tobago, capital gains are taxed at normal rates, How-
ever, if the holding period of the asset is longer than 12 months, the gain is not
regarded as income and is exempt from taxation. Since the proposed Convention
does not provide a special rule for capital gains, paragraph (2) of Article 3
(General Rules of Taxation) applies.

ARTICLE 13. INTEREST

The proposed Convention provides for a unilateral reduction by Trinidad and
Tobago of the rate of withholding tax which is imposed on interest which is re-
ceived from sources within Trinidad and Tobago by a resident of the United
States which is either a bank or other finaneial institution not having a perm-
anent establishment in Trinidad and Tobago. In the case of such residents of the
United States the rate of tax imposed by Trinidad and Tobago shall not exceed 15
percent of the gross amount paid. For purposes of determining the source of an
interest payment, the rule provided in paragraph (2) of Article 5 (Source of
Income) shall be used. It should be noted that if the recipient of an interest pay-
ment from sources within Trinidad and Tobago is a resident of the United
States, other than a bank or financial institution which does not have a perma-
nent establishment in Trinidad and Tobago, the reduced rate of tax which is
provided in the proposed Convention will not apply. The proposed Convention also
provides that interest received by one of the States or any wholly owned instru-
mentality of that State is exempt from tax by the other State. Thus, for example,
interest which is received from sources within Trinidad and Tobago by the Ex-
port-Import Bank of the United States would not be subject to Trinidad and
Tobago tax under this Article.

As in the case of dividends, the United States has not reduced itz rate of
withholding on interest under the proposed Convention. Thusg, the United States
may impose its withholding tax at the statutory rate of 30 percent on noneffec-
tively connected interest which is derived by residents or corporations of Trinidad
and Tobago from sources within the United States, except that interest derived by
the Government of Trinidad and Tobago or any of its wholly owned agencies is
exempt from such tax.

Under Trinidad and Tobago income tax law any interest payment paid by a
subsidiary to its nonresident parent or brother company is deemed to be a non-
dedunetible distribution of profits. Paragraph (5) has been added so as to
limit the application of this rule to sitnations where the taxpayer cannot
demonstrate the absence of tax avoidance as the motive for making the interest
payment, Under the proposed Convention where excess interest payments are
made becanse the payor and the recipient are related, the provisions of this Arti-
cle apply only to so much of the interest as would have been paid to an unrelated
person. The excess payment may be taxed by each State according to its own law
including the provisions of the proposed Convention where applicable.

This Article contains a provision which is comparable to that found in Article
12 (Dividends) which states that interest paid by a corporation of one of the
States to a person other than a resident of the other State (and, in the case of in-
terest paid by a Trinidad and Tobago corporation, other than a citizen of the
United States) shall be exempt from tax by the other State, unless such interest
is treated as income from sources within that other State under paragraph
(2) (b) or (8) of Article 5 (Souree of Income).
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ARTICLE 14. ROYALTIES

The proposed Convention provides on a reciprocal basis an exemption for
artistic and literary royalties but permits a tax to be levied at a maximum rate
of 15 percent on other royalties.

The term “royalties” is defined to include payments of any kind made as con-
sideration for the use of, or the right to use, copyrights, artistic or scientific
works, patents, designs, plans, secret processes or formulae, trademarks or other
like property or rights (not including motion picture films or films or tapes for
radio or television broadecasting) or information concerning industrial, com-
mereial, or scientific knowledge, experience, or skill.

For purposes of the proposed Convention, the term “royalties” does not include
any royalties, rentals, or other amounts paid in respect of the operation of mines
or quarries or other natural resources. The rules applicable to such income are
contained in Article 15 (Income from Real Property) of the proposed Convention.

The provisions of this Article do not apply if the recipient of a royalty has a
permanent establishment in a State of source and the rights or property giving
Tise to such royalty is effectively connected with such permanent establishment.
In such a case, the royalty may be taxed as industrial or commercial profits
under Article 8 (Business Profits). Thus, the “force of attraction” principle is
also abandoned with respect to royalties. To determine the sonree of a particular
royalty, the rules provided in paragraph (3) of Article 5 (Source of Income)
shall be used.

Under the proposed Convention, if excess royalties are paid because the payor
and recipient are related, the provisions of the royalties Article apply only to
go much of the royalty as would have been paid to an unrelated person. The
excess payment may be taxed by each State, according to its own law including
the provisions of the proposed Convention where applicable,

ARTICLE 15, INCOME FROM REAL PROPERTY

This Article provides a resident who is subject to taxation on income from
real property with an election to be taxed on a net basis. The election applies
to income from real property, including gains derived from the sale or exchange
of such property, and natural resource royalties. Each State retains the right
to tax income from real property under paragraph (1) of Article 3 (General Rules
of Taxation).

ARTICLE 16, INVESTMENT OR HOLDING COMPANIES

This Article denies the benefits of the dividends, interest, and royalties Articles
to a corporation of one of the States deriving such income from sonrces within the
other State if (1) such corporation is entitled to special tax benefits which result
in the tax imposed on such income being substantially less than the tax generally
imposed on corporate profits in such State, and (2) 25 percent or more of the
capital of the corporation is owned directly or indirectly by one or more persons
who are not individual residents of such State or, in the cage of a Trinidad and
Tobago corporation, are citizens of the United States.

The purpose of this Article is to deal with a potential abuse which could ocenr
if one of the States provided preferential rates of tax for investment or holding
companies, In such a ease, residents of third countries conld organize a corpora-
tion in the State extending the preferential rates for the purpose of making
investments in the other State. The combination of the low tax rates in the first
State and the reduced rates or exemptions in the other State would enable the
third-country residents to realize unintended benefits,

ARTICLE 17, INCOME FROM PERSONAL SERVICES

This Article provides that an individual resident of one State is exempt from
tax by the other State with respeect to income from personal services performed
in such other State if such person is physically present there for not more than
183 days, in the aggregate, during the taxable year and either (1) such individual
is an employee of a resident of a State other than the State of source (or an em-
ployee of a permanent establishment of a resident of the State of source located
outside such State) and the amount of such income is not deducted in computing
the profits of a permanent establishment of the State of source; or (2) such
income does not exceed $3,000 or its equivalent in Trinidad and Tobago dollars,
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Thusg, if such individual's employment income does not exceed $3,000 or its
equivalent in Trinidad and Tobago dollars, such individual need only satisfy the
physical presence limitation in order to qualify for the exemption.

Compensation for services performed as a member of the regular complement
aboard ships or aircraft operated in international traffic by a resident of one
State (and in the case of the United States, registered in the United States)
are exempt from tax in the other State. This exception does not limit a State’s
right to tax its own citizens or residents,

“Income from personal services” includes income from the performance of per-
sonal services in an independent capacity and “employment income.” Employment
income includes income from services performed by officers and directors of cor-
porations, However, income from personal services performed by partners is
treated as income from the performance of services in an independent capacity.

The exemption applicable to personal service income is limited in the case of
(1) public entertainers, such as musicians, actors, or professional athletes, and
(2) any person providing the services of a person deseribed in (1) even though
such income may otherwise be considered exempt under some other provision of
this Convention, These persons are taxable if their income from such activities
exceeds $100 (or itz equivalent in Trinidad and Tobago dollars) for each day
the individual is present for purposes of performing within the State.

ARTICLE 18, TEACHING AND RESEARCH

This Article of the proposed Convention provides a reciprocal exemption from
tax for personal service income of visiting teachers or researchers. This exemp-
tion applies to an individual who is a resident of one State at the time he is in-
vited by the Government of the other State or by an aceredited educational insti-
tution of the other State to teach or do research in the other State and temporarily
comes to such other State in order to engage in such teaching or research at such
an accredited educational institution. However, the exemption does not apply
to income (1) from research undertaken not in the publie interest but primarily
for private benefit of a specific person or persons or (2) in cases where an agree-
ment exists between the Governments of States for the provision of the services
of such individuals. If the individual's visit exceeds a period of 2 years from the
date of arrival, the exemption applies to the income received by the individual
hefore the expiration of such 2-year period.

ARTICLE 19. STUDENTS AND TRAINEES

This Article provides that an individnal who is a resident of one State at the
tivue he becomes temporarily present in the other State for the purpose of study-
ing at a university or other accredited institution, of securing training for quali-
fication in a profession or of studying or doing research as a recipient of a grant,
allowance, or award from a governmental, religious, charitable, seclentifie,
literary, or educational institution is exempt from tax in the host State on:

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

(2) The grant, allowance, or award ;

(3) Income from personal services performed in the host State not in excess
of $2,000 (or its equivalent in Trinidad and Tobago dollars) for any taxable year.
The £2,000 exemption is increased to $5,000 if a resident is securing training re-
guired to qualify him to practice a profession or a professional specialty.

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 may
an individual have the benefit of this provision for more than a total of 5 taxable
years from the date of arrival.

In addition, a resident of one State employed by or under contract with &
resident of that State who, at the time he is a resident of that State, becomes
temporarily present in the other State for the purpose of studying or acquiring
technical, professional, or business experience other than from a resident of
the first-mentioned State is exempt from tax in the host State on income not,
in excess of 85,000 (or its equivalent in Trinidad and Tobago dollars) from
personal services rendered in the host State, The individnal is exempt for a
period of one year which period commences with the first day of the first month
in which he beging working or receives compensation,

Also, an individual who is a resident of one State at the time he becomes
temporarily present in the other State for a period not exceeding one year
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and who is temporarily present in the host State as a participant in a govern-
ment program of the host State for the primary purpose of training, research
or stndy is entitled to an exemption by the host State with respect to his income
from personal services relating to such training, research, or study performed in
the host State in an amount not in excess of $10,000 (or its equivalent in Trinidad
and Tobago dollars).

ividual qualifies for the benefits of more than one of the provisions
of the personal services Articles, he may choose the provisgion most faverable
to him but he may not claim the benefits of more than one provision in any
taxable year.

ARTICLE 20. GOVERNMENTAL SALARIES

The proposed Convention provides that wages, salaries, and similar compen-
sation, pensions, annuities, or similar benefits, which are paid by or from the
public funds of one of the States to an individual who is a national of that State
for services rendered to that State in the discharge of governmental functions
shall be exempt from tax by the other State,

Unlike the French Convention the proposed Convention does not apply to
political subdivisions of a State, Thus, for example, employees of a State or
municipal government of the United States employed in Trinidad and Tobago
will not be exempt from Trinidad and Tobago tax under the proposed Con-
vention,

With respect to the application of this provision to Trinidad and Tobago, it
should be noted that Trinidad and Tobago taxes on the basis of residence and
not citizenship. Further, a person loses his resident status in Trinidad and
Tobago for tax purposes if he remains outside the conntry for a continuous
period of 6 months. Thus, a resident of Trinidad and Tobago employed abroad
can be subject to tax in Trinidad and Tobago for no more t 1 6 months,

The proposed Convention also adds a specification that the compensation must
be paid in connection with the discharge of functions of a governmental natuare.
Compen=ation paid in connection with industrial or commercial activity is
treate! the same as compensation received from a private employver. The pro-
visions relating to dependent personal services, private pensions and annuities,
and social security payments would apply in such a case.

ARTICLE 21. RULES APPLICABLE TO PERSONAL INCOME ARTICLES

This Article extends the benefits of the personal services Articles (Articles
17T through 20) to reimbursed travel expenses. However, such reimbursed ex-
penses will nmot be taken into account in computing the maximum amount of
exemptions specified in Articles 17 (Income from Personal Services) and 19
(Students and Trainees). If an individual qualifies for the benefits of more
than one of the provisions of Articles 17 through 20, he may choose the pro-
vision most favorable to him but he may not claim the benefits of more than
one Article with respect to the same income in any one taxable year.

ARTICLE 22, PRIVATE PENBIONS AND ANNUITIES

The proposed Convention provides that private pensions, private life an-
nuities. and alimony which are paid to an individual who is a regident of one
of the States shall be exempt from tax in the State of source.

The term “life annuities” is defined to mean a stated sum paid periodically at
stated times daring life, or during a specified number of years, under an obligation
to make pavments in return for adequate and full consideration in money or
money's worth,

The term “pension" is defined as periodic payments made after retirement or
death in consideration for services rendered, or by way of compensation for
injuries received in connection with past employment.

The term “alimony” is defined as periodic payments made pursnant to a decree
of divorce or of separate maintenance which are taxable to the recipient under the
internal laws of the State of which he is a resident. Thus. the term “alimony™
would not include a payment which wonld not be taxable to the recipient under
the laws of the State in which he is a resident even thoush such payment is made
pursuant to a decree of divorce or of separate maintenance.

The effect of this provision is the same as that of the OECD Model Convention.
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ARTICLE 23. MUTUAL AGREEMENT PROCEDURES

This Article provides that the competent authorities of the States may prescribe
regulations for implementing the present Convention within their respective
States and may communicate with each other directly for the purpose of currying
out and giving effect to the provisions of this Convenlion,

This Article also provides that the competent anthorities of the two States will
endeavor to settle by mutual agreement cases of taxation not in accordance with
the Convention as well as any other difficulties or doubts arising as to the appli-
qition of the Convention, Some particular areas on which the competent authori-
ties may consult and reach agreement are (1) the amount of industrial and com-
mercial profits to be attributed to a permanent establishment, (2) the allocation
of income, deductions, eredits, or allowances between a resident and any related
person, and (3) the determination of the source of particular items of income
in accordance with the rules set forth in Article 5 (Source of Income).

In implementing the provisions of this Article, the competent authoritics will
communicate with each other directly and meet together for an exchange of oral
opinions where advisable.

In cases in which the competent authorities reach agreement with respect to
a particular matter, taxes will be adjusted and refunds or eredits allowed in
accordance with such agreement. This provision permits the issuance of a re-
fund or credit notwithstanding procedural barriers otherwise existing under a
State’s law, such as the Statute of Limitations.

This provision will apply only where agreement or partial agreement has been
reached between the competent authorities and will apply in the case of any
such agreement after the Convention goes into effect even though the agreement
may concern taxable years prior thereto.

Revenue Procedure T0-18 sets forth the procedures followed by the United
States in implementing its obligations under this type of article.

ARTICLE 24. 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 in-
formation may be exchanged to facilitate the administration of the Convention
and to prevent frand and the avoidance of taxes to which the Convention relates,

Information exchanged is treated as secret and may not be disclosed to any
persons other than those (including a court or administrative body) concerned
with the assessment, collection, enforcement, or prosecution of taxes subject to
the Convention, but this does not prohibit diselosure in the course of a court
proceeding. In no case does this Article impose an obligation on either State to
exchange information which would disclose trade seerets or similar information.
Further, information shall not be exchonged unless that information is available
to a Contracting State under its taxat’on laws and administrative procedures.

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.

ARTICLE 25. ASSISTANCE IN COLLECTION

This Article provides for mutual assistance in the collection of taxes where re-
quired to avoid an abuse of the Convention. The provision is intended merely to
insure that the benefits of the Convention will only be available with respect to
persons entitled to such benefits; it does not in any way alter the rights under
other provisions of the Convention.

The Article provides that each State will endeavor to collect for the other
State such amounts as may be necessary to insure that any exemption or reduced
rate of tax granted nnder the proposed Convention will not be availed of by per-
sons not entitled to those benefits, However, this Article will not require a State,
in order to collect taxes which are imposed by the other State, to undertuke any
administrative measures that differ from its internal regulations or practices
nor will this Article require a State to undertake any administrative or judic
measures which are contrary to that State's sovereignty, security, or publie
policy.

ARTICLE 26. TAXPAYER CLAIMS

This Article provides for the administrative review of taxpaver claims. Thus,
when a resident of one State considers that action has resulted or will possibly
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result in taxation contrary to the provisions of the Convention, such resident may
present his ease to the competent authority of the State of which he ig a resident,
This remedy is in addition to any remedy provided by the law of either State.
The competent authority of the State to which the elaim is made shall, if he
thinks the elaim has merit, endeavor to settle this claim with the competent
authority of the other State. In cases in which the competent authorities reach
agreement with respeet to a particular matter, taxes will be imposed and refunds
or credits allowed (as provided in Article 24 (Mutual Agreement Procedures) )
in accordance with such agreement.

ARTIOLE 27. 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 fo or
amendment of tax laws which concern the imposition of taxes which are the sub-
ject 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.

ARTICLE 28. EFFECTIVE DATES AND RATIFICATION

This Article provides for the ratification of the proposed Convention and for
the exchange of instruments of ratification, The proposed Convention will have
effect for taxable years beginning on or after the first day of January of the year
in which the instruments of ratification are exchanged. However, (1) the provi-
sions of paragraph (2) of Article 7 (Tax Deferral for Technical Assistance)
shall be effective with respect to stock received on or after the date of the signing
of the Convention and (2) Trinidad and Tebago agrees, following the signing of
this Convention, to take all steps that are necessary to give effect to the provi-
sions of Article 12 (Dividends) so that the provisions of that Article shall be
effective from January 1, 1970, and shall terminate on December 31, 1970, unless
this Convention has been ratified by both States. This provision was added in
order to authorize Trinidad and Tobago to reduce the rate of its withhelding on
dividends as soon as the Convention is signed and not postpone this reduction
until the Convention is ratified.

This Article also provides rules for terminating the Convention. The Conven-
tion will continue in effect indefinitely, but may be terminated by either State at
any time after 5 years from the first day of January of the year in which the
instruments of ratification are exchanged. A State seeking to terminate the Con-
vention must give notice at least 6 months before the end of the calendar year
through diplomatic channels. If the Convention is terminated such termination
shall be effective for taxable years beginning on or after the first day of January
next following the expiration of the G-month period.

ARTICLE 20. EXTENSION OF CONVENTION

This Article provides a method by which either State may extend the Conven-
tion, either in whole or in part or with such modification as may be found neces-
sary for special application in a particular case, to all or any areas for whose
international relations the State is responsible and which area imposes taxes
substantially similar in character to those which are the subject of this
Convention.

Extension to an area may be accomplished by a State through a written noti-
ficntion given to the other State through diplomatic channels. The other State
shall indicate its acceptance by a written communication through diplomatie
channels, When the notifieation and communication have been ratified in ac-
cordance with the constitutional procedures of each State and instruments of
ratification exchanged the extension will take effect for the date specified in,
and be subject to such conditions as are specified in, the notification. Without
such acceptance and exchange of instruments of ratification in respect of an
area, none of the provisions of this Convention shall apply to such areas.

Either of the States may terminate an extension with respect to an area by
6 months prior written notice of termination given to the other State at any
time after the date of entry into force of the extension. The termination will
take effect for taxable years beginning on or after the first day of January next
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following the expiration of the 6-month period. The termination of an extension
to a particular area shall not affect the application of the Convention to the
United States, Trinidad and Tobago, or any other area to which the Convention
has been extended.

Ocrorer 6, 1970.

TECHNICAL EXPLANATION OF PROPOSED UUNITED STATES-NETHERLANDS ESTATE TAx
CONVENTION

(Department of the Treasury)
INTRODUCTION

The proposed Estate Tax Convention and Protocol with the Netherlands is the
first estate tax convention to be sent to the Senate since the Convention between
the United States and Canada, which was ratified on January 31, 1962, That
Convention replaced an earlier estate tax convention between the two countries.
Prior to that the most recent estate tax convention forwarded to the Senate was
with Italy. It was ratified on July 29, 1955,

The proposed Convention is substantially different from the twelve existing
tax conventions® principally because of two significant developments since the
negotiation of our last estate tax convention. The new convention is the first to
reflect changes and the policies underlying those changes in United States estate
taxation of nonrvesident aliens contained in the Foreign Investors Tax Act of
1966. The proposed convention is also based, in part, on the provisions of the
OECD Model Estate Tax Convention (entitled Draft Double Taxation Conven-
tion on HEstates and Inheritances), published in 1966 by the Organization for
Economie Co-operation and Development, to the extent consistent with the laws
and policies of the United States and the Netherlands. The United States played
a substantial part in the drafting of the model convention. As the United States
nears the completion of its income tax convention network in Western Europe
(based on the OECD Model Income Tax Convention), we are seeking a comple-
mentary estate tax convention system. The proposed convention refleets a co-
ordination and rationalization of the Netherlands succession and transfer duties
(typical of Western European legal systems) with the United States estate tax.

However, most of the provisions in the proposed convention are found in the
existing conventions and only a few provisions are new, such as Article 4, which
provides rules designed to ameliorate tax problems of persons temporarily
present in a foreign country, and Article 10(1), which provides for a marital
exemption,

The provisions of the proposed Convention are discussed article by article
below, after brief summaries of the Federal estate tax, the Duteh succession and
transfer duties, and the general approaches of existing United States estate tax
conventions and the OECD Model Convention.

FEDERAL ESTATE TAX

The Federal estate tax is imposed with respect to the worldwide estates of
decedents who were citizens or residents of the United States at death and on
the estates of nonresidents who were not ecitizens (referred to hereafter as non-
resident aliens) with respect to their property deemed situated in the United
States, For Federal estate tax purposes, a resident of the United States is a
domiciliary therein, i.e., a person residing in the United States who has the
intention to remain in the United States indefinitely or a person who has lived
in the United States with such an intention and who subsequently left the
United States without having the intention to remain indefinitely in the country
of his new residence. In other words, while the term “resident” is used in the
estate tax laws, it is generally defined in terms of the common law rules with
respect to domicile,

For situs rules of United States domestic law, see sections 2104 and 2105 of
the Internal Revenue Code of 1954 (the “Code”) and the regulations thereunder ;
for a discussion of the more important types of property taxable on the basis of

! The United States has estate tax conventions in force with Australia, Canada. Finland,
France, Greeee, Ireland, Italy, Japan, Norway, Switzerland, the Republic of South Africa,
and the United Kingdom.




situs under these rules but exempt under the Convention see the commentary
on Article 8§ in this technieal explanation.

Estates of citizens or residents are allowed: (a) a $60,000 exemption: (b)
a marital deduetion for property passing to the surviving spouse of the decedent
of up to 50 percent of the adjusted gross estate; and (¢) deduetions for debts,
funeral sand administration expenses, and claims against, and losses of, the
estate. The taxable estate is taxed at rates progressing from 3 to 77 percent.
Credits are allowable for foreign death taxes with respect to property which is
congidered under United States situs rules to be situated in the taxing foreign
conntry and which is included in the gross estate for Federal estate tax purposes.

Since the enactment of the Foreign Investors Tax Act of 1966, estates of non-
resident aliens are allowed a £30,000 exemption plus deductions for a proportion
of the debts, funeral and administration expenses, claims, and loszes (based on
the proportion of the decedent’s worldwide estate which is located in the United
States), The United States estate is taxed at rates ranging from 5 percent to 25
percent. The lower rates are designed to compensate for the fact that no marital
deduction is allowable. See Senate Report No. 1707, 80th Congress, 24 Session
(1966), page 50,

NETIIERLANDS SUCCESSION AND TRANSFER TAXES

The Netherlands imposes a succession duty with respect to the worldwide
estates of residents of the Netherlands on each beneficiary of the estate. For
this purpose, a decedent is considered a resident of the Netherlands if he had a
habitual abode in the Netherlands, even though he had no intent to remain there
indefinitely and was therefore not a domiciliary of the Netherlands under
United States law. This is one of the basic differences in the assertion of taxes at
death between the United States and the Netherlands, The proposed convention
attempts to rationalize this difference on a more complete and equitable fashion
then is found in existing conventions, Exemptions and rates under Netherlands
law vary with the degree of relationship between the decedent and the bene-
ficiary. The surviving spouse is entitled to an exemption equivalent to $69,450,
while other beneficiaries have exemptions equivalent to from $129 to $2.778.
The rates are progre ve and range from 3 percent to 17 percent in the case
of the spouse and children of the decedent and from 36 percent to 54 percent in
the case of unrelated beneficiaries, Deductions are nllowable for debts and
funeral expenses, Administration expenses are not deductible but normally are
smaller than in the United States. Foreign taxes are creditable against tax or
deduetible as debts, depending on the jurisdictional basis upon which they are
imposed.

Citizens of the Netherlands who were not residents of the Netherlands at
death but were residents thereof within 10 years of death are deemed residents
of the Netherlands for purposes of the death duty., However, all taxes of the
country of actual residence are eredited rather than deducted in such cases.

A transfer duty at death is the only tax imposed with respect to estates of non-
residents and is only imposed on immovable (real) property, mortgages, business
assets (inecluding ships, boats, and aircraft), and certain types of business
investments other than marketable securities, if deemed situated in the Nether-
lands, No deductions (other than for debts specifically related to taxable prop-
erty) or exemptions are allowed with respect to the transfer duty, which is
imposed at a rate of 6 percent,

EXISTING UNITED STATES CONVENTIONS AND OECD MODEL CONVENTION

Existing United States estate tax conventions provide for the taxation of the
worldwide estates of decedents by the country of domicile or ecitizenship (na-
tionality). Like United States domestie law, these conventions are based on the
situs principle of taxation. That is, tax is imposed on estates of nonresident
aliens with respect to property located in the taxing country, and a eredit is
granted by the country of which the decedent was a citizen or domiciliary for
estate or inheritance taxes paid to the other country with respect to the property.
In certain eases (for example, where the property is deemed sitnated in or out-
side both countries), existing conventions provide that the countries each gave
o partial credit.

Such conventions provide comprehensive situs rules (more detailed than, and
at times differing from, those contained in the Code) and state that situs shall
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be “determined exclusively in accordance with” these rules. Accordingly, prop-
erty considered under such a convention to be situated in a country may be tax-
able by it, notwithstanding that the property would not be taxed or taxable by
that country under its domestic law in the absence of the convention. However,
some conventions contain a provision, corresponding to Article 5(3) of the Con-
vention, which limits the maximum amount of tax of a country under the con-
vention to the amount of tax which would be imposed by the country in the ab-
sence of the convention.

On the other hand, Articles 5, 6, and 7 of the OECD Model.Convention pro-
vide that certain specified categories of property may be tared by a country in
which the property is deemed located even though the decedent was neither a
domiciliary nor a citizen of that country. Accordingly, it appears that the OECD
Model Convention would not extend the taxing jurisdiction of the countries be-
yond that provided in their domestic laws.

The OECD Model Convention places principal emphasis on domicile of the
decedent. It provides that all property shall be taxable by the country in which
the decedent was domiciled at death. However, real (immovable) property and
business assets other than ships and aircraft may also be taxed by the country in
which they are situated. Ships and airvcraft may also be taxed by the country
where their effective management is located. In order to eliminate double taxa-
tion of such property, the conntry of domiecile shall grant an exemption for such
property or a credit for the other country’s taxes thereon. Although the taxing
rules relating to real property, business assets, and ships and aiveraft are simi-
lar in effect to situs rules the former are more limited. Accordingly, taxing juris-
diction of a country in which the decedent was not domiciled is more limited
under the OECD Model Convention than under the Code or existing United States
tax conventions. In addition, the OECD Model Convention makes no provision
for the taxation of the worldwide estates of decedents based upon citizenship or
nationality. It does offer an alternative provision which might be used to author-
ize such taxation, but such provision would be subsidiary to taxation based on
domicile and would require the country of citizenship in effect to relingquish pri-
mary taxing jurisdiction to the domicilary country through an exemption or
credit.

In determining domicile, the OTRCD Model Convention refers to the law of each
of the countries. If both countries find domicile, the OECD Model Convention
resorts to a sequence of tests, the application of which is intended to assure that
there is one and only one domicile. This series of tests involves the concepts of
permanent home, center of vital interests, habitual abode, and citizenship. in that
order. If these tests do not solve the question of domicile in any given case, the
OECD Model Convention provides that the countries shall settle the question by
mutual agreement.

These concepts are highly uncertain in their actual application, involving fact-
ual determinations in each case which may be extremely difficult to make and
very controversial. They follow the general European pattern of little more than
residence giving rise to domiecile for both estate and income tax purposes. The
OECD Model Convention reflects the substantially different jurisdictional con-
cepts of most European countries and the United States. The United States as-
serts primary taxing jurisdiction based on citizenship or domicile. European coun-
tries assert primary jurisdiction generally based on residenece without regard
to nationality or citizenship or domieile. The common law concept of “domicile™
is generally unknown under European laws. See the commentary on Article 4.

Analysis of Proposed Convention :

ARTICLE 1. ESTATES COVERED

The Convention shall apply to estates of decedents which are subject to the
taxing jurisdiction of the United States or the Netherlands by reason of the de-
cedent's domicile therein or citizenship thereof at death. Because of the domestic
laws of the two states, the Convention applies to the estate of a decedent who
was either a domiciliary or a citizen of the United States or who was a domicili-
ary of the Netherlands. Dutch law does not provide for taxation based solely on
citizenship. However, the estate of a nonresident citizen of the Netherlands is
taxed on the basis of constructive residence in the Netherlands if the decedent
had been a nonresident of the Netherlands less than 10 years at his death. See
the discussion of the Dutch sueccession duty in the introduetion and under Arti-
cle D (relating to taxation on the basis of eitizenship).

52-019—71
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The Convention refers to citizenship (and domicile) at death; decedents de-
scribed in section 2107 of the Internal Revenue Code of 1954 (relating to deced-
ents who are United States expatriates and who relinquish United States citizen-
ship for the principal purpose of avoiding taxes) are not United States citizens
for this purpose. See also Article 9. However, the estate of a United States expa-
triate decedent who died domiciled in the Netherlands will be covered by the
Convention on the basis of such domicile.

The second sentence of the article is necessitated by section 2209 of the Code,
That sentence provides, in effect, that the Convention shall not apply to the
estate of a citizen of the United States described in section 2209 (i.e., a resident
of a possession of the United States whose citizenship resulted solely from his
citizenship of, or his birth or residence in, the possession and who is therefore not
subject to federal estate tax as a citizen under the provision of section 2209 of the
Code) unless his estate is subject to the taxing jurisdiction of the Netherlands
by reason of his actual or deemed domicile therein at death.

Article I of the Protocol to the Convention which was execnted at the signing
of the Convention states that the Convention shall not affect property rights under
laws relating to descent, distribution, succession, inheritance, or other similar
matters,

ARTICLE 2. TAXES COVERED

This article designates the taxes of the United States and the Netherlands which
are the subject of the Convention. With respect to the United States, the tax
inclnded is the Federal estate tax. With respect to the Netherlands, the taxes
included are the succession duty and the transfer duty at death. The Conven-
tion also applies to subsequently enacted taxes on estates and inheritances im-
posed on the occasion of death, in the form of a tax on the corpus of the estate,
a tax on inheritance, transfer duties, or taxes on domations mortis causa. It
does not apply to such taxes as docnmentary stamp taxes with respect to trans-
fers at death or income taxes on the appreciation of eapital assets at death.
Nor does it apply to taxes imposed by a State or local authority.

This article provides further that the competent authorities of the United
States and the Netherlands shall notify each other of any substantial changes
in their respective laws relating to taxes on estates and inheritances.

ARETICLE 3. GENERAL DEFINITIONS

This article defines the terms “State”, “United States”, “Netherlands”, “tax”,
“eredit”, and “competent authority”,

The term “State”, as used in the Convention, refers to the United States of
America (when used in the geographical sense it refers to the several States of
the United States and the Distriet of Columbia) and the part of the Kingdom
of the Netherlands that is situated in Europe. The treaty does not cover Surinam
or the Netherlands Antilles which are part of the Kingdom of the Netherlands.
No reference is made to the continental shelf.

The article also provides that any term not otherwise defined in the Conven-
tion shall, unless the context otherwise requires, have the meaning which it has
under the laws of the State whose tax is being determined. Article II of the
Protocol provides that if the meaning of a term under the laws of one State is
different from the meaning of the term under the laws of the other State: or if the
meaning of sueh a term under the laws of one or both States is not readily deter-
minable, the competent authorities of the States may, in order to prevent
double taxation or to further any other purpose of the Convention, establish a
common meaning of the term for purposes of the Convention.

ARTICLE 4. FISCAL DOMICILE

This article sets forth rules for determining fiseal domicile for purposes of the
Convention. Fiseal domicile is important since the domicile of the decedent is a
basis for imposing estate tax or succession duty on his entire estate wherever
sitnated.

Article IV of the Protocol states that, as used in the Convention, the term

“domicile
its tax.
Under the definition of fiscal domicile contained in this article each State
looks first to its domestic law (however, see the discussion below of Article V
of the Protocol, relating to the 10-year rule under Netherlands law). The defini-

with respect to each of the States means residence for purposes of
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tion then provides rules for determining a single domicile in cases in which both
of the States regard the decedent as having been a domiciliary. ( Existing con-
ventions do not provide for the elimination of double domicile, but rather give
relief from double taxation in double domicile cases by means of a prorated
credit similar to that provided in Article 11(2) (¢) of this Convention).

The proposed Convention provides that a decedent who at his death was a
citizen of one of the States without being a citizen of the other State, and who
would be considered as domiciled in both States under their respective laws,
shall be deemed to have been domiciled only in the State of which he was a
citizen if (1) he died when having been domiciled (for purposes of tax) in the
other State in the aggregate less than 7 years during the 10-year period ending
at his death, and (2) he was in the other State for business, professional,
educational, training, tourism, or a similar purpose (or as the spouse or a de-
pendent member of the family of a person who was in that other State for
such a purpose), and if he did not have a clear intention to remain indefinitely
in the other State. Unless all of the evidence considered together is clear and
convincing to the contrary it shall be presumed that the decedent did not have
a clear intention to remain indefinitely in the State of which he was not a
citizen. The use of a T-out-of-10 year rule rather than a simple period of time
avoids issues arising from a relatively short change in status. (As a corollary to
this T-out-of-10 year rule, the State of citizenship yields priority of taxation
(by means of a credit) to the other State after T years of domicile therein in a
10-year period. See Article 11(2) (a)). This rule conforms the Convention to
some extent to the OECD Model Convention approach and recognizes that deced-
ents who lived in a foreign country for a substantial number of years preceding
death normally have significant ties with that country justifying the imposition
of primary taxing jurisdiction by such country.

In the cases in which a single domiecile is not determined under the above
rules,? additional tests are set forth to resolve the decedent’s domicile. These
tests are based on the tests for determining domiecile contained in the OECD
Model Convention, with certain variations. The first such tests provides that
the decedent shall be deemed to have been domiciled in the State in which he
made his permanent home for 5 years or more immediately preceding his death.
Article IIT of the Protocol provides that for this purpose a decedent shall not
be deemed to have more than one permanent home. If that test does not deter-
mine the decedent’s domicile, his domicile shall be deemed to be in the State
in which his personal relations were closest. If that cannot be determined, his
domicile shall be deemed to be in the State of which he was a citizen. If the
decedent was a citizen of both States or neither of them, the competent anthori-
ties shall determine the State of his domicile by mutual agreement, Article VI
of the Protocol provides that since it is intended by Article 4 to resolve all cases
of double domicile, the competent authorities of the States shall resolve any
dispute with respeet to the domicile of the decedent for purposes of the Con-
vention which is presented to one or both of them within the period of time
preseribed under Article 12 for the filing of a elaim for credit or refund of fax.

Article V of the Protocol provides that the Netherlands will not, for purposes
of determining domicile under this article, assert its domestic 10-year rule
presumptive of domicile with respect to decedents who were citizens of the
Netherlands and who were in the United States for less than 10 years imme-
diately preceding death, if the decedent had the intention to remain indefinitely
in the United States. Accordingly, a citizen of the Netherlands, who at his death
was in the United States with the intention of remaining indefinitely is con-
gidered a domiciliary of the United States for purposes of the Convention,
although he did not have a permanent home here for 5 years. The Netherlands
may. however, tax the worldwide estate of such a decedent pursnant to Article
9 of the Convention, relating to taxation based on citizenship. Double taxation is
avoided throngh the credit provisions of Article 11.

ARTICLE 5. APPLICATION OF DOMESTIC LAWS

This article provides for the application of domestic law except as otherwise
provided in the Convention. Accordingly, for example, the deduetibility of debts
is determined by each State under its domestic laws.

2 For exnmple cases of double eitizenship, eltizenship in a third country, or a decedent §

the State of which he was not a citizen for more than 7 out of 10 years without the cles
intention to remain there indefinitely.
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Under Netherlands laws debts secured by property deseribed in Article 8 for
T are dedueted entirely from the value of the property to which they relate.
Under United States law debts of the decedent are prorated among all of the
assets of the estate for purposes of determining the taxable estates of nonresi-
dent aliens and the credit allowable with respect to estates of United States
domiciliaries or citizens. See example (6) in the commentary on Article 11.

This article provides further that, in any case in which the laws of a State
alloeate deduetions on the basis of the situs of property, property shall be
deemed for the purpose of determining the amount of any deductions to have a
situs in that State only if that State may tax it under the Convention. For ex-
ample, in the case of a Dutch domiciliary and citizen who dies owning real prop-
erty in the United States and stock of United States corporations, alloeation
of debts should be made under section 2106(a) (1) of the Internal Revenue Code
of 1954 based solely on the ownership of the United States real property since
the stock is not taxable by the United States under the Convention,

In order to allocate debts properly for credit purposes, this article further
provides that property shall be deemed for the purpose of determining the
amounts of any credits to have a situs in the other State only if a credit is
allowable under the Convention for the tax of that other State with respect to
the property.

Article 5 also preserves reporting and recordkeeping requirements of domes-
tic law based upon situs with respect to property which Article 8 of the Con-
vention exempts from tax. See section 6018 (a) (2) of the Internal Revenue Code
of 1954 and §§ 20.6036-1(a) and 20.6325-1(b) of the Fstate Tax Regulations.
This provision relates specifically to information or tax returns or notices, trans-
fer certificates, or maintenance of records, and provides that sanctions under
domestic law (civil and eriminal) shall not be affected by exemption under the
Convention. In other words, in the preceding example, if the estate fails to file
returns or notices or obtain transfer certificates, or maintain records, as would
be required in the absence of exemption of the stock, then sanctions may be im-
posed to the same extent as if the Convention had not exempted the stock
from tax. This provision is necessary in order to have effective sanctions since
most civil sanctions are based upon the amount of the underpayment of tax,
which in this case may be zero by reason of the Article 8 exemption.

One of the principal purposes of the proposed convention is the prevention
of fiscal evasion. Even though the United States relinquishes jurisdiction to tax
certain property, such as stock of United States companies, retention of the
above requirement and sanctions is designed to prevent evasion of Nether-
Iands tax. In the event that any of these requirements or sanctions proves to
be unnecessary it may be removed or modified by regulations.

Finally, this article provides that the Convention shall not result in an in-
erease in the amount of the tax imposed by either State (exeept to the extent
that the increase results from the reduction under the Convention of the tax
paid to the other State for which credit is allowable).

ARTICLE 6. IMMOVABLE PROPERTY

Article 6 provides that immovable property may be taxed by a State if the
property is situated in that State. The United States has no law defining “im-
movable property”. The term as applied to United States property is considered
to mean real property for purposes of the Convention. Security interests are
not deemed real property for this purpose.

The last paragraph of Article 6 (and of Article T), together with the usage
of the permissive words “may be taxed” in the first paragraph, precludes any
extension of a State’s taxing jurisdiction under this article beyond that pro-
vided in its domestic law.

ARTICLE 7. BUSINESS PROPERTY OF A PERMANENT ESTABLISHMENT AND ASSETS PER-
TAINING TO A FIXED BASE USED FOR THE PFERFORMANCE OF PROFESSIONAL SERVICES

This article provides that assets (other than ships, boats, and aireraft operated
in international trafiic, movable property related thereto, and immovable prop-
erty) which form part of the business property of a permanent establishment
may be taxed by a State if the permanent establishment is situated in that State,
The article applies to such assets to the extent they were nsed or held for use in
the conduct of the business of the permanent establishment.,
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The article defines the term “permanent establishment”. The definition is an
updated adaptation of the definition found in the Income Tax Convention between
the United States and the Netherlands. As so defined, the term “permanent
establishment” means a fixed place of business through which a decedent was en-
gaged in trade or business. This includes a decedent’s interest in a partnership or
other unincorporated association (which is not taxed as a corporation). The term
“fixed place of business” includes a branch, an office, a factory, a workshop, a
sales outlet, a mine, quarry, or other place of extraction of natural resources, and
a building site or a construction or assembly project which exists for more than
12 months (including any period of existence after the decedent's death).

The article specifically excludes from the definition of permanent establish-
ment a fixed place of business used solely for one or more of the following activi-
ties: (1) The storage, display, or delivery of goods or merchandise belonging
to the decedent; (2) the maintenance of a stock of goods or merchandise be-
longing to the decedent for the purpose of storage, display, or delivery; (3) the
maintenance of a stock of goods or merchandise belonging to the decedent for the
purpose of processing by another; (4) the purchase of goods or merchandise, or
the collection of information, for the decedent; (5) advertising, supplying infor-
mation, condueting scientific research. or similar activities which had a prepara-
tory or auxiliary character, for the decedent: or (6) the maintenance of a fixed
place of business (by a person acting in a capacity other than that of a dealer)
for the purpose of investing or trading in stocks. securities, or commodities for
the decedent’s own account, whether directly or through a broker or other agent.

The decedent will be considered to have had a permanent establishment if he
engaged in business through an agent (other than an independent agent acting in
the ordinary course of his business or an agent described in (6) of the preceding
paragraph) who had and regularly exercised authority to conclude contracts in
the name of the decedent. unless the agent only exercised such authority to pur-
chase goods or merchandise for the decedent. On the other hand, the decedent is
not deemed to have had a permanent establishment merely beeause he ecarried
on a trade or business through an independent agent acting in the ordinary course
of the agent’s business.

The fact that the decedent controlled a corporation shall not be taken into
account in determining whether the decedent had a permanent establishment.

Thus. for example, an activitiy of the decedent will not be deemed a permanent
establishment by reason of the fact that the decedent controlled a corporation
operating (through a permanent establishment or otherwise) in the same State.

Assets (other than immovable property) of a fixed base used for the perform-
ance of professional services or similar activities may be taxed by a State if the
fixed base is situated therein.

ARTICLE 8. TAXATION ON THE BASIS OF DOMICILE

This article authorizes the State of which the decedent was a domiciliary at
death to tax all property in the estate wherever situated (if taxable under the
domestie law of the State), and prohibits a State of which the decedent was
neither a ecitizen nor a domiciliary from taxing property (or taking property into
account in determining the rate of tax) except to the extent provided in Article
6 or 7. TInder this provision, and subject to the provisions of Article 9, a State of
which the decedent was not a domiciliary may not tax such property as stock,
bonds, life insurance proceeds, jewlery, art objects, or immovable property situ-
ated in another country, unless the property is taxable by it nnder Arteile 7. Nor
may such a State tax ships or aireraft operated in international traffic or mov-
able property pertaining to their operation.

AETICLE 9. TAXATION ON THE BASIS OF CITIZENSHIP

This article provides that a State may tax property in accordance with its
laws in the ease of an estate of a decedent who is a eitizen of that State at his
death, notwithstanding that the property is not property enumerated in Article 6
or T or that the decedent was not domiciled in the State. This article preserves the
right of the United States and the Netherlands to tax the worldwide estates of
their cifizens, The Netherlands may tax its eitizens under it even thongh its tax
is based on constructive domicile in the Metherlands (under thet Duteh 10-vear
rnle) rather than eitizenship and the decedent is treated nnder Article 4 of the
Convention (hy reason of Article V of the Protoeol) as not having been domiciled
in the Netherlands.
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ARTICLE 10. EXEMPTIONS

Paragraph (1) of this articla provides for an exemption which roughly
corresponds to the marital deduction provided in section 2056 of the Internal
Revenue Code of 1954. The exemption applies to separate property which passes
to the surviving spouse from a decedent, if the decedent was a domieciliary or
citizen of the United States, and if the property may be taxed by the Nether-
lands solely by reason of Article 6 or 7 (i.e., is not taxable on the basis of the
decedent’s citizenship or domicile in the Netherlands). Such property shall
be included in the estate subject to the Netherlands transfer duty only to
the extent that its value exceeds 50 percent of the value of all property included
in the Dutch estate. The value of the Duteh estate and of property which
passes to the surviving spouse is determined after taking into account any
applicable deduetions but, as provided in Article VII of the Protocol, before
allowance of the $30,000 exemption provided in paragraph (2) of this article.

The exemption described above is inapplicable during any period when the
laws of the United States make the tax imposed by it with respect to estates of
nonresident aliens substantially less favorable in relation to the tax imposed
by it with respect to estates of its citizens or domiliciaries than is the case
when the Convention was signed (July 15, 1969).

Paragraph (2) of this article provides that where a State may tax solely
by reason of Article 6 or 7 that State shall not impose any tax if the
aggregate value of the property included in the estate subjeet to its tax (after
taking into account any applicable deductions and after taking into account
the marital exemption, but before taking into account any other exemptions)
does not exceed $30,000. If the value so determined exceeds $30,000, the tax
imposed shall not exceed the lesser of 50 percent of the value in excess of
$30,000 or the amount of the tax determined in accordance with the provisions
of the Convention (taking into account any exemptions allowable under the
laws of the State).

This exemption relieves an estate of £30,000 or less which is not taxable
by the Netherlands under Article 8 or 9, of liability for Dutch tax. It applies
to a lesser extent, by reason of its 50 percent limitation and the 6 percent
Netherlands rate, to estates of up to $34,090. By operation of section 2106(a) (3)
of the Internal Revenue Code of 1954 and Article 10(2)(b), the United
States provides a flat $30,000 exemption with respect to its tax on estates not
taxable by the United States under Article 8 or 9.

The application of the provisions of Article 10 may be illustrated by the
following examples :

Example (1). D, a U. 8. citizen and domieciliary, owned Duteh immovable
property (his only Dutch property) valued under Dutch law at $200,000 and
subject to a $150,000 mortgage. D devised the property, which was not com-
munity property, to W, his wife. Under Dutch law, the mortgage is entirely
deduetible from the Dutch property in defermining the taxable estate. Ac-
cordingly, the net Dutch estate is £50,000. Under Article 10(1), a marital exemp-
tion of 50 percent of that amount, or $25.000, is allowable. The $30.000
exemption eliminates the remaining $25,000 of the estate so there is no taxable
estate for purposes of the Dutch transfer duty.

Erample (2). Assume the same faets as in example (1) exeept that D owned
additional immovable property in the Netherlands (unmortgaged) valued at
$75,000 which he devised to 8, his son. The marital exemption allowable under
Article 10(1) in this case would be the full $50,000 net wvalune of property
passing to W since this amount does not exceed 50 percent of $125.000 (the
net value of the total Dutech estate). The exemption of Article 10(2) is in-
applicable in this case because the Dutch taxable estate of $75,000 (after al-
lowance of the marital exemption) execeeds $30.000, and the transfer duty on
the estate (6 pereent X $75.000=84.500) is less than 50 percent of the difference
between the Dufeh taxable estate ($75,000) and $30,000.

ARTICLE 11. CREDITS

This article provides that a State taxing on the basis of the decedent’s citizen-
ship or domicile ig to allow a eredit for taxes paid to the other State with respect
to property taxable by that other State in accordance with Article 6 or 7. For
this purpose. reference to property taxable by a State in accordance with Article
6 or 7 includes property which would be taxable by that State under the terms
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of one of those articles if taxable by the State under its laws, whether or not it
is also taxable on the basis of the decedent’s domicile or citizenship at death.

Subject to other limitations described herein, if both States tax a decedent’'s
worldwide estate, then with respect to property not taxable by either in accord-
ance with Article Gor 7:

(1) If at death the decedent was a citizen of only one State, was a domiciliary
of the other State, and under the domestic law of such other State had been
domiciled therein in the aggregate 7 or more vears during the 10-year period
ending at his death, then the State of which he was a citizen shall allow a credit
equal to the amount of the tax imposed by such other State ;

(2) If at death the decedent was a citizen of both States and a domiciliary
of one State, then the State of which he was not a domiciliary shall allow a
credit equal to the amount of the tax imposed by the other State ; or

(3) In other cases, each State shall allow a eredit in the amount which bears
the same proportion to the amount of its tax attributable to such property, or
to the amount of the other State's tax attributable to the same property, which-
ever is less, as the former amount bears to the sum of both amounts.

The first situation described above provides for the State of citizenship to
yield priority of taxation (as a correlative to the T-out-of-10-year domiciliary
rule in Article 4). The second situation provides for priority of taxation to the
State of which the decedent was both a citizen and a domiciliary. The third
situation provides for a splitting of the credit. The most common case expected
to come within the latter situation is that of a decedent who was a citizen of
one State who was permanently living (“domiciled”) in the other State for less
than 7 years at his death.

Notwithstanding these provisions the total amount of all credits allowed by a
State pursuant to the Convention or under its laws or other conventions with
respect to all property in respect of which a eredit is allowable under this Con-
vention shall not exceed that part of the tax of the crediting State which is
attributable to such property. For purposes of this determination, all property
for which credit is given under the Convention is aggregated and not treated in-
dividually. See example (5) hereinafter. This limitation is not applicable to the
third situation described above sinee that situation has such a limitation built
into its eredit formula, and since inclusion in the computaton of property to
which that provision applies might result in excessive credits for other property.

The article provides that in determining the amount of the tax imposed by a
State with respect to or attributable to property there shall be subtracted from
the gross tax so imposed all credits allowed by the State with respect to the
property except credits which are allowable under this article.

No credit is to be finally allowed until the tax for which the eredit is allowable
(reduced by any credit allowable with respect thereto) has been paid. Credits
for the tax imposed by the other State will be tentatively allowed pending proof
of payment thereof.

Any credits under this article are in lien of any eredits authorized by the
respective laws of the States for the taxes of the other State.

The operation of Article 11 may be illustrated by the following examples (in
which references to domicile assume resolution of possible double domicile under
Article 4) :

Example (1), D, a citizen and domieiliary of the Netherlands, owned immov-
able property in the United States, immovable property in the Netherlands, and
corporate stock (property not described in Article 6 or 7). The Federal estate
tax imposed with respect to the immovable property in the United States is
$11,000, and the portion of the Netherlands’ succession duty attributable to that
property is §10,000. Under Article 11(1), the Netherlands must allow a credit of
$11,000 on its succession duty. However, under Article 11(3) the amount of the
credit is reduced to £10,000, the succession duty attributable thereto.

Erample (2). D, a citizen of the United States and domiciliary of the
Netherlands for 12 years at his death, owned immovable property in the United
States, the Netherlands, and Country X, and stock of three corporations. The
amount of the Federal estate tax imposed with respect to each piece of immovable
property and each block of stock is $11,000, while the sueccession duty with
respect to each is $10,000. Country X imposed $8,000 in death taxes with respect
to the immovable property therein, for which the United States and the Nether-
lands each gave a full tax credit under their internal laws. In addition, under
Article 11(1) the United States must allow a credit of $10,000 for the Nether-
lands tax with respect to immovable property in the Netherlands, and under
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Article 11(2) (a) eredits of $£30,000 for the Netherlands tax with respect to
the three blocks of stock and $2,000 ($10,000-55,000) for the residual Netherlands
tax on the immovable property in Country X, or total credits under Article 11
of $42,000. Under Article 11(1) the Netherlands must allow a eredit for the
United States tax with respect to the immovable property in the United
States, a credit which under Article 11(3) shall be limited to the amount of
Netherlands tax attributable to the property ($10,000).

Eaxample (3). The facts are the same as in example (2) except that D was
a citizen of both the United States and the Netherlands and a domiciliary of
the Netherlands for only 6 months at his death. The credits allowable under
Article 11(1) are unaffected by these changes, and the eredit allowable by the
United States under Article 11(2) (a) is replaced by a eredit in an equal amount
allowable by the United States under Article 11(2) (b).

Example (4). The faets are the same as in example (2) except that D had
been domiciled in the Netherlands for 4 years at his death. The credits allowable
under Arficle 11(1) are unaffected by this change, but the eredit allowable by
the United States under Article 11(2) (a) is no longer applicable. Instead, under
Article 11(2) (e) of the United States must allow a credit for 16,941

829 000K . O0000
(332,000 £36,0004-%32,000
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($£32,000%¢ - -M"""“_]- —)
X $32,000-4-$36,000

Heample (5). D, a domiciliary and citizen of the United States, owned two
parcels of immovable property in the Netherlands. Transfer duties in the amount
of $5,000 were paid to the Netherlands with respect to each parcel. No Federal
estate tax was paid with respeet to one of the parcels because it was left to a
charity, but $8,000 Federal estate tax was paid with respeet to the other.
Under Article 11(3), the amount of the credit to be allowed by the United
States for Netherlands tax is limited to $8,000, the amount of the Federal
estate tax attributable to all property taxable by the Netherlands under Article 6
or 7. The fact that the Dutch tax with respect to the only property that the
Uniicd States taxed is less than $8,000 ($5,000) is irrelevant since the credit
computations are based upon the total tax of the other State with respect to
all property for which credits are allowable,

Example (6). D, a domiciliary and citizen of the United States, owned immov-
able property in the United States valued at $50,000 and subject to a mortgage
of $30,000. He also owned unmortgaged immovable property in the Netherlands
valued at $10,000 and corporate stock valued at $40,000. The administration
expenses of his estate totalled $10,000. Under Article 5(1), the Netherlands
allocates deductions according to its own law for purposes of the imposition
of its transfer duty. Under this prineiple the Netherlands would impose a
transfer duty on the full £10,000 value of the Dutch immovable property,
unreduced by any deductions. Under Article 11, the United States in determining
for eredit purposes the amount of its tax attributable under its law to the Dutch
immovable property would allocate $4,000 of the debts and administration
expenses ($40.000 total deductions times $10,000 value of Dutch property di-
vided by $100.000 value of all property) to the Dutch immovable property. Ac-
cordingly. the United States would limit its eredit for the Duteh transfer duty to
the Federal estate tax attributable to $6,000 ($10,000 minus $4,000 debts and
administration expenses).

Example (7). The facts are the same as in example (6) except that D was a
domiciliary of the Netherlands for 5 years at his death. In this ease, under
Article 11(1), the Netherlands will allow a credit for the lesser of the Federal
estate tax and the Duteh succession duty attributable to the net value of the
immovable property in the United States of $20,000 ($50,000 minus $30.000)
and the United States wonld again allow a eredit for the lesser of the two taxes
attributable to $6,000. In addition, under Article 11(2) (¢) each State will allow
a proportionate eredit with respect to the corporate stock.

and the Netherlands must allow a eredit for $15,059

ARTICLE 12. LIMITATION ON CLAIMS FOR CREDIT OR REFUND

This article imposes a limitation on the period of time during which claims
for eredit or refund may be made. Under this provision the period for making
such a claim is longer than the period under the Internal Revenue Code of 1954,
but only if the claim is founded on the provisions of the Convention. Such a
claim may be made any time before the expiration of the latest of :
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(1) The time for making a eclaim for refund of tax under the laws of the
State to which a elaim for eredit or refund is made ;

(2) Five years from the date of the death of the decedent in respect of whose
estate the claim is made ; or

(3) One year after final determination (administrative or judicial) and pay-
ment of tax for which any eredit under Article 11 is claimed, provided that the
determination and payment are made within 10 years of the date of death of
the decedent.

The article provides that any refund based on the provisions of the Convention
is to be made without interest.

ARTICLE 13. COMPETENT AUTHORITIES

This article provides for the consideration by the competent authorities of the
States of cases in which a person considers that taxation not in aceordance with
the Convention will result for him from the actions of one or both of the States.
It provides further that the competent authorities shall endeavor to resolve any
difficulties or doubts about the interpretation or application of the Convention.
It also provides that each competent authority may prescribe such regulations
and forms as may be necessary or appropriate to give effect to and implement
the provisions of the Convention.

ARTICLE 14. EXCHANGE OF INFORMATION

This article provides for a system of administrative cooperation between the
competent authorities of the two States. It provides for the furnishing of such
information as is pertinent to ecarrying out the Convention or preventing frand
or fiscal evasion (including information with respect to property which is exempt
under Article 8 from the tax of the furnishing State). However, information is
not required of a competent authority with respect to exempted property if
the information is not in the possession of that State. The furnishing of informa-
tion may be either on a routine basis or on request. Information which is pro-
vided is to be treated as secret.

The article does not impose on the States the obligation to earry ont admin-
istrative measures at variance with the laws or administrative practice of that
or the other State, to supply particulars which are not obtainable under the laws
or in the normal course of the administration of that or the other State, or to
supply information which would disclose any trade, business, industrial, com-
mercial, or professional secret or trade process, or information the disclosure
of which would be contrary to publie policy.

Article VIIT of the Protocol provides that it is understood that the Nether-
lands cannot disclose information obtained from banks and certain similar insti-
tutions, including insurance companies. This results from the treatment under
Dutch law of such information as confidential. This exception does not apply
if the bank or other institution is the executor or administrator of the estate.

Also, it has been agreed that there will be an exchange between the competent
authorities containing the substance of the following provision :

It is understood that Article 14 of the Convention does noft require that a
State furnish information to the other State with respect to securities issued
by residents (corporate or otherwise) of that other State (other than securities
taxable by that other State under Article 7) inecluded in the estate of a domi-
ciliary of the first-mentioned State who is not a citizen of that other State.

ARTICLE 15. DIPLOMATIO AND CONSULAR OFFICIALS

This article preserves the existing flseal privileges of diplomatic and consular
officials and officials of international organizations. It provides further that
the right to tax estates of such persons shall be reserved to the country in whose
service the persons are employed and that such persons shall not be deemed to be
domiciled in the receiving State. Accordingly, diplomats of a “third country”
domiciled in one of the States, but exempt from tax therein becaunse of such
status, cannot assert rights under the Convention as domiciliaries with respect
to taxes imposed by the other State.
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ARTICLE 14. ENTEY INTO FORCE

This article and Article X of the Protocol provide for the ratification of the
Convention and Protocol and for the exchange of instruments of ratification as
soon as possible. The Convention and Protocol will enter into force on the
date on which the instruments of ratification are exchanged and their provisions
will apply to estates of persons dying on or after that date.

ARTICLE 17. TERRITORIAL EXTENSION

This article provides a method for extending the Convention to the countries
of Surinam or the Netherlands Antilles and to all or any of the territories for
whose international relations the United States is responsible (such as Puerto
Rico), if the country or area concerned imposes a tax substantially similar in
character to those to which the Convention applies. The procedure prescribed is an
exchange of notes through diplomatic channels. The notes are subject to ratifica-
tion, however, and the instruments of ratification must be exchanged.

Unless otherwise specified in the notice of termination referred to in Article
18, the termination of the Convention will not also terminate the application
of the Convention to any country or area to which it has been extended.

ARTICLE 18, TERMINATION

The Convention will continue in effect indefinitely, but may be terminated by
either State as of the end of any calendar year, providing that the termination
date does not oceur earlier than 5 years after the effective date of the Conven-
tion. The termination may be effected by giving at least 6 months’ notice in
writing of the termination. If the Convention is terminated, the termination
shall be effective with respect to estates of decedents dying after the expiration
of the calendar year with respect to the end of which the Convention has been
terminated.

Article IX of the Protocol provides that if the effects of the Convention are
substantially altered as a result of changes made in the laws of either State, then
at the request of either State, the two States shall consult together with a view
to making appropriate modifications in the Convention.




PROPOSED INCOME TAX CONVENTION BETWEEN THE
UNITED STATES AND BELGIUM

(Memorandum Prepared by the Staff of the Joint Committee on
m L]
Internal Revenue Taxation)

The existing income tax convention between the United States and
Belgium was signed on October 28, 1948. This convention was modified
by supplementary conventions of September 9, 1952, and August 22,
1957, and by a protocol of May 21, 1965. These conventions and pro-
tocol will be replaced by the proposed convention.

The revision of the existing Belgian income tax treaty is desirable
for a number of reasons. Over the years various changes have been
made in the internal tax laws of the two countries, especially by the
United States in the Foreign Investors Tax Act of 1966 which sig-
nificantly changed our tax Taws relating to treatment of foreign per-
sons. There also has been a trend in recent years toward modernizing
and standardizing international tax relationships. This is seen in the
model income tax convention of the Orgamzation for Economic
Cooperation and Development (OECD) and in the revisions in recent
years of other U.S. income tax treaties.

The proposed convention with Belgium, in general, follows the ap-
proach of other U.S. income tax treaties. The most significant change

made by the proposed convention is the adoption of the “effectively

(13

connected concept’” in place of the so-called “source of attraction
doetrine.” Accordingly, a resident of one country who derives invest-
ment income from the other country will be entitled to the reduced
rates of, or exemptions from, tax provided by the proposed conven-
tion even though he has a permanent establishment in the source
country as long as the income is not effectively connected with the
permanent establishment. This change follows the approach embodied
in the Foreign Investors Tax Act of 1966 and other recent U.S. tax
treaties.

The other more important features of the proposed convention are
the following:

(1) The United States and Belgium are defined to include their
respective continental shelves insofar as income arising from the
exploration and exploitation of natural resources on the continental
shelf is concerned. The effect of this provision is to extend a country’s
jurisdiction to tax under, and the benefits provided by, the proposed
convention to income arising in connection with natural resources
activities on the country’s continental shelf. Although a definition of
this type is not found in our other income tax treaties (other than the
proposed treaty with Trinidad and Tobago), a similar provision was
added to the Internal Revenue Code by the Tax Reform Act of 1969.

(2) Specific provision is made for the two countries to mutually
agree on common meanings for undefined terms which are used in the
proposed convention. This provision, which will help insure the

(119)
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availability of the benefits provided by the proposed convention, is
not contained in other recent U.S. income tax treaties (other than
the proposed conventions with Trinidad and Tobago and Finland).

(3) The reciprocal exemption for income from shipping and air
transportation is extended to gains arising on the sale of the ships or
aircraft.

(4) Dividends paid by a U.S. corporation to a U.S. citizen or resi-
dent, which at present are subject to a 20 percent Belgian tax if they
are collected in Belgium, will be exempted from Belgian tax even
though collected in Belgium.

(5) Although the generally applicable 15 percent rate of source
country withholding tax on interest is continued, the proposed conven-
tion further provides for an exemption from source country tax where
the interest is received by the government of the other country, is
interest on commercial credit arising from sales transactions between
residents of the two countries, or is interest on bank deposits or
interbank loans.

(6) A rule for determining the source of nonmineral royalty income
is provided which differs from that contained in the Internal Revenue
Code and our other income tax treaties. Under the proposed conven-
tion, this type of royalty will be considered from sources within the
country of residence of the payor. The normal rule is that the income
has its source in the country in which the property right giving rise to
the royalty is used.

(7) An exemption from source country tax is provided for capital
gains (other than on real property) which are not effectively connected
with a source country permanent establishment (or fixed base). In
addition, nonbusiness capital gains of an individual who is not present
in the source country for 183 days or more during the year will be
exempt from tax by that country.

(8) The limitation on the foreign tax credit provided under the
proposed convention by the United States for Belgian income taxes
15 not formulated in terms of a specific type of limitation. Our other
income tax treaties normally impose a per-country limitation on the
foreign tax credit. Thus, a U.S. taxpayer claiming the foreign tax
redit under the proposed convention will be subject to the limitation
applicable to that year under the Internal Revenue Code (af
present the per-country limitation or the overall limitation).

(9) Business profits (and other income) which Belgium may tax
under the proposed convention are treated as from sources within
Belgium, even though under the Internal Revenue Code source rules
the income might be treated as from sources outside Belgium. This will
help insure that a U.S. taxpayer who incurs Belgian taxes under the
terms of the proposed convention will be entitled to a foreign tax
credit for those taxes where the per-country limitation on the credit
is utilized.

A detailed explanation of the proposed convention on an article by
article basis is presented below.

Article 1. Personal scope

The proposed convention provides that it is generally applicable to
persons who are residents of either the United States or Belgium, or of
both countries. This provision, which is based on the OECD model
convention, is not found in other U.S. income tax treaties. It does not,




however, result in any substantive difference since the specific pro-
visions of our other income tax treaties generally are limited in
application to residents of the two treaty countries.

Article 2. Taxes covered

The proposed convention applies to the U.S. Federal income tax.
In the case of Belgium, it apphes to the various Belgian income taxes,
including prepayments of these taxes and surcharges on these taxes.

The proposed convention also contains the provision generally
found in U.S. income tax treaties to the effect that the convention
will apply to substantially similar taxes which either country may
subsequently impose.

In addition, it is provided that the countries are to inform each
other of amendments of their tax laws or the adoption of any sub-
stantially similar taxes, and of applicable interpretations of the pro-
posed convention. Other recent U.S. income tax treaties contain a
similar provision for the exchange of legal information.

Article 3. General definitions

The standard definitions found in most of our income tax treaties
are contained in the proposed convention.

In addition, the proposed convention contains a provision which
is not found in the existing convention or other U.S. tax treaties
(except for the proposed treaty with Trinidad and Tobago) which
includes within the definition of the term ‘““United States” the terri-
torial sea of the United States and the continental shelf of the United
States insofar as the exploration and exploitation of natural resources
on the continental shelf is concerned. This expanded definition, how-
ever, is applicable for purposes of the proposed convention only to
the extent that the person, property, or activity of concern is con-
nected with the exploration and exploitation of navural resources. A
similar definition of Belgium is contained in the proposed convention.
The definition of continental shelf aeas contained in the proposed
convention is similar to that contained in the proposed convention
with Trinidad and Tobago and to that provided in the Inteinal
Revenue Code (as amended by the Tax Reform Act of 1969) exeept
that under the Code the continental shelf definitions apply only with
respect to mines, oil and gas wells, and other natural deposits. Under
the proposed convention, the applicability of the definition is not
expr HAl_\' restricted in this manner since it :1]1}:]i|':~‘ with respect to
the exploration for or exploitation of any natural resource. In practical
operation, however, the applicability of the provision usually will be
sunilarly restricted. The activity of fishing is not intended to be
considered the exploration or exploitation of natural resources of the
continental shelf, and thus the definition of continental shelf is not to
apply with respect to this activity.

The proposed convention also contains the standard provision
that undefined terms are to have the meaning which they have under
the applicable tax laws of the country applying the convention. It
is further provided, however, that under the mutual agreement pro-
cedure of the proposed convention (Article 25) the competent au-
thorities may establish a common meaning for an undefined term.
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This provision is similar to those contained in the proposed conven-
tions with Trinidad and Tobago and Finland. Althnli}_{“ most of our
other income tax treaties contain a mutual agreement procedure,
generally, they do not have a specific agreement provision relating
to definitional matters.

Artiele 4. Fiseal domicile

The benefits of the proposed convention generally are available only
to residents of the two countries. The proposed convention defines
“resident of Belgium” and “resident of the United States,” and in
addition provides a set of rules to determine residence for purposes of
the convention in the case of an individual with dual residence. This
provision of the proposed convention is based on the fiscal domicile
article of the OEC'D model convention and is similar to the provision
found in the French treaty and the proposed Finnish treaty.

Under the proposed convention, an individual whom both countries
consider to be a resident according to their general rules for determ-
ining residence will be deemed for all purposes of the convention to
be a resident of the country in which he has his permanent home, his
center of vital interests, his habitual abode, or his citizenship. If the
residence of an individual cannot be determined by these tests applied
in the order stated, the competent authorities of the countries will
settle the question by mutual agreement.

Article 5. Permanent establishment

The existing convention contains a limited definition of the term
“permanent establishment.” The permanent establishment concept,
of course, is one of the basic devices used in income tax treaties to
avoid double taxation. Generally, a resident of one country is not
taxable on its business profits by the other country unless those
profits are attributable to a permanent establishment of the resident
in the other country. Moreover, the permanent establishment concept
is significant in determining whether the reduced rates of, or exemp-
tions from, tax provided by the convention for dividends, interest,
royalties, and capital gains are applicable.

A new definition of the term “permanent establishment” is con-
tained in the proposed convention. This definition generally follows
that contained in the OECD model convention and other recent U.S.
income tax treaties. Basically, the proposed convention expands the
definition to elarify the situations in which business activities carried
on by a resident of one country in the other country will be con-
sidered a permanent establishment in that other country.

Generally, any fixed place of business through which a resident of
one country engages in industrial or commereial activities in the other
country will be considered a permanent establishment. This includes
a seat of management, an office, a factory, and a building site or con-
struction or installation project which exists for more than twelve
months, This general rule is modified by providing that a fixed place
of business which is used for any or all of a number of specified ac-
tivities will not be considered a permanent establishment. These
activities include the purchase of goods and the warehousing of goods
for purposes of storage, display, delivery, or processing by another
person.
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Under the proposed convention, it is further provided that, not-
withstanding the specifically exempted activities, a resident of one
country will be deemed to have a permanent establishment in the
other country if it has a fixed place of business in that country and
sells goods or merchandise for use or disposition in that country which
either were subjected to processing in that country by another person
(wherever purchased) or were purchased in that country and not
subjected to processing outside of that country. This provision, al-
though not contained in other U.S. income tax treaties, is similar to a
provision contained in the proposed Trinidad and Tobago convention.

The proposed convention also provides that a resident of one
country will be deemed to have a permanent establishment in the
other country if it has an agent in that country who has and habitu-
ally exercises a general contracting authority (other than for the
purchase of merchandise). This agency rule does not apply, however,
if the agent is a broker, general commission agent, or any other agent
of an independent status, provided the agent is acting in the ordinary
course of his business.

The proposed convention further provides that this independent
agent exception will not apply in the case of an agent acting on be-
half of an insurance company who has, and habitually exercises, a
general contracting authority. Accordingly, an insurance company of
one country will be deemed to have a permanent establishment in
the other country if it has an agent with general contracting authority
in that country, regardless of whether the agent is of dependent or
independent status. Other U.S. income tax treaties do not contain a
similar provision.

Article 6. Income from real property

The existing convention generally provides that real property and
natural resources rentals or royalties and other real property income
(not including income derived from obligations secured by the prop-
erty) may be taxed in the country where the real property or natural
resource is located. In addition, it provides that a Belgian resident
who derives this type of rental or royalty income from the United
States may elect to be subject to U.S. tax on that income as if he
were engaged in a trade or business in the United States through a
permanent establishment.

A similar provision is included in the proposed convention. The
principal change made by this provision is the elimination of the
provision dealing with the net basis election allowed Belgian indi-
viduals with respect to real property income from U.S. sources. This
provision is no longer necessary in view of the similar election added
to the Internal Revenue Code by the Foreien Investors Tax Act of
1966. :

Accordingly, under the proposed convention, real property income
and natural resources royalties (including gains from the sale or
exchange of the property or right giving rise to the royalty, but not
including interest on debts secured by real property or a royalty
interest) will be taxable by the country in which the property or
natural resource is located.

Article 7. Business profits
The existing convention provides that a resident of one country is
taxable by the other country on industrial and commercial profits only
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to the extent the profits are allocable to a permanent establishment
in the other country.

The proposed convention, in general, continues this rule with various
revisions which conform it to the treatment of business profits in other
recent U.S. tax conventions and under the Internal Revenue Code.
This includes the adoption of the effectively connected concept (i.e.,
elimination of the force of attraction idea).

Under the proposed convention, business profits of a resident of one
country are taxable in the other country to the extent they are attrib-
utable to a permanent establishment which the resident has in the
other country. In computing the business profits which are subject to
tax, the proposed convention allows the deduction of all expenses,
wherever incurred, which are reasonably connected with the business
profits.

It is further provided that the purchase of merchandise by a per-
manent establishment, or by the resident of which it is a permanent
establishment, for the account of the resident will not of itself cause
|}I“fl|"- to be attributed to the permanent establishment.

The Projpx sed convention does not follow the :I]![al'n.‘u'h of our other
recent income tax treaties which set forth several types of income that
are included within industrial and commereial profits. Rather, as a
general rule, the proposed convention provides that industrial and
commercial profits do not include items of income specifically dealt
with by other articles of the convention except to the extent provided
in those articles. In this regard the provisions of the proposed conven-
tion dealing with income such as dividends, interest, royalties and
capital gains specifically provide that if those types of mmcome are
efflectively eonnected with a permanent establishment they are to be
treated as business profits.

The proposed convention also specifically includes rents and
royalties derived from motion picture films and films or tapes for
radio or television broadeasting within business profits. Under the
existing convention, this type of income is dealt with under the royalty
article and thus is exempt from tax unless the recipient has a perma-
nent establishment in the source country. The effect of including these
rents and royalties within business profits is the same as if they were
dealt with under a royalties article which embodied the effectively
connected concept in that they will be exempt from tax in the source
country unless they are attributable to a permanent establishment
which the recipient has in that country.

Artiele 8. Shipping and transport

The existing convention, like most other U.S. tax conventions,
provides that income derived by a resident of one country from the
operation of ships or aireraft registered in that country will be exempt
from tax by the other country. The proposed convention generally
continues this rule and in addition broadens the exemption pro-
vided in two respects. First, the registration requirement in the
case of aircraft is liberalized. It is provided that a resident of one
country will qualify for the exemption from tax by the other country
if the resident’s aircraft are l[‘“’l'«tl‘ll‘(' in the other country, or in a
third country with which the other country has an income tax treaty
exempting the income, as well as where the aircraft is registered in
his country of residence. Second, the proposed convention extends
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the exemption to gains derived by a resident of one country from the
sale or other disposition of ships or aireraft in situations where the
income from the operation of the ships or aireraflt is exempt from tax
by the other country under the general rule. Although some of our
other income tax treaties do not condition the availability of the
exemption on the ships or aireraft being registered in the owner’s or
operator’s country of residence, none of our other treaties extend the
exemption to gains arising on the sale or other disposition of the
ships or aircralt.

Article 9. Associated i:H.h'f'}H';-\‘f'-\'

The existing convention and most other U.S. income tax conventions
contain a provision similar to section 482 of the Internal Revenue
Code which allows the allocation of income in the case of transactions
between related persons, if an allocation is necessary to reflect the
conditions and arrangements which would have been made between
unrelated persons. The proposed convention includes a provision of
this nature.

Article 10. Dividends

Under the existing convention, the rate of withholding tax in the
source country on dividends derived by a resident of the other country
may not exceed 15 percent, if the recipient does not have a permanent
establishment in the source country.!

[n general, the principal change made by the proposed convention
in the treatment of f dividends is the adoption of the effectively con-
nected concept which is embodied in the Foreign Investors Tax Act
of 1966, the OECD model convention and other recent U.S. tax
treaties. Accordingly, the reduced rate of tax (15 percent) on divi-
dends will apply unless the recipient has a permanent establishment
in the source country and the dividends are effectively connected with
the permanent establishment. Where dividends are effectively con-
nected with the permanent establishment, they will be taxed as
business profits. In this regard, the proposed convention provides
that Belgium may impose on Belgian source dividends treated as
business profits its movable property prepayment (precomte mobilier),
or dividend withholding tax, which under Belgian law is imposed on
all dividends paid to residents or nonresidents and either satisfies the
taxpayer’s income tax liability with respect to the dividend or is
allowed as a credit against that tax liability.

In the absence of a convention, the applicable tax rate on dividends
would be 30 percent in the case of the United States and 20 percent
in the case of Belginm,

The proposed convention also continues in general the rule of the
existing convention that dividends paid by a corporation of one
country to a person other than a resident of the other country will be
exempt from tax by the other country. In addition, however, the
proposed convention eliminates the rule contained in the existing con-
vention that Belgium may tax dividends paid by a U.S. corporation

1 Technleally, under the existing convention, the rate of Belglan with holding tax imposed on dividends
‘|i‘1l\r'41 by U.S. residents from Belgian sources i percent il the stock is held in registered form and is
18.2 percent if ‘the stock is held in bearer form. In the latter case, the Belglan tax s imposed at o ed rate
of 156 por:- nt on o grossed up amount of the dividend which produces the effective rate of 18.2 pereent, In
1967, Belgium eliminated from its internal law the grossed up method of computing tax on dividends. It
is Ilmlt‘!’\‘iul!»! that In view of this, Belgium subsequently agreed to impose its withholding tax on dividends
paid to U.S, residents at an effective rate of 15 percent in all cases.

52-019—T1 9




126

to a citizen or resident of the United States if the dividends are col-
lected in Belgium. Belgian law provides that dividends collected or
received by an individual (resident or nonresident) within Belgium
from sources outside of Belgium are subject to a 20 percent prepay-
ment (precomte mobilier). Ac-:-m_‘dinf.tl_\'_. under this |I[‘l!\'i.‘iitlll of the
proposed convention, Belgium will not collect this tax in the case of
dividends received in Belgium by a citizen or resident of the United
States from a U.S. corporation.

Article 11. Interest

The existing convention limits the rate of withholding tax in the
source country on interest derived by a resident of the other country
to 15 percent, if the recipient does not have a permanent establish-
ment in the source country.

The proposed convention generally makes three changes in the
treatment of interest. First, although the proposed convention con-
tinues the 15 percent rate of tax on dividends generally, it exempts
from source country tax interest which arises in the following three
types of situations: (1) interest on commercial credit (including com-
mercial paper) which results in general from financing arrangements
made in connection with the sale of goods, merchandise or services by
a resident of one country to a resident of the other country; (2) inter-
est on interbank transactions; and (3) interest on deposits in banks or
other financial institutions. In the latter two situations, the exemption
is not available if the loan is represented by a bearer instrument.

Second, the proposed convention exempts from source country tax
interest received by the other State or a tax-exempt instrumentality
of the other State. Third, the proposed convention adopts the effec-
tively connected concept. Thus, the generally applicable reduced rate
of tax on, or the limited exemptions for, interest will apply, unless the
recipient has a permanent establishment in the source country and
the interest is effectively connected with the permanent establish-
ment. This treatment of interest generally conforms to that provided
by the OECD model convention and other U.S. tax conventions. The
OECD model convention does not contain a total interest exemption,
but a number of other U.S. tax treaties do provide a generally appli-
cable exemption for interest rather than a reduced rate.

In the absence of a convention, the U.S. tax rate on interest paid to
a nonresident would be 30 percent and the Belgian tax rate would be
20 percent.

The proposed convention contains a definition of interest which is
similar to the definition contained in the OECD model convention,
except that in the case of Belgium, interest also includes prizes on
lottery bonds. Additionally, the proposed convention contains a limita-
tion on the application of the interest article, which is found in the
OECD model convention and other recent U.S. income tax treaties,
in situations where the payor and recipient are related, to the amount,
of interest which would have been agreed upon by the payor and
recipient if they were not related.

The proposed convention also contains a source rule for interest
which, in general, conforms to the interest source rule contained in the
[nternal Revenue Code. In addition, as in the case of the dividend
provision, the proposed convention provides that Belgium will not




127

impose its prepayment tax on interest received in Belgium from U.S.
sources by a U.S. citizen or resident.
Artiele 12. Royalties

Under the existing convention, industrial and artistic rovalties
derived from one country by a resident of the other country are exempt
from tax in the source country, if the recipient does not have a per-
manent establishment in the source country. The principal change
made by the proposed convention in the treatment of royalties is the
adoption of the effectively connected concept. In other words, the
exemption from tax on royalties will apply unless the recipient has
a permanent establishment in the source country and the royalties
are effectively connected with the permanent establishment. This
treatment of royalties is substantially identical to that provided in
the OECD model convention.

In the absence of a convention, rovalties derived from the United
States by a nonresident would be subject to a 30 percent tax. Royalties
derived from Belgium by a nonresident generally would be subject to
tax computed at a 20 percent rate on 85 percent of the gross amount
of the royalty (the 15 percent not taxed being an allowance for esti-
mated expenses).

The proposed convention contains a source rule relating to non-
mineral royalties which differs from that provided under the Internal
Revenue Code and our other recent income tax treaties. Under the
Internal Revenue Code, the source of a royalty paid for the use of
property or a property right is the country where the property or
property right is used. Under Belgian law the source of a royalty gen-
erally is the country of residence of the payor of the royalty. The pro-
posed convention, in effect, adopts the Belgian rule and accordingly
provides that generally the source of a nonmineral royalty is the
country of residence of the person paying the royalty.

The proposed convention differs from the existing convention and
the OECD model convention in form but not in substance with respect
to the treatment of film royalties. Under the existing convention,
such royalties are exempt from tax in the source country pursuant
to the royalties provision, if the recipient does not have a permanent
establishment in the source country. The proposed convention does
not include such royalties within the scope of the royalties article.
Instead, as previously indicated, they are treated as business profits
and accordingly are exempt from tax under the business profits
article unless they are attributable to a permanent establishment which
the recipient maintains in the source country.

As in the case of the interest provision, the royalty provision of the
proposed convention does not apply to that part of a royalty paid to a
related person which is considered excessive.

Article 13. Capital gains

The existing convention has no general provision regarding the
treatment of capital gains.

The proposed convention generally provides that capital gains
derived by a resident of one country will be exempt from tax by the
other country unless the recipient of the gain has a permanent es-
tablishment (or fixed base) in the other country and the property
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giving rise to the gain is effectively connected with the permanent
establishment (or fixed base). In the case of an individual resident of
one country who is not taxable under the general rule, gains derived
from the other country will be exempt from tax by that country
unless the individual s present in that country for 183 days or
more during a taxable year. These exemptions from tax for capital
gains do not apply with respect to gains derived by a resident of one
country on the sale or exchange of real property located in the other
country. The treatment of capital gains contained in the proposed
convention conforms to the recent French income tax treaty and the
proposed Finnish income tax treaty, as well as to other U.S. tax
conventions (except for the fixed base concept which is derived from
the OECD model convention).

In the absence of a convention, the United States imposes a 30
percent tax on capital gains derived from the United States by non-
resident alien individuals who are present in this country for 183 days
or more during the taxable year. Generally, Belgium does not tax
nonresident individuals on capital gains arising from casual sales of
nonbusiness assets,

Articles 14 and 15. Independent and dependent personal services

Under the existing convention, an individual who is a resident of
one country is exempt from tax in the other country on income from
personal services performed there, if (1) the individual is not present
in the other country for more than 90 days during the year and the
income does not exceed $3,000, or (2) he is not present in that country
for more than 183 days during the year and the services are performed
for a resident or corporation of his country of residence. The former
exemption does not apply to the compensation of officers or directors
of corporations of the source country.

The proposed convention, in general, adopts the treatment of in-
come from independent and dependent personal services provided in
the OECD model convention. This treatment also generally accords
with that provided in other recent U.S. tax conventions.

Under the proposed convention, income from the performance of
independent activities in one country (the source country) by a
I‘l’r‘siillt’lll of the other country generally will not be taxable in the
source country unless the individual either (1) is present in the source
country for 183 days or more during the year, or (2) maintains a
fixed base in the source country for 183 days or more during the year
and the income is attributable to the fixed base. In the case of public
entertainers (such as actors, athletes, etc.), however, the proposed
convention, in effect, continues the rule of the existing convention. In
other words, income which a public entertainer derives in the source
country will be taxable by that country if he either is present in that
country for more than 90 days during the year or if his income from
that country for the year exceeds $3,000.

In the case of income from dependent personal services (employ-
ment income) performed in one country (the source country) by a
resident of the other country, the proposed convention provides that
the income will not be taxable in the source country if three require-
ments are met: (1) The individual is present in the source country
for less than 183 days during the year; (2) the individual is an em-
ployee of a resident of, or a permanent establishment in, his country
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of residence, and (3) the remuneration is not borne by a permanent
establishment of the employer in the source conntry.

;1!'!;(.'-1‘1(’- 16. ihlf'ri'f”.'h'._fra.\'

The existing convention, by excluding directors’ fees from the
personal service income article, allows the source country to tax
directors’ fees paid by a corporation of that country to a resident of
the other country.

The proposed convention generally continues this treatment and
provides that a director’s fee paid to a resident of one country as a
member of the board of directors of a corporation of the other country
miay be taxed !n_\‘ the other country if the fee is not deductible in that
country by the corporation paying it, but rather is treated as a distri-
bution of profits.

This provision of the proposed convention will generally have its
principal appiication with respect to residents of the United States
who are directors of Belgian corporations, since under the Belgian
corporate income tax, no deduction is allowed to a corporation for fees
paid to directors as such.

Artiele 17. Social security payments

The proposed convention contains a provision regarding social
security payments which is similar to that found in the French treaty
and the proposed treaty with Finland. It is provided that only the
payor country may tax social security payments (and similar pen-
sions) made to a resident of the other country. The existing convention
and the OECD model convention do not contain a similar provision.
Artiele 18. Private pensions and anniities

Under the existing convention, private pensions and annuities
derived by the residents of one country from the other country are
exempt from tax in the other country.

The proposed convention continues this rule and includes alimony
within 1ts scope.

Article 19. Government functions

The existing convention provides that residents of one country
(who are citizens of the other country) are exempt from tax in that
country on compensation, including pensions and annuities, paid by
the other country or a |m|ilil‘n.1 subdivision thereof.

The proposed convention makes two modifications in this provision:
First, it follows the approach of our other recent income tax treaties
by limiting the application of the exemption to persons performing
governmental services. Second, the proposed convention expands the
availability of the exemption from source country taxation to include
citizens of a third country who come to that country for the express
purpose of being employed by the other country or a political sub-
division thereof. This treatment is similar to that provided by the
OECD model convention,

The proposed convention also contains a provision which is found
in the OECD model convention and the French treaty regarding the
treatment of income for personal services of a nongovernmental
nature paid by a country. It is provided that income from services
performed in connection with a trade or business carried on by s
country or political subdivision thereof will be treated under the
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proposed convention in the same manner as income from J}ersunu]
services performed for a private employer. Thus, this type of income
will be entitled to the same benefits which would have been available
if it had been paid by a nongovernmental employer.

Article 20, Teachers

The existing convention provides that a teacher who is a citizen
of one country will be exempt from tax in the other country on
income from teaching in the other country, if he is present in the
host country for a period not exceeding two yvears pursuant to an
agreement between the countries or between teaching institutions
of the two countries.

The proposed convention follows the approach of our other recent
income tax treaties and extends the exemption to research activities,
as well as teaching, if the research is undertaken in the public interest
and not primarily for the benefit of private persons. It also eliminates
the requirement that the visiting teacher must be a citizen of the
other country for the exemption to apply. Accordingly, a resident
of one country will be exempt from tax in the other country on
income from teaching or research for a period of two years, if he is
present in the host country at the invitation of the government or an
accredited eduecational institution for the purpose of teaching or
engaging in research (in the public interest) at an accredited educa-
tional institution.

Article 21. Students and trainees

The existing convention provides a very limited exemption for
students. Students or apprentices who are citizens of one country and
who are present in the other country exclusively for the purpose of
study or acquiring experience are exempt from tax in the host country
on remittances from abroad.

The proposed convention |)1‘||\'it]l~.~= a :-\Hhﬂulllin“}' more liberal
exemption similar to that embodied in other recent U.S. treaties
or proposed treaties. Under the proposed convention, residents of
one country who become students in the other country will be com-
pletely exempt from tax in the host country on gifts from abroad
used for maintenance or study and on any grant, allowance, or award
received from a governmental or charitable organization. In addition,
a limited exemption is provided for personal service income derived
from sources within the country in which the individual is studying.
This exempts from tax in the host country $2,000 per year of personal
serviee income (such as income from a part-time job). The exemptions
provided by this provision (the complete as well as the limited one)
and the visiting teachers exemption may not be utilized for a period
of longer than five years from the date of the individual’s arrival in
the host country.

In addition to the exemptions regarding students, the proposed
convention follows the approach of other recent U.S. treaties and
provides a limited exemption for personal service income of residents
of one country who are employees of a resident of that country and
who are temporarily present in the other country to study at an
educational institution or to acquire technical, professional or
business experience. This exemption is available for a period of 12
months uml is limited to $5,000. The proposed convention also pro-
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vides a $10,000 exemption for income from personal services }mr-
formed in connection with training, research or study by a resident
of one country who is temporarily present in the other country as a
participant in a Government sponsored exchange training program.
Avrticle 22. Income not exwpressly mentioned

The proposed convention provides that income of a resident of one
country which is not expressly dealt with in the convention may not
be taxed by the other country unless the income is from sources with-
in the other country. This accords with the approach of other U.S.
income tax treaties.

Article 23. Relief from double taxation

The usual savings clause is included in the proposed convention.
This clanse provides that with certain exceptions the proposed conven-
tion is not to affect the taxation by a eountry of its own residents and
citizens. The primary exceptions include the nondiserimination and
social security payments provisions and the provisions of this article
regarding relief from double taxation.

Under the existing convention, the United States allows its citizens,
residents, and corporations a tax credit for Belgian income taxes. A
per-country limitation is imposed on the amount of the credit.

The proposed convention continues this general method of avoiding
double taxation by providing that a U.S. citizen or resident will be
allowed a credit against U.S. tax for the appropriate amount of in-
come taxes paid to Belgium. The credit allowed under this provision
is subject to the provisions of United States law applicable to the year
in question and is limited to the amount of United States tax attribut-
able to income from sources within Belgium. Since this provision does
not contain a specific formulation of the limitation on the credit al-
lowed (i.e., the per country limitation which is usually found in other
U.S. income tax treaties), a foreign tax credit claimed by a U.S. tax-
payer under this provision of the proposed convention will be subject
to the applicable limitation provided by the Internal Revenue Code.

The proposed convention also in substance follows the proposed
treaties with Brazil, Finland, and Trinidad and Tobago by providing
that income which is taxed by Belgium pursuant to the proposed con-
vention will be treated for purposes of the foreign tax credit as in-
come from sources within Belgium. Thus, a foreign tax credit will
be available with respect to this income, even though under the In-
ternal Revenue Code the income might have its source elsewhere in
which case a foreign tax credit would not be available under the per
country limitation, or at all if the source of the income was the
United States.

As is the case under the existing convention, Belgium will employ
a variety of methods to afford relief from double taxation to its resi-
dents. The general means by which Belgium will grant relief from
double taxation to its residents on income taxed by the United States
is the exemption method. In addition, however, Belgium will also
grant deductions, credits, or reduced rates of tax.

Under the proposed convention, the basic form of relief granted
by Belgium is exemption with progression. A Belgian resident who
receives income which is specifically dealt with in the proposed con-
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vention and which has been taxed by the United States under the
proposed convention will be exempt from Belgian tax on that income,
but Belgium may take the income into account in computing the
rate of tax applicable to the remainder of the individual’s income.
This relief provision does not apply to income for which there is a
specific relief provision: Generally, dividends and interest taxed by
the United States at the reduced rate (and not as business profits)
and income not specifically dealt with in the proposed convention.
Thus, this general relief provision will be available with respect te
income such as income from real property located in the United
States which is owned by a Belgian resident and business profits (in-
cluding effectively connected passive income) attributable to a
United States permanent establishment of a Belgian resident. In this
regard, the proposed convention provides a limitation on the exemp-
tion in the case of a U.S. permanent establishment of a Delgian
resident which incurs a loss that is offset against Belgian income, and
which also reduces the amount of the permanent establishment profits
in other years that are subject to United States tax by reason of the
net operating loss carryover. In this case, the exemption provided
l:_\' Belgium to the profits of those other years would be reduced to
the extent the profits had been reduced for United States tax pur-
poses by reason of the net operating loss. In other words, the amount
of the net operating loss deducted must be added back to the Belgian
tax base.

The second Belgian relief provision of the proposed convention pro-
vides that in the case of a Belgian resident who receives [.S. source
interest or royalties which have been taxed by the United States under
the proposed convention (other than as business profits), Belgium
will allow a lump sum foreign tax credit against the resident’s tax
on that income. At present this eredit amounts to 15 percent of the
net amount of the income, In the case of U.S. source dividend income
received by an individual Belgian resident, the 15 percent lump sum
credit also will be allowed,

The third Belgian relief provision deals with income received by
a Belgian resident which is not expressly dealt with under the pro-
posed convention and which has been taxed by the United States. In
this case the income will be taxed at one-quarter of the normal rate
in the case of corporations and at one-half the normal rate in the
case of individuals. This is the rate of tax which Belgium would ap-
ply under its law if the income were taxed as foreign source earned
income which had been subjected to foreign tax.

In the case of dividends received by a Belgian corporation from a
U.S. corporation which are taxed by the United States at the reduced
15 percent rate under the proposed convention (i.e., the dividends
are not effectively connected with a U.S. permanent establishment of
the Belgian corporation), the proposed convention in effect provides
that Belgium will allow an intercorporate dividends exemption to the
Belgian corporation of 95 percent of the net dividend where the
Belgian corporation owns less than 50 percent of the paying U.S.
corporation. In other cases, the exemption will be 90 percent of the
net dividend. This exemption is the same as that accorded by Belgium
to dividends received by one Belgian corporation from another.
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This relief provision, however, does not exempt the Belgian re-
cipient of the dividend from the movable property prepayment (pre-
compte mobilier)—at present 10 percent—which 1s generally imposed
on lltlt'l'i,!!ll source dividends received by a Belgian corporation. An
additional procedure, however, is provided by which the Belgian cor-
poration may elect to be exempt from the prepayment on the divi-
dends. Generally, if it so elects, the dividends will be subject to the
prepayment when they are redistributed by the Belgian corporation
to its shareholders. Under Belgian law dividends which are subject
to the prepayment when received by a Belgian corporation are not
again subjected to the prepayment when redistributed by the cor-
poration. The proposed convention also provides that if in the future
Belgium limits the availability of its intercorporate dividends exemp-
tion to situations where the recipient corporation owns at least 10 per-
cent of the paying corporation, then the election provided by this
provision would be similarly limited.

A special rule is also provided by this provision of the proposed
convention in the case of a 1.8, citizen who is a resident of Belgium
and who receives U.S. source income which is neither exempt from
Belgian tax nor subject to a reduced rate of tax. In such a case, it is
provided that if the income is dividends, interest, or royalties, the
amount of Belgian tax on the income is not to exceed 20 percent. of the
income after allowance of the 15 percent lump sum foreign tax credit.
In other words, the U.S. citizen first computes the lump sum eredit,
and then the Belgian tax on his remaining income is limited to 20
percent of that income. In the case of other types of income received
by a U.S. citizen, the proposed convention in effect provides that they
will be taxed at one-half the normal Belgian rates (i.e., the rate at
which they would be taxed under Belgian law if they were treated as
foreign source earned income which as been subjected to foreion tax).

Finally, the proposed convention provides that if a corporation is
treated for tax purposes by the United States as a U.S. corporation
and by Belgium as a Belgian corporation, then relief from double
taxation is to be provided in accordance with the principles discussed
above.

Anrticle 24. Nondiscrimination

Under the existing convention, a limited nondiserimination provi-
sion is provided which prevents one country from imposing higher
taxes on citizens and corporations of the other country l{i:lll it imposes
on its own citizens and corporations.

The proposed convention contains the more comprehensive non-
diserimination provisions which are found in our other recent treaties
and which apply to taxes imposed at the state and local level as well
as at the national level. It provides that one country cannot diserim-
inate by imposing more burdensome taxes on its residents who are
citizens of the other country, or on permanent establishments of resi-
dents of the other country, than it imposes on its comparable tax-
payers. The proposed convention also extends the nondiserimination
provision to corporations of one country which are owned by residents
of the other country. s

The proposed convention further provides that the nondiscrimina-
tion provision will not prevent Belgium from taxing the business prof
its of a Belgian permanent. establishment of a 11.S. resident (which i
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a U.S. corporation or unincorporated entity) at a rate which is the
highest rate at which a Belgian corporation’s Iu'_ullt.-e may be taxed.
(The allowable rate of tax on the permanent establishment |.~:'II|:5t com-
puted before application of the Belgian :am'_v]uu'f.:t'r%-) It is further
provided, however, that the rate of tax (before the surcharges) on
those profits of the permanent establishment which are deemed to have
been Jislrlblm-d shall be the rate imposed on distributed ]lu’uhrﬁ of a
Belgian corporation (as long as Belgium taxes distributed profits of
Belgium companies at a lower rate than the highest rate it Imposes on
retained profits). For this purpose the Belgian permanent est ablish-
ment will be deemed to distribute the same percentage of its profits
which the U.S. resident maintaining the permanent. establisment dis-
tributes of its total profits. At the present time, a Belgian company’s
distributed profits are taxed at a 30 percent rate and its undistribufed
profits are taxed at rates ranging from 25 to 85 percent. In the absence
of a treaty provision, the profits of a Belgian permanent establish-
ment of a nonresident company are subject to a 35 percent tax (whether
or not, they are remitted to the nonresident company). Accordingly,
the effect of this provision of the proposed convention is to allow Bel-
gium to tax the undistributed profits of a U.S. resident’s Belgian per-
manent establishment at the 35 percent rate. However, the portion of
the permanent establishment’s profits which are deemed distributed
may only be taxed by Belgium at the lower 30 percent rate (or such
other lower rate as Belgium may impose on distributed profits in the
future).

Articles 25,26, and 27. Administrative Provisions

T} B S : : S : (W0
1e existing convention contains various administrative provisions.

Under the proposed convention, these provisions are modernized and
expanded generally along the lines of the provisions contained in other
U.S. tax treaties.

In general, the proposed convention provides—

(1) For consultation and negotiation between the two coun-
tries to resolve differences arising in the application of the pro-
posed convention and also to resolve claims by taxpayers that
they are being subjected to taxation contrary to the terms of the
proposed convention ;

(2) For the exchange between the countries of legal informa-
tion and of information pertinent to carrying out the provisions
of the proposed convention or to preventing fraud or fiscal eva-
sion with respect to the taxes covered by the proposed conven-
tion; and

(3) That each country is to assist the other in colleeting taxes
imposed by the other country to the extent necessary to insure
that the benefits provided by the proposed convention are en-
joyed only by persons entitled to those benefits.

The proposed convention specifically includes the definition of terms
as an item on which countries are to consult and attempt to reach
mutual agreement. Although most of our other income tax treaties
contain a mutual agreement procedure, generally, they do not have a
specific agreement provision relating to definitional matters. A similar
provision, however, is included in the proposed conventions with Fin-
land and Trinidad and Tobago.




Article 28. Miscellaneous

The proposed convention provides that its provisions are not to
affect the fiscal privileges which diplomatic or consular officials enjoy
under the general rules of international law or the provisions of
special ‘ngreemems A similar provision is contained in the OECD
model convention and in a number of our other income tax treaties.

In addition the proposed convention provides, as do most other U.S.
income tax treaties, that it is not to be lmerpmtml to deny any tax
benefit available presently or in the future under the tax laws of the
two countries or under any other agreement between the countries
Avrticle 29. Fatension to territories

The proposed convention provides a method similar to that found
in some of our other income tax conventions by which the convention
may be o\tmnh-tl to areas, not otherwise covered by the proposed con-
vention, for whose international relations the United States is re SpPon-
sible, if the area |m|m-0~= taxes substantially similar to those covered
by the convention, The convention may be extended pursuant to this
provision either in its entirety by a written notification given Belgium
by the United States and assented to by Belgium in a written com-
munication which notification and communic ‘ltmn ore then to be ra#
fied by the two countries.

Avrtiele 30, Entry into force

The proposed convention will enter into force one month following
the exchange of the instruments of ratification. It will become eﬂ'ec-
tive for t: |\1| le years beginning on or after January 1, 1971 (or in
the case of w |l1:11n1|1m<f taxes, \\llh respect to pe l\ln(’lllh made on or

after that date).

When the plupmwl convention enters into effect, the various exist-
ing conventions will terminate as they apply bet ween Belgium and
the United States (the convention of October 28, 1948: the supple-
mentary conventions of September 9, 1952, and \ll”’IIHI 22, 1957 ; and
the protocol of May 21,1965).

Article 31. Termination

The proposed convention will continue in force indefinitely, but
either country may terminate the proposed convention at any time
after 5 years from its entry into force by giving notice rhtmlg]] diplo-
matic channels. In addition, it is prov ided that the provisions of the
social security payments article may be terminated by either country
at any time.

PROPOSED INCOME TAX CONVENTION BETWEEN THE
UNITED STATES AND FINLAND

(Memorandum Prepared by the Staff of the Joint Committee
I X 1 1
on Internal Revenue Taxation)

The presently applicable income tax convention between the United
States and Finland, which was signed on March 3, 1952, would be
replaced by the proposed convention.

Since 1952, a mlm\}m' of changes have been made in the tax laws of
both the United States and Finland and, in addition, in recent years
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there has been a trend toward the modernization and standardization
of international tax relationships. This trend is reflected in the model
income tax convention of the Organization for Economic Cooperation
and Development (OECD) and in the U.S. income tax treaties which
have been revised in recent years, These various factors are reflected
in the proposed convention.

In general, the proposed convention with Finland follows the pat-
tern embodied in our other recent income tax treaties. The change of
most significance which is made by the proposed convention is the
adoption of the effectively connected concept (i.e., the abandonment of
the so-called force of attraction doctrine). Thus, if a resident of one
country derives investment income from the other country, he will be
able to enjoy the reduced rates of, or exemptions from, tax provided by
the proposed convention, even if he has a permanent establishment in
the other country, provided the income is not effectively connected with
that permanent establishment.

The other more important features of the proposed convention are
as follows:

(1) It is specifically provided that the countries may by mutual
agreement establish common meanings for terms nsed in the conven-
tion in order to prevent double taxation. A specific provision of this
nature is not contained in our other income tax treaties (other than
the proposed conventions with Trinidad and Tobago and Belgium).

(2) Business profits and effectively connected income of a permanent
establishment located in one country will be treated as being from
sources within that country even though the income might have its
source elsewhere under the Internal Revenue Code. This is designed to
help insure that a U.S. taxpayer who incurs Finnish taxes on this type
of income will be entitled under the foreign tax credit provisions of the
proposed treaty, which place a per-country limitation on the credit, to
a credit against his U.S. tax liability on that income for the Finnish
taxes.

(3) Royalties on motion picture films (and on radio and television
tapes), which are not covered by the existing convention, will be exempt
from tax unless they are attributable to a permanent establishment in
the source country.

(4) The 5 percent rate of source country witholding tax on inter-
corporate dividends, which is now available only where there is a 95
percent. ownership interest, will be available if there is at least a 10
percent ownership interest. In the absence of a treaty, dividends would
be taxed by the United States at a 30-percent rate, and by Finland at
a 15-percent rate.

(5) The present exemption from source country tax for artistic
royalties is extended to industrial and commercial royalties. These
royalties, in the absence of a convention, would be taxed by the United
States at a 30-percent rate and would be taxed by Finland at the
regular corporate or individual rates.

(6) Capital gains (other than on real property) which a resident of
one country derives from the other country will be exempt from source
country taxation, unless they are effectively connected with a perma-
nent establishment (or a fixed base of an individual) in the sonrce coun-
try. In addition, nonbusiness capital gains of an individual will be
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exempt from source country taxation provided the individual is not
present in that country for more than 183 days during the year. In the
absence of a treaty, short-term capital gains (real property held less
than 10 years and other capital assets held less than 5 years) would be
taxed by Finland at the regular corporate and individual tax rates. A
30-percent U.S. tax would be imposed on capital gains of nonresident
individuals present in this country for 183 days or more during the
year.

A detailed explanation of the proposed convention on an article-by-
article basis is presented below.

Avrticle 1. Taxes covered

The proposed convention applies to the United States Federal
income tax except for the accumulated earnings tax imposed by seec-
tion 531 of the Internal Revenue Code and the personal holding com-
pany tax imposed under section 541,

In the case of Finland, the proposed convention applies to the state
income tax and the communal tax. These are the national and munic-
i[ml income taxes imposed by Finland on individuals and corpora-
tions, The proposed convention also applies to the state capital tax
imposed by Finland which is a graduated tax imposed on in-
dividuals (resident and nonresident) with respect to certain forms
of property. Finally, the proposed convention applies to the sailors’
tax imposed by Finland which is an income withholding tax imposed
on the compensation of crewmen of Finnish ships in lien of the na-
tional and municipal income taxes. ‘ .

The proposed convention also contains the provision generally
found in U.S. income tax treaties to the effect that the convention will
apply to substantially similar taxes which either country may sub-
sequently impose. In addition, the nondiscrimination provisions of
the proposed convention will apply to taxes imposed at the state or
local level as well as at the national level.

Article 2. General definitions

The standard definitions contained in most U.S. income tax treaties
are contained in the proposed convention.

The proposed convention also contains the standard provision
that undefined terms are to have the meaning which they have under
the applicable tax laws of the country applying the convention. In
addition, however, the proposed convention provides in a manner
gimilar to the proposed conventions with Trinidad and Tobago and
Belgium, that where a term is defined in a different manner by the
two countries, the competent authorities of the countries may establish
a common meaning for the term in order to prevent double taxation
or to further any other purpose of the convention. Although most
of our other income tax treaties contain a mutunal agreement pro-
cedure, generally, they do not have a specific agreement provision
relating to definitional matters.

Article 3. Fiscal domicile

Generally, only residents of the two countries are entitled to the
benefits of the proposed convention. The proposed convention defines
“resident of Finland” and *resident of the United States™ and in
addition provides a set of rules to determine residence for purposes of
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the convention in the case of an individual with dual residence. This
provision of the proposed convention is based on the OECD model
convention’s fiscal domicile article and is similar to the provision
found in the French treaty and the proposed Belgian treaty.

Under the proposed convention, if both countries consider an indi-
vidual to be a resident according to their general rules for determin-
ing residence, the individual will be deemed for all purposes of the
convention to be a resident of the country in which he has his per-
manent home, his center of vital interests, or his habitual abode.
If the residence of an individual cannot be determined by these tests
applied in the order stated, the competent authorities of the countries
will settle the question by mutual agreement.

Article 4. General rules of taxation

The existing convention contains general rules regarding the man-
ner in which one country may tax residents of the other country
which are of limited scope.

The proposed convention contains the more comprehensive set of
general rules which are found in most of our other income tax treaties.
Thus, one country may tax residents of the other country only on in-
come from sources within the taxing country. Since under the pro-
posed convention (article 6) industrial or commercial profits attribut-
able to a permanent establishment located in a country are treated as
from sources within that country, under this provision one country
may tax residents of the other country on business profits attributable
to & permanent establishment located in the taxing country and on
other income from sources within the taxing country.

The taxation under the proposed convention must be in accordance
with the limitations contained in the proposed convention. Each coun-
try, however, may tax without regard to the proposed convention any
income from sources within that country to which the convention is
not expressly applicable. In addition, the proposed convention is not
to be interpreted to deny any tax benefits available presently or in
the future under the tax laws of the two countries or under any other
agreement between the countries.

The usual savings clause is included in the proposed convention.
This clause provides that with certain exceptions the proposed conven-
tion is not to affect U.S. taxation of its own citizens and residents.
The primary exceptions include the foreign tax credit, the nondis-
crimination provision, and the benefits relating to social security pay-
ments. The savings clause does not apply in the case of Finland since
Finland bases its taxation on residence rather than citizenship.

Article 5. Relief from double taxation

Under the existing convention the United States allows its citizens,
residents, and corporations a tax credit for Finnish income taxes in
accordance with the foreign tax credit provisions of the Internal
Revenue Code of 1939,

The proposed convention continues this method of avoiding double
taxation by providing that a U.S. citizen or resident (which includes
r:nrpumtionsr)) may credit against its U.S. tax the appropriate amount
of income taxes paid to Finland. As is the case in other recent 1.S.
tax treaties, the proposed convention does not specifically refer to the
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foreign tax credit provisions of the Internal Revenue Code. This
makes it clear that modifications of the Code which affect the foreign
tax credit will not be barred by the proposed credit article if the modi-
fications do not contravene the general principles of the convention.

The proposed convention provides a per country limitation on the
amount of the credit and, in addition, provides that the source rules
contained in the proposed convention are to be applied in determining
the credit. Of course, under the general rule that the proposed con-
vention is not to deny existing tax benefits, if the source of income
rules or the overall limitation on the credit provided by the Internal
Revenue Code produce a more favorable credit, a U.S. taxpayer may
use the Code rules.

UInder the existing convention, Finland allows its residents and
corporations a tax eredit for income taxes paid to the United States
(or its political subdivisions). A per-country limitation is imposed
on the amount of the credit.

Under the proposed convention, Finland, to avoid double taxation,
will employ both an exemption method and a tax eredit method. First,
where a resident of Finland derives income from the United States
(other than dividends) which may be taxed by the United States
under the convention, Finland will exempt that income from taxation.
Although the proposed convention sets forth this exemption in the
terms of a tax credit, it is in fact an exemption since the amount of the
“epedit™ is the amount of Finnish tax imposed on the income in ques-
tion. An exemption from Finnish tax will also be provided for inter-
corporate dividends paid by a U.S. corporation to a Finnish corpora-
tion as long as Finland continues to provide under its internal law an
exemption for intercorporate dividends paid by one Finnish corpora-
tion to another. It is also provided that Finland may employ an
exemption with progression system. Thus, a specific item of income
may be taken into account by Finland in determining the rate of tax
applicable to the total income of a Finnish resident taxable under
Finnish law even though the item of income is exempt from Finnish
tax under the proposed convention.

In the case of dividends from sources within the United States
which are derived by Finnish residents, the proposed convention pro-
vides that Finland will allow a tax credit for the U.S. tax imposed on
the dividends subject, however, to a per country limitation.

Article 6. Source of income

The existing convention does not contain source of income rules, Of
conrse, source of income rules are one of the ways by which income
tax treaties can eliminate double taxation, since the source of income
is important in determining g country’s jurisdiction to tax residents
of the other country and also in determining the limitation on the
foreion tax eredit.

The proposed convention follows the general approach of some of
our recent income tax treaties and provides source of income rules
that conform in general to the source rules contained in the Internal
Revenue Code. There is, however, a minor difference in the dividend
and interest source rule and, in addition, the proposed convention
follows the proposed treaties with Brazil, Tl‘iuitll:ul and Tobago and
Belgium by including a rule for determining the source of business
profits. '
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Under the Internal Revenue Code, dividends or interest paid by
a foreign corporation are considered to be in part from U.S, sources
and, therefore, are taxable to that extent when paid to a nonresident
alien individual or company, if more than 50 percent of the ‘m‘\'m,ﬁ_r
corporation’s income for the previous three years was effectively con-
nected with a U.S. business. Under the existing convention, if the
foreign eorporation is a Finnish corporation, dividends and interest
paid by that corporation to a foreign person are exempt from U.S.
Income tax notwithstanding the relative amount of the corporation’s
U.S. business income. The proposed convention slightly expands the
tax jurisdiction of the United States in the case of this type of divi-
dend and interest income over that allowed under the existing con-
vention, It provides that dividends and interest paid by a non-17.S.
corporation will be treated as from U.S. sources if at least 80 percent
of the corporation’s gross income for the prior three years consisted
of industrial and commercial profits attributable to a U1.S. permanent
establishment. Although this rule expands U.S. tax jurisdiction in
the case of dividends or interest paid by a Finnish corporation, it also
has the effect of limiting U.S. tax jurisdiction in the case of dividends
or interest paid to a Finnish resident by a foreign corporation other
than a Finnish corporation. This is because this type of income was
not dealt with in the existing Finnish convention and is subject, under
the proposed convention, to a source rule which is slightly more
limited than that provided under the Internal Revenue Code,

The proposed convention also follows the proposed treaties with
Brazil, Belgium, and Trinidad and Tobago by providing that indus-
trial and commereial profits (including passive income so treated be-
cause it is effectively connected with a permanent establishment) will
be treated as from sources within the country in which the permanent
establishment is located. Although the inclusion of this source rule in
the proposed convention does not produce a difference in the result
which obtains under our other treaties insofar as jurisdiction to tax
15 concerned, it may produce a different result under the foreign tax
credit. article of the convention. This is because business profits at-
tributable to a Finnish permanent establishment will be considered as
from sources within Finland—even though under the Code source
rules the income might have its source elsewhere—and, thus, a foreign
tax credit under the per country limitation will be available to a U Q.
taxpayer for Finnish taxes imposed on this income.

Avrticle 7. Nondiscrimination

Under the existing convention, a limite

sion ig provided which

d nondiscrimination provi-
prevents one country from imposing higher
taxes on citizens and corporations of the other countr

y than it imposes
on 1ts own citizens and corporations.

The proposed convention contains the more
diserimination provisions which are found in
tax treaties. It provides that one country cannot diseriminate by im-
posing more burdensome taxes on its residents who are citizens of the
other country, or on permanent establishments of residents of the other
country, than it imposes on its comparable taxpayers. The proposed
convention also extends the nondiserimination provision to corpora-
tions of one country which are owned by residents of the other country.

comprehensive non-
other recent U.S. income
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Article 8. Business profits

Under the existing convention, a resident of one country is taxable
by the other country on industrial and commercial profits to the extent
the profits are allocable to a permanent establishment in that other
country.

The proposed convention generally continues this rule with various
revisions to conform it to the treatment of business profits in other
recent U.S. tax treaties and under the Internal Revenue Code. This
includes the adoption of the effectively connected concept (i.e., elimi-
nation of !Iw force of attraction idea under which all income from
sources in the country where the permanent establishment is located,
in effect, is considered attributable to the permanent establishment).

Under the proposed convention, business profits of a resident of
one country are taxable in the other country to the extent they are
attributable to a permanent establishment which the resident has in
the other country. In computing the business profits that are subject
to tax, all expenses wherever incurred which are reasonably connected
with the business profits may be deducted.

It is further provided that the purchase of merchandise by a
permanent establishment, or by the resident of which it is a permanent
establishment, for the account of the resident will not of itself cause
profits to be attributed to the permanent establishment.

Under the proposed convention, several types of income which are
included within industrial and commercial profits are set forth. These
include investment income arising from a right or property which
is effectively connected with the permanent establishment. Industrial
and commerecial profits also include rents or royalties derived from
motion picture films and films or tapes for radio or television broad-
casting. The existing convention does not deal with this type of
income and, thus, each country now may tax film or tape royalties
derived by a resident of the other country. Under the proposed con-

vention, these rents and royalties (by hmng included within business
profits) will be exempt from tax in the source country unless they
are attributable to a permanent establishment which the recipient has
in that country.

Article 9. Permanent establishment

The existing convention contains a limited definition of the term
“permanent establishment.” The permanent establishment concept.
of course, is one of the basic devices used in income tax treaties to
avoid double taxation. Generally, a resident of one country is not
taxable on its business profits by the other country unless those prof
its are attributable to a permanent establishment of the resident in
the other country, Moreover, the permanent establishment concept is
significant in determining whether the reduced rates of, or exemptions
from, tax provided by the convention for dividends, interest, royalties.
and capital gains are applicable.

A new definition of the term “permanent establishment™ is con-
tained in the proposed convention. This definition generally follows
that contained in the OECD model convention and other recent U.S.
income tax treaties. Basically, the proposed convention expands the
definition to clarify the situations in which business activities carried
on by a resident of one country in the other country will be considered
a permanent establishment in that other country.

52-019—71——10
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Generally, any fixed place of business through which a resident of
one country engages in industrial or commercial activities in the other
country will be considered a permanent establishment. This includes
a seat of management, an office, a factory, and a building site or
construction or assembly project which exists for more than twelve
months. This general rule is modified by providing that a fixed place
of business which is used for any or all of a number of specified ac-
tivities will not be considered a permanent establishment. These ac-
tivities include the warehousing of goods for purposes of storage,
display, delivery, or processing by another person.

he proposed convention also provides that a resident of one coun-
try will be deemed to have a permanent establishment in the other
country if it has an agent in that country who has and habitually
exercises a general contracting authority (other than for the purchase
of merchandise) in that country, This agency rule does not apply, how-
ever, if the agent is a broker, general commission agent, or any other
agent of an independent status provided the agent is acting in the
ordinary course of his business.
Article 10. Shipping and air transport

The proposed convention continues the rule found in the existing
convention and in most other U.S. income tax treaties that income de-
rived by a resident of one country from the operation in international
traffic of ships or aircraft registered in that country will be exempt
from tax by the other country.

Avrticle 11. Related persons

Most U.S. income tax conventions, including the existing conven-
tion, contain a provision similar to section 482 of the Internal Revenue
Code which allows the allocation of income in the case of transactions
between related persons, if an allocation is necessary to reflect the con-
ditions and arrangements which would have been made between un-
related persons. The proposed convention includes a provision of this
nature which is somewhat broader than that found in the existing con-
vention in that it is applicable where only one of the related persons
is a resident of one of the two countries: under the existing conven-
tion, both related persons must be residents of the treaty countries.

Article 12. Dividends

The existing convention limits the rate of withholding tax in the
source country on dividends derived by a resident of the other coun-
try fo 15 percent generally, and to 5 percent in the case of dividends
paid by a corporation in which the recipient has at least a 95 percent
ownership interest (provided not more than 25 percent of the income
of the paying corporation consisted of dividends and interest—i.e.,
it 1s not an investment company ). These reduced rates of tax, however,
do not apply if the recipient has a permanent establishment in the
source country.

In general, the proposed convention makes two changes in the treat-
ment of dividends. First, the required ownership interest which must
exist for the 5 percent intercorporate rate to be available is reduced
from 95 percent to 10 percent ; the 15 percent rate is continued in the
case of portfolio dividends. Second, the proposed convention adopts
the effectively connected concept (i.e., it abandons the force of attrac-
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tion idea). Accordingly, the reduced rate of tax on dividends will
apply unless the recipient has a permanent establishment in the source
country and, in addition, the dividends are effectively connected with
the permanent establishment. This treatment of dividends generally
conforms to that provided by the Foreign Investors Tax Act of 1966,
the OECD model convention, and other recent U.S., income tax
treaties.

As is the case under the existing convention, the limitations on Fin
nish tax imposed on dividends derived from sources within Finland
by a United States resident apply to the combined amount of the
Finnish income tax and the Finnish capital tax imposed on capital
stock of a Finnish corporation owned by a U.S, resident.

In the absence of a convention, dividends paid by a Finnish corpor-
ation to a 11.8. resident would be subject to a 15 percent withholding
tax. A U.S. resident’s capital stock in a Finnish corporation would
be subject to tax at graduated rates ranging from approximately one-
half of 1 percent to 215 percent. Dividends paid by a U.S. corporation
to a Finnish resident would be subject to a 30 percent withholding
tax,

Article 13. Interest

Under the existing convention, interest derived by a resident of one
country from sources within the other country is exempt from tax in
the source country if the recipient does not have a permanent establish-
ment in that country. In addition, an exemption from the Finnish
property tax is provided for bonds, bank deposits, and trade balances
of a U.S. resident.

The proposed convention continues the exemption from source coun-
try tax for interest and, in addition, adopts the effectively con-
nected concept. Thus, the exemption from source country tax for
interest will apply unless the recipient has a permanent establish-
ment in the source country and, in addition, the interest is effec-
tively connected with the permanent establishment. This treatment
generally conforms to that provided by other recent 17.8. tax treaties
and the OECD model convention.

The proposed convention does not contain the exemption from Fin-
nish property tax for bonds, bank deposits or trade balances of a T7.S.
resident, inasmuch as this exemption is now provided under Finnish
law.

In the absence of a convention, U.S. source interest paid to a non-
resident would be subject to a 30 percent U.S. tax. Interest derived
from Finnish sources by a nonresident would be exempt from Finnish
income tax.,

A definition of interest is contained in the proposed convention
which is substantially identical to that found in the OECD model
convention and other recent U.S. income tax treaties. It also contains
the limitation on the application of the interest article which is found
in_these conventions in situations where the payor and recipient are
related, to the amount of interest which would have been agreed
upon had they not been related.

Anrtiele 1}. Royalties

Under the existing convention, artistic royalties (other than film
royalties) derived by a resident of one country from sources within
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the other country ave exempt from tax in the source country if the
recipient does not have permanent establishment in the source
country. 3

The proposed convention makes three principal changes in the
treatment of royalties. First, it extends the exemption to industrial
and scientific royalties. Second, the roposed convention adopts the
effectively connected concept. Accordingly, the exemption from tax
for royalties will apply unless the vecipient has a permanent estab-
lishment in the source country and the royalties are effectively con-
nected with the permanent establishment. This treatment generally
follows that provided in the OECD model convention. Third, as pre-
viously discussed (in connection with article 6), the proposed con-
vention treats film royalties as business profits, thus exempting those
royalties from source country taxation unless they are attributable
to a permanent establishment located in the source country.

In addition, as in the case of the interest provision, the royalty pro-
vision of the proposed convention does not apply to that part of a
royalty paid to a related person which is (-unsuui‘rt-[! excessive,

n the absence of a convention, Finland generally would tax royal-
ties derived by a U.S. resident at the regular corporate or individual
tax rates. Royalties derived from the United States by Finnish resi-
dents would be subject to a 30 percent tax.

Avrticle 15. Income from real property

The existing convention provides that income from real property
(not including interest on obligations secured by the property) and
natural resources royalties may be taxed in the country where the

real property or natural resources are located. In addition, it provides
that a resident of one country who derives real property income from
the other country may elect to be taxed in the source country as if
he were engaged in a trade or business in that country through a
permanent establishment.

A similar provision is included in the proposed convention. The
principal change made by this provision is the elimination of the net
basis election provision of the existing convention, which is no longer
needed since both Finland and the United States tax allow income from
real property to be taxed on a net basis.

Accordingly, under the proposed convention real property income
and natural resources royalties (including gains from the sale or ex-
change of the property or right giving rise to the royalty, but not in-
cluding interest on debts secured by real property or a royalty inter-
est) will be taxable by the country in which the property or natural
resource is located.

Article 16. Capital gains

The existing convention does not deal with the treatment of capital
gains. The proposed convention generally provides that capital gains
derived by a resident of one country will be exempt from tax by the
other country, unless the recipient of the gain has g permanent estab-
lishment in the other country and the property giving rise to the gain
is effectively connected with'the permanent establishment. In the case
of an individual resident of one country who is not taxable
under the general rule, gains derived from the other country will be
exempt from tax by that country unless the individual either main-




145

tains a fixed base in that country and the property giving rise to the
gain is effectively connected to the fixed base or the individual is pres-
ent in that country for more than 183 days during a taxable year.
These exemptions from tax for capital gains do not apply with respect
to gains derived by a resident of one country on the sale or exchange of
real property located in the other country. The treatment of capital
gains contained in the proposed convention conforms to the recent
French income tax treaty and the proposed Belgium income tax treaty,
as well as to other U.S. tax conventions (except for the fixed base con-
cept which is derived from the OECD model convention).

|[n the absence of a convention, the United States imposes a 30 per-
cent tax on capital gains derived from the United States by non-
resident alien individuals who are present in this country for 183
days or mora during the taxable year. I'inland taxes capital gains at
the regular corporate and individual tax rates, other than gains on the
sale of real property which has been held for at least 10 years and
gains from the sale of other kinds of eapital assets held for at least 5
years which are exempt from tax by Finland.

Article 17. Capital tawes

The existing convention does not cover capital taxes. As previously
indicated (article 1), the proposed convention applies to the capital
tax imposed by Finland. This provision of the proposed convention,
in effect, provides that a resident of the United States will be exempt
from the capital tax imposed by Finland on nonbusiness personal
property (ie., on property other than real property or property ef-
fectively connected with a Finnish permanent establishment) and
on U.S. registered ships and aireraft and personal property per-
taining to the operation of those ships and aireraft.

Although this provision of the proposed convention is reciprocal
in form, it only will affect the taxation by Finland of U.S. residents
since the United States does not impose a capital tax. In the absence
of a convention, individuals who are not residents of Finland are
subject to the Finnish national eapital tax with respect to the net
amount of various types of property located in Finland. This tax
is imposed at rates ranging from approximately one-half of 1 percent
to 214 percent.

Articles 18 and 19. Independent and dependent personal services

Under the existing convention, an individual who is a resident of
one conntry is exempt from tax in the source count ry on income from
personal services performed there, if the individual is not present in
that country for more than 183 days during the year and if either the
services are performed for a resident or corporation of his country of
residence or the income does not exceed %10.000.

The proposed convention provides a more liberal treatment of per-
sonal services income which generally accords with that provided in
other recent U.S. tax treaties.

In the case of income from the performance of independent activi-
ties in one country (the source country) by a resident of the other coun-
try, the proposed convention eliminates the $10,000 limit on the exemp-
tion. Accordingly, this type of personal service income will be exempt
from source country tax provided the person performing the services
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15 not. present in the source country for more than 183 days during the
year, regardless of the amount of the income.

In the case of income from dependent personal services (employ-
ment income) performed by a resident of one country in the other
country, the proposed convention generally follows our other recent
treaties and provides that the income will be exempt from sonree
country taxation if three requirements are met: (1) the individual is
not present in the source country for more than 183 days during the
year; (2) the remuneration is paid by, or on behalf of, an employer
who is not a resident of the source country; and (3) the remunera-
tion is not borne by a permanent establishment of the employer in the
source country.

Article 20. Teachers

Under the existing convention, teachers who are residents of one
country and who are temporarily present in the other country for the
purpose of teaching at an educational institution in that country are
exempt from tax in that country on income derived from teaching
activities for a period of two years.

The proposed convention follows the approach of other recent 17.S.
tax treaties and extends this exemption to income from research, other
than research undertaken primarily for the benefit of private persons
rather than in the public interest. Accordingly, a resident from one
country will be exempt from tax in the other country on income from
teaching and research for a period of two years, if he is present in the
host country at the invitation of the government or an accredited
educational institution for the purpose of teaching or engaging in
research (in the public interest) at an aceredited educational
institution.

Article 21, Students and trainees

The existing comvention provides a very limited exemption for stu-
dents. Students ¢r apprentices who are residents of one conntry and
who are present in the other country exclusively for the purpose of
studying or acquiring business or technical experience are exempt
from tax in the host country on remittances from abroad.

The proposed convention provides a substantially more liberal ex-
emption similar to that embodied in the 1965 Supplementary Con-
vention with the Netherlands, the recent French treaty, and the pro-
posed treaties with Brazil, Belgium, and Trinidad and Tobago. Under
the proposed convention, residents of one country who become students
in the other country will be completely exempt from tax in the host
country on gifts from abroad used for maintenance or study and on
any grant, allowance or award received from a governmental or chari-
table organization. In addition, a limited exemption is provided for
personal service income derived from sources within the country in
which the individual is studying. Under this provision, the host coun-
try will exempt from tax $2,000 per year of personal service income
(such as income from a part-time job). These exemptions (the com-
plete, as well as the limited one) and the visiting teachers exemption
may not be utilized for a period of more than 5 years in total.

In addition to the exemption regarding students, the proposed
convention follows the approach of other recent 1.S. tax treaties
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and provides a limited exemption for personal service income of resi-
dents of one country who are employees of a resident of that country
and who are temporarily present in the other country to study at an
educational institution or acquire technical, professional or business
experience. This exemption is available for a period of one vear and
is limited to $5,000. The proposed convention also provides an ex-
emption for income from personal services performed in connection
with training, research or study by residents of one country who are
temporarily present in the other country as participants in Governinent
sponsored exchange training programs. This exemption is limited to
$10,000.

1"[ ?‘f;e"!'!" 3.’ (rovernmental _I'an'f ;f)?f-\'

The existing convention provides that residents of one country
(other than citizens of that country unless the person is also a citizen
of the other country) are exempt from tax in that country on com-
pensation, including pensions, paid by the other country or a political
subdivision thereof,

The proposed convention follows the approach of our other recent
income tax treaties by restricting the availability of the exemption
to citizens of the paying country who are performing governmental
functions.

Avrticle 23. Rules applicable to personal income articles

The proposed convention provides that reimbursed travel expenses
are exempt from tax under the personal income article without re-
gard to maximum amount of the exemption. The proposed conven-
tion also provides that only the benefits of the most favorable personal
income article may be claimed by a taxpayer for a year if more than
one of those articles is applicable in that year.

The proposed convention also contains a provision not found in
our other income tax treaties which, in effect, exempts a resident of one
country who is present in the other country as a teacher or student
from tax in his country of residence on at least 30 percent of the amount
of his income from personal services (which he derives as a teacher
or student and which is exempt from tax in the host country under the
proposed convention). This provision, although reciprocal in form,
only affects Finnish taxation of Finnish students and teachers who
are temporarily present in the United States. This is because the
United States, under the savings clause, may tax its residents without
regard to the proposed convention.

This provision, which it is understood was requested by Finland,
provides that a resident of one country who is temporarily present in
the other country as a teacher or student may deduct in determining
his income tax in his country of residence the following amounts:
(1) all traveling expenses (including meals and lodging and incidental
expenses) while traveling between the two countries: and (2) all
ordinary and necessary living expenses (including meals and lode-
ing) while temporarily present in the host country. These deductible
expenses are presumed in any event to be at least 30 percent of the
amount of the student’s or teacher’s income which is exempt from
tax in the host country under the visiting teachers article or the
students article of the proposed convention,
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Article 2). Private pensions and annuities

Under the existing convention, private pensions and annuities de-
rived from one country by residents of the other country are exempt
from tax in the source country.

The proposed convention continues this rule and includes alimony
within its scope. ;
Article 25. Social security payments

The proposed convention provides that when social security pay-
ments or other public pensions are paid by one country to a resident
of the other country, only the payor country may tax these payments.
Although the existing convention and the QOECD model convention
do not contain a corresponding provision, the French and the pro-
posed Belgian treaties do contain a provision of this nature.

Article 26. f);,r:fo.-;.wf;r and consular officers

The proposed convention provides, as do a number of our other
income tax treaties and the existing convention, that its provisions
are not to affect the fiscal privileges which diplomatic and consular
officials enjoy under the general rules of international law or the
provisions of special agreements.

Article 27. Investment or holding companies

The proposed convention contains a provision which denies the
benefits of the dividends, interest, and royalties articles to a corpora-
tion which is entitled in its country of residence to special tax benefits
resulting in a substantially lower tax on those types of income than
the tax generally imposed on corporate profits by that country, if
25 percent or more of the capital of the corporation is owned by cor-
porations or individuals who are nonresidents of that country (or by
U.S. citizens, in the case of a Finnish corporation). A similar pro-
vision is contained in the Luxembourg convention and in other recent
provosed 17,8, tax treaties.

The purpose of this provision is to prevent residents of third coun-
tries from using a corporation in one treaty country, which is prefer-
entially taxed in that country, to obtain the tax benefits in the other
treaty country which the proposed convention provides for dividends,
interest, and royalties derived from that other country. This accords
with the purpose of an income tax convention between two countries
which is to lessen or eliminate the amount of double taxation of in-
come derived from sources within one country by a resident of the
other country.

At the present time, neither Finland nor the United States grants
fo investment. or holding companies the type of tax benefits with re-
spect to dividends, interest, or royalties which would make this pro-
vision of the proposed convention applicable. Thus, the provision will
have effect only 1f Finland or the United States should subsequently
enact special tax measures granting preferential tax treatment to divi-
dends, interest and royalties received by an investment or holding
company.

Articles 28-30. ;’[(t!HH.H'J',K‘f.r'rlf-‘-a'(‘ ;H'()i";-\‘;()?-’-‘i

Various administrative provisions are contained in the existing
convention. The proposed convention modernizes and expands these
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provisions generally along the lines of the provisions contained
other U7.S. tax treaties.
In general, the proposed convention provides—

(1) For consultation and negotiation between the two countries
to resolve differences arising in the application of the proposed
convention and also to resolve claims by taxpayers that they
are being subjected to taxation contrary to the terms of the
proposed convention;

(2) For the exchange between the countries of legal informa-
tion and of information pertinent to carrying out the prov isions
of the proposed convention or to preventing fraud or fiscal evasion
with respect to t he taxes covered by the proposed convention ; and

(3) That each country is to assist the other in collecting taxes
imposed by the other country to the extent necessary to insure
that the benefits provided by the proposed convention are enjoyed
only by persons entitled to those benefits.

Article 31. Entry into force

The proposed convention will enter into force two months following
the exchange of the instruments of ratification, It will become effective
generally for taxable years beginning on or after January 1 of the
year following the exchange of the instruments of ratification. Redue-
tions in 10.S. withholding taxes under the proposed convention gen-
erally will apply to amounts received on or after the date the proposed
convention enters into force. When the proposed convention enters into
effect, the existing convention which was signed on March 3, 1952, and
which entered into foree on December 18, 1952, will terminate.
Article 32. Termination

The proposed convention will continue in force indefinitely but
either country may terminate the proposed convention after 1973 by
giving notice throngh diplomatic channels. In addition, it is provided
that the provisions of the social security payments article may be
terminated by either country at any time.

PROPOSED INCOME TAX CONVENTION BETWEEN THE
UNITED STATES AND TRINIDAD AND TOBAGO

(Memorandum Prepared by the Staff of the Joint Committee on
Internal Revenue Taxation)

The existing income tax (-nnn-nlinn with Trinidad and Tobago
which was signed on December 22, 1966, ceased to be effective as of
the end of 1969. It was a treaty of limited scope and had been entered
into pending agreement by the countries on a more comprehensive
income tax convention,

The proposed convention with Trinidad and Tobago is a compre-
hensive convention which follows in most respects the general pattern
embodied in other recent U.S. income tax treaties, lln- proposed con-
vention d(’p.:lts from our otllvl income tax treaties in two prine 1[:‘11
respects in order to reflect the fact that Trinidad and Tobago is a
developing country, rather than a developed country, The llllntllhll
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aspect of the proposed treaty which differs from the general pat-
tern is the inclusion within the treaty of a provision which provides
for the deferral of both countries’ taxes which would otherwise be
imposed on the transfer of technical assistance (such as patents, de-
signs, etc., knowhow, and ancillary and subsidiary services) by a
U.S. corporation to a Trinidad and Tobago corporation in return for
stock of the Trinidad and Tobago corporation. This provision is de-
signed to induce the flow of knowhow and related services to Trinidad
and Tobago,

The other principal aspect of the proposed convention which differs
from the general pattern is the unilateral reduction by Trinidad and
Tobago of its withholding taxes on dividends and interest which flow
from that country to the United States, The T7.S. withholding taxes
on this type of income are not reduced under the proposed convention
80 as not to encourage an outflow of capital to the United States from
Trinidad and Tobago.

The other more important features of the proposed convention are
as follows:

(1) The terms “United States” and “Trinidad and Tobago™ are to
include the countries’ respective continental shelves, insofar as income
arising from the exploration and exploitation of natural resources on
the continental shelves is concerned. Accordingly, a country’s juris-
diction to tax under, and the benefits provided by, the proposed con-
vention will extend to this type of income. Our other income tax
treaties (except for the proposed treaty with Belgium) do not contain
a provision of this type. However, a similar provision was added to
the Internal Revenue Code by the Tax Reform Act of 1969.

(2) The two countries may under the mutual agreement procedure
establish common meanings for undefined terms used in the proposed
convention. This provision, which will help insure the availability of
the benefits provided by the proposed convention, is not contained in
other recent U.S, tax freaties (other than the proposed conventions
with Belgium, Finland, and the Netherlands).

(3) A source rule is provided under which business profits and
effectively connected income of a permanent establishment in one coun-
try will be considered to be from sources within that country, even
though the income might have its source elsewhere under the Internal
Revenue Code. This is designed to help insure that a 1.S. taxpayer
who pays taxes to Trinidad and Tobago on this type of income will
be entitled under the foreign tax credit provisions of the proposed
treaty, which would place a per country limitation on the credit, to a
eredit for the Trinidad and Tobago taxes.

(4) The rate of Trinidad and Tobago withholding tax on inter-
corporate dividends (where the recipient has a 10-percent ownership
interest in the paying company) is reduced from 25 percent to 10
percent. The branch profits tax imposed by Trinidad and Tobago is
similarly reduced from 25 percent to 10 percent.

(5) The rate of Trinidad and Tobago withholding tax on interest
is reduced from 30 percent to 15 percent in cases where the recipient
is a U.S. bank or other financial institution not having a permanent
establishment in Trinidad and Tobago.

(6) Artistic royalties will be exempt from source country taxation
and industrial and scientific royalties will be subject to a 15 percent
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rate of source country withlhiolding taxation, In the absence of a treaty,
these royalties would be taxed by both the Uinted States and Trinidad
and Tobago at a rate of 30 percent.

A detailed analysis of the proposed convention on an article-by-
article basis is presented below. b
Article 1. Tazes covered

The proposed convention applies to the UU.S. Federal income tax
with the exception of the accumulated earnings tax imposed by section
531 of the Internal Revenue Code and the personal holding company
tax imposed under section 541. In the case of Trinidad and Tobago,
the proposed convention applies to the corporation tax and the income
tax.

The proposed convention also contains the provision generally found
in U.S. income tax treaties to the effect that the convention will apply
to substantially similar taxes which either country may subsequently
impose. In addition, the nondiscrimination provisions will apply to
taxes imposed at the State or local level as well as at the national level.
Article 2. General definitions

The standard definitions found in most of our income tax treaties
are contained in the proposed convention. There is one provision,
however, in the proposed convention which differs from existing trea-
ties. This provision includes within the definition of the term
“United States” the territorial sea of the United States and the con-
tinental shelf of the United States insofar as the exploration and
exploitation of natural resources on the continental shelf is concerned.
This expanded definition, however, is applicable for purposes of the
proposed convention only to the extent that the person, property, or
activity of concern is connected with the exploration and exploitation
of natural resonurces. A similar definition of Trinidad and Tobago is
contained in the proposed convention.

The definition of continental shelf areas contained in the proposed
convention is similar to that contained in the proposed Belgian con-
vention and to that provided in the Internal Revenue Code (as
amended by the Tax Reform Act of 1969) except that under the Code
the continental shelf definitions apply only with respect to mines, oil
and gas wells, and other natural deposits. Under the proposed conven-
tion, the applicability of the defimition is not expressly restricted in
this manner since it applies with respect to the exploration for or
exploitation of any natural resource. In practical operation, however,
the applicability of the provision usually will be similarly restricted.
The activity of fishing is not intended to be considered the exploration
or exploitation of natural resources of the continental shelf, and thus
the definition of continental shelf is not to apply with respect to this
activity.

The proposed convention also contains the standard provision that
undefined terms are to have the meaning which they have under the
applicable tax laws of the country applying the convention. In addi-
tion, however, the proposed convention provides that where a term
is defined in a different manner by the two countries or where the
definition of a term cannot be readily determined under the laws of
one of the countries, then the competent authorities of the two coun-
tries may establish a common meaning of the term under the mutual
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agreement procedures provided by the proposed convention in order
to prevent double taxation or to further any other purpose of the
convention. A similar provision is contained in the proposed conven-
tions with Belgium and Finland. While most other U.S. income tax
treaties contain a mutnal agreement procedure, generally they do not
contain a specific provision of this nature relating to definitional
matters.

Article 3. General rules of tavation

The proposed convention contains the basic general rules of taxa-
tion regarding the manner in which one country may tax residents
and corporations of the other country which are found in most of our
other income tax conventions. Thus, one country may tax residents
of the other country only on income from sources within the taxing
country. In this regard, it should be noted, however, that (as dis-
cussed in connection with article 5) the source rules contained in
the proposed convention, which are to be used for purposes of this
basic rule, provide that industrial or commercial profits attributable to
a permanent establishment located in a country are treated as from
sources within the country. The taxation under the proposed con-
vention must be in accordance with the limitations contained in the
proposed convention. Each country, however, may tax without re-
gard to the proposed convention any income to which the convention
isnot expressly applicable.

The proposed convention is not to be interpreted to deny any tax
benefits available presently or in the future under the tax laws of the
two countries or under any other agreement between the countries.

The usual savings clause is included in the proposed convention.
This clause provides that with certain exceptions the proposed con-
vention is not to affect the taxation by a country of its own residents
(and, in the case of the United States, of its own citizens). The pri-
mary exceptions include the foreign tax credit, the nondiscrimination
provision, and the provision allowing tax deferral for technical
assistance.

Article J. Relief from double tazation

The previous convention with Trinadad and Tobago which termi-
nated at the end of 1969 contained a provision regarding the allowance
of a foreign tax credit by each of the countries for taxes paid to the
other country. The proposed convention continues this method of
avoiding double taxation. As in the case of other recent U.S. tax
conventions and the previous convention with Trinidad and Tobago,
the proposed convention does not specifically refer to the foreion tax
credit provisions of the Internal Revenue Code or of the tax laws of
Trinidad and Tobago. This makes it clear that modifications of the
Code or of the tax laws of Trinidad and Tobago which affect the for-
eign tax credit will not be barred by the proposed convention if the
modifications do not contravene the general principles of the
convention.

Under the proposed convention, a citizen, resident, or cor poration
of the United States will be allowed to credit against its U.S. tax
the amount of income tax paid to Trinidad and Tobago. Moreover.,
a U.S. corporation which receives a dividend from a Trinidad and




Tobago corporation in which it has at least a 10-percent ownership
interest will be allowed a eredit for the lrl idad and Tobago tax
]uilii on the corporate profits out of which the dividend is }mlti. if
the U.S. corporation includes the amount of Trinidad and Tobago
tax in its gress income. The credit allowed by the United States
under the proposed convention is subject to the so-called per-country
limitation. Of course, if the overall limitation on the foreign tax
eredit which is provided by the Internal Revenue Code ]mulul es
a more favorable result, a U.S. taxpayer may use that provision
rather than the per-country limitation contained in the proposed
convention.

The foreign tax credit allowed by the United States under this pro-
vision of the proposed convention conforms generally to the fmvltrn
tax credit allowed under the Internal I\t‘\"']lm‘ Code (secs. 901-906).
There is, however, one significant difference regarding the so-called
deemed [mul credit, i.e., the credit allowed to certain US. corpora-
tions for Trinidad and Tobago taxes paid on the corporate profits
out of which a dividend is ps aid. To 1‘ scelve this eredit under the pro-
posed convention, the recipient 17.S. corporation must include in
its income the amount of Trinidad :mll Tobago tax for which a deemed
paid eredit is claimed. In other words, the dividend must be grossed
up. Under the Internal Revenue Code, however, a dividend does not
have to be grossed up in order for the recipient U.S. corporation to
claim a deemed paid credit, if the dividend 1s paid by a less developed
country corporation and most Trinidad and Tobago corporations will
be considered less developed country corporations. Inasmuch as the
computation of the deemed paid tax credit without gross-up under
the Internal Revenue Code will generally produce a more favorable
result than the grossed-up i'ulnptihlinu under the proposed conven-
tion, it will be to the advantage of 1.S. corporations in many cases to
use the Code rules in computing the deemed paid credit. Of course, in
these cases U.S. corporations may continue to use the Code rules
rather than those found in the ])I{}]J{}\l'(l convention.

Under the proposed convention, Trinidad and Tobago will allow
its taxpayers a credit for income taxes paid to the United States.
Also, a Trinidad and Tobago corporation which receives a dividend
from a U.S. corporation in which it has at least a 10-percent owner-
ship interest will be allowed a credit for the U.S. tax paid on the cor-
porate profits out of which the dividend is paid. In the absence of
the }ll'nylm:-:wl convention, this eredit would be allowed under Trinidad
and Tobago law only where the recipient corporation had at least a
25-percent m\m-rahlp interest in the paying corporation. The credit
allowed by Trinidad and Tobago under the proposed convention is
subject to a per-country limitation.

Article 5. Source of income

One of the ways by which income tax treaties can eliminate double
taxation is to provide rules for determining the source of income. The
source of income is important in view of the general rule in treaties
that one country may tax residents and corporations of the other
country only on income from sources within the taxing country, and
also in view of the fact that the limitation in the foreign tax credit
provision is based on the source of income.
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The proposed convention with Trinidad and Tobago follows the
general approach of recent U.S. tax treaties and provides source of
income rules that conform in general to the source rules contained in
the Internal Revenue Code. There is, however, a minor difference in
the dividend source rule, and, in addition, the proposed convention fol-
lows the proposed treaties with Brazil, Finland, and Belgium by in-
cluding a rule for determining the source of business profits.

Under the Internal Revenue Code, dividends paid by a foreign
corporation are considered to be in part from U.S, sources, and there-
fore are taxable to that extent by the United States when paid to a non-
resident alien individual or company, if more than 50 percent of the
paying corporations’ income for the previous three years was effec-
tively connected with a U.S. business, ’[]he proposed convention slightly
limits the tax jurisdiction of the United States which arises by virtue
of this source rule. It applies the 50 percent test with respect to indus-
trial or commercial profits which are effectively connected with a per-
manent establishment in the United States of a Trinidad and Tobago
corporation and limits the amount of dividends paid by such a corpora-
tion which will be treated as U.S. income under rlhis rule to that amount
of money or other property transferred from the permanent establish-
ment in the United States to the Trinidad and Tobago corporation
during the relevant period. In other words, dividends paid by a Trini-
dad and Tobago corporation are not to be considered U.S. source
income under this rule to the extent the profits of the permanent estab-
lishment are reinvested in the United States by the permanent estal-
lishment rather than remitted to the Trinidad and Tobago corporation.

The proposed convention also contains a rule regarding the source of
industrial and commercial profits including passive income which is
treated as industrial and commercial profits because it is effectively
connected with a permanent establishment. This rule is found in
some of our recent proposed treaties, but not in other U.S. income tax
treaties or under the Internal Revenue Code. Under the Code and other
U.S. tax treaties, the country in which a permanent establishment is
located may tax the business profits which are effectively connected
with the permanent establishment regardless of the source of those
orofits. Insofar as jurisdiction to tax is concerned, the proposed Trini-
dad and Tobago treaty achieves the same result by providing that
these business profits are from sources within the country where the
permanent establishment is located. The practical results of the two
approaches are basically the same with one exception. Since business
profits attributable to a Trinidad and Tobago permanent establish-
ment are considered to be from sources within Trinidad and Tobago—
even though under the usual source rules, the income would have its
source elsewhere—a foreign tax credit under the per country limita-
tion will be available to a U.S. taxpayer for Trinidad and Tobago
taxes imposed on this income.

Avrticle 6. Nondiscrimination

The proposed convention contains the more comprehensive nondis-
crimination provisions which have been embodied in other recent .S,
income tax treaties. It provides that one country cannot disecriminate
by imposing more burdensome taxes on its residents who are nationals
of the other country, or on permanent establishments of nationals or
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corporations of the other country, than it imposes on its comparable
taxpayers. This provision, however, does not prevent Trinidad and
Tobago from imposing its branch profits tax pursuant to the limita-
tions contained in the proposed convention nor does it prevent the
United States from imposing a comparable tax. The proposed conven-
tion also extends the nondiscrimination provision to corporations of
one country which are owned by nationals or corporations of the other
country.
Article 7. Tax deferval for technical assistance

The proposed convention contains a provision which is not found
m other U.S. income tax treaties that is designed to induce the flow
of know how and related services to less developed countries. This
provision provides for the deferral of U.S. and Trinidad and Tobago
Income taxes in cases involving the transfer of technical assistance
by a U.S. corporation to a Trinidad and Tobago corporation. A simi-
lar provision is contained in the proposed Israeli income tax conven-
tion which is pending before the Senate Foreign Relations Committee,

Under the proposed convention, a U.S. resident may elect to defer
the U.S. and Trinidad and Tobago tax which would otherwise arise
as a result of the receipt of stock of a Trinidad and Tobago corpora-
tion by the U.S. corporation in return for the transfer of technical
assistance to the Trinidad and Tobago corporation. The taxes would be
deferred until the stock is disposed of. Specifically, this provision
applies where the U.S. corporation transfers to the Trimdad and
Tobago corporation—

(1) a patent, invention, model, design, secret formula or
process, or similar property rights; or

(2) information concerning industrial, commercial or scien-
tific knowledge, experience, or skill.

In addition, the provision is applicable to the provision of technical,
managerial, architectural, scientific, skilled or industrial, commereial
or like services if they are ancil’ary and subsidiary to the transfer of
the rights referred to in (1) above or the information referred to in
(2) above. The “property™ or services provided by the U.S. corpora-
tion must be for use in connection with a trade or business actively
conducted by the recipient Trinidad and Tobago corporation in its
own country. In addition, a transfer must be made in accordance with
the laws of the two countries regulating foreign investments.

Under the Internal Revenue Code, a taxpayer may receive deferral
of U.S. tax where he transfers property to a foreign corporation
generally if two conditions are satisfied. First, the recipient foreign
corporation must be at least 80 percent controlled by the U.S. corpora-
tion (sec. 351). Second, the Internal Revenue Service mmust give
advance approval of the transaction (sec. 367). Thus, the effect of
the proposed convention vis-a-vis U.S. law is to eliminate the 80 per-
cent test, to relieve U7.S. taxpayers of the requirement that they obtain
an advance ruling from the Treasury Department, and also to elim-
inate the necessity which arises under the Internal Revenue Code of
distinguishing between transfers of property and transfers of services.

The proposed convention, in addition to allowing the deferral of
U.S. taxes, also provides for the deferral of the Trinidad and Tobago
taxes which would arise in connection with the transaction. The pro-
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vision is reciproeal in form and thus would also be applicable if a
Trinidad and Tobago corporation were to transfer any of the specified
property rights or services to a U.S. ecorporation. o X )

Under the proposed convention, the competent authorities of each
country are given authority to preseribe the necessary regulations for
purposes of the tax deferral provision. In addition, the Trinidad and
Tobago competent authority 1s given the power to preseribe standards
for determining whether the services which may be transferred under
this provision are ancillary and subsidiary to property rights or in-
formation which have been transferred, as is required by the proposed
convention.

Anrticle 8. Business profits

The proposed convention contains provisions regarding the taxation
of business profits which generally accord with similar provisions
found in other U.S. income tax treaties. The proposed convention in-
cludes the effectively connected concept which is found in the Internal
Revenue Code and in our more recent income tax treaties.

Under the proposed convention, business profits of a resident of one
country are taxable in the other country to the extent they are attribut-
able to a permanent establishment which the resident has in the other
country. In compnting the taxable business profits, the proposed con-
vention allows the deduction of all expenses, wherever incurred, which
are reasonably connected with the business profits.

It is further provided that profits will not be attributed to a perma-
nent establishment merely by reason of the purchase of merchandise
by the permanent establishment, or by the resident of which it is a
permanent. establishment, for the account of that resident. The pro-
posed convention also provides that in determining the profits at-
tributable to a permanent establishment the same method is to be used
from year to year unless there is good and sufficient reason to do other-
wise,

The proposed convention sets forth examples of types of income
which are considered industrial and commercial profits and in so do-
ing follows the approach of our other recent treaties and the Internal
Revenue Code by including within such profits investment income
arising from a right or property which is effectively connected with
the permanent establishment. The types of passive income included
within industrial or commercial profits are dividends, interest, royal-
ties, and income from real property,

Article 9. Definition of permanent establishment

One of the basic devices used in income tax treaties to avoid double
taxation is the permanent establishment concept. Generally, a resident
of one country is not taxable on its business profits by the other coun-
try unless those profits are attributable to a permanent establishment
of the resident in the other country. In addition, the permanent estab-
lishment coneept is used to determine whether the reduced rates of,
or exemptions from, tax provided by the convention for dividends,
interest, and royalties are applicable,

The proposed convention follows the pattern of the OECD model
convention and other recent U.S. income tax treaties by defining a
permanent establishment as a fixed place of business through which a
resident. of one country engages in industrial or commercial activities
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in the other country. This includes a seat of management, an office,
a store or other sales outlet, a factory, and any building, construction
or installation project which lasts for 6 months or more. This general
rule is modified to provide that a fixed place of business which is used
for any or all of a number of specified activities will not constitute
a permanent establishment. These activities include the processing of
goods belonging to the resident and the purchase of goods for the ae-
count of the resident under arrangements or conditions which are or
would be made between independent persons and the storage or de-
I-I\'('!'v\' of eoods [li']utl;{illf_f to the resident (other than ;_ff-r:flé or mer-
chandise held for sale by the resident in a store or other sales outlet).

The proposed convention also provides that a resident of one coun-
try will be deemed to have a permanent establishment in the other
country if it—

(1) engages in industrial or commercial activity in the other
country through an agent who has and who habitually exercises
a general contracting anthority (other than for the purchase of
merchandise) in that country or who maintains in that coun-
try a stock of goods belonging to the resident from which he
regularly fills orders or makes deliveries;

(2) maintains equipment or machinery for rental or other
purposes within the other country for a period of 6 months or
more: or

(3) sells in the other country goods or merchandise which
either were subjected to substantial processing in that country
(wherever purchased) or were purchased in that country and not
subjected to substantial processing outside of that country.

The third situation deseribed above which gives rise to a permanent
establishment is not contained in other U.S. income tax treaties. A
somewhat similar provision is found, however, in the proposed Bel-
aian convention.

The proposed convention also contains the nsual rule that the agency
rule will not apply if the agent is a broker, general commission
agent, or other agent of independent status acting in the ordinary
course of its business.

Anrticle 10. Sh ;/'.\‘ and .J'r.r',v.r-;-.r';')‘.

_ The proposed convention adopts the approach found in most U.S.
income tax treaties by providing that income which a resident of one
country derives from the operation in international traffic of ships or
aireraft will be exempt from tax by the other country. In the case of a
resident of the United States, the ships or aircraft must be registered
in the United States,
Awticle 11, Related PErsons

The proposed convention contains, as do most 1.S. income tax
treaties, a provision similar to section 482 of the Internal Revenue
Code which allows the allocation of income in the case of transactions
between related persons, if an allocation is necessary to reflect the
conditions and arrangements which would have been made between
unrelated persons,

52-019—T71——11
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Article 12. Dividends

The prior convention with Trinidad an Tobago reduced the rate of
withholding tax on dividends paid by a corporation of one country
to a corporation of the other country with at least a 10 percent owner-
ship interest in the paying corporation to 5 percent. This reduced rate
was not available, however, if the recipient of the dividends had a per-
manent establishment in the other country (i.e., the prior treaty con-
tained the force of attraction concept). In addition, in other cases the
source country withholding tax on dividends was reduced to 25 per-
cent. The prior convention also reduced the rate of the so-called branch
profits tax imposed by Trinidad and Tobago to 5 percent.

The proposed convention differs from the prior convention in that
only the Trinidad and Tobago withholding tax rates are reduced. In
other words, the usual 30 percent withholding tax imposed by the
United States on dividends paid by a U.S. corporation to a Trinidad
and Tobago resident will continue to apply under the convention.
In the case of intercorporate dividend payments, the generally appli-
cable 25 percent Trinidad and Tobago withholding tax is reduced to
10 percent. In addition, the proposed convention abandons the force-
of-attraction doctrine and, thus, the reduced rate will be applicable
unless the U.S, corporate recipient of the dividend has a permanent
establishment in Trinidad and Tobago and the stock giving rise to
the dividend is effectively connected with the permanent establishment.

Specifically, the proposed convention provides that the Trinidad
and Tobago withholding tax will be reduced to 10 percent in the case
of dividends paid by a Trinidad and Tobago corporation to a U.S.
corporation which has at least a 10 percent ownership interest in the
paying corporation (provided that not more than 25 percent of the
paying corporation’s income is derived from interest and dividends
other than interest and dividends from subsidiary corporations or
interest from a banking, insurance, or financing business), If the
recipient of the dividend has a permanent establishment in Trinidad
and Tobago with which the stock giving rise to a dividend is effec-
tively connected, then the reduced rate is not available.

The proposed convention also limits in other cases the Trinidad
and Tobago withholding tax on dividends to 25 percent, which is the
current Trinidad and Tobago withholding tax rate on dividends. As
1s true in the case of intercorporate dividends, this limitation is not
applicable if the U.S. recipient of the dividend has a permanent estab-
lishment in Trinidad and Tobago with which the stock giving rise to
the dividend iseffectively connected.

The proposed convention further provides that dividends paid by
a corporation of one country to a person other than a resident of the
other country (and in the case of dividends paid by a Trinidad and
Tobago corporation, to a person other than a citizen of the United
States) will be exempt from tax by the other country, unless under
the source rules provided by the convention the dividend is treated
as being from sources within the other country. Thus, dividends
paid by a Trinidad and Tobago corporation to a person other than
a eitizen or resident of the United States will be exempt from U.S.
tax unless the dividend is treated as being from U.S. sources. As indi-
:ated in the discussion of the dividend source rules (article 5), the
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source rules of the proposed convention generally follow the source
rules provided under U.S. statutory law.

The proposed convention also contains a provision regarding the
so-called branch profits tax imposed by Trinidad and Tobago. Under
Trinidad and Tobago law, the profits of a Trinidad and Tobago per-
manent establishment of a foreign corporation are subject to the regu-
lar 45 percent corporate tax and, in addition, are subject to a 25 per-
cent branch profits tax unless the profits are reinvested in Trinidad
and Tobago. In other words, these profits are taxed in the same man-
ner as if they were earned by a subsidiary corporation and then the
aftertax profits were paid as a dividend to the parent corporation. The
proposed convention limits to 10 percent the Trinidad and Tobago
branch profits tax on remittances by a Trinidad and Tobago perma-
nent establishment of a T.S. eorporation of profits which were effec-
tively connected with the permanent establishment. In other words,
such remittances will be treated under the proposed econvention in the
same manner as intercorporate dividends.
drticle 13, Interest

U7.S. income tax treaties generally provide that interest derived from
one country by a resident of the other country will either be exempt
from, or subject to a reduced rate of, tax in the source country. As is
true in the case of the proposed Brazilian convention, the proposed
convention contains a more limited provision dealing with interest.
It provides that interest received by the Government, or a wholly
owned agency, of the United States or Trinidad and Tobago will be
exempt from tax by the other country.

The proposed convention also reduces from 30 to 15 percent the
Trinidad and Tobago tax imposed on interest derived from sources
in Trinidad and Tobago by a U.S. resident which is a bank or other
financial institution and which does not have a permanent establish-
ment in Trinidad and Tobago, This reduction is unilateral, is limited
to the specified type of recipient, and does not embody the eflectively
connected concept.

The proposed convention also contains a limitation on the applica-
tion of the interest article which is similar to that found in the OECD
model convention and other recent U.S. income tax treaties in situa-
tions where the payor and recipient are related. The proposed conven-
tion provides that if the interest paid to a related person is in excess
of a fair and reasonable consideration for the indebtedness for which
it is paid, then the interest article will apply only to that part of the
interest as represents a fair and reasonable consideration.

The proposed convention also provides that the provision of Trini-
dad and Tobago law, which, in effect, treats interest in certain cases
as a dividend distribution rather than as interest, is to apply to in-
terest paid to a U.S. resident only to the extent the U.S. resident can-
not demonsirate to the satisfaction of the Trinidad and Tobago tax-
ing authorities that the investment giving rise to the interest (in-
eluding the faet that it is in the form of indebtedness) did not have as
its purpose the avoidance of Trinidad and Tobago tax. Under Trini-
dad and Tobago law, interest on convertible debt and interest on
securities of a Trinidad and Tobago company which are held by a
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nonresident parent company or brother-sister corporation are treated
as dividends rather than as interest.
Awrticle 1}. Royalties

The OECD model convention and a number of U.S. income tax trea-
ties provide an exemption from source country tax for nonmineral
royalties paid to residents of the other country, provided the recipient
does not have a permanent establishment in the source country l:lTl(! n
the case of more recent treaties, unless the property or right giving
rise to the I'a:_\':ill_\' 18 l"T'l'i'Ii\i*!_‘.' connected with the permaanent estab-
lishment).

The proposed convention with Trinidad and Tobago follows this
general approach with respect to artistic royalties, In other words, art-
1stie royalties derived by a resident of one country from sources in the
other country will not be subject to tax in the source country unless
the ['l't'iii-‘l'l![ has a permanent est ablishment in the source l'()ll}lf!’_\' and
the property giving rise to the royalty is effectively connected with the
permanent establishment,

In the case of industrial and scientific royalties, the proposed conven-
tion differs from the general treaty approach and follows the approach
embodied in the proposed Brazilian treaty of providing a reduced rate
of, rather than an exemption from, source country withholding tax.
Under the proposed convention, industrial and scientific royalties
derived from one country by a resident of the other country will be sub-
ject to a maximum 15 percent withholding tax rate in the sonree coun-
try, unless the recipient has a permanent establishment in the source
country, and the property giving rise to the royalty is effectively
connected with the permanent establishment.

In the absence of the convention, the United States and Trinidad
and Tobago would impose a 30 percent withholding tax on royalties
paid to a resident of the other country.

As in the case of the interest provision, the royalty provision of the
proposed convention does not apply to that part of a royalty paid to a
related person which is in excess of a fair and reasonable consideration.

The proposed convention does not cover royalties arvising from the
use of motion picture films or films or tapes for radio or television
broadeasting as do a number of other U.S. income tax treaties.
Article 15. Income from real property

The proposed convention follows the approach of the Internal Rev-
enue Code and most U.S. income tax treaties by providing that a resi-
dent of one country may elect to be taxed on a net basis in the other
country, as if the resident were engaged in business in that other
country, on real property income (including gains from the sale or
exchange of real property) and on mineral royalties arising from
sources in that other country. This provision has the effect of reducing
the source country tax on this income to an amount which in most
cases will be fully creditable against the tax imposed on the income
by the recipient’s country of residence which is usually computed on a
net basis. '

In the absence of this provision, Trinidad and Tobago would tax a
U.S. person on the gross amount of this type of income from Trinidad
and Tobago sources unless the person was engaged in business in Trini-
dad and Tobago.
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Awrticle 16. Investment or z"mfrf;;rlf; f‘-’_*h'r‘t,ir'!,'f;f'.'\'

The proposed convention contains a provision which denies the
benefits of the dividends, interest, and royalties articles to a corpora-
tion which is entitled in its count ry of residence to speecial tax benefits
resulting in a substantially lower tax on those tvpes of income than
the tax generally f’m;nm'.'! on corporate profits by that country, if
25 percent or more of the capital of the corporation is owned by non-
residents of that country (or v U.S. citizens in the case of a Trinidad
and Tobago corporation). A ‘similar provision is contained in the
Laxembourg convention and in other recent proposed 17.S. tax treaties.

The purpose of this provision is to prevent residents of third coun-
tries from using a corporation in one treaty country, which is prefer-
entially taxed in that country, to obtain the tax benefits in the other
treaty country which the proposed convention provides for dividends,
interest, and royalties derived from that other country. This accords
with the purpose of an income tax convention between two countries
which is to lessen or eliminate the amount of double taxation of in-
come derived from sources within one country by a resident of the
other country.

At the present time, neither Trinidad and Tobago nor the United
states crants to investment or holding companies the type of tax
benefits with respeet to dividends, interest. or royalties which would
make this provision of the proposed convention applicable. Thus, the
provision will have effect only if Trinidad and Tobago or the United
States should subsequently enact special tax measures granting pref-
erential tax treatment to dividends, interest and royalties received by
an investment or holding company.
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['nder the Internal Revenue Clode, a nonresident alien is not taxed
by the United States on income earned from services performed by him
in the United States if-

(1) he is present in the United States for less than 90 days
during the taxable year;
(2) his ageregate income from services performed in the

United States does not exceed £3.000; and

(3) he performs the services as an employee of a foreign indi-
vidual, partnership, or corporation which is not engaged in busi-
ness in the United States, or for a foreign branch maintained by
a U.S. citizen, resident, partnership, or company.

Under Trmidad and Tobago tax law, tax is imposed on any income
derived by & nonresident individual from the performance of personal
services in Trinidad and Tobago.

Our income tax treaties generally follow the approach of the In-
ternal Revenue Code but in addition extend the period a nonresident
may be present in the host country (usually from 90 to 183 days) and,
in effect, eliminate either the $3,000 income limitation or the foreign
employer requirement by not taxing nonresidents in the host country

if either requirement is satisfied.

The proposed convention adopts the general treaty approach by
extending the 90-day presence requirement to 183 days. The $3.000
requirement is retained in the case of income derived from the per-
formance of services in an independent capacity but is eliminated in
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the case of employment income. On the other hand, the foreign em-
ployer requirement is retained in the case of employment income but
15 eliminated for income derived from the performance of services in
an independent ecapacity.

The proposed convention also follows the proposed Brazilian and
Philippine conventions by imposing an additional specific dollar limi-
tation on the amount of personal service income which public enter-
tainers (such as actors, athletes, ete.) may receive tax free in the source
country. If the compensation of these persons exceeds $100 for each
day the person is present in the source country for purposes of per-
forming the entertainment services, the person is subject to tax. In
addition, any person who receives income from providing services of
public entertainers in the source country in excess of $100 for each
day the entertainers are present in the source country for the purpose
of performing the entertainment services may not avail himself of the
exemption provided by the convention for personal services income, I'f
a Trinidad and Tobago public entertainer, however, satisfies the re-
quirements of the Internal Revenue Code for exemption of personal
service income which includes the $3,000 per year limitation, he may
avail himself of the Code exemption and thus avoid the $100 per day
limitation contained in the proposed convention.

. [ J'/;r‘.-?r'-‘ f-‘\'_ ?Yr’ t!r‘;.‘;.iflr/ r!'.-f.‘f‘I resedr f'."r.’

Most U.S. income tax treaties provide some exemption from source
country taxation to teachers who are residents of the other country
and who are temporarily present in the source country at the invita-
tion of the Government or an educational institution. The purpose

of such a provision is to facilitate the exchange of teachers between
countries. The proposed convention with Trinidad and Tobago follows
the approach of our more recent treaties which contain more liberal
exemption provisions than did earlier treaties. It is provided that a
resident of one ecountry will be exempt from tax in the other country on
income from teaching and research for two years, if he is present in
the host country for purposes of teaching or engaging in research at
an aceredited educational institution. The exemption, however, does
not apply to income from research undertaken primarily for the bene-
fit of private persons, rather than in the public interest, or to income
which arises in eases where there is an agreement between the govern-
ments of the two countries for the provision of the services of the
mdividuals.

Article 19. Students and trainees

It is generally provided in our income tax treaties that students
who are residents of one country will be exempt from tax in the other
country on certain types of income if they are present in the other
country for purposes of attending school. This exemption is usually
limited to gifts from abroad which are used by the student for his
maintenance or education.

The proposed convention contains a substantially more liberal
exemption similar to that embodied in the 1965 supplementary con-
vention with the Netherlands, the recent French treaty, and the pro-
posed conventions with Brazil, Belgium and Finland. Under the pro-
posed convention, residents of one country who become students in
the other country will be completely exempt from tax in the host coun-
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try on gifts from abroad used by the student for maintenance or st udy
and on any grant, allowance, or award received from a covernmental
or charitable organization. In addition, limited exemptions are pro-
vided for personal service income derived from sources within the
country in which the individual is studying. In the case of students
generally, $2,000 per year of personal service income (such as income
from a part-time job) is exempt from tax in the country in which the
individual is a student. The limitation is increased to £5.000 per year
if the individual is studying for a profession or a professional spe-
cialty. These exemptions (the complete as well as the limited ones)
may not be utilized for a period of longer than five years.

In addition to the exemptions regarding students, the proposed
convention follows the approach of other recent U.S. income tax
treaties and provides limited exemptions for personal service income
of residents of one country who are employees of a resident or corpora-
tion of that country and who are temporarily present in the other
country to study at an approved educational institution or to acquire
technical, professional or business experience ($5,000) and for income
from personal services performed in connection with training, research
or study by participants in Government-sponsored exchange training
programs ($10,000).

Article 20. Governmental salaries

As is the case in our other income tax treaties, the proposed con-
vention provides that one country will not tax wages, salaries, pen-
sions, or annuities paid by the other country to its nationals for govern-
mental services.

Avrticle 21, Rules applicable to personal income articles

The proposed convention provides that reimbursed travel expenses
are exempt from tax under the personal income articles without regard
to the maximum amount of the exemptions, The proposed convention
also provides that only the benefits of the most favorable personal
income article may be claimed by a taxpayer for a year with respect to
the same income, if more than one of those articles is applicable to the
income in that year.

Anrticle 22. Private pensions and annuities

The proposed convention adopts the approach of most U.S. income
tax treaties which exempts private pensions and annuities paid to
residents of one country from tax in the other count ry. The proposed
convention also extends this treatment to alimony payments which
are taxable to the recipient under the laws of his count ry of residence.
Articles 23-27. Administrative Provisions

The proposed convention contains the various administrative pro-
visions found in most U.S. income tax treaties. In general, the pro-
posed convention provides—

(1) For consultation and negotiation between the countries to
resolve differences arising in the application or interpretation of
the proposed convention and also to resolve claims by taxpayers
that they are being subjected to taxation contrary to the proposed
convention;

(2) For the exchange between the countries of legal informa-
tion and of information relating to carrying out the provisions
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of the proposed convention or to preventing fraud or fiscal eva-
sion with respect to the taxes covered by the proposed convention ;
‘l“ll

(3) That each country is to assist the other in collecting taxes
imposed by the other country to the extent necessary to insure that
the benefits provided by the proposed convention are enjoyed only
by the persons entitled to those benefits.

Article 28, f";;"wr'.’a.f'r' dates

The proposed convention generally will become effective for taxable
years hl""llllllll“’ on or after January 1 of the year in which the instru-
ments of ratification are exchanged. An exception to this general rule
is provided in the case of the provision \\'hir :h allows tax deferral for
technical assistance. This provision will be effective with respect to
stock received on or after the date the proposed convention was signed
(Le., January 9, 1970).

In addition, Trinidad and Tobago unilaterally will take all neces
sary steps to make the reduced rates of Trinidad and Tebago with-
holding tax on dividends which are provided by the proposed conven-
tion effective from January 1, 1970, through December 31, 1970, rather
than only from the later date when the convention enters into force,

The proposed convention will continue in effect indefinitely, but
either country may terminate it after it has been in effect for five years
by giving notice of termination.

Artiele 29, Faetension f.l_f convention

The proposed convention contains a provision similar to that found
in some of our other income tax treaties pursuant to which the con-
vention may be extended to any areas of either of the two countries for
whose international relations the country is responsible, if the area
imposes taxes substantially similar to those covered by the convention.

The convention may be extended pursuant fo this provision either
in its entirety or with the necessary madi fications. The extension is
to be effected by a written notification of extension by the one country
which is assented to by the other country in a written communication,
which notification and communication are then to be ratified by each
of the countries in accordance with their constitutional procedures.

PROPOSED ESTATE TAX CONVENTION BETWEEN
THE UNITED STATES AND THE NETHERLANDS

(Memorandum Prepared by the Staff of the Joint Committee on
Internal Revenue Taxation)

At the present time, the United States has 12 estate tax treaties,
the most recent of which is the 1962 Canadian treaty.

The ]n'll}:rl-&(‘d convention, alt imll'_fll it has the same basic purpose as
our other estate tax treaties—namely, the lessening of double taxation
at death and the prevention of fiscal evasion—embodies a substantially
different approach to the resolution of double taxation problems. One
of the principal objectives of this approach is to reduce lh(' instances of
double tax ]\Hl:-«tll('ll()ll. and thereby minimize the burdens of death
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taxation, in situations where employees of private businesses die while
on # foreign assignment that is basically of a temporary nature.

Our existing estate tax conventions are based on the situs principle
of taxation. These ticaties set forth detailed rules for determining the
situs of a decedent’s property and provide that a country may tax
property situated in it even though the decedent is domiciled in the
other country. These existing treaties also provide that the country
of domicile will allow a tax credit against its death tax with respect
to the taxes imposed by the country in which the property is situated.
Although these treaties have helped lessen the burdens of double
taxation, in some instances the provisions give inadequate relief and,
in addition, they generally do not adequately deal with the situation
where both countries tax the worldwide estate of the decedent on the
basis that each country considers the decedent to have been a
domiciliary.

To resolve a substantial portion of these problems, the proposed
convention, in general, confers primary death tax jurisdiction on the
country in which the decedent was domiciled, limits situs country
taxation to the decedent’s real property or business assets of a perma-
nent establishment located in that country, and provides a system of
tax credits under which the country in which the decedent was not
domiciled, even if he was a citizen of that country, will assert only
secondary worldwide tax jurisdiction with respect to the decedent’s
estate if he had been domiciled for a substantial period in the other
country in the sense that it will allow a credit for the taxes imposed by
the country of domicile.

Generally, these basie rules of the proposed convention produce the
following pattern of death taxation. A U.S. citizen who under Dutch
law was domiciled in the Netherlands for less than 7 out of the 10 years
prior to his death and who did not intend to indefinitely remain there
will be considered domiciled only in the United States and thus will be
subject to Dutch death taxes, at the lower rates which are generally
applicable to nonresidents, only on his real property and business assets
situated in the Netherlands. In this type of case, the United States
will then allow a credit against the Federal estate tax on the property
which has been taxed by the Netherlands for the Dutch death taxes
imposed on that property. Moreover, in computing the amount of the
Duteh death tax, the proposed convention provides for the allowance
of a 50-percent marital deduction and for the exemption from tax of
small estates ($30,000 or less).

Where a U.S. citizen is domiciled in the Netherlands for more than
7 out of the 10 years prior to his death, then both the United States
and the Netherlands will impose their death taxes on the worldwide
estate of the decedent. However, in this case the United States will
relinquish its primary jurisdiction and will allow a credit against the
Federal estate tax for the Dutch death tax imposed on the same prop-
erty, even where that property is located in the United States.

In the case of a Dutch citizen who was present in the United States,
the above results on a reciprocal basis would be obtained.

In essence, the basic approach of the proposed convention is (1) to
always allow the situs country pl'_imm'y tax jurisdiction with respect
to the property it may tax under its situs jurisdiction, (2) to give the
country of citizenship primary tax jurisdiction with respect to the rest

52-019—71——12
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of the decedent’s worldwide estate during the first 7 years the decedent
is temporarily present in the other country, and (3) then to give the
country of domicile primary tax jurisdiction where the decedent was
domiciled in that country for more than 7 out of the 10 years prior
to his death. This approach is designed to recognize that when a
decedent has been domiciled for only a temporary period in a country,
his ties with that country are not sufficient to justify the assertion of
primary estate tax jurisdiction by that country, on the one hand, and
to recognize, on the other hand, that where a decedent who is a citizen
of one country has been domiciled in the other country for a substantial
period of time, generally his closest ties will be with the country of
domicile rather than the country of ecitizenship, thus making it ap-
propriate to confer primary estate tax jurisdiction on the country of
domicile and secondary jurisdiction on the country of citizenship.

A detailed analysis of the proposed convention on an 111‘ti1-L*-hy-
article basis is presented below.

Article 1. Estates covered

The proposed convention provides that it will apply to estates of
decedents who are domiciled in, or are citizens of, one or both of the
countries at the time of their death. Thus, it will apply to decedents
who are U.S. citizens or domiciliaries at the time of their death and
will apply to decedents who at the time of death are domiciliaries of
the Netherlands, or are citizens of the Netherlands who had been
living outside of the Netherlands for less than 10 years. (Although the
Netherlands does not impose its death taxes on the basis of citizenship,
but rather imposes them on the basis of domicile, it treats Dutch
citizens who have been nonresidents of the Netherlands for less than
10 years as domiciled in the Netherlands.)

The proposed convention does not treat U.S. possessions citizens
who are residents of a possession as U.S. citizens or domiciliaries.
Accordingly, the proposed convention will not apply to estates of
these possessions citizens-residents, unless it is applicable by reason
of the person being domiciled in the Netherlands.

Since the purpose of the proposed convention is to avoid double
taxation of estates and to prevent fiscal evasion of death taxes, it is
provided (in article I of the protocol) that the provisions of the
proposed convention are not to affect property rights under laws
relating to descent, distribution, succession, inheritance, or similar
matters.

Article 2. Tuzes covered

The proposed convention applies to the U.S. Federal estate tax
which is imposed on the worldwide estates of decedents who are U.S.
citizens or residents and on the U.S. estates of nonresident aliens. In
the case of the Netherlands, it applies to the Duteh succession duty,
which is imposed on the worldwide estates of decedents who are
residents of the Netherlands, and the Dutch transfer duty, which is
imposed on certain types of assets situated in the Netherlands of
decedents who were nonresidents.

As is generally true in the case of our other estate tax treaties, the
proposed convention does not apply to death taxes imposed by State
or local governments. In addition, the proposed convention contains
a provision similar to that generally found in other U.S. estate tax
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treaties which provides that the convention will apply to any death
taxes either country may subsequently impose in the form of taxes
on estates or inheritances, transfer duties, and taxes on gifts in con-
templation of death.

Artiele 3. General definitions

The standard definitions generally found in most existing U.S.
estate tax treaties are contained in the proposed convention. Under
the proposed convention, the Netherlands is defined to mean that
part of the Netherlands situated in Europe and thus does not include
either the Netherlands Antilles or Surinam.,

The proposed convention also contains the standard provision that
undefined terms are to have the meaning which they have under the
applicable tax laws of the country applying the convention. In addi-
tion, it is further provided (in article II of the protocol) that where
a term is defined in a different manner by the two countries, or where
the definition of a term is not readily determinable under the laws of
one or both of the countries, then the competent authorities of the
two countries may establish a common meaning of the term in order
to prevent double taxation or to further any other purpose of the
proposed convention. Although a provision of this nature is not found
in our other estate tax treaties, a similar provision is contained in the
proposed income tax treaties with Belgium, Finland, and Trinidad
and Tobago.

Article 4. Fiscal domicile
The concept of domicile is important for death tax purposes since

it is one of the principal means emploved by countries to assert jurisdic-
I II plog ]

tion over the worldwide estates of decedents. (The other principal
basis used for this purpose is citizenship.) The tests employed, how-
ever, by countries to determine the domicile (i.e., residence for death
tax purposes as the term is used in the proposed convention) of a
decedent often are quite different. Under the Internal Revenue Code a
decedent is considered a domiciliary of the United States for purposes
of the Federal estate tax, if the person was residing in the United
States and had the intent to remain in the United States indefinitely
(or had been residing in the United States with such an intent and had
subsequently left this country without an intent to remain indefinitely
at his new place of residence). Under Dutch law, on the other hand, a
decedent is considered to be domiciled in the Netherlands for purposes
of Duteh death taxes, if the person had an habitual abode in the Nether-
lands even though he did not intend to remain there indefinitely.
Our existing estate tax treaties generally merely provide that each
country is to determine the domicile of a decedent in accordance
with the provisions of its own law. In cases where this results in both
countries considering a decedent to have been a domicilary, then both
countries usually apply their death taxes on the worldwide estate of
the decedent. To provide relief from double taxation in these cases,
our existing conventions, rather than attempting to resolve the double
domicile problem, provide for a prorated or split foreign tax credit;
i.e., each country allows a credit for a portion of the other’s tax. This
means of granting relief from double taxation, however, has often
proved inadequate. Accordingly, as previously indicated, the proposed
convention provides a series of rules to resolve double domicile
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problems, so that for purposes of applying the proposed convention a
decedent will be considered as domiciled m only one of the countries.
That country then will have the primary death tax jurisdiction with
respect to the worldwide estate of the decedent, other than with
respect to real property or business assets situated in the other
country. In essence, these rules of the proposed convention are based
on the concept that primary death tax jurisdiction should be exercised
only by the country of true domicile and not by the country of mere
presence or residence or citizenship where the decedent has been
domiciled in the other country for a substantial period of time prior
to death and in all likelihood, has his most significant ties with that
country.

In determining the domicile of a decedent under the proposed
convention, each country will first determine whether it would consider
the decedent to be a domieiliary under its own laws. In this regard, it
is provided (in article V of the protocol) that the Netherlands will
not assert its 10-year rule with regard to Dutch citizens who were
living in the United States for less than 10 years prior to their death
and who intended to indefinitely remain in the United States. Thus,
in these cases the Netherlands will not consider a decedent to be a
Dutch domiciliary, and, accordingly, the decedent will be considered
under the convention to have been domiciled in the United States.
Although the Netherlands would still assert its death tax with respect
to the worldwide estate of the decedent on the basis of his Dutch
citizenship, this would be a secondary tax jurisdiction after 7 vears of
domicile in the United States and thus the Netherlands would allow a
tax credit for the U.S. death taxes.

If after the application of the provisions of the internal laws of
each country, a decedent is considered to be domiciled in both coun-
tries, the }Jl'uYu.»;ml convention provides a series of rules by which

an exclusive domicile for the decedent will be determined; in other
words, by which the double domicile problem will be resolved. The
principal rule is the 7-out-of-10-year rule. Under this rule a decedent
who is a citizen of only one of the countries will be considered dom-
iciled in the country of citizenship, if he was domiciled in the other
country for less than 7 out of the 10 years prior to his death and if
he was in the other country without a clear intent to indefinitely
remain there for business, professional, education, training, tourism,
or similar purposes (or was a spouse or a dependent of a person in
that country for one of these purposes). A decedent will not be con-
sidered to have had a clear intent to indefinitely remain in the other
country unless all the evidence considered together is clear and con-
vincing to the contrary.

In essence, the 7-out-of-10 year rule gives the country of citizenship
the primary death tax jurisdiction with respect to the decedent’s
worldwide estate (other than real property or business assets of a
permanent establishment situated in the other country) during the
first 7 years he is domiciled in the other country. As is subsequently
discussed, after a decedent has been domiciled in the other country
for more than 7 years, the country of citizenship gives up its primary
jurisdiction and instead will have a secondary death tax jurisdiction.

n this case, the country of citizenship may assert its death tax on
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the worldwide estate of the decedent, but it generally must allow a full
credit for the death tax imposed by the country of domicile.

In the case of U.S. citizens who are temporarily employed in the
Netherlands or who are temporarily there for one of the other specified
reasons, the effect of this provision will be to exempt their estate,
other than real property or business assets situated in the Netherlands,
from Dutch death taxes.

Since the Internal Revenue Code embodies a relatively restricted
definition of domicile, generally most Duteh citizens temporarily
present in the United States who will be considered as Dutch, rather
than United States, domiciliaries under the proposed convention also
wotlld be so considered under U.S. law.

[t is contemplated that the 7-out-of-10-year rule will resolve the
great majority of double domicile situations. In cases where & double
domicile problem still remains after application of that rule, the
proposed convention further provides that a decedent will be deemed
to be domieiled in the country in which he had his permanent home
for at least 5 years immediately prior to death (under article IIT
of the protocol, the decedent may only have one permanent home for
this purpose), in the country with which his personal relations were
closest, or in his country of citizenship. In cases where a decedent’s
domicile cannot be determined by these tests, applied in the order
stated, and he is a citizen of both countries or of neither country, then
the competent authorities of the countries are to settle the question
by mutual agreement.

In this regard, it is provided (article VI of the protocol) that it is
intended for all questions of double domicile to be resolved under the
convention, and, accordingly, the competent authorities must resolve
any double domicile questions which are presented within the time
provided under the convention for filing tax refund or credit claims,
which generally is from 5 to 11 years after the decedent’s death. The
tyvpe of cases covered by this second set of rules, in addition to dual or
third country citizenship, include the situation where a citizen of one
country was domiciled in the other country for more than 7 out of
10 years but did not intend to remain there indefinitely.

Article 5. Application of domestic laws

The proposed convention follows the approach of our existing
estate tax treaties and provides that each country is to apply its
domestic death tax laws except as otherwise provided in the proposed
convention. The prineipal effect of this provision is that each country
will apply its own laws in determining the manner in which a dece-
dent’s debts are 1o be allocated among the various assets of his estate.

The allocation of debts is relevant in determining the value of a
decedent’s property which is considered subjeet to death tax in a
country where that country asserts a situs jursidiction (i.e., where
it taxes the property of the decedent solely on the basis that it was
situated in that country). It is also relevant where a country asserts
worldwide jurisdiction with respect to a decedent’s estate in deter-
mining the amount of the estate which is considered situated outside
of that country for purposes of determining the allowable credit for
foreign death taxes. Under Duteh law, debts which relate to real
property or business property are allocated solely to the property to




which they relate. On the other hand, under the Internal Revenue
Code a decedent’s debts are allocated on a pro rata basis to all of the
assets in his estate.

Insofar as it relates to the allocation of deductions, the proposed
convention modifies the above general rule in the situation where a
country allocates deductions on the basis of the situs of property to
insure that there is proper allocation of deductions in two situations:
(1) the determination of the net amount of a decedent’s estate which
is taxable in a country; and (2) the amount of the foreign tax credit a
country will allow for death taxes imposed by the other country. First,
it, in effect, is provided that in determining the amount of deductions
to be allocated to a country (which accordingly will serve to reduce
the net amount of the decedent's taxable estate in that country),
property which that country may not tax under the terms of the
proposed convention is not to be taken into account. In the absence
of this rule, property which a country could tax under its domestic
law, but not under the proposed convention, could be taken into
account in determining the amount of deductions to be allocated to
that country and thus would result in the allocation to that country
of a disproportionately large amount of the deductions. In other
words, it is not proper to allocate deductions to a country on the basis
of property located in that country which it is prevented from taxing.
Second, it is provided that in allocating deductions for purposes of
determining the amount of a foreign death tax credit one country
will allow for death taxes imposed by the other country, deductions
are not to be allocated to property in the country, unless a credit is
allowable under the terms of the proposed convention for the taxes

imposed by the other country with respect to the property.
The proposed convention also preserves the existing reporting
and l'(‘l_‘.tll‘lik['i")lllf_‘.’ requirements with respect to estates of persons

which are taxable under the domestic law of a country but are exempt
from that country’s tax under the proposed convention. In effect,
it is provided that the reporting and recordkeeping requirements of
each country, and the sanctions imposed on failures to comply with
these requirements (which often are imposed with reference to the
amount of underpayment of tax), are to be applied without regard
to the exemptions from tax provided by the proposed convention.
Either country, however, may by regulations waive any of these
requirements or sanctions if they are found to be unnecessary to
prevent fraud or fiscal evasion.

The proposed convention also contains a provision somewhat
similar to that found in our other estate tax treaties which provides
that the convention is not to have the effect of extending a country’s
jurisdiction to tax over that provided in its domestic law or of other-
wise increasing the amount of death taxes imposed by a country
(other than an increase which results from a reduction of the other
country’s tax under the proposed convention for which a credit is
allowable).

Article 6. Immovable property
Under the proposed convention, a country may tax only that part
of the estate of the decedent, who was neither a citizen nor a domi-
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ciliary of that country, which consists of immovable property (ba-
sically real property) situated in that country, and business assets
attributable to a permanent establishment (or fixed base) of the
decedent in that country (which are dealt with in article 7).

Under the proposed convention, the determination of whether an
item of property is immovable property is to be be made under the
laws of the country in which the property is located. Although U.S.
law does not define “immovable property,” that term for U.S. purposes
is to be considered to mean real property. It is further provided that
immovable property does not inulm[o any security interests or ships
or aircraft.

Article 7. Business property of a permanent establishment and assets
pertaining to a fired base used for the performance of professional
SErvices

The second type of property of a nonresident alien which a country
may tax under the proposed convention consists of business assets of
a permanent establishment of the decedent located in that country
(other than ships and aircraft operated in international traffic and
related movable property) and assets (other than immovable prop-
erty) pertaining to a fixed base of the decedent sitnated in that
country and used for the performance of professional services or other
similar independent activities. As subsequently discussed (article 9),
a country may not tax stock which a nonresident alien owns in a
corporation of that country. Accordingly, the situs country jurisdiction
allowed by this provision of the proposed convention is of limited
significance, since a nonresident alien may earry on his business
activities in the situs country through a domestic corporation, rather
than a permanent establishment, and thereby not be subject to situs
country death taxes on the business assets because the situs country
may not impose its death tax on his stock in the domestic corporation.

The proposed convention contains a definition of the term “perma-
nent establishment’ which is similar to the modern definition found
in recent U.S. income tax treaties. Generally, any fixed place of busi-
ness through which a decedent engaged in a trade or business is con-
sidered a permanent establishment. For this purpose, a decedent is
considered engaged in a trade or business regardless of whether the
business is carried on as a sole proprietorship or through a partnership
or unincorporated association. In the case of a partnership or associa-
tion, however, only the decedent’s interest in the business entity will
be taken into account for purposes of this provision.

A fixed place of business includes an office, fuctory, sales outlet,
and any building site or construction, or assembly project which
exists for more than 12 months. This general rule is modified by
providing that a fixed place of business which is used for all or a num-
ber of specified activities will not be considered a permanent estab-
lishment. These activities include the warehousing of goods for pur-
poses of storage, display, delivery, or processing by another person.

An additional activity included within this exempt category is
the maintenance of a fixed place of business (by a person other than a
dealer) for the purpose of investing or trading in stocks, securities, or
commodities for the decedent’s own account, whether directly or
through a broker or an agent. The Internal Revenue Code contains
a similar jurisdictional rule for purposes of determining whether a
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nonresident alien is considered engaged in business in the United
States so as to be subject to U.S. income tax.

The proposed convention also provides that a decedent will be
deemed to have a permanent establishment in a country if he had an
agent in that country who had and habitually exercised a general
contracting authority (other than for the purchase of goods or mer-
chandise) i that country. This agency rule does not apply, however,
if the agent is a broker, general commission agent, or any other agent
of an independent status, provided the agent is acting in the ordinary
courze of his business.

Articles 8 and 9. Tazxation on the basis of domicile and citizenship

Under the proposed conventicn, only the country of the decedent’s
domicile or citizenship at death may impose its death tax on the
property of the decedent, except for real property, or business assets
of a permanent establishment (or fixed base), situated in the other
country which also may be taxed by that other country. In other
words, if a decedent is neither a citizen nor a resident of a country,
then that country may not impose its death tax on his property (or
take that property into account in determining the rate of its tax),
unless the property is real property or business assets of a permanent
establishment (or fixed base) situated in that country. The principal
effect of this provision is to exempt from a country’s death taxes
property of a nonresident alien of that country such as stocks, bonds,
art objects, jewelry, and life insurance proceeds.

The exemption provided in this recard from the U.S. estate tax
for stock of a U.S. corporation which is owned by a nonresident alien,
who is a Dutch domiciliary or citizen, is not found in our other estate
tax treaties or in the Internal Revenue Code. This exemption, however,
will remove whatever impediments the existence of our estate tax
imposes to investments by Dutch persons in the United States and
thereby should help our balance-of-payments position. At the same
time, this provision will not have the effect of totally exempting these
assets from death taxation, inasmuch as the Netherlands imposes its
death tax on domiciliaries at effective rates which are comparable to
those in the United States, and thus property which is exempted from
the U.S. estate tax under this provision will be subject to the compa-
rable Dutch tax burden.

In the case where a decedent is domiciled in one country and is a
citizen of the other country, both countries may impose their death
taxes with respect to the worldwide estate of the decedent. Thus,
both the United States and the Netherlands may impose their death
taxes on the worldwide estates of their citizens. Where, however,
the decedent is not considered domiciled under the proposed con-
vention in his country of citizenship because he was domiciled in the
other country for 7 or more of the 10 years prior to his death, the tax
jurisdiction allowed that country under the proposed convention gen-
erally is a secondary jurisdiction. In other words, although that coun-
try may assert its death tax with respect to the worldwide estate of
the decedent, it generally must give a credit against that tax for the
death taxes imposed by the country of domicile.
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Article 10. Ezemptions

Under the proposed convention, the Netherlands will allow a U.S.
citizen or domiciliary (who is not also a Dutch citizen or domiciliary)
a marital deduction which is somewhat similar to the marital dedue-
tion allowed U.S. citizens and residents under the Internal Revenue
Code. In this type of case, the Netherland’s tax jurisdiction extends
only to real property, or business assets of a permanent establishment
(or fixed base), of the decedent which is situated in the Netherlands.

It is provided that if this property (other than community property)
passes to the decedent’s surviving spouse, the Netherlands will allow
a deduction from the value of the decedent’s estate subject to Dutch
death taxes for the amount of the property passing to the spouse. The
amount of the deduction, however, will be limited to 50 percent of the
value of the decedent’s property subject to tax in the Netherlands
(determined after allowance of any applicable deductions, but before
taking into account the $30,000 exemption provided by the proposed
convention).

If the United States changes its estate tax laws in such a manner as
to make the treatment of nonresident aliens in relation to the treatment
of U.S. citizens and domiciliaries substantially less favorable than it is
at the present time, the Netherlands will cease to allow this marital
deduction. It is understood that the Netherlands was willing to grant
this marital deduction in view of the relatively favorable treatment
provided by the United States pursuant to the Foreign Investors Tax
Act of 1966 to estates of nonresident aliens. Accordingly, if that treat-
ment should become substantially less favorable, the Netherlands is
not willing to continue the allowance of the marital deduction.

To relieve small estates of situs country taxation, the proposed
convention provides that where a country may tax real property or
business property of & nonresident alien solely by reason of the
property’s situs in that country, it will exempt the property from its
death tax if the value of the property (after reduction by the applicable
deductions and the marital deduction) does not exceed $30,000. If
the value of the property does exceed $30,000, the exemption, in
effect, is phased out. It is provided that the tax imposed by the situs
country in this case is to be the smaller of the amount of tax deter-
minated under its law and the proposed treaty or 50 percent of the
value of the property in excess of $30,000.

In view of the 6 percent tax rate which the Netherlands imposes on
property of nonresident aliens, the effect of this provision in the case
of estates of U.S. citizens or domiciliaries (who are not also citizens
or domiciliaries of the Netherlands) is to exempt the assets of the
estate located in the Netherlands from Dutch death tax, if the taxable
valie of the assets is $30,000 or less, and to reduce the amount of Dutch
death tax imposed on these assets where their value is between $30,000
and $34,000. This provision will not affect U.S. estate taxation of
Dutch citizens or residents since the Internal Revenue Code presently
allows the estates of nonresident aliens a $30,000 exemption.

Article 11. Credits

The proposed convention provides a series of rules to determine
the amount of tax credits which will be allowed by each country in
cases where a decedent’s property is taxed by both countries. These
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provisions constitute rules for determining the priority of the coun-
tries’ rights to tax property of decedents in the sense that the country
which grants a {-ru({il for the other country’s tax, in effect, is exercising
a secondary, rather than a primary, taxing jurisdiction. These credit
rules, in conjunction with the limitations imposed by the proposed
convention on situs country taxation and on the ability of a country
to tax the worldwide estate of a decedent, constitute the approach
employed by the proposed convention to avoid double taxation where
both countries tax a decedent’s property.

In general, the proposed convention provides for three types of
credits: First, a credit against the tax of the country of domicile or
citizenship for taxes imposed by the other country on property situated
there; second, in the case of a citizen of both countries or a citizen
of one who was domiciled in the other for T or more of the 10 years
prior to death, the allowance by the nondomiciliary country of an
additional credit for taxes imposed by the country of domicile re
both countries tax the worldwide estate of a decedent; and finally,
the allowance by each country of a prorated credit for a portion of the
other country’s tax in cases not covered by the first two credit rules.
The principal case falling within the third credit rule is that of a
citizen of one country who was permanently living in the other
country for a period of less than 7 vears. Existing U.S. estate tax
treaties generally only contain a credit provision similar to the first
and third types deseribed above.

Under the proposed convention, the first credit rule provides that
the country in which a decedent was domiciled, or of which he was a
citizen, will allow a credit for the taxes imposed by the other country
on real property and business property of a permanent establishment
(or fixed base) of the decedent situated in that other country. The
country of domicile or citizenship will allow this credit whether the
other country imposes its tax on the basis of situs jurisdiction or
imposes it on the worldwide estate of the decedent on the basis of his
citizenship or domicile in that country. In many cases, this credit rule
in_conjunction with the 7-out-of-10-year domicile rule will serve to
eliminate double taxation. This is because a citizen of one country
who is temporarily in the other country for less than 7 years, on the
one hand, generally, will not be considered domiciled in that other
country and thus his estate will not be subject to death taxes in that
country other than with respect to real property or business assets and.,
on the other hand, his estate will be allowed a credit by the country of
citizenship for the taxes imposed by the other country on the real
property or business property situated there.

In cases where both countries tax the estate of a decedent on a
worldwide basis because the decedent was a citizen of both countries
or a citizen of one and a domiciliary of the other for 7 or more of
the 10 years prior to his death, the second credit rule of the pro-
posed convention provides for the allowance of an additional tax
credit by the country in which the decedent was not domiciled. In
the case where the decedent was a citizen of only one of the countries
at his death and had been domiciled for more than 7 out of the
10 years prior to his death in the other country, the country of
citizenship will allow a credit for the tax imposed by the other country
i.e., the country of domicile). If the decedent was a citizen of both
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countries at his death, then the country in which he was not domiciled
will allow & eredit for the tax imposed by the country of domicile.

Under these credit rules, the nondomiciliary country yields priority
of taxation of the decedent’s estate to the domiciliary country. In the
first situation, the nondomiciliary country which is the country of
citizenship, in effect, yields priority of taxation to the country of
domicile in view of the fact that during the first 7 years of the
decedent’s domicile in the other country, the country of citizenship
has priority of taxation (since during that period it is considered the
country of domicile under the proposed convention).

The third credit rule provides that in other cases where both
countries tax the worldwide estate of a decedent, they are to allow a
split or prorated credit; namely, each country will allow a credit with
respect to property taxed by both countries equal to that percentage
of its tax on the property (or the other country’s tax on the same
property, if smaller) which the amount of that country’s tax is of the
combined tax of both countries. Generally, this eredit rule will have
principal application in the case of a citizen of one country who had
been permanently living in the other country for less than 7 years
at the time of his death,

Under the proposed convention, the total amount of credits which
one country will allow under the convention and under its laws or
other treaties is limited to that portion of its tax which is attributable
to all property for which a credit is allowable under the convention.
In determining this limitation, properties are not to be considered
on an individual basis, but rather are to be aggregated. This limita-
tion does not apply to the split credit since that credit has a built-in
limitation,

As is the case under our existing estate tax treaties, the proposed
convention further provides that credits allowed by a country against
its tax other than pursuant to the convention are to be subtracted
from the gross tax imposed by that country in order to determine
the tax imposed by it which is creditable against the other country’s
tax or against which the other country’s tax may be credited.

A credit will not be finally allowed under the proposed convention
until the tax for which the credit is claimed has been paid. In addi-
tion, any credit allowed under the proposed convention is to be in
lieu of credits allowed by the domestic laws of each country with
respect to taxes of the other country.

Article 12. Limitation on claims for eredit or refund

Under the Internal Revenue Code, a claim for credit or refund of
Federal estate taxes generally must be made within 4 years and 3
months after the date of the decedent’s death (or 5 years and 3 months
from the date of death where the claim is based on the allowance of
& credit for foreign death taxes). The proposed convention provides
a period of limitation during which claims for credit or refund of
taxes based on the provisions of the convention may be made, which
in some cases will be somewhat longer than that allowed by the
Internal Revenue Code. It is provided that a claim for credit or
refund of taxes based on the provisions of the convention must be
made before the expiration of the latest of (1) the period of limitations
prescribed under the domestic law of the country to which the claim
15 made, (2) 5 years from the decedent’s death, or (3) 1 year
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after final determination and payment of a tax for which a credit is
claimed under the convention (provided these events occur within
10 vears from the decedent’s death).

The proposed convention follows the approach of other U.S. estate
tax treaties and provides that any refund made pursuant to the
convention is to be made without interest.

Article 13 and 14. Administrative provisions

The proposed convention contains various administrative provisions
which are generally found in other U.S. fax treaties. In general, the
|||‘r|]m-f‘|| convention ]II'(n'irl('#-

(1) For consultation and negotiation between the countries
to resolve differences arising in the interpretation or application
of the proposed convention and also to resolve claims by tax-
payers that they are being subjected to taxation contrary to the
proposed convention; and

(2) For the exchange between the countries of legal informa-
tion and of information pertinent to earrying out the provisions
of the proposed convention, or the tax laws of one of the countries
insofar as its taxation is in accordance with the proposed con-
vention, or to preventing fraud or fiscal evasion with respect to
the taxes covered by the proposed convention.

Article VIII of the protocol sets forth the understanding that the
Netherlands cannot diselose information obtained from banks and
certain similar institutions, including insurance companies, since this
information is treated as confidential under Duteh law. The Nether-
lands will disclose information, however, where the bank or institution
is the executor or administrator of the decedent’s estate.

Article 15. Diplomatic and consular officials

The proposed convention provides that its provisions are not to
affect the fiscal privileges which diplomatic and consular officials and
officials of international organizations enjoy under the general rules
of international law or the provisions of special agreements. It is
further provided that the right to tax these persons will be reserved
to the country for whom they perform their functions (or the country
of citizenship in the case of international officials) and that these offi-

ials are not to be considered domiciled in the country where they
were employed (the receiving counfry). This provision is designed to
prevent diplomatic and consular officials of a third country fiom
claiming domicile in either the United States or the Netherlands so
as to bring themselves within the provisions of the convention.

Artiele 16. Entry into force

The proposed convention will enter into force upon the date the
instruments of ratification are exchanged and will apply to estates of
persons dying on or after that date.

Article 17. Territorial extension

The proposed convention contains a method similar to that found
in some of our other tax treaties by which the convention may be
extended to Surinam or the Netherland Antilles, or to any areas not
otherwise covered by the proposed convention for whose international
relations the United States is responsible, if the country or area
imposes taxes substantially similar to those covered by the eonvention.
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The convention may be extended pursuant to this provision either
in its entirety or with the necessary modifications. The exchange is to
be effected by an exchange of notes through diplomatic channels
which then must be ratified.
Artiele 18. Termination

The proposed convention will continue in force indefinitely but
either country may terminate it as of the close of any calendar vear
which ends at least 5 years after the convention enters into force.
Protocol

All but one of the provisions of the protocol to the proposed conven-
tion have been discussed in connection with the provisions of the con-
vention to which they relate. The remaining provision, article IX of
the protocol, provides that if either country changes its laws with the
]‘t!r—'ll{l that there is a substantial alteration of the effects of the pro-

posed convention, the countries are to consult together with a view
to making appropriate modifications in the proposed convention, if
one of the countries requests consultations.
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